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Traditionally, investors manage risk by building a portfolio consisting of a 60/40 stock/bond 
blend. The problem with this approach is that the risk is disproportionally allocated; stocks 
carry the heaviest burden. Risk parity introduces a new methodology designed to capitalize 
on holding a larger proportion of stocks while equally allocating risk across all holdings. An 
equitable distribution of risk requires using various asset classes.  

Critics of this approach cite that nearly all risk parity portfolios require leveraging to achieve 
greater returns. Additionally, growing correlations between stocks and bonds erodes the risk 
mitigating characteristics of the strategy. However, testing has shown that a risk parity 
composition yields similar benchmark returns while reducing the Sharpe ratio thereby making 
the strategy sound in most cases.  
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16 November 2016 Executive Summary 
In 1996 Bridgewater Associates launched their All Weather fund. The portfolio 
represented the first publicly available risk parity strategy. The concept was to 
hold high-return investments while mitigating risk. To do so, managers selected 
assets that offset the risk of one another leading to a framework that could 
withstand a multitude of market conditions. Twenty years later we revisit the 
origins, strategy, and performance of the All Weather fund.   

A New Way to Manage Risk 
Risk parity remains one of the most influential strategies in modern investing. 
However, it didn't emerge from the frenzied offices of Wall Street. Instead, it 
began 50 miles north in the quiet, colonial town of Westport, Connecticut. Ray 
Dalio, the founder of investment management firm Bridgewater Associates, is 
widely recognized for pioneering the concept of a risk parity portfolio 
optimized for all market conditions. In this article, we examine three aspects: 
the origins of risk parity, the conceptual underpinnings and the performance of 
the model. With this information, investors can make an educated decision on 
the value of Dalio’s innovation.  

Bridgewater Associates managed approximately $5 billion in assets upon the 
launching of the All Weather fund in 1996. Today the firm holds $150 in AUM. 
Much of this growth comes from the Bridgewater’s innovative spirit which 
generates ideas like risk parity. Originally, risk parity was a nascent concept 
employed in Dalio’s trust. In time he decided to make the strategy available to 
investors. The idea has universal appeal: excellent risk management with a 
higher return. How does it work?   

Traditionally, investors manage risk by giving sufficient weight to less volatile 
assets. That is, they construct a portfolio consisting of a 60/40 stock/bond blend. 
The problem with this approach is that the risk is disproportionality allocated; 
stocks carry the heaviest burden. For example, “Since 1973, stocks would have 
accounted for over 90% of the volatility of a 60/40 benchmark” (Inker, 2010).  

Risk parity introduces a new methodology designed to capitalize on holding a 
larger proportion of stocks while accepting lower risk.  In short: both stocks and 
bonds represent equal volatility influence on the total portfolio. 

A simplified approach to this goal would be a dramatic reduction in stocks and 
an increase in bonds. However, “following such an approach would have 
resulted in a 28/72 equity/bond allocation” thereby creating an uncompetitive 
long-term return (Inker, 2010). 
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Risk Parity is the concept 
of building… 

“ 
A high-returning 
portfolio out of 
uncorrelated 
returns while 
maintaining a 
high commitment 
to equities. 



Dalio endeavored to construct “A high-returning portfolio out of uncorrelated 
returns while maintaining a high commitment to equities” (Bridgewater).  
Making this work meant simultaneously having the reduced volatility of bonds 
and robust returns of stocks. 

However, the fact remained: holding a greater proportion of stocks is inherently 
risky;  this is where the solution of using various asset classes came to the fore.  
The idea was to offset risk by choosing investments that, in the aggregate,  
neutralized risk. As Bridgewater explains, “…the equities needed to be paired 
with another asset class that also had a positive expected return (i.e. a beta) but 
would rise when equities fell and do so in a roughly similar magnitude to the 
decline in the stocks.” Executing this strategy meant connecting four smaller 
portfolios that in total could weather rising inflation, falling inflation, rising 
growth and falling growth

Each of the four segments of the 
portfolio would have equal
representation.   

By design, the fund would be passive; the
structure aimed to withstand every 
eventuality.  There was no need to 
predict deflationary shift because the 
counterbalancing of the assets provided 
durable equilibrium. However, in 
the 20 years since launching the fund has seen detractors warning of inherent 
flaws. Proponents, however, cite the work of Dalio and his associates as a 
milestone in the world of investing. In the next section,  we examine both sides 
of the discussion. 

The Conceptual Framework of Risk Parity 
Risk parity invites comparisons to the earlier concept known as Modern 
Portfolio Theory (MPT). The basis of this theory is that a diversified portfolio 
consisting of relatively uncorrelated assets can reduce risk without foregoing 
return. The most popular tool in measuring this risk-adjusted return is the Sharpe 
Ratio. This calculation represents the average return less the risk-free rate 
divided by the standard deviation. A higher Sharpe ratio means an investment 
has delivered stronger returns relative to the risk associated with holding the 
asset. Therefore, a risk parity strategy strives to achieve a higher Sharpe ratio.
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A higher Sharpe ratio does not necessarily represent a higher return. Instead, the 
number reflects the ability of an asset to generate returns without excessive 
exposure to risk. Historical stock and bond returns offer insight into how this 
concept works.     

Between 1978 and October of 2011 the S&P 500 Total Return Index generated 
compounded returns at 11.2% annually while shouldering a volatility of 15.6%.
The Barclays Aggregate Bond Index returned 8.3% over the same period with a 
volatility of just 5.7%. Most investors would identify stocks as the winner in this 
comparison. 

The Sharpe Ratio says otherwise.

The volatility of stocks in this period was 2.74 times that of bonds. Though 
stocks delivered 11.2%, the “…excess return per unit of risk, or Sharpe Ratio, 
was inferior to that of bonds. For every unit of risk employed, a stock investor 
was rewarded with 0.34 units of excess return. In contrast, a bond investor 
received 0.45 units of excess return per unit of risk” (Partridge, Lee et al., 2012). 
A risk parity portfolio is cognizant of this concept. The influence of the Sharpe 
Ratio on a risk parity strategy is evidenced by figure 1. 
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The graph shows the proximity of a risk parity portfolio (“Unlevered Risk 
Parity”) to the optimized Sharpe Ratio Portfolio (“Max SR”). The efficient 
frontier, resembling a hyperbola, is comprised of a series of plot points. Each of 
these points represents the highest possible return one can expect from the 
investment given the level of risk incurred.  

The All Weather fund does not hypothesize or predict future market conditions. 
Rather, the fund assumes all possible outcomes. The theory of a risk parity 
strategy rests on two beliefs: First, no one can predict what direction the market 
will take. Second, we can estimate with reasonable accuracy how differing asset 
classes will respond to a variety of conditions. Therefore, “Asset classes react in 
understandable ways based on the relationship of their cash flows to the 
economic environment. By balancing assets based on these structural 
characteristics, the impact of economic surprises can be 
minimized” (Bridgewater). Balancing these assets means delving into nuanced 
investments like inflation-linked bonds and commodities. Some contend that the 
complex investments required to make risk parity work are dangerous in the 
long-term.

Ben Inker, writing for GMO cautions that “leverage, may prove extremely 
painful to investors.” This, in fact, is a tool of the All Weather portfolio. In the 
early days of implementation Bridgewater concedes “The idea of leverage also 
raised questions. Some were wholly unfamiliar with the concepts of financial 
engineering and therefore were initially uncomfortable with derivative 
instruments (e.g., futures and swaps).” Leveraging introduces a level of 
complexity that can dramatically increase downside risk.

Bridgewater again echoes the warnings of Inker when they posit that the “risk 
adjusted advantage of these portfolios narrows and may disappear depending on 
the fund’s borrowing behavior.” Figure 2 illustrates the increased risk when 
leveraging is applied. 

While the strategy of leveraging does, in fact, achieve the goal of greater returns, 
it only does so  at the cost of amplified risk. Critics have cautioned that the 
increased standard deviation creates problems when attempting to manage risk.

Critics have argue that using the Sharpe Ratio as a measurement tool is 
fundamentally flawed. Why? The calculation does not account for left-tail risk, 
which becomes a factor in leveraged positions. 
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Other analysts hold this view; last year The Wall Street Journal reported that 
Eric Tedd, head of research for Guggenheim Investment Advisors, explained: 
“Volatility, which many risk-parity funds use as a measure of risk, doesn’t do a 
good job of estimating risk in more trying environments.” A period of depressed 
commodities, for example, constitutes a difficult market.  

The common criticism of  risk parity is based in the scenario of stocks and 
bonds falling. If these two asset classes experience a prolonged period of 
decline, the portfolio can only respond by deleveraging. Doing so means selling 
investments thereby magnifying already significant losses.  

How does the manager of a risk parity fund contend with this argument? They 
remind critics that they “don’t have that high a level of leverage,” as Ed Peters, 
head of risk parity strategies at First Quadrant LP, remarked in September 
(Driebusch, Corrie et al., 2016). This statement, however, belies the uncertainty 
of analysts. Many people just do not know to what extent a particular risk parity 
fund involves leveraging. Even the most intelligent investors have trouble 
answering this question.     
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While the strategy does make good use of offsetting the concept only holds up 
when stocks and bonds remain uncorrelated. As recently as September 6th The 
Wall Street Journal reported that share prices and bond yields mirrored each 
other in movement over 11 of the previous 30 trading days. Figure 3 illustrates 
the cadence of rising and falling correlation between equities and bonds from 
2002 to July of 2016. 

This uncommon correlation is in stark contrast to the risk parity strategy. This 
market behavior calls into question the future performance of the All Weather 
fund and similar vehicles. However, to better understand what investors can 
expect we need to examine past performance.

Performance of the All Weather Fund & Implementation 
A sampling of 11 risk parity funds measured from the start of 2015 through 
November 5th reveals losses of 3.6% on average. Contrasting this is the 
performance of a 60/40 stock/bond blended fund returning 1.4% over the same 
period. Is this representative of the long-term performance of the most risk 
parity funds? We will take a closer look.

A recent review from Lazard Asset 
Management finds that between May 2002-July 
2016 risk parity outperformed an equal-
weighted allocation strategy. For this duration 
risk parity delivered an average annualized 

return of 4.9% with a volatility of 7.47%. Contrasting this was the lesser average 
annualized return of 4.08% from the equal-weighted portfolio with a greater 
volatility of 11.7% The researchers also conclude that the chief benefit of the 
strategy is less downside risk and reduced volatility rather than superior return. 
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Investors can, to a degree, implement the basic structure of the All Weather 
portfolio by investing in five ETFs. These holdings are similar to the basic 
formulation of Dalio’s fund explained earlier. These proportions create a more 
equitable spread of volatility across each holding while mitigating risk in a 
variety of market conditions.  

The data indicates an investor can capture a similar performance to that of a 
traditional blended portfolio while minimizing risk. As represented earlier, there 
are circumstances like periodically high stock/bond correlations that erode the 
effectiveness of the strategy. Investors must also be mindful of leveraged assets 
which can further exacerbate the impact of poor market conditions.  


