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A Measure of Risk Appetite for the Macroeconomy



Overview
It is intuitive that the risk appetite of investors drives markets and economic activity. Far less understood is how to measure it. A good,
workable measure of risk appetite would dynamically reflect investor preferences for safer assets when risk desires are low and vice versa.
It would also work across asset classes so, for instance, it would apply to common stocks, bonds, and private investments. The authors
propose a new measure of risk appetite that satisfies these criteria. It is based on the notion that when investors’ risk appetite is low, they
shun volatile stocks. To calculate their measure, they compare the valuation ratios (book-to-price) of low- and high-volatility stocks. When
valuations are relatively high for high volatility stocks (versus low volatility stocks) then risk appetites are also high.  The authors contend
that increases in their risk measure are followed by increased real short rates, investment, and economic output.

Investigation
Changes in investor risk appetite should affect the macroeconomy. A higher appetite for risk leads to a greater willingness to fund risky
projects and less interest in safe bonds. Thus, real interest rates should rise along with investment, spurring an economic expansion, and
vice versa for an economic contraction.  To date, an empirical measure of the dynamic risk appetite of investors has proven elusive.  

The authors propose a new, workable measure of risk appetite with predictive power for real short rates and economic activity. Their
approach relies on the idea that when risk appetite is low, investors should be more averse to holding high-volatility assets and instead
prefer low-volatility assets like riskless bonds.  They test their thesis in the cross section of equities from 1970 to 2016 using the “price of
volatile stocks” or (PVS), calculated as the value spread between high-volatility stocks and low-volatility stocks (calculated as average
book-to-market of low-volatility stocks minus average book-to-market of high-volatility stocks). The PVS metric infers risk appetite is high
when the value spread is high; i.e., when market values of high-volatility stocks are large relative to low-volatility stocks. Using their PVS
risk appetite measure, the authors document several findings:

Conclusion
Taken together, the authors’ findings suggest that PVS measures the macroeconomy’s risk appetite. A marked decline in the valuation for
high volatility stocks relative to low volatility stocks is associated with a flight to quality as risk appetites decline, followed by lower real short
rates, investment, and economic output. The authors find that these relationships occur consistently through different macroeconomic
environments.

PVS is positively correlated with real rates across the entire term structure of U.S. Treasury Bonds, from 1-yr to 10-yr.

Both PVS and the real rate show power to forecast returns on a portfolio that is long low-volatility stocks and short high-volatility stocks
as well as in volatility sorted portfolios in asset classes beyond equities.

PVS and the real rate are both only weakly correlated with typical macroeconomic risk measures.

Outflows from high-volatility mutual funds are large relative to low-volatility funds when the real rate is low.

Shocks to PVS are associated with a rise in investment, output, and employment.
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This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recommendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived from sources believed by the
author and AQR Capital Management, LLC (“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investment or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investment losses. 

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR. The views expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein. 

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in making an investment or other decision. There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forward-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different from that shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be superseded
by subsequent market events or for other reasons. 
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