
This document is not intended to, and does not relate specifically to any investment strategy or product that AQR offers. It is being provided merely to provide a framework to assist
in the implementation of an investor’s own analysis and an investor’s own view on the topic discussed herein.
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The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons.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

Leverage Aversion and Risk Parity
January 1, 2012


R I S K  P A R I T Y

The risk parity (RP) approach to asset allocation has gained in popularity among practitioners. RP investing starts with the observation that
traditional asset allocations, such as the market portfolio or the 60/40 portfolio of stocks/bonds, are not well diversified when viewed from
the perspective of how each asset class contributes to the overall risk of the portfolio. Because stocks are so much more volatile than
bonds, movement in the stock market dominates the risk in the market portfolio.

RP seeks take advantage of this by investing more money in low-risk assets than in high-risk assets, and leveraging the resulting portfolio
to a desired volatility. Empirical evidence dating back to 1926 shows that RP portfolios have outperformed traditional portfolios over the
long term, but we must ask ourselves whether this evidence alone is conclusive. More than 80 years of evidence in the U.S is great, but we
would feel more comfortable if there were also theoretical justification for RP investing and broad tests across and within major asset
classes and countries.

Frazzini and Pedersen (2010) have found these links. Following Black (1972), they showed that if some investors are averse to leverage,
low-beta assets will offer higher risk-adjusted returns and high-beta assets will offer lower risk-adjusted returns. In contrast to the standard
Capital Asset Pricing Model, leverage aversion suggests that the highest risk-adjusted return is achieved not by the market but, rather, by
a portfolio that overweights safer assets (e.g., a risk parity portfolio). We test this theory across several international markets and globally
and find evidence consistent with the theory of leverage aversion being one factor behind risk parity’s superior performance.
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