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Abstract

The authors show that leverage aversion changes the predictions of modern portfolio
theory: Safer assets must offer higher risk-adjusted returns than riskier assets.
Consuming the high risk-adjusted returns of safer assets requires leverage, creating an
opportunity for investors with the ability to apply leverage. Risk parity portfolios exploit
this opportunity by equalizing the risk allocation across asset classes, thus
overweighting safer assets relative to their weight in the market portfolio.

In our article, we show that leverage aversion changes the predictions of modern
portfolio theory: It implies that safer assets must offer higher risk-adjusted returns than
riskier assets because leverage-averse investors tilt their portfolio toward riskier assets
to achieve high unleveraged returns, thus pushing up the prices of risky assets and
reducing the expected return on those assets. Therefore, safer assets are in relatively
low demand and offer high risk-adjusted returns. Consuming the high risk-adjusted
returns offered by safer assets requires leverage, which creates an opportunity for
investors with the ability and willingness to apply leverage.
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A risk parity (RP) portfolio exploits the high risk-adjusted returns of safer assets in a
simple way—namely, by equalizing the risk allocation across asset classes and thus
overweighting safer assets and underweighting riskier assets relative to their weights in
the market portfolio. Although an unleveraged RP portfolio has a lower risk than the
market portfolio (and the 60/40 portfolio) owing to the higher allocation to safer assets,
the RP portfolio can be leveraged to achieve the same risk as the market portfolio and
a higher expected return.

Consistent with our theory of leverage aversion, we found empirically that risk parity
has outperformed the market over the last century by a statistically and economically
significant amount. Indeed, in the United States, an RP portfolio with the same risk as
the market portfolio outperformed the market portfolio by about 4 percent a year over
1926-2010. Furthermore, the RP portfolio delivered higher risk-adjusted returns than
the 60/40 portfolio in each of the 11 countries covered by the J.P. Morgan Global
Government Bond Index over 1986-2010. We performed extensive robustness tests

and analyzed the related evidence across and within countries and asset classes.

Editor's Note: The authors are affiliated with AQR Capital Management, LLC, which

offers risk parity funds.

TA Inwinats

Research &
Policy Center

Related research @

People also read Recommended articles Cited by
234


https://www.tandfonline.com/action/clickThrough?id=112808&url=https%3A%2F%2Frpc.cfainstitute.org%2Fresearch%2Fcelebrating-research-excellence%2F80-years-financial-analysts-journal-anniversary&loc=%2Fdoi%2Fabs%2F10.2469%2Ffaj.v68.n1.1&pubId=52514593&placeholderId=101378&productId=107039

Information for

Authors

R&D professionals
Editors

Librarians

Societies

Opportunities

Reprints and e-prints
Advertising solutions

Accelerated publication

Corporate access solutions

Keep up to date

Register to receive personalised research and resources

by email

BSignmeup
ONM
i RoJ ¥¢|

Copyright © 2025 Informa UK Limited

Accessibility

Registered in England & Wales No. 01072954
5 Howick Place | London | SW1P 1WG

Open access

Overview

Open journals
Open Select

Dove Medical Press

F1000Research

Help and information

Help and contact
Newsroom
All journals

Books

Privacy policy Cookies Terms & conditions

S

Taylor & Francis Group

an informa business



https://authorservices.taylorandfrancis.com/
https://taylorandfrancis.com/who-we-serve/industry-government/business/
https://editorresources.taylorandfrancis.com/
https://www.tandfonline.com/page/librarians
https://www.tandfonline.com/societies
https://www.tandfonline.com/openaccess
https://www.tandfonline.com/openaccess/openjournals
https://www.tandfonline.com/openaccess/openselect
https://www.tandfonline.com/openaccess/dove
https://www.tandfonline.com/openaccess/f1000
https://taylorandfrancis.com/who-we-serve/industry-government/marketing/
https://taylorandfrancis.com/partnership/commercial/advertising-solutions/
https://taylorandfrancis.com/partnership/commercial/accelerated-publication/
https://taylorandfrancis.com/who-we-serve/industry-government/business/purchasing-options/
https://help.tandfonline.com/
https://newsroom.taylorandfrancisgroup.com/
https://www.tandfonline.com/journals?&pageSize=3000
https://www.routledge.com/
https://taylorandfrancis.formstack.com/forms/tfoguest_signup
http://facebook.com/TaylorandFrancisGroup
https://twitter.com/tandfonline
http://linkedin.com/company/taylor-&-francis-group
https://www.youtube.com/user/TaylorandFrancis
http://www.weibo.com/tandfchina
https://bsky.app/profile/tandfresearch.bsky.social
https://www.informa.com/
https://informa.com/privacy-policy/
https://privacy.informa.com/trackers/en/
https://www.tandfonline.com/terms-and-conditions
https://www.tandfonline.com/accessibility
http://taylorandfrancis.com/

