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Objective

Why Risk Parity

The ReSolve Global Risk Parity (GRP)
Strategy is designed to provide steady
returns in most market environments, with
moderate turnover.

Traditional portfolios are structurally flawed

The Strategy is constructed from a diverse
universe of global asset classes so that
the portfolio contains investments which
can thrive in any economic environment.
Asset classes are held in weights such
that each asset contributes the same
amount of risk to the portfolio. As asset
relationships change over time, the
Strategy responds with subtle shifts to
maintain maximum diversification.

The past quarter century has been characterized by benign inflation and sustained
growth in the global economy. These qualities favoured traditional portfolios of
developed market stocks and bonds, such as the ubiquitous 60/40 ‘balanced’
portfolio. However, truly diversified portfolios must be prepared to weather periods
of poor global growth, potentially accompanied by large swings in inflation, when
both stocks and bonds may flounder. The 1970s offer a meaningful case study, as
stagnating economic growth coupled with high and accelerating inflation produced
negative real returns for stocks and bonds, per Figure 1.
Figure 1. Real Returns to S&P 500 and 10 year T-Bond (1970-1980)

Source: ReSolve Asset Management, 2015. Data from CSI Data.

The fact is, at any moment investors are anticipating economic outcomes to
evolve along two dimensions. That is, the economy is either expected to produce
accelerating or decelerating inflation, coincident with accelerating or decelerating
growth. Moreover, the economic drivers of asset class returns lead to predictable
asset class behaviors in each inflation and growth regime. Figure 2. provides a
model for asset class behaviours in different inflation and growth environments.
Each quadrant contains assets that might be expected to thrive under the specified
combination of inflation and growth. Assets close to the centre will respond in a
mildly positive way to the regime, while returns to assets on the periphery are highly
sensitive to that environment.
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Why Risk Parity
Figure 2. Asset classes which thrive within each economic regime
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From 1970 to 1980 commodities and
gold provided real compounded returns
of 12.99% and 23.70% respectively while
stocks and bonds returned -0.67% and
-1.29%. A 60/40 ‘balanced’ portfolio
would have returned 6.20% over this
period.

Slowing inflation

Source: ReSolve Asset Management, 2015.

Recall that accelerating inflation and decelerating growth, corresponding to the
upper left quadrant in Figure 2., characterized the economic environment of the
1970s. In this type of ‘stagflationary’ regime, stocks and bonds should struggle.
However, holding gold, commodities and, in contemporary markets, treasury inflation
protected securities (TIPS), would have provided a ballast to offset the losses from
stocks and bonds as can be seen in Figure 3. As such, a more diversified portfolio
would have generated reasonable returns during this otherwise ‘lost’ decade.
Figure 3. Real Returns to Commodities and Gold (1970-1980)

Source: ReSolve Asset Management, 2015. Data from CSI Data.
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Why Risk Parity
Note that, intuitively, bonds react favorably to disinflation and deflation, while
commodities can be expected to deliver strong returns during periods of accelerating
inflation. It also makes sense that stocks should flourish during periods of economic
growth, while cash, gold and long-duration fixed income assets excel when the
economy is shrinking.
At root, the objective of a portfolio should be to take advantage of all of the available
opportunities. This means seeking out unconventional sources of return outside
our borders, and in alternative asset classes. It seems unwise to concentrate
investments in markets that can be expected to do well in just half of the possible
economic environments we might see in the future.

Investment Process
Finding balance through Risk Parity

“At root, the objective of a portfolio
should be to take advantage of all the
available opportunities. This means
seeking out unconventional sources
of return outside our borders, and in
alternative asset classes.”

If you know in advance what economic regime you are in, and are certain about how
each asset will perform, you can take extreme bets in certain directions to maximize
the opportunity. Unfortunately, markets are very difficult to forecast consistently.
That’s why diversification is so important – it is an explicit admission that we do not
know the future.
If we believe this, then an eloquent solution to proper portfolio construction is risk
parity. Risk parity effectively bridges the gap between two foundational concepts
in modern finance: the belief in efficient markets, and Modern Portfolio Theory
(MPT). That’s because a Risk Parity portfolio delivers the most efficient returns
when investors have priced markets appropriately, such that major asset classes
are expected to deliver returns in proportion to the amount of risk each contributes
to the portfolio.
Most portfolios lack true balance
Unfortunately, most investors’ portfolios are poorly diversified, consisting almost
entirely of stocks and bonds with a heavy allocation to their own domestic markets.
Worse, because most investors focus on allocating capital rather than risk, portfolios
are dangerously overexposed to equity risk.
Figure 4. contrasts a 50/50 equity/bond capital allocation on the left with the actual
risk that each asset class contributes to the portfolio on the right.
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Figure 4. 50/50 equity/bond portfolio capital allocation and risk allocation

Source: ReSolve Asset Management, 2015.

“Concerning the magnitudes of the
risks, the worst performing periods in

Note how the equity component, which consumes just 50% of capital, is typically
responsible for about 90% of portfolio risk. Clearly if the objective of a portfolio is to
ensure the portfolio’s risk is truly balanced between assets that will thrive in different
market regimes, an equal capital allocation portfolio fails miserably.

our timeless and universal tests never
produced losses that were past the point
of no recovery, while all other asset
allocations did produce intolerable losses.”
Ray Dalio, Bridgewater Associates (Daily
Observations – Sept 2015).

In contrast, the ReSolve GRP strategy is constructed from a diverse universe of
global asset classes so that the portfolio contains investments that can thrive in
most economic regimes. But this prompts the question: how best to put the pieces
together? Unfortunately, even a well-diversified global portfolio, which allocates
equal capital to all asset classes as depicted in Figure 5., will suffer from a clear risk
imbalance dominated by risky assets as seen in Figure 6.
Figure 5. Equal weighted portfolio of 13 diversified global asset classes

Source: ReSolve Asset Management, 2015. Data from CSI Data.
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Figure 6. Respective risk contributed by each asset class when equally weighted.

Source: ReSolve Asset Management, 2015. Data from CSI Data.

“[A]n asset’s ability to diversify a
portfolio is a function of its volatility, and
its correlation with the portfolio. If assets
are held in equal weight, high volatility
assets like stocks will overwhelm the
diversifying properties of lower volatility
assets like bonds and inflation protected
securities.”

Clearly, blindly adding low correlation assets to a portfolio is not sufficient to
maximize diversification. Rather, an asset’s ability to diversify a portfolio is a function
of its volatility, and its correlation with the portfolio. If assets are held in equal
weight, high volatility assets like stocks will overwhelm the diversifying properties of
lower volatility assets like bonds and inflation protected securities. As a result, the
overall portfolio volatility is much closer to what one might expect from an equityconcentrated portfolio, rather than reflecting the risk profile we should observe
when assets are in balance.
What does proper risk allocation look like?
The ReSolve GRP portfolio is formed by ensuring each asset contributes the same
amount of risk to the portfolio, after accounting for diversification. Figure 7. provides
a snapshot in time of a risk balanced allocation to our diverse global asset class
universe, formed on observed asset class relationships and risks over the 5 years
through October 2015. As expected, low volatility fixed income consumes the
greatest share of capital, while higher risk stocks, REITs and commodities receive
relatively small allocations.
However, we see a different picture from the perspective of risk. Per Figure 8., the
capital allocations in Figure 7. lead to an optimally balanced portfolio in terms of
equal risk contributions. Note how portfolio volatility is now much more manageable,
reflecting its maximally diversified nature.
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Figure 7. Percentage capital allocation to each asset class when each asset
contributes equal risk

Source: ReSolve Asset Management, 2015. Data from CSI Data.

Figure 8. Percentage risk allocation when assets are held with equal risk contribution

in particular making assets like bonds
and commodities count as much, but not
more than, equities.”
-Cliff Asness, AQR “Putting Parity Performance
Into Perspective” (December 3, 2015)

Source: ReSolve Asset Management, 2015. Data from CSI Data.

Observe how appropriate diversification causes portfolio volatility to be reduced by
over 40%, from 13.1% in Figure 6. in the case of the equally weighted portfolio to
7.8% in Figure 8. for the same assets in risk parity. Table 1. and Figure 9. illustrate
the benefits of proper portfolio balance in terms of returns, Sharpe ratios, and 12month positive rolling periods for a simple risk parity methodology, relative to an
equal weight allocation.
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Results are for illustration purposes only and do not reflect the ReSolve Risk Parity
methodology applied for actual clients’ portfolios.
Table 1. Performance Scaled for Equal Risk: Equal Weight Portfolio vs. Static Risk
Parity Portfolio.

Global Equal Weight vs. Static Risk Parity
Statistics
Return
Volatility
Sharpe Ratio
Maximum Drawdown
Rolling 12-Month Positive

Equal Weight

Risk Parity

4.9%
6.7%
0.7
-22%
81%

7.5%
6.7%
1.1
-21%
88%

Source: ReSolve Asset Management, 2015. Data from CSI Data. Simulated Performance.*

Figure 9. Total returns Scaled for Equal Risk: Equal Weight Portfolio vs. Risk Parity
Portfolio (1999-2015).

Source: ReSolve Asset Management, 2015. Data from CSI Data. Simulated Performance.*

Better balance through adaptation
For simplicity, in the example above all asset classes are given strategic asset
weights based on their long-term historical risks and relationships, as depicted in
Figure 10. Each asset is rebalanced back to its long-term target at the beginning
of each month.
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performance presented in this document will vary as a result of both improvements to our
simulation methodology and the underlying data sets used for simulation. Please review the
disclosures at the end for more information.
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Figure 10. Traditional Risk Parity allocations through time (1995-2015).

Source: ReSolve Asset Management, 2015.

“[C]orrelations and volatilities across
asset classes deviate profoundly from
their long-term average values through
time…[a]s such, risk parity may be
enhanced by systematically responding

However, correlations and volatilities across asset classes deviate profoundly from
their long-term average values through time. Recall the volatility of stocks and
bonds during the 2008 financial crisis relative to their relatively benign values today.
As such, risk parity may be enhanced by systematically responding to changes
in asset risks with subtle changes in allocations in order to maintain maximum
diversification. In Figure 11., we provide an example of how systematically adapting
to changes in asset bahaviours might affect asset class allocations through time.

to changes in asset risks with subtle
changes in allocations in order to

Figure 11. Dynamic Risk Parity allocations through time (1995-2015)

maintain maximum diversification.”

Source: ReSolve Asset Management, 2015. Data from CSI Data.
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During periods of global market duress, when portfolio volatility expands beyond
a set target, overall portfolio exposure must be reduced in favour of cash to hold
portfolio risk in check. Regular adaptation like this helps keep portfolio volatility
stable through time, and has the potential to limit peak-to-trough losses during
crisis periods.
Winning more by losing less
One challenge with traditional risk parity implementations is that they assume
markets are efficient at all times. The ReSolve GRP strategy takes a less extreme
view of efficiency, and operates under the slightly relaxed assumption that markets
are efficient most of the time.

“The Risk Parity Portfolios provide a
more efficient alternative to traditional
asset allocation: They limit the risk of
overexposure to any individual asset
class, while simultaneously providing
ample exposure to all of them. With Risk
Parity Portfolios, investors can reap the
benefits of true diversification.”
Dr. Edward Qian, PhD
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To address this modified view, the Strategy regularly applies a proprietary statistical
process to determine the likelihood that an asset has negative prospects in the
near-term. If so, exposure to the asset is scaled back in proportion. This has the
effect of incrementally reducing exposure to assets that have minimal probability of
contributing positive returns.
Figure 12. demonstrates how a dynamic risk overlay can reduce exposure to assets
exhibiting persistent negative returns relative to a traditional Risk Parity approach.
Per the figure, a risk parity strategy where weights are based on long-term averages
would have mandated a constant 5.6% allocation to commodities over the two
years through October 2015. On the other hand, an approach based on dynamic
risk and relationship estimates would have called for a commodity allocation ranging
between 5% and 12% over the same horizon. However, by adding a statistical
overlay, with the goal of reducing exposure when return prospects are poor, the
allocation to commodities would have ranged near zero percent for much of the
period. As such, investors would have avoided much of the drag from these assets,
improving overall portfolio performance.
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Figure 12. Impact of dynamic risk overlay on Commodities (DBC) position size for
ReSolve GRP (2014-2015).

Source: ReSolve Asset Management, 2015. Simulated Performance.*

“Risk parity at its core is about balance

While the ReSolve GRP almost always maintains some positive weight in all asset
classes, by minimizing exposure to assets in extremely persistent negative trends,
the statistical overlay has the potential to nudge returns higher over the long-term
relative to a more conventional Risk Parity implementation.

and preparation. It is an explicit
admission that markets are mostly

Enhanced returns the right way

efficient, and that we do not know the

We’ve seen how combining diverse global asset classes to maximize diversification
using dynamic estimates of portfolio variables leads to resilient portfolios across
most environments. However, up until now we have presented just one portfolio,
with one risk and return profile. While this portfolio may meet the needs of a large
portion of investors, many investors have a preference for higher returns, and can
tolerate more risk. Fortunately, it’s easy to meet the objectives of almost any investor
by employing the Capital Market Line (CML).

future.”

Dr. William Sharpe received the Nobel Prize in 1990 for his theory on asset pricing,
which he originally proposed in 1962. Central to his theorem was the proof that
everyone should own the most diversified portfolio. Then, since investors can
borrow or lend at a rate below the return on this portfolio, investors should scale
exposure to the portfolio up or down to meet individual return targets. The line that
describes the relationship between risk and return at each level of exposure is called
the CML.
Figure 13. provides an example of this concept. First consider the blue curve, which
represents a typical ‘efficient frontier’ approach to portfolio construction. Under this
framework, an investor who wishes to increase his returns must resort to taking a
highly concentrated position in the highest returning assets. Most often this means
12
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simulation methodology and the underlying data sets used for simulation. Please review the
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investors must concentrate their risk in equities, and sacrifice diversification.
In contrast, Sharpe asserted that it is preferable to preserve diversification by holding
the most diversified portfolio at all times, but scaling exposure to this portfolio using
leverage. By borrowing at a low interest rate to invest in a diversified portfolio with
higher returns, it is possible to achieve a return similar to a concentrated portfolio
in equities, but at substantially less risk. In fact, it is possible to achieve virtually any
return or risk target by moving up or down the CML with the required amount of
leverage.
The ReSolve Enhanced Global Risk Parity Strategy employs the CML by using
leverage to achieve a higher target of risk and return. However, since portfolio risk
changes through time in response to changes in asset risks and correlations, the
Strategy scales leverage exposure dynamically to maintain the target risk through
thick and thin. As a result, in highly volatile markets portfolio exposure may be less
than 100%, implying a substantial holding in cash. On the other hand, the Strategy
may require up to 100% leverage to meet the target risk.

“By borrowing at a low interest rate

As expected, by dynamically scaling the diversified ReSolve GRP portfolio to target
higher risk, the Enhanced Strategy has historically delivered substantially higher
returns, and with only slightly higher downside risk measures.

to invest in a diversified portfolio with

Figure 13. Efficient frontier and the Capital Market Line

higher returns, it is possible to achieve a

Same return
at less risk.

return similar to a concentrated portfolio

More return
at same risk.

in equities, but at substantially less risk.”

Most
diversified
portfolio
Rate to
borrow
or lend.

Source: ReSolve Asset Management, 2015
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Summary
Risk parity, at its core, is about balance and preparation. It is an explicit admission
that markets are mostly efficient, and that we do not know the future.
The ReSolve GRP solution is consistent with the view that markets are mostly
efficient, interrupted by periodic episodes of madness. By consistently harvesting
the only ‘free lunch’ in investing – diversification; adjusting allocations to ensure
equal risk balance in real time and; minimizing exposure to asset classes that are
likely to do poorly in the near future, the strategy provides steady positive returns
in most economic environments, while keeping overall risk consistent with the
historical volatility of a high grade bond portfolio.

How does it compare?
For statistics on how the full implementation of this strategy stacks up
to other types of markets and portfolio construction methodologies
please sign up for our free exclusive content portal. Inside you will
find simulations, exclusive whitepapers, and other research to help
you better understand our investment methods and philosophy.
You can sign up for free at our website
www.investresolve.com/exclusive-research-access
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Disclaimer
Confidential and proprietary information. The contents hereof may not be reproduced or disseminated without the express written permission of ReSolve Asset
Management Inc. (“ReSolve”). ReSolve is registered as an investment fund manager in Ontario and Newfoundland and Labrador, and as a portfolio manager and exempt
market dealer in Ontario, Alberta, British Columbia and Newfoundland and Labrador. In the U.S. ReSolve is registered with the United States Securities and Exchange
Commission as a Non-Resident Investment Adviser.
This presentation is intended exclusively for accredited investors (as defined in National Instrument 45-106 – Prospectus Exemptions) and is being delivered to
prospective investors on a confidential basis so that they may consider an investment in funds managed by ReSolve or the opening of a managed account with ReSolve.
These materials do not purport to be exhaustive or to contain all the information that a prospective investor may desire in investigating any investment opportunity.
These materials are for preliminary discussion only and may not be relied upon for making any investment decision. Rather, prospective investors should review the
funds’ Offering Memorandums (the “OMs”) or ReSolve’s account opening documents, as applicable, and rely on their own independent investigation of the funds or
the accounts. In the event that any of the terms of this presentation are inconsistent with or contrary to the OMs or account opening documents, the OMs and account
opening documents shall prevail.
Any fund units will be issued under exemptions from the prospectus requirements of applicable securities laws and will be subject to certain resale restrictions. Neither
the Ontario Securities Commission nor any other securities regulatory authority of any jurisdiction has passed upon the accuracy or adequacy of this presentation, and
any representation to the contrary is unlawful. This presentation does not constitute an offer to sell or a solicitation of interest to purchase any securities or investment
advisory services in any jurisdiction in which such offer or solicitation is not authorized.
Forward-Looking Information. This presentation may contain “forward-looking information” within the meaning of the Securities Act (Ontario) and equivalent legislation in
other provinces and territories. Because such forward-looking information involves risks and uncertainties, actual results of the funds or accounts may differ materially
from any expectations, projections or predictions made or implicated in such forward-looking information. Prospective investors are therefore cautioned not to place
undue reliance on such forward-looking statements. In addition, in considering any prior performance information contained in this presentation, prospective investors
should bear in mind that past results are not necessarily indicative of future results, and there can be no assurance that the funds or any account will achieve results
comparable to those discussed in this presentation. This presentation speaks as of the date hereof and neither ReSolve nor any affiliate or representative thereof
assumes any obligation to provide any recipient of this presentation with subsequent revisions or updates to any historical or forward-looking information contained in
this presentation to reflect the occurrence of events and/or changes in circumstances after the date hereof.
General information regarding hypothetical performance and simulated results. These results are based on simulated or hypothetical performance results that have
certain inherent limitations. Unlike the results in an actual performance record, these results do not represent actual trading. Also, because these trades have not actually
been executed, these results may have under- or over-compensated for the impact, if any, of certain market factors, such as lack of liquidity. Simulated or hypothetical
trading programs in general are also subject to the fact that they are designed with the benefit of hindsight. No representation is being made that any account or fund
will or is likely to achieve profits or losses similar to those being shown. The results do not include other costs of managing a portfolio (such as custodial fees, legal,
auditing, administrative or other professional fees). The information in this presentation has not been reviewed or audited by an independent accountant or other
independent testing firm. More detailed information regarding the manner in which the charts were calculated is available on request. Any actual fund or account that
ReSolve manages will invest in different economic conditions, during periods with different volatility and in different securities than those incorporated in the hypothetical
performance charts shown. There is no representation that any fund or account will perform as the hypothetical or other performance charts indicate.
General information regarding the simulation process. The systematic model used historical price data from Exchange Traded Funds (“ETFs”) representing the underlying
asset classes in which it trades. Where ETF data was not available in earlier years, direct market data was used to create the trading signals. The hypothetical results
shown are based on extensive models and calculations that are available for any potential investor to review before making a decision to invest.
© 2015 ReSolve Asset Management Inc. All rights reserved.
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