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Ignacio: 00:00.04  This kind of thing. 
 
Rodrigo: 00:01.95 Of course. We're live again. 
 

Risk Parity Defined 
 
Rafael: 00:03.93 Exactly. Technical problems solved. I was asking you Rodrigo -last question, we've been 

talking for two hours- about how to implement risk parity in a robust way because I always 
thought it was a very good theory. A very good idea, not easy to implement in a realistic 
way, because I didn't understand how the basic implementation that I'd always read 
about, was actually going to work. 

 
Rodrigo: 00:32.94  Well, there are two ways to implement risk parity. Idea number one is simple, more like 

Harry Browne's portfolio, which is a percentage on each one and you rebalance four times 
a year or once a year, even. So it's still worth doing. Still, using historical correlations or 
historical volatility. They are relatively consistent. Not the best implementation. Risk 
parity's idea was implemented by Browne  because he was creating alpha portfolios. He 
was a hedge fund manager, but when he was going to die, he didn't trust anybody to do 
what he did. "How am I going to create a portfolio where all you need to do is rebalance 
it based on certain parameters, given these dynamics of growth and inflation?" So his way 
of implementing it is called 'naïve risk parity' or 'counter cyclical risk parity' in the sense 
that when you take your portfolio, it uses the historical utilities and correlations. You set 
it and forget about it. There will be times when you will see less correlation and more 
correlation, but it is the best option if you don't have anyone to manage your portfolio on 
a day to day basis. And what you do is when certain stocks fall, if you're at 12% volatility 
to 200% leverage, you're reinvesting more. In other words, gold falls, you buy more, right? 

 
Rodrigo: 02:08.84 From there it turned into "active risk parity" where you have a manager actively watching 

things, watching how correlations and volatility change. That's what we do. We're not 
creating a risk parity for the future that nobody has to do anything with it. We're being 
actively involved in understanding correlation, understanding volatility, and we're 
basically looking at the volatility and correlations on a one-month to three-month 
timeframe. It's more complicated than that. We're actually looking at historical data and 
taking into account machine learning, all the things. But what you can do is you can take 
60 days of the volatility of all the stocks, the correlations of those stocks and there you're 
changing how much you give each of the stocks, depending on their correlation and 
volatility. Indeed, that is a little bit more complicated. 

 
Rodrigo: 03:05.20 However, that's why you can pay for... Bridgewater, AQR, ReSolve, PanAgora... we're all 

taking a more active stance on the risk parity issue. But look, let me show you my screen. 
 
Rafael: 03:27.47 It's necessarily dynamic. It is a portfolio that has a dynamic nature. 
 
Rodrigo: 03:31.03 The portfolio, you can make it either active or not active, and the way that's not active 

exposes you to these four stocks. This is from 1970 to today and it shows you that global 
equities have decades of nothing happening. Bonds have a decade of nothing happening 
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in the 1970s. Commodities too, gold too. You put them together and you're always going 
to have a winner and a loser, right? But when you put it all together in such a basic way, 
you still have that portfolio that's calmer and if we want and we care about the sequence 
of returns, then you should care about implementing this, even if it's basic, because that 
way you're always going to have somebody that's telling you "look, look how much I'm 
earning for you". What this? These are commodities in the 2000s. Imagine. 

 
Rafael: 04:38.37 It is clear. 
 
Rodrigo: 04:41.10 So, you can make it complicated, you can make it basic. And Harry Browne's portfolio is 

good. And there was a comment that said that the return is not very high... yeah, it's not 
very high but you can use leverage to acquire more or you can use tactical positions to 
increase your portfolio. 

 
Rafael: 05:00.60 Of course, what I always say is that it is a conservative portfolio. Now, to be a conservative 

portfolio-- what I explain is: for me, the great contribution of Browne, in addition to his 
permanent portfolio is introducing and explaining in a brilliant way what has later been 
called structural diversification. But that's the big contribution. Then you can take that 
and say "let me take the cash out". You still have a structurally diversified portfolio with 
1/3 exposure to each of the scenarios, minus the recession scenario. And then you can 
flip it around and start taking into account the different quadrants and use all the parts 
of that diversification pizza and you can keep adding things. You don't have to do exactly 
that if you don't want to be conservative. You can be balanced and take into account the 
structural diversification. 

 
Rodrigo: 05:55.58  We need to remember what the "do no harm portfolio" is. It's not about getting rich. It's 

not about making 20% a year. If you want to do that, give it a try. Super hard, but do it. I 
mean, you're going to have to give up your life in order to make that 20% and take some 
hard falls to be able to achieve that. The permanent portfolio is about: I have that money, 
and that money is going to be for my annual expenses, where I can't have a lot of 
fluctuation and I can't take the risk of my assets being cut in half. I can't take the risk of 
having no growth. I want to have something that keeps up with the inflation level and 
that remains calm year after year, because I'm going to be taking money out, or maybe 
you're saving money and you're putting in a good amount of dollars and you want less 
volatility there as well. It's not cash. Cash is a very strong bet. So it's the only neutral 
position to hold your purchasing power. That's it. If you think about it that way, 4% - 5% 
is not bad at all, with an interest rate of zero? 

 
Ignacio: 07:16.70 And a very important thing here that many times is not taken into account, it's that it 

doesn't require personal effort or work or knowledge of the person who is investing. To 
get an interest rate of 20% a year, as you mentioned, it's not just spending hours and 
hours and hours. You also have to learn a lot of things... statistical programming language 
and develop yourself in many areas and you might not make it... 

 
Rodrigo: 07:44.51  And then you need to execute it. 
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Ignacio: 07:45.42 ...And have the capital to be able to do it and execute your ideas and you may never make 
it. This in terms of effort, profitability, security, it's a very, very effective combination. 

 
Rodrigo: 07:57.65 You learn it in one day and implement it the next week and the only thing you do after is 

rebalance. 
 
Rodrigo: 08:06.31 And it's a neutral way to make sure you're not left with nothing or less than what you 

thought, given today's dynamics. And if you want to start taking risks, grab your leverage. 
You can do risk parity at a volatility of 15%, which are developed stocks-- or at 20% which 
I think is what the Spanish stock market has on average. So you use leverage to have 20% 
volatility in your risk parity portfolio and your return is going to be great. Your downturns 
are going to be harder, they are not going to be as hard as equities or bonds in the '40s 
or commodities in the '90s. But now you're taking risk, you're taking volatility but it's 
diversified. 

 
Rafael: 08:52.61 And that's one of the things-- answering a question from an hour and a half ago-- that if I 

could, I would like to implement, that is, once you have your strategy designed, the person 
should decide the level of volatility that he wants to assume, which is what I find 
interesting, for example, of some of your vehicles which is: you decide your level of risk, 
but not changing the asset allocation for that level of risk, but the asset allocation that 
you like, and then you decide your level of risk, and then you decide what volatility you 
are willing to assume. In the end you know 3 standard deviations and 99% of thereabouts, 
right? I mean, you really know. 

 
Rodrigo: 09:34.85  The risk parity portfolio on our website you have 6% and 12% and I've had this 

conversation in March. "Oh man, risk parity did great, the 6% risk parity only fell 6%-7% 
when the rest of world fell 34%. But the 12% risk parity didn't do so well. What did you 
do wrong there?" We did nothing different... 

 
Rafael: 09:53.84 It is the same. It is exactly the same. 
 
Rodrigo: 09:56.30  ...One is more leveraged than the other. It depends on the person's values. Are their 

values not losing more than 10% at any time? He shouldn't use leverage, but you shouldn't 
expect to have a return of 20%. 

 
Rodrigo: 10:08.76  Gary Antonacci, Meb Faber, tactical equity that we launched too... is very clear. In other 

words, you are going to fall 20% - 25% many times, but you are not going to fall 40% or 
50%. You still have to take that risk to be able to have that return, which is more than a 
diversified risk parity portfolio without leverage. That's fine, but you're taking more risk, 
you're taking more volatility. It's a question of values. What are your values? If you want 
more return, you're going to have to take more risk. Risk parity offers that, if you have 
access to leverage. 

 
Rafael: 10:44.23 We go back to the same thing. First, how do you think things work? Then, what did you 

come here for? You have to go through that philosophical part and at the end decide what 
you choose. And with that clearer, everything makes more sense. I think so. 
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Rodrigo: 10:59.22 Exactly. 
 
Ignacio:  11:01.63 Yes, that's right. Well, we can leave it here for the second time. Thank you very much to 

all the listeners who have been with us today, of course. And to you two, who, as always, 
it's a pleasure to be able to spend some time with you talking about investments. I think 
it went pretty well. And I'll see you next time. 

 
Rafael:  11:27.22  Bye Bye. 
 
 
 


