
The secular trends favoring Risk Parity strategies could take a 
pause until early 2018

“Risk parity seeks to equalize the risk contribution from each underlying asset class within a portfolio. The 
potential to generate alpha with this approach is derived from two sources. First, risk based allocations 
allow managers to avoid over-allocating their risk budget to a specific, risky asset class thus subjecting 
their portfolio to asset class–specific tail risk. Second, to achieve risk parity between asset classes over 
time, it is necessary to tactically rebalance the portfolio to account for short-term changes in asset class 
correlation and volatility … Although the results show that risk parity benefits from dynamic allocation, the 
benefit appears to be minimal, with portfolio Sharpe ratios being largely driven by structural risk-based 
allocation rather than dynamic rebalancing. This is consistent with the principal criticism of risk parity—its 
performance could be replicated with a buy and hold, risk-based allocation.” 

(Lazard Asset Management, July 2016).

60/40 proxy portfolio 
Bi-monthly graph or the perspective over the next 1 to 2 years

Proxy: 60% S&P500 Total return / 40% CitiGroup WGBI US All maturities: Total return

Based on the statement 
above, we first aim to 

compare the long term 
performance of a traditio-
nal balanced portfolio vs a 
risk parity one (long term 
Buy and Hold strategy). Our 
60/40 simplified balanced 
portfolio is statically allo-
cated into the S&P500 Total 
Return Index (60%) and the 
All World USD Government 
Bond Citigroup Total Re-
turn Index (40%). We have 
chosen these two proxies 
as it was practical to extract 
long dated total return data 
for both of them. As we can 

see from both our oscillator series (upper and lower rectangles), this portfolio should continue to perform possibly into 
late 2017 / mid 2018. Over the last ten years, it has registered a performance of circa 70% while the long term historical 
volatility we calculate (our ‘delta’ = 46.44, middle rectangle, right-hand side)  is around 27% of the current portfolio value 
(i.e. 171.4). We can note that during the 2008/09 financial crisis, the portfolio experienced a 20% drawdown.
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20/80 Risk Parity proxy portfolio
Bi-monthly graph or the perspective over the next 1 to 2 years
Proxy: 20% S&P500 Total return / 80% CitiGroup WGBI US All maturities: Total return

On average, Equities 
are circa 3 to 4 times 

more volatile than Bonds 
(daily data, 12 mon-
ths standard deviation). 
Hence to equalize the 
risk between both asset 
classes, we have construc-
ted a portfolio contai-
ning 20% Equity and 80% 
Bonds (using the same in-
dexes as above).  Over the 
last 10 years, its perfor-
mance was plus 55.7% or 
only marginally below the 
performance achieved by 
our 60/40 portfolio above, 
while our “delta” was only 

12% of current portfolio value, i.e. a much lower volatility for the Risk Parity portfolio over the last 10 years, a much 
higher Sharp ratio in risk adjusted returns and practically no drawdowns. While our long term oscillator series (lower 
rectangle) is flagging a High Risk situation on this 20/80 portfolio, on our medium term oscillators (upper rectangle), we 
would at least expect some correcction to the downside until year-end.

20/80 vs 60/40 
Bi-monthly graph or the perspective over the next 1 to 2 years

So the Risk Parity port-
folio is in a High Risk 

situation, while the 60/40 
portfolio continues up 
towards next year.  Looking 
at their relative perfor-
mance, we can notice how 
much protection the Risk 
Parity portfolio delivered 
during the 2008/09 finan-
cial crisis (30% outperfor-
mance). Obviously this is 
due to its 80% allocation to 
Government bonds. That 
said, from 2009 on, the 
20/80 has given back all of 
that outperformance and 
more. This trend is meant 

to continue possibly into late this year and into 2018 as shown on both our oscillator series (lower and upper rectangles).
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US 10 years Benchmark Bond Yield
Bi-monthly graph or the perspective over the next 1 to 2 years

With 80% of its allo-
cation to Bonds, the 

Risk parity portfolio is very 
sensitive to the evolution of 
interest rates. Theoretically, 
such strategies have widely 
profited from the long term 
secular downtrend in yields 
since the early 1980s. If the 
projections we show on 
both oscillator series are 
correct (lower and upper 
rectangles), they should be 
well positioned again from 
2018 into 2019. Indeed, we 
would expect one additio-
nal leg up for yields into 
late 2017.  Following that, 

yields should roll-over gain in 2018 as the US business cycle reaches maturity. The long term chart of the S&P500 (not 
shown here) features similar dynamics as the 60/40 portfolio shown above, i.e. we expect equity markets to top out 
somewhere between late 2017 and mid 2018.

Initial remarks

Although, it may seem like an obvious statement, over the last 30-40 years, risk parity strategies would have widely 
benefited from the declining interest rates environment. This trend should continue to be beneficial to risk parity 

strategies once the current reflationary push initiated in early 2016 comes to an end during H1 2018. In the meantime 
however, we would expect risk parity strategies to underperform as interest rates experience a second leg up into end 
2017 / early 2018. Over the next few pages, we will concentrate on this time window to understand how the second leg up 
we expect on the reflation trades and rates could materialize.

20/80 vs 60/40
Weekly graph or the perspective over the next 2 to 4 quarters

This Weekly graph com-
pares a risk parity proxy 

portfolio (20% equity, 80% 
bonds) to the classic 60/40 
allocation. It provides ano-
ther confirmation of the 
dynamics we see at play. 
On both our oscillator se-
ries (lower and upper rec-
tangles), we would expect 
that, from mid Summer, the 
bonds side of the portfolio 
starts to suffer again, lea-
ding the 20/80 portfolio to 
underperform until early 
2018. This is in essence, 
the opposite trade to the 
reflation trades, which we 

would see accelerating up again from mid Summer to year end. 
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Long duration vs benchmark (60/40 portfolios: Nasdaq and 30Y Trea-
suries Futures vs S&P500 Index and 5Y Treasuries Futures)
Weekly graph or the perspective over the next 2 to 4 quarters

We now move to consi-
der another trade 

which could be impacted by 
the renewed rise in yields 
and interest rates during 
H2 2017, namely “Long Du-
ration” vs the benchmark. 
In this study, we compared 
two 60/40 portfolios, one 
composed of 60% Nasdaq 
and 40% 30 Year Treasury 
Futures with the bench-
mark portfolio (60% in 
S&P500 Index and 40% in 5 
Year Treasury Futures). The 
“Long Duration” portfolio 
underperformed during the 
first leg up in interest rates 

in H2 2016. Since December, however, it has re-accelerated to the upside with the retracement of reflation trades (and 
interest rates). It recently made new highs. On our medium term oscillators (upper rectangle), we believe that “Long Du-
ration” is topping out vs the benchmark (“High Risk” position), while on our long term oscillators (lower rectangle), we 
would expect the correction to the downside that follows to last into early next year.

Defensive sectors (XLP, XLV, XLU) vs Mid Cycle sectors (XLI, XLB, XLE), both 
cap. Weighted
Weekly graph or the perspective over the next 2 to 4 quarters

We now look at bond 
proxies or more pre-

cisely Defensive, late cycle 
sectors (Staples, Health-
Care and Utilities) vs Mid 
Cycle, reflationary sectors 
(Industrials, Materials and 
Energy). On both our oscil-
lator series (lower and up-
per rectangles), the effect 
of the 2016 reflation and 
its subsequent retracement 
during H1 2017 are clear 
to see. While defensive 
sectors have widely under-
performed during 2016, 
they have made a strong 
come-back starting in De-

cember last year. We believe this correction to the upside will be coming to an end towards mid Summer. Mid Cycle 
sector will then strengthen again and the ratio should resume its downtrend until early 2018.  
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AMUNDI ETF MSCI Europe Minimum Volatility Factor / AMUNDI ETF MSCI 
Europe
Weekly graph or the perspective over the next 2 to 4 quarters

This Weekly graph shows 
a similar situation in Eu-

rope. We hereby compared 
two ETFs from Amundi, na-
mely the risk premia related 
European Minimum Vola-
tility Factor ETF vs its Euro-
pean benchmark. Minimum 
Volatility means less risk 
and consequently more de-
fensive characteristics than 
the benchmark. The chart 
is very similar to the US De-
fensive vs Mid Cycle sectors 
we show above. On both 
our oscillator series (lower 
and upper rectangles), the 
Minimum Volatility factor 

underperformed throughout 2016 and then rebounded in H1 2017.  It should reach the end of this correction to the 
upside during the Summer and should then underperform again until early 2018.

Concluding remarks

During H2 2017, we expect reflation trades to resume their uptrend initiated last year. The rotation into Long Dura-
tion and Defensives we have seen since December, should start to reverse and we would expect these lower volati-

lity strategies (including Risk Parity) to underperform again from mid Summer into early 2018. 
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From Long Duration, Growth and Defensives to Cyclicals and 
Value: the rotation should happen during the Summer

As shown above, reflation trades have retraced since last December so that Cyclical assets and Value themes have 
underperformed Long duration, Growth and Defensives. We believe this trend is getting ready to reverse so that 

reflation trades may outperform again into early 2018. The transition to this new regime could happen between now 
and August. 

DJI - Dow Jones Industrial Index / QQQ - PowerShares Nasdaq 100 ETF
Daily graph or the perspective over the next 2 to 3 months

The Dow Jones Industrial 
Index is more cycli-

cal than the S&P500 and 
especially more cyclical 
than the Nasdaq 100 index. 
Indeed, its selection of 30 
large stocks include only 
one FANG, Apple, while the 
index weights attributed 
to technology stocks are 
in general quite low (price 
weighted methodology). 
Following six months of cor-
rection to the downside, our 
longer term oscillator series 
(lower rectangle) may have 
reached an intermediate 

low. The Dow Jones Industrial has started to react up vs Nasdaq 100. It may push up a bit further into July and could then 
retrace some into August. This is shown by the model we project on our medium term oscillators (upper rectangle). More 
generally, however, we believe that the pair is now probably back in an uptrend, which could continue to develop 
towards late Summer / early Autumn at least.

IWM - iShares Russell 2000 ETF / SPY - SPDR S&P 500 ETF
Daily graph or the perspective over the next 2 to 3 months

Small Caps are also more 
cyclical than the ge-

neral market. Their other 
factor of influence is the 
Dollar. Indeed, being smal-
ler often means being more 
domestic and less exposed 
to translation risk on your 
foreign earnings when the 
USD rises. Given our views 
mentioned above on both 
the Dollar and the state of 
the reflation trades, it is 
reassuring to note that the 
IWM Small Caps ETF may 
have reached an interme-
diate low early June vs the 

S&P500 (long term oscillators; lower rectangle). On our medium term oscillator series (upper rectangle), we would see 
Small Caps build a base between now and early August vs the S&P500, before they start to accelerate to the upside 
towards late Summer / Autumn.  24 25



IWN - iShares Russell 2000 Value ETF / IVW - iShares S&P 500 Growth ETF
Daily graph or the perspective over the next 2 to 3 months

We had already cove-
red this relative pair 

in our January newsletter. 
At the time, we suggested 
that Big Growth should out-
perform Small Value, pro-
bably for the next 6 months, 
as reflation trades retraced. 
We now believe that this 
retracement is coming to 
end and that small Value 
may soon outperform Big 
Growth again. The chart is 
similar to the Small Caps / 
Big Caps comparison shown 
just above, although it is 
just a bit weaker. Indeed, 

while on our medium oscillators (upper rectangle), we have probably reached an intermediate low and could react into 
July, a last retest may still happen towards early August. Similarly, on our long term oscillators (lower rectangle), while 
we may be close to important lows (our automatic messaging expects them towards the 5th of July), the configuration 
of descending tops we show on our model, still calls for prudence into End July / early August. Following that the pair 
should start to resume up towards late Summer / Autumn in first instance. This last period of weakness into August may 
correspond to the final sell-off we expect on oil and commodities.

Dow Jones EURO STOXX / TECHNOLOGY - Dow Jones EURO STOXX
Daily graph or the perspective over the next 2 to 3 months

In Europe, the dynamics 
are similar. On this pair 

comparing the EuroStoxx 
600 Index to its Technology 
sector, we can see that the 
underperformance of the 
broader market since late 
last year may be coming to 
an end: an intermediate 
low was probably made 
on our longer term oscil-
lators early June (lower 
rectangle) and our medium 
term oscillators (upper rec-
tangle) could see one more 
retest towards late July / 
early August to confirm 
this low. Following that, 

the broader market should start to outperform technology again into late Summer / Autumn, i.e. Growth should fade 
vs the rest of the market.
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SPY - SPDR S&P 500 / IEF - iShares 7-10 Year Treasury Bond ETF
Daily graph or the perspective over the next 2 to 3 months

We now shift to the 
classic, Equity to 

Bond ratio (S&P500 ETF vs 
Treasuries 7-10 Years ETF). 
It has been consolidating 
at high levels since late Fe-
bruary / early March, i.e. 
since yields topped out 
and started to retrace to 
the downside. On our me-
dium oscillators (upper 
rectangle), we expect the 
ratio to retest highs once 
more during July, before it 
retraces into early August. 
On our long term oscilla-
tors (lower rectangle), we 
would also expect this high 

level consolidation to continue until early August before Equities really start to re-accelerate up again vs Bonds.

Dow Jones EURO STOXX / Bund Future (Sep)
Daily graph or the perspective over the next 2 to 3 months

The Equity to Bond ra-
tio in Europe has also 

been consolidating since 
early May. Prior to that, it 
had remained strong on 
the back of the European 
Equity rally. On both our 
oscillator series (lower and 
upper rectangles), we be-
lieve this initial period of 
consolidation is coming to 
an end, and that the ratio 
could retest highs into circa 
mid July. Following that, a 
new period of retracement 
could materialize until ear-
ly August before European 
equities really start to acce-

lerate up again vs Bunds into late Summer / Autumn.

Concluding remarks

Over the last 3 to 6 months. Reflation trades, Cyclicals and Value have been retracing vs Growth and Defensives. They 
are now starting to stabilize. We believe that following a further period of rotation during July and into early August, the 
whole Reflation nexus could start to accelerate up again from mid Summer towards year-end and early 2018. 
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