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Cluster Risk Parity ( CRP )

Heuristic portfolio allocation method that uses

o Dynamic Clustering to discover market macro-
structure

o Risk Parity to normalize risk within and across
clusters

Adaptive
Maximize Portfolio Diversification



Steps to construct CRP portfolio

Create groups (clusters) of assets

Create risk parity portfolios within each
group

Distribute weights across clusters using risk
parity
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Weights
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Clu S tering Major Market Clusters over 2012::2012 , 4 Clusters
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‘ Historical Evolution of Clusters

DOW 30

Kmeans 90% variance
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‘ CRP Back-test Performance

10 Major Asset Classes

10 Major Asset Classes (ETFs): Mov 2005-May 2013

Return  Sharpe

Dynamic Clustering with Equal Weight 9.15 0.80
Dynamic Clustering with Risk Parity 8.39 1.03
Dynamic Clustering with Risk Parity - ERC 1.08

DOW 30 Stocks

Dow 30 Stocks: Dec 1995 - May 2013

Return  Sharpe

Static Clustering with Equal Weight 12.41 0.68
Static Clustering with Risk Parity 12.27 0.71
Static Clustering with Risk Parity - ERC 12.12 0.71
Dynamic Clustering with Equal Weight 13.52 0.72
Dynamic Clustering with Risk Parity 12.90 0.74

Dynamic Clustering with Risk Parity - ERC 12.92 0.75




Cluster Risk Parity

Heuristic
Adaptive
Maximize Portfolio Diversification



The End

Please visit my blog at
WWW.Ssystematicinvestor.wordpress.com
for more examples and ideas.
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