
Investors these days are much happier to embrace a wide 
range of assets in their portfolios as they search for more 
diversified, and therefore more certain, returns. Unfortunately, 
as the experience of the last few years attests, the results are 
still sometimes unpredictable. 
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The truth is that an understanding of the underlying  
risk factors in a multi-asset portfolio – and whether or  
not they are being properly compensated – is an essential 
part of modern portfolio management. Asset classes 
are convenient categories, but they are in reality made 
up of combinations of risk premia. It is only through an 
understanding of these underlying risks that we can  
build portfolios that more accurately reflect the insights  
of the investment team and help to ensure more  
diversified portfolios. 

From asset classes to risk premia
Despite the fact that the concept of risk premia is well 
covered in academic research, investors still tend to organise 
their portfolios along asset class lines. The problem with 
traditional asset class descriptions is that they are merely 
labels. They do not provide information about the risks 
associated with them, and this limits the ability of investors 
to predict the way in which different market events may 
affect portfolio returns. An asset class can be thought of 
as being like crude oil: it is familiar and traded easily but it 
is only when it is cracked and refined into its component 
elements (such as gasoline and propylene) that it becomes 
much more useful.

An investor may believe his or her portfolio to be  
diversified because it contains a variety of different  
asset classes. However, several asset classes can be 
sensitive to the same underlying risk factor, and a portfolio 
diversified along the lines of asset class alone could  
suffer significant losses under certain scenarios. Breaking 
asset class exposures down into their constituent risk 
factors allows concentrations of risk from the same  
sources to be identified. 

A ‘risk premium’ is the return that an investor expects  
o receive for assuming a systematic risk (see box ‘What is  
a risk premium?’). 

In some cases, an asset class may best be represented  
by a single, dominant risk premium; in others it may best 
be described as a combination of several risk premia.  
Either way, this knowledge is vital in determining whether 
or not an asset should be included in a portfolio, and in 
what quantity.

Putting a premium on risk

What is a risk premium?
All investments start with one goal: earning a return 
(or premium) in excess of cash that compensates 
the investor for the risk taken. The extra risk can be 
idiosyncratic (security specific) or systematic (market- 
related), or it can be a result of structural or behavioural 
factors. Identifying a portfolio’s exposure to these 
different risks is the key to understanding whether a 
portfolio is diversified. Idiosyncratic risk (for example) 
can be diversified away, so investors should not expect 
to be paid for this exposure.

One of the roles of investment research is to  
understand whether these risks are adequately 
compensated – in the short, medium or long term. 
Take style-based investing as an example. There is a 
risk premium associated with value investing (buying 
companies with low prices relative to fundamental 
attributes such as dividends, sales, book value, earnings 
or cashflow), but no such systematic long-term premium 
is associated with the growth style (buying stocks that 
are growing more rapidly than the market overall).  
It should be remembered, however, that risk premia  
are time varying. 
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By breaking down the performance of the asset into its 
constituent risk premia, we can understand better the 
underlying drivers of this change. 

Corporate bonds, therefore, comprise an exposure to 
both a duration and a growth risk premium. The duration 
element is sensitive to interest rates, while the performance 
of the growth risk premium – the credit spread – is a 
function of corporate profitability. We can further analyse 
the growth risk premium by showing the (negative) 
correlation between government bonds and corporate 
bonds after hedging out the duration element – in effect, 
the credit spread – (represented by the orange line) and 
the (positive) correlation between the duration-hedged 
corporate bonds and the S&P 500 (represented by the light 
blue line). This exercise reveals that the decrease in the 
correlation between corporate bonds and the US 7-year 
Treasury bond was driven by the exposure to the credit risk 
premium in corporate bonds. And it is this exposure which 
means that investment grade credit cannot simply be seen 
as a defensive asset. 

Building in greater stability
An analysis of investments’ exposure to these different risk 
factors can help in the building of more stable portfolios, 
since it allows a clearer insight into the underlying drivers 
of performance and a sharper implementation of active 
views. Understanding an asset’s sensitivity to different risk 
factors should also provide more useful information on 
how the asset will react to market events. It can, therefore, 
help investors to tilt their asset allocation towards risk 
exposures that they believe will be rewarded and away 
from those that they believe will not.

To make our analysis of risk premia more manageable,  
we find it helpful to group them into four categories.  
The first three coincide with the three primary systematic 
risks that we believe exist in the market. These are: 
economic growth (growth), changes in interest rates 
(duration) and erosion of purchasing power (inflation).  
The fourth category, which we call ‘strategy premia’,  
includes those that capture behavioural and other 
anomalies associated with investing in, for example,  
the value risk premium. 

Deconstructing an asset class according to its  
risk premia
In Figure 1 we show how the composition of the yield on 
US investment grade credit (measured by analysing the 
spread differential between US cash, government bonds 
and investment grade credit) has varied over time. We look 
at two snapshots, one taken at the end of October 2008 
and the other five years later in 2013. Over this period, not 
only has the overall yield level decreased significantly, but 
the composition of the underlying risk premia exposures 
has also changed. In 2013, the exposure to the duration 
risk premium (compensation for the risk of rising interest 
rates) has become the dominant proportion of the yield 
on investment grade bonds. This has serious implications 
since, if investors were positive on credit but negative on 
duration in October 2013, then a long-only investment in 
investment grade bonds would be unlikely to reward them. 

Figure 1: Analysing US investment grade credit
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Source: Datastream and Schroders, as of 31 October 2013. US investment grade credit 
is represented by the BofA Merrill Lynch US Corporate Index. Shown for illustrative 
purposes only and should not be viewed as a recommendation to buy/sell.

The ability to analyse risk premia in this way is important 
for two reasons: firstly, different risk premia have distinct 
characteristics that vary over time and, secondly, the 
relative proportions of the component risk premia in an 
asset can also change over time. This is illustrated in Figure 
2. There is a naïve view that corporate bonds are defensive 
assets, like government bonds. Certainly, until the financial 
crisis, it is true that the returns of these two asset classes 
(shown by the dark blue line) were highly correlated, 
but after 2008 their correlation markedly decreased.

Figure 2: Rolling three-year correlations of weekly total returns
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Source: Schroders, Datastream as of 31 December 2012. The views and opinions expressed are those of Schroders Multi-Asset Team and are subject to change.
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 – Growth: This category (not to be confused with the 
growth style of investing) groups together returns 
generated by positive economic growth. This includes 
developed and emerging country or regional equity 
markets and credit spreads (i.e. the extra return earned 
on a corporate bond over a government bond for being 
exposed to the risk that the company might default). 
These tend to be positive in periods of rising growth 
as this type of environment usually helps to increase 
corporate profits. 

 – Duration: This category covers the returns earned from 
owning government bonds and includes all the major 
markets for developed and emerging sovereign bonds. 
Returns tend to be positive when interest rates are 
stable or falling and hence are associated with periods of 
weakening growth or recessions.

 – Inflation: In this category we place returns from risk 
premia that move up and down in line with inflation. 
These include the four main commodity sectors: energy, 
agriculture, industrial metals and precious metals, 
together with the inflation-linked component of index 
linked bonds, such as US TIPS. Although inflation often 
rises when economic growth strengthens the demand 
for commodities, there are also times, such as in 
stagflationary environments, when inflation premia do 
well but growthpremia underperform.

 – Strategy: This fourth category covers returns driven by 
behavioural and other structural risk factors, including 
the equity small-cap risk premium, the equity value risk 
premium, trend risk premium, the foreign exchange 

carry risk premium and volatility risk premium. Premia in 
this group tend to perform independently of the growth, 
duration and inflation premia categories. Examples 
of investors behaving irrationally include the trend 
premium, which exists because investors often display 
‘herd’ instincts and can chase prices to unwarranted 
levels. Another example is the volatility risk premium, 
whose roots lie in behavioural factors. Investors tend 
to dislike losses more than they like profits, so they are 
prepared to pay more for insurance than they should. 
This allows other investors who are prepared to sell the 
insurance, through futures and options for instance, to 
generate small, but steady profits over the long term.

The correlation between these four groups of risk premia 
is much more stable than the correlation between, for 
example, equities and government bonds. This is illustrated 
in Figure 3. Balancing exposures between these groups 
can therefore create a more diversified portfolio than one 
simply diversified according to asset class.

Unearthing the main drivers of risk
In Figure 4 we provide examples of the different types of 
risk premia found within our four categories. Although any 
risk premium ultimately provides a return to compensate 
for bearing risk, we describe the particular reasons for each 
type in the final column entitled ‘Explanation and principal 
risk factors’. 

Figure 3: Rolling three-year average cross-correlations
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Figure 4: Examples of risk premia

Category
Premium 
type Description Explanation and principal risk factors

Growth Equity The return of a broad developed equity market 
index over a ‘riskless’ asset such as Treasury 
bills/cash or high quality sovereign bonds.

–   Corporate profit cycle (dividend yield and real 
dividend growth rate)

–   Risk of failure to pay interest or capital

Credit The return of a wide basket of corporate bonds 
over comparable default-free government bonds.

–   Risk of failure to pay interest or capital

–   Liquidity risk

Duration Term The return of long-duration government bonds 
over short-term money-market instruments, 
Treasury bills and cash.

–   Moves in interest rates and inflation, actual and 
anticipated 

Inflation TIPS The return on inflation-linked government 
bonds over nominal government bonds.

–   Unexpected inflation 

Strategy Small Cap The difference in returns between a broad 
exposure to smaller companies and one to large 
market capitalisation companies.

–   More concentrated business models with less access  
to capital markets

Value The difference in returns between companies 
offering ‘value’ (low price compared with 
dividends, cashflow, earnings, sales or assets) 
and a broad (or ‘non-value’) market index.

–   Pro-cyclical pattern of returns

–   Behavioural factors (exposure to companies or 
sectors that have fallen out of fashion)  

Currency  
Carry

The additional yield from buying high yielding 
currencies and then shorting (or funding the 
position from) low yielding currencies. 

–   Over-compensation for the perceived risks 
associated with currencies with high interest rates 
relative to ones with low interest rates

Volatility The difference between implied and realised 
volatility, captured through selling ‘strangles’ or 
similar strategies.

–   A sudden increase in volatility as markets correct

–   Insurance style pay-off, with buyers paying a 
premium for protection

Momentum/ 
Trend

Momentum strategies are trend following and 
can be applied to single or multiple assets within 
and across markets.

–   Exploits a behavioural effect where investors can be 
irrational and display ‘herd’ instincts, preferring to 
buy assets with strong historical performance.

 
Source: Schroders, for illustration only 

Conclusion
We believe a risk premia based approach can provide a better understanding of the sources of risk and return in 
a portfolio than one simply based on asset classes. Moreover, a diversified and balanced allocation to different 
risk premia is in our view likely to generate superior risk-adjusted returns over time. But, while such a portfolio is 
likely to produce a more stable performance than one diversified across asset classes, it will not protect against 
systemic shocks. To help safeguard a portfolio against extreme drawdowns over short-term periods, investors 
need to be prepared to pay for explicit downside risk management techniques. 
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