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FINDING DIVERSIFIED AND STABLE SOURCE OF RETURNS IN AN
UNCERTAIN MACRO-ECONOMIC ENVIRONMENT

HIGHLIGHTS

What do traditional value investors and
cryptocurrency traders have in common?
Very simply, they try to profit from the
irrationality of other market participants.
Value investors exploit cheap firms which are
overlooked by investors, while cryptocurrency
traders benefit from herd effects that draw
market participants to keep buying in spite
of exceptionally strong returns based
on uncertain fundamentals. Irrationality
is nothing new in financial markets. It is
also well-known, and even academically
documented, that patient and disciplined
investors can employ strategies to exploit
these inefficiencies and make a profit. This
fact is at the heart of what is known today as
“risk premia” investing.

Historically, risk premia have been exploited by hedge-
funds and proprietary trading desks at banks as
alternative sources of returns from equities and bonds.
It is only since the end of the Financial Crisis that
liquid, transparent and cost-efficient products aimed
at delivering risk premia returns to investors have
been developed. According to Citi Research, the assets
invested in risk premia strategies are expected to grow
to $2.1 trillion by year-end, from $265 billion in 2015.

Premia-based strategies provide a cost-efficient
alternative to equities and bonds and hence could find
a place in every portfolio. However, because they are
different from traditional asset classes, many investors
wonder how to use premiain their overall asset allocation
and what key roles the strategy can play. Investors may
question whether it is a good time to invest in premia
in an environment that is characterized by low inflation
and low interest rates as well as by very expensive equity
markets? A reasonable investor will ask themselves how
will premia fare and what impact could it have on an
overall portfolio risk/return profile when, for example,
the stimulus programs implemented by central banks
are brought to an end?

Blending premia can be particularly interesting as
different premia tend to perform in different macro-
economic environments. Portfolios that combine a
number of premia can expected to perform throughout
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“Equity premia have been immune to interest
rates moves as well as to inflation surprises
and all the while have delivered attractive and
stable returns. Furthermore, thanks to a low
correlation with equity markets, they can provide
a safer alternative to equity and bonds.”

market cycles and offer a welcome diversification from
both equities and bond. This is particularly important
in a time when mainly equity and bond valuations are
stretched with investors rightly seeking ways to preserve
capital and generate stable return while reducing their
overall risk profile.

THE WORLD OF EQUITY RISK PREMIA

Though there are premia in every asset class, we
will concentrate on those present in equity markets.
Although they exist in the same asset class, equity
premia can exhibit a range of very diverse behaviours
depending on the macro-economic environment. Also,
as we will see, their combination in a portfolio can bring
a number of great advantages.

There are essentially 6 main risk premia present in
equity markets (see Figure 1). ‘Harvesting’ risk premia
in equity markets is done employing a long-short
approach that results little net exposure to equity
markets. For instance, profiting from the “size” anomaly
is done by taking ‘long positions’ in small companies
while selling ‘short positions’ in large companies. Both
academic as well as empirical market research have
shown that the profits from this strategy are significant
as over time, small company stocks as a whole tend
to produce better long-term returns compared to larger
company stocks. However, it is important to understand
that although positive returns can be expected over the
long-term, there are periods when small companies
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may suffer more than large companies - for instance
during economic recessions.

Another example is the risk premia that can be harvested
by investing in firms with very stable revenues, defined
as “low-risk”, which tend to outperform “riskier”
businesses, especially during recessions.

What an investor may quickly realise is that by mixing
‘small company’ risk premia with ‘low risk’ risk premia,
they can create a strategy that generates strong returns
over time, while making their portfolio more resilient
to market cycles - especially market dislocation events.
Indeed, the “small-size” premia should generate
returns in inflationary environments, while the “low-
risk” component is meant to protect the strategy
in recessions.
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This is just an illustration of how two premia that
perform well in different market environments can
generate a more stable return profile when combined.
We believe that a far better result can be obtained by
moderately expanding the number of risk premia. The
key idea in end however is that by blending premia, one
can produce a portfolio that may have at least a couple
of performance engines switched on during every
market environment. It is worth noting that blending
premia causes complexity, and therefore multi-premia
strategies greatly benefit from the intrinsic discipline
and risk management capabilities of computerised
systems that are developed and managed by quantitative
market experts.

Figure 1: List of equity premia
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EQUITY PREMIA IN THE NEW NORMAL

In the current context, a great advantage of equity
premia is that their combination can be quite robust to
interest rate hikes (or strong moves in general). Indeed,
we find that most premia are not affected by interest
rate levels. In Figure 2, we show that most historical

performance of North American equity premia was up
when the average level of the 10Y interest rate was high
(far right of chart below). However, their performances
were also positive on average in periods when interest
rates were low (far left of chart below).

Figure 2: Average monthly performance of North America equity premia and level of
US Government 10Y rate (July 1989 - August 2017)
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Sources: K. French website, http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/, Frazzini and Pedersen (2014), Asness, Frazzini and Pedersen (2017),
SYZ Asset Management. All performance numbers are expressed gross of management and transaction fees.
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The same robustness can be observed with respect to
inflation. The empirical data shows us that the effect of
inflation on equity premia has not been much actually.
Figure 3 shows the monthly performance of main
North American equity premia when inflation surprised
upside and downside as expressed by the Citi Research
Inflation Surprise Index.
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As we see, both equity markets and small capitalizations
stocks (size premia) react negatively when inflation
surprises on the upside. On the other hand, we see
that all our equity premia experience a positive
average monthly performance when inflation comes in
below expectations. The benefits of having a blended
allocation to risk premia can also be seen in this chart, as

the Quality premia performs best when inflation comes
in too strong, while the Low Beta premia performs best
where inflation is muted.

Figure 3: Average monthly performance of North America equity premia and Citi Inflation
Surprise Index (January 1998 - August 2017)
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Sources: K. French website, http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/, Frazzini and Pedersen (2014), Asness, Frazzini and Pedersen (2017),
SYZ Asset Management. All performance numbers are expressed gross of management and transaction fees.

CONCLUSION

In a world where finding stable, diversified sources
of returns is difficult, equity premia represent a very
interesting proposition. Historically, equity premia
have been immune to the level of interest rates as
well as to inflation surprises and all the while have
delivered attractive and stable returns for investors.
Their outstanding past performance is, based on our
analysis, not due to the abnormal macro-economic
environment, but rather to their diversification power

that allow for the construction of portfolios with solid
performance and risk management throughout market
cycles. Furthermore, because risk premia have a low
correlation with equity markets, they can provide a
safer alternative to equity and bonds in periods when
equity drawdowns are significant. In the current
environment, this is an investment strategy that has
and should certainly continue to attract the attention of
risk-conscious investors.
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This marketing document has been issued by the SYZ Group (hereinafter referred to as “SYZ”). It is not intended for distribution to, or use by, individuals or
legal entities that are citizens of, or reside in, a state, country or territory in which applicable laws and regulations prohibit its distribution, publication, issue
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