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RISK PREMIA INVESTING 

By Mario Fisher, Head of Equities & Chief Data Scientist at Prescient Investment Management 
 

 
Risk premia investing is nothing new. This approach to selecting 

securities based on common characteristics associated with 

higher returns has been around for decades. In fact, I have been 

researching and managing risk premia based strategies for 25 

years. Risk premia investing is designed to enhance 

diversification and is an alternative approach to active stock-

picking strategies. It also has the added benefit of offsetting risks 

by targeting broad, persistent and long-established drivers of 

returns. The reason why risk premia investing is so appealing is 

that it does not rely on stock picking or market timing.  

 

Before risk premia were understood, investors noticed that 

certain groups of diversified portfolios performed better than 

others. At the time there was no explanation for this difference and the excess return was usually 

attributed to the skill of the portfolio manager. As risk premia research emerged the evidence showed 

that stocks with certain common characteristics could explain the bulk of the excess returns and very 

little was due to the fundamental stock pickers’ abilities. This is important as these return differences 

proved to be positive and consistent over the long term. Harvesting these positive return differences 

exhibited by certain groups of stocks has an obvious benefit to investors. Currently, risk premia 

models can explain most of the return differences in diversified portfolios. This is problematic for 

fundamental active fund managers because their ability to beat the market, which was previously 

assumed to be because of their skill, can easily be explained and therefore be replaced by risk 

premia strategies. This is a big deal for investors. If investors can have market-beating returns, at 

lower risk and lower cost, these investors will save massively on fees and further boost their long-

term investment returns. Common traits among these preferred diversified portfolios are that they 

consist of lower risk, smaller-cap stocks, trading at lower valuations with higher profitability and 

positive price appreciation. The explanation for these return differences is that stocks with these 

characteristics are inherently viewed as riskier than their larger counterparts and investors must 

expect to be compensated with higher returns when owning these stocks. To phrase it differently, 

investors should earn a premium for being exposed to these risk factors. 
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Many consider risk premia investing to be a black box, however we prefer to think of it as a glass 

box, so let us look inside to better understand how risk premia investing works. Risk premia investing 

is a systematic approach to investing strategically in certain segments of the financial market, which 

produce better returns over longer periods than those in other segments. Leading academic studies 

spanning almost half a century prove that diversified groups of less risky, smaller sized, better 

valued, higher quality and positive momentum stocks generate higher risk adjusted returns 

compared to undiversified groups of more volatile, larger sized, more expensive, lower quality 

counterparts, with lower or negative price appreciation. 

 

Let us rewind to the early 1970’s when academics began to challenge the assumptions of the Capital 

Asset Pricing Model. This model envisions a fictitious world where markets are efficient, and 

investors are rational and predicts a positive linear relationship between risk and return. At the time, 

academic research was based on normative theory and that makes sense, as financial data and 

computational power were not readily available. At that time, it was better to stick to financial theory 

when knowledge could not be acquired and proved by observation. This changed when better data 

and increased computational power led to empirical research and academics gained a much better 

understanding of stock price movements. In 1972 Haugen and Heins studied stock returns and came 

to a groundbreaking conclusion; the relationship between risk and return is not linear and lower risk 

stocks outperform higher risk stocks over the long term. Haugen became one of the pioneers of low 

volatility strategies, a building block of risk premia investing. Others also started questioning the 

descriptive power of the Capital Asset Pricing Model. In the early 1990’s, Fama and French studied 

the returns of groups of stocks and proved that smaller-cap stocks trading at attractive valuations 

performed better than the prevailing theory would lead investors to expect. This proved that certain 

segments of the market can generate higher returns and that stock performance is not solely 

explained by market risk. A further building block to risk premia investing was also added during the 

1990’s, Jegadeesh and Titman proved that stocks that had positive price appreciation were likely to 

continue as future winners. This became known as the momentum effect. The quality premium is a 

more recent addition to the risk premia building blocks. In the 1970’s, Benjamin Graham established 

that quality metrics like profitability matter to investors when evaluating stocks and more recently, 

renowned academics like Sloan, Novy-Marx, Fama and French have shown that these higher quality 

companies outperform lower quality companies in the long run.  
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Even as academic evidence was mounting, risk premia investing was not widely adopted by the 

investment industry as it threatened the existence of fundamental active managers and required a 

high degree of data science skills and computational power. However, the Global Financial Crisis of 

2008 provided an unexpected breakthrough and Norway would start the revolution. The Norwegian 

Sovereign Wealth Fund, which invests the country’s oil and gas revenues, had a portfolio worth 

approximately USD300bn in 2008. In October of that year, a month after the collapse of Lehman 

Brothers, the fund suffered massive losses. According to the fund manager, Norges Bank, the total 

return on the fund was a negative 23%, the weakest in the fund's history.  

 

http://www.prescient.co.za/


 

 
Block B, Silverwood, Silverwood Lane, Steenberg Office Park, Tokai, 7945 
P.O. Box 31142, Tokai 7966    Tel: +27-21-700 3600    Website: www.prescient.co.za 
Reg No. 1998/023640/07   FSP No. 612 

 

 
 

By investing across various asset classes like equities, bonds and property and spreading these 

investments across regions, the fund was supposed to be well diversified and a thorough 

investigation was commissioned. The investigation was headed by three famous academics, Ang 

(Columbia Business School), Goetzman (Yale School of Management) and Schaefer (London 

Business School) and found that the performance could largely be explained by risk premia; 

something the fund was not aware of at the time. The portfolio drawdown was a result of the various 

asset classes all having exposure to the same risks and therefore not well diversified at all. The 

Norwegian government was advised to specifically allocate to a diversified set of risk premia, instead 

of assets. This was the start of large-scale adoption of risk premia investing. 

 

There are potentially hundreds of risk premia available, but many of them are variants of a core set. 

To be taken seriously and classified as a risk premium, it must be persistent, pervasive, robust, 

investable and economically sensible. For a risk premium to be persistent it must deliver long-term 

positive drift and not be limited to a particular time frame. To be pervasive, it must hold true over 

various regions, countries and sectors. Risk premia must be robust to alternate specifications and 

should not be affected by changes in how it is defined. Investability is extremely important and if a 

risk premium cannot be harvested cost effectively then it has no benefit to investors. Furthermore, if 
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there is no sensible explanation for a risk premium then it is merely an anomaly and may not be 

expected to persist over the long term. 

 

At Prescient Investment Management we are harnessing computational power, processing vast 

amounts of data and pioneers in designing powerful analytics tools to harvest risk premia 

systematically and efficiently for the benefit of our investors. 

 

End. 

 

• Prescient Investment Management (Pty) Ltd is an authorised financial services provider 
(FSP 612). 

• The value of investments may go up as well as down and past performance is not 
necessarily a guide to future performance. 

• This representative is acting under supervision. 
 

About Prescient: 
 
• Prescient Holdings (Pty) Ltd is a diversified, global financial services group with a 21-year 

track record of providing solutions to our clients in Asset Management, Investment and 

Platform Administration, Retirement Solutions, Stockbroking and Wealth Management. As at 

31 December 2019, the group had R98.4 billion client assets under management (AUM) and 

administered R478 billion client assets (AUA), split between asset admin (R328 billion) and 

unitholder admin (R150 billion). Prescient has established operating businesses in the 

following main jurisdictions: Prescient has successfully operated for 21 years in South Africa, 

12 years in Ireland & the UK and 6 years in China.  

• Prescient Management Company (RF) Pty Ltd (the manager) is approved under the 

Collective Investment Schemes Control Act (No.45 of 2002). Prescient Investment 

Management (Pty) Ltd is an authorised Financial Service Provider (FSP 612) under the 

Financial Advisory and Intermediary Services Act (No.37 of 2002). 

• This document is for information purposes only and does not constitute or form part of any 

offer to issue or sell or any solicitation of any offer to subscribe for or purchase any particular 

investments. Opinions expressed in this document may be changed without notice at any 

time after publication. We therefore disclaim any liability for any loss, liability, damage 

(whether direct or consequential) or expense of any nature whatsoever which may be 
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suffered as a result of or which may be attributable directly or indirectly to the use of or 

reliance upon the information. 

• There are risks involved in buying or selling a financial product. There are no guarantees 

provided. 

http://www.prescient.co.za/

	RISK PREMIA INVESTING
	Mario Fisher

