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HONEY,
I HEDGED THE
PREMIA....!
by Björn Österberg and Mattias Jansson
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lternative risk premia have been a widely
covered topic in the last decade. The idea
of allocating across risk factors instead of
traditional asset classes is gaining traction and the
market is ﬂooded with various product oﬀerings
in the alternative beta space. Hedging against risk
premium exposures, as we do at IPM Informed
Portfolio Management, is therefore sometimes
perceived as odd, not least since we also support
risk premium investing and believe that, properly
handled, it is capable of increasing allocation
eﬃciency. Below we try to shed some light on
why we think it is a good idea to hedge against the
golden goose.

In the context of modern portfolio theory, a risk
premium represents the expected excess return
for bearing risk that cannot be eliminated via
diversification. Although this premium may vary over
time, it can neither disappear nor be arbitraged away.
It is a compensation for accepting and maintaining
exposure to a specific and persistent source of risk.
Originally viewed as a reward for bearing volatility
risk in traditional asset classes, such as holding
equities over bonds or bonds instead of cash, the
concept of risk premia has evolved over time.
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With the introduction of the Fama & French value,
size factors and a growing acceptance towards carry
and momentum trading, risk could no longer simply
be synonymous with plain volatility. How was it
that their returns could be generated without being
accompanied by a corresponding increase in risk as
we knew it? Early attempts at explaining this involved
concepts such as “hidden risk factors” and gradually
this line of thinking lead to a more generalized
framework. These days, risk not only encompasses
“tail events” but also sometimes transcends the
realm of what we can quantitatively measure.
It did not take long before more risk factors started to
emerge. In the last decade the search for, and interest
in, alternative risk premia has virtually exploded.
Nowadays they are well-known, empirically tested
sources of returns that, with reasonable effort, can
be harvested via systematic long/short strategies.
This in turn has, quite naturally, paved the way for
a new approach to portfolio construction where the
objective no longer is to allocate between traditional
asset classes, but rather to allocate to various
premia. We believe that this makes a great deal of
sense. Applied carefully it could significantly increase
investors’ potential to achieve true diversification in
their portfolios, but it has some catches.

First of all, assets correlate, but so
do risk factors. Some studies suggest
that there are over 300 published
alternative strategies capable of
explaining cross-sectional returns
in the equity space. Not only is this
a very big number, but it also only
covers a subset of all available asset
classes. It is likely that some of these
strategies will be arbitraged away
and simply stop working.
It is also likely that some of them in
fact never have worked but rather
are just a product of randomness and
statistical biases. However, it is also
likely that several of them, in fact, are

Figure 2:

Figure 1: Scatterplot of monthly returns of generic
G10 FX carry strategy vs. MSCI World. Each point
is colored according to the year in which it was
observed. Joint tail events, i.e. months where
both investments post worst (first) decile returns,
reside within red domain. Grey area represents
third quadrant, i.e. months where both returns
are negative. Source: Bloomberg/IPM.
Figure 2: Five year rolling correlations between
HFRI Fund Weighted Composite and three
widespread risk factors (MSCI World, G10 FX
Carry and Volatility Selling). Correlations are
estimated via exponential weighting. Source:
Bloomberg/IPM.
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“the real deal” and will work simply because they capture
premia offered in exchange for accepting some risk that
investors in aggregate wish to offload.
Are all such premia unique? This is doubtful to say the
least. What is more probable is that they exhibit overlap,
i.e. load up on the same premia to varying degrees. A handy
way of exemplifying this is to look at FX carry trading.
This is probably one of the most well-known alternative
strategies out there and it is widely recognized for loading
up on growth risk (equity beta, see figure 1) as well as
tail risk (volatility selling). The latter two, we would argue,
are examples of broader, more generalized risk factors that
resurface in many other contexts.
The point here is that allocating to risk premia has the
potential to improve portfolio diversification, but not all
premia offer the same “bang for the buck”. Rather they
have to be carefully examined and selected, ideally using
both quantitative and qualitative criteria. Our own studies,
for example suggest that a significant portion of a given
return stream typically can be attributed to no more than
six, largely orthogonal, generic premia.
Secondly, while we certainly should expect risk factor
dependencies to exhibit time variation, we should also be
on the lookout for any signs that might suggest that past
relationships indeed are “a thing of the past”. One such
observation for instance, is the tendency for a number
of well-known factors to converge (notice the increasing
alignment in figure 1 for example). A some-what disquieting
explanation of this is that it suggests compression due to
widespread discovery and application.
With risk premium investing becoming increasingly
popular, it is not out of the question that some risk factors
start to co-depend due to “crowding”. Using a composite
hedge fund index as a rough proxy for general premium
consumption, we can for instance quite clearly detect
increasing dependencies towards a number of alterative
risk factors (see figure 2).
It should be stressed that drawing conclusions based
on short-term samples is a perilous exercise prone to
identifying false positives. Certainly there may also be
other explanations for this phenomenon, not least given
the current economic environment. However, large scale
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allocations pose a potential tail risk and tail events by
their very definition are shy creatures that we rarely get to
observe as much as we would like. We therefore feel that
potentially calling this put too early is forgivable.
What does this mean for investors looking to allocate to
commoditized alternatives? Our take is that one should
first of all acknowledge that back-tests of premium
allocations may be “upwards biased” (beyond any typical
discounting). If the tendencies highlighted here indeed
are more than just statistical anomalies, diversification in
“everyday surroundings” as well as during tail events may
prove less than hoped for going forward.
Taking things one step further, passive risk premium
investments as well as alternative investments in general
may well warrant active risk management in order to
maintain diversification at reasonable levels. Our own
Systematic Macro strategy for instance invests in some 50
customized trading concepts, and even though neither of
these are de facto generic risk premia, we still find that
several of them implicitly load up on these “generics”. In
anticipation of future tail events as well as in keeping the
product’s potential to offer diversification to its investors,
we started to actively manage these exposures a few years
ago. This entails not only keeping a close eye on static tils,
but also addressing temporary concentrations. Hedging
the strategy in this regard makes for an improved and more
nuanced risk taking.
While some of the points raised here are hardly unknown
to the investment community, we do believe that deeper
analysis of their implications is less common. Our
experience suggests that this is ignored at one’s peril.
There may be dark clouds gathering on the horizon.
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