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Source: JP Morgan Asset Management http://www.jpmorganinstitutional.com/blobcontent/738/89/1323370426370_LTCMRA_2014_Lettersize_FINAL.pdf 

Asset class Assumed return (10-15 year horizon) Risk premia over cash** 

Equities Inflation* + 525bp 725bp 

Duration Inflation* + 200bp 400bp 

Credit Inflation* + 275bp 475bp 

Commodities  Inflation* + 150bp 350bp 

FX Not considered to be an asset class ? 

The fragile assumptions about benchmark risk premia 

* Inflation assumed to be 225bp 

 

** Cash assumed to be 25bp  



A theoretical problem—the equity risk premium puzzle 

Source: The Equity Premium (A Puzzle) Mehra-Prescott (1985)  

Mehra – Prescott showed standard models could justify only 40bppa 
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Theory suggests a lower return for equities Historical US equity returns exceed the theoretical value 
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An empirical problem—survivorship bias 

Source: Global Stock Markets in the Twentieth Century. Jorion – Goetzmann (2000)  

Is the American past the world future? Non-US history shows an equity risk premium around 80bppa  
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Global market excess returns are much closer to the theory The US experience appears to be an anomaly  
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Source: Bloomberg, Nomura Research 

Even recent US experience has not lived up to expectations 

The last 15 years looks like the theory in America… 
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Source: Bloomberg, Nomura Research 

… in Europe and Japan … 

0 

20 

40 

60 

80 

100 

120 

140 

160 

180 

1999 2001 2003 2005 2007 2009 2011 2013 

C
u

m
u

la
ti

v
e
 e

x
c
e
s
s
 r

e
tu

rn
s

 Nikkei 225 Eurostoxx 50 



6 
Source: Bloomberg, Nomura Research 
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Source: Nomura Research, Bloomberg.  

What are expected returns, conditional on low yields at the beginning? 
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Most bond indices start in the 1980s 

Fixed Income risk premia look just as fragile 



Fragile in both theory and data 

Source: Bloomberg, Nomura Research. Commodity returns backfilled from 1960 to 1970 by Nomura assumptions. 

Should credit or commodity benchmarks earn a risk premium? Do they show any evidence of having one? 
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Stripped of duration, credit returns are close to zero Lots of up and down but commodities also don’t add much 
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FX risk premia may be the biggest puzzles 

Source: Nomura Research 

Brazil—why should the currency pay a risk premium but not the equity market? 

EURUSD—should the EUR or the USD earn a risk premium? Does either? 
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NMFXBRL performs despite failing equity markets EUR excess returns have been both positive and negative 
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Notes: In 1973 Stephen LeRoy published “Risk aversion and the martingale property of stock prices” in International Economic Review. 

An answer? Risk premia are time varying, not constant 

Theory before 1973 

 CAPM derived in one-period context 

 Static framework 

 Volatility and risk premia taken as given, constant 

 Even if risk premia change over time, such changes 

are not predictable 

 Random walk assumed 

Theory after 1973 

 Single period to multi-period 

 Static to dynamic 

 Endogenous risk premia and volatility 

 Risk premia are time-varying and predictable 

 Random walk not necessary for efficient markets, 

even in theory 
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Source: Bloomberg, Nomura Research 

Styles (e.g. carry, value, momentum) are consistent with time-varying risk premia 

Given predictability, long-only is neither necessary nor sufficient 
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Short gamma is a kind of carry trade 

Source: Bloomberg, Nomura Research 

Short volatility has worked well in falling equity and bond markets 
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Equity volatility selling in Japan has positive excess returns Rates volatility selling during rising rates beats long-only 
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Source: http://ftalphaville.ft.com/files/2014/02/Buffett-Derivatives-Lehman-page-10-KEY.pdf  

What you think I say versus what I do? 

Even the Sage of Omaha trades “WMD” 
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Source: Nomura Research 

Volatility risk premia has been profitable 

Could volatility today be what equities were in the 1950s? 
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Source: Bloomberg, Nomura Research 

Estimating risk premia may not be possible or necessary, but change is hard 

Time-varying risk premia, styles, and benchmarks 
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