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In the world of investing and finance, understanding the factors that influence the expected returns of
a stock is crucial for making informed decisions. One of the fundamental concepts is the risk
premium, which represents the extra return investors demand for choosing a risky asset over a risk-
free one. However, a common misconception is that this risk premium depends on all types of risks
associated with the stock, including diversifiable risks. In reality, the risk premium is primarily linked
to systematic risk, not diversifiable risk. This distinction is vital for both investors and financial
theorists, as it underpins the core principles of modern portfolio theory and the Capital Asset Pricing
Model (CAPM).

This article aims to elucidate why the risk premium of a stock does not depend on its diversifiable
risk, exploring the theoretical foundations, practical implications, and the role of market efficiency in
shaping this relationship.

Understanding Risk and Return: The Basics

What Is Risk in Investing?

Risk in investing refers to the uncertainty regarding the return an investor will receive from an asset.
It captures the variability or volatility of returns over time. Higher volatility typically indicates higher
risk, as the actual returns can deviate significantly from expected returns.

Types of Risks Associated with Stocks

Risks associated with stocks can be broadly categorized into:

- Systematic Risk (Market Risk): Risks that affect the entire market or economy, such as inflation,
interest rate changes, or economic downturns.

- Diversifiable Risk (Unsystematic Risk): Risks unique to a specific company or industry, such as
management issues, product recalls, or regulatory changes.

Understanding the distinction between these risks is critical because it influences how they are
viewed in relation to expected returns.

Theoretical Foundations: Why Risk Premium Is Tied to
Systematic Risk



Modern Portfolio Theory and Diversification

Modern Portfolio Theory (MPT), pioneered by Harry Markowitz, emphasizes diversification as a means
to reduce unsystematic risk. By holding a diversified portfolio, investors can eliminate company-
specific risks, leaving only systematic risk to influence overall portfolio volatility.

Key Point: Diversification can effectively eliminate diversifiable risk, but it cannot eliminate systematic
risk, which affects all assets in the market.

The Capital Asset Pricing Model (CAPM)

The CAPM formalizes the relationship between expected return and risk through the equation:
\[ E(R_i) = R f + \beta i (E(R_m) - R f)\]

Where:

-\( E(R_i) \): Expected return of asset \(i\)

-\( R_f\): Risk-free rate

-\(\beta _i\): Beta of asset \( i \), measuring its sensitivity to market movements
-\( E(R_m)\): Expected return of the market portfolio

Crucial insight: The CAPM posits that only systematic risk (as captured by \( \beta i\)) influences the
expected return. Diversifiable risk, which can be eliminated through diversification, does not
command a risk premium.

Why Does Only Systematic Risk Matter?

The rationale is rooted in the concept of market efficiency:

- Investors can diversify away diversifiable risks by holding a large, well-diversified portfolio.

- As a result, these risks do not affect the overall risk perception or the expected return.

- Systematic risk, however, cannot be diversified away because it influences all assets simultaneously.
- Therefore, investors are only compensated for bearing this unavoidable risk.

Empirical Evidence Supporting the Separation of Risks

Historical Market Data and Asset Pricing

Empirical studies have consistently shown that asset returns are closely related to their systematic
risk measures, especially beta. For example:

- Stocks with higher betas tend to have higher average returns.

- Stocks with idiosyncratic risks, once diversified, do not show a consistent premium.

Key Studies and Findings

- Fama and French (1992) demonstrated that size and value factors explain differences in returns



beyond beta, but even these factors mainly reflect systematic components.
- The failure to identify a premium for idiosyncratic risk supports the theory that diversifiable risk does
not command a risk premium.

Practical Implications for Investors

Portfolio Diversification

- The primary goal should be to diversify away unsystematic risk.
- A well-diversified portfolio minimizes exposure to company-specific risks, aligning with the principle
that these risks do not influence the risk premium.

Asset Selection and Risk Assessment

- Investors should focus on assets' systematic risk characteristics (beta, market sensitivity).
- Ignoring diversifiable risks is justified because they can be eliminated through diversification.

Risk Management Strategies

- Hedging techniques and asset allocation strategies should prioritize systematic risks.
- Diversification remains the cornerstone of risk management, but it does not affect the expected
return derived from systematic risks.

Limitations and Considerations

Market Imperfections and Behavioral Factors

- In real markets, factors like transaction costs, information asymmetry, and behavioral biases can
influence risk premiums.

- These factors might cause deviations from the theoretical models, but the core principle still holds
that diversifiable risks do not command a premium.

Unsystematic Risks in Practice

- Although diversification can eliminate unsystematic risks, some investors may not fully diversify or
may face constraints.

- In such cases, diversifiable risk might influence the risk premium for individual portfolios, but not for
the market as a whole.



Conclusion: The Core Takeaway

The fundamental reason why the risk premium of a stock does not depend on its diversifiable risk lies
in the nature of market efficiency and the principles of diversification. Since investors can eliminate
company-specific risks through diversification, these risks do not require compensation in the form of
higher expected returns. Instead, only systematic risk—the risk inherent to the entire
market—commands a risk premium.

This understanding is central to modern finance theory, guiding investment strategies, portfolio
management, and asset pricing models. Recognizing that diversifiable risks are irrelevant for
expected returns enables investors to focus on the true sources of risk that matter, ultimately leading
to more efficient and effective investment decisions.

Summary of Key Points:

- Risk premium depends solely on systematic risk.

- Diversifiable risk can be eliminated via diversification.

- The CAPM formalizes the relationship between expected return and systematic risk.
- Empirical evidence supports the separation of risks.

- Practical investing emphasizes diversification to minimize non-compensated risks.

By grasping this principle, investors can better allocate their resources, manage risk effectively, and
understand the true drivers of expected returns in the financial markets.

Frequently Asked Questions

Why does the risk premium of a stock not depend on its
diversifiable risk?

Because diversifiable risk is specific to individual assets and can be eliminated through diversification,
it does not warrant a risk premium. Investors are only compensated for bearing systematic risk, which
affects all assets and cannot be diversified away.

What is the main reason that only systematic risk influences a
stock's risk premium?

Systematic risk impacts the entire market or economy, and since it cannot be eliminated through
diversification, investors require compensation for bearing this unavoidable risk, hence affecting the
stock's risk premium.

How does diversification affect the relationship between risk
premiums and diversifiable risk?

Diversification reduces or eliminates diversifiable risk in a portfolio, leaving only systematic risk to
influence the risk premium. Therefore, the stock's risk premium is primarily determined by its
exposure to systematic risk, not diversifiable risk.



Can an investor earn higher returns for holding stocks with
higher diversifiable risk? Why or why not?

No, because diversifiable risk can be eliminated through diversification, and investors are not
compensated for bearing it. The risk premium is linked solely to systematic risk, so higher
diversifiable risk does not lead to higher expected returns.

What role does the Capital Asset Pricing Model (CAPM) play in
explaining why the risk premium depends on systematic risk?

CAPM states that the expected return of a stock is determined by its beta, which measures systematic
risk. It assumes that only systematic risk is rewarded with a risk premium, reinforcing that
diversifiable risk does not affect expected returns.

Additional Resources

Risk Premium

Understanding the Risk Premium of a Stock: Why Diversifiable Risk Doesn’t Matter

Investing in stocks inherently involves risk, but not all risks are created equal. Investors are primarily
concerned with the potential for returns that compensate them for taking on these risks—this is
known as the risk premium. A common misconception is that the risk premium depends on all types
of risk associated with a stock, including both systematic and diversifiable risks. However, financial
theory and empirical evidence reveal that the risk premium of a stock does not depend on its
diversifiable risk.

This article delves into the core reasons behind this phenomenon, clarifying the roles of different
types of risk, the principles of diversification, and the foundations of asset pricing models. By the end,
you'll understand why only certain types of risk influence expected returns and how this insight
shapes investment strategies and portfolio management.

Differentiating Between Diversifiable and Systematic Risks
What Is Diversifiable Risk?

Diversifiable risk, also known as unsystematic risk, refers to risks specific to a company or industry.
These risks can be caused by factors such as:

- Company management decisions

- Product recalls or failures

- Industry downturns

- Regulatory changes affecting a particular sector
- Litigation or legal issues



Because these risks are unique to a particular firm or sector, they can be mitigated or eliminated
through diversification — holding a broad portfolio of assets that are not perfectly correlated.

What Is Systematic Risk?
Systematic risk, or market risk, affects the entire market or economy. Examples include:

- Macroeconomic shifts (inflation, recession)

- Changes in interest rates

- Political instability

- Global events impacting the entire financial system

This type of risk cannot be eliminated through diversification because it impacts all assets to some
degree. Investors are compensated for bearing this risk through the risk premium.

Illustration of Risks

| Type of Risk | Can It Be Diversified Away? | Impact on Investment |

| Diversifiable (Unsystematic) | Yes | Company/sector-specific |
| Systematic (Market) | No | Entire market/investment |

The Role of Diversification in Investment Portfolios
The Power of Diversification

Diversification is a fundamental principle in modern portfolio theory. By spreading investments across
various assets, investors can reduce the overall risk of their portfolio:

- Eliminates or minimizes unsystematic risk
- Does not affect the systematic risk component

This process transforms a risky, undiversified investment into a more stable, diversified portfolio,
where only the risks that cannot be diversified away remain.

Implications for Risk Premium
Since diversifiable risk can be eradicated through diversification, the additional return (risk premium)
that investors demand should not be tied to these risks. If investors can eliminate unsystematic risk

by holding a well-diversified portfolio, why should they be compensated for bearing it in their
individual stock holdings?

The Foundation of Asset Pricing: The Capital Asset Pricing Model (CAPM)
Overview of CAPM

The Capital Asset Pricing Model (CAPM) is a cornerstone of modern financial theory. It provides a



framework for understanding the relationship between expected return and risk:

\[
\text{Expected Return} = R_f + \beta \times (R_m - R f)
\]

Where:

-\( R_f\) = Risk-free rate

-\( R_m\) = Expected return of the market portfolio
-\(\beta \) = Measure of systematic risk

The Significance of \(\beta\)
\(\beta\) quantifies how much a stock's returns move in relation to the overall market:

- \(\beta > 1\): Stock is more volatile than the market
-\(\beta < 1\): Stock is less volatile
- \(\beta = 0\): Stock's returns are uncorrelated with the market

Crucially, CAPM assumes that the only relevant risk for determining a stock's expected return is its
systematic risk (\(\beta\)). Diversifiable risk is assumed to be fully eliminable through diversification,
thus not commanding a risk premium.

Why Does the Risk Premium Depend Only on Systematic Risk?
The Theoretical Explanation

The core reason the risk premium depends solely on systematic risk stems from the efficiency of
markets and the possibility of diversification:

1. Investors Can Diversify Away Unsystematic Risks:

In a well-functioning market, investors can eliminate firm-specific risks by holding a diversified
portfolio. Since these risks can be diversified away, they do not influence the expected return an
investor demands.

2. No Incentive for Compensation for Eliminable Risks:

Because unsystematic risks can be eliminated, investors are not willing to pay a premium for risks
that they can remove at no cost. If they could, they would prefer to diversify instead of holding a
concentrated position.

3. Systematic Risks Are Market-Wide and Cannot Be Diversified Away:

These risks affect all assets to some degree and are inherent to the economy or the market system
itself. Investors are exposed to these risks even in a diversified portfolio and, therefore, require
compensation—this is the risk premium.

Empirical Evidence Supporting the Theory

Empirical data supports the theoretical model:



- Diversifiable Risks Are Not Priced:
Studies show that portfolios diversified across many assets do not display a positive relationship
between unsystematic risk and returns.

- Systematic Risks Are Priced:

The higher the systematic risk (beta), the higher the expected return, consistent with CAPM
predictions.

- Cross-Sectional Analysis:

When analyzing stocks, the variation in returns is explained predominantly by their systematic risk
exposures, not their total risk.

Practical Implications for Investors and Portfolio Managers
Focus on Systematic Risk
Given that only systematic risk influences the risk premium:

- Portfolio Construction:
Investors should focus on the systematic risk profile (beta) of their holdings rather than total volatility.

- Diversification Strategy:

Building a diversified portfolio minimizes unsystematic risk, allowing investors to focus on managing
exposure to market-wide factors.

- Risk-Return Tradeoff:

Investors accept higher systematic risk (and thus higher beta) only if they expect commensurate
returns.

Limitations and Real-World Considerations

While the theoretical framework is robust, some caveats include:

- Behavioral Factors:
Investors might irrationally demand premiums for risks that are diversifiable due to perception biases.

- Market Imperfections:
Transaction costs, taxes, and information asymmetries can prevent perfect diversification.

- Model Limitations:

CAPM is a simplified model; alternative models (like Fama-French) incorporate additional factors but
still emphasize the importance of systematic risk.

Summary: The Core Rationale

- Diversifiable risk is specific to individual assets and can be eliminated through diversification.
- Systematic risk affects the entire market and cannot be diversified away.



- Investors are only compensated for bearing systematic risk because it is the only risk that remains in
a well-diversified portfolio.

- The risk premium of a stock, therefore, depends solely on its exposure to systematic risk, not on its
diversifiable risk.

Final Thoughts

Understanding why the risk premium of a stock does not depend on its diversifiable risk is
fundamental to grasping the principles of modern finance. It underscores the importance of
diversification, the relevance of market-wide risks, and the theoretical foundations of asset pricing
models like CAPM. By focusing on systematic risk, investors can better evaluate the true risk-return
tradeoffs and construct portfolios aligned with their risk preferences.

In essence, this principle advocates for a disciplined investment approach: diversify to eliminate
unnecessary risks, and concentrate only on managing exposure to the risks that truly matter—the
market-wide, systematic risks that command a premium.
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