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Source:  LAFPPS Executive Summary 2nd Quarter 2009 
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Road Map of Presentation

1. Risk-Adjusted Measures
2. Manager Evaluation
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Risk-Adjusted Measures

R2 = Fraction of Total Risk that is Market Risk.
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Risk-Adjusted Measures
Total Risk Adjusted Measures

Sharpe Ratio

Market Risk Adjusted Measure
α
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Total Risk-Adjusted Performance

Sharpe Ratio

Ratio provides a measure of return per unit total risk.
Higher ratio implies a more efficient portfolio.
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Total Risk-Adjusted Performance

Return
Standard
Deviation

Mgr A 11% 12%

Mgr B 13% 20%

S&P 12% 16%

T-Bill 5% ---
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Market Risk-Adjusted Performance

Return ß

Mgr A 11% 0.67

Mgr B 13% 1.33

S&P 12% 1.00

T-Bill 5% 0.00
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Market Risk-Adjusted Performance

Need measure of expected return given Market Risk
Use ß as measure of market risk
Capital Asset Pricing Model (CAPM) provides expected return
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Market Risk-Adjusted Performance

Given the expected return, the market risk adjusted 
value added can be calculated.
Often referred to as Jensen’s α when CAPM used.
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Market Risk-Adjusted Performance
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Road Map of  Presentation

1. Risk-Adjusted Measures 
2. Manager Evaluation
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Manager Evaluation

Use composition of portfolio
“Look under the hood”

Objectives
Monitoring of diversification –

Is equity allocation diversified?

Evaluation of managers’ value-added –
Did manager offer superior performance?
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Manager Evaluation

Approaches
Domestic Equity Portfolios

Use style or sectors

Global Portfolios
Use countries or regions

Fixed income Portfolios
Use duration and credit risk
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Morningstar Indexes
2008

Value Core Growth

Large
Cap -36.11 -31.47 -41.87

Mid
Cap -35.95 -38.73 -46.28

Small
Cap

-31.67 -36.19 -39.92
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Morningstar Indexes
2007 2006

Value Core Growth

Large
Cap -0.43 8.64 12.34

Mid
Cap -5.52 1.95 19.70

Small
Cap

-8.15 -5.43 11.08

Value Core Growth

Large
Cap 25.79 15.54 5.68

Mid
Cap 18.81 14.72 9.63

Small
Cap 20.03 21.17 10.04
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Manager Evaluation

Benchmarks

1. Policy benchmark for manager

2. Blended benchmark reflecting manager’s 
actual portfolio composition
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Manager Evaluation

Application 
Manager Analysis
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Manager Evaluation

Wrap-Up Discussion
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Issues for manager selection, evaluation, and termination

Selection Issues:

1. Appropriate qualifications
2. Existing track record
3. Solid past performance
4. Reasonable fee structure
5. Knowledge of management and key personnel
6. Manager tenure information
7. Information on investment philosophy and strategy
8. Capacity for asset growth
9. Identification of policy benchmark
10. Information on turnover
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Evaluation Issues:

1.  Regular performance reports available
2.  Satisfactory ongoing performance 
3.  Adherence to investment policy (risk)

Termination Issues:

1.  Changes in investment style
2.  Changes in organization
3.  Change in manager
4.  Changes in assets under management
5.  Not adhering to philosophy / strategy
6.  Poor performance relative to policy benchmark
7.  Poor performance relative to peers
8.  Lack of timely and accurate reporting
9.  Fee structure not as agreed
10. Consider transition costs
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Data for Examples

Return
Standard
Deviation

ß
Sharpe
Ratio

α
Treynor

Ratio

Mgr A 11% 12% 0.67 0.50 +1.3% 9%

Mgr B 13% 20% 1.33 0.40 -1.3% 6%

S&P 12% 16% 1.00 0.44 0.0% 7%

T-Bill 5% --- --- --- ---
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Useful Readings

Fundamentals of Investments by B. Jordan and T. 
Miller, 4th edition, 2008, McGraw Hill-Irwin, New 
York.

Investments by Z. Bodie, A. Kane, and A. Marcus,7th
edition, 2008, McGraw Hill-Irwin, New York.

“Determining a Fund's Effective Asset Mix” by W. 
Sharpe, published in Investment Management Review, 
September-October 1988.

“Asset Allocation:  Management Style and 
Performance Measurement” by W. Sharpe, published 
in Journal of Portfolio Management, Winter 1992.
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Useful Readings (continued)

“Asset Allocation and Stock Selection:  On the 
Importance of Active Strategies” by A. Craig 
MacKinlay, published in Journal of Investment 
Consulting, December 1998.

“Does Asset Allocation Policy Explain 40, 90, or 
100 Percent of Performance?” by Roger Ibbotson and 
Paul Kaplan, published in Financial Analysts 
Journal, January-February 2000.

“The Sharpe Ratio” by W. Sharpe, published in 
Journal of Portfolio Management, Fall 1994.
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