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This introductory article is the first in a six-part 
series that provides a risk framework for fiduci-
aries considering using a core-satellite ap-
proach to investing.  As defined by Singleton 
(2005), a “portfolio managed from a core-
satellite perspective allocates some money to 
core asset classes and uses them to help the 
portfolio keep pace with the broad markets.”   
Further, according to Singleton, “other funds 
are allocated to the satellite ring and give the 
portfolio a chance to grow faster than the broad 
market averages.”  
 
This series of articles will help fiduciaries un-
derstand the return-to-risk trade-offs that can be 
present in the satellite ring.  
 
While we will mainly cover the additional risk 
measurement techniques, which are needed 
when investing in hedge funds, its recommen-
dations are also relevant for other satellite in-
vestments that have default, devaluation, and/or 
liquidity risks associated with them.   
 
While the series’  focus is on quantitative tech-
niques, we note that a fiduciary must also un-
derstand the economic basis for each invest-
ment’s returns. 
 
Introduction 
 
Ideally the return-to-risk trade-off for all invest-
ments could be summarized with one number.  
One candidate for such a metric is the Sharpe 
ratio, which is defined as: 

Sharpe Ratio =  
 

Average returns – T-bill returns 
Standard deviation of returns 

 
The higher the Sharpe ratio, the better the re-
ward per unit of risk. 
 
Unfortunately as Nobel Laureate William 
Sharpe himself has noted in Lux (2002), “ the 
Sharpe ratio is oversold.”    In the next install-
ments of this series, we will specifically discuss 
the following topics: 
 

·  Why the Sharpe ratio has become the main 
performance evaluation metric for investments; 

·  A number of shortcomings with this ap-
proach; 

·  Several alternative metrics; and finally, 

·  The need to understand the source of re-
turns for a satellite investment strategy rather 
than solely relying on summary performance 
numbers. 

 
The Sharpe Ratio 
 
William Sharpe introduced the reward-to-
variability ratio in 1966 to evaluate the per-
formance of mutual funds.  Other authors later 
referred to this ratio as the Sharpe ratio.  
Sharpe came up with this ratio to provide a way 
for investors to take into consideration the risk 
they were incurring to earn an investment’s 
return.  He believed that the use of such a ratio 
was far better than solely evaluating an invest-
ment’s return.  
 
Until recently it was fine to use the Sharpe ratio 
to summarize the attractiveness of an invest-
ment.  The reason for the measure’s acceptance 
is that the predominant investment has been 
portfolios of large capitalization equities.  And 
by and large, the statistical properties of diver-
sified portfolios of equities have met the re-
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strictive assumptions that should be met before using the 
Sharpe ratio. 
 
The Sharpe ratio has also been widely used by the alternative 
investment industry to evaluate their strategies.  Because the 
hallmark of such strategies is the use of leverage, a strategy’s 
returns can be arbitrarily restated, according to the amount of 
leverage allowed.  Exhibit 1 shows how returns can differ 
solely as a function of their leverage (e.g., Event Driven and 
Merger Arbitrage have the same levered return but, because of 
differences in leverage, different delevered returns).  These 

alternative strategies depend on leverage for their double-digit 
returns.  Therefore, to get a clearer picture of the trade-off be-
tween return and risk in a leveraged investment, many inves-
tors have turned to the Sharpe ratio. 
 
One has to make a number of restrictive assumptions when 
using the Sharpe ratio to compare investments.  Drawing from 
Sharpe (1994), these assumptions are as follows: 
 

Historic results have at least some predictive ability; 
The mean and standard deviation of the investment’s re-

turns are sufficient statistics for evaluating a portfo-
lio; 

The investment’s returns are not serially correlated; that 
is, they do not trend; and 

The candidate investments have similar correlations with 
the investor’s other assets. 

 
Sharpe cautions that the use of historic Sharpe ratios as the 
basis for making predictions “ is subject to serious question.”  
 
In the next installment of this series, we will discuss the short-
comings of the Sharpe ratio. 
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Spreadsheet Risk 
 
Contributed by Patrick Burns 
Principal, Burns Statistics 
http://www.burns-stat.com  
PRMIA Member Since April, 2003 
 
At any point in time in almost any organization a sizeable pro-
portion of employees is likely to have a spreadsheet open.  
Spreadsheets are an inherently difficult environment in which to 
validate correctness, and are often used by people with little or 
no training in quality assurance methods. 
 
On the website of the European Spreadsheet Risks Interest 
Group is a long list of documented spreadsheet errors.  In some 
ways this list is unfair to spreadsheets – some errors will always 
be made and the most common applications are likely to have 
the most errors.  The real question is how many errors can be 
avoided, and how well can safeguards be made against the larg-
est errors. 
 
In most programming environments other than spreadsheets the 
data and the operations are clearly separated.  You feed inputs 
into the machine and results pop out the other end.  With testing 
and use the number of bugs tends to decrease.  Bug fixes and 
enhancements can introduce new bugs, but in general there are 
fewer bugs as time goes on.  This is especially good since peo-
ple tend to be less skeptical of what is familiar.  “ If it hasn’ t 
blown up in our face yet, well, maybe it won’ t at all.”  
 
Spreadsheets are different.  The data that are input become part 
of the computational engine.  It is much more like feeding a 
living organism than feeding a machine.  Since the computations 
are affected, there is a chance of introducing bugs each time a 
spreadsheet is used. 
 
There is room to eliminate a lot of errors with practical meas-
ures.  Many spreadsheet applications can be moved to more se-
cure computing environments.  Spreadsheet users can be trained 

http://www.burns
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in good practice methods.  Until these measures are taken 
spreadsheets will be a significant component of operational 
risk. The full article is downloadable at: 
http://www.burns-stat.com/pages/Tutor/spreadsheet_addiction.html 
 

Avoiding ‘Risky Business: How Enterpr ise 
Risk Management Can Help You Increase 
Shareholder Value 
 
Contributed by Carol Borland 
PRMIA Member Since March, 2004 
 
If you drive too fast for road conditions and a tire blows, you 
may not be the only one hurt.  When businesses fail to maintain 
controls and reporting, employees, shareholders and local com-
munities suffer - regulators step in. We have seen this demon-
strated many times in the last 36 months with a series of ques-
tionable business practices at major corporations on both sides 
of the Canada-US border.  
 
Past business behaviour has caused legislative and regulatory 
changes.  Regulators have regulated.  The changes have now 
forced publicly traded organizations to comply with legislation 
to certify that internal controls are in place and demonstrated.  
Now you are charged with certifying that internal controls are 
in place.  How are you going to ensure your organization com-
plies and receives business value for the resources you will 
invest in compliance?  Enterprise Risk Management (ERM) 
can help you and your organization comply with regulations, 
and increase shareholder value.  ERM is a company wide, con-
sistent, disciplined, integrated approach to the management of 
risk.   
 
Compliance, Sustainability … what next…? 
 
Your business environment has evolved.  The management of 

all publicly traded organizations must demonstrate to their 
Boards that they fully understand, have identified, assessed, 
monitored and appropriately responded to risks.  In Ontario, 
Bill 198 requires CEO’s and CFO’s of publicly traded organi-
zations to personally certify that internal controls are in place.  
Organizations trading in the U.S. must comply with similar 
Sarbanes Oxley Legislation. 
 
To ensure and maintain regulated compliance your organiza-
tion must demonstrate risk management behaviours.  These 
behaviours facilitate two business results that are inter-linked 
and dependent on each other.   The business results are sustain-
ability, and compliance. 
 
ERM provides a framework to ensure compliance with regula-
tory and legislative requirements.  Compliance ensures the sus-
tainability of the business, which in turn ensures compliance by 

  
 
the business.  These touch points increase shareholder value 
through the benefits of increased business knowledge, better 
cross-functional decision making, reduced duplication, and 
lower business costs. This paper outlines how to develop an 
ERM action plan for your organization to gain the benefit of 
increased shareholder value. 
 

http://www.prmia.org/jobs/jobs.php
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of the famous “Black and Scholes formula”  for options pricing. 
 Myron is currently managing a hedge fund and kindly agreed to 
cross the ocean and present risk-taking and risk-monitoring 
within hedge funds Three other speakers presented : Risk Man-
agement of a managed account platform by Mathias Ranke, 
Director and Head of Hedge Funds Relations and Risk Analysis, 
Lyxor AM.  The position of hedge funds investments in the as-
set liability management of an institutional investor by Pierre 
Guilleman, ALM Director, Swiss Life.  Hedge funds risks : 
measuring and managing the diversification features of strate-
gies by Noël Amenc, Finance Professor, EDHEC 
 
The Paris Chapter organizes each month a new conference. 
 

15 Nominated for  PRM Candidate of the Year  
 
Nominees for this year’s PRM Candidate of the Year Award 
include the following: 
 

Rickard Branvall, Nikko Citigroup, Tokyo, Japan 
Konrad Augustynski, Jagiellonian University, Krakow, Poland 

Yat-Fai Lam, Hong Kong Monetary Authority, Hong Kong 
Peter Scheidler, WGZ-Bank, Düsseldorf, Germany 

Tianqi Fang, Bank of America, Charlotte, United States of America 
Till Baulig-Brand, DZ BANK AG, Frankfurt, Germany 

Giovanni Gentili, Banca Nazionale del Lavoro, Rome, Italy 
Rene Sanda, Banco do Brasil, New York, United States of America 
Matthias Friese, Cominvest Asset Management, Frankfurt, Germany 

Stephan von Bismarck, Fidelity Investments Intl., London, UK 
Antonin Gillet, Paris, France 

Michal Goss, SEB Investment Fund Company, Warsaw, Poland 
Frank Bensics, Central Connecticut State U., New Britain, USA 

Viktoria Baklanova, Moody©s Investors Service, New York, USA 
Keith Ganzer, AXA Financial Inc., New York, USA 

 
Congratulations to the nominees! Look for more news on the nominees 
and winners over the next two months. 

Toronto Chapter  Sets Attendance Record 

A presentation on “The Current and Future State of Credit 
Risk”  by Dr. John Hull, an internationally recognized authority 
on derivatives, drew a record-setting audience of more than 460 
PRMIA members and guests to the Atrium of the Rotman 
School of Management at the University of Toronto.  Prof. 
Hull’s presentation focused on the challenges posed by the de-
velopment of increasingly sophisticated credit instruments.   

Following the presentation a three-member panel offered differ-
ent views on the implications of the growing use of these instru-
ments.  Nico Meijer, Senior VP–Trading Risk, Group Risk 
Management: TD Bank Financial Group, gave a practical over-
view of some of the analytical issues faced by risk managers 
when working with these complex structured finance tools.  
Keith Isaac, Senior Capital Markets Analyst in the Office of the 
Superintendent of Financial Institutions Canada, gave a regula-
tor’s view of the challenges of keeping pace with the rapid de-
velopment of new CDO instruments.  Dr. David Rowe, Group 
EVP–Risk Management, SunGard Trading and Risk Systems, 
summarized the presentations with some philosophical thoughts 
on the dangers of developing tools more sophisticated than our 
ability to understand them.  Questions from the audience fo-
cused on some of the statistical issues raised by Prof. Hull.  
SunGard Trading and Risk generously sponsored the event. 
 
Myron Scholes Addresses 230 at PRMIA Par is  

 
The Paris Chapter of PRMIA organised on February 2nd a con-
ference sponsored by SGCIB on Hedge Funds and Risks. This 
conference located in a private room of Hotel Meurice, a Pari-
sian palace, received 230 participants from various countries 
(United States, England, Luxembourg, Switzerland and of 
course mainly France) and from various horizons (risk-
managers but also asset managers, supervisors, investors and 
some journalists) The keynote speaker was Myron Scholes, 
Nobel Prize of Economics and co-founder with Fischer Black 

Other PRMIA News and Items of Interest  

Top Scores in Four th Quar ter  2004 
 
Exam I - Finance Theory, Financial Instruments 
and Markets 
 
Rafal Lerski, Warsaw, Poland 
 
Exam II - Mathematical Foundations of Risk 
Measurement 
 
Anand Balasubramanian, Bangalore, India 
Chuan Sin Go, Singapore 
 

Exam III - Financial Risk Management Practices 
 

Reinhard Matuschka, Munich, Germany 
Rafal Lerski, Warsaw, Poland 
 
 
 
Exam IV - Case Studies, Standards of Best Practice, 
Conduct and Ethics, PRMIA Governance 
 
Bjorn Huther , Bad Camberg, Germany 

Douglas Logan, New Rochelle, NY, USA 
Kenneth Chr istensen, Calgary, Canada 

Congratulations to the 
Top PRM Candidates 
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the implementation of change.  This is done in a consultative 
and collaborative manner through one-on-one meetings and in 
small groups to build awareness and alignment.  The ERM 
framework is complete with the four elements and the founda-
tion of stakeholder alignment. 
 
More than Compliance 
 
You have business priorities and objectives.  What keeps you 
awake at night?  As you consider ERM, where do you begin?  
How do you mesh your objectives, compliance work and ERM?  
Going forward, what benefits might you realize?  The list below 
may reflect some or all of your priorities while the list on the 
next page outlines a list of some common ERM benefits.   
 

 

ERM benefits contribute to the bottom line and increase share-
holder value by giving you the ability to understand the impact 
of current and coming risks and reduce duplication and spend-
ing.  It will reduce costs due to less time and effort spent fixing 
problems; is proactive rather than reactive.  You will have an 
increased probability of achieving strategic and operational ob-
jectives due to a better understanding and management of re-
lated risks.  
 
James Lam states, “  Over the longer term, the only alternative 
to risk management is crisis management, and crisis manage-
ment is more embarrassing, expensive and time-consuming.”  
 
 
What do You Need to be Successful? 
 
ERM frameworks have been implemented successfully and un-
successfully.  ERM work has shown that there are four criteria 
for success.  For your success - ensure you have these four crite-
ria in place. Failure to complete any one of these will result in 
the failure of the ERM implementation.  

ERM Framework 
 
Your ERM implementation will construct a framework to build 
organizational processes in a culture that manages the up-side 
and down-side of risks so that your organization meets your 
business objectives.  The ERM framework has four elements 
coupled with a foundation to support successful implementation.   
 
·  The first is corporate wide, consistent, effective policies and 

governance framework.  The framework monitors and re-
ports risks.  It supports achievement of business objectives 
and compliance with legislation.     

 
·  The second is consistent and effective tools to assess and 

monitor risks.  This includes integrated risk profiles, risk 
focus in strategic, operational and business continuity plan-
ning. It also includes organizational commitment on follow 
through of monitoring and continuous improvement relating 
to Principal risks.   

 
·  The third element is reporting.  Risks are reported to the 

appropriate management to ensure appropriate action is 
taken. 

 
·  The fourth element of successful implementation is culture.  

A common risk understanding and commitment is required 
throughout the organization.  A common language and con-
sistent levels of risk awareness is critical to ensure risks are 
assessed and monitored effectively.  To ensure success, risk 
management is a specified, defined, organizational compe-
tency, defined and rewarded in management processes. 

 
The foundation for these four framework elements is stake-
holder engagement and alignment.  When Stakeholder align-
ment and engagement is missing organizations fail to meet com-
pliance, and sustainability objectives and do not achieve the 
desired benefits. All stakeholders need to be engaged and 
aligned.  The stakeholders need to have a consistent and thor-
ough understanding of ERM and the ERM objectives for your 

organization.  They need to be able to make risk management 
decisions to meet organizational objectives.  Multi-Stakeholder 
Process (MSP) is a tool for building alignment among stake-
holders who hold a variety of views.  MSP’s solve issues in an 
inclusive manner by the development of a deep understanding of 
issues across constituencies and borders.  MSP’s bring stake-
holders together in an effective manner to uncover information 
and make decisions.  This facilitates the resolution of issues and 
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area of corporate risk which is not addressed by the "sound con-
temporary practices" employed by the Basel Committee on 
Banking Supervision and much of the risk industry. 
 
 
The blue chip universe is well served by the equity analyst com-
munity and the junk bond market likewise does a thorough job 
triaging high-yield issuers. It is the companies that are "in be-
tween" -- neither healthy where market-pricing proxies provide 
accurate valuation nor insolvent enough where default analysis 
becomes the name of the game -- that are not covered by current 
risk measurement tools. 
 

 
As we have noted in the past, Moody©s KMV, for example, only 
rates the companies it does cover up to a 20% default rating or 
2,000 basis points, but the sub-prime world requires visibility 
out to 50% default probability or 5,000 basis points range. 
 
Obviously the sub-prime world of the "in-betweens" has poor 
equity market price data (if any) with which to drive Merton-
type analytics. The "in-betweens" also happen to be the fastest 
growing sector in terms of new equity investments and bank 
lending. Accordingly, you©d think that the SEC and Basel Com-
mittee, and the risk community, would be focused on under-
standing this issue. And you©d be wrong.  

 
·  Has your CEO and CFO introduced ERM to the organiza-

tion and stated the ERM objectives?  Have they included 
ERM objectives in their direct reports objectives for the 
year?  What are the specific, measurable and rewarded 
ERM objectives? 

 
·  Has your organization analyzed and determined people and 

dollar resources required for ERM implementation?  Have 
resources been allocated in respective budgets?  Have time, 
people and monetary resources been budgeted and assigned 
to achieve ERM implementation? 

 
·  Are all stakeholders engaged, aware, interested, aligned, 

and speak a common risk language?  Have they allocated 
budget to ERM implementation?  Are all stakeholders pre-
pared to adopt ERM? 

 
·  Has your organization developed training, communication 

and change management action plans for your entity? 
 
What remains to be done to ensure successful ERM implementa-
tion in your organization?  This article continues…. 
 
Download at: http://www.prmia.org/pdf/Borland_2_16_05.pdf 
 

 
The Ratings Gap: Contemporary Risk 
Measures Miss the “ In-Betweens”  
 
Contributed by Christopher Whalen 
PRMIA Member Since January 2004 
http://institutionalriskanalytics.com/index.html 
 
Sometimes the best way to explain a complicated concept is 
with a picture. The map below highlights the reason why we 
started Institutional Risk Analytics in 2003, namely the large 

PRMIA receives no remuneration for articles that ap-
pear in the Members Update. Any opinions expressed, 
or statements made in the articles above are those of the 
author and are not necessarily those of PRMIA. Mem-
bers interested in contributing material to the PRMIA 
Members Update should contact resources@prmia.org. 

http://www.prmia.org/pdf/Borland_2_16_05.pdf
http://institutionalriskanalytics.com/index.html
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