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he thesis of this paper is that popular performance
measures, like the Sharpe ratio and information
ratio, are not designed for your clients needs. The “one
size fits all” approach of these ratios does not recognize
the fact that your clients have different ages, different
amounts of wealth and different goals. We propose a
new two-step procedure for performance measurement
that is designed to help the individual investor accomplish his or her goals.
We take the position of aircraft designers talking to
pilots about a radically new plane that has just passed
its test flights. Pilots don’t have to know how to build
an airplane in order to fly one, and passengers don’t
have to know how to fly a plane in order to use them
for transportation. Therefore, we will avoid tedious formulas and focus on what you need to know in order to
get your clients to their destination more effectively
and with greater safety. We will first answer the question, “Does it fly any better?”

The Results
Most new investment concepts are born out of
catastrophe. That is, a catastrophe happens in the financial markets and researchers sift through the ashes of

the ruins to find out what could have been done to
avoid the catastrophe. Pensions & Investments (P&I)
magazine’s compilation of 100 mutual funds that
received the most new money provided a unique
opportunity to test a new strategy just before the
NASDAQ melt-down of 2000.
In the first quarter of 2000, a new performance
measure was introduced called the “Upside Potential”
ratio. This U-P ratio was used to rank P&I’s list of 100
mutual funds receiving new money in the previous
year. The second step reflected selecting funds from
the top quartile of the ranking that had a positive
Omega excess (a downside risk-adjusted return). The
combination of these two steps we will refer to as the
U-P strategy. The U-P Strategy will be compared with a
naive strategy that simply picks the fund that had the
highest return in the previous year. We will refer to this
naive strategy as the High Rreturn strategy. The comparison of the U-P strategy with the High Return
strategy will help answer the question: “Who needs a
financial planner to tell me what to invest in? I’ll just
pick the one who’s winning the race.”
Figure 1 shows how the top three funds in the U-P
strategy did in the first market sell-off of 2000, relative

Figure 1.
First Quarter 2000 Selections
March to June Decline Results
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to the three funds that had the highest return in
the previous year.
From peak to trough, the three top funds in
the U-P strategy were up an average of 13% in
a market that saw a 32% decline in the
NASDAQ. All three of the funds in the High
Return strategy were down substantially and on
average, were off more than the NASDAQ.
Figure 2 shows the relative performance of
these same funds in the second decline from
September 1, 2000 to November 30, 2000
which witnessed a 38% decline in the
NASDAQ. While the three funds in the High
Return strategy were off an average of 44%, the
U-P strategy funds were up an average of
4/10ths of one percent.

N

I

O

R

C

O

N

S

U

L

T

A

N

T

Figure 2.
First Quarter 2000 Selection
September to December Decline Results

Style Rankings
The rankings that produced Figures 1 and 2
showed a bias toward value funds. So, in the
third quarter report, the format was changed in
order to compare performance within style categories (large growth, large value and small
cap stocks). In Figure 3, the top ranked fund in
each style category is compared to the bottom
ranked fund in each style category.
The top ranked U-P strategy funds did
better in all three style categories and on
average, did approximately four times better
than the bottom ranked funds. In this instance,
the U-P strategy was able to identify the bad as
well as the good performers.
Well, the U-P strategy flew better than anything else we know of in the financial storm of
2000, but how would it have done relative to
the average fund in all kinds of weather? Since
most of the funds in the P&I list are large
growth funds, we back-tested the U-P strategy
relative to the average large cap growth fund
for the past 20 years. The first three years were
used to identify the fund’s style. Figure 4 (next
page) shows how the top U-P strategy fund performed relative to the average fund in this
category.
The cumulative result shown in Figure 4
shows the U-P strategy had a much higher compound growth rate than the average fund.
Figure 5 (next page) shows that this was
accomplished with less downside risk. The U-P
strategy produced fewer negative returns than
the average fund and, half the time the average
fund was down, the U-P strategy fund was up.
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Figure 3.
Third Quarter 2000 Style Rankings
September to December Decline

U-P Strategy Took
Less Downside Risk
Why does it fly better?
The first reason is, it is conceptually better
for solving your client’s investment problem
than the Capital Asset Pricing Model (CAPM)
approach. The second reason has to do with
superior estimation procedure.
www.SRCONSULTANT.com
E ve r y thing You N e e d to Add Value

Sally Atwater (2001) points out that financial planners focus on the client’s goal, while
pension consultants focus on who will manage
the money. This leads pension consultants to
measure performance in terms of beating the
market. However, financial planners should
measure performance in terms of accomplishing the client’s goal. For each of your clients,
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Figure 4.
U-P Strategy Beats Average Fund 65% of the Time
December 31, 1983 to December 31, 2000

Figure 5.
U-P Strategy Took Less Downside Risk
December 31, 1983 to December 31, 2000

© 2003 PCT Publishing
Ph 804-643-1075  Fax 804-643-1544

www.SRCONSULTANT.com
E ve r y thing You N e e d to Add Value

SENIOR CONSULTANT
D

E C E M B E R

2003

3

S

E

with sufficient time and money to accomplish
his or her goals, there is some rate of return that
must be earned at minimum in order to accomplish the client’s goal. This is called the
minimal acceptable rate of return (MAR).
Therefore, any performance measure that does
not specifically consider the client’s MAR is
not measuring performance relative to your
client’s goal.
The Sharpe ratio subtracts the risk-free rate
from the manager’s return and divides by the
standard deviation of the manager’s returns.
The Information ratio subtracts the return on
the market index (e.g., the S&P 500) from the
manager’s return and divides by the tracking
error (the standard deviation of the term in the
numerator). The MAR is ignored in both of
these measures. These performance measures
are designed to identify managers who beat the
market. It will be shown that the MAR is in
both the numerator and denominator of the U-P
ratio and is incorporated in the Omega excess
return.
Because the Sharpe ratio and Information
ratio are estimated by calculating the average
return, they ignore some important information
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Table 1.
Return Measures for MAR = 8%

Year 1
Year 2
Year 3
Year 4
Year 5
Year 6
Year 7
Year 8
Year 9
Year 10
Mean
Potential
Probability

Fund 1

Upside

Fund 2

Upside

11
10
10
10
11
11
11
7
7
8

3
2
2
2
3
3
3
0
0
0

4
6
9
14
6
7
11
10
14
15

0
0
1
6
0
0
3
2
6
7

9.6
1.8
70%

18/10

9.6
2.5
60%

25/10

about how often and how far the manager
might exceed the MAR. Table 1 provides a
simple example to show the important difference between upside potential and the average,
or mean, return.
Fund 1 and Fund 2 have the same average
return (9.6%). Which one has demonstrated the
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most upside potential? For 70% of the time,
Fund 1 exceeded the MAR of 8%, while Fund 2
only exceeded the MAR 60% of the time. But
frequency alone ignores how far above the
MAR each manager got. Fund 1 never
exceeded the MAR by more than 3 percentage
points, while Fund 2 exceeded the MAR by 6
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and 7 percentage points. A measure of upside
potential should incorporate both frequency
and magnitude. The way to accomplish this is
to weight each value above the MAR by its
probability of occurrence. In this example, each
return (above and below the MAR) is assumed
to have the same probability of occurrence.
Therefore, the total of excess returns above the
MAR is divided by 10, not 7 for Fund 1 and 6
for Fund 2.
The estimation procedure shown in Table 1
suffers from the same problem as the Sharpe
ratio and Information ratio. That is, they only
look at what did happen in the portfolio, not
what could have happened. A much better estimation procedure called the bootstrap is
described in the paper, “On The Use and
Misuse of Downside Risk.”

The Omega Excess Return
The second step involves calculating the
Omega excess return, which is a way to determine whether a manager outperformed a
passive set of indexes. First, the manager’s
style is replicated by a set of passive indexes
called a style benchmark. Then the downside
risk of the manager’s style benchmark is subtracted from the manager’s return, creating a
risk-adjusted return. Similarly, a risk-adjusted
return is calculated for the style benchmark.
The difference between the two risk-adjusted
returns is called the Omega excess return.

Intuition or Logic
Upside potential is not a familiar concept
like the probability of success and therefore,
may not be as intuitively appealing. For that
reason, some investors might be inclined to
choose Fund 1 because it exceeded their MAR
more often than Fund 2. However, to do so
would be an error in logic. The relatively new
field of behavioral finance documents the
errors in judgment that investors make over and
over again. Shefrin (1999) provides a good reference book on this subject. It should come as
no surprise that the logic of statistics is not
intuitively obvious to most humans.
The late Amos Taversky, the father of
behavioral finance, found that investors tended
to have an aversion to making high returns and
tended to ignore the risks of huge losses. This
prescription for disaster is called prospect
theory and flies in the face of the old adage,
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“Ride your gains and cut short your losses.”
One example of this behavior would be to sell
covered calls on technology stocks after a
modest run up, thus giving away the prospect
for very high returns when the stock is called
away. Another example would be to buy tech
stocks at the top in early 2000 and ride them all
the way down in 2001. Our task is to find ways
to help investors avoid systematic errors in
judgment.
A possible means to that end is the U-P
strategy. The U-P ratio is simply the upside
potential divided by the deviations of the
returns below the MAR, or, the downside risk.
The top ranked funds from the 4th quarter
P&I analysis is shown in Table 2 (next page) to
illustrate how this information can be used to
assist your clients toward the accomplishment
of their goal.
The Wells Fargo Diversified Equity fund
had a U-P ratio of 1.78, meaning that the fund’s
style had 78% more upside potential than
downside risk. The R-squared indicates that a
combination of passive indexes accounted for
98% of the returns of the mutual fund.
The Omega excess return indicates the
Wells Fargo fund demonstrated an ability to
beat the passive indexes by an average of 2.5%
per year, after adjusting for the risk of failing to
average 8%. However, AMCAP fund had a
very similar U-P ratio but had a downside riskadjusted return that was four times better than
Wells Fargo. For that reason, AMCAP fund
was recommended over the Wells Fargo fund.
Notice American Century Income and Growth
had a negative Omega excess return. In other
words, an investor would have made 1.7%
more on a risk-adjusted basis by investing in a
set of passive indexes that replicated this fund’s
style.
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Conclusion
The Sharpe ratio and Information ratio are
derived from the Capital Asset Pricing Model
(CAPM). The CAPM explains how all assets
should be priced in equilibrium so that, on a
risk-adjusted basis, all returns are equal. This
implies that everyone has the same goal: beat
the market. The CAPM is designed to solve the
investment problem for all investors, simultaneously. It is not designed to solve the
investment problem of an individual investor,
like your client. Each of your clients has some
rate of return that must be earned at minimum
in order to accomplish their goal. If that
minimal acceptable return (MAR) is not in the
equation, it cannot be measuring performance
relative to your client’s goal.
One limitation to a wide use of the Upside
Potential ratio is the time and skill required to
write a computer program to make these calculations. To facilitate the use of the U-P ratio,
The Pension Research Institute will make free
software available to the investment community in a book titled Managing Downside Risk
In Financial Markets. 
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U-P Ratio

Omega Excess

R-Squared

1.78
1.74
1.71
1.71
1.71

2.50%
10.30%
-1.70%
-11.30%
-2.60%

98%
90%
98%
92%
95%
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