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Investment Adviser: Several trends
seem to be taking shape in terms of
asset allocation. On the one hand,
there is an increased focus on risk
and capital preservation rather
than return, and on the other there
is a rising demand for absolute
return investing and high alpha
products or hedge funds. But in the
world of the capital asset pricing
model (CAPM), only beta risk is
rewarded. Is beta alive and kicking?
William Sharpe: Let me take that in
pieces. About the first question, there
is a point in this observation, which
sometimes gets lost, that collectively
we hold what is available. At the end
of the day, if you add up all the portfo-
lios no matter how exotic they may be,
and add up the longs and the shorts,
you end up with the market. That is
just arithmetic, so in a sense the
aggregate of all the portfolios will
equal what is available. For example,
for 3m shares of Company X there
may be hedge funds that have short
positions, while others may have long
positions, but you add them all up and
you get 3m shares. So a lot of it is just
shifting assets around among the
players and a proliferation of various
kinds of active strategies. But for every
negative position there is a positive
position and the positive positions add
netting out the negatives to what is
available, so that has not changed and
nor can that ever change.

TIA: What about price charges?

WS: As for the changes in dollar value,
if Company X goes up in value, and
Company Y goes down, then you get
changing asset allocations when you
use dollars as your measure, but that is
price changes. This is not to demean
price changes of course - but it is
important to understand this.

As far as risk is concerned, there is
the risk of the economy, or if you will,
all the securities issued by all the
issuers. Whatever that risk is, it will be
borne collectively and you will in no
way avoid that. So while we all might
decide that we are more risk averse
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the net result of that, the total risk,
does not change - it is basically the
increased expected return.

Let us say there is a given risk in the
economy and we all wake up and say
“We are all more risk averse than we
used to be”, then what happens is that
the price of risky assets will fall suffi-
ciently, so there is enough of a higher
expected return. Despite our higher
risk aversion, we are willing to hold
what is out there taking the risk that
has to be borne, so again you cannot
change the aggregate. In the long run
you can, in that when people become
more risk averse there will be less new
investment in high risk benchers, but
at least in the short run - and it can be
along time when we are talking about
changing the whole stock of produc-
tive investments in the world - all that
happens when the aggregate, or what
I would like to call societal risk toler-
ance, changes is that you get changes
in prices which affect the expected
returns predominantly. So you have to
keep all that in mind.

IA: And absolute returns?

WS: On the issue of absolute returns,
what proportionately lowers expected
nominal returns is probably associat-
ed with lower inflation and may be the
same expected real return, which for
most people matters a lot more. If you
think you have someone who is a bet-
ter predictor than the market, then
you either have to manage money in a
traditional active manner or in a
hedge fund format and take long and
short positions.

There is an argument that if they do
not charge you too much it is better to
do the latter because it gives them
more ability to use their superior
information. So, there is an argument
to be made for doing your active man-
agement more in a hedge context than
a long-only traditional context, but
again that is premised on the assump-
tion that you can find the manager
who is not only better than the mar-
ket, which is the average, but better
enough to offset added costs. Only a
small minority of managers can have
that characteristic.

IA: In your article in Wealth
Management Fall 2004, published
by UBS, you have pointed to a strat-
egy that chooses to concentrate on a
smaller number of securities with a
broad asset class and argued that
such an approach, which will have
added risk, will not have added
expected return (or alpha). But in
the UK we see the rising popularity
of the so-called focus funds which
have a similar structure, where
managers claim their alpha risk can
be rewarded?

WS: For a minority of people who are
truly superior to the average predic-
tion, that can be true. But it will be a
minority and you have to decide how

many of these people you think there
are and how you can find them and
nobody else can. But again, the aver-
age cannot beat the average. That is
just arithmetic.

IA: There are two key concerns
with respect to investment fund
analysis: the question of pre-
dictability, and the question of how
much skill fund managers have.
Can they really beat the market?
What about luck versus skill?

WS: It is important to measure the
performance correctly so you do not
want to use just a traditional Sharpe
ratio which compares against Treasury
bills. You want to use a measure that
compares against a relevant bench-
mark, so if you have a growth stock
manager in the UK you may want to
measure against the passive growth
stock index. Otherwise, your results
will be so confounded by how growth
stocks are doing, you do not stand a
chance of figuring out if the manager
has truly superior skills. So it is impor-
tant to use the right benchmark.
Assuming you have the right bench-
mark, and if you do use something
equivalent to a Sharpe ratio but you
use the benchmark rather than the
Treasury bill as a comparison, often
called now an information ratio (IR),
even then you need to add back the
costs so you are not confused by the
cost aspect. So it is gross performance
before cost, for superiority you need to
look at both the numerator of the ratio
- how much did you beat the bench-
mark on average by — and the denom-
inator for the variation of the differ-
ence between you and the benchmark.
But the vast majority of managers who
have come up superior on that meas-
ure, that majority of superiority even if
it is historic periods, it will be luck.
Maybe 10 per cent might be skill, if
you are lucky.

So, the fewer the number of securi-
ties, the greater the denominator will
be in that ratio, which will point out
the fact that even if in the numerator
the average outperformance is large it
could easily be due to luck. I would be
the last to say there are not superior
predictors out there because there are,
but it is just that there are not a whole
lot of them, they are not spectacularly
superior and they are hard to find.

IA: There is overwhelming evidence
that markets are not efficient, and
following up from this the populari-
ty of behavioural finance seems to
have increased. Is this notion not
oversold with several companies
using it, assuming individuals are
irrational? Also, to what extent does
behavioural finance make a positive
contribution to the discipline of
financial economics?

WS: It is making - and will continue
to make - a significant contribution,
but it is important to differentiate

between the two aspects of what we
are talking about, which I term as
asset pricing prices and portfolio
choice. I have a whole draft book on
this. The basic idea is that there are
asset prices — or if you will, risk and
return and all that — and there are the
portfolios people hold.

Do you know the book Wisdom of
Crowds? It is a fun book by James
Surowiecki who writes a financial col-
umn in the New Yorker. In it, he sen-
sibly refers to a lot of behavioural work
and efficient markets work and others.
The basic argument is that if we have
enough people even though they may
be ill-informed and irrational coming
to market, it is entirely possible the
prices of assets, thereby true risks and
returns, are what you would get if they
were all rational and well informed.

Bob Merton and Zvi Brodie have
been writing quite a bit on this recently
making the same point that capital
markets can give you results that are
consistent with these sort of almost
silly models in which everyone knows
everything and everybody is perfectly
rational. And that those models can be
good in terms of prices, risk and
returns and betas and all the rest.

Even though people’s portfolios are
widely divergent from the market I
think where behavioural research
can really help - and I have been
a fan of behavioural research
long before it was popular, going
back to the 1970s - is in under-
standing what people do.

In a practical way at
Financial Engines, the firm
that I helped found, we spend
alot of time using behavioural
research to help people make
sensible portfolio decisions.
But what you have alluded
to, which I think is using
behavioural research to beat
the markets, my term not
yours, I am sceptical about,
partly because there are so
many aspects of behav-
ioural finance, behav-
ioural economics and
behavioural research,
cognitive  psychology
that you can justify
almost any investment
decision by using one of
them. There is not a body
of agreed upon behav-
ioural finance principles
which tells you “Buy this
stock and sell that one”
So people who use this
say “There is evidence of
excessive extrapolation,
okay so we will use that to
avoid growth stocks and
buy fallen angels”. But there
are other behavioural prin-
ciples that would tell you to
do just the opposite. So the
idea that we are going to
decide that expected returns

are related to all kinds of things other
than beta or, more broadly, the risk of
doing badly in bad times, I am scepti-
cal.

We are learning a lot still and I have
ongoing research with a couple of
behaviourists myself, experimental
work, where we are finding out quite a
bit about people’s decisions under
uncertainty in a portfolio context. So
yes, behavioural finance is fascinating
and it is an active and promising and
already crucial area of research.

IA: The CAPM has evolved a lot
since the 1960s, but also it seems
after an extended period of “irra-
tional exuberance” we may now
have a sense of pervasive pes-
simism. Do you not feel the concern
with risk has gone too far in any
area, considering the fact that risk
aversion is not only a phenomenon
in financial markets, but is also
widely emphasised in the area of
politics and sociology, as in the so-
called risk society or the culture of
fear?

WS: The whole culture of fear
thing is pretty close to
American poli-
tics...
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ne is skilled they will be dead

IA: Well it is quite similar in the UK,
but I am referring to a more general
phenomenon.

WS: I guess there are two issues about
risk aversion. One is being averse
e to a good assessment of what

% the risk really is and the
other is wildly overstat-
ing the risk. I think I
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measured, the average actively man-
aged dollar must underperform the
average passively managed dollar,
net of costs. Empirical analyses that
appear to refute this principle are
guilty of improper measurement.
This need not be taken as a counsel
of despair. It is perfectly possible for
some active managers to beat their
passive brethren, even after costs.”

But how much potential do active

fund managers really have to beat
their passive counterparts?
WS: The honest answer is we do not
know and we probably never will
know because the element of Tuck pro-
vides enough noise in the data. We
know what the averages have to be,
because it is all arithmetic, but we will
never know how many truly skilled
fund managers there are because by
the time we have enough data to say
“There is a truly skilled fund manager
for sure”, no chance of any sides that
will flock - she will be dead.

I have been involved with a couple
of actively managed mutual fund fam-
ilies on boards over the years, so it is
not as if I do not think that there are
people who cannot be skilful and it is
worth putting some money with them
if you are convinced that they may be
skilful. But again you will never know
for sure whether your performance
has been good or bad, and I would be
cautious about recommending people
put too much money with a concen-
trated active strategy.

IA: You have covered a great deal
of ground in the first lecture
of the Princeton Finance
Lectures, which will
be published as a
book, and con-
cluded that the
market risk
theorem - in

that only

THE SHARPE RATIO

The Sharpe Ratio is a risk-adjusted measure calculated using standard devia-
tion and excess return to determine reward per unit of risk. The higher the
Sharpe ratio, the better the fund's historical risk-adjusted performance.

fund’s return in excess of a risk-free investment*

Sharpe ratio =

standard deviation of fund’s excess return

* for example, a 10-year Treasury bill

market risk, the performance of the
market as a whole, is rewarded
with higher expected return -
holds. I cannot wait to read your
second and third lecture.

WS: I am currently doing simulations.
I do simulations when there are supe-
rior predictors, so you will find some
superior active managers in there. In
my third lecture I get into behavioural.
I have to rework that book significant-
ly before publication, but at the end of
the day, I have come away from all that
work with conviction that you do not
want to stray too far from strategies
that take little non-market risk. Maybe
it is good to take some. You can have a
non-linear strategy where your return
is not a linear function of overall large
market return, but whatever that curve
looks like it ought not to be too fuzzy.

IA: But why do investors take non-
market risk, is it not the case in the
real world?

WS: If that is the case in the real world,
and that is what behaviourists tell us,
hope springs eternal or people do not
understand the adding up process.
Again, it is the wisdom of crowds argu-
ment that everybody can be crazy but
selectively can be very rational.

Another story in the book, which T
have used in one of my recent presen-
tations, is that back in 1906 scientist
Francis Galton was at the annual West
of England Fat Stock and Poultry
Exhibition - I am not making this up
- and came upon a weight-judging
competition. There was a fat ox placed
on display and people could place
wagers on what the weight of the ox
would be after it had been slaughtered
and dressed. Some 800 people tried
their luck and the person whose guess
was closest to the real figure got the
prize. Mr Galton believed it was a
great chance to prove how stupid peo-
ple were. So he added all the contes-
tant’s guesses and calculated the
mean. He found that the crowd had
guessed that the ox, after it had been
slaughtered and dressed, would weigh
1197 pounds - too close to the real fig-
ure of 1198 pounds.

He had realised that a bunch of ill-
informed and maybe not intelligent
people making independent guesses
based on possibly independent experi-
ences could on average come up with
something close to what the best sci-
entists would come up with. And, of
course, efficient and competitive capi-
tal markets are close to that kind of
experiment where the price is really
an average of people’s opinions.

TA: You were among the several
economists who have criticised the
Bush administration’s policies in
relation to the budget deficit and
argued against cutting taxes, in

an open letter to the president. How
important is the crowding out effect
in this context?

WS: You are pushing beyond my
expertise in terms of the extent to
which there is crowding out and there
are people who could better answer
that. But I do believe, as I said in the
letter — which was proposed by others
but I agreed with - that this is not the
time to be running these huge budget
deficits, whether you deal with it on
the tax front or spending front, or
both. Personally, from a value view-
point I have problems with the partic-
ular nature of the tax cuts that have
gone into place in terms of re-distrib-
utive issues in that they do by far
favour my friends and I do not think
that is good social policy.

IA: Looking back at your career,
what do you think is your greatest
achievement?

WS: Itis easy to say the CAPM, because,
after all, the Nobel Committee decided
that was my most important accom-
plishment and they are pretty good
judges of these things. But I would
rather broaden it to the more general
conclusions, which I tried to encapsu-
late in the Princeton Finance lectures,
that there is very good reason to believe
that only market risk is rewarded with
higher expected return. An even better
way to say it is: you get rewarded for
taking the risk of doing badly in bad
times - or to make it a little grander, for
bearing societal risk with the corollary
of that being not to take a lot of non-
market risk or the risk that the lawyers
would term as “uncompensated”.

So those two basic ideas boil down
that you will get high expected return if
you take more market or societal risk,
and you will not get more expected
return if you take other kinds of risk
and so, from a pragmatic standpoint,
do not take much of that other kind of
risk unless you need to offset your job
risk or if you think you really have
found the next Warren Buffett. The
extent to which I played a role in bring-
ing those ideas to the fore — and I am
not the only one by all means - is the
most important thing I have done.

I am sort of proud of the binomial
option pricing approach as well, which
I had a role in. That certainly has had
huge amount of practical application
and, according to people such as Mark
Rubinstein, that kind of option pricing
is used more frequently than Black-
Scholes. I do not know if that is true or
not but I know it is used a lot and I am
kind of proud of that as well but I
would say the other transcends that.
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