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You can't judge a money manager without knowing

what kinds of chances he’s taking with your money.
Here's a new risk measure that could prove

extremely valuable.

The Graham-
Harvey test

By Mark Hulbert

IMAGINE that you walk in on a
poker game and someone asks
you to guess which player will
be the night’s eventual winner.
Would you automatically bet on
the one with the highest pile of
chips in front of him? Of course
not. You’d first want to know
how he won them. From just
one lucky bet, after losing in
every other round? Or had
he been a consistent, if less spec-
tacular, winner?

Precisely the same consider-
ations apply when choosing a
money manager or a mutual
fund. For the past five years
Fund A is well ahead of Fund B.
How did it get there? With steady if
unspectacular gains? Or with some
aggressive bets that happened to pay
off in a bull market?

Curiously, investors have no diffi-
culty understanding the intimate rela-
tionship in poker between risk and
winning. But wher it comes to invest-
ing, they go for the big pile of chips—
those funds in the newspaper stories
headlined something like “Top
Funds, five years through March.”

The better way to compare stock
pickers is to highlight risk-taking and
give it equal billing with raw invest-
ment returns. FORBES does this in its
mutual fund ratings by grading funds
separately in up and down markets;
the swingers might earn As in bull
markets, but the high marks are tem-
pered by glaring Ds and Fs for bear-
market performance.

Another way, favored by pension
fund consultants, is to calculate a
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“Sharpe ratio” for all the funds.
Named after William Sharpe, a Nobel
Prize-winning Stanford economist,
this ratio compares a manager’s suc-
cess in beating riskless Treasury bills
with the amount of leverage he uses
and price volatility of the securities he
invests in. Under a Sharpe analysis, it
won’t do a portfolio manager any
good simply to beat the market if in
doing so he took on a large amount of
debt and volatility risk.

Example: You put $1 million in an
index fund in January and by now
youw’ve made $150,000, for a 15%
return.

At the same time, you invested
$150,000 in a hedge fund. Jones, the
hedge fund operator, used the cash to
open a commodities account and
went long four s&p 500 futures con-
tracts. That represents about $1 mil-
lion worth of stock. Now you close
out the account and Jones hands you
a check for $300,000.

To the naive, Jones looks like a
genius. He made 100% on your mon-

-ey in the time that the sleepy index

fund inched ahead 15%.

The Sharpe ratio (or anybody wi
any common sense) would say
Jones is a high-stakes gambler, not a
genius. By leveraging your capital,
exposed you to the risks and rewards
of owning $1 million of stocks. You
made 15% on that sum, the same
return as with the index fund. But
Jonesalso could have lost 15%, wipi
out your capital.

The Sharpe ratio has been around
for decades and done yeoman’s ser-
vice. Recently, however, two finance
professors have come up with a ne
way to compare risk and perfor-
mance. Their formula does|a
better job than Sharpe’s of pin-
pointing advisers with genuine
ability.

The two professors are John
| Graham of the University of
Utah business school and
Campbell Harvey of Duke Unj-
versity. While a graduate s
dent at Duke, Graham, wi
Harvey’s help, studied the Hi-
bert Financial Digest’s database
of investment letters’ market
timing signals. To evaluate
newsletters’ results, the p
came up with their risk /perfor-
mance formula.

Here’s how it works. You construgt
ahypothetical index fund diluted wi
just enough cash—or levered up wi
just enough margin borrowing—that
it has the same amount of volatility as
the money manager’s portfolio. If th
manager beats this hypothetical fund,
then he really accomplishes some-
thing. If not, not.

To illustrate, consider Fidelity’s Se
lect Financial Services fund. Over th
last decade the fund has averaged
14% annual return, edging out th
Wilshire 5000 index’s 13.7%. Th
fund achieved this performance wi
33% more volatility (which the profes
sors equate with being 33% riskier).

Did the fund perform well enoug
to justify this 33% greater risk?

The answer from the Graham-Har
vey measure: No. To justify its greate
risk, Select Financial Services woul
have had to make at least 15% a year
That’s how much you could hav
made simply by buying an index fun
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These investment letters and mutual funds are standout performers
under a new measure that compares a portfolio with a hypothetical
index fund adjusted to match it in volatility.
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But wait. This fund earned 84% of the
market’s return with just 43% of the
risk of the market itself. According to
the Graham-Harvey measure, if you
deleveraged an index fund with
enough cash so that it had only 43% of
the market’s volatility, it would have
carned 9.4%. Lindner’s 11.5% beat
that hypothetical fund handsomely.
Here’s another way of looking at

-with 33% leverage. Three other funds
that look good initially but fail to pass
the Graham-Harvey test are: Twenti-
eth Century Vista, ABT Investment
Emerging Growth and Keystone
Custodian $-4.

Now consider the Lindner Divi-
dend Fund. It gained 11.5% a year
over the last decade, 2.2 points below
the Wilshire 5000. Disappointing?
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this. A cautious investor mig t have
put half his money in the
decade ago, leaving half in ca

putting his entire wad in
instead.

ture? Professor Graham told
for the investment letters he
colleague studied, their new
yielded a correlation between early
and later performance almost twice as
high as the correlation generated by
the Sharpe ratio.

So I decided to give Graham-Har-
vey awhirl. I appliedit to the 326 U.S.
equity funds that have been in exis-
tence for the last ten years.

First, I calculated for each fund a
Graham-Harvey  volatility-adjusted
measure of performance over the five
years from March 1985 through
March 1990, selecting those that did
better. I then examined how these
selected funds performed over the
next five years, from March 1990 to
March 1995.

Results of this experiment: The
chosen funds performed significantly
better in the 1990-95 period. On
average over the second five years, the
chosen funds earned 12.1% a year,
compounded, against 11.3% for re-
jected funds (and 11.4% for the mar-
ket itself). And not only did the cho-
sen funds do better, they did sp with
10% less risk.

To be sure, 0.8% more per year with
10% less risk may not appear all that
impressive. But from a statistical point
of view it is. Something better than
chance is at work in the Graham-
Harvey rankings.

Furthermore, I'm willing to bet,
Graham-Harvey winners will beat
Graham-Harvey losers by an| even
greater margin during any period that
includes a bear market—somcthing
we haven’t seen for several years.

The table shows 25 funds and ten
investment letter portfolios that stand
out from their peers in Graham-Har-
vey performance since 1985.

Want to know more about this new
way of comparing risk and perfor-
mance? Graham and Harvey explain
their methodology in “Working Pa-
per No. 4890,” published by the
National Bureau of Economic Re-
search in Cambridge, Mass. ]
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