
Getting the definition of risk straight before we attempt to measure it
Defining risk
Andrew Pennington, CFA, CIPM of CGWM in Canada, and a fellow member 
of the Canadian Investment Performance Council 
(CIPC), recently penned a LinkedIn post regarding 
risk.1 It caught my attention, and begins:

“I’m currently reading 'Advanced Portfolio 
Management: A Quant’s Guide for Fundamental 
Investors' by Giuseppe A. Paleologo. I believe the 
concept of risk in investing varies from person to 
person, but in the book the author succinctly defines 
risk. Paleologo eloquently states, “Risk is associated with the probability 
of losses large enough to disrupt our ability to invest.” And, that’s it. Some 
consider risk volatility, some consider it permanent capital loss, some consider it 
drawdowns, etc. I think the way any investor truly wins is investing and staying 
invested. We need to invest to stay in the game so to speak.” <emphasis added>

Andrew goes on to correctly state “What may be considered a risk for one 
investor might not be the same for another.”

In TSG’s Fundamentals of Investment Performance class, I frequently ask the 
class to define risk. These definitions can vary quite a bit. Paleogolo’s may 
be eloquent, but I think it lacks in specificity and accuracy.Definitions we 
frequently find in dictionaries include:
	 • “possibility of loss or injury” [Merriam-Webster]
	 • “exposure to the chance of injury or loss” [Dictionary.com] 
	 • “a situation involving exposure to danger” [New Oxford American]

Many, when asked what risk is, will cite one of these; perhaps more often the 
chance of losing something. 

Ron Surz points out how Frank Sortino defined risk: “the possibility of failing    
to meet your objective.”2

I favor Frank’s view. A pension fund or insurance company may not lose money 
this year, but if they fail to earn the return they require to meet liabilities, they 
may be forced to provide funding from some other source or perhaps dip into 
principal. 

Measuring risk
One might think that before we attempt to measure risk, we know what it is we 
are measuring. Thus, the goal of coming up with a definition that works. 
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Why we don’t report performance this way

The May 17, 2022 Wall Street Journal had an article titled “Buffett Buys Stocks 
as Markets Fall,” by Akane Otani. I wrote about the article’s shortcomings in a 
LinkedIn post1 on it.2

I was once again disappointed in the WSJ for     
representing performance in such a misleading     
manner.3

The author’s reported returns were based on an      
SEC report [13-F] that firms that manage in    excess of 
US$100 MM must report quarterly. Berkshire     
Hathaway apparently just sent their report in.      
These reports are public information, so easily obtainable by the author.

These reports simply tell us the shares of public stocks a manager owned as 
of quarter-end. And for most managers, the 13-F represents holdings across 
multiple accounts and strategies, such that it likely does not reflect any 
individual account or strategy.

There was an analytics firm several years ago that would use these 13-F reports 
to determine the performance of thousands of managers. 

This is essentially a holdings-based report that makes a lot of assumptions. If we 
take the fourth quarter 2021 report, we know what a firm held as of December 
31, 2021. If we assume the company held those same stocks as of March 31, 
2022, we can calculate a return.

This is what the author did seemed to do. However, what are the limitations?

 •  no cash is included and, as the article mentions, Buffet “has a lot of it.”
 •  we are not aware of any transactions that took place. So any intraperiod  
  purchases and sales are simply ignored.
 •  no mention is made of non-public stocks, bonds, or other assets
 •  dividends are ignored.

The report serves a valuable purpose, as the SEC will know the sizes of positions 
managers have in public companies. However, to calculate returns based solely 
on what someone held at year-end, ignoring the items above, suggests that it 
would be very unwise indeed.

The article is clearly biased, as it points out the success of two of Buffett’s 
energy stocks (Occidental Petroleum, that was up 134% year-to-date and 
Chevron, up 47%), but fails to mention how his largest position (Apple) was 
down more than 18% for the year.
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Consider the ones noted above: 
	 1)	 the probability of losses large enough to disrupt our ability to invest
	 2)	 the possibility of loss
	 3)	 exposure to danger
	 4)	 not meeting your objectives.

Of the plethora of risk measures we have available, how many can be used here? 
Value at Risk (VaR) can perhaps be used for number 2, right? Well, in a sense. 
It tells us the most we can lose, given a certain time horizon and degree of 
certainty. But does it tell us the “possibility of loss”? Probably not.

Frank Sortino’s eponymous ratio is sensitive to the possibility of not meeting the 
objective, as it uses downside deviation as its risk measure (in the denominator) 
and minimum acceptable return (MAR) as a component of the numerator. But, 
does it provide much in the way of telling us about not meeting objectives? I 
don’t see it.

The most common risk (standard deviation) and risk-adjusted (Sharpe Ratio) 
measures don’t help, do they? Does either provide results that we can use to 
assess a portfolio’s risk vis-á-vis any of these definitions?

My favorite risk measure, Tracking Error, and risk-adjusted measure, M-Squared, 
also fail to provide answers relative to these risk definitions.

Standard deviation and tracking error are measures of volatility; and one might 
see that volatility is a proxy for risk. But not everyone. 

As the late Barton Biggs wrote, “His results have immense volatility. But so 
what? If you are a long-term investor, you should happily take a highly volatile, 
five-year 25% compound return over a stable 10%.”3

And to quote another deceased and historically well regarded investor, David 
Swensen wrote “Quantitative measures of risk have much to be desired.”4

Does that perhaps not sum up where we are? We can agree or disagree on what 
risk is, that’s probably not so important; but can we find an appropriate statistic 
to actually measure it? What say you?

A new era begins...
As previously promised, this newsletter will be quite a bit different come the 
new year. I thank my older son and TSG CGO (Chief Growth Officer), Chris, 
and our company president and COO (Chief Operating Officer), Patrick Fowler, 
for taking the lead on redesigning and reconfiguring Performance Perspectives 
as we begin our 20th year of publishing. 
Endnotes
	 1. See https://tinyurl.com/375uh4x3	
	 2. https://www.linkedin.com/pulse/dr-frank-sortino-has-gift-you-ron-surz/
	 3. Hedge Hogging, Barton Biggs.
	 4. Pioneering Portfolio Management: An Unconventional Approach to Institutional Investment, 	
	    David F. Swensen.
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TSG’S 2024 
INVESTMENT PERFORMANCE MEASUREMENT CALENDAR OF EVENTS

DATE	 EVENT	 LOCATION	

May 21, 2024	 Women in Performance Measurement Meeting	 New Brunswick, NJ

May 22-23, 2024	 PMAR North America	 New Brunswick, NJ

June 12, 2024 	 Spring AORT North America	 TBD

June 13-14, 2024	 Spring Performance Measurement Forum North America	 TBD

June 27-28, 2024 	 Spring European Performance Measurement Forum 	 TBD

November 7-8, 2024	 Fall European Performance Measurement Forum	 TBD

November 20, 2024	 Fall European AORT	 TBD

November 21-22, 2024	 Fall European Performance Measurement Forum	 TBD

For additional information on any of our 2024 events, please contact Patrick Fowler at 732-873-5700.


