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C H A P T E R 

5 Unit-of-Risk Ratios – 
A New Way to Assess Alpha

The ultimate goal of the Protean Strategy and of every investor should be to maximize return per Unit-
of-Risk™ (UoR). Doing this necessitates the right combination of art and science. The art of maneuvering 
through the market is something that comes from years of experience, developing one’s intuition, and gain-
ing a deeper understanding of market psychology. The science requires that one has a rubric to objectively 
assess what trades are driving the market and what strategies will maximize return per UoR. The single most 
important set of tools that allows me to bridge the gap between art and science are the Unit-of-Risk Ratios. 
Analyzing market performance on a true risk-adjusted basis is the first step in the Protean Strategy to objec-
tively assess a trade, market, or investment on a return per UoR basis. 

Unit-of-Risk Ratios are a proprietary set of ratios, measurements, and formulas used to assess how well 
an asset, strategy, or portfolio is maximizing return per UoR. This is critical in both corroborating the 
macro narrative and assessing which regime is in place. I may have a theory of how markets should be trading 
given a certain headline; however, if my UoR Ratios aren’t corroborating it, then I need to reassess the real 
drivers that are requiring my attention.

UoR Ratios are versatile and adaptable. They can function as a standalone tool as well as provide great 
comparative analysis. In this chapter, I will show how I use seven of my favorite UoR Ratios to assess perfor-
mance on a true risk-adjusted basis. I will also explain how I use certain UoR Ratios on an ex-ante basis to 
estimate the expected return of different strategies and thus to guide my risk allocation levels.

Two UoR Ratios have already been referenced in earlier chapters. The Netto Number™ was explained as part 
of the overview in Chapter 2, while Jason Roney introduced the Roney Ratio as part of his regime assessment 
process in Chapter 4. I will go into greater detail on those specific ratios and introduce five others to further 
build on the robustness of this framework. 

This chapter will illustrate my journey of discovering, developing, and implementing these indicators into 
my UoR Process. I will do this by covering the following points:

 - Challenges Using Nominal Returns
 - Gaining a Three-Dimensional Perspective
 - The Seven UoR Ratios
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 - UoR Dashboards
 - Integrating Information from UoR Dashboards into the Protean Strategy

The most important ratio in the UoR Process is the Netto Number. The Netto Number is the driver 
behind the Risk Factor Compensation System I created and explain in Chapter 22, the penultimate chapter 
of this book. By understanding the concept behind the Netto Number, it will be easy for you to transition 
this framework towards compensating a money manager on their return per UoR. When you pay a money 
manager based on this metric, you will likely have in place a more goal-congruent compensation structure 
as a result. 

Challenges Using Nominal Returns

My journey to incorporate a more robust analytical framework began in classic fashion: by attempting to 
solve a problem. My issue was not being able to get the right performance context simply by looking at my 
portfolio P&L for the day, week, month, or year. I needed to know more in order to make the most informed 
allocation and risk management decisions and, without the right context, making the right decisions is very 
difficult. This problem exists because many in the markets work purely on an outcome or end result mind-
set. When you turn on the media or ask someone how the market is doing, in most cases the only thing you 
can find out is the net change in prices, with no attention paid to the process, path dependency, or other 
factors that led to that outcome. 

Hearing that the Dow Jones Industrial Average is up 80 points on the day is still instructive—I learn it is 
up, and that is in and of itself useful information. However, I am missing a great deal of context. I do not 
know what that 80 points represents in terms of the Dow’s average daily range. I do not know if the Dow 
was down 100 points at one point in the day. I am not sure if the Dow was up 200 points at one point, nor 
how it performed in the last week or month. 

These same problems exist in the world of trading and money management. When asked about how they are 
doing in the market, most traders and PMs respond in a similar way by providing their results in percentage 
terms with no context. It is wonderful if you made 15 percent last year, but if you were down 30 percent 
at one point or were willing to risk 100 percent of your portfolio to get that gain, that is a much different 
matter. Being up 15 percent with a Netto Number of 0.3 is much less desirable than being up 8 percent with 
a Netto Number of 2.0. 

This issue exists in the markets when preparing to trade or forecasting performance, just as much as it does 
when assessing performance after the fact. Many (but by no means all) professional money managers have 
risk budgets or stop loss/drawdown limits. It can therefore be difficult to compare the eventual results of 
managers facing no constraints with those of risk takers who must manage the path dependency of avoiding 
a drawdown level that might result in the closure of their portfolio.

In a perfect world, I would turn on a financial channel or market website and see that the Dow has a 
Netto Number of 1.6 on the day, 2 on the week, and 3 year-to-date. I would see the same for each asset 
class and individual stock and, within moments, I would be poised to make an informed investment deci-
sion. Alternatively, when discussing the performance of a strategy with someone in my network, they could 
respond with its Netto Number. If others held this tack, the dialogue between market participants would be 
more meaningful and the investment decisions people made would be better informed. 
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However, we can only achieve the right answers if we are asking the right questions. As noted throughout this 
book, the right question is not “What are your returns?” but rather, “What are your returns per unit-of-risk?” 
All of these details are lacking when only viewing performance in nominal terms. The seven UoR Ratios 
given below offer a much broader perspective.

Gaining a Three-Dimensional Perspective

Now that we understand the inherent limitations of only utilizing nominal performance in our investment 
process, the next step is to develop a three-dimensional approach to assess performance and solve this prob-
lem. An approach that will allow you to confidently ask and answer one of the most important questions you 
can ask about a strategy, portfolio, or instrument: “What was the return per UoR?” 

My journey along these three dimensions took many years and provides insight as to how the UoR ratios 
were developed to measure true risk-adjusted performance. By taking a unique, multi-faceted approach to 
measuring performance, we can put ourselves in a great position to employ better strategies, allocate to stron-
ger managers, and build a more robust process. 

After reading The Global Macro Edge, you will have the tools and expertise to look at the market in all 
three dimensions we outline. 

First Dimension – Nominal Performance

As discussed in the previous section, this is a straightforward number that starts with the most basic ques-
tions we all learned to ask as market participants: “How did the market do today?” or “How much did you 
make last year?” 

Nominal performance is the default analytic used by the majority of market commentators and investment 
marketing documentation. If you look at most investment literature from a mutual fund, it will show its 
performance in percentage terms. These firms will usually only compare their percent gains with their peers 
or benchmarks when showing how they stack up. 

The problem with this style of assessment is that it lacks context. The fault is not necessarily the media’s or 
the financial services community’s. We, as consumers of financial products, need to demand more descrip-
tive numbers; we must request a broader array of data points and voice our displeasure when we don’t get it. 
This first dimension plays to our “results mentality” society, where a potentially random outcome is often 
deemed more significant than a robust, repeatable process.

Second Dimension – Nominal Performance Relative to Realized Volatility

The second dimension of performance assessment is a marked improvement on the first one. It takes per-
formance of a market, strategy, portfolio, or money manager and compares it relative to its actual volatility 
over time. Instead of asking how much a strategy made, one might ask, “How much did you make relative 
to your realized volatility?” 
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This question is standard amongst institutional allocators, financial service professionals, and professional 
money managers. Many in the professional community have some component of their process that measures 
performance with the filter of realized volatility.

In short, this measure shows what returns look like in relation to the moves of the market, strategy, portfolio, 
fund, or whatever you’re looking at. If you have realized 20 percent returns in a market over a year, but the 
annualized standard deviation in the market is 50 percent, it would only take a 0.4 standard deviation move 
(20 percent divided by 50 percent) to wipe out those returns—that’s not necessarily all that good, consid-
ering how volatile the market is (you would have failed to capitalize on much of it) and considering how 
much risk there is that your position could be wiped out. However, if you have 50 percent returns with 20 
percent volatility, it would take a 2.5 standard deviation move (50 percent divided by 20 percent) to wipe 
out your profits (this should happen less than 1 percent of the time, given normal statistical assumptions). It 
also indicates you squeezed relatively lower volatility for higher profits, riding the uptrends and getting out 
of the downtrends.

The Sharpe Ratio is the most common tool used by financial professionals to assess a measure of performance 
relative to realized volatility, or the annualized standard deviation of returns. The Sharpe Ratio, which was 
touched on in Chapter 1, provides insight when assessing the risk-adjusted performance of a stock, market, 
or portfolio. Other ratios such as the Sortino and Calmar are also useful tools in this measurement process. 
When you get literature from many hedge funds, these ratios will be alongside their nominal performance 
to help give the prospective investor a sense of what risk was endured in pursuit of those returns in the form 
of realized volatility. 

It would be nice to have financial media outlets show any of these ratios alongside market performance. It is 
my belief once viewers became familiar with how the Sharpe, Sortino, and Calmar Ratios work, they would 
consider them a vital addition to nominal performance. As viewers learned the importance of these metrics, 
they would welcome them displayed on a daily, weekly, or monthly basis to showcase the market’s return 
relative to realized volatility. 

One note about these ratios is that many in the industry commonly refer to them as measuring “risk-ad-
justed performance.” In my strong opinion, this is badly misnamed. These ratios work on an ex-post basis 
and simply measure historical volatility-adjusted performance. This label is understandable given that many 
construe risk and volatility as synonymous terms.

My takeaway from this subtle, yet material difference is that in order to understand what real risk-ad-
justed returns are, you will need to incorporate ex-ante analysis. In other words, you will have to assess 
your risks before the fact, instead of just looking at measures of how extreme past moves were. To do 
this you will need to add another dimension to your process. This third dimension is encompassed by 
the Netto Number. 

Third Dimension – Nominal Performance Relative to Realized Volatility and a 
Predetermined Risk Budget 

The last and most important dimension in assessing performance comes by asking how a market, strategy, 
portfolio, or manager performed relative to both realized volatility and a predetermined risk budget. This 
third dimension of performance assessment incorporates a critical before-the-fact component that is not part 
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of the process used by the majority of financial professionals, money managers, or third-party advisors. The 
small niche of market professionals who do have something comparable in place would be at proprietary 
trading firms or certain types of multi-PM hedge funds. These firms generally leverage their balance sheets 
and the capital efficiency of futures to allocate based on risk, with nominal account size being a somewhat 
ephemeral concept. The primary question these types of firms ask is where traders’ equity curves are in rela-
tion to their risk budgets. 

In the case of measuring the performance of an individual market, the risk budget would be the stop loss of 
a trade. For example, if I was long the S&P 500 coming into the week, I would derive the value of the risk 
budget for my analysis by understanding where the logical stop loss in that position would be located. If 
that predetermined level is 20 points away, then by analyzing that long position relative to its 20 point stop 
loss along with its realized volatility, I can really make some headway in understanding how well or poorly 
something has performed. The rest of the chapter and book will elaborate on this. 

The key component here is that third dimension analysis is done on a predetermined basis. For instance, the 
risk budget used in the Netto Number should be arrived at in advance, and stuck to for the entire relevant 
period—it must reflect a trader or analyst’s assumptions in advance of a risk period, and remain unaltered; 
otherwise, the measure can grow arbitrary and gameable. The challenge with the performance ratios shared 
in second-dimension analysis is they are all done ex-post with no risk budget component. In fact, the vast 
majority of retail and many professional investors do not invest with a risk budget. Why is this important? 
There is a tremendous difference in the performance of a trader who has $1 million and a $200k risk bud-
get and one with $1 million to trade and no risk budget. Similarly, a hedge fund PM with 4 percent stop 
loss must operate completely differently from one with a 12 percent stop loss, and so their returns must be 
judged accordingly. (Unfortunately, sometimes PMs think that they are operating with a 12 percent stop 
only to find that it was actually 4 percent when they hit that threshold!)

Managers with generous or no risk budgets need not concern themselves with the path of their performance 
(for instance, whether P&L dips significantly down before spiking way up) and, as such, can be expected to 
have different return profiles from those operating on tight risk budgets. One needs to account for this when 
evaluating a manager’s skill, rather than simply assuming that the PM with higher returns is better. Similarly, 
a passive index investment with no risk budget should have a completely different return profile than a strat-
egy that actively trades the market with predetermined risk parameters. Simply measuring nominal returns 
does not take this dynamic into account.
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Figure 5.1 – The Three Dimensions

As The Global Macro Edge goes to press in 2016, there is no commonly used, ex-ante analysis input based 
on a risk budget for measuring manager or market performance. If you allocate to a manager with a 10 
percent volatility target and he returns 3 percent with a Sharpe Ratio of 1.0—meaning his excess return (3 
percent minus the risk-free rate) was the same as historical volatility, and decidedly less than 10 percent—has 
he done a good job or not? That 3 percent return looks good relative to his after-the-fact, or ex-post realized 
volatility, but decidedly mediocre in relation to the volatility that he was mandated to generate. Chapter 22 
will specifically show how a Netto Number for a manager can help evaluate this specific situation and deter-
mine what incentive fee to pay the manager.

For managers who do not target volatility or use portfolio-level stop losses, probably the most accurate way 
to define before-the-fact, or ex-ante risk is to assume that when you place an allocation with a manager, you 
are genuinely willing to lose it all. However, the vast majority of allocations do not work in this manner; 
when placements get to some undefined loss threshold and people hit an emotional breaking point, they exit 
and move on to the next investment. One can only imagine how much wealth destruction takes place each 
year by investment dollars that are misallocated, mismanaged, and lost as a result of not having a bona fide 
risk budget framework.

The Global Macro Edge details how three-dimensional performance assessment is straightforward and easy 
to implement. The seven UoR ratios will show you how. 


