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Resurrecting RANVA 
 
Last December’s Letter (“Resurrecting RANVA: 
Adjusting Investment Returns for Risk”) as-
serted that creating comparability in investment 
results is critical to the pension fund industry’s 
legitimacy, and that it requires two things. To 
be comparable, gross investment returns have to 
be reduced to reflect all incurred investment 
expenses. Then the net returns should be further 
reduced to reflect the risks undertaken to earn 
them. Generally, small risk exposures require 
small risk-adjustment ‘haircuts’, and large ex-
posures large ones.  
 
The Letter recalled that we introduced a spe-
cific risk-adjustment methodology some nine 
years ago that led to the metric RANVA (Risk-
Adjusted Net Value-Added). After reviewing 
the methodology, and showing what kind of 
risk-adjustment ‘haircuts’ it has produced in the 
CEM Benchmarking Inc. database since 2000, 
we listed the following three requirements for 
broad acceptance of a RANVA metric in the 
global pension fund community. 

 
1. Belief that skill-based differences in invest-

ment results exist: for a RANVA metric to 
have any meaning, skill-based differences 
in investment results must really exist. If 
there are no expert investors capable of 
identifying and exploiting investment op-
portunities with superior RANVA prospects, 
there is nothing to measure. In other words, 
if all investors have equal skills, the impli-
cations of the Capital Asset Pricing Model 
(CAPM) will hold, and all outcomes differ-
ent from CAPM-based expectations are just 
random noise. 

2. Belief in ‘pay for performance’ arrange-
ments: belief in skill-based differences in 
investment results should logically lead to a 
parallel belief in compensation schemes 
based on skill-based differences. However, 
if ‘pay for performance’ arrangements are 
to pay for skill differences rather than luck 
differences, investment returns should be 
assessed ‘haircuts’ reflecting the differing 
risk exposures undertaken.                                

ADJUSTING INVESTMENT RETURNS FOR RISK: 
 

WHAT’S THE BEST WAY? 
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 “Consider a put option that pays off only when a firm is insolvent. 
This put option provides insurance against the firm’s insolvency. 
Its cost is an intuitive measure of insolvency risk and…measures  

the economic cost of avoiding bankruptcy”. 

Robert Jarrow 
 “Put Option Premiums and Coherent Risk Measures” 
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April, 2002 
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