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Extending VaR — The Application of the Sharpe Rule
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Abstract

The measure of market risk, Value at
Risk (VaR), as popularized through
RiskMetrics (1994) by J. P. Morgan, has
become a standard in the industry.

However, if VaR is intended for
strategic risk management purpose, such as
comparing trading desks and capital
allocation, then it is not adequate (Dembo,
1997). Dowd (1998a, 1998b, 1999) and

Hodges (1998), among others, propose to
apply the well-known Sharpe rule to building
an integrated theoretical framework to guide
financial risk management decisions.

This project investigates the
application of the Sharpe rule to VaR-based
risk management decision making. Using
computer simulations and historical data
from domestic financial industry, we find that
in comparing performances, the proposed
VaR Sharpe rule can result in wrong decision,
simply because the realized extra return can
be negative.

Furthermore, if asset returns are
skewed, the VaR Sharpe rule may
erroneously accept and/or reject an asset in
portfolio selection. This poses a real problem
as RiskMetrics is widely used that assumes
normal distribution.
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