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Performance Evaluation

Investors are naturally keen to know the performance of the funds 
that they have entrusted to an investment management company. 
But knowing the return achieved is only part of the process of 
performance evaluation. Investors will also want to know how 
their particular fund manager has performed relative to both an 
independent benchmark and against their own peers. They will 
want to know how the fund manager achieved the performance 
and also what risks were taken to achieve the returns. Once the 
investment manager’s clients have all this information, they can 
determine whether they wish to continue with the current manager, 
whether they wish the manager to pursue a different strategy, or 
whether they wish to change the performance target.

Measuring returns: There are a number of alternative ways 
in which returns can be calculated. The two most common 
approaches to calculating returns are the:

money-weighted rate of return (MWRR), and•	

time-weighted rate of return (TWRR) •	

The MWRR calculation is an internal rate of return (IRR). This means 
that all monies in the fund are assumed to have grown at the 
same rate, although account is taken of the time each cash flow 
has been under management. Although this is a relatively simple 
calculation, the assumption that all monies grow at the same rate 
of return throughout the measurement period is unreasonable, and 
becomes more unreasonable the longer the measurement period. 
The calculation itself can be affected by the timing of cash flows in 
and out of the fund. 

Because of the deficiencies of the MWRR calculation, most 
organisations calculate a TWRR. This calculation assigns each 
subperiod within the overall period a separate rate of return and 
then uses these sub-period returns to calculate a return for the 
whole period under consideration. The timing of each individual 
cash flow is identified and then associated with the sub-period 
when it occurs. This measurement technique requires the 
investment performance team to know the value of the fund when 
any cash flow in the fund occurs. Thus for very large funds with 
complex cash flows this calculation, though more accurate than the 
MWRR calculation, can be difficult to implement.  

Benchmarking returns: Once returns have been calculated, the 
fund’s investors will wish to know how the fund manager has 
performed relative to a benchmark constructed by an independent 
index provider (see Benchmarking & Indices). The fund 
manager’s performance target will also be set with reference to the 
performance of this benchmark. 

The benchmark itself has to be appropriate in order that meaningful 
conclusions can be drawn. A good benchmark portfolio will 
comprise a feasible set of assets which should be fully replicable. 
The benchmark and target chosen should also reflect the risk and 
return aspirations of the client. 

Performance attribution: By using appropriate financial market indices, 
the performance of the fund manager, relative to the benchmark, can 
be decomposed to reveal where the fund manager’s performance 
did or didn’t come from. Depending upon the nature of the fund, the 
performance might come from asset allocation, sector selection, stock 
selection, or currency exposure. The performance of bond funds might 
in addition be broken down into decisions regarding duration and those 
concerning the yield curve. 

Knowing the sources of the fund manager’s performance is useful 
information for the clients of the fund and for the investment 
management company too. For example, if a fund manager is good 
at stock selection, but less proficient with sector selection, others 
may be asked to advise on the sector selection aspect of the portfolio, 
allowing the fund manager to concentrate on stock selection.

Risk adjusting returns: Another way of comparing the 
performance of fund managers and understanding the derivation 
of portfolio performance involves risk-adjusting the returns. For 
example, two fund managers might have produced identical 
performance over the course of a year, but the volatility, or standard 
deviation, of returns over the year might be very different. It is 
generally assumed that investors would prefer lower rather than 
higher volatility from their investments, other things being equal.

To account for this, there are a wide range of ways in which returns 
can be risk-adjusted, using metrics such as the Sharpe and Treynor 
measures. These two measures calculate a ratio which takes the 
return on the portfolio less the risk free return, and then divides 
this by a measure of the volatility of return, giving a risk-adjusted 
score for each portfolio. The higher the score, the higher the return 
relative to a unit of risk and the better the risk-adjusted performance. 
Conversely, the lower the score, the lower the return relative to a unit 
of risk and the worse the risk-adjusted performance. 

Perhaps the measure most commonly used in the investment 
industry today is the information ratio. This is established by 
calculating the return on the portfolio in excess of the return on the 
portfolio’s benchmark and then by dividing this by the difference 
between the portfolio’s standard deviation and the standard 
deviation of the benchmark. It can be represented as follows:

Information ratio = 

Portfolio standard deviation - Benchmark standard deviation

Portfolio return - Benchmark return



Today fund managers often ‘target’ a particular information ratio; 
in other words they will aim to manage the fund in such a way that 
it achieves the desired return, but keeping fund volatility, relative to 
this excess return, at a pre-specified level. 
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