RISK ASSESSMENT AND PERFORMANCE EVALUATION

Is a mutual fund with 9% return better than one earning 8%? It depends on the risks taken to achieve those results. Which manager assumed more risk? Did those risks translate into rewards?[footnoteRef:1] [1:  https://www.jpmorganfunds.com/blobcontent/518/497/1279234170856_II-IR-KNOW.pdf] 


Most people are risk averse, in that they wish to minimize the amount of risk they must endure to earn a certain level of expected return.[footnoteRef:2] [2:  http://people.duke.edu/~charvey/Classes/ba350_1997/diverse/diverse.htm] 


The Basics: Alpha (α) and Beta (β):  
Alpha measures a “manager’s skill” the difference between actual and expected returns, given an investment’s security-specific risks. If alpha is positive, a manager’s security selection added extra returns versus the benchmark. If it’s negative, the manager destroyed value. Example: A positive alpha of 1.8 means an investment beat its benchmark by 1.8%.




Beta is the term for the volatility, or systematic risk, of a security in comparison to the market as a whole, such as the S&P 500 Index. The beta of the market is 1.00 by definition.  Beta can be above 1.0 (more volatile than the index) or below 1.0 (less volatile). Example: A beta of 1.29 means an investment has risen and fallen 1.29% for every 1% move in the index. It’s likely to outperform in up markets and underperform in down markets.  





where, and 

Variance – measures the volatility from an average, this statistic can help determine the risk an investor might take on when purchasing a specific security.  By using historical returns on a firm's stock, one can calculate the variance of past returns.




Standard deviation (the square root of variance) measures risk by the volatility of total returns. Specifically, it indicates how much returns have fluctuated above and below the average. For example, a standard deviation of 15% means an investment averaging 10% annual returns has historically ranged from –5% to +25% each year. Because standard deviation reflects the consistency of performance, it gives you a good idea if you can tolerate an investment’s ups and downs. The higher this number, the more likely you are to experience dramatic moves in either direction.



Return is only part of investment performance. Risk is the other part.

Morningstar’s Risk Adjusted Ratings are among the most widely used performance measures.  The Morningstar Star Rating is based on a comparison of each fund to a peer group.[footnoteRef:3]  The risk-adjusted performance is then ranked versus the peer group and stars are awarded based on the percentile.  Funds in the top 10% receive 5 stars, funds between 32.5 and 67.5 receive three stars, and the bottom 10% of funds receives 1 star.[footnoteRef:4] [3:  The peer group is selected based on the fund’s investment universe (e.g. international, growth, fixed income, etc.) as well as portfolio characteristics such as average P/E ratio and market capitalization. ]  [4:  See Essentials of Investments, 9th edition by Zvi Bodie, Alex Kane, and Alan J. Marcus, Chapter 18 p. 609-610 for additional detail.] 


Example: Morningstar Star Ratings
	Top 10%
	67.5 – 90th
	32.5-67.5th 
	10-32.5th
	0-10th 

	Excellent
	Good
	Average
	Below Average
	Poor


Source: Based on (Chapter 18, p.610) Essentials of Investments

Sharpe ratio – calculates the per unit average return over and above the risk-free rate of return for the portfolio.  The Sharpe ratio measures how much excess return (return above the risk-free rate) an investor each per unit of portfolio risk.  The Sharpe ratio tells us whether a portfolio's returns are due to smart investment decisions or a result of excess risk.[footnoteRef:5] [5:  http://www.investopedia.com/terms/s/sharperatio.asp] 





The Sharpe ratio is most helpful when comparing investments within the same category, even if they have different benchmarks. The higher the number, the better the risk-adjusted returns.

Example: Sharpe Ratios
	1
	2
	3 or higher

	Good
	Very good
	Excellent


Source: JP Morgan “Spotlight on Risk Assessment” (July 2013) [footnoteRef:6] [6:  https://www.jpmorganfunds.com/blobcontent/518/497/1279234170856_II-IR-KNOW.pdf] 



Treynor measure - a risk-adjusted measure of return based on systematic risk. It is similar to the Sharpe ratio, with the difference being that the Treynor ratio uses beta as the measurement of volatility.
  




Tracking error measures risk by the volatility of excess returns—in other words, how far performance strays from a benchmark. For example, a tracking error of 2% means a stock fund is likely to return between 8% and 12% in years when the S&P 500 Index rises 10%.


 

where, is difference between the portfolio return and the benchmark return.

Information ratio – measures the ratio of alpha to the standard deviation of diversifiable risk. Many experts view information ratio as the best way to evaluate risk-adjusted performance. Like Sharpe ratio, it measures return per unit of risk. The difference is that information ratio is based on excess returns and risks versus a benchmark.



The information ratio reflects efficiency and consistency. How efficient is the manager at assuming risk to achieve excess returns? And how consistent have those returns been? The most skilled managers tend to have the highest information ratios. A lower number often identifies managers who took on large amounts of risk for relatively small rewards. A negative number means the investment underperformed its benchmark.

Example: Information Ratios
	0.5
	0.75
	1 or higher

	Good
	Very good
	Excellent


Source: JP Morgan “Spotlight on Risk Assessment” (July 2013) [footnoteRef:7] [7:  https://www.jpmorganfunds.com/blobcontent/518/497/1279234170856_II-IR-KNOW.pdf] 


The appropriate performance measure depends on the investment context: [footnoteRef:8] [8:  Essentials of Investments, 9th edition by Zvi Bodie, Alex Kane, and Alan J. Marcus, Chapter 18 p. 621.] 

(1) Sharpe ratio is most appropriate when the portfolio represents the entire investment fund.
(2) Treynor measure is appropriate when the portfolio is to be mixed with several other assets.
(3) Information ratio is appropriate when evaluating a portfolio to be mixed with the passive index portfolio.

“Investing is a balancing act between risk and return. The goal isn’t to avoid risk, but to choose managers who adequately reward you for risk-taking.” [footnoteRef:9] [9:  https://www.jpmorganfunds.com/blobcontent/518/497/1279234170856_II-IR-KNOW.pdf] 


Exhibit 1: Comparing Investment Alternatives 
[image: ]
Source: JP Morgan “Spotlight on Risk Assessment” (July 2013) [footnoteRef:10] [10:  https://www.jpmorganfunds.com/blobcontent/518/497/1279234170856_II-IR-KNOW.pdf] 
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Why does it matter to me?

Investing is a balancing act between risk and return. The goal
isn’t to avoid risk, but to choose managers who adequately
reward you for risk-taking. We believe information ratio is the
best way to find those managers.

What does it tell me?
Information ratio can help you identify:

- Efficiency: When comparing investments, those with lower
information ratios use risk less efficiently. For the same
level of risk, you could have achieved greater returns.

- Consistency: Most investors prefer small, steady outper-
formance over large fluctuations in returns. The higher the
information ratio, the more consistent a manager tends to be.

The better investment isn’t always the one with higher returns.
In this example, Fund B has lower returns but a better infor-
mation ratio, meaning it performed more efficiently on a
risk-adjusted basis.

EXHIBIT 2: EXAMPLE—USING INFORMATION RATIO TO COMPARE
INVESTMENTS

HFundA [ FundB

0.80

9%
8%
7%
0.43
3%
25%
E

Total return Excess return Tracking error Information ratio

Source: J.P. Morgan Asset Management. The above chart is hypothetical and
shown for illustrative purposes only.

(1677 KB of 22021 KB) : https://www jprmorganfunds.comy/blobcontent/518/497/1279234170856 I-R-KNOW. pdf
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