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[F you have remained un-
decided about your fund
manager after looking at
the IB per cent return
notched up by your equity
fund in the past two years,
help is here.

There is a set of metrics
that professional analysts
use to assess a fund manag-
er. Financial Chronicle
shows you how non-profes-
sionals can use these to de-
termine the value delivered
by a fund manager. One can
find some of these data in
monthly fact sheets pub-
lished by asset manage-
ment companies and also
various mutual fund web-
sites,

Let's begin with Sharpe
ratio, which measures
whether the returns
notched up by a mutual
fund portfolio are due to
smart decisions or exces-
sive risk. Sharpe ratio
measures risk-adjusted per-
formance as a Fund can
reap higher returns than its
peers by taking too much
additional risk.

Mathematically, the
ratio is derived by subtract-
ing the risk-free rate from
the vate of veturn of a port-
folio and dividing the result
by the staridard deviation of
portfolio returns,

Poor MF returns? Check
out on the fund manager

Using publicly available data, you can rate the efficiency of a fund

lustrations by Pallavi

Many a time you are told an equity
fund has given superlative returns
and all you get is 12% or more. How to
tell whether it's really superiative?

Use performance metrics, Generally
used by analysts, even you can to get
a hang on equity funds' performance,

Sharpe Ratio is an important metric.
Loek up the fund's factsheet. It
measures risk-adjusted performance
as a fund can reap higher returns
than its peers. Higher ratio reflects
higher sustained returns. But beware;
there could be exceptions to the rule.

Alpha is anather important metrics.
Higher positive alpha is good;
negative is bad. But if the bench-
mark chosen by the fund is itself not
the most appropriate one then alpha

measure is of no use. \
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The greater this ratio,
the better its risk-adjusted
performance has been. For
example, Birla Sun Life
Dividend Yield Plus, which
has given 18.49 per cent re-
turns in three years, has a
Sharpe ratio of 0.56. In
comparison, ING Dividend
Yield’s three-year return of
18.37 per cent has come
with a Sharpe ratio of 0.52,
according to Value Re-
search data, which uses
SBI fixed deposit rate for
46-90 days as risk-free rate.
\ But just don’t base your
decision on this ratio alone
as the table shows both UTI
Dividend Yield and IDFC
Premier Equity (Plan A)
have same ratio, but their
returns vary 300 basis

_points. ;

A fund consists of
stocks, which may also
move up due to the overall
market movement. Alpha
helps find out what portion
of a fund’s return can at-
tribute to the fund manag-
er’s skill rather than market
movement.

A positive alpha implies

that a fund manager has
added value over and above
the market performance.

On the other hand, a nega-
tive alpha could indicate
that the manager has re-
duced value of the fund by
underperforming the mar-
ket. The conventional way
of calculating alpha —
which is the most basic
measure of a fund manag-
er’s contribution to invest-
ment yield — is to deduct
the benchmark’s percent-
age return from the fund
return.

Note that alpha can be
either inflated (when the
market is up) or deflated
(when the market is down)
by the percentage change
in the benchmark itself. “To
benefit from alpha, it
should be taken for three
years,” said Hiren Dhakan,
an associate fund manager
with Bonanza Portfolio.

Morningstar data shows
although three-year annu-

alised returns of growth
schemes of Reliance Tax
Saver Fund (8.63 per cent)
and HDFC Long Term Ad-
vantage Fund (8.08 per
cent) do not differ much,
the former has a three-year
Alpha of 1.18 while the lat-
ter has a three-year alpha of

(=) 0.11.

Of course, the alpha
measure is only as good as
the beta used to compute it.
Beta measures volatility of a
portfolio in comparison
with the broader market. A

~ beta of 1 indicates that the

portfolio value will move
with the market. A beta of

. less than 1 could mean that

the portfolio will be less
volatile than the market.
Many portfolios with utili-
ties could have a beta of less
than 1. However, a technol-
ogy-oriented portfolio will
have a beta of greater than

remier Equity Plan
ING Dividend Yield

When ratios don’t work

Top ten equity diversified funds show equally strong
sharpe ratios but varying returns

BSL Dividend Yield Plus

ICICI Pru b‘is;cévery Inst |
UTI Dividend Yield

Rel Regular Savings Equity

ICICI Prudential Discovery
HDFC Top 200

UTI Master Value

Sund BNP Paribas SMILE Reg

#Sharpe Ratio as on June 30, 2010

*Compounded annual growth rate as on July 16, 2010;

Source: Value Research

1, offering the possibility of
higher rate of return with
more risk.

Another indicator is R-
Squared, which measures
how closely your fund man-
ager’s returns match the re-
turns of the benchmark
against which it is com-

_pared.

- “Like others, the tool is -
not for selecting a fund, but
for evaluation of perform-
ance,” said Anil Rego, CEO
of Right Horizons. So, if a
mid-cap fund has an R-
Squared of 40 per cent, it
indicates very little correla-
tion with the chosen
benchmark. While straying
from your benchmarkis not
bad, it should be matched
with risk-adjusted returns.

Lastly, standard devia-
tion measures how much
the return on the fund is
deviating from the expect-
ed normal returns. As an
invéstor you should be wor-
ried if the return of your
pharma fund is very high or
very low from expected re-
turns (based on historical
data). “Peer comparison is

a must. For instance, two
mutual funds where one
gained and the other lost 1
per cent each and every
month over the past 36
months will both have a
standard deviation of zero,
because its monthly returns
didn’t change from one
month to the next,” said
Sanjay Das, a Kolkata-
based financial adviser.
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A four-point checklist to judge a mutual fund

Sharpe ratio 2Alphu is the measure

Beta measures Another indicator is

volatility of a fund

measures risk- of a fund manager's

adjusted returns — contribution to portfolio in easures how
whether returns notched  investment yield. It can comparison with the closely your fund
up by a fund portfolio tell you whot portion of broader market. A beta manager’'s returns
are due to smart afund'sreturncan - of 1 indicates that the match the returns of the
decisions or excessive attribute to the fund portfolio value will move  benchmark with
risk taken manager's skills with the market. which it is compared

- FC Research Bureau
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