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As mentioned previously, I have been dealing in the past few issues with 

an in-depth detail about a few terms and concepts used very commonly in 

the arena of Mutual Funds. In the last issue, I dealt with – Risk Tolerance 

of an Investor, Types of Risks Associated With Mutual Funds, Mutual 

Fund Riskometer, Fee-Only and Fee-based Financial Advisors, Rating 

agencies, CRISIL Rating for Mutual Fund, Morningstar Rating and 

Volatility and some concepts associated with all of them. I hope the above 

terms and concepts don’t seem alien to you as I move further.   

 
Let us continue ahead of that: 

 

Sharpe Ratio 

Sharpe ratio is used to evaluate the risk adjusted performance of a mutual 

fund. It was given by William Forsyth Sharpe, an American economist. He is 

the STANCO 25 Professor of Finance, Emeritus at Stanford University's 

Graduate School of Business and the winner of the 1990 Nobel Memorial Prize 
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in Economic Sciences. Sharpe was one of the originators of the capital asset 

pricing model and created the Sharpe ratio for risk-adjusted investment 

performance analysis and he contributed to the development of the binomial 

method for the valuation of options, the gradient method for asset allocation 

optimization and returns-based style analysis for evaluating the style and 

performance of investment funds. Basically, Sharpe ratio tells an investor how 

much extra return he will receive on holding a risky asset. Sharpe ratio comes 

very handily to measure the risk-adjusted returns potential of a mutual fund. 

Generally, risk adjusted return happens to be the returns earned over and 

above the returns generated by a risk free asset like a fixed deposit or a 

government bond. The excessive returns are viewed in the light of the ‘extra 

risk’ which an investor takes upon investing in a risky asset like equity funds. 

The risk inherent in an investment is determined using the standard deviation. 

Thus, a higher Sharpe ratio indicates better return yielding capacity of a fund 

for every additional unit of risk taken by it. It becomes a justification for the 

underlying volatility of the fund. In fact, you may use the Sharpe ratio to 

compare the funds. 

 

 
 

(Image Courtesy: Google)  

How to calculate Sharpe Ratio? 

You can quickly locate the Sharpe ratio in the fact sheet of a mutual fund. The 

Sharpe ratio is calculated by subtracting the risk free return from the portfolio 

return; which is known as the excess return. Afterwards, the excess return is 

divided by the standard deviation of the portfolio returns. It is used to measure 

the excess return on every additional unit of risk taken. Generally, it is 

calculated every month and then annualized for easy comprehension. It is 

calculated using the formula given below: 

  

Sharpe Ratio = (Average fund returns − Risk free Rate) / Standard 

Deviation of fund returns 
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It means that if the Sharpe ratio of a fund is 1.25 per annum, then the fund 

generates 1.25% extra return on every 1% of additional annual volatility. A 

fund with a higher standard deviation should earn higher returns to keep its 

Sharpe ratio at higher levels. Conversely, a fund with a lower standard 

deviation can achieve a higher Sharpe ratio by earning moderate returns 

consistently. 
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Significance of Sharpe Ratio 

Sharpe ratio indicates investors’ desire to earn returns which are higher than 

those provided by risk free instruments like Govt. securities, treasury bills etc. 

As Sharpe ratio is based on standard deviation which in turn is a measure of 

total risk inherent in an investment, Sharpe ratio indicates the degree of 

returns generated by an investment after taking into account all kinds of risks. 

It is thus, the most useful ratio to determine the performance of a fund and we, 

as an investor, need to know its importance: 

1. A measure of risk adjusted return: Sharpe ratio is a comprehensive 

mechanism to ascertain the performance of a fund against a given level of 

risk. The higher the Sharpe ratio of a portfolio, the better is its risk 

adjusted performance. However, if you obtain a negative Sharpe ratio, then 

it means that you would be better off investing in a risk free asset than the 

one in which you are invested right now. 

2. A measure for fund comparison: Sharpe ratio can be used as a tool to 

compare funds placed in the same category as analyzing the performance 

of Fund A and Fund B, which are large cap equity funds. In this way, you 

will ensure that both the funds are facing a similar level of risk. 

Conversely, you might compare funds giving the same returns but which 

are at different levels of risk. 

3. A measure for comparison against the benchmark: Sharpe ratio can tell 

you whether your preferred fund is suitable from an investment 

perspective as compared to peer funds in the said category. You may even 

broaden your horizon by comparing the fund’s Sharpe ratio with that of 

the underlying benchmark. In this way, you get to know whether your 

fund is outperforming / underperforming the benchmark (explained in 

next section). Ultimately, you get to know how well you are being 

compensated for the risk that you are taking in the investment. 

 

(Image Courtesy: Google)  
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How is Sharpe Ratio used to select Mutual Funds? 

1. Analyze Fund Strategy: Sharpe ratio is one of the most powerful tools 

used in mutual fund selection. As it is entirely quantitative, it provides 

objective feedback into the fund’s performance. By looking at the Sharpe 

ratio, you can assess the degree of risk that two funds faced earning extra 

returns over the risk free rate. It is a standardized tool to compare funds 

which use different strategies like growth or value or blend. 

2. Optimum Risk-Return Tradeoff: Ideally, you might consider a fund 

desirable which has a higher Sharpe ratio. However, this kind of 

perception may not always be fruitful if the fund took a lot of additional 

volatility. It means that a fund that achieves 7% returns with moderate 

volatility will always be better than a fund which gives 8% returns with a 

lot of ups and downs. A higher Sharpe ratio, thus, means that the 

relationship between fund’s risk and return is ideal. 

3. Examine Portfolio Diversification: You may use the Sharpe ratio to 

identify whether the new fund which you want to add to your existing 

portfolio would be beneficial or not. Suppose the current Sharpe ratio of 

your portfolio is 1.15. Ideally, the addition of an extra fund should 

increase the Sharpe ratio by lowering the overall risk and boosting the 

returns. On the contrary, if the Sharpe ratio drops to 1.05, then it 

indicates that you need to revisit the decision of diversification i.e. adding 

that fund to the existing portfolio. 

Weaknesses of Sharpe Ratio 

There are certain precautions that you need to take while using the Sharpe 

ratio. Firstly, it is just a number and standalone, it conveys lesser meaning. 

You need to compare the Sharpe ratio of two funds to derive its exact meaning. 

Sharpe ratio does not account for portfolio risk. It does not indicate whether 

the portfolio is concentrated in a single sector. Suppose a fund is made of only 

technology stocks and sector performs well. The fund’s Sharpe ratio will be very 

high, but simultaneously it will be a risky proposition for an investor looking 

for moderately risk investment. Hence, it would help if you did not blindly rely 

on Sharpe ratio for short-listing a fund. You may use other qualitative 

measures along with this ratio for informed decision making. Finally, it is 

always desirable to use Sharpe ratio keeping your investment horizon in focus. 

Usually, you will find the Sharpe ratio indicating three years’ risk adjusted 

performance, but if you have a long-term investment horizon, such ratio might 

seem irrelevant. 
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Conclusion 

Many times investing in mutual funds becomes complex. In case, you don’t 

possess enough financial knowledge and are finding it too difficult to 

understand then take the help of your financial advisor. Many financial experts 

use financial ratios to provide their client with the best funds in which one can 

invest in a hassle-free and paperless manner. 

 

Treynor Ratio 

Treynor ratio is a measure of the returns earned more than the risk free return 

at a given level of market risk. It highlights the risk adjusted profits generated 

by a mutual fund scheme. This ratio was given by Jack Treynor, thereby 

expanding the contribution of William Sharpe towards modern portfolio theory. 

Jack Lawrence Treynor was an American economist who served as the 

President of Treynor Capital Management in Palos Verdes Estates, California. 

He was a Senior Editor and Advisory Board member of the Journal of 

Investment Management and was a Senior Fellow of the Institute for 

Quantitative Research in Finance. He served for many years as the editor of the 

CFA Institute's Financial Analysts Journal. Treynor Ratio measures the 

efficiency with which the fund manager has allocated the fund’s assets to 

compensate the investor for taking the given level of risk. The Sharpe 

Ratio provides an overview of the return generating capacity of the fund against 

the overall risk. However, the Treynor Ratio exclusively focusses on how well 

the portfolio has performed in the backdrop of risks prevailing in the 

economy. To make things lucid, you need to know that returns of an 

investment portfolio are vulnerable to two types of risk i.e. company risk and 

market risk. If your portfolio returns fall on account of one firm in the segment, 

it is because of internal adverse factors faced by the firm and you may perceive 

it as a company related risk. On the other hand, if the portfolio returns are 

affected due to bad performance of firms, then the reason might be an overall 

economic downturn and you may perceive it as market risk. You are advised to 

maintain a diversified portfolio to eliminate the chances of losing money owing 

to company risk. However, market risks can’t be excluded. Hence, when you 

take that risk while investing in a mutual fund scheme, you become eligible to 

receive a reward called the risk premium. The higher the risk taken, the higher 

is the reward. Thus, the Treynor Ratio of a mutual fund indicates how well you 

will be rewarded for taking the risk of investing in a particular mutual fund 

scheme.  

 

How to calculate Treynor Ratio? 
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Treynor Ratio gauges how efficiently the fund manager achieves the balance 

between return and risk of the portfolio. Unlike Sharpe Ratio, it makes use of 

beta (explained in next section) in the denominator. You need to know that 

beta indicates the sensitivity of fund returns to movements of the 

underlying benchmark. The beta of a fund which invests in highly volatile 

stocks would be higher than the fund which invests in less volatile 

securities. Stocks having high volatility rise and fall faster during a market 

rally and slump respectively. The higher the beta, the higher is the sensitivity 

of fund returns and riskier is the investment. Thus, as compared to low-beta 

stocks, the stocks with high beta might generate higher or lower returns based 

on the market performance. In other words, the Treynor Ratio takes into 

account market risk while calculating risk-adjusted returns. 

The Treynor ratio can be calculated by using the following formula:  

 

(Image Courtesy: Google)  

 
Suppose the average return generated by your fund is 10% and the risk-free 

rate is 6%. The difference between the fund return and the risk free rate 

becomes 4%. If the fund’s historical beta is 2, then the Treynor Ratio will be 2 

(i.e. 4 divided by 2). It implies that the fund gave two units of return for every 

additional unit of market risk assumed. While comparing two funds, you may 

use Treynor Ratio to arrive at the ideal fund. It is assumed that the fund with a 

higher Treynor ratio is better at compensating you for risk taking as compared 

to the other fund, which has a lower Treynor Ratio. 

 

Limitations of Treynor Ratio 

The investors use Treynor Ratio as a simple tool to measure the risk adjusted 

return earning potential of a portfolio. However, as an investor, you need to 

know that it also suffers from several limitations. Treynor Ratio might be an 

excellent way to analyze and identify the superior performing investment 

among a group of funds but it is valid only when the given investment is a 

subset of the broader portfolio. Instances where the portfolios have similar 

systematic risks but total variable risk, then the Treynor Ratio will provide 

them with the same rank even though it is not valid. Treynor Ratio is 
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calculated based on the historical data. You, thereby, get to know about the 

behaviour of the portfolios in the past. However, there is no guarantee that the 

portfolio will continue to behave in the same manner in the future. As the 

market dynamics change, the portfolio might become more or less vulnerable 

depending upon the volatility of the underlying securities. Thus, the Treynor 

Ratio can’t become a mirror to reflect the future potential of a portfolio. You 

might have to use it in combination with other ratios to arrive at an accurate 

decision. Consider a portfolio which has delivered an average return of around 

12% for the past five years and has a beta of 1.5, but there is no guarantee 

that the portfolio will continue to perform in the same way in the years to 

come. The rate of return may go up or down, depending on the macro-

economic factors.  

How to use Treynor Ratio in mutual fund selection? 

Treynor Ratio may come handy in short-listing appropriate mutual funds 

before arriving at the final decision. Usually, a fund which has a higher Treynor 

ratio is regarded as superior as compared to the one with a lower Treynor 

Ratio. However, it would be best if you used the ratio based on the 

characteristics of the portfolio. If you consider a well-diversified portfolio, the 

company risk will be low which means that the total risk would be almost 

equal to market risk. In such a scenario, the Sharpe and Treynor Ratios would 

yield similar results, i.e. they will rank such funds in the same order. However, 

in the case of non-diversified portfolios, market risk tends to be the better risk 

measure. Hence, in this situation, the ranks given by the two ratios will be 

different. Hence, the Treynor Ratio gives additional risk-adjusted performance 

metric by considering the non-diversifiable element of risk. If you find that the 

addition of a new fund lowers the Treynor Ratio of the portfolio; it means that 

the new fund only increased the riskiness of the portfolio without contributing 

to the overall portfolio returns. Thus, you may have a re-look at your decision 

of adding the new fund to the portfolio.  

Benchmark: Meaning, Importance, Usage 

The standard against which the performance of a mutual fund is measured is 

referred to as a benchmark. In India, as per the regulatory guidelines 

implemented by the Securities and Exchange Board of India (SEBI), the 

declaration of a benchmark index is mandatory. Benchmarks are a handy tool 

for useful comparison as the benchmark returns are indicative of how much 

your fund has earned against how much it should have earned. Your mutual 

fund schemes target should be the benchmark’s return, and if your fund 

manages to beat the benchmark, it will be considered to have done well. It is 
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the fund house that determines the scheme’s benchmark index. This goes on to 

serve as a standard for the scheme’s returns. The Bombay Stock Exchange 

(BSE) Sensex and the National Stock Exchange (NSE) Nifty are some well-

known benchmarks that invest in large-company stocks. S&P BSE 200, CNX 

Smallcap and CNX Midcap are some other benchmarks. 

 

(Image Courtesy: Google)  

 

Importance of Benchmarking 

The funds are impacted by the rise and fall of the market. If a diversified equity 

fund, XYZ, is benchmarked against the Sensex, then the returns of the XYZ 

funds will be compared to the performance of the Sensex. When the market is 

faring well, and the movement of the Sensex is headed upwards, then a well-

managed fund must deliver good returns. For example, assume that the Sensex 

rises by 14% and your XYZ funds Net Asset Value (NAV) also grow by 15% in 

the same year, it means that your fund has outperformed the benchmark. But 

if the NAV of your funds had risen only 8% while the Sensex grew by 14%, it 

would mean that your fund underperformed its benchmark. In short, if your 

fund performs better than the Sensex then it means that it has outperformed 

the benchmark, and vice-versa. If one the other hand the Sensex fell 10% and 

during the same period your fund’s NAV declined by 4%, it means that your 

fund outperformed the benchmark. 

 
Key points to keep in mind 

1. The duration to measure/judge the benchmark must be at least a year. 

2. There must be a significant difference between the performance of the fund 

and its benchmark. 

3. The management fee for actively managed funds will be higher than 

passively managed ones. 

 

Criteria to select a scheme 
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Evaluating a fund to see whether it has outperformed its benchmark or not, is 

not the measure to select a mutual fund scheme. It is, however, one of the 

essential factors that you must take into account before investing in mutual 

funds. As an investor, it is a good idea to go through the performance history of 

the fund back to a few years and see if it has managed to outperform its 

benchmark with a significant difference or not. 

How do you measure the performance of my mutual funds against its 

benchmark? 

You can gauge the performance of your mutual fund scheme by analyzing 

whether your funds have delivered a higher return than the benchmark. If the 

return exceeds the benchmark, then your funds outperformed and if the 

benchmark registers a higher return than your fund, then your funds have 

underperformed. Also, if the benchmark index recorded a consistent fall over a 

while in which your fund’s NAV fell too, but by a much lesser percentage than 

the benchmark index, then your fund has again outperformed the benchmark. 

 

 

(Image Courtesy: Google)  

 
As per financial planners, an actively managed fund delivering returns equal to 

the benchmark denotes underperformance as, despite the fee charged by the 

fund manager, the performances are equal to an index that is managed 

passively. 

 

Financial ratios 

Some of the ratios used to measure the performance of a mutual fund are 

listed below:   

1. Beta: Beta determines the risk of a fund with regards to the benchmark. A 

fund is said to be more volatile than its benchmark if the value of the Beta 

is more than 1. If the value of Beta is less than 1, it means its volatility is 

less than that of the benchmark. You may find funds with differing Beta’s 
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within the same asset category. For example in large cap funds. Here, a 

fund with a high Beta or a low Beta doesn’t necessarily mean bad or good, 

respectively. Beta here enables you to have a measure of your expected 

returns. You may expect high returns when the market is doing well and 

the Beta is high, but at the same time, you must also be prepared for the 

downside. There will be a reduction of risk with low Beta, but this will also 

mean low returns. 

Note: Beta is not the only measure of a fund’s performance. 

2. Alpha: This formula helps explain the difference between the actual return 

and the expected return that is based on Beta. It is merely the excess 

returns generated by a fund post factoring in the Beta/risk. This also 

serves as the fund manager’s value addition. With higher alpha, higher is 

the fund manager’s value added. When a fund manager beats the 

benchmark consistently in diverse market scenarios, he generates alphas 

for you, the investor. 

3. R-squared: This is a measure of an asset or fund’s performance about the 

benchmark. It is denoted as a percentage between 0 and 100. If a mutual 

fund has an R-squared of 0, it means it doesn’t correlate its benchmark at 

all. If a fund moves with an R-square of 100, then it means that it matches 

its benchmark exactly. 

 

Remember, benchmarks give you a platform to measure your fund’s potential 

based on past performance, but even with these numbers, you can’t guarantee 

that your funds will always top the market. You will be a successful investor if 

you can outperform the market consistently as this will allow you to meet your 

investment goals in the long run. 

 

Let us take up Alpha and Beta in detail once again after a brief introduction 

above. 

 

Alpha and Beta in Mutual Funds 

Alpha and beta are two of the most commonly used parameters to measure the 

performance of investment vehicles that are linked with financial markets. In 

mutual funds, alpha and beta measure the performance, response and relation 

with the equity markets. Apart from alpha and beta, there are numerous other 

parameters used to measure the performance of one mutual fund with another 

or index. 

Alpha 
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Alpha measures the performance of an asset manager. It measures the efforts 

put in by a fund manager in driving the fund that he or she is managing as 

against a benchmark index. Alpha’s baseline is 0 in case of mutual funds. If 

alpha is negative, then it indicates that the performance of the fund manager 

was underwhelming. If alpha is positive, then it suggests that the fund 

manager’s performance was overwhelming. Generally, the performance of a 

mutual fund is compared with that of an index. 

Beta 

Beta is a measure of variations showed by a mutual fund when there is a 

fluctuation in a benchmark index. In simple words, beta is a measure of the 

sensitivity shown by a mutual fund to a movement in a benchmark index. Beta 

can be used to check how stable a mutual fund was when the markets were 

volatile. Beta’s baseline is 1 in case of mutual funds. If beta is 1, then it 

indicates that the mutual fund is showing the same variation as that of the 

benchmark index. If it is more than 1, then it suggests that the value of the 

fund changes in a much pronounced manner when compared to the 

benchmark. If beta is less than 1, then it means that the variation in the fund 

value is lesser when compared to the benchmark index. 

 

Importance of Alpha and Beta 

Before choosing to invest in any mutual fund, it is imperative to know its past 

performance. However, you should note that past performance is in no way 

going to influence future performance. Nevertheless, it is always advisable for 

anyone to look at the past performance so that you know the fund manager and 

his performance over the different market phases. Alpha and beta are tools that 

help in comparing the performance of a mutual fund against the benchmark. 

Furthermore, these ratios help in having important data to evaluate probable 

growth, risk and sustainability to volatility and so on. For investors, alpha is 

useful in determining if a mutual fund is worth investing as it measures the 

capabilities of the fund manager to generate profits. Therefore, knowing how the 

fund manager has performed, they can make an informed decision. Likewise, 

beta helps investors in understanding how sensitive the mutual fund was when 

the markets went volatile. By checking beta of a mutual fund, the investors can 

decide if the fund that they are deliberating to invest in is suitable or not. Risk-

averse investors would like to have the beta on the lower side as it is indicative 

of steady returns and response to market volatility. Investors looking to invest 

purely to get high returns would like to see alpha always above 1. 

 

Calculation of Alpha and Beta 
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The following is the formula to calculate alpha in the case of mutual funds: 

Alpha = (End Price – Start Price + DPS) / Start Price 

Here, DPS is the distribution per share 

The following is the formula to calculate beta in the case of mutual funds: 

Beta = Covariance/Variance 

Here, covariance is indicative of how two different stocks vary from one another 

in different market condition. The variance shows the variation of a fund’s price 

from its average and represents the fund’s volatility in its price over a period. 

 
Conclusion 

Investors must look for alpha and beta of a mutual fund before they decide to 

invest in it. These ratios help them in understanding how well a fund has 

performed over different market cycles. Apart from alpha and beta, investors 

may also consider other parameters such as standard deviation, Sharpe Ratio, 

P/E ratio and R-square. 

 
 

PE / Price to Earnings Ratio 

The price to earnings ratio (P/E Ratio) is the relation between a company’s 

share price and earnings per share (EPS). It denotes what the market is willing 

to pay for a company’s profits. Earnings are substantial when valuing a 

company’s stock because investors want to know how profitable a company is 

and how valuable it will be in the future. Moreover, if the growth and level of 

earning of the company remain constant, then the P/E can be interpreted as 

the number of years it will take for the company to pay back the amount paid 

for the share. Investors often look at this ratio as it gives a good sense of the 

value of the company and helps them analyze how much they should pay for a 

stock based on its current earnings. 
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How to calculate the Price Earnings Ratio?  

Investors usually like to know the underlying worth of an equity share before 

investing. They analyze it from various aspects such as risk, returns, cash 

flows and corporate governance. Amongst other valuation techniques, the P/E 

ratio happens to be one of the essential tools used to study the intrinsic 

attractiveness of an equity share. Other names given to P/E Ratio include 

‘earnings multiple’ or ‘price multiple’. P/E Ratio is calculated by dividing the 

market price of a share by the earnings per share. 

 

 

(Image Courtesy: Google)  

 
Suppose the current market price of the stock of XYZ Ltd. is Rs. 90 and its 

earning per share is Rs. 9. The Price Earning Ratio of XYZ Ltd. will be 

calculated as follows: 

P/E = 90 /9 = 10 

 

Now, it can be seen that the P/E ratio of XYZ Ltd. is ten times, which means 

that investors are willing to pay Rs. 10 for every 1 rupee of earnings. 

What does Price Earnings Ratio tell about a stock? 

The P/E ratio varies across industries and therefore, should either be 

compared with its peers having parallel business activity (of similar size) or 

with its historical P/E to evaluate whether a stock is undervalued or 

overvalued. Traditionally there are specific sectors such as diamonds, fertilizers 

and so on, that command a low P/E ratio. There are specific other sectors such 

as FMCG, Pharma and IT that generally have a higher P/E. The analysis of 

high and low P/E is given as under: 

1. High P/E: Companies with high price-earnings ratio are often considered 

to be growth stocks. It means that investors have higher expectations for 

future earnings growth and are willing to pay more for them as it indicates 

a positive future performance. However, the disadvantage of high P/E is 

that growth stocks are often unpredictable and this puts a lot of pressure 
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on companies to do more to justify their higher valuation. Therefore, 

investing in growth stocks will more likely be a risky investment. Also, in 

some cases, it can even be interpreted as an overpriced stock. 

2. Low P/E: Companies having a low price-earnings ratio are often 

considered to have undervalued stocks. This means that the price of their 

stock is relatively small. A company with a low P/E ratio is usually an 

indication of a weak current as well as future performance. This could 

prove to be a poor investment. This lower pricing of stock attracts 

investors to buy their stock before the markets start correcting and when 

it does, investors make a profit because of the higher stock price. 

3. Justified P/E: Justified P/E ratio is always calculated independently of 

the standard P/E. In other words, the two ratios should produce two 

different results. If the P/E is lower than the justified P/E ratio, then it 

means that the company is undervalued and purchasing that stock will 

result in profits, if the alpha is closed. 

Issues Involved in Price Earnings Ratio 

Even though the P/E ratio is a pretty useful and popular tool in the valuation 

of stocks, you can’t rely on it as a standalone criterion. You need to use it with 

other valuation techniques to arrive at a correct picture. The P/E ratio is 

affected by the following parameters: 

1. The calculation of P/E Ratio accounts only for the earnings and market 

price of an equity share. It doesn’t look into the debt aspect of the 

company. There are companies which are highly leveraged and can be 

considered as risky investments. However, a high P/E Ratio of such 

companies will not bring forth this aspect. 

2. P/E ratio assumes that the earnings will remain constant in the near 

future. However, earnings are dependent on a lot of other things and can 

be volatile. 

3. Ideally, an investor needs to invest in a company which keeps generating 

cash flows throughout its lifecycle, at an increasing rate. P/E ratio doesn’t 

indicate whether a company’s cash flow is going to increase or decrease in 

the years to come. Hence, it leaves room for ambiguity as regards the 

direction of growth. 

4. It is assumed that a company having a lower P/E ratio of 10 is cheaper 

than a company having a P/E ratio of 12. However, you don’t get any 

information about the quality of earnings of the company. If the company 
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which is trading cheap has a poor quality of earnings, then it can’t be an 

ideal investment. 

Conclusion 

Whether a P/E ratio is considered to be high or low depends on the sector of 

the same. For example, the IT and telecom sector companies have a higher P/E 

ratio compared to companies from other industries like manufacturing, textile 

etc. P/E ratio is also dependent on external factors; a merger and acquisition 

announced by a company will increase the P/E ratio. So, it is indispensable to 

examine the backdrop of the company, considering all constituents, before 

investing. 

 

ROI – Return on Investment  

When you invest in a scheme for a specific period, it is a good idea to track 

your investment performance regularly. It is more important and relevant for 

market driven investment vehicles like mutual funds as compared to fixed 

income schemes like fixed deposits and PPF. Various qualitative and 

quantitative performance metrics can gauge the performance of an investment. 

Return on Investment or ROI is one such way.  

 
What exactly is Return on Investment? 

Every investment has its purpose. Most of us invest in return for something in 

addition to the amount we have spent. One can gauge the efficiency of 

investment by checking the potential gains. This will help you in deciding 

whether to invest or not in a particular avenue. You can also check the ROI 

history to understand the performance trend of the scheme. The performance 

of the scheme is considered excellent if it delivers the promised returns or 

more. Return on investment or ROI, for this reason, is significant for both fixed 

income investments such as PPF or FD and equity-based investment tools like 

equity funds. ROI, therefore, is a comparison metric which can help you 

understand the return factor of investment and optimize your financial 

portfolio accordingly. 

 
So, how to calculate ROI? 

Return on investment is generally calculated as total earnings divided by the 

actual investment cost. The bigger the ratio, the higher the gains accrued. 
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(Image Courtesy: Google)  

In the formula explained in the above image, ‘investment gains’ means the 

amount earned after redeeming or selling the investment. Remember, ROI is 

estimated in percentage and this makes it easier for investors to compare it 

with others. Lemme give you an example below. 

 
ROI calculation with an example 

Let us presume, you made a lump sum investment of Rs. 50,000 in an equity 

fund. After a maturity period of three years, you redeem the scheme and the 

amount credited to you is Rs. 75,000. So, ROI as per the formula can be 

calculated as follows: 

ROI = (75,000 – 50,000) / (50,000) = 1/2 or 50% 

 
How to use ROI 

You must have seen people using the words return and profit interchangeably, 

but they may not mean the same all the time. Return on investment only 

touches the money you capitalize in a scheme, mutual fund or a company and 

the return you make on that amount based on the profit of the complete 

scheme, fund or company. Hence, don’t think that ROI is the same as the 

return you make on your equity. Only in single ownerships does equity mean 

the overall assets of the company. There are various methods to determine the 

ROI to assess profitability. Lemme give you a few: 

 

1. Divide your net income (after all deductions from the total income), 

interest and taxes by the overall costs and liabilities. This will help you 

gauge your income rate in comparison to the capital invested. 

 
2. Divide your net income and income taxes by proprietary equity and other 

liabilities to generate an income rate on invested money. 

 
3. Divide net earnings by total investments plus reserves to estimate the 

income rate on proprietary (ownership), equity and stock equity. 

 

Of course, these will be confusing to many 

 

There are a quite a few benefits of ROI: 
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1. User-friendly: It is easy to calculate and you just need to know the cost 

and profit earned. You don’t need the help of a financial expert to 

understand this. 

 
2. Globally understood: The formula is used across the world. It is simple 

enough to interpret and explain it to people. 

 
3. Versatile: ROI formula has many applications like understanding 

profitability of a scheme and doing a comparative analysis among others. 

 

But on the other hand, there are a few limitations as well: 
 

1. Ignores time value of money: Different schemes have different tenures 

and maturity periods. So, a 10% ROI for a 1 year FD and the same for a 5 

year ELSS can’t be comparable. Rate of return scores here as a 

performance metric. 

 
2. ROI doesn’t take inflation into consideration: It also doesn’t count 

additional costs like processing fee, stamp duty etc. 

 
3. ROI results are easy to manipulate: The results can change from 

investor to investor. Use the same inputs to get an exact value. 

 

But still the bottom line is that ROI continues to evolve. In recent times, many 

investors and enterprises are looking at a new way of calculating ROI, called as 

the Social Return on Investment. Aside from capital and profit, this SROI also 

considers socio-environmental factors. This ensures even more accuracy as 

they use extra-financial value. 

 

Active Vs. Passive Portfolio Management 

Portfolios of investments can be managed in two ways, depending on how 

actively they are managed.  

 
Active Management 

Active management of investments includes relentless selling and buying of 

securities. The main intention of extensive activity of buying and selling of 

assets or securities is to outdo the markets collectively. Active management of 

investments is targeted at making the most out of the market situation, 

especially when the markets are on the upward movement. Active management 

of mutual funds involves fund managers juggling across various debt or equity 

instruments in pursuit of making good profits. However, this is beneficial when 
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the markets are fluctuating. This needs an immense understanding of the 

markets and its advisable that new investors with minimal to no market 

knowledge stay away from actively managing their investments. Fund 

managers are used to actively managing investments and they have a team of 

experts whose work is to forecast and suggest the possible actions that may 

benefit the investors. The team of experts and fund managers will forecast and 

take decisions accordingly. 

 
Advantages and Disadvantages of Active Management 

The most significant benefit of actively managing a portfolio is that it offers an 

opportunity for fund managers to generate much higher returns than the 

benchmark and thereby, keeping the alpha on a higher side. Actively managing 

investments helps fund managers to make full utilization of the risk profile of 

the investors as well. Actively managed portfolio of investments comes with a 

higher cost as it includes a relentless activity of selling and buying of securities 

and thereby, incurring a transactional cost every time a trade is placed. Plus, 

there is no guarantee that the call made by the fund manager turns out to be 

beneficial for the investors. 

 
Passive Management 

Passive management of investments is a method in which the fund managers 

or the investors implement a laidback approach. This involves tracking a 

benchmark index to replicate its performance. The primary intention of the 

passive way of managing investments is to generate returns similar to a 

benchmark index. This can be done by investing in the same securities that the 

benchmark index is made up of. The idea here is not to outdo the benchmark 

but to generate returns that are in line with it. Unlike investments that are 

actively managed, the passively managed investments don’t need a team of 

experts who regularly track market performance. This is because the securities 

and assets don’t change frequently. The most popular examples of passively 

managed investments are index mutual funds and exchange-traded funds 

(ETFs). Here, the fund manager does nothing more than replicating the 

performance of the benchmark indices being tracked. 
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Advantages and Disadvantages of Passive Management 

As passive management of investments does not involve continuous selling and 

buying of securities; therefore, the cost involved is lesser. It is easy to track the 

performance as knowing how well the underlying index has performed will give 

the required insights as well. A significant disadvantage of passively managing 

investments is that the returns are always restricted. The returns offered will 

never exceed that of the underlying index that is being tracked. 

 

Comparing – Active Vs Passive Portfolio Management 

Parameter Active Portfolio 

Management 

Passive Portfolio 

Management 

Overall cost High Low 

Returns High Low 

Risk High Low 

Suitability For those willing to take 

some risk 

For those who are risk-

averse 

 

Conclusion 

Both actively and passively managed funds have their own advantages and 

disadvantages. The investors must assess their requirements and risk profile 

before making a decision. 

 

(Series to be Continued) 

 

(We shall continue this Article on Finance in the Part 17 of this Series 

in Volume 3 Issue 3 – May–Jun 2020 Issue – First Part with Mutual Funds) 
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