
 

Fund Fact Sheet Glossary 

Alpha 

Alpha is a measure of the difference between a portfolio’s actual returns and its 
expected performance, given its level of risk as measured by beta. A positive Alpha 
figure indicates the portfolio has performed better than its beta would predict. In 
contrast, a negative Alpha indicates the portfolio has underperformed, given the 
expectations established by beta. 

Beta 

Beta is a measure of a portfolio's sensitivity to market movements. The beta of the 
market is 1.00 by definition. Morningstar calculates beta by comparing a portfolio's 
excess return over T-bills to the benchmark's excess return over T-bills, so a beta of 
1.10 shows that the portfolio has performed 10% better than its benchmark in up 
markets and 10% worse in down markets, assuming all other factors remain constant. 
Conversely, a beta of 0.85 indicates that the portfolio's excess return is expected to 
perform 15% worse than the benchmark’s excess return during up markets and 15% 
better during down markets. 

Portfolio Turnover 

Portfolio turnover is a measure of the portfolio manager’s trading activity which is 
computed by taking the lesser of purchases or sales (excluding all securities with 
maturities of less than one year) and dividing by average monthly net assets. A 
turnover ratio of 100% or more does not necessarily suggest that all securities in the 
portfolio have been traded. In practical terms, the resulting percentage loosely 
represents the percentage of the portfolio’s holdings that have changed over the past 
year. 

R2 ("R-squared") 

R2, also known as the Coefficient of Determination, reflects the percentage of a 
portfolio's movement that can be explained by the movement of its primary benchmark 
over the past three years. An R-squared of 100 indicates that all movement of a fund 
can be explained by the movement of the index. 

Sharpe Ratio 

A risk-adjusted measure developed by Nobel Laureate William Sharpe. It is calculated 
by using standard deviation and excess return to determine reward per unit of risk. The 
higher the Sharpe Ratio, the better the fund's historical risk-adjusted performance. The 
Sharpe ratio is calculated for the past 36-month period by dividing a fund's annualized 
excess returns by the standard deviation of a fund's annualized excess returns. Since 
this ratio uses standard deviation as its risk measure, it is most appropriately applied 
when analyzing a fund that is an investor's sole holding. The Sharpe Ratio can be 
used to compare two funds directly on how much risk a fund had to bear to earn 
excess return over the risk-free rate. 

Standard Deviation 

Standard deviation is a statistical measurement of dispersion about an average, which, 
for a mutual fund, depicts how widely the returns varied over the past three years. 
Investors use the standard deviation of historical performance to try to predict the 
range of returns that are most likely for a given fund. When a fund has a high standard 
deviation, the predicted range of performance is wide, implying greater volatility. 
Standard deviation is most appropriate for measuring risk if it is for a fund that is an 
investor's only holding. The figure cannot be combined for more than one fund 
because the standard deviation for a portfolio of multiple funds is a function of not only 
the individual standard deviations, but also of the degree of correlation among the 
funds' returns. If a fund's returns follow a normal distribution, then approximately 68 
percent of the time they will fall within one standard deviation of the mean return for the 
fund, and 95 percent of the time within two standard deviations. Morningstar computes 
standard deviation using the trailing monthly total returns for the appropriate time 
period. All of the monthly standard deviations are then annualized. 

Excess Return This is a measure of an investment's return in excess of a benchmark. 

Tracking Error Tracking error is a measure of the volatility of excess returns relative to a benchmark. 



Information Ratio 

Information ratio is a risk-adjusted performance measure. The information ratio is a 
special version of the Sharpe Ratio in that the benchmark doesn't have to be the risk-
free rate. The Israelson method is an adjustment of the Information Ratio to take into 
account the inconsistency of the IR when excess returns are negative. 

P/E Ratio 

A fund’s price/earnings ratio can act as a gauge of the fund’s investment strategy in 
the current market climate, and whether it has a value or growth orientation. 
Companies in those industries enjoying a surge of popularity tend to have high P/E 
ratios, reflecting a growth orientation. More staid industries tend to have low P/E ratios, 
reflecting a value orientation.  Morningstar generates this figure in-house on a monthly 
basis, based on the most-recent portfolio holdings submitted by the fund and stock 
statistics gleaned from our internal U.S. equities databases. Negative P/Es are not 
used, and any P/E greater than 60 is capped at 60 in the calculation of the average. 

Average Effective Duration 

A measure of a fund's interest-rate sensitivity--the longer a fund's duration, the more 
sensitive the fund is to shifts in interest rates. Duration is determined by a formula that 
includes coupon rates and bond maturities. Small coupons tend to increase duration, 
while shorter maturities and higher coupons shorten duration. The relationship 
between funds with different durations is straightforward: A fund with a duration of 10 
years is twice as volatile as a fund with a five-year duration. 
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