
Glossary 

 

Alpha (Jensen's): Jensen's Alpha measures the performance of an investment (fund) in relation to its 
benchmark. A positive alpha means that the value of the fund has generated a higher return than the 
benchmark. 

Annualised standard deviation: The annualised standard deviation is the standard deviation 
multiplied by the square root of the number of measurement periods in one year. 

Beta: A measure of the volatility of the performance of an investment relative to the performance of 
the underlying market. An investment with a beta of 1 indicates that its performance will move up or 
down in line with the performance of the market. An investment with a beta of more than 1 means that 
its performance rises and falls more than that of the market; beta of less than 1 means that its 
performance rises and falls less than that of the market. 
 
Benchmark (BM): An index that can be used by an investment fund as the basis of comparison for 
assessing the performance achieved. Beta: the beta coefficient describes to what extent the price of a 
share tracks the value of an index, i.e. if the share performs better or worse than the market. 

CAPM (Capital Asset Pricing Model): A method of calculating the return expected from an 
investment, given its risk. The model argues that the expected return of a security or a portfolio is 
equal to the risk-free rate plus a risk premium, which represents the compensation that investors 
receive for holding an investment that involves risk. 

Contribution analysis: Measures the contribution of constituents of a portfolio to the overall return of 
the portfolio for a given period. Over short time periods, the contributions from the underlying 
constituents of the portfolio are equal to the return of the overall portfolio for that period. Over longer 
time periods there is a discrepancy between the sum of the contributions and the return of the overall 
portfolio, as a result of compounding. 

Correlation: a statistic measurement which shows the linear relationship (or degree of parallel 
movement) between two series of figures, for example the performance of two equity investments. 

Downside deviation: The standard deviation of a portfolio’s returns that are below zero. The lower 
this measure the better, with a result of zero indicating that no returns were below zero. 

Duration: refers to the period of time that capital is tied into a monetary or bond investment or in 
other debt securities, and determines the sensitivity of the price to interest rate changes. Unlike 
residual maturity, the duration also takes into account interest payments and other inflows from 
invested capital.  

Fund exposure: Illustrates the exposure of a hedge fund portfolio to the market. Gross long exposure 
shows the percentage of the portfolio invested in long positions. Gross short exposure shows the 
percentage of the portfolio held in short positions. The aggregate fund exposure represents the sum 
of the gross long and short exposure, i.e. if the fund is 100% gross long and 25% gross short, its 
aggregate fund exposure is 125%. This is a measure of how much of the fund’s balance sheet is 
being used, and if it is over 100%, indicates the amount of leverage employed by the fund. The fund’s 
net exposure is calculated by subtracting the short exposure from the long exposure, ie if the fund is 
100% gross long and 25% gross short, it is 75% net long. 
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Funds of Funds: These are investment funds which invest their fund assets in other target funds,  

High water mark: the high water mark principle establishes a cap on or allows for a potential rise in 
performance fees. According to this principle, the investment fund manager only receives the relevant 
remuneration when the fund exceeds the highest level of return that it has ever achieved.  

Kurtosis: A measure of the shape of the distribution curve of a set of returns. The kurtosis of a 
normal distribution curve is three. Higher kurtosis, i.e. above three, means that returns are more 
concentrated around the mean and ‘fat tails’ (that is, a higher probability than a normal distribution of 
extreme values). Lower kurtosis, i.e. below three, means that the distribution of returns has a smaller 
peak around the mean and ‘thin tails’ (that is, a lower probability than a normal distribution of extreme 
values). 

Information ratio: the information ratio expresses the ratio of additional returns generated to the 
extra risk involved. The value generated can be used to evaluate active management.  

Leverage: The use of borrowed capital, such as margins, options or futures, commonly used to 
increase the potential return of an investment. The use of leverage is restricted to those funds whose 
investment guidelines permit its use, typically hedge funds. For example, relative value arbitrage 
managers may use leverage to enable them to exploit very small anomalies in the pricing of bond 
derivatives, which are themselves leveraged instruments. 

Maximum drawdown: Measures the largest loss experienced by a fund or an index, peak to trough, 
during a stated time period. 

Modified duration: a risk indicator that measures the effect of price fluctuations on a bond issue or a 
portfolio of bond issues.  

Residual maturity: time remaining until a bond must be repaid.  

Sharpe ratio: the Sharpe ratio (risk-adjusted performance) is generated by calculating the difference 
between the average annualised return and the risk-free return. The resulting figure is divided by the 
annualised standard deviation of the returns. The higher the Sharpe ratio, the better the fund 
performance in relation to the risk potential of its portfolio.  

Skewness: A measure of the asymmetry of the distribution of a set of returns around its mean. A 
normal distribution is perfectly symmetrical around its mean and has a skewness of zero. A negatively 
skewed distribution will have a larger number of returns above the mean than below. However, it will 
have a number of large returns below the mean or negative outliers – also known as a ‘fat tail’ to the 
distribution – that pull the mean return lower than it would be under a normal distribution. A positively 
skewed distribution will have the bulk of its returns below the mean, but a few high, positive outliers 
that ‘skew’ the mean return higher than it would be under a normal distribution. 

Sortino ratio: A form of the Sharpe ratio (see overleaf). A measure of risk-adjusted return calculated 
using the return of an investment versus its downside deviation. It seeks to isolate the ‘good’ and ‘bad’ 
volatility in the portfolio. The higher the Sortino ratio, the higher the return achieved per unit of 
downside risk incurred. 

Standard deviation: Measures the dispersion of a set of data around its mean. In investment terms, 
it is a measure of the dispersion of a fund’s performance around its mean and therefore, the volatility 
or risk associated with the investment. The higher the standard deviation of an investment, the greater 
the variability of performance over the period. 
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Success ratio: The frequency with which a portfolio has outperformed a reference index over a given 
time period, expressed as a percentage of total periods. Higher numbers are desirable. Success 
ratios in rising markets indicate the frequency with which a portfolio has outperformed during periods 
in which the benchmark index rose. Success ratios in falling markets indicate the frequency with 
which a fund has outperformed during periods in which the benchmark index fell. 

Total Expense Ratio (TER): the TER is a measure of the total annual expenses incurred by a fund 
and is expressed as a percentage. It allows an accurate comparison of the costs of funds from 
different companies to be made.  

Tracking error: the tracking error measures the divergence between the return of a fund in relation to 
its benchmark.  

Value at risk (VaR): An estimate of the maximum potential loss that a portfolio could incur, within a 
given time period and with a given level of probability. In this report, VaR is calculated using three 
years’ weekly historical price data for the underlying securities in the portfolio and shows the 
maximum potential loss that the portfolio may experience, with a 95% confidence level, over a one 
week time period. 

Volatility: a risk indicator demonstrating the fluctuation range (for example of the price or return of a 
security or fund unit) over a defined period; volatility is most often calculated using standard deviation. 
The higher the volatility, the greater the fluctuation range.  

Yield to maturity: the yield to maturity is the average yield generated by an investment each year if it 
is held until expiry. 


