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Reading 32 
 

Evaluating Portfolio Performance 
 
 
 

A Demonstrate the importance of performance evaluation from the 

perspective of fund sponsors and the perspective of investment 

managers 
 

 
 

 

1.   Fund sponsors refer to owners of large pools of investable assets. 

2.   Performance evaluation is important because 

A.  It provides an exhaustive quality control check of the fund & its 

constituent part. 

B.   It is a part of feedback of the investment management process. 

C.   It acts as a feedback & control mechanism. 
 

 
 

1. Performance evaluation involves reporting investment returns along 

with the return of some benchmark. 

2.   Measures the effectiveness of all aspects of the investment. 

3.   Performance evaluation acts as a feedback and control mechanism. 
 

 

B     Explain  the  following  components  of  portfolio  evaluation: 

performance   measurement,   performance   attribution,   and 

performance appraisal. 
 
 

Performance Measurement 

Calculate account's performance based on investment-related changes 

 value over specified time periods. 

Performance attribution 

Analyze both the sources of returns relative to a designated benchmark 

and the importance of those sources. 

Performance appraisal 

1.   Assess whether the return was generated due to skill or luck. 

2.   Assess size and consistency of account's relative performance.
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C   Calculate, interpret, and contrast time-weighted and 

money-weighted rates of return and discuss how each is affected 

by cash contributions and withdrawals. 
 
 

Rate of return on an account 

1. It is the percentage  

defined period of time, after considering all external cash flows. 

2. External cash flows refer to contributions and withdrawals made to and 

from an account. 

3.   Internal cash flows include dividends and interest payments. 

4.   Performance measurement without intraperiod external cash flows: 

 
 

 

Where, 
 

 
 

 

5. Performance measurement in the presence of an external cash flow at 

the beginning of the evaluation period: 

 
 

 

6. Performance measurement in the presence of an external cash flow at 

the end of the evaluation period: 
 

 

 
 

Example 1 

Winter Asset Management manages institutional and individual accounts, 

including the account of the Mientkiewicz family. The Mientkiewicz 

account was initially valued at $1,000,000. One month later it was worth 

$1,080,000. Assume no external cash flows and the reinvestment of all 

income. Calculate the rate of return on the Mientkiewicz account for the 

month.
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Example 2 

The Keane account was valued at $12,000,000 at start of the month (before 

any contributions). At the month end, its value was $12,260,000. During 

the month, the account received a contribution of $40,000. 

Calculate the rate of return if the contribution was received (1) on the first 

day of the month and (2) on the last day of the month. 
 
 
 
 
 
 
 

 

The Time-Weighted Rate of Return (TWR) 

1. TWR measures the compound rate of growth over a stated evaluation 

period of one unit of money initially invested in the account. 

2.   In TWR, the account needs to be valued whenever an external cash 

flow occurs. 

3. TWR  measures  the  actual  rate  of  return  earned  by  the  portfolio 

manager. 

4. TWR is preferred to use to evaluate the performance of the portfolio 

manager has no control over the deposits and withdrawals made by 

clients. 

5. In order to calculate time weighted return, holding period return for 

each sub-period is computed and then these sub-period returns must be 

linked  together  (known  as  the  chain-linking process)  compute  the 

TWR for the entire evaluation period. 
 

 

 

6.   Advantage of TWR 

TWR is not affected by any external cash flows to the account. 

7.   Disadvantage of TWR 

A.  Valuation required each time when external CF occurred. 

B.   Administratively  more  cumbersome,  expensive  and  potentially 

more error prone. 
 

Example 3 

The Neville account is valued at $400,000 at the beginning of the month. 

On day 8, it is valued at $1,300,000 after receiving a $900,000 contribution
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on that day. At the end of the month, the account is valued at $2,695,398. 

Calculate the TWR on Neville account. 
 
 
 
 
 

 

The Money-Weighted Rate of Return (MWR) 

1. MWR measures the compound growth rate in the value of all funds 

invested in the account over the entire evaluation period. It represents 

an internal rate of return (IRR) of an investment. 

 

Where, 
 

 

 
 

 

 
 

 

2. MWR is preferred to use to evaluate the performance of the portfolio 

manager when the manager has discretion over the deposits and 

withdrawals made by clients. 

3.   Advantages of MWR 

MWR requires an account to be valued only at the beginning and end 

of the evaluation period. 

4.   Disadvantage of MWR 

A.  MWR is highly affected by the size and timing of external cash 

flows to an account. 

B.   It is not an appropriate to use when investment manager has little 

or no control over the external cash flows to an account. 

TWR versus MWR 
 

TWR MWR 

The TWR represents the growth of 

a single unit of money invested in 

the account. 

The  MWR represents the  average 

growth rate of all money invested in 

an account. 

The TWR is unaffected by the size 

and timing of external cash flows to 

and from the account. 

The MWR is sensitive to the size 

and timing of external cash flows to 

and from the account. 
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similar results. 

1.   When funds are contributed to an account prior to a period of strong 

(positive) performance, MWR>TWR. 

2. When funds are withdrawn from an account prior to  a period of 

strong (positive) performance, MWR < TWR. 

3.   When funds are contributed to an account prior to a period of weak 

(negative) performance, MWR < TWR. 

4.   When funds are withdrawn from an account prior to a period of weak 

(negative) performance, MWR>TWR. 
 
 

 

D   Identify and explain potential data quality issues as they relate to 

calculating rates of return. 
 

 

Data Quality Issues 

1. The  accuracy  of  performance  measurement  process  depends  on 

accuracy of inputs used in measuring . 

2.   The following are potential problems relating to data quality: 

A.  When  accounts  contain  illiquid  assets,  estimates  or  educated 

guesses must sometimes be used to calculate returns. 

B.   For thinly traded securities, usually matrix pricing approach is 

used. 

C.   Highly illiquid securities may be carried at cost or the price of the 

last trade, thus, not reflecting the current price. 

D.  Accounts should be valued on the trade date rather than settlement 

date. 
 
 

E Demonstrate  the   decomposition  of   portfolio  returns   into 

components attributable to the market, to style, and to active 

management. 
 
 

Components of a Portfolio Return 

1.   Market (M) 

2.                                                                             market index) = B    M
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3.     benchmark) = P    B 
 

Example 4- 2013 CFA Level 3 Essay Question 11 Part A (4 minutes) 

Gunnar Dahl is an analyst at the Scandinavian asset management firm 

Ibsen  Capital.  He  is  asked  

flagship fund, Lux, by analyzing its return  components.  

prospectus, Dahl reads: 

Lux seeks long-term growth of capital by investing in a diversified 

portfolio of equities across the Scandinavian region. 

Lux uses a broad Scandinavian equity market index as its benchmark. 

     5.7%  during  its  most  recent  full  year  of 

performance, while the    6.5%. The risk-free 

rate was 2.1% over the same period. 

Calculate  the  value  of  each   

return: 

i.      Style return 

ii.      Active return 
 
 
 
 
 
 
 
 
 

 

F Discuss the properties of a valid performance benchmark and 

explain advantages and disadvantages of alternative types of 

benchmarks. 
 
 

Properties of a Valid Benchmark 

1.   Unambiguous:  The  benchmark  should  clearly  defined  identities  & 

weights. 

2. Investable:  The  benchmark  should  represent  a  passive  investment 

alternative. 

3. Measureable:  The     calculated  on   a 

reasonably frequent basis. 

4.   Appropriate: The benchmark is consistent with manager s style. 

5.   Reflective of current investment opinions. 


