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Any discussion on risk-adjusted performance measures must start with the grandfather of all
risk measures the Sharpe Ratio 1 or Reward to Variability which divides the excess return of a
portfolio above the risk free rate by its standard deviation or variability:
Sharpe Ratio SR

=

rP − rF

σP

Where:
rP = portfolio return normally annualised

rF = risk free rate (annualised if portfolio return is annualised)
σ P = portfolio risk (variability, standard deviation of return) again annualised if portfolio return
is annualised

Return

Most risk measures are best described graphically, a measure of return in the vertical axis
and a measure of risk in the horizontal axis as shown below:
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Ideally if investors are risk averse they should be looking for high return and low variability of
return, in other words in the top left-hand quadrant of the graph. The Sharpe ratio simply
measures the gradient of the line from the risk free rate (the natural starting point for any
investor) to the combined return and risk of each portfolio, the steeper the gradient, the higher
the Sharpe ratio the better the combined performance of risk and return.
The Sharpe ratio is sometimes erroneously described as a risk-adjusted return; actually it’s a
ratio. We can rank portfolios in order of preference with the Sharpe ratio but it is difficult to
judge the size of relative performance. We need a risk adjusted return measure to gain a
better feel of risk-adjusted outperformance such as M2 shown below.
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