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Which return to use for selecting mutual funds
Trailing returns by itself can be a useful metric, but it is more
useful as a relative metric. Some research websites show
trailing returns versus benchmark, while others show trailing
returns versus the product category. The biggest advantage
of trailing returns is that it is easy to understand. One can
see the performance of a scheme over different time-scales
in one chart or table. Many investors and financial advisors
use 1 year trailing returns in their investment decisions
because it tells them how the fund is performing now.
However, 1 year trailing return may not be truly reflective of
a scheme’s performance potential because it is a very short
time period to evaluate a fund manager’s ability to deliver
superior risk adjusted returns. A 3 year or 5 year trailing
returns time-scale is more suitable to evaluate a fund
manager’s performance relative to peer funds. However, even
3 to 5 year trailing returns are not without their drawbacks.
Trailing returns have a recency bias; in other words, trailing
returns are heavily influenced by current market conditions.
If the stock market is rallying, trailing returns are likely to be
good, while in bear markets the trailing returns are likely to
be depressed. Therefore, in our view, trailing returns should
not be taken as an indicator for future returns. Trailing
returns should be used as relative measure to see
outperformance versus peer funds or the category over the
same time period.

The one metric which almost all mutual fund investors and
financial advisors look at before selecting mutual funds is
returns. However, if you go to a mutual fund research
website, you are likely to find different types of returns, e.g.
last 1 year returns, 3 year returns, 5 years, returns since
inception, annual returns, point to point returns, SIP returns,
rolling returns, etc; some investors may find these returns a
little confusing.
In this post, we will discuss different types of mutual fund
returns, so that investors have a clear idea of what these
different returns are and which ones should they use for
their investment decisions. To illustrate, we will use returns
of Sundaram Select Mid Cap Fund to explain different
concepts.
Absolute Returns
Absolute return is the most important return measure from
an investor’s perspective, but you will not find absolute
return on any mutual fund website. Absolute return is the
profit made by you over the tenure of your investment.
Suppose you invested Rs 1 lakh in a mutual fund scheme on
April 1, 2007. The value of your investment is now Rs 5 lakh.
Your absolute return is therefore Rs 4 lakh. This is the most
important return for any investor because ultimately an
investor cares only about the money he or she has
accumulated or will accumulate in his or her mutual fund
investment. However, absolute return is something that you
will know only after you have invested and some time has
elapsed.

Different fund managers have different investment styles.
Some fund managers adopt the growth style of investing. In
this style, fund managers look for stocks which can deliver
high EPS (earnings per share growth) over the next 12 to 24
months or may be slightly longer. These funds can deliver
good returns in a shorter timeframe, but may be more
volatile than others in bear markets. Some fund managers
prefer value style of investing, where they focus on stocks
which are trading at considerable discounts to their fair
value. These stocks can remain depressed for long periods,
but they can give superlative returns in the long term, when
the value of these stocks is recognized by the market.
Another category of fund managers may follow the Growth
at a Reasonable Price (GARP) style of investing, which is
somewhere between growth and value investing.

Annualized Returns
Annualized return is the compounded annual growth rate
(CAGR) of your investment. It is a very useful metric
because it can be used to compare different investments.You
can see that absolute returns can be misleading for
comparison purposes. Annualized return is the more
relevant measure.
Trailing Returns
This is the most popular return metric used in the mutual
fund industry. The returns that you are likely to find on most
research websites (e.g. 1 year returns, 3 year returns, 5 year
returns, 10 year returns etc) and mutual fund factsheets are
trailing returns. Trailing returns are annualized returns over
the trailing period ending today or the last Net Asset Value
(NAV) date. For example, 1 year trailing return as on today
(January 10, 2018) is the return of the mutual scheme from
January 10, 2017 to January 10, 2018. The 3 year trailing
return as on today (January 10, 2018) is the return of the
mutual scheme from January 10, 2015 to January 10, 2018, so
on so forth.
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All three investment styles have created wealth for investors
and it is important for investors to note that the trailing
returns of a scheme will also depend on the investment style
of the fund manager relative to prevailing market conditions.
It is therefore, important for investors to get a sense of style
of the fund manager.
Point to Point Returns
Point to point return is the profit generated by a mutual fund
scheme between two specific dates. Point to point return is
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Which return to use for selecting mutual funds (Cont....)
situations. At the same, it is important to know that risk and
return are related; you have to take more risk in order to get
higher returns. But just because you take more risk, it does
not automatically imply you will get better returns.

an important metric because it lets you analyze a mutual
scheme’s performance in different market conditions. For
example, let us look at Sundaram Select Midcap Fund’s
performance from April 1, 2011 to April 1, 2017, using
Advisorkhoj’s Point to Point Returns Calculator.
Scheme Name

Category

Launch Date

Sundaram Select Equity Funds Mid &
Midcap-Growth Small Cap

30-07-2002

304,071

20.32

204.07

S&P BSE Mid Cap -

01-04-2003

203,205

12.52

103.21

CNX Nifty

03-07-1990

158,561

7.97

58.56

-

A good mutual fund manager can outperform his peers by
taking the same amount of risk through superior stock
selection. Risk adjusted returns is one of the most important
performance parameters of a fund manager. Sharpe Ratio is
a measure of a scheme’s risk adjusted returns. The formula
for Sharpe Ratio is:-

Absolute Return
Growth Value CAGR Return (%)
(%)

Sharp Ratio = Scheme Return-Risk Free Rate)/Volatility

The point to point dates are important because it can tell
you how a scheme performs in different market conditions.
For instance the point to point dates chosen by us in this
example, covers a long period and includes two bear market
period. You can see that the scheme gave 20% annualized
returns over this period despite two bear markets. Point to
point returns is useful to analyze scheme performances in
different market conditions.

Volatility is the measure of risk and the quantitative measure
of volatility is Standard Deviation. Sharpe Ratio tells the
investor how excess returns the scheme generated over risk
free returns for the amount of the risk taken by the mutual
fund scheme. A mutual fund scheme can generate very high
returns but if it takes a lot of risk, its Sharpe Ratio will not
be high. Higher the Sharpe ratio, better is the risk adjusted
returns of the scheme.

Annual returns

Generally speaking, a Sharpe Ratio of more than 1 is usually
considered to be good by investors. Please note that a
mutual fund scheme can give good returns in bull markets,
even if the Sharpe Ratio is less than 1.

Annual return of mutual funds is one of the simplest return
measures but it can be quite useful for investors who have
knowledge of the stock market. Annual return, as the name
suggests, is the return generated by a mutual fund scheme in
a calendar year. It is calculated by taking the first and last
NAVs of scheme for the year and calculates the NAV growth
in percentage terms. The mutual fund annual returns, unlike
trailing returns, are not biased by current market conditions.
These returns are based on scheme performance in each
year and market conditions prevailing in the relevant years.

The one limitation of Sharpe Ratio is that, while it is useful
for comparison purposes, a ratio can be difficult to
comprehend in practical terms by a layman investor; it does
not give investors a sense of how much return a scheme
generated or can be expected to generate in the future.
Therefore, it will be useful for investors to use Sharpe Ratio
along with other return methodologies like trailing returns,
annual returns of mutual funds etc.

Even if an investor prefers using trailing returns for mutual
fund investment decisions, he or she should also look at
annual returns to see how the fund manager performed in
different market conditions; it will give you a sense of how
much risk the fund manager is taking to generate good
returns. However, in order to use this return metric
effectively, you need to have knowledge of how the overall
stock market performed in different years.

Conclusion
When you invest in mutual funds, you are essentially
investing in the mandate of a scheme and the fund manager’s
ability to deliver superior risk adjusted returns. As an
investor, you will be concerned with absolute returns, but
you will have to select mutual fund schemes based on other
returns parameters because absolute return is post facto. In
this post, we discussed about the various returns that
investors could look at while making investment decisions. In
the next part of our post, we will discuss some other returns
metrics.

Risk Adjusted Returns (Sharpe Ratio)
When making investments in stocks and mutual funds, two
questions are uppermost in the minds of investors - how
much return can I get from the investment and what is the
risk of making a loss. However, when selecting mutual funds,
investors and even financial advisors mostly look at funds
which gave the highest returns. Market corrections and
crashes, though undesirable, are inevitable and mutual fund
schemes which take more risk are more affected in such
Sundaram Asset Management
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Equity Outlook
now decide the future course of inflation. While there is no room for
cuts, there isn’t any scope for a hike either, given the nascent growth
recovery underway.
• Central government fiscal numbers were in focus with rising
expenditure growth and apparent GST revenue shortfalls. The centre
also announced an additional borrowing that could push up the fiscal
deficit for FY18 by ~0.3%GDP. These news flows and the inflation
prints drove the Indian 10 year consistently higher during the month.
Outlook
• The Government’s firm commitment to spur the infrastructure
investment cycle is already reflecting in improved execution on the
ground.
• Focus on rural incomes and spend is also helping broad-basing growth
and serves as a long term driver of the consumption story.
• The stress in the banking system has seen significant & targeted
addressing, as expected, with recognition, provision of bad loans,
resolution and subsequent capitalisation commitments.
• The Govt. has been laying the foundations for the road to sustainable
growth through broader reforms & efficient administration.
• GST transition impact though real in few quarters, we believe is a
short term phenomenon and hence investors are advised to see it
through patiently and have faith in the strong India growth story.
Growth will be spurred by strong infra related spend, urban
consumption, rising rural incomes and improved demand going
forward with the 1Q GDP print being the bottom.
• The uptrend in corporate results and earnings trend will gather steam
into SH of FY18.
Conclusion
• Softer than historic inflation and better growth will gradually lead to
a shift in the saving pattern of Indian households from physical to
financial with a sharp bias towards equity. Mutual funds are well
positioned to absorb this incremental shift.
• Corporate earnings are set to enter a double digit growth trajectory
driven by the domestic recovery in this fiscal. Our funds are very well
positioned to reap these benefits.
• Fed. is likely to move ahead gradually, keeping in mind not to pull down
economic growth that has just seen some momentum.
• FY18 is an year of the fiscal with most governments acknowledging
the need to create demand through fiscal spending. India is not be far
behind in this move and will continue to remain prudent in such
deficit spending.
• With the twin deficits reasonably contained, inflation well under
control, bottomed out growth, a relatively stable currency and an
extremely strong political mandate, India stands taller than the rest.
• While broader valuations, driven by domestic liquidity, indicate market
discounting near term earnings, one will have to look into FY19 and
beyond.
• The impending budget could hold the key in terms of fiscal, growth
stimulus and employment generation.
• Strengthening dollar may spell some short term weakness in EMs and
few other asset classes.
• Near term Indian markets may undergo a time consolidation or be
range bound, which could be a good time to get invested in a
disciplined manner.
• We continue to remain positive on our equity markets with a medium
to long term outlook.
Equity Desk

Rate hike by the Federal Reserve (Fed.), US tax reform proposal
passage in both houses and EM outperformance were the highlights
of December globally.
• On the domestic front, all accused being acquitted in the 2G scam
case and BJP’s win in Gujarat and Himachal Pradesh were key focus
points during the month.
• The markets saw a net outflow of $(0.4)bn.
Global
• Global market returns were broadly positive in December, with the
Emerging markets clearly outperforming Developed markets.
• The global macro space continued to remain positive with both the
Fed. and the European Central Bank (ECB) raising their growth
forecasts for 2018. While the Fed. inflation forecasts remain
unchanged, ECB expects an inflation pickup in 2018.
• The global manufacturing space witnessed growth from end 2016 and
through 2017. This is expected to continue into 2018 as well. The
pickup in manufacturing appears to be fairly synchronised and not just
being limited to the developed economies.
• Strong Eurozone growth is translating into a strong Euro and this is
likely to keep the DXY range bound in 2018. Further, the lack of any
fiscal or infrastructure push from the Trump government is likely to
keep the DXY contained. The DXY remains a good proxy of market
confidence in the Trump administration and reforms.
• December news flows continued to be dominated by Trump
administration related news. The month saw a long awaited US tax
reform proposal being passed in both the houses. A sharp cut in
corporate tax rates, a drop in the repatriation tax, accelerated
depreciation and a shift to a territorial tax regime appear to be some
of the key features of this bill.
Central banks
• The central banking space remained fairly active during the month
with a number of central banks reviewing their monetary policy
stance.
• The Fed. remained in focus, delivering an expected 25bps hike and
guiding for 3 hikes in 2018. We would like to reiterate here that rate
hikes must be seen as a positive; as it reflects the economy’s resilience
to withstand such increases.
• The ECB left rates on hold and kept the pace of asset purchases
unchanged at ⇔30bn. per month.
• Developed economies have seen a pickup in inflation while emerging
economies are seeing a near bottoming out of the same.
• 2017 witnessed large developed economies raise rates, while many
emerging economies saw space to cut rates. With room for
accommodation closing for the emerging economies, their central
banks have gradually started raising rates.
Domestic
• The month of December was filled with significant political and
economic developments. BJP’s electoral win in Gujarat and Himachal
Pradesh were key positives.The BJP was the preferred choice in urban
areas, but faced a close fight in rural areas.
• Soon after, a special court acquitted all accused in the 2G scam on the
prosecution’s inability to prove the charges.
• The macro prints in December were on the weaker side. Industrial
production growth saw a drop from previous levels and inflation saw
a sharp increase on the back of rise in the prices of vegetables.
• The RBI left all policy rates unchanged with its focus likely to shift to
policy transmission.
• We seem set for an extended pause into 2018 and the budget will
•
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Debt Outlook
•

Bond market’s biggest apprehension about additional
borrowing turned out to be true as the Government
announced additional borrowing of Rs.730bn in its revised
borrowing program. Bond market reacted sharply to this and
10yr Government benchmark bond’s yield spiked by 18bps.

•

Overall, the month was marred by higher CPI inflation, hawkish
minutes of RBI MPC meeting, tight liquidity in banking system
and higher than expected additional borrowing and the 10yr
Government benchmark bond yield closed 27 bps higher
7.33%.

•

borrowing of INR500bn (USD7.8bn; 0.3% of GDP) for JanMarch’18, a risk which fixed income market has been pricing
for some time. With fiscal deficit having touched 112% of the
FY18 budget estimate in April-Nov’17 period, risks of slippage
have increased, unless the authorities resort to aggressive
expenditure compression in the present quarter
Outlook

Liquidity sharply dropped in the month of December to 0.30
trillion from previous month’s average of 0.70 trillion. This was
mainly due to advance tax outflows from the system & increase
in currency in circulation.

•

Reserve Bank of India released minutes of monetary policy
meeting held in the start of the month. Governor showed
concerns over rising inflation data and indicated that there will
be no further rate cut until inflation remains in expected range.

•

Monetary policy minutes also suggested that the impact of
house rent allowance of Central Government employees will
peak in coming months. The focus will be majorly on upcoming
data and the course of action for the next few months will be
based on it.

•

US Federal Reserve in its monetary policy meeting increased
the Fed Funds rate by 25 basis points to range between 1.25%
to 1.5%. This was the third rate hike in 2017 and almost all
market participants had expected the move.

•

Bank of Japan also in its monetary policy kept policy rates
unchanged as inflation is still far from the targeted 2 percent
despite a growing economy.

•

ECB in its monetary policy meeting kept rates unchanged. ECB
also suggested continuing to make net asset purchases under
the asset purchase program at a monthly pace of ⇔30 billion,
until the end of September 2018 or beyond.

•

As we step in to 2018, the rising fiscal risk, oil prices and
probable change in RBI’s monetary policy stance in the months
ahead dominate the minds of fixed income investors. The
current fiscal slippage reflects transitory unsettling impact of
GST and demonetization. If GOI sticks to fiscal glide path and
set next year’s fiscal deficit target at 3.0% of GDP, the RBI can
be expected to go on for an extended pause.

•

The still early stage growth should not give RBI any great
confidence on economy’s ability to absorb rate hikes. However,
if in coming quarters economic growth surprises along with
any fiscal profligacy and oil price shock we might see swifter
change in policy stance.

•

Domestic Macro Factors
•

•

India’s industrial production series printed at 2.2% y-o-y in
October versus 4.1% in September, lower than market
expectation of 3%. This was broad based across sectors.
India’s external trade deficit decreased to $ 13.82 bn in
November vs. $ 14.01 bn in October, which was lower than
last month but slightly higher than market expectation of a
deficit of $ 13.25 bn.

•

INR traded in the range of 63.7 to 64.6 during the month and
finally closed the month at 63.87/$ vs 64.46/$ in November.

•

India’s forex reserves were more than $404 bn in the week
ending December 29, 2017.

•

The current account deficit (CAD) narrowed to $7.2 bn in Q2
2017 vs $15 bn (revised $14.3) in Q2 2017, better than
expected market consensus of $8.3bn.

Inflation
•

Headline CPI inflation accelerated to 4.88% y-o-y in November
from 3.58% in October, which was higher than market
expectation of 4.2%. This was the highest inflation rate since
August 2016. The acceleration in headline CPI was due to
higher cost of vegetables and fuel inflation.

•

WPI inflation accelerated to 3.93% in November from 3.58%
in October, this was above the market expectation of 3.78%. It
was the highest wholesale inflation since March.This uptick was
largely due to further increase in food & fuel prices.

•

Core WPI Inflation (manufactured product ex food inflation)
also increased to 3.1% YoY in November from 2.8% in
October.

•

India faces fiscal deficit target miss after extra borrowing. India
will borrow an additional 500 billion rupees ($7.79 billion) this
fiscal year, a higher-than-expected figure that could lead to it
breaching its fiscal deficit target for the first time in four years.

The rates currently look attractive in current growth inflation
dynamics with real rates comfortably above 2% and pricing in
many of the above risks. However, with too many moving parts
we still advise investors to deploy near term funds in shorter
duration accrual products like Income Plus, Ultra short and
Select Debt Short term fund. Investors with a long term
outlook can invest in mid duration products like Bond Saver,
Banking PSU and Flexible Flexible Income Plan.

•

Late last month, the Government announced additional market

Fixed Income Desk
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