
 

 

 

   

 

 
 

1 

 

 Information Ratio:  

Application in Assessing Manager Skill 
 

Information Ratio is a risk-adjusted return measure in which the nominator is 

annualized excess return versus the benchmark, also known as active return, and 

the denominator is the volatility of that excess return, also known as active risk or 

tracking error (TE).  
 

 

 

 
 

The success (or otherwise) of a 

manager’s active bets against the 

benchmark are captured by the 

value of the active return: Net 

good calls will result in a positive 

value; net bad calls in a negative 

one (and therefore a negative IR). 

On the other hand, TE is affected 

by any fundamental difference 

between the fund and the 

benchmark, such as the manager’s 

security selection, asset allocation 

strategies (style) and market 

timing strategies; the fund’s management fees; the fund’s beta; the inflow and 

outflow of cash into the fund, which may force the fund manager to rebalance 

periodically; and the volatility of the benchmark itself.  

 

IR is a powerful diagnostic tool for evaluating an active fund manager’s skill and 

the consistency of that skill. In this sense, it has predictive value as illustrated in 

Diagram 1 which plots the probability of benchmark outperformance for various 

levels of IR.  We can draw a number of general conclusions from this data: 

 

 A higher IR corresponds to a higher probability of benchmark 

outperformance. Skill pays! 
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Flat good satisfactory deteriorating

Down satisfactory deteriorating problematicE
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Table 1: IR Decomposition as a Barometer of Fund Health

 Probability of outperformance at a given level of skill increases with time 

(volatility of return is dampened). In other words, time can partially 

compensate for poor performance as unskilled managers also “ride the 

tide”. However, the probability of underperformance remains relatively 

high for an unskilled manager even over an extended time horizon while 

for skilled managers it approaches zero. This is an important differentiator. 

 An unskilled manager has an approximately even chance of under-

performing his benchmark in a 1-year timeframe. In other words, in the 

short-run, his performance can almost be replicated by the toss of a coin. 

His odds improve only slightly over 1-5 years.  

 A manager with an IR = 0.4 has a less than 1-in-4 chance of under-

performing his benchmark during a 3-year timeframe. This probability falls 

to 10% for a 10-year period, and <5% for a 20-year period.  

 A highly skilled manager (IR≥0.7) has a very low probability of under-

performing his benchmark even over shorter investment time horizons, 

e.g. 3 or 5 years (12% and 7%, respectively). The probability is negligible for 

periods over 10 years and zero for ≥20 years.  

 

A skilled manager will 

typically have IR≥0.5, which 

will remain stable over 

time. However, the 

components of IR will 

fluctuate even for the best of fund managers. Therefore, performance monitoring 

should take into account how excess return and tracking error have changed over 

time. Decomposing IR in this fashion provides a window into a fund’s health and 

furnishes many valuable insights into the manager’s decisions and their 

consequences. As long as the excess return/tracking error permutations are 

favourable (e.g., flat excess return combined with a lower TE), IR remains stable 

and the prognosis for the fund is satisfactory or better, as shown in Table 1. When 

the combinations are unfavourable (e.g., lower excess return and flat TE), the 

prognosis is poor, indicating that the manager’s decision-making process might 

have been compromised and/or is deteriorating. If both active return and TE have 

degraded simultaneously (red box in Table 1), it is very likely that a fundamental 

negative change has occurred with the fund manager and his team. The most 

practical way to observe these changes is by means of a snail trail “history” which 
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traces the movements of each component over time as illustrated for a fictitious 

fund in Diagram 2. The red arrow marks the movements of active return and 

tracking error readings over 7 periods, the latest represented by the largest circle. 

This fund manager demonstrates a turbulent track record in which active return 

has been erratic (and negative in period 2) and tracking error has generally 

increased, with the exception of period 7 in which active return has increased 

while tracking error has decreased.   

 

An alternative way of assessing IR is through a more theoretical approach referred 

to as the Fundamental Law of Active Management (FLOAM). This law states that a 

manager’s success depends on two factors: His information coefficient (skill) and 

the number of active investment decisions (or trades) he is able to make in a given 

period (breadth). Mathematically, this relationship is expressed as: 

 

 

IR ≈ Information Coefficient x √Breadth 

 

 

In this context, skill is the effectiveness of a manager’s foresight, measured as the 

correlation between his forecasted returns and actual returns: The higher that 

correlation, the more skilled the manager and the higher his Information Ratio. 

For very skilled managers this correlation is in the range of 0.55-0.65.  

 

Breadth, the second component, refers to the 

number of independent trades a manager can 

make and is a function of the universe of 

selections available to him. The greater this 

opportunity set, the better are the chances that 

he can display his skill. In other words, a 

manager who is right with his forecasts 60% of 

the time has a better chance of sustaining that 

level if he has 100 stocks to choose from rather 

than 10. This is in part due to the law of 

averages: If the manager can “throw the dice” 

only 10 times, it is less likely that he will be right 6 times than if he can throw it 100 

times, in which case he is more likely to reach his natural level of 60%.  

Active 
Return

Tracking 
Error

Diagram 2: Information Ratio 
Decomposition Snail Trail 
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In practice, if a manager only has access to four traditional asset classes and is 

confined to strategic asset allocation, then his breadth is √4 = 2. On the other 

hand, for managers who are able to use tactical asset allocation strategies, 

breadth can be much wider - including global markets and diverse asset classes 

such as currencies, commodities, options and futures - inflating it to as much as 30 

or 40 (for the formula √30 = 5.5 and √40 = 6.3). The greater the breadth, the more 

likely it is that a manager can achieve his optimal effectiveness. However, there is 

a flip side to increased breadth in that beyond a certain point, it leads to a 

compression of information coefficient. This is because the manager will begin 

with his best but finite bets and as these are used up, will gradually have to use 

less attractive (and less productive) trades.  

 

We can add a second constraining component to this relationship, that of 

efficiency, which is the proportion of the manager’s ideas that are ultimately 

incorporated into the fund. This constraint is imposed by the fund’s objective(s) 

and codified in the prospectus. A typical example for an equity fund would be the 

long-only constraint which prohibits the manager from taking short positions, 

therefore limiting his efficiency. For such a fund, efficiency would be in the range 

of 30%-40%.  

 

 

IR ≈ Information Coefficient x √Breadth x Efficiency 

 

 

Based on this modified version of FLOAM, an average equity manager with 
Information Coefficient≈0.5, breadth ≈4 and efficiency of 30% will have 
IR≈0.5*√4*0.3 = 0.3.  
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