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What do the Graphs Show me?
In the two graphs below, the black line is identical. It is a 
rolling, three-year return for the benchmark. Superimposed 
over the benchmark is a high- R-squared manager in blue 
(upper) and a low- R-squared manager in red (lower). As 
the benchmark black line zigs and zags, the blue manager 
is moving almost in lockstep with it. The majority of 
the movement in the manager can thus be explained 
or attributed to the movements in the benchmark. In 
contrast, the red manager doesn’t seem to track the 
benchmark very well at all. The movement of the red 
manager seems to be independent of the benchmark. This 
results in a low R-squared. Therefore, it wouldn’t be very 
useful to rely on other benchmark-relative metrics (e.g. 
alpha) when looking at the red manager.

how is it useful?
R-squared is used primarily as a cross-check on the 
appropriateness of the benchmark. Many other statistics 
such as alpha, beta, information ratio, and up/down 
capture use a passive benchmark as a reference point. 
If the R-squared of a manager to the benchmark is too 
low, the usefulness of all these other benchmark-relative 
metrics diminishes.

What is a Good Number?
Generally speaking, in “efficient” asset classes, like 
large cap stocks and investment grade bonds, analysts 
look for higher R-squared numbers in the +85% range. 
For “inefficient” asset classes, like small cap, foreign, 
or emerging market stocks, investors would be more 
liberal and accept lower R-squared numbers in the +70% 
range. The assumption with inefficient asset classes is 
that managers should be more active and not track the 
benchmark too closely. Suffice it to say, if the R-squared 
is 50% or less, metrics like alpha, beta, or up/down 
capture will be of limited use.

What are the limitations?
R-squared is of limited value as a stand-alone metric. It 
doesn’t measure outperformance or underperformance. 
It just describes how closely the manager tracked the 
benchmark. R-squared is best used as a preliminary 
cross-check to the benchmark’s appropriateness.

R-squared represents the “goodness 
of fit” of a manager to its benchmark. 
R-squared is the percentage of 
variation in a manager’s returns 
explained by the benchmark’s returns.

R-Squared

Rolling 12-Month Returns: High R2 Manager + Benchmark
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Rolling 12-Month Returns: Low R2 Manager + Benchmark
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Created with Zephyr StyleADVISOR. Manager returns supplied by: Morningstar, Inc.
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What are  
typical Values?
On the right are typical 
R-squared ranges for six 
peer groups over 10 years. 
Within traditional asset 
classes, most managers can 
attribute the majority of the 
variation in performance 
to movements in the broad 
market. The good news 
for those managers is that 
the other performance-
based metrics, like alpha, 
information ratio, up/
down capture, etc. will be 
relevant and useful. For the 
managers in the bottom 
quartile of R-squared, it 
might be more useful to 
look for a more appropriate 
benchmark or to examine 
non-benchmark relative 
metrics, like the Sharpe 
ratio and pain ratio, for 
performance analysis.

Related metrics
beta: the sensitivity of  
a manager to a benchmark

tracking Error: the standard 
deviation of excess returns of  
a manager versus its benchmark
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Investment Grade US Bonds

0%

20%

40%

60%

80%

100%

10 years

High Yield Bonds

0%

20%

40%

60%

80%

100%

10 years

Created with Zephyr StyleADVISOR. Manager returns supplied by: Morningstar, Inc.

R-squared literally takes the correlation of a 
manager versus a benchmark and squares it. 
Squaring correlation removes the directional 
aspect of correlation. It is impossible to have a 
negative R-squared. This is intentional, as the 
sole point of R-squared is to determine what 
percentage, from 0% to 100%, of the variation of a 
manager’s return is explained by the benchmark.
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January 2003 - December 2012  •  Symbol = Benchmark Index

5th percentile 99.03% 98.22% 98.02% 98.90% 96.72% 98.46%

25th percentile 97.97% 96.36% 96.43% 98.35% 93.33% 97.05%

median 96.00% 94.69% 94.16% 97.62% 88.82% 95.19%

75th percentile 92.78% 91.24% 89.08% 96.25% 79.70% 92.79%

95th percentile 84.86% 85.77% 63.86% 86.87% 52.61% 67.26%

R-Squared
funds in the universe

large cap
230

Small cap
 94

international  
325

Emerging  
64

Gov/corp  
293

hy bond
96


