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Fo rge t st andard dev iat ion –
Ne w ways to measure risk

T
HE mutual fun d in du s try is letting in-
ve s t ors dow n. It’s con tin uing to allow
and endorse the use of an antiquated

risk mea s ure – one that dupes you by not
telling you how risk y a fun d re a l ly is.

The mea s ure is "st andard dev iation," whi c h
sh ows how wid ely a fun d’s mon thly retur ns
are disperse d, usually ove r a three -ye ar trail-
ing per iod. Standard dev iation is the basis
of the vol atility scale use d in The Globe and
Ma il’s mont hly mutual fun d tables and in
ev ery other newsp aper. It’s so wid ely accep -
ted that nobody que s tion s it s valid ity or use -
fuln ess.

Bu t st andard dev iation is the wrong mat he-
mati c a l model for the job. It fails to dis tin-
guis h between vol atility associat e d with mak-
ing mon ey (ga ins) and vol atility associat e d
with los s es.

St andard dev iation rewards consis tent lo-
se rs and pun ishes errati c ga iners. Acade-
mics think usi ng it as a risk mea s ure for in-
ve s tment per for manc e is lau ghable.

Don’t believe me? The re are dozens of
jour nal article s with powe rful argum e n t s a-
ga inst standard dev iation. And of cou rse, as
the reg ula tors say,"nobody unde rst ands risk."

Un d erstanding risk, in my vie w, is the
mos t im por tant deter min a n t of you r perfor-
ma n ce as an inv esto r. When you los e money
in a fun d you didn’t figure wou ld go dow n,
you’re more likely to sel l at the bottom .

Re search shows that inv esto rs con sis tently
do worse than the fun ds they own. In a study
by Mor ningst ar Inc., a Chi c ago -base d fund -
monito ring ser vic e, a group of 81 growth fun ds
av erage d 12 per cent annu ally ove r a five -
ye ar per iod – but inv esto rs in the fun ds los t

2 per cent a year ove r the same tim e.

Why? Becau se, all too often, inv esto rs
buy at the peak and sel l at the first set back.
My own studies show that inv esto rs in a
popular Cana dian resou rce fun d un d erper-
fo rme d thei r fund by an amazing 50 per
cent ove r a two -ye ar per iod becaus e of the
mistim ing of their pur c h ases.

Sh ould inv esto rs take all the bla m e fo r buy-
ing and sel ling at the wrong tim e, or cou ld
the indust ry be more hel pful? Here’s my
sugg estio n. I re commend that the indust ry
tell inv esto rs more about the risk of losi ng
money: how much, how often, how sev ere,
how long.

A qui ck and dirty way of doi ng this is to
prov ide some new mea s ure s of risk:

• How often did a fun d lo se mon ey in a
calendar year?

• In how many years did a fun d earn a
lowe r retur n than a one -ye ar guarant e e d
inve s tment cer tific ate?

• How badly did a fun d fare in its worst
qu arter, worst mon th and worst year?

Cambr idge Speci al Equ ity Fun d, for exa m-
ple, is a Cana dian sma l l-cap equity offer ing
fo r which thes e new mea s ure s of risk wou ld
be especia l ly hel pful. It has a standard dev ia-
tion of 8.4, about doub le that of mos t si milar
funds but not the risk iest fun d of its type.

Wo uldn’t it be nic e to be war ned that this
fund los t money in fou r ye ars of its sev en-
ye ar his t ory? In three of those years, it los t

mo re than 20 per cent, and in its worst year
– 1990 – it los t 35 per cent. In only three
of the sev en years did it outperfor m GICs.

Me asuring dow nsi de risk is the new wav e
in inve s tment res earch. Dow nsi de risk is a
broa d ter m that can descr ibe ela borate mea -
sure s of a fun d’s likelihood of unde rperfor-
ming some minimu m rate of retur n. Or it
can calcula te the ave r age loss.

Over all, dow nsi de risk is a framewo rk
that often inv olves a bun c h of calculu s to ex-
plain the pot entia l fo r inve s tment pain. I’ve
greatly sim p lifie d a dow nsi de risk framewo rk
in my sugge s tion s he re, mak ing them easy
to unde rst and and calcula te.

Being tol d in advanc e of the frequ ent,
temporary set backs eve n good fun ds suf fer
might hel p people weather thos e downturns
bett e r. Or it mig ht scare the ner vou s nellie s
aw ay. Eit her res ult is a good thing for bot h
the inv esto r and the indust ry.

Ma king new risk mea s ure s ma n d ato ry
won’t sol ve all the indust ry’s problems. And
thes e risk profiles wil l ap ply only to mature
funds – wit h a his t ory of fou r or more years.
A dis cla ime r woul d have to be drafted for
newe r funds.

Bu t the fun d in du s try owe s it to inv esto rs
to better dis clo se past risk, along wit h thos e
se ductive past retur ns it usually trumpet s.
And inv esto rs shoul d st art to dem and more
us eful infor mation abou t risk when they buy
a fun d.

Duff You ng, a charter ed financia l analys t,
is vice-presi den t of mutua l fund rese arch wit h

Equi on Group and co-au th or of To p Funds
1995.

On Mut ual Funds

Duff You ng

The article EM9525 reprint e d abov e is use d in Chapt e r 6 of the STAT 221 Cou rse Mat e ria ls.

1995 -04 -20


