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THE REAL DEVIATION OF FINANCIAL RETURNS

Standard Deviation by itself is perhaps the
most over-used and uninformative number in
the entire pantheon of investment metrics.

Standard Deviation comes from the field of
statistics, where it is used mainly to make in-
ferences from samples (that is, to calculate
confidence intervals for sample statistics). It
is also used to test hypotheses, whenever
models are being compared with real-life da-
ta, in industry and in experimental science,
based on the fact that, by the Law of Large
Numbers, sample averages are normally dis-
tributed.

From the technical fields it has moved to fi-
nance as a measure of investment risk. It
was propped up by the so-called Modern
Portfolio Theory (MPT), or mean-variance
analysis, introduced by Harry Markowitz in
1952, which defines risk as variance.

Modern Portfolio Theory has been criticized
because it assumes that returns follow a
Gaussian distribution. The inadequacy of this
assumption was exposed in the 1960s by
Benoit Mandelbrot and Eugene Fama, and
more recently by Nassim Nicholas Taleb,
who says: “Simply, if you remove their
Gaussian assumptions and treat prices as
scalable, you are left with hot air.”

We quote from Wikipedia: “In particular, vari-
ance is a symmetric measure that counts ab-

normally high returns as just as risky as ab-
normally low returns. Some would argue that,
in reality, investors are only concerned about
losses, and do not care about the dispersion
or tightness of above-average returns. Ac-
cording to this view, our intuitive concept of
risk is fundamentally asymmetric in nature.”

Therefore (unless the returns are normally
distributed, as sample statistics are), the
standard deviation has no real significance in
assessing the quality of returns.

Standard Deviation is made up of two parts:
upside deviation and downside deviation.
Analysts tend to regard them equally and to
bundle them into one number: Standard De-
viation. Of course, this is preposterous.

We propose calculating deviation in a new,
non-standard way (we might call it “Non-
Standard Deviation” or “True” Deviation): an
adjusted measure of risk which multiplies
Standard Deviation by the ratio between
downside standard deviation and upside
standard deviation.

“True Deviation” or “Non-Standard Devia-
tion” (NSD) is an adjusted measure of risk
that multiplies standard deviation by the
ratio between downside deviation and up-
side deviation.




This measure is so easy and straightforward
that we are surprised than no one has done it
before; or if someone has, we are surprised it
hasn’t gained popularity.

Obvious derivative measures are the True
Sharpe Ratio and True Value at Risk and
True Value at Gain. We define these as:

True Sharpe Ratio = Return / True Deviation
True Value at Risk = -1.65*Std Dev of Losses
True Value at Gain = 1.65*Std Dev of Gains

(We assumed a zero risk-free rate, expected
returns of 0%, and we used 95% confidence
intervals for Value at Risk and Value at Gain.)

It has been pointed out that our returns
were too volatile, in the sense that the
standard deviation of our returns was too
high relative to that of indices made of
equities, bonds, or that of other competi-

tors.
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In response, we contend that the above-
mentioned standard deviation measure is an
improper measure of risk. — As our returns
are obviously asymmetrical (skewed versus
gains), our returns’ distribution is not de-
scribed by standard deviation.
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As an easy example, take a return stream
that returns 10% p.a. at a standard deviation
of 20%. Now take the negative returns each
period. The standard deviation of the returns
will be exactly the same as that of the initial
series.

Take another example, however improbable,
of a return stream made entirely of positive
records. The results each period being prof-

its, high standard deviation would actually be
a desirable thing, rather than a downer.

We provide detailed results regarding the
True Deviation, True Sharpe Ratio, True Val-
ue at Risk, True Value at Gain, Drawdowns
and RunUps of Insch Kintore and of several
well-known indices and competitors in the
Appendix.

Monthly returns data range from July 2010 to
December 2016. Insch Kintore data are be-
fore fees — more adequate to calculate statis-
tics such as return deviation. However, if fees
were taken into account, Insch Kintore would
still outperform the other programs and indi-
ces by far.

Judging by the Non-Standard Deviation
(NSD), Insch Kintore is much less risky
than other programs or indices.
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Measures of Tail Risk adjusted according-
ly and the size of RunUps relative to that
of DrawDowns confirm this.

We find that the Value at Risk based on Loss
Deviation is a better predictor of Historical
Value at Risk than the Normal Value at Risk
(higher correlations prove the point), and the
Value at Gain based on Gain Deviation is a
better predictor of Historical Value at Gain
than the Normal Value at Gain.

We have criticized Normal VAR in the past,
and our findings are in line with our previous
findings (VAR: What Is It Good For?, Au-
gust 31, 2011).
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Table 1. True or Non-Standard Deviation

TRUE
INDEX STEEiEV STD DEV OF  STD DEV OF SQ\III:ZI'I:::(’)SI\SI DEVIATION
MONTH GAINS LOSSES RATIO PER
MONTH
insch Kintore Tesm | se% | 2zex | am 2mw |
USD Index 2.31% 1.51% 1.30% 1.16 1.99%
Gold London PM Fix 5.45% 3.45% 3.15% 1.09 4.98%
Dow Jones Corporate Bonds Index _ 0.93 _
Dow Jones Industrial Average 3.35% 2.29% 2.02% 1.13 2.96%
CAC 40 Index 4.45% 2.47% 2.79% 0.88 5.04%
S&P 500 Index 3.47% 2.33% 2.02% 1.15 3.01%
MSCI World 3.81% 2.46% 2.34% 1.05 3.62%
FTSEMIB Index 6.17% 3.21% 0.83
DAX Index 5.03% 2.85% 6.47%
E300 Index 3.66% 2.04% 2.52% 0.81 4.51%
FTSE 100 Index 3.30% 2.05% 2.10% 0.98 3.38%
FTSE All Share Index 3.24% 2.03% 2.01% 1.01 3.22%
SMI Index 3.25% 1.93% 2.12% 0.91 3.55%
XAUUSD Index 5.46% 3.44% 3.24% 1.06 5.15%

TSX Composite 2.68% 1.40% 196% 072 | 3.74%




SG CTA Trend Subindex 3.17% 1.72% 1.43% 1.21 2.63%

SG CTA Index 2.26% 1.40% 1.09% 1.28 1.77%

Winton Futures Fund 2.50% 1.61% 1.08% 1.48 1.69%

Man AHL Diversified Fund 3.82% 2.38% 2.24% 1.06 3.59%

Altis Global Futures 4.87% 2.98% 2.81% 1.06 4.58%

Aspect Capital (Diversified) 3.88% 2.53% 2.08% 1.22 3.18%
Campbell Managed Futures 3.80% 2.25% 2.18% 1.03 3.68%

Cantab Capital Partners Quant Fund Aristarchus 5.61% 3.70% 3.19% 1.16 4.83%
Crabel Capital Management (Multi-Product) 2.41% 1.42% 1.73% 0.82 2.94%
Transtrend BV (DTP Enhanced Risk) 3.34% 2.17% 1.54% 1.41 2.37%
FORT LP (Global Contrarian) 3.79% 2.99% 1.68% 1.78 2.13%

Millburn Ridgefield Corp (Diversified Program) 2.84% 1.61% 1.47% 1.10 2.59%
QMS Capital Mgmt Diversified Global Macro 3.54% 2.50% 2.06% 1.21 2.91%
SEB Asset Mgmt. (SEB Asset Selection) 2.40% 1.54% 1.29% 1.20 2.00%

Table 2. True Sharpe Ratio

TRUE
INDEX DEVIATION REAT\(JZRI\?EEVI TRU:AS_:SRPE
PER MONTH o

Insch Kintore 2.73% 1.66% 61.08%

USD Index 1.99% 0.22% 11.12%

Gold London PM Fix 4.98% -0.10% -2.05%

Dow Jones Corporate Bonds Index 1.36% 0.09% 6.93%

Dow Jones Industrial Average 2.96% 0.91% 30.59%

CAC 40 Index 5.04% 0.44% 8.80%

S&P 500 Index 3.01% 1.00% 33.24%

MSCI World 3.62% 0.67% 18.47%

FTSEMIB Index 7.47% -0.01% -0.07%

DAX Index 6.47% 0.84% 13.04%

E300 Index 4.51% 0.47% 10.51%

FTSE 100 Index 3.38% 0.49% 14.40%

FTSE All Share Index 3.22% 0.54% 16.82%

SMI Index 3.55% 0.38% 10.61%

XAUUSD Index 5.15% -0.10% -1.92%

TSX Composite 3.74% 0.39% 10.40%

SG CTA Trend Subindex 2.63% 0.20% 7.45%

SG CTA Index 1.77% 0.16% 8.93%

Winton Futures Fund 1.69% 0.39% 22.86%

Man AHL Diversified Fund 3.59% 0.23% 6.50%
Altis Global Futures 4.58% -0.62% -13.44%

Aspect Capital (Diversified) 3.18% 0.33% 10.37%
Campbell Managed Futures 3.68% 0.44% 11.98%

Cantab Capital Partners Quant Fund Aristarchus 4.83% 0.44% 9.19%
Crabel Capital Management (Multi-Product A) 2.94% 0.41% 14.02%
Transtrend BV (DTP Enhanced Risk) 2.37% 0.27% 11.57%
FORT LP (Global Contrarian) 2.13% 0.79% 37.11%

Millburn Ridgefield Corp (Diversified Program) 2.59% 0.31% 12.02%
QMS Capital Mgmt. (Diversified Global Macro) 2.91% 0.61% 20.93%
SEB Asset Mgmt. (SEB Asset Selection) 2.00% 0.25% 12.37%




Table 3. True Value At Risk

NORMAL DE\I/-I(?I'SION HISTORICAL
INDEX VALUE AT VALUE AT
RISK VALUE AT RISK
RISK

Insch Kintore -14.14% -4.56% -8.58%

USD Index -3.82% -2.15% -3.82%

Gold London PM Fix -8.99% -5.20% -8.09%

Dow Jones Corporate Bonds Index -2.08% -1.32% -2.51%
Dow Jones Industrial Average -5.53% -3.34% -5.50%
CAC 40 Index -7.34% -4.61% -7.81%

S&P 500 Index -5.72% -3.33% -5.68%

MSCI World -6.28% -3.86% -6.81%

FTSEMIB Index -10.18% -6.41% -11.47%

DAX Index -8.30% -6.04% -7.35%

E300 Index -6.03% -4.16% -6.22%

FTSE 100 Index -5.44% -3.47% -6.64%

FTSE All Share Index -5.34% -3.32% -5.97%

SMI Index -5.36% -3.49% -5.72%

XAUUSD Index -9.01% -5.35% -8.21%

TSX Composite -4.42% -3.24% -4.21%

SG CTA Trend Subindex -5.23% -2.36% -4.74%

SG CTA Index -3.74% -1.80% -3.29%

Winton Futures Fund -4.13% -1.79% -3.17%

Man AHL Diversified Fund -6.31% -3.70% -7.09%

Altis Global Futures -8.04% -4.63% -8.24%

Aspect Capital (Diversified) -6.40% -3.42% -5.31%
Campbell Managed Futures -6.26% -3.60% -5.54%
Cantab Capital Partners Quant Fund Aristarchus -9.25% -5.26% -8.64%
Crabel Capital Management (Multi-Product A) -3.98% -2.86% -3.95%
Transtrend BV (DTP Enhanced Risk) -5.51% -2.55% -5.24%
FORT LP (Global Contrarian) -6.25% -2.77% -5.22%
Millburn Ridgefield Corp (Diversified Program) -4.69% -2.43% -3.49%
QMS Capital Mgmt. (Diversified Global Macro) -5.84% -3.40% -5.25%
SEB Asset Mgmt. (SEB Asset Selection) -3.95% -2.12% -3.46%

Table 4. True Value At Gain
NORMAL DE\(lslﬁl‘ll'\:ON HISTORICAL
INDEX VALUE AT VALUE AT
GAIN VALUE AT GAIN
GAIN

Insch Kintore 14.14% 14.33% 25.34%

USD Index 3.82% 2.50% 5.02%
Gold London PM Fix 8.99% 5.69% 10.28%

Dow Jones Corporate Bonds Index 2.08% 1.22% 2.21%
Dow Jones Industrial Average 5.53% 3.78% 7.08%
CAC 40 Index 7.34% 4.07% 7.54%

S&P 500 Index 5.72% 3.84% 6.88%




MSCI World 6.28% 4.06% 7.83%
FTSEMIB Index 10.18% 5.30% 9.32%
DAX Index 8.30% 4.70% 9.06%
E300 Index 6.03% 3.37% 6.72%
FTSE 100 Index 5.44% 3.39% 6.53%
FTSE All Share Index 5.34% 3.34% 6.69%
SMI Index 5.36% 3.19% 5.48%
XAUUSD Index 9.01% 5.67% 10.28%
TSX Composite 4.42% 2.32% 4.31%
SG CTA Trend Subindex 5.23% 2.84% 5.45%
SG CTA Index 3.74% 2.30% 4.14%
Winton Futures Fund 4.13% 2.65% 4.59%
Man AHL Diversified Fund 6.31% 3.93% 6.79%
Altis Global Futures 8.04% 4.92% 7.59%
Aspect Capital (Diversified) 6.40% 4.18% 7.01%
Campbell Managed Futures 6.26% 3.72% 6.40%
Cantab Capital Partners Quant Fund Aristarchus 9.25% 6.10% 9.03%
Crabel Capital Management (Multi-Product A) 3.98% 2.35% 3.53%
Transtrend BV (DTP Enhanced Risk) 5.51% 3.59% 7.08%
FORT LP (Global Contrarian) 6.25% 4.93% 8.70%
Millburn Ridgefield Corp (Diversified Program) 4.69% 2.66% 5.43%
QMS Capital Mgmt. (Diversified Global Macro) 5.84% 4.13% 7.03%
SEB Asset Mgmt. (SEB Asset Selection) 3.95% 2.54% 4.20%
Table 5. Largest Drawdown and Largest Runup
LARGEST LARGEST
INDEX DRAWDOWN RUNUP
Insch Kintore -25.91% 292.64%
USD Index -15.21% 40.14%
Gold London PM Fix -41.55% 55.13%
Dow Jones Corporate Bonds Index -6.56% 13.41%
Dow Jones Industrial Average -14.81% 102.20%
CAC 40 Index -27.45% 70.45%
S&P 500 Index -17.03% 117.21%
MSCI World -20.49% 70.87%
FTSEMIB Index -42.70% 82.84%
DAX Index -26.78% 117.49%
E300 Index -21.02% 71.79%
FTSE 100 Index -15.51% 45.98%
FTSE All Share Index -15.87% 52.28%
SMI Index -17.19% 70.54%
XAUUSD Index -41.49% 55.13%
TSX Composite -18.56% 38.35%
SG CTA Trend Subindex -15.16% 36.89%
SG CTA Index -11.63% 28.45%
Winton Futures Fund -8.36% 47.77%
Man AHL Diversified Fund -18.84% 53.03%
Altis Global Futures -46.95% 38.25%




Aspect Capital (Diversified)
Campbell Managed Futures

Cantab Capital Partners Quant Fund Aristarchus

Crabel Capital Management (Multi-Product A)
Transtrend BV (DTP Enhanced Risk)
FORT LP (Global Contrarian)

Millburn Ridgefield Corp (Diversified Program)
QMS Capital Mgmt. (Diversified Global Macro)
SEB Asset Mgmt. (SEB Asset Selection)

-22.21%
-19.57%
-34.87%
-14.25%
-13.61%
-13.71%
-22.84%
-16.84%
-8.93%

58.87%
76.45%
70.45%
50.99%
33.12%
100.05%
46.69%
93.19%
35.83%




Global Disclaimer

This report has been prepared by Insch Capital Management SA,
referred to herein as “Insch”.

The figures contained in performance charts refer to the past; past per-
formance is not a reliable indicator of future results. Additional infor-
mation will be made available upon request.

This report is for distribution only under such circumstances as may be
permitted by applicable law. Nothing in this report constitutes a repre-
sentation that any investment strategy or recommendation contained
herein is suitable or appropriate to a recipient’s individual circumstances
or otherwise constitutes a personal recommendation. It is published
solely for information purposes, it does not constitute an advertisement
and is not to be construed as a solicitation or an offer to buy or sell any
securities or related financial instruments in any jurisdiction. No repre-
sentation or warranty, either express or implied, is provided in relation
to the accuracy, completeness or reliability of the information contained
herein, except with respect to information concerning Insch, its subsidi-
aries and affiliates, nor is it intended to be a complete statement or
summary of the securities, markets or developments referred to in the
report.

Insch does not undertake that investors will obtain profits, nor will it
share with investors any investment profits nor accept any liability for
any investment losses.

Investments involve risks and investors should exercise prudence in
making their investment decisions. The report should not be regarded
by recipients as a substitute for the exercise of their own judgment. Past
performance is not necessarily a guide to future performance. The val-
ue of any investment or income may go down as well as up and you
may not get back the full amount invested. Any opinions expressed in
this report are subject to change without notice and may differ or be
contrary to opinions expressed by other business areas or groups of
Insch as a result of using different assumptions and criteria. Research
will initiate, update and cease coverage solely at the discretion of Insch.
The analysis contained herein is based on numerous assumptions. Dif-
ferent assumptions could result in materially different results. The ana-
lyst(s) responsible for the preparation of this report may interact with
trading desk personnel, sales personnel and other constituencies for
the purpose of gathering, synthesizing and interpreting market infor-
mation. Insch is under no obligation to update or keep current the in-
formation contained herein. The compensation of the analyst who pre-
pared this report is determined exclusively by research management
and senior management. Analyst compensation is not based on in-
vestment revenues, management fees, performance fees or commis-
sions, however, compensation may relate to the revenues of Insch as a
whole.

The securities described herein may not be eligible for sale in all juris-
dictions or to certain categories of investors. Options, derivative prod-
ucts and futures are not suitable for all investors, and trading in these
instruments is considered risky. Foreign currency rates of exchange
may adversely affect the value, price or income of any security or relat-
ed instrument mentioned in this report. For investment advice, trade
execution or other enquiries, investors should seek professional advice.

Neither Insch nor any of its affiliates, nor any of directors, employees or
agents of Insch accepts any liability for any loss or damage arising out
of the use of all or any part of this report.

Any prices stated in this report are for information purposes only and do
not represent valuations for individual securities or other instruments.
There is no representation that any transaction can or could have been
effected at those prices or theoretical model-based valuations and may
be based on certain assumptions. Different assumptions, by Insch or
any other source may yield substantially different results.

The disclosures contained in research reports produced by Insch shall
be governed by and construed in accordance with Swiss law.

Insch specifically prohibits the redistribution of this material in whole or
in part without the written permission of Insch and Insch accepts no lia-
bility whatsoever for the actions of third parties.

This document contains opinions of in-
struments and markets as of the date of
issue. The document is provided for in-
formation purposes and does not con-
stitute an investment offer or solicita-
tion.

Insch Capital Management SA con-
ducts investment research across a
broad range of financial and commodi-
ty markets.

Insch Capital Management SA will also
undertake external research projects
on a consultancy basis for third parties.

For further information regarding this
report or research requests, please
contact:

Christopher L. Cruden

Chief Executive Officer

clc@inschinvest.com

Purnur Schneider, CFA, FRM

Head of Research

purnur@inschinvest.com

Rivaldi Kwan

Research Analyst

Rivaldi@inschinvest.com
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Via Pelli 13
CH 6900 Lugano

Switzerland
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Phone: +41 (0) 91 921 0168
Fax: +41 (0) 91 921 4078
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