THE RATIOS

Evaluating Risk from an Investor’s Perspective

    *(Please See Schwager on Futures: Managed Trading Myths and  Truths.  

      ISBN# 0-471-02057-5; Chapter 3, Measuring Trading  Performance.

Investors should understand that there are risks associated with alternative investments.  Investment-fund offering or disclosure documents should be carefully reviewed.  Historic performance results should be reviewed with the understanding that past performance is not an indicator of future results.

The worst draw-down, has yet to be seen.

Potential investors should become familiar with industry definitions for evaluating the risk/return element of managed investments. The following equations, with some variations, are used to identify that risk factor. 

Measure of Volatility:
Standard Deviation:  The dispersion (distance) of observations (performance data) from the mean (or average) observation.  This measure is often expressed as a percentage on an annualized basis.  

Measure of Capital Loss:

Largest Cumulative Decline or Maximum Drawdown:  The largest cumulative percentage (peak-to-valley) decline in capital of a trading account or portfolio.  This measurement of risk identifies the worst-case scenario for a managed futures investment within a time period.

Measures of Risk-Adjusted Return:

* Sharpe Ratio:  A ratio that represents a rate of return adjusted for risk, calculated as follows:

Annual rate of return – Risk-free rate of return

Annualized standard deviation

* Return Retracement Ratio:  The return retracement ratio (RRR) provides a return/risk measure that avoids the drawbacks of the Sharpe Ratio and also comes closer to defining risk in a manner consistent with the way most traders actually perceive risk. The RRR represents the average annualized compounded return ® divided by an average maximum retracement (AMR) measure:

RRR =    R_


AMR 
R is that return that when compounded annually for a period coinciding with a manager’s equity stream will yield the same ending equity, given the starting equity.  The AMR is equal to the average of the maximum retracement (MR) for each data point (e.g. month), where the MR is equal to the greater of the following two measures:

1) Maximum retracement from a prior equity peak (MRPP); or

2) Maximum retracement to a subsequent low (MRSL).

As the name implies, the MRPP measures the percent decline in equity from the prior high point in equity.  In effect, for each data point (e.g., month end) the MRPP reflects the worst retracement that theoretically could have been experienced by any investor with an account at that time.  

Sterling or Return to Drawdown Ratio:  A ratio that compares the rate of return with the worst-case loss, calculated as follows:

                               Annual rate of return

                              Maximum drawdown.

