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Looking at Historical Risk, Part 1 

Introduction 

Motorcycle daredevil Evel Knievel enjoys chatting about his record-setting jumps over lines of cars, buses, and other assorted stuff. That's more fun than recalling the time he crashed while jumping across the fountains at Caesar's Palace and broke so many bones, he stopped counting. 

Investors are just like Evel Knievel: They would much rather talk about the returns their funds generated than the risks they took to achieve those returns. Take Robertson Stephens Value + Growth RSVPX. No doubt shareholders bragged about their fabulous 43% return in 1995. What they probably didn't reveal to friends and colleagues was that the fund lost 15% during that year's fourth quarter. Tremendous gains are won only through tremendous risk taking, which often means tremendous ups and downs in short-term returns. That's called volatility. 

While no single risk measure can predict with 100% accuracy how volatile a fund will be in the future, studies have shown that past risk is a pretty good indicator of future risk. In other words, if a fund has been volatile in the past, it's likely to be volatile in the future. 

In this session, we'll tackle two common yardsticks for measuring a mutual fund's risk: standard deviation and beta. Both of these measures appear on our Quicktake Reports. 

Standard Deviation 

Standard deviation is probably used more than any other measure to gauge a fund's risk. Standard deviation simply quantifies how much a series of numbers, such as fund returns, varies around their mean, or average. Investors like using standard deviation because it provides a precise measure of how varied a fund's returns have been over a particular time period. With this information, you can judge the range of returns your fund is likely to generate in the future. Morningstar calculates standard deviations for the past 36 months of a fund's life. The more a fund's returns fluctuate from month to month, the greater its standard deviation. 

For instance, a mutual fund that gained 1% each and every month over the past 36 months would have a standard deviation of zero, because its monthly returns didn't change from one month to the next. Meanwhile, a fund that gained 5% one month, 25% the next, and -7% the next would have a much higher standard deviation; its returns have been more varied. But here's where it gets tricky: A mutual fund that lost 1% each and every month would also have a standard deviation of zero. Why? Because, again, its returns didn't vary. 

Standard deviation is a way of putting a fund's performance swings into a single number. For most funds, future monthly returns will fall within one standard deviation of its average return 68% of the time and within two standard deviations 95% of the time. 

Let's translate. Say a fund has a standard deviation of 4% and an average return of 10% per year. Most of the time (or, more precisely, 68% of the time), the fund's future returns will range between 6% and 14%--or its 10% average plus or minus its 4% standard deviation. Almost all of the time (95% of the time), its returns will fall between 2% and 18%, or within two standard deviations. 

Using standard deviation as a measure of risk can have its drawbacks. For starters, it's possible to own a fund with a low standard deviation and still lose money. In reality, that's rare. Funds with modest standard deviations tend to lose less money over short time frames than those with high standard deviations. For example, the range of standard deviations among ultra-short-term bond funds, which are undoubtedly the lowest-risk funds around, is a mere 0.1% to 1.3%, with an average of 0.7%. 

The bigger flaw with standard deviation is that it isn't intuitive. Sure, a standard deviation of 7% is obviously higher than a standard deviation of 5%, but are those high or low figures? Because a fund's standard deviation is not a relative measure--which means it's not compared to other funds or to a benchmark--it is not very useful to you without some context. 

So it's up to you to find an appropriate context for standard deviations. We suggest you start by looking at similar funds, those in the same category as the fund you're examining. At the end of November 1999, for example, the average large-growth fund carried a standard deviation of 24.8%, while the typical small-value fund's standard deviation was 19.4%. You can also compare a fund's standard deviation to that of its index. The S&P 500, a common benchmark for large-cap funds, for example, had a standard deviation of 21.3%. 

Beta 

Beta, meanwhile, is a relative risk measurement, because it depicts a fund's volatility against a benchmark. Morningstar calculates betas for stock funds using the S&P 500 index as the benchmark. We also calculate betas using what we call a fund's best-fit index, or the benchmark the fund behaves the most like. For bond funds, we use the Lehman Brothers Aggregate Bond index and best-fit indexes. 

Beta is fairly easy to interpret. The higher a fund's beta, the more volatile it is relative to its benchmark. A beta that is greater than 1.0 means that the fund is more volatile than the benchmark index. A beta of less than 1.0 means that the fund is less volatile than the index. 

In theory, if the market goes up 10%, a fund with a beta of 1.0 should go up 10%; if the market drops 10%, the fund should drop by an equal amount. A fund with a beta of 1.1 would be expected to gain 11% if the market rises by 10%, while a 10% drop in the market should result in an 11% drop by the fund. Conversely, a fund with a beta of 0.9 should return 9% when the market went up 10%, but it should lose only 9% when the market dropped by 10%. 

The biggest drawback of beta is that it's really only useful when calculated against a relevant benchmark. If a fund is being compared to an inappropriate benchmark, its beta is meaningless. When considering the beta of any fund, you should examine another statistic: R-squared, which you can find on a fund's Quicktake Report. The lower the R-squared, the less reliable beta is as a measure of the fund's volatility. The closer to 100 the R-squared is, the more meaningful the beta is. Gold funds, for example, have an average R-squared of just 3 with the S&P 500, indicating that their betas relative to the S&P 500 are pretty useless as risk measures. Unless a fund's R-squared against the index is 75 or higher, disregard the beta.

Quiz 

There is only one correct answer to each question.

1. What does standard deviation measure?


a. How spread out a fund's returns have been over a particular time period. 


 
b. How volatile a fund's returns have been versus a benchmark over a particular time period. 


c. How likely a fund is to lose money. 


2. A fund has a standard deviation of 10% and an average return of 12% per year. What does that mean?


a. 68% of the time, the fund's future returns will range between negative 8% and 32%. 


b. 95% of the time, the fund's future returns will range between negative 8% and 32%. 


c. 95% of the time, the fund's future returns will range between 2% and 22%.


3. To make the most of a fund's standard deviation, compare it with:


a. The fund's R-squared. 


b. The fund's beta. 


c. The standard deviations of other funds in its category.


4. A fund with a beta of 1.20 will do what if the market falls 10%?


a. Rise 20%.


b. Fall 20%.


c. Fall 12%.


5. You can draw the most accurate conclusions about the risks of which fund?


a. A fund with a beta of 1.10 and R-squared of 85.


b. A fund with a beta of 1.15 and an R-squared of 50.


c. A fund with a standard deviation of 20% and an R-squared of 95.


