The Kase Dev-Stop SM —

Accounting for Volatility, Variance and

Skew in Managing Trading Risk
by Cynthia Ann Kase — MTA (USA)

introduction

Having started cut as a fundamental trader for a majer oif
compoany, | never gave much thought o trade mara:&
ment in my early years. Once a trade was taken anc a

siop favel agreea upon, trades were generally alloweq ‘o
run untii either the stop was hit or profit taken at a ore-
agreed leve:. Drawdowns Were never a concern as o ng

as the irace was above b regk-avan.

As | learnzd to trage zet,nmuaﬂv, Hfocused on trade oppor-
tunity idenuficanon and trade emry as these areas were
empnasized in the literature and other material | st digg.
However. once | made the transition to trading purely cn a
tecnnical basis, | found monitonng fmy trades. deating with
reversais and exiting trades as challenging i not more sg
than the initial part of the process. Thus ; my interest in risk
management ang exit techniques was roused. This inter-
est «nd dissatisfaction with ex1= ung siop tecnniques leg 1o
the development of the Dev-3 top.:

Use of Existing Stop Methods

My first sten in using stons was simple: to select a fxen
value which empiricaily mads sense, and in comoinaucn
with Fibgnnacs retracement 'sveis, emptoy & traiiing stcc
Having racec only the contracts of the energy Compiex.
was falrly easv 10 get a fee! for what the magniuae of the
stops showd be. For cruae ol ‘or exampie. 3 stop i1 ‘me
150 25 cent range on 15 1o 20 minute nars was usuaily
sufficient. =owever, all changed in the summer ‘of 1983
As voiatility increased to record ‘evels, .t necame ciear
that sicps maa (o be scaled ‘or volatility.

By that tmse. | hag iearmed from Perry Kauiman s book’
that volauilly could te wewea dxrferemw than the way 1
which optons folks aefine i1, { thus began 10 use three wery
simple gelintions of volatlity: high - low »czam’x*v the true-
range. anc ciose-io-close volatlily, Also, hom Books o3y
Wellis ‘Milcar ana Richarg Booxstaber i reaq about
volatilily sysiems. Althougn ooin volauiiy sysiems were
Dreserted as sion-anu-reverse systems, ! threw oul the
"ANQ IEVErSE JOrucn and just useda the Stop.

Wilder/Bookstaber Valatility System:
Buy if the ciose rises by more than k*TRaverage from

the orevicus cicse

Seif if the ciose fals oy more than k° TRaverage from
. the previcus ciose
! Both men recommended a factar of ahout 3 for the

muftipter
First Pass at a Trating Siep
Stop Long wnen Price = {Trade Hign - x"TRaverage)

+ Scaled for Vouatility

Thus. ™y next stec tevend fixed-vaiue *rain ng stops Wwas
10 set & SIOT equal 15 a facicr imes the True Sa angs .

i found three maic
manner:
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2) Volatility as used in the volatility-stop method is

age volatility. Although it expreeses the generar 7 g' :sa
volatility environment, it coes not account for vanance :q
volatility, that is the degree of point-to-point vana jonin the
volatility.

ai is, there '3 no direc:

3} The stop is not quantifiable. thar |
statistical way 12 measure the odds of "e'm sSloooen out
with a steg of a particuiar magniuge,

My dissatisiaction ultimately ied to the ces: ar. of the Cav-
Stou which scales for volatil ity and vanance, ang ‘s cis-
played at three differant levers to account for VaYINgG mar-
ket conditions. The daveioprment process. suocorn

researcn and finoings are discussed in the faliow YINg S8¢-
tions.

1[}

Variance

Before gesigning a stop which accounts for
waned to ccnmm that vanance was actually stgmnc“rt
order o do this. | down-loadea true- -fange aata intg £ :3’
ana drew up distnbution charts of the rue-rgngs 1o Mes-
sure the degree of vanance (expressed as standare dev.-

ation mathematcally).

vanianrce.,

Then | compared the variance 11 consseutive run
For exampie. | compared the reiationsni ool e
centile reaorr*g In one censecutive set of 1000 3
bars of WTI  gata. to the next con isecutive sar ¢f 1000
of WTI data. over 100.000 bars. and again downlo
the resuits inte Excel, and pct eq a distnbuton o
degree of vanance.

Charts One A, B and C are typical of the shape of volaih-
ty distrioution chians. Chart One 4 shows datly S&F True
Range from June 1974 to September 1902, The readings

range from a minmum reading of a 50 cants o0 over 5
$6.50. Chants B and C show the range volatlity s
8xpresseq as a percentage of the mean .bw dafirtor
100%:. For two different tme frames, we can sge nar

R,h
only do we sulf get wide variation from the mean. Dut thar
ine degree of varanon s different on e two diferan
charts.

CHART TWO
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Chart Two evailuates the nercent or angﬂ "1 re ?ag
of the 85th percentle (‘D':enanon nastg D bar
atve g the mean. “ersus ine same value tnithe ”ex[

i m
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1000 conseculive bars. The mean sifferenca in this vawe
IWINCE rougnlY COTTESOSNgE 10 the Value wrnien wolid ke
Shtaingg at one stanaare WEVIALON spove the Tean o3
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ana the regar., var:es greattv most of me reammga ety

S&r falling between 65.and 85%

ang *'nuat be accoumed dor it we »msh our szc:s to__

'“breame ‘with'chdnges in market conditions.

Tha Dev-SEOp '(ﬁrst:pass}’

dewatic'ns auzcmatically accoums for varrance ang arcws

| based the Dev—qtop on & 2-bat reversaf my thmﬂmgi’f "
wanted 10 aiiow. tha market o.7everse far 2
bars: aimpst unger all crrcumszaﬂces ar fegst on.a stopiis

heingthatil

of Botty mgn s, lowest of hoth ;aws; Note that me :
“Higtwiow range may besubstituted for short bars.

2. Caleulate Moving Average ot ?T}ue Ranges, -ATF%‘,‘ )

-3 Ca icliate Stanﬁam Dawax:an of True Range
T SbhEY :

S Dev Sios Reversai Vafue . ATR + {4 (SDE‘ i

5 Dev stop Long = Trade High "DDE‘]

DeviSlop Sincrt = Trade Low + DDEV

'means Ihat 95" A ouservatton

-and 15% apove. o1

“"v--u—-n

717 GIRETIWDTaS, we **avp a'1gischarte
o Dema qoage J7Gut 00 any & Dar reversar winicn mige

gam g ;1; as;.umet & nc'ma.' ot = B ol e

‘As canbe-ssenin the Dav-Slop algorithim, dlandard devi-
ations. at three fevats are -used. The agaphcanon of e

aver ine mam ndea is w use ﬂ'e ihree 1evens as fol!ows

‘ ’Three Level Stop
L LS sanv inths

vaarrow Slog.. ! standard deviation.
trade {prior 10-break aven) and ate.in’the irage
when ingications :arethat'a major reversal or end: ol

trend iS imminent.

Memum Siop: Use as an :ntermemate stop -t fight:

= e 4pon irade-size aunng pcssm & reversas.
w;de !oo Use mast of the tims,

‘The Dev- Siop at this: naint in-its development soived: af!
thrae: ma;or ob[ecnona fhad toithe eartier stop designs in
thaz i ’

1 accounts for vanance

2. COMes in! th' diffsrant: leve;s o aecount: ‘cr diffarent.
{ traning conditions.:and

3. is quantifigble ‘in 'erms ofithe % uname of "emg

stoopec out

However anew pmb!em 21058 durmg ?he de've'(mmﬂr‘t
stags, This'is the prablem, af nght hand skew,

Theﬁev.»S_top-Carrected for R;gm-nand Skew

Looking ai the. vota:fhty distribulian cbans apy

easily’seen that all tha chars have'a lohg pxtended raghze
arm. This js called 1 ght-hand skew. The reasonihat this
exists ts that volatility 5 bounded by zero {prce can not
change less than not at ali}‘gn the ieft, and iheorencany pa
arfinity: for fimiti-on the upside, As nas been observed by
many. breakouts and reversals are ofen. accompantsc Dy
micreases in volatlity, which causs abnormally.fong bars,
{# call these bars “stray builels” beecause -although the:
-0dds of being Rit.by them dre low they are degab/ ‘0 the
unprotected).

I #o6es Aot make - sense to: ‘make stops: sowias as o
accommaodate e one i 1000 high volatlity.bar, However
i appsarg from gbrerving. 'h# diswibation char Hhat an

agcm iRt Tor .grt rang-skew s caligator, agdifion. inmy
2w tradimyg: Hiouna atthe 1hirg siangarg ceviaten gien
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