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T
he P

ayoff to M
arket T

im
ing

In a 1986 article, a group of researchers raised the shackles of m
any an active

portfolio m
anager by estim

ating that as m
uch as 93.6%

 of the variation in
quarterly perform

ance at professionally m
anaged portfolios could be explained

by the m
ix of stocks, bonds and cash at these portfolios.

In a different study in 1992, S
hilling exam

ined the effect on your annual
returns of being able 

to 
stay 

out 
of the 

m
arket 

during 
bad 

m
onths. H

e
concluded that an investor w

ho w
ould have m

issed the 50 w
eakest m

onths of
the m

arket betw
een 1946 and 1991 w

ould have seen his annual returns alm
ost

double from
 11.2%

 to 19%
.

Ibbotson exam
ined the relative im

portance of asset allocation and security
selection of 94 balanced m

utual funds and 58 pension funds, all of w
hich had

to m
ake both asset allocation and security selection decisions. U

sing ten years
of data through 1998, Ibbotson finds that about 40%

 of the differences in
returns across funds can be explained by their asset allocation decisions and
60%

 by security selection.
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T
he C

ost of M
arket T

im
ing

In the process of sw
itching from

 stocks to cash and back, you m
ay m

iss the
best years of the m

arket. In his article on m
arket tim

ing in 1975, B
ill Sharpe

suggested that unless you can tell a good year from
 a bad year 7 tim

es out of
10, you should not try m

arket tim
ing. T

his result is confirm
ed by C

hua,
W

oodw
ard and T

o,  w
ho use M

onte C
arlo sim

ulations on the C
anadian m

arket
and confirm

 you have to be right 70-80%
 of the tim

e to break even from
m

arket tim
ing.

T
hese studies do not consider the additional transactions costs that inevitably

flow
 from

 m
arket tim

ing strategies, since you w
ill trade far m

ore extensively
w

ith these strategies. A
t the lim

it, a stock/cash sw
itching strategy w

ill m
ean

that you w
ill have to liquidate your entire equity portfolio if you decide to

sw
itch into cash and start from

 scratch again the next tim
e you w

ant to be in
stocks.
A

 m
arket tim

ing strategy w
ill also increase your potential tax liabilities. Y

ou
w

ill have to pay capital gains taxes w
hen you sell your stocks, and over your

lifetim
e as an investor, you w

ill pay far m
ore in taxes.
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M
arket T

im
ing A

pproaches

N
on-financial indicators, such as w

ho w
on the Super B

ow
l

T
echnical indicators such as price charts and trading volum

e.

M
ean reversion indicators, w

here stocks and bonds are view
ed as

m
ispriced if they trade outside w

hat is view
ed as a norm

al range.

M
acro econom

ic variables, such as the level of interest rates or the
state of the econom

y.

Fundam
entals such as earnings, cashflow

s and grow
th.
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N
on-financial Indicators

Spurious indicators that m
ay seem

 to be correlated w
ith the m

arket but
have no rational basis.

Feel good indicators that m
easure how

 happy are feeling - presum
ably,

happier individuals w
ill bid up  higher stock prices.

H
ype indicators that m

easure w
hether there is a stock price bubble.
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1. S
purious Indicators

T
here are a num

ber of indicators such as w
ho w

ins the Super B
ow

l
that claim

 to predict stock m
arket m

ovem
ents.

T
here are three problem

s w
ith these indicators:

•
W

e disagree that chance cannot explain this phenom
enon. W

hen you have
hundreds of potential indicators that you can use to tim

e m
arkets, there

w
ill be som

e that show
 an unusually high correlation purely by chance.

•
A

 forecast of m
arket direction (up or dow

n) does not really qualify as
m

arket tim
ing, since how

 m
uch the m

arket goes up clearly does m
ake a

difference.

•
Y

ou should alw
ays be cautious w

hen you can find no econom
ic link

betw
een a m

arket tim
ing indicator and the m

arket.
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2. F
eel G

ood Indicators

W
hen people feel optim

istic about the future, it is not just stock prices
that are affected by this optim

ism
. O

ften, there are social consequences
as w

ell, w
ith styles and social m

ores affected by the fact that investors
and consum

ers feel good about the econom
y.

It is not surprising, therefore, that people have discovered linkages
betw

een social indicators and W
all Street. Y

ou should expect to see a
high correlation betw

een dem
and at highly priced restaurants at N

ew
Y

ork C
ity (or w

herever young investm
ent bankers and traders go) and

the m
arket.

T
he problem

 w
ith feel good indicators, in general, is that they tend to

be contem
poraneous or lagging rather than leading indicators.
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3. H
ype Indicators

A
n exam

ple:  T
he “cocktail party chatter” indicator tracks three m

easures –
the tim

e elapsed at a party before talk turns to stocks, the average age of the
people discussing stocks and the fad com

ponent of the chatter. A
ccording to

the indicator, the less tim
e it takes for the talk to turn to stocks, the low

er the
average age of the m

arket discussants and the greater the fad com
ponent, the

m
ore negative you should be about future stock price m

ovem
ents.

T
here are lim

itations w
ith these indicators

•
D

efining w
hat constitutes abnorm

al can be tricky in a w
orld w

here standards and
tastes are shifting.

•
E

ven if w
e decide that there is an abnorm

ally high interest in the m
arket today and

you conclude (based upon the hype indicators) that stocks are over valued, there is
no guarantee that stocks w

ill not get m
ore overvalued before the correction occurs.

In other w
ords, hype indicators m

ay tell you that a m
arket is overvalued, but they

don’t tell you w
hen the correction w

ill occur.
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T
echnical Indicators

Past prices
•

Price reversals or m
om

entum

•
T

he January Indicator

T
rading V

olum
e

M
arket V

olatility

O
ther price and sentim

ent indicators
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1a. P
ast P

rices: D
oes the past hold signs for

the future?

P
riors

N
um

ber of occurrences
%

 of positive returns
A

verage return
A

fter tw
o dow

n years
19

57.90%
2.95%

A
fter one dow

n year
30

60.00%
7.76%

A
fter one up year

30
83.33%

10.92%
A

fter tw
o up years

51
50.98%

2.79%
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1b. T
he January Indicator

A
s January goes, so goes the year – if stocks are up, the m

arket w
ill be

up for the year, but a bad beginning usually precedes a poor year.

A
ccording to the venerable S

tock T
rader’s A

lm
anac that is com

piled
every year by Y

ale H
irsch, this indicator has w

orked 88%
 of the tim

e.

N
ote, though that if you exclude January from

 the year’s returns and
com

pute the returns over the rem
aining 11 m

onths of the year, the
signal becom

es m
uch w

eaker and returns are negative only 50%
 of the

tim
e after a bad start in January. T

hus, selling your stocks after stocks
have gone dow

n in January m
ay not protect you from

 poor returns.
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2a. T
rading V

olum
e

Price increases that occur w
ithout m

uch trading volum
e are view

ed as less
likely to carry over into the next trading period than those that are
accom

panied by heavy volum
e.

A
t the sam

e tim
e, very heavy volum

e can also indicate turning points in
m

arkets. For instance, a drop in the index w
ith very heavy trading volum

e is
called a selling clim

ax and m
ay be view

ed as a sign that the m
arket has hit

bottom
. T

his supposedly rem
oves m

ost of the bearish investors from
 the m

ix,
opening the m

arket up presum
ably to m

ore optim
istic investors. O

n the other
hand, an increase in the index accom

panied by heavy trading volum
e m

ay be
view

ed as a sign that m
arket has topped out.

A
nother w

idely used indicator looks at the trading volum
e on puts as a ratio of

the trading volum
e on calls. T

his ratio, w
hich is called the put-call ratio is

often used as a contrarian indicator. W
hen investors becom

e m
ore bearish,

they sell m
ore puts and this (as the contrarian argum

ent goes) is a good sign
for the future of the m

arket.



A
sw

ath D
am

odaran
13

2b. M
oney F

low

M
oney flow

 is the difference betw
een uptick volum

e and dow
ntick volum

e, as
predictor of m

arket m
ovem

ents. A
n increase in the m

oney flow
 is view

ed as a
positive signal for future m

arket m
ovem

ents w
hereas a decrease is view

ed as a
bearish signal.
U

sing daily m
oney flow

s from
 July 1997 to June 1998, B

ennett and Sias find
that m

oney flow
 is highly correlated w

ith returns in the sam
e period, w

hich is
not surprising. W

hile they find no predictive ability w
ith short period returns –

five day returns are not correlated w
ith m

oney flow
 in the previous five days –

they do find som
e predictive ability for longer periods. W

ith 40-day returns
and m

oney flow
 over the prior 40 days, for instance, there is a link betw

een
high m

oney flow
 and positive stock returns.

C
han, H

am
eed and T

ong extend this analysis to global equity m
arkets. T

hey
find that equity m

arkets show
 m

om
entum

 – m
arkets that have done w

ell in the
recent past are m

ore likely to continue doing w
ell,, w

hereas m
arkets that have

done badly rem
ain poor perform

ers. H
ow

ever, they find that the m
om

entum
effect is stronger for equity m

arkets that have high trading volum
e and w

eaker
in m

arkets w
ith low

 trading volum
e.
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3. V
olatility

-3.00%

-2.50%

-2.00%

-1.50%

-1.00%

-0.50%

0.00%

0.50%

1.00%

1.50%

2.00%

In period of change 
In period after

R
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4. O
ther Indicators

P
rice indicators include m

any of the pricing patterns that w
e discussed in

chapter 8. Just as support and resistance lines and trend lines are used to
determ

ine w
hen to m

ove in and out of individual stocks, they are also used to
decide w

hen to m
ove in and out of the stock m

arket.
Sentim

ent indicators try to m
easure the m

ood of the m
arket. O

ne w
idely used

m
easure is the confidence index w

hich is defined to be the ratio of the yield on
B

B
B

 rated bonds to the yield on A
A

A
 rated bonds. If this ratio increases,

investors are becom
ing m

ore risk averse or at least dem
anding a higher price

for taking on risk, w
hich is negative for stocks. A

nother indicator that is
view

ed as bullish for stocks is aggregate insider buying of stocks. W
hen this

m
easure increases, according to its proponents, stocks are m

ore likely to go
up. O

ther sentim
ent indicators include m

utual fund cash positions and the
degree of bullishness am

ong investm
ent advisors/new

sletters. T
hese are often

used as contrarian indicators – an increase in cash in the hands of m
utual funds

and m
ore bearish m

arket view
s am

ong m
utual funds is view

ed as bullish signs
for stock prices.
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M
ean R

eversion M
easures

T
hese approaches are based upon  the assum

ption that assets have a
norm

al range that they trade at, and that any deviation from
 the norm

al
range is an indication that assets are m

ispriced.

W
ith stocks, the norm

al range is defined in term
s of PE

 ratios.

W
ith bonds, the norm

al range is defined in term
s of interest rates.
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1. A
 N

orm
al R

ange of P
E

 R
atios

F
igure 12.2: P

E
 R

atio for S&
P

 500: 1960-2001
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2. A
 N

orm
al R

ange of Interest R
ates

W
hen changes in interest rates are regressed against the current level of

interest rates, there is a negative and significant relationship betw
een the level

of the rates and the change in rates in subsequent periods, i.e., there is a m
uch

greater likelihood of a drop in interest rates next period if interest rates are
high in this one, and a m

uch greater chance of rates increasing in future
periods if interest rates are low

 in this one.
U

sing treasury bond rates from
 1970 to 1995 and regressing the change in

interest rates (∆
 Interest R

ate
t ) in each year against the level of rates at the end

of the prior year (Interest R
ate

t-1 ), w
e arrive at the follow

ing results:
∆

 Interest R
ate

t  =
 0.0139 - 0.1456 Interest R

ate
t-1

R
2=

.0728
(1.29)

(1.81)
•

T
his regression suggests tw

o things. O
ne is that the change in interest rates in this

period is negatively correlated w
ith the level of rates at the end of the prior year; if

rates w
ere high (low

), they w
ere m

ore likely to decrease (increase). Second, for
every 1%

 increase in the level of current rates, the expected drop in interest rates in
the next period increases by 0.1456%

.
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F
undam

entals

T
he sim

plest w
ay to use fundam

entals is to focus on m
acroeconom

ic
variables such as interest rates, inflation and G

N
P grow

th and devise
investing rules based upon the levels or changes in m

acro econom
ic

variables.

Intrinsic valuation m
odels: Just as you value individual com

panies,
you can value the entire m

arket.

R
elative valuation m

odels: Y
ou can value m

arkets relative to how
 they

w
ere priced in prior periods or relative to other m

arkets.
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M
acroeconom

ic V
ariables

O
ver tim

e, a num
ber of rules of  thum

b have been devised that relate
stock returns to the level of interest rates or the strength of the
econom

y.

For instance, w
e are often told that it is best to buy stocks w

hen
•

T
reasury bill rates are low

•
T

reasury bond rates have dropped

•
G

N
P grow

th is strong
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1. T
reasury B

ill R
ates: S

hould you buy stocks
w

hen the T
.B

ill rate is low
?

Stock returns in follow
ing year

C
hange in T

.B
ill rate

N
um

ber of years
%

 of up years
A

verage A
nnual returns

D
rop by m

ore than 1%
10

70%
10.58%

D
rop betw

een 0 and 1%
24

75%
13.17%

Increase betw
een 0 and 1%

26
69.23%

11.94%
Incrase m

ore than 1%
13

61.54%
8.90%
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M
ore on interest rates and stock prices…

A
 1989 study by B

reen, G
losten and Jagannathan evaluated a strategy of

sw
itching from

 stock to cash and vice versa, depending upon the level of the
treasury bill rate and conclude that such a strategy w

ould have added about
2%

 in excess returns to an actively m
anaged portfolio.

In a 2002 study that does raise cautionary notes about this strategy, A
bhyankar

and D
avies exam

ine the correlation betw
een treasury bill rates and stock

m
arket returns in sub-periods from

 1929 to 2000.
•

T
hey find that alm

ost all of the predictability of stock m
arket returns com

es from
the 1950-1975 tim

e period, and that short term
 rates have had alm

ost no predictive
pow

er since 1975.

•
T

hey also conclude that short rates have m
ore predictive pow

er w
ith the durable

goods sector and w
ith sm

aller com
panies than they do w

ith the entire m
arket.
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2. T
. B

ond R
ates

F
igure 12.3:  T

.B
ond R

ates and S
tock R

eturns

R
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B
uy w

hen the earnings yield is high, relative to
the T

.B
ond rate..

E
arnings yield - T.B

ond
R

ate
N

um
ber of

years
A

verage
Standard
D

eviation
M

axim
um

M
inim

um
> 2%

8
11.33%

16.89%
31.55%

-11.81%
1 -2%

5
-0.38%

20.38%
18.89%

-29.72%
0-1%

2
19.71%

0.79%
20.26%

19.15%
-1-0%

6
11.21%

12.93%
27.25%

-11.36%
-2-1%

15
9.81%

17.33%
34.11%

-17.37%
< -2%

5
3.04%

8.40%
12.40%

-10.14%
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3. B
usiness C

ycles and G
N

P
 grow

th

F
igure 12.4: R

eal G
D

P
 G

row
th and S

tock R
etur

S
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R
eal G

D
P

 grow
th and S

tock R
eturns

R
eturns in N

ext Year

G
D

P
 A

nnual
G

row
th

N
um

ber of

years
A

verage
R

eturn

Standard deviation in

returns
B

est
Y

ear
W

orst
Y

ear
>

5%
23

10.84%
21.37%

46.74%
-35.34%

3.5%
-5%

22
14.60%

16.63%
52.56%

-11.85%
2-3.5%

6
12.37%

13.95%
26.64%

-8.81%
0-2%

5
19.43%

23.29%
43.72%

-10.46%
<

0%
16

9.94%
22.68%

49.98%
-43.84%

A
ll years

72
12.42%

19.50%
52.56%

-43.84%
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Intrinsic V
alue: V

aluing the S
&

P
 500

O
n January 1, 2001, the S&

P 500 index w
as trading at 1320. T

he
dividend yield on the index based upon dividends paid in 2000 w

as
only 1.43%

, but including stock buybacks (from
 2000) increases the

com
posite dividend yield (dividends +

 stock buybacks) to 2.50%
.

A
nalysts w

ere estim
ating that the earnings of the stocks in the index

w
ould grow

 7.5%
 a year for the next 5 years. B

eyond year 5, the
expected grow

th rate is expected to be 5%
, the nom

inal grow
th rate in

the econom
y.

T
he treasury bond rate w

as 5.1%
 and w

e w
ill use a m

arket risk
prem

ium
 of 4%

, leading to a cost of equity of 9.1%
:
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V
aluing the Index

 C
urrent dividends =

 2.50%
 of 1320 =

 33.00

E
xpected dividends in year 6 =

 $47.38 (1.05) =
 $49.74

T
erm

inal value of the index =

P
resent value of T

erm
inal value =

T
he value of the index can now

 be com
puted:

V
alue of index =

 Present value of dividends during high grow
th +

 P
resent

value of term
inal value =

 $32.52+
32.04+

31.57+
$31.11+

 $30.65+
 $785 =

 943

B
ased upon this, w

e w
ould have concluded that the index w

as over valued at
1320.

 
1

2
3

4
5

E
xpected D

ividends =
$35.48

$38.14
$41.00

$44.07
$47.38

P
resent V

alue =
$32.52

$32.04
$31.57

$31.11
$30.65
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H
ow

 w
ell do intrinsic valuation m

odels w
ork?

G
enerally speaking, the odds of succeeding increase as the quality of your

inputs im
proves and your tim

e horizon lengthens. E
ventually, m

arkets seem
 to

revert back to intrinsic value but eventually can be a long tim
e com

ing.

T
here is, how

ever, a significant cost associated w
ith using intrinsic valuation

m
odels w

hen they find equity m
arkets to be overvalued. If you take the logical

next step of not investing in stocks w
hen they are overvalued, you w

ill have to
invest your funds in either other securities that you believe are fairly valued
(such as short term

 governm
ent securities) or in other asset classes. In the

process, you m
ay end up out of the stock m

arket for extended periods w
hile

the m
arket is, in fact, going up.

T
he problem

 w
ith intrinsic value m

odels is their failure to capture perm
anent

shifts in attitudes tow
ards risk or investor characteristics. T

his is because so
m

any of the inputs for these m
odels com

e from
 looking at the past.
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R
elative V

aluation M
odels

In relative value m
odels, you exam

ine how
 m

arkets are priced relative
to other m

arkets and to fundam
entals.

W
hile it shares som

e characteristics w
ith intrinsic valuation m

odels,
this approach is less rigid, insofar as it does not require that you w

ork
w

ithin the structure of a discounted cashflow
 m

odel.

 Instead, you either m
ake com

parisons of m
arkets over tim

e (the S
&

P
in 2002 versus the S&

P in 1990) or different m
arkets at the sam

e point
in tim

e (U
.S

. stocks in 2002 versus E
uropean stocks in 2002).
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1. C
om

parisons across T
im

e

F
igure 12.5: S&

P
 500- E

arnings Y
ield, T

.B
ond rate and Y

ield spread
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M
ore on the tim

e com
parison…

T
his strong positive relationship betw

een E
/P

 ratios and T
.B

ond rates is
evidenced by the correlation of 0.6854 betw

een the tw
o variables. In addition,

there is evidence that the term
 structure also affects the E

/P ratio.

In the follow
ing regression, w

e regress E
/P ratios against the level of T

.B
ond

rates and the yield spread (T
.B

ond - T
.B

ill rate), using data from
 1960 to 2000.

E
/P

 =
 0.0188 +

 0.7762 T
.B

ond R
ate - 0.4066 (T

.B
ond R

ate-T
.B

ill R
ate)

R
2 = 0.495

n
(1.93)

 (6.08)
    (-1.37)

O
ther things rem

aining equal, this regression suggests that
–

E
very 1%

 increase in the T
.B

ond rate increases the E
/P ratio by 0.7762%

. T
his is not

surprising but it quantifies the im
pact that higher interest rates have on the PE

 ratio.

–
E

very 1%
 increase in the difference betw

een T
.B

ond and T
.B

ill rates reduces the E
/P

ratio by 0.4066%
.  Flatter or negative sloping term

 yield curves seem
 to correspond to

low
er P

E
 ratios and upw

ards sloping yield curves to higher PE
 ratios.
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U
sing the R

egression to gauge the m
arket…

W
e can use the regression to predict E

/P ratio at the beginning of
2001, w

ith the T
.B

ill rate at 4.9%
 and the T

.B
ond rate at 5.1%

.

E
/P

2000  =
 0.0188  + 0.7762 (0.051) – 0.4066 (0.051-0.049)

=
 0.0599 or 5.99%

PE
2000

Since the S&
P 500 w

as trading at a m
ultiple of 25 tim

es earnings in
early 2001, this w

ould have indicated an over valued m
arket.

=
=

=
1

E
/P

 
1

0.0599
16.69

2000
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2. C
om

parisons across m
arkets

C
ountry

P
E

D
ividend Yield

2-yr rate
10-yr rate

10yr - 2yr
U

K
22.02

2.59%
5.93%

5.85%
-0.08%

G
erm

any
26.33

1.88%
5.06%

5.32%
0.26%

F
rance

29.04
1.34%

5.11%
5.48%

0.37%
S

w
itzerland

19.6
1.42%

3.62%
3.83%

0.21%
B

elgium
14.74

2.66%
5.15%

5.70%
0.55%

Italy
28.23

1.76%
5.27%

5.70%
0.43%

S
w

eden
32.39

1.11%
4.67%

5.26%
0.59%

N
etherlands

21.1
2.07%

5.10%
5.47%

0.37%
A

ustralia
21.69

3.12%
6.29%

6.25%
-0.04%

Japan
52.25

0.71%
0.58%

1.85%
1.27%

U
nited States

25.14
1.10%

6.05%
5.85%

-0.20%
C

anada
26.14

0.99%
5.70%

5.77%
0.07%



A
sw

ath D
am

odaran
35

A
 closer look at P

E
 ratios

A
 naive com

parison of PE
 ratios suggests that Japanese stocks, w

ith a
PE

 ratio of 52.25, are overvalued, w
hile B

elgian stocks, w
ith a P

E
ratio of 14.74, are undervalued.

T
here is, how

ever, a strong negative correlation betw
een PE

 ratios and
10-year interest rates (-0.73) and a positive correlation betw

een the P
E

ratio and the yield spread (0.70).

A
 cross-sectional regression of P

E
 ratio on interest rates and expected

grow
th yields the follow

ing.
P

E
 =

 42.62 – 360.9 (10-year rate) +
 846.6 (10-year – 2-year )   R

2=
59%

(2.78)
(-1.42)

(1.08)
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P
redicted P

E
 R

atios

C
ountry

A
ctual P

E
P

redicted P
E

U
nder or O

ver V
alued

U
K

22.02
20.83

5.71%
G

erm
any

26.33
25.62

2.76%
France

29.04
25.98

11.80%
Sw

itzerland
19.6

30.58
-35.90%

B
elgium

14.74
26.71

-44.81%
Italy

28.23
25.69

9.89%
Sw

eden
32.39

28.63
13.12%

N
etherlands

21.1
26.01

-18.88%
A

ustralia
21.69

19.73
9.96%

Japan
52.25

46.70
11.89%

U
nited States

25.14
19.81

26.88%
C

anada
26.14

22.39
16.75%
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A
n E

xam
ple w

ith E
m

erging M
arkets

C
ountry

P
E

 R
atio

Interest R
ates

G
D

P
 R

eal G
row

th
C

ountry R
isk

A
rgentina

14
18.00%

2.50%
45

B
razil

21
14.00%

4.80%
35

C
hile

25
9.50%

5.50%
15

H
ong K

ong
20

8.00%
6.00%

15
India

17
11.48%

4.20%
25

Indonesia
15

21.00%
4.00%

50
M

alaysia
14

5.67%
3.00%

40
M

exico
19

11.50%
5.50%

30
P

akistan
14

19.00%
3.00%

45
P

eru
15

18.00%
4.90%

50
P

hillipines
15

17.00%
3.80%

45
S

ingapore
24

6.50%
5.20%

5
South K

orea
21

10.00%
4.80%

25

T
hailand

21
12.75%

5.50%
25

T
urkey

12
25.00%

2.00%
35

V
enezuela

20
15.00%

3.50%
45
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E
stim

ating P
redicted P

E
 ratios

T
he regression of PE

 ratios on these variables provides the follow
ing –

P
E

 =
 16.16 – 7.94 Interest R

ates +
 154.40 R

eal G
row

th - 0.112 C
ountry R

isk

(3.61)
(-0.52)

(2.38)
(-1.78)

 R
2=

74%

C
ountries w

ith higher real grow
th and low

er country risk have higher
PE

 ratios, but the level of interest rates seem
s to have only a m

arginal
im

pact. T
he regression can be used to estim

ate the price earnings ratio
for T

urkey.
•

P
redicted PE

 for T
urkey =

 16.16 – 7.94 (0.25) +
 154.40 (0.02) - 0.112

(35) =
 13.35

•
A

t a P
E

 ratio of 12, the m
arket can be view

ed as slightly under valued.
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D
eterm

inants of S
uccess at using

F
undam

entals in M
arket T

im
ing

•
T

his approach has tw
o lim

itations:
•

S
ince you 

are 
basing your 

analysis 
by 

looking at the 
past, 

you 
are

assum
ing that there has not been a significant shift in the underlying

relationship. A
s W

all Street w
ould put it, paradigm

 shifts w
reak havoc on

these m
odels.

•
E

ven if you assum
e that the past is prologue and that there w

ill be
reversion back to historic norm

s, you do not control this part of the
process..

H
ow

 can you im
prove your odds of success?

•
Y

ou can try to incorporate into your analysis those variables that reflect
the shifts that you believe have occurred in m

arkets.

•
Y

ou can have a longer tim
e horizon, since you im

prove your odds on
convergence.
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T
he E

vidence on M
arket T

im
ing

M
utual Fund M

anagers constantly try to tim
e m

arkets by changing the
am

ount of cash that they hold in the fund. If they are bullish, the cash
balances decrease. If they are bearish, the cash balances increase.

Investm
ent N

ew
sletters often take bullish or bearish view

s about the
m

arket.

M
arket Strategists at investm

ent banks m
ake their forecasts for the

overall m
arket.
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1. M
utual F

und C
ash P

ositions

F
igure 12.6: M

utual F
und C

ash H
oldings and Stock R

eturns
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T
actical A

sset A
llocation F

unds: A
re they better

at m
arket tim

ing?

P
erform

ance of U
nsophisticated Strategies versus A

sset A
llocation F

unds
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2. Investm
ent N

ew
sletters

C
am

pbell and H
arvey (1996) exam

ined the m
arket tim

ing abilities of
investm

ent new
sletters by exam

ining the stock/cash m
ixes recom

m
ended in

237 new
sletters from

 1980 to 1992.
•

If investm
ent new

sletters are good m
arket tim

ers, you should expect to see the
proportion allocated to stocks increase prior to the stock m

arket going up. W
hen

the returns earned on the m
ixes recom

m
ended in these new

sletters is com
pared to a

buy and hold strategy, 183 or the 237 new
sletters (77%

) delivered low
er returns

than the buy and hold strategy.
•

O
ne m

easure of the ineffectuality of the m
arket tim

ing recom
m

endations of these
investm

ent new
sletters lies in the fact that w

hile equity w
eights increased 58%

 of
the tim

e before m
arket upturns, they also increased by 53%

 before m
arket

dow
nturns.

•
T

here is som
e evidence of continuity in perform

ance, but the evidence is m
uch

stronger for negative perform
ance than for positive. In other w

ords, investm
ent

new
sletters that give bad advice on m

arket tim
ing are m

ore likely to continue to
give bad advice than are new

sletters that gave good advice to continue giving good
advice.
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S
om

e hope? P
rofessional M

arket T
im

ers

Professional m
arket tim

ers provide explicit tim
ing recom

m
endations

only to their clients, w
ho then adjust their portfolios accordingly -

shifting m
oney into stocks if they are bullish and out of stocks if they

are bearish.
 A

 study by C
hance and H

em
ler (2001) looked at 30 professional

m
arket tim

ers w
ho w

ere m
onitored by M

oniR
esearch C

orporation, a
service m

onitors the perform
ance of such advisors, and found evidence

of m
arket tim

ing ability.
 It should be noted that the tim

ing calls w
ere both short term

 and
frequent. O

ne m
arket tim

er had a total of 303 tim
ing signals betw

een
1989 and 1994, and there w

ere, on average, about 15 signals per year
across all 30 m

arket tim
ers. N

otw
ithstanding the high transactions

costs associated w
ith follow

ing these tim
ing signals, follow

ing their
recom

m
endations w

ould have generated excess returns for investors.
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3. M
arket S

trategists provide tim
ing advice…

F
irm

                      
Strategist          

Stocks
 B

onds
 C

ash
A

.G
. E

dw
ards          

M
ark K

eller          
65%

20%
     15%

B
anc of A

m
erica      

T
om

 M
cM

anus          
55%

       40%
      5%

B
ear S

tearns &
 C

o.   
L

iz M
acK

ay           
65%

       30%
      5%

C
IB

C
 W

orld M
arkets S

ubodh K
um

ar         
75%

       20%
      2%

C
redit Suisse         

T
om

 G
alvin           

70%
       20%

     10%
G

oldm
an Sach &

 C
o.

A
bby Joseph C

ohen    
75%

       22%
      0%

J.P. M
organ          

D
ouglas C

liggott     
50%

       25%
     25%

L
egg M

ason          
R

ichard C
ripps       

60%
       40%

      0%
L

ehm
an B

rothers    
Jeffrey A

pplegate    
80%

       10%
     10%

M
errill L

ynch &
 C

o.
R

ichard B
ernstein    

50%
       30%

     20%
M

organ Stanley       
S

teve G
albraith      

70%
       25%

      5%
Prudential              

E
dw

ard Y
ardeni       

70%
       30%

      0%
R

aym
ond Jam

es        
Jeffrey Saut         

65%
       15%

     10%
Salom

on Sm
ith 

John M
anley          

75%
       20%

      5%
U

B
S W

arburg        
E

dw
ard K

erschner     
80%

       20%
      0%

W
achovia               

R
od Sm

yth            
75%

       15%
      0%
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B
ut how

 good is it?

A
nnual R

eturn from
 M

arket Strategists' M
ixes: 1992-2001
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M
arket tim

ing S
trategies

A
djust your m

ix of assets, allocating m
ore than you norm

ally w
ould

(given your tim
e horizon and risk preferences) to m

arkets that you
believe are under valued and less than you norm

ally w
ould to m

arkets
that are overvalued.

Sw
itch investm

ent styles and strategies to reflect expected m
arket

perform
ance.

Shift your funds w
ithin the equity m

arket from
 sector to sector,

depending upon your expectations of future econom
ic and m

arket
grow

th.

Speculate on m
arket direction, using either financial leverage (debt) or

derivatives to m
agnify profits.
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1. A
sset A

llocation C
hanges

T
he sim

plest w
ay of incorporating m

arket 
tim

ing 
into investm

ent
strategies is to alter the m

ix of assets – stocks, cash, bonds and other
assets – in your portfolio.

 T
he lim

itation of this strategy is that you w
ill shift part or all of your

funds out of equity m
arkets if you believe that they are over valued

and can pay a significant price if the stock m
arket goes up. If you

adopt an all or nothing strategy, shifting 100%
 into equity if you

believe that the m
arket is under valued and 100%

 into cash if you
believe that it is overvalued, you increase the cost of being w

rong.
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2. S
tyle S

w
itching

T
here are som

e investm
ent strategies that do w

ell in bull m
arkets and

others that do better in bear m
arkets. If you can identify w

hen m
arkets

are overvalued or undervalued, you could shift from
 one strategy to

another or even from
 one investm

ent philosophy to another just in tim
e

for a m
arket shift.

G
row

th and sm
all cap investing do better w

hen grow
th is low

 and
w

hen the yield curve is dow
nw

ard sloping.
K

ao and S
hum

aker estim
ate the returns an investor w

ould have m
ade

if she had sw
itched w

ith perfect foresight from
 1979 to 1997 from

value to grow
th stocks and back for both sm

all cap and large cap
stocks. T

he annual returns from
 a perfect foresight strategy each year

w
ould have been 20.86%

 for large cap stocks and 27.30%
 for sm

all
cap stocks. In contrast, the annual return across all stocks w

as only
10.33%

 over the period.
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3. S
ector R

otation
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4. S
peculation

T
he m

ost direct w
ay to take advantage of your m

arket tim
ing abilities

is to buy assets in a m
arket that you believe is under valued and sell

assets in one that you believe is over valued.

It is a high risk, high return strategy. If you are successful, you w
ill

earn an im
m

ense am
ount of m

oney. If you are w
rong, you could lose it

all.
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C
onnecting M

arket T
im

ing to S
ecurity S

election

Y
ou can be both a m

arket tim
er and security selector. T

he sam
e beliefs

about m
arkets that led you to becom

e a security selector m
ay also lead

you to becom
e a m

arket tim
er. In fact, there are m

any investors w
ho

com
bine asset allocation and security selection in a coherent

investm
ent strategy.

T
here are, how

ever, tw
o caveats to an investm

ent philosophy that
includes this com

bination.
•

T
o the extent that you have differing skills as a m

arket tim
er and as a

security selector, you have to gauge w
here your differential advantage

lies, since you have lim
ited tim

e and resources to direct tow
ards your task

of building a portfolio.
•

Y
ou m

ay find that your attem
pts at m

arket tim
ing are under cutting your

asset selection and that your overall returns suffer as a consequence.  If
this is the case, you should abandon m

arket tim
ing and focus exclusively

on security selection.


