CAMBRIDGE ASSOCIATES LLC

EUROPEAN MARKET COMMENT
THE PERILS OF MARKET TIMING

July 2004

Robert Lang
Rowan Harmer

Copyright © 2004 by Cambridge Associates LLC. All rights reserved.

This report may not be displayed, reproduced, distributed, transmitted, or used to create derivative works in any
form, in whole or in portion, by any means, without written permission from Cambridge Associates LLC (“CA”).
Copying of this publication is a violation of federal copyright laws (17 U.S.C. 101 et seq.). Violators of this
copyright may be subject to liability for substantial monetary damages. The information and material published
in this report are confidential and non-transferable. This means that authorized members may not disclose any
information or material derived from this report to third parties, or use information or material from this report,
without prior written authorization. An authorized member may disclose information or material from this report
to its staff, trustees, or Investment Committee with the understanding that these individuals will treat it confidentially.
Additionally, information from this report may be disclosed if disclosure is required by law or court order, but
members are required to provide notice to CA reasonably in advance of such disclosure. This report is provided for
informational purposes only. It is not intended to constitute an offer of securities of any of the issuers that are
described in the report. This report is provided only to persons that CA believes to be “Accredited Investors” as
that term is defined in Regulation D under the Securities Act of 1933. When applicable, investors should
completely review all Fund offering materials before considering an investment. No part of this report is intended
as a recommendation of any firm or any security. Factual information contained herein about investment firms
and their returns which has not been independently verified has generally been collected from the firms themselves
through the mail. CA can neither assure nor accept responsibility for accuracy, but substantial legal liability may
apply to misrepresentations of results delivered through the mail. The CA manager universe statistics, including
medians, are derived from CA’s proprietary database covering investment managers. These universe statistics and
rankings exclude managers that exclude cash from their reported total returns, and for calculations including any
years from 1998 to the present, those managers with less than $50 million in product assets. Returns for inactive
(discontinued) managers are included if performance is available for the entire period measured. Performance
results are generally gross of investment management fees. CA does not necessarily endorse or recommend the
managers in this universe.



C A

CAMBRIDGE ASSOCIATES LLC

The Perils of Market Timing

The argument for market timing is quite powerful—in theory, of course. Successful market timing,
defined here as aggressively shifting from equities to cash, and vice versa, to attempt to capture or miss the
best and worst of times, can allow investors to earn substantial returns and avoid precipitous falls. It is in the
implementation, however, where the case falls apart, for history has shown that it is difficult for a market
timer to outperform a buy-and-hold portfolio.

As shown in Tables A-D, U.K. equity returns have tended to be concentrated in very short time
horizons. Whether an investor participates in or misses only a handful of days or months can make an
enormous difference for future returns. A small error in timing can be quite costly.

In the 10,284 trading days since 1964, when our daily data for the All-Share begin, the index posted
an average annual compound return (AACR) of 13.2% through the end of May 2004 (Table A). Investors
failing to participate in the ten best-performing days, would have lost nearly 2 percentage points of AACR,
earning 11.4%; missing the largest 20 days would have produced a 10.0% AACR, while missing the best 30
days would have generated an 8.8% AACR. Investors missing the best year over this 40-year period would
have seen a 10.3% AACR,; top two years, 9.5%; and top three years, 8.6%.

Alternatively, potential returns would have been considerably higher if the worst periods were
avoided over this 40-year interval (Table B). For example, investors that were out of the market in the ten,
20, or 30 worst days would have enjoyed an AACR ranging from 15.3% to 18.0%, which translates into
cumulative wealth totals of £264.5 to £479.5 from a £1 investment at the start of the period.

Similarly, portfolio values would have changed dramatically for investors missing the best and/or
worst years from 1900 to 2004 (Tables C and D). For example, an investment of £1 in U.K. equities in 1900
would have compounded at an average annual rate of 9.3% to reach £8,852.4 through December 31, 2003.
Investors missing the best-performing year, 1975, would have earned only 8.4%, while their cumulative
wealth would have grown to £4,044.7—Iless than half of that earned by buy-and-hold investors.

Given that returns tend to be concentrated in very short time periods, it begs the question whether the
investor, or manager, has the skill to jump in and out of the equity market with enough consistency to
outperform a buy-and-hold portfolio. Because the risk level of holding equities changes and investors can
find the risks associated with holding them uncomfortable at times (e.g., when valuations are high relative to
historical norms) it is sensible to limit exposure to any one type of equity investment. However, given the
low probability of successfully timing the market, we would recommend instead that investors hold highly
diversified portfolios of equities, and rebalance assiduously in order to mitigate the risk of any one position.

European Market Comment 1 July 2004



C A

CAMBRIDGE ASSOCIATES LLC

Table A

MARKET TIMING—MISSING THE BEST DAYS AND YEARS

Compound Returns (%)
31 December 1964 - 31 May 2004

14.0 - 13.2%

11.4%

12.0 1

10.0%

10.0 4

8.8%

8.0 1

AACR (%)

6.0

4.0 4

2.0 4

0.0

FTSE All-Share Less 10 Biggest Days Less 20 Biggest Days Less 30 Biggest Days

Cumulative Wealth (£)
One Pound Invested
1 January 1964 - 31 May 2004

140.00 1 £127.61

120.00

100.00 A

80.00

60.00 4 £50.62

£33.93

Cumulative Wealth (£)

40.00 -
£22.82
20.00 -

0.00

FTSE All-Share Less 1975 Less 1975 and 1977 Less 1975, 1977, and 1968

Source: Thomson Datastream.
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Cumulative Wealth (£)

AACR (%)

20.0 -
18.0 -~
16.0 ~
14.0
12.0 4
10.0 -~
8.0
6.0
4.0 1

2.0 1

Table B

MARKET TIMING—MISSING THE WORST DAYS AND YEARS

Compound Returns (%)
31 December 1964 - 31 May 2004

18.0%
16.7%

15.3%

13.2%

0.0

600.00 1

500.00

400.00

300.00

200.00

100.00 A

FTSE All-Share Less 10 Worst Days Less 20 Worst Days Less 30 Worst Days

Cumulative Wealth
One Pound Invested
1 January 1964 - 31 May 2004

£479.47

£370.74

£264.50

£127.61

0.00

FTSE All-Share Less 1974 Less 1974 and 1973 Less 1974, 1973, and 2002

Source: Thomson Datastream.
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Table C

MARKET TIMING—MISSING THE BEST YEARS

Compound Returns (%)
1 January 1900 - 31 December 2003

10.0 - 9.3%
8.4%
8.0%
7.7%
S
=4 4
& 5.0
<
<
0.0
U.K. Equities Less 1975 Less 1975 and 1959 Less 1975, 1959, and 1977
Cumulative Wealth (£)
One Pound Invested
1 January 1900 - 31 December 2003
10,000.00 -
£8,852.38
8,000.00 -
S
=
= 6,000.00 4
o
3
(0]
i £4,044.69
é 4,000.00 4
3 £2,612.07
2.000.00 £1,751.17
0.00
U K. Equities Less 1975 Less 1975 and 1959 Less 1975, 1959, and 1977

Sources: FTSE International Limited, Global Financial Data, and Thomson Datastream.
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Table D

MARKET TIMING—MISSING THE WORST YEARS

Compound Returns (%)
1 January 1900 - 31 December 2003

12.0 ~

11.09
10.6% o

10.2%

10.0 - 9.3%

8.0

6.0

AACR (%)

4.0

2.0

0.0
U.K. Equities Less 1974 Less 1974 and 1973 Less 1974, 1973, and 2002

Cumulative Wealth
One Pound Invested
1 January 1900 - 31 December 2003
45,000.00 -

40,000.00 4 £38,313.67

35,000.00 1

£29,625.77
30,000.00 -

25,000.00 1
£21,136.23

20,000.00 4

Cumulative Wealth (£)

15,000.00 -

10,000.00 - £8,852.38

5,000.00 4

0.00

U.K. Equities Less 1974 Less 1974 and 1973 Less 1974, 1973, and
2002

Sources: FTSE International Limited, Global Financial Data, and Thomson Datastream.
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