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Abstract

Researchers and practitioners have devoted considerable attention to devising
market-timing strategies as potential value-enhancement tools. The success of
such active or tactical asset allocation strategies is dependent on their ability to
capture either inefficiencies, to the extent that they exist, or disequilibria
associated with changes in the investor opportunity set. Much of the equity-style
timing literature focuses on the shifting between pairs of risky assets or between
one risky and one riskless asset class, using a binomial approach. This paper
develops a multinomial timing model based on macroeconomic and fundamental
public information using Frank Russell large-cap and small-cap style indexes. We
model four different market segments simultaneously. Out-of-sample tests

demonstrate that active multi-style rotation strategies can be devised that
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outperform the best performing buy-and-hold portfolio. The profitability of such

strategies is robust to reasonable levels of transaction costs.
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Notes

1. Inception date of the Frank Russell Company style indexes.

2. ETFs provided by Barclay Global Fund Advisors: iShares Russell 1000 Value
(IWD), iShares Russell 1000 Growth (IWF), iShares Russell 2000 Value (IWN),
and iShares 2000 Growth (IWO).

3. See, for example, Ferson and Harvey (1994), Solnick (1993), Jensen, Mercer,
and Johnson (1996), Chan, Karceski and Lakonishok (1998), Copeland and
Copeland (1999), Kao and Shumaker (1999), Levis and Liodakis (1999), Kao
and Shumaker (1999), Copeland and Copeland (1999), Avramov (2002), Black
(2002), and Resnick and Shoesmith (2002).

4. All of the variables are in the information set of the investor at time t, for
projecting the probabilities of t+1. Hence, there is no look ahead bias in the

model.
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5. This variable is the Conference Board announcement of the change in the
consumer confidence index. It is the announced estimate for month t less the
estimate of month t—1 as reported at month t. For the CPI, the variable used
for time t is the announced level at month t, which actually corresponds to the

level of the CPI at t—1, less that of the previous month.

0. The geometric mean difference between the long-term government bond and
US 30-day T-bills returns.

/. The difference between the earnings to price ratio (E/P) of the S&P500 and

the long-term government bond yield.

8. The geometric mean difference between long-term corporate and government

bond returns.

Q. We have also performed the analyses for various alternative definitions of bull
and bear markets, including the bull (bear) market definitions suggested: that
is, when the market excess return (S&P500 return less the one-month t-bill
rate) is positive (negative), the market is characterised as a bull(bear) market;
the extreme bull (bear) market definition is also used: a market is an extreme
bull (bear) market when the market excess return is greater (less than) than
the mean plus (minus) 0.5 standard deviations. Using these definitions, the
default model performs very well relative to the S&P and the momentum
strategies during the up and extreme up market periods; its performance is
similar to the S&P, and considerably better than the momentum strategies
during down market periods, and better than the S&P and the momentum
strategies during extreme down markets: these results are available from the

authors on request.

10. Approximately 2.4 times more.

11. In order to test whether logit probabilities are different across the asset



12.

13.

14.

15.

classes, we estimated several models imposing probability cutoffs. Results
show that default strategy does as well as other cutoff strategies. The results

of this exercise are available from authors upon request.

As a further check of the performance of the style investment strategies, we
also looked at the simple small cap vs large cap and the value vs growth
dichotomies. Based on the Russell 1000 (2000) index as the benchmark
large-cap (small-cap) portfolios, the terminal wealth on a $100 investment in
January 1984 to December 2000 would have been $1253.99 ($579.76)
corresponding to a monthly return of 1.022 per cent (0.86522 per cent).
Using the Fama-French Value vs Growth benchmarks, we note that the
terminal wealth on a $100 investment in the Fama-French Value (Growth) in
January 1984 to December 2000 would have been $1,136.08 ($1,172.253)
corresponding to a monthly return of 1.19838 per cent (1.21392 per cent). It
is interesting to note that none of these style portfolios performs as well as
the S&P500, let alone the default strategy.

First-year trading costs amount to 27 bps (25 bps for buying a 100 per cent of
the index selected by our model and 2 bps for selling 4 per cent of the

portfolio at the end of June).

Computed as : 0.08™50 bps=4 bps.

The full specification of the updated model is available on request. The
elasticity estimates are fairly similar to those of the earlier specification for
the common variables that appear, although in the more recent period, both
consumer confidence changes and inflation changes (as captured by changes
in the CPI) now have negative elasticities on the log odds of the large-cap
value portfolios. Also, a positive effect of the lagged equity risk premium for
the large-cap value portfolio is indicative of a mild momentum effect for the

more recent period.



16. We also compared the default strategy (of choosing the asset class with the
highest ex ante probability) with two momentum strategies, consistent with
Jegadeesh and Titman, Carhart, and others. Momentum 1(2) is formed as the
portfolio in which the investor invests 100 per cent in month ¢ in the asset
class that performed best in the previous year (month t—1); the default
model has the investor place 100 per cent in the asset class with the highest
ex ante probability each month; cut-35-Lg-Sqg is the trading rule: if (Prob
t+1>0.35) for one or more of the indices, then invest 100 per cent in the
index with the highest conditional probability; or else if (Prob t+1<0.35),
invest 50 per cent in both the Russell 1000 Growth index and the Russell
2000 Growth index.
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