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Volatility

AS econamic uncertainty increases o does the volatility of the finsncial markets. The storm clouds over Europe
during 200 | demansirsted the troth of that observation. Esch bit of news aver resalving the sovereign debl crisis
seemed 1o inspire o strong market response. Bloomberg.com has reported that the S&F 500 climbed 3% in o single
day on 36 occasions since the collapse of Lehman Brothers, or about once & manth. Compare that 10 the nine yeirs
before that turning pont, with just 27 days with a 3% up move, about once every three months.

Whit's an investor (o do shoul rising volatility? For many investors, the answer is, not much. Ideally. ong
wants 1o be in the market on the up days and out on the down days_ In reality, no one can cull those davs scourately
in advance. Acsdemic studies have shown that most of the gains in the stock murket ocour on just afew twading
days. The risk of heing out of the market on gosd days outweighs the reward of avoiding the losers and the
transaction costs of munaging the process:

The historical record

Business professor Fuvier Estrada of the IESE Business Schoel in Barcelona, Spain, quantified the effect that
exceptional days can have on investment returns. He studied the Dow Jones Industrial Average for the period from
191} through 2000 Looking at the best 100 trading davs, the lowest refurn was 3.9 stundard devistions above the
mean. Statisticbms will tell vou that data suggest such s return should be seen once in 83 vears —yet thal return or
better occurred 100 times in the course of the smdy.

To translate Estrada’s tindings into dollurs, SHH invested in the DILA @ the beginning of 1900 would have
rown 10 525 746 by the end of 2006, However, If the investor had missed just the ten best davs of those 107 yeurs,
the investment would have grown o onby 39008, a reduction of 653% . Miss the 20 best davs. und the portfolio
would have grown o only 54 313, Finally. missing the 100 best davs of the 29,190 in the perigd under smdv, one-
third of one percent of the tading davs. wounld have resulted in a loss of capital. as the terminal wealth would have
been just S83.

Of course, there are exceptional davs on the downside as well, a5 Esmradia documents. I vou hid kept all the
brest davs and aviided just the ten worst days. lerminal wealth would have jumped to 578,781, It vou had socurately
predicted the 100 worst days and avoided them, your SHKF woulkd have grown to an astonishing 511,198 734!

And it's oo just the U_S_ stock market that exhibits such behavior., BEstrada went on o document & imilar
results in foreign markets as well. He concludes: “A negligible proporion of days determines: o massive creation or
destruction of wedlth. The odds sgainst successiul market timing are just stiggering.”

Lessons for investors

What can investors take away from studies such as these?

= Tl costs and risks of trying f time the marker probaiy are larger than the potential benefite. Acwdemic
studizs of retrns are imherently artificial and end © everstate renrns becanse they do ool facior in ransaction costs
or taxes. Thus, the case against market timing is likelv even stronger than suggested by Professor Estrada)

= Cher the fong ferm, the stock marker as balaneed the negative and positive abnormeal days. Past
performance does not guarantee future tesults. but, overall, stocks have outperformed all other investment classes.

= Diversiffcation may help moderate the impact of exceptional days. On aday when the stock macket overall
is-down. some stocks are. nevertheless. up. Stack selection matters. The bond murket doesn’t always move in
lockstep with the stock nurket. so an allocation to this asset class also may reduce the impact of daily swings.
Kezping some cash on hand may help the investor westher a rough patch, or even tike slvantage of opporunitizs
thist arise.
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