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“Compound interest is the eighth wonder of the world. He who understands it, earns it…he who 

doesn’t…pays it” 

- Albert Einstein 

 

March 24, 2014 

 
Clear Harbor Flash – Compound Interest, the Eighth Wonder of the World: 

We often receive questions from current and potential clients about our view on the importance of 
making large asset allocation changes with the goal of “timing” the market. Investors often ponder, “If I 
had just sold everything before the tech bubble burst or before the commencement of the economic 
crisis in 2008”…which, while a perfectly sensible thought in hindsight, is just that; the benefit of 
hindsight. While our investment methodology includes tactically tilting portfolios towards asset classes 
which our investment team believes offer compelling risk / rewards at any given point in time, more 
significant alterations in our client asset allocations based on “timing the market” have never served as a 
proverbial arrow in our strategy quiver. 

To better illustrate the point as to why “market” timing is a difficult, if not an impossible strategy to 
implement over time, we recently back tested a theoretical model of three individuals with varying 
abilities to “time” the market: 

1. The “Perfect” Market Timer: The “Perfect” Market Timer begins working in January 1972 and 
retires in December 2013. He earns $100,000 per annum and saves $10,000 of his income every 
year. He is perfect in predicting long term market bottomsi

 

, only investing his accumulated 
savings when he has identified a change in the long term trend. In the absence of investing in 
the market, he lets his savings accumulate in a checking account with a 2% annual interest rate.  

2. The “Perfectly Unlucky” Timer: The “Perfectly Unlucky” Market Timer begins working in January 
1972 and retires in December 2013. He earns $100,000 per annum and saves $10,000 of his 
income every year. He is perfectly unlucky in his market timing ability; he only invests his 
accumulated savings at interim topsii

 

 in the market. In the absence of investing in the market, he 
lets his savings accumulate in a checking account with a 2% annual interest rate.  

http://www.clearharboram.com/�


 
 

 
 Visit our web site: www.ClearHarborAM.com or call us at +1 (212) 867-7310 
 
        Clear Harbor Asset Management, LLC | 420 Lexington Avenue, Suite 2006, New York 10170 

3. The Slow and Steady Investor: The Slow and Steady Investor also begins working in January1972 
and retires in December 2013. Like his two co-workers, he also earns $100,000 per annum and 
saves $10,000 of his income every year. However, unlike his colleagues, the Slow and Steady 
Investor invests his savings into the market in equal, monthly installments.  

Back Test Results: 

The results of the back test, unsurprisingly, show that the “Perfect” Market Timer, with perfect foresight 
of the future, generated better investment (return on capital invested) performance than either of his 
colleagues: 

Investor: 
Cumulative 

Savings 

Cumulative 
Investment 

Return 

Annualized 
Investment 

Return 
The "Perfect" Market Timer  $   414,247  9511.3% 11.6% 
The "Perfectly Unlucky" Market Timer  $   414,247  5353.1% 10.1% 
The Slow and Steady Investor  $   414,247  6327.6% 10.5% 

 

Looking more closely, we see that perfect market timing added between 1.1% and 1.5% to annualized 
investment returns for the Perfect Market timer. On the surface, it appears the Perfect Market timer has 
enjoyed great success in timing the market, has dramatically outperformed his colleagues and thus will 
retire with substantially larger retirement savings. However, when viewed in the context of cumulative 
portfolio returns measured in dollars, rather than percentage returns, the results look dramatically 
different: 

Investor: 

Ending 
Portfolio 
Value 

$ Return 
From 
Investing & 
Interest 

Cumulative $ 
Return as % of 
Amount Saved 

Annualized 
Return on 
Savings 
Invested 

The Perfect Market Timer  $ 3,843,034   $ 3,428,788  827.7% 5.2% 
The Perfectly Unlucky Market Timer  $ 3,292,647   $ 2,878,401  694.9% 4.8% 
The Slow and Steady Investor  $ 7,772,951   $ 7,358,704  1776.4% 7.2% 

 

As we can see from above, despite being perfectly prescient in his market timing ability, the Perfect 
Market Timer has a cumulative portfolio value substantially lower than the Slow and Steady Investor, 
despite having a higher return on capital deployed.  By consistently investing his savings into the market 
in regular intervals, the Slow and Steady Investor has more of his savings exposed to the long run market 
return, and thus is able to earn a higher rate of “earnings on earnings”, or compound interest. As such, 
the return that truly matters in the long run, the dollar returns earned on cumulative savings is between 
2.0% and 2.4% higher, on an annualized basis, than his colleagues.  
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Conclusion 

As our simplified back test has shown, a strategy of “market timing”, even when well executed over a 
long run, can lead to a substantially lower cumulative portfolio value than a simple dollar-cost averaging 
approach.  In short, for most investors the number that matters most, a consistent savings rate, will 
matter far more in the long run than attempting to time the markets ebbs and flows. Additionally, an 
asset allocation that is carefully constructed and a portfolio risk profile that has the greatest potential to 
achieve a client’s long term goals with acceptable levels of volatility can outpace even the best of 
market timers.   

In a future weekly flash, we will attempt to demonstrate how a different timing strategy, periodic 
rebalancing, can potentially add expected returns to a portfolio. 

 

Disclosure: 

Clear Harbor Asset Management, LLC (“Clear Harbor”) is an SEC registered investment adviser with its principal 
place of business in the State of New York.  Clear Harbor and its representatives are in compliance with the current 
notice filing requirements imposed upon registered investment advisers by those states in which Clear Harbor 
maintains clients.  Clear Harbor may only transact business in those states in which it is notice filed, or qualifies for 
an exemption or exclusion from notice filing requirements.   

The material contained herein is intended as a general market commentary. The commentary may contain general 
information and views that are not directly relevant to your particular account and may differ from those of other 
employees and affiliates of Clear Harbor Asset Management LLC. The information contained herein should not be 
construed as personalized investment advice.  Past performance is no guarantee of future results.  Information 
presented herein is subject to change without notice and should not be considered as a solicitation to buy or sell 
any security.  Any comparison to an index, including the S&P 500 and Russell 2000, is for comparative purposes 
only.  An investment cannot be made directly into an index, which are unmanaged and do not reflect the 
deduction of advisory fees.  This brochure is limited to the dissemination of general information pertaining to its 
investment advisory services.  The current account composition is intended for informational purposes and 
allocations are subject to change. 

For information pertaining to the registration status of Clear Harbor, please contact Clear Harbor or refer to the 
Investment Adviser Public Disclosure web site (www.adviserinfo.sec.gov).  For additional information about Clear 
Harbor, including fees and services, send for our disclosure statement as set forth on Form ADV from Clear Harbor 
using the contact information herein.  Please read the disclosure statement carefully before you invest or send 
money. 

                                                            
i For the purpose of our back test model, we have included September 1974, November 1987, September 2002 and February 2009 as major 
market bottoms. 
 
ii For the purpose of our back test model, we have included December 1972, August 1987, December 1999 and October 2007 as major market 
tops. 
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