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Market Seasonality — Historical Data, Trends & Market Timing

We are entering what has historically been the best season to be invested in the stock market. According to Ned
Davis Research if an individual invested $1,000 in the S&P 500 index from November 1% to April 30" every year from
1950 to 2006 — the ‘winter season’ — and held cash in their account for the remainder of each year the account would
be worth an astonishing $38,700 before tax considerations.

If, over the same 56 year period, an investor had invested the $1,000 in the S&P 500 index from May 1* to October
31% — the ‘summer season’ — and held cash in their account for the remainder of each year the account would be
worth $916. During that 56 year period an investor in the stock market using this seasonality strategy would have lost
money.

Historical market data indicates that all of an investor's gain would have been generated during the winter season’s
six months. Further, researchers have found that this seasonal impact is pervasive — present in numerous countries,
significant in size, and statistically robust over time.

Wall Street has long been aware of this seasonality trend, generating an old maxim to “sell in May and go away”.
Financial journalist Mark Hulbert recently discussed the topic:

The odds of success [in timing the market] would certainly not appear to be very high. After all, market
timers in general have very poor success rates, rarely doing better over the long term than simply
buying and holding. Why would we think that they can do any better timing their entries and exits in
October and April than in any other month of the year? . ..

Perhaps the most comprehensive review of its historical legitimacy appeared in the December 2002
issue of the prestigious academic journal, American Economic Review. It was reported there that in 36
of 37 countries studied, average stock market returns from Halloween through May Day (the so-called
"winter" months) were significantly higher than equity returns from May Day through Halloween (the
"summer months").

In fact, the study found, the summer months' returns have averaged so much less than those of
the winter months that almost all of the stock market's long-term returns have been produced
during the winter months. That implies that simply going to cash between May Day and Halloween
will have only minor impact on long-term returns while dramatically reducing risk -- a winning
combination that would show up in a much improved risk-adjusted performance.

The Halloween [seasonality] Indicator is thus in the rarefied ranks of those select few market
timing systems that truly appear to work. . .

Seasonality Impact International in Scope

The long term seasonality trend is not just apparent in the U.S. stock markets — it is international in scope. The U.K.’s
FTSE All-Share index, an index that tracks hundreds of companies traded on the London Stock Exchange and is
considered by some as one of the best measures of the London equity market, has exhibited a powerful seasonality
trend over the last forty years. The summer season returns of the All-Share index has outperformed the winter
season by roughly 12% per year during this four decade long period.

Over the last ten years (since 1997), the "Sell in May" strategy for the U.K. FTSE All-Share index has gained 95 per
cent, while the "Buy in May" strategy has lost 19 per cent. The All-Share is up 57 per cent for those who remained
continuously invested.



“This is not due to a few one-off events” according to an article in the Financial Times by journalist John Authers.
“Over every three-year and five-year period since 1980, these results have held good. Selling in May always wins.
This also holds true whether the money held out of the market is parked in bonds, or cash, or hidden under the
mattress.”

Recent Seasonality Data in the U.S. Markets

Because the long term seasonality trend appears to be robust and global in nature we expected investment
managers would have discovered these pricing patterns and exploited the market inefficiencies, thus reducing the
seasonality effect. We also expected the seasonality factor to apply more forcefully to the S&P 500 index — an index
of the stocks of larger more liquid companies held by many mutual and pension funds and one that is widely used as
a benchmark by active managers.

To test these expectations we examined the last eight years of market data, specifically the returns of the S&P 500
Index, the Russell 2000 Small Capitalization Index, the Dow Jones Industrial Index, and the Nasdaq Composite
Index.

We assumed that the investor was only invested in the market for the six-month winter or summer season. The
remainder of the year the individual was invested in cash, with no interest earned on the cash balance.

We found, somewhat to our surprise, that the seasonality factor was strong and clearly evident in the recent data —
and it appeared across all the market indexes we examined. A summary of our findings for the eight year period
ending November 1% is as follows:

$1,000 Investment Grows To

Imvestment period: Wyinter Season: | Summer Season: | Continuously
1141798 to 111707 Maov. to May Mlay to Moy, Invested
Russel 2000 index $2,014 $959 $1,932
Dow Jones Ind. index $1,336 $971 $1,298
S & P 500 index $1,235 $921 $1,137
Masdag Comp. index $1,051 $916 $962

Investors can gather several points from this eight year subset of market data:

e The seasonality factor was clearly evident during this time period in all the indexes we studied
e Returns from the winter season substantially exceeded those for the summer season for every index

¢ In each case, returns from the winter season exceeded the returns of being continually invested for the entire 12
months, before tax

Seasonality & Investment Strateqy

A simple strategy of entering the S&P 500 index on the first day of November and exiting on the first day of May
each year would have outperformed the total return of the S&P 500 Index during the last 8 years — as well as for the
last 56 years. The excess returns would have been generated with less market risk, since an investor would be in
cash for six months out of each year.

This is a remarkable finding when you realize that the majority of professional money-managers and mutual funds
are unable to match the performance of the S&P 500 index over the longer term.

If the market is as efficient as many claim, and if professional money managers as a group cannot consistently beat
the S&P 500 index over the longer term, the question we have as an investment manager is why does this
investment anomaly exist — and why is it so powerful?

One theory is that investors and institutions receive large amounts of cash every fall and allocate a portion of those
funds into the stock market. The cash comes in the form of dividend and capital gains distributions, year-end
contributions by employers or employees into their 401k plans, IRAs, and profit-sharing plans, and from annual
bonuses. It also comes from small businesses and partnerships that calculate their earnings for the previous year,
and distribute those assets to the owners during this period. Income tax refunds are also a source of cash.



The new funds being invested increase the demand for shares, propelling stock valuations higher in the fall and early
winter. By late spring those monies have been invested, and the demand for stocks decline during the summer
months.

Other theories, a bit less credible, attribute the performance differences to the fact that many financial managers are
less attentive to their portfolios during the summer. Or that the change in daylight hours makes the manager more or
less risk adverse, impacting returns. Others suggest most mergers and acquisitions are in the winter months, fueling
stock prices.

In the end numerous theories exist. Exactly why the seasonality impact occurs is still open to academic debate.

LSGI Fund & Seasonality Trends

With evidence of the strong seasonality bias across all the market indexes, we were curious if this seasonal pattern
also existed for the LSGI Venture Fund L.P. While we were aware of the seasonal nature of the market we had not
examined the data for trends in the LSGI portfolio due to the lack of enough six-month data points to draw any
reasonable conclusions.

Because we invest in the most inefficient, illiquid, and volatile part of the market on one hand we expected the trends
evident in the market for larger company stocks (such as those in the S&P 500 index) would be magnified in the
market for smaller company stocks.

On the other hand since our portfolio has not correlated closely with any of the indexes longer term, and the fact that
we are quantitatively oriented active portfolio managers, seasonality might have less of an impact on our portfolio
due to our managerial activities. From both a theoretical and practical standpoint we were curious if a ‘seasonality’
trend existed in LSGI Fund returns.

Examining the data from LSGI Fund from November 1, 1999 to date, using gross returns after all costs and
expenses but before the allocation of the annual performance incentive fee, we were surprised to find a relatively
large seasonality bias exists — in fact, an incredibly large bias. Data for the eight year period ending November 1% is
as follows:

$1,000 Investment Grows To

Imvestment period: Winter Season: | Summer Season: | Continuously
1141799 to 117107 Moy, to May May to Moy, Invested
LSGI Wenture Fund LP $5,357 $1,424 $7,629

Investors can gather several points from this eight year data subset:

e The seasonality factor was apparent during this time period for the LSGI portfolio
e LSGI Fund returns from the winter seasons substantially exceeded those for the summer seasons

e Unlike the major market indexes that we examined the LSGI portfolio returns from the winter season were
less than those obtained from being continually invested, before tax

e Unlike the major market indexes a party invested in the LSGI portfolio only in the summer would have had
positive returns — but not as positive as those generated in the winter season

Keep in mind the LSGI Fund was not fully invested in the market during the entire time period. When the portfolio is
not trending upward, and where the portfolio lags the long term 180 day average, we raise cash. In these situations
either the market is not in our favor or our decision making is flawed, so cash is the best option. For example, over
the last few months when the LSGI portfolio slumped we raised our cash balances in the LSGI portfolio to well over
20%.

We use a technical ‘signal’ to tell us when to raise cash and reduce our exposure to equities — it is very simple but
has been effective in limiting risk. When the LSGI portfolio lags behind the 180 day moving average we begin to
liquidate some of our stock positions.



Reviewing the number of times that signal has issued over the last 72 months uncovers an interesting pattern — far
more signals to raise cash have been generated in the summer months, a finding that is consistent with the findings
that returns have generally been weakest during the summer season.

LSGI Trend Signal To Raise Cash Levels

Imvestment period: Winter Season: | Summer Season:
1117017 to 111707 Moy, to May hlay to Moy,
LSGI Venture Fund LP 5 20

Investment Implications
In our opinion the investment implications of the seasonality effect are truly remarkable. Note several attributes of the

seasonality effect:

e The seasonality effect is present in both longer and shorter term market data, indicating the excess returns
have not been arbitraged away in recent years. In theory the excess returns from this effect can still be
exploited by active managers

e The size of the seasonality effect historically has been quite significant — larger than most other statistical
related impacts we have examined — and the impact compounds over time

e The seasonality effect is present in all the major market indexes that we examined, even in international
indexes, which indicates the effect is persistent, widespread and robust — regardless of the cause

e From the data it would appear that in general the more volatile the index or portfolio the more pronounced
the seasonality effect, at least over the last eight years. The Nasdaq Composite index is the exception - it
appears from the historical data the returns of that index in this period were distorted by the 2000 technology

bubble
Annual Returns - Invested 6 Months a Year

Investment period: Winter Season: | Summer Season: | Difference in

11199 to 11107 MNov. to May May to Moy, Returns
LSG] Venture Fund LP 23.3% 4.5% 18.8%
Russell 2000 index 9.2% -0.5% 9.7%
Dowy Jones Ind. index 3.7% -0.4% 4.1%
= & P 500 index 2.7% -1.0% 3.7%
MNasdag Comp. index 0.7% -1.1% 1.8%

If the historical seasonality trend continues, we would expect it to be more pronounced in the LSGI portfolio
than in the major market indexes since the LSGI portfolio is much more volatile than the major market
indexes

Keep in mind the eight years of data may not reflect long term trends and may not be statistically significant. The
time periods covered by the data include three very volatile periods — one was the technology bubble in 2000, the
events of September 11", and the energy spike after the hurricanes in 2005. These volatile periods will potentially
distort long term trends. The economy has not been through as many cycles as the 56 year period covered by the
Ned Davis Research database.

It is also important to note that in some years the ‘winter season’ produces sub-par or even negative results. It is the
cumulative impact on returns over time that is impressive. There is no guarantee that investors in a ‘winter season’
will generate gains — and in some cases investors lost money investing in stocks in this six-month period.



Summary

As an active portfolio manager using: (1) quantitative methods to identify attractive investment opportunities, with (2)
a well defined sell discipline, in (3) the most inefficient part of the market we assumed that the seasonality impact on
our portfolio would be minimal. We were wrong.

The winter six month period beginning November 1% generated annual returns 18.8% better than the summer period.
We would call this disparity ‘significant’.

Our study of historical data indicates that over the longer term the six ‘winter’ months will most likely be the most
productive period for LSGI investors from a total return standpoint. As financial journalist Mark Hulbert points out, the
“indicator is thus in the rarefied ranks of those select few market timing systems that truly appear to work.”



