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Purpose: the present paper atms to formulate a market timing strategy intended for all-world stock indices
which be capable of dominating the benchmarks.

Design / Methodology / Approach: with respect to the previous papers by the same authors, the present

study conjugates more factors within the proposed active strategy: volatﬂity, sentiment and momentum.

Findings: the proposed market timing stratey is backtested on 17 stock indices and in most of the cases
1s capable of dominating a buy—and—hold position on said indices; in few cases it delivers just a much
better risk-adjusted performance. The overperformance downgrade due to the transaction cost is assessed
by means of a sensitivity analysis whose outcome is encouraging and confirms the viability of the strategy

even for wide BidAsk-spread ETFs and little Asset Under Management (AUM).

Practical Implications: the backtesting sample is large enough to support statistical evidence; on the
grounds of a paired I-tailed T-test, it is possible to generalise the active strategy overperformance to any

equity ETFs regardless of the geographical exposition and the volatility bucket.

Originality and Value: with respect to the current academic literature, the distinctive feature of the
proposed market timing strategy is that it conjugates more factors at the same time; besides, contrarily
from almost all the academic models, the strategy in question is definitely cost-effective and applicable to
an extremely wide set of securities, namely to all-world stock indices. By resorting to this strategy, it is

possible to dominate the MSCI ACWI (All-Country World Index).
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The present study is aimed at superseeding the active strategy by Colecchia & Prandi [1] suitable for stock
indices which conjugates the benefits of volatility portfolios, formulated by Moreira & Tayler [4], with
those provided by sentiment indicators such as the ZEW, initially observed by Homolka & Pavelkova
[S]. As regards the ZEW-like sentiment indicators, it is worth mentioning that the NFP is adopted as the
gauge of the SP500 sentiment since its semantic is similar to that of the ZEW: a positive reading indicates
prospected economic growth whereas a negative reading heralds a forthcoming economic downturn.

Within the context of the present empirical study the active strategy in question is furtherly refined by
considering, in addition to the volatility and the sentiment, the stock index momentum too; to these
regards, the strategy formulated in this paper capitalises on the momentum strategy proposed by Colecchia
& Prandi 2] which in turn exploits the price level, in accordance with George & Hwang [3] findings but
with a different timeframe (monthly) and periodicity.

The active strategy hereby formulated, whose purpose is to dominate the benchmark, is meant to fit any
equity ETF thus it is backtested on the most important stock indices of the world in order to provide
evidence of its generalised overperformance. The generalisation above mentioned is supported by
statistical inference on the grounds of the outcome of a paired I-tailed T-test conducted on the 17 stock
indices subjected to the strategy backtesting.

In order to backtest the active strategy on as many stock indices as possible, the authors of this paper have
relaxed some constraints, namely those regarding the availability of the sentiment index and of the
availability of the implied volatility (IV). The sentiment index has been merely disregarded when
unavailble whereas the IV has been replaced with the predicted volatility estimated with a TGARCH
model, a model proposed by Glosten-Jagannathan-Runkle [7] and assessed by Prandi & Colecchia on the
GCC stock indices [6].

Contrarily from the most of the academic papers on Asset Management, the present paper encompasses
a (transaction) cost sensitivity analysis aimed at ascertaining the viability of the proposed strategy for real
life securities and financial markets. According to Zakamulin [8], within the context of said sensitivity
analysis, point estimates are replaced with wide ranges of values for the relevant cost parameters — the
BidAsk spread and the incidence of the fixed per-transaction fees — on the grounds of the fact that these
parameters may differ significantly depending on the type of investor, the custodian, the broker and the
Asset Under Management (AUM). The sensitivity analysis makes possible to ascertain whether the active
strategy keeps on being preferable to the passive strategy even assuming an unfavourable operating context

characterised by a micro AUM and huge BidAsk spreads.
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