
NORTH AMERICAN STOCK MAR-
KETS have taken on a change in
character over the past few years.

I believe that this change could
have a profound effect upon the
returns that investors can expect
over the next several years.

The current market bears a
strong resemblance to the 17-year
period between 1965 and 1982. 

During that time, the Dow was
in a def ined range, which was
capped at 1000 on the upside.
Aside from dividends, investors in
a portfolio that resembled the Dow
would have realized minimal gains.

It may be of interest to note
that markets had experienced four
other sideways periods over the
past one hundred and twenty five
years, which can be seen on the
graph I’ve included on the follow-
ing page, The Dow Jones Industri-
al Average – 125 years.

I believe that we are experi-
encing another prolonged non-
trending period, similar to that of
1966 to 1982.

The current market has had an
upper range or “ceiling” of
11,700 on the Dow (although we
did experience a breakout from
that range in 2006 that held until
late 2007) and a lower range or
“floor” of about 7000 since 1998.

The high volatility since 1998
has been similar to the large swings
seen in the 1966 to 1983 period.

How long could the current side-
ways market continue? That is a dif-
ficult call to make. However, anoth-

er four to six years may be possible,
given the following factors.

Interest rates and inflation
Stock and bond markets are

affected by interest rates and
inflation.

Low rates help stimulate the
economy and encourage investors
who might normally buy fixed-
income securities to take on more
risk through stock investing.

High inflation tends to push
interest rates up, and can have a
long-term negative impact on the
economy and stock markets.

While the Federal Reserve
Board has eased rates in the short
term to stimulate the economy,
the long-term secular decline in
interest rates that began in 1981
(when interest rates fell from over
18 per cent to current rates of
near zero) may be nearing an end.

As governments continue to print
money in order to stave off further
meltdown in the markets, one has to
wonder what the negative effect on
inflation will be in the longer run.

P/E ratios
While forward price-to-earn-

ings, or p/e ratios on Canadian
and U.S. markets may make mar-
kets appear cheap, historical data
provided in the recent Financial
Post Magazine suggests that for-
ward earnings projections are
more often than not overstated.
Trailing p/e ratios, on the other
hand, look at history (reality!).

Robert Shiller of Yale Universi-
ty has created an inflation-adjust-
ed trailing p/e ratio.
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When the Shiller p/e ratio gets
to around 24 or higher, it tends to
signal a market correction.

The 2007 market bubble was
characterized by the Shiller p/e
moving into the high 20’s.

At the time of writing, the
Shiller p/e sits just under 22. Mar-
kets are not yet ready for a crash,
but they are not cheap, according
to this accurate indicator.

Shift in securities
Over the last two decades,

money has been flowing out of
fixed-income securities (i.e. GICs,
term deposits, T-bills, etc.) and into
the stock market. This shift into
equity markets has ebbed recently.

A decline in net cash flow in the
market going forward may limit
equity price growth and favour
higher volatility at the same time.

Information access
In recent years, access to

financial information from busi-
nesses, analysts and the media has
grown to gigantic proportions
with the advent of the Internet
and sweeping reforms to U.S. cor-
porate disclosure laws.

These events now allow virtual-
ly any investor instantaneous

availability to a vast array of opin-
ions and data at next to no cost. 

Retail investors reacting to this
barrage of information, combined
with the short-term investment
habits of hedge funds, will likely
continue to foster record levels of
volatility on our markets.

Purchasing power
A reduction in consumer pur-

chasing power due to job losses
and the recent deterioration of
investment portfolio valuation
may stave corporate prof its,
which ultimately drive stock
prices – this is the infamous “neg-
ative wealth effect.”

Pressure on spending
Levels of consumer, corporate

and government debt per capita
not seen since pre-crash 1929 will
put further pressure on spending,
adding to the stress upon corpo-
rate profits.

Some liken the current eco-
nomic reality in North America
(and much of the developed
world) to that of Japans over the
past 20 years.

A high debt/GDP ratio has
coincided with the Nikkei 225
index remaining below 20,000

(with a downward sloping bias)
since the early 1990’s.

Five steps to help you
invest in today’s market

☛ Step 1: Hold short-termed
fixed income securities.

An investor’s overall strategic
mix between stocks, bonds and
cash should be the cornerstone to
any portfolio.

For longer than I can recall, I
have insisted on holding a fairly
substantial weighting in short- to
mid-term f ixed-income invest-
ments for clients of our wealth
management services.

Long bonds probably don’t
make sense at this point in the
interest rate cycle.

I also hold an element of infla-
tion adjusted bonds through the
iShares DEX Real Return Bond
index (XRB-TSX, $22.23).

If you believe that the current
governments’ money-printing
policies may lead to eventual
inflation, this is a good hedge. A
rule of thumb that I like to follow
is to place your age, as a percent-
age of your portfolio, into fixed
income.

Thus a 60-year-old
investor might hold 60 per
cent of their portfolio in
bonds and other f ixed-
income securities. I’ve come
across too many investors
who are overexposed to equi-
ty, especially in light of cur-
rent market conditions.

If you believe that you
hold too much equity, I
believe that markets will pro-
vide an opportunity to lessen
equity exposure over the next
six months.

Technical indicators that I
follow currently suggest that
reasonable targets are 11,500
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to 12,000 for the Dow and 13,500
to 14,000 for the S&P TSX 300.

At that point, selling equity and
rebalancing one’s portfolio will
likely make sense, given the long
range “ceiling” I have previously
discussed, and the potential for
valuations to reach unsustainable
levels in the coming months.

☛ Step 2: Hold some gold.
Diversification is the name of

the game lately – lest we get caught
holding too much of the wrong sec-
tor or asset class at the wrong time.

Gold tends to act as a hedge
against inflation and a declining
U.S. dollar. Inflation may be
looming, and a further decline in
the U.S. greenback is quite possi-
ble, given some of the factors I’ve
discussed previously.

I should note here that I believe
gold is a bit overbought at this time,
and may take a breather for a while.

Consider buying gold on a cor-
rection. Gold may be a screaming
buy at or near US$1260/oz. Com-
modity ETF’s such as the SPDR
Gold Trust (NYSE-GLD,
$131.92) or Horizons BetaPro
Comex Gold Single ETF (TSX-
HUG, $13.94) play the commodi-
ty, while iShares TSX Global
Gold ETF (TSX-XGD, $25.04)
plays the gold stocks.

I should disclose here that Val-
ueTrend Wealth Management
holds XGD.

☛  Step 3: Buy predictable
stocks.

Predictability of earnings
growth is the single most important
screen I use when analyzing cur-
rent and potential stock candidates.

In times of rapid market
swings, often led by sudden revi-
sions in earnings estimations, it is
becoming increasingly important
to own only those stocks with
highly predictable earnings
growth profiles.

For example, our managed
account currently holds Canadi-
an National Railway (TSX-CNR,
$66.74) and Teva Pharmaceuti-
cals (NYSE-TEVA, $51.24), both
of which have illustrated a very
smooth earnings growth pattern
over the past five or more years.

To illustrate the effectiveness
of embracing high predictability
of earnings, both of these stocks
experienced about one-half of the
downside of the overall markets
during the 2008 markdown.

☛ Step 4: Sell when the time
is right.

Let me emphatically state: buy
and hold is dead! If the Dow
approaches the top of its 10 plus

year trading range at around
11,500 to 12,000, consider reduc-
ing your exposure to stocks.

That’s why I love ETF’s – you
can trade an ETF according to the
cycles and trends that you observe
without falling in love with the
story of a “good company.”

It will never hurt you to hold
some cash when market valuations
are getting frothy and near the top
of their technical trading ranges.
But it can hurt you a lot by failing
to sell when the time is right.

☛ Step 5: Control your invest-
ment costs.

Much has been written of the
negative effect that high invest-
ment costs and management fees
have on the performance of
investment products and services. 

So, not to belabor the point,
let me just say that in times of
lower potential returns on the
stock market, an extra percentage
point in costs has proportionately
that much more downside on
your portfolio. ▼

Keith Richards may hold positions in the
securities mentioned in this article. The
opinions expressed are those solely of
Keith Richards and may not necessarily
reflect that of Worldsource Securities, its
employees or affiliates. The contents are
for information purposes only and do not
represent investment advice.
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