
T
h e  S & P  5 0 0  r e
cently broke out
t h r o u g h  o v e r
head resistance,

and is  decidedly  in  a
bullish trend. Further-
more, I have observed the
formation of a potential
“cup with handle” bottom
formation over the period
from May 2010 to December on
that index. Cup with handle for-
mations are relatively rare bottom
patterns, but when found, they are
fairly reliable indicators of upside
potential. Thus, I remain bullish
on current stock markets from a
technical perspective. 

However, two developments
suggest that a short-termed retreat
for this index may occur in January.
First, there was a divergence be-
tween the S&P, which made a new
high in December, and the 14-day
RSI oscillator, which failed to make
a new high at the same time. Diver-
gences of this kind can indicate a
pending correction for the markets. 

Next, some sentiment indica-
tors suggest that there may be a
short-termed pullback pending for
the markets. Sentimentrader.com
tracks a sentiment indicator called
the Equity Hedging Index. Accord-
ing to Jason Goepfert (the web-
site’s founder) this index takes into
account the following ways that
most speculators would hedge
against a market decline:

1. Raise cash;
2. Buy put options;
3. Trade an inverse ETF or mu-

tual fund;
4. Sell short futures contracts;
5. Buy credit default swaps.
The Index looks at each of the

measures above and compares cur-
rent levels to historical averages.
The more they show hedging be-
havior, the higher the EHI would go,
and vice-versa. This indicator, as are
most sentiment indicators, is a con-

trarian indicator. If traders
are not hedging against a
market decline, this usual-
ly indicates that they are
“too bullish,” and a correc-
tion may be pending. Ac-
cording to Mr. Goepfert,
equity-hedging activity is
at a record low. This may
suggest markets are due

for a correction.
Given the seasonal strength,

strong market trend and the recent
breakout by the S&P 500, it is my
opinion that any corrective action
in the coming weeks will be short
lived. Perhaps as you read this ar-
ticle, the markets will have already
begun correcting. 

For the time being, we can con-
tinue to “buy on the dips” if we are
holding cash. The market has some
reasonable upside potential over
the winter months — probably
right out to the spring of this year. 

However, I must caution that
fundamental valuations and
longer-term technical patterns will
eventually influence upside poten-
tial. Longer term, I am concerned
about the significant overhead
technical resistance between 1400-
1500 for the S&P 500 and 14,000-
15,000 for the TSX, as well as the
lofty price-earnings ratios markets
appear to be heading towards. 

These factors will eventually
lead us into an investment climate
with more risk than reward poten-
tial — but for the time being, I am
investing with a bullish bias.

Let’s get back to the near-term
potential for a correction and look
at a strategy to profit by what will
be several more months of upside
thereafter. 

One of the sectors leading the
charge in the later part of 2010 was
the energy sector. Technically, oil
is near the top of a 12-month chan-
nel — see the chart on page 6  with
the channel drawn for oil from

June 2009 to present. 
Channels help to identify

trends, and the use of the upper
and lower bands gives traders ideas
as to when prices are becoming
overbought or oversold relative to
the trend. It remains to be seen if oil
will break and then hold above the
top of the current trend channel.
For the time being, we should con-
sider taking profits at or near the
top of the channel and buying back
in near the bottom of the channel. 

The big move on oil since August
coincides with the energy stocks
currently being at the top of their
valuation range. Although I am pri-
marily a “technical” analyst, it is im-
portant to review the fundamentals
when watching the markets as an-
other “tool” for your toolbox. 

We can use price\earnings ra-
tios on the TSX as one way to look
at how cheap, or expensive, the
market is. The higher the PE, the
more expensive the market is.
Consensus forward earnings are
currently valuing the overall TSX at
a PE ratio of around 15. The
S&P/TSX energy sector has a cur-
rent forward PE ratio of nearly 20
(versus 15.4 back in August). The
energy sector appears overvalued,
at least from this perspective.

From a seasonal investing per-
spective, energy stocks will often
underperform in 2011 into late
February. Given all of these factors
(high PE ratios, high trading price
relative to a trend channel, weak
seasonal factors) I am watching the
energy sector to see if it will stage a
pullback in the coming months to
a more attractive buy point. 

If energy stays strong, I still have
some exposure to the sector
through the S&P/TSX 60 index ETFs
that I hold in my managed-equity
accounts. But my bet is that the sec-
tor may be ready for a pullback
soon. It is my opinion that the en-
ergy sector may lead a short-termed

correction in January, which will in
turn provide some excellent entry
points for both that sector and the
broad markets in general. 

A good trading strategy to con-
sider might be to stay invested in
seasonally strong sectors such as
information-technology and con-
sumer-discretionary stocks as
mentioned in my previous col-
umn. I like ETFs, and two worth re-
viewing are the i-Shares S&P/TSX
Technology ETF (XIT-TSX, $7.55 )
and the SPDR Consumer Discre-
tionary ETF (XLY-NYSE, $37.67). 

Should the markets correct in
January as I suspect, consider buy-
ing into broad indexes such as the
iShares S&P/TSX 60 Index Fund
(XIU-TSX, $19.23) or Horizons Be-
taPro S&P/TSX 60 version (HXT-
TSX, $10.90) at that time. U.S. in-
dexes can be acquired with curren-
cy hedging through the BMO ETFs
(ZUE-TSX, $19.71), Horizons Be-
taPro S&P500 (HXS-TSX, $10.82)  or
iShares S&P 500 (XSP-TSX, $14.58).
Oil will start to look good if it ap-
proaches US$80 a barrel. You could
look at the iShares S&P Capped En-
ergy Index Fund (XEG-TSX, $19.90)
to play the equities, or look at the
Horizons BetaPro Winter-term
Crude Oil ETF (HUC-TSX, $11.30)to
play the commodity if oil pulls back.

I intend to play the stock mar-
ket’s current positive trend to its
fullest potential over the winter
months. However, I also intend to
introduce some serious hedging
strategies as, if and when indicators
I follow point toward a more risky
environment for investing. I will do
my best to inform you of these ob-
servations through this column. 

Keith Richards, portfolio manager,
can be contacted at krichards@val-
uetrend.ca. Worldsource Securities
Inc.,  a CIPF member, is the spon-
soring investment dealer of Value-
Trend Wealth Management.
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