
I
n my last appear-
ance here, way
back in March, I
noted that in-

vestors were becoming
complacent about mar-
ket valuations.

I still believe they are.
North American stock
markets are close to be-
coming fully valued.

On a risk-reward basis, we see
mounting evidence we may be in
for a major market correction, i.e.,
a temporary reversal of a prevail-
ing trend, over the coming
months.

Although one can never be
certain about market timing or fu-
ture behaviour, it certainly makes
sense to take precautions when
potential investment risks start to
outweigh potential rewards.

My firm, ValueTrend Wealth
Management, has created a five-
step process that acknowledges the
potential for a coming correction.

The process also fortifies port-
folios against a potential financial
shock, while helping investors
profit from a market sell-off’s de-
structive tremors.

Steps are key

Taken together, these five
steps define ValueTrend’s risk
management strategy.

I’d like to share my plan, by pro-
viding strategies you can begin us-
ing to help protect your capital, as

well as profit in an unsta-
ble market.

Moreover, these five
principles and practices
aren’t mere theory. They
actually work in the real
world!

Indeed, portfolios
predicated on these
s t e p s  m a n a g e d  t o

maintacapital during the 2008-
2009 crash.

For a more comprehensive re-
search report, I’m making avail-
able a free downloadable PDF
from my firm’s website, www.val-
uetrend.ca.

Before getting to the five steps,
allow me to outline briefly one
reason for my relative caution
surrounding the potential for up-
coming stock market volatility.

I’ve mentioned in past columns
the market valuation work done by
Robert J. Shiller of Yale University.

Dr. Shiller is Arthur M. Okun
professor of economics at Yale, as
well as professor of finance and a
fellow at the International Center
for Finance at that university’s
School of Management.

An expert in many facets of
stock market and investor be-
haviour, Prof. Shiller foresaw both
the tech bubble of the late 1990s
and the more recent bubble in
real estate and mortgages.

Using a special calculation of
the standard price-to-earnings
multiple he calls the cyclically
adjusted PE ratio, Prof. Shiller

recently added long-term his-
toric earnings growth on the S&P
500 to his model.

His calculated price target for
that index is 1430, which is about
seven or eight per cent ahead of
where it now sits.

Before you get too comfort-
able in hearing this projection,
you should realize that Prof.
Shiller’s calculation is based on
his target being reached by 2020!

Level now reached

In other words, the S&P 500 in-
dex is now almost trading at a lev-
el that it wasn’t projected to attain
for another nine years!

There’s an amazing similarity
between the maximum target —
1400-1500 — that my technical
analysis uncovered for the S&P
500 and the estimate of 1430 that
Prof. Shiller sussed out using fun-
damental analysis.

If I’m incorrect in my cautious
prognosis and markets continue
on an upward rampage, the worst
that can happen with my ap-
proach is you’ll underperform
the markets.

Fair enough. But if I’m right
about upcoming market volatili-
ty,  you’ll be in a better position to
weather the storm. You’ll also be
able to take advantage of any po-
tential sell-offs.

So, let’s get right down to my
five-step plan and cover some
specific ideas to help insulate your

portfolio from potential volatility.
Step one is to ensure your

portfolio has a suitable alloca-
tion of fixed income investments
that are not only of high quality,
but right for your age and risk
tolerance.

Allocation is key

When markets are strong, it’s
always interesting to hear the ex-
perts advise folks to reduce their
fixed income, but increase their
exposure to equities. This typical-
ly occurs near market tops, as in-
vestors pursue double-digit stock
market growth rather than accept
single-digit fixed income returns.

Risk becomes a forgotten fac-
tor. Reward is king. Yet, I’ve al-
ways advocated holding a steadi-
ly increasing percentage of fixed
income as investors grow older.

As we face the potential of ris-
ing rates, I’m now focusing on
short-term paper. I’m also buying
inflation-protected bonds,
known as Real Return bonds,
through iShares Canadian Dex
Real Return Bond Index Fund
(XRB-TSX, $23.14).

To summarize step one: keep
to your asset allocation plan. Don’t
forego the reliability of fixed in-
come securities just because you
don’t like current interest rates.

Remember, you may end up
liking a three per cent guaranteed
investment certificate or bond re-
turn a whole lot more than a 25
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Valuations are high. So act now to
protect yourself

The S&P 500 Index is now close to 1430 — a target that Robert J. Shiller, 
a Yale business prof, thought it wouldn’t reach until 2020!



per cent loss in the stock market.
Step two of my process in-

volves the top-down analysis on
both sectors and the broader
markets using technical analysis.

You can follow my blogs at
www.smartbounce.ca to read my
personal top-down technical ob-
servations on the market. Or, if you
have a disciplined approach, you
can make your own prognosis.

Meanwhile, as a defensive
move, I’m now rotating some of
my assets in consumer staples.

Fund trades in U.S.

To trade this sector, I tend to
use the Consumer Staples Select
Sector SPDR (XLP-NYSE, $31.60).
Unfortunately, XLP isn’t offered
as a dollar-hedged Canadian
product; so in this trade, we’re ex-
posed to currency risk.

Nonetheless, the sector has a
history of outperforming the mar-
kets during the summer months
— something which can help off-
set currency risk.

Indeed, a Canadian version of
the consumer staples sector,
iShares S&P/TSX Capped Con-
sumer Staples Index Fund (XST-
TSX, $20.30), was recently un-
veiled.

It contains such stalwarts of
Canada’s consumer staple uni-
verse as Shoppers Drug Mart
Corp. (SC-TSX, $41) and Loblaw
Cos. Ltd. (L-TSX, $40.05).

I’m also rotating out of the en-
ergy sector, while reducing my ex-
posure to the broader market.

Indeed, in the portfolios I
manage, I’m selling the ex-
change-traded funds represent-
ing the S&P TSX 60, as well as U.S.
broad indices.

Step three of my process is a
bottom-up approach to individu-
al stocks we hold in our managed
portfolios.

To identify stocks that will out-
perform volatile markets, we look
for earnings stability as preventa-
tive medicine.

One stock we’ve held for a while
on the U.S. side is Oracle Corp.
(ORCL-NASDAQ, US$35.28), the
California-based software giant.

Oracle’s earnings stability rat-
ings are high and we believe that
for long-term performance, it’s
one  of the best stocks in the sector.

Back in the Great White North,
we hold — and have held for
many years — Canadian Nation-
al Railway Co. (CNR-TSX, $73.22).

CN’s steady growth and supe-
rior management makes it a great
core holding for many portfolios.

And CN is chugging along,
having pulled in first-quarter net
income of $668 million, or $1.45 a
share — a jump of 31 per cent
year over year. Revenue, not sur-
prisingly, was also strong, rising
six per cent to $2.1 billion.

Step four of my process focus-
es on risk management. Using

our top-down technical ap-
proach, I’m inclined to hold cash
when specific signals — some-
times aggressive ones — emerge
in stock markets.

We’ll also utilize non-lever-
aged inverse ETF’s for very brief
periods when short-term techni-
cal indicators, such as tested mo-
mentum oscillators and senti-
ment indicators, signal a likely
correction over the near term.

Two funds available

Here, Horizons BetaPro is the
Canadian leader, offering such
exchange-traded funds as Hori-
zons BetaPro S&P/TSX 60 In-
verse (HIX-TSX, $10.37) and
Horizons BetaPro S&P 500 In-
verse (HIU-TSX, $7.56).

The idea is not to bet on the
downside Instead, we view cash
holdings and inverse ETF’s as
safety and risk-hedging strategies
that can help offset the volatility to
which our remaining equity hold-
ings may be exposed. In other
words, we try to win by not losing.

The last step in my process is
to take a contrarian viewpoint
sometimes. The idea is to buy
when others are too pessimistic
(typically at market lows), and sell
when others are too optimistic
(typically at market highs).

You may think it’s impossible
to properly quantify when in-
vestors have become overly opti-

mistic, or overly pessimistic to-
wards stock market returns.

The truth is, we have identified
proven sentiment indicators that
can help identify the potential
risks or opportunities that herd
behaviour creates.

We quantify this behaviour in
the stock markets by monitoring
the habits of investors through
proven technical sentiment indi-
cators and by money flow charts.

By measuring the investing
public’s appetite for risk, we can
identify when confidence is be-
coming too high— or too low.

When confidence is too high,
backed by other bearish indica-
tors, we’ll move to take risk man-
agement steps as described.

My research paper, mentioned
above, covers at least one such in-
dicator — an indicator that now
stands about 10 per cent below
where the bear markets of 2000-
2001 and 2008-2009 once stood.

Process is valuable

It’s my opinion that my five-
step process will help investors to
earn above-average returns, while
locking in higher levels of safety
that protect their portfolios from
downward pressures.

Keith Richards is portfolio 
manager for ValueTrend Wealth
Management, an investment
firm based in Barrie, Ont.
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