
SOMETIMES WHEN PLAYING THE

stock market, it’s better to be safe
than sorry. At the time of writing,
North American stock markets, in
my opinion, are close to becom-
ing fully valued.

The S&P 500 has risen some
90 per cent since its bottom in
March 2009. As of February, both
the S&P 500 and the S&P TSX
300 appear to have entered into a
sideways consolidation pattern.

You can readily see this change
in character for the market on the
chart on the page four.

Note the rising trendline from
July 2010, followed by the side-
ways pattern from February con-
taining the TSX’s movements
from about 13,200 to 14,200.

On a risk to reward basis, we
witness mounting evidence that a
significant market correction (a
temporary reversal of a prevailing
trend) may occur over the coming
months after the completion of
this consolidation pattern.

While one can never be entire-
ly certain about market timing or
future behaviour, it is certainly
prudent to take precautionary
measures when the potential
risks involved in stock market
investing start to outweigh the
potential rewards. 

At ValueTrend Wealth Manage-
ment, we have created a 5-step
process that acknowledges the
potential for a coming correction;

prepares investment portfolios to
withstand a potential f inancial
shock wave; and acts to help
investors profit from the destruc-
tive tremors of a market selloff. 

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

I would like to share the basic
tenants of this plan, and provide
you with strategies that you can
begin to use to help protect your
capital and profits in an unstable
market.

Moreover, these five principles
and practices are not just theoreti-
cal; they actually work in the real
world! Portfolios governed by
these steps maintained capital dur-
ing the 2008/2009 market crash.

For a more comprehensive
research report of this strategy,
you can download a free pdf from
our website www.valuetrend.ca.

POTENTIAL VOLATILITY

Before getting to my five-step
portfolio management process,
allow me to briefly outline one
reason for my relative caution sur-
rounding the potential for upcom-
ing stock market volatility. 

Robert J. Shiller is the Arthur
M. Okun Professor of Econom-
ics, Department of Economics
and Cowles Foundation for
Research in Economics, Yale
University. He is also Professor
of Finance and Fellow at the
International Center for Finance,
Yale School of Management.

Dr. Shiller is not just another

MPL Communications Inc., 133 Richmond Street West, Toronto, ON M5H 3M8

THE MONEYLETTER
S T R A T E G I E S  F O R  S U C C E S S F U L  I N V E S T I N G

J u n e  2 0 1 1 / F i r s t  R e p o r t V o l u m e  3 5 ,  I s s u e  N o .  1 1

®

STRATEGY

In an uncertain market, a risk management strategy 
that ‘works in the real world’

FIVE-STEP
PROTECTION

Keith Richards

Keith Richards is a Port-
folio Manager at Value-
Trend Wealth Manage-
ment. – sponsoring
investment dealer World-
source Securities Inc.,
member: CIPF and
IIROC. He provides com-
mentaries on equity mar-
kets and stocks during

television and radio interviews and is a frequent guest
on Business News Network. He also writes a monthly
business column for Investor's Digest of Canada.

krichards@valuetrend.ca.



economist. He’s a Porsche or Fer-
rari in a world of GM’s and
Ford’s when it comes to respect-
ed economists.

An expert in many dimensions
of stock market and investor
behaviour, he accurately warned
investors about both the technology
bubble of the late 1990’s and the
recent real estate/mortgage bubble.

Using a special calculation of
the standard price/earnings ratio
that he calls the Cyclically
Adjusted Price Earnings ratio
(CAPE), Shiller recently incorpo-
rated the long-term historic earn-
ings growth on the S&P 500 into
his model.

His calculated price target for
the S&P 500 index is 1430, which
is about seven per cent or eight
per cent ahead of where it sits at
this moment.

Before you get too comfortable
in hearing this projection, you
should realize that Shiller’s calcu-
lation is based on that objective
being achieved by 2020!

In other words, the S&P 500 is
now almost trading at a level that
it is projected to reach in 10
years! There is an amazing simi-
larity between my technical analy-
sis maximum target for the S&P
500 of 1400-1500 and his funda-
mental analysis targets of 1430.

The way I view things, if I am
incorrect in my cautious progno-
sis, and markets instead continue
on an upward rampage, is that the
worst that can happen by taking
my approach is that you will
underperform the markets.

Fair enough. But, if I am in
fact right about upcoming market
volatility, by following my plan
you will be in a better position to
weather the storm. You will also
be able to take advantage of any
potential selloffs.

Let’s get right down to my five
step investment process, and
cover some specific ideas to help
insulate your portfolio from
potential volatility.

Step One

Ensure that your portfolio has a
suitable allocation of "A" rated
f ixed income investments for
your age and risk tolerance.

It’s always interesting to hear
market commentators advise
investors to reduce their f ixed
income and increase their expo-
sure to equity as markets per-
form strongly.

This typically occurs near mar-
ket tops, as investors pursue dou-
ble-digit stock market growth
rather than accept single-digit
f ixed income returns. Risk
becomes a forgotten factor.

Reward is king. I have always
allocated holding a steadily
increasing percentage of f ixed
income as investors grow older. 

Currently I am focusing on
short termed paper as we face the
potential for rising rates. I am also
buying inflation-protected bonds,
known as “Real Return bonds” via
iShares Real Return Bond index
ETF (TSX-XRB, $23.01).

In summary: keep to your asset
allocation plan. Don’t forgo the
reliability of fixed income securi-

ties just because you don’t like
current interest rates.

You may end up liking a three
per cent  GIC or bond return a
whole lot more than a 25 per cent
stock market loss. 

Step Two 

Apply the top-down analysis on
sectors and the broader markets
using technical analysis. You can
follow my blogs at www.smart-
bounce.ca to read my personal top
down technical observations on
the market, or you can make your
own prognosis if you have a disci-
plined approach.

Currently, I am rotating some
of my assets into the Consumer
Staples sector as a defensive
move. I tend to use the SPDR
Consumer Staples ETF (NYSE-
XLP, $31.15) to trade this sector.

Unfortunately, XLP is not
offered as a dollar-hedged Cana-
dian product, so we are exposed
to currency risk in this trade. 

Nonetheless, the sector has a
history of outperforming the
markets during the summer
months, which can help offset
currency risk.

A Canadian version of the
Consumer Staples sector was
recently issued by iShares called
the S&P/TSX Capped Con-
sumer Staples Index Fund
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(TSX-XST, $21.40).
It contains Canadian consumer

staple companies like Shoppers
Drug Mart and Loblaw’s.

I am also rotating out of the
energy sector, and reducing my
broad market exposure. I am sell-
ing the ETF’s that represent the
S&P TSX 60 and the U.S. broad
indices in the portfolios I manage. 

Step Three 

This is a bottom-up approach
to individual stocks we hold in
our managed portfolios. We look
for earnings stability as “preven-
tative medicine” to identify stocks
that will outperform markets dur-
ing periods of volatility.

One U.S. stock that we have
held for a while now is Oracle
Corporation (NYSE-ORCL,
$32.52).

Earnings stability ratings are
high for this software company,
and we believe it remains one of
the best stocks in the sector for
longer termed performance.

On the Canadian side, we’ve
held Canadian National Railway
(TSX-CNR, $74.07) for many
years. The steady growth and
superior management of this rail-
way make it a great core holding
for many portfolios.

Step Four 

This step focuses on risk man-
agement. Using our top-down
technical approach, I am inclined

to hold cash when specific signals
occur for the stock markets –
sometimes aggressively.

Further, we will utilize non-
leveraged inverse ETFs for very
brief periods of time when short
term technical indicators such as
tested momentum oscillators and
sentiment indicators signal a like-
ly near-termed correction.

Horizons BetaPro is the Cana-
dian leader in this space, offering
such products as a non-leveraged
Horizons BetaPro S&P TSX 60
Inverse ETF (TSX-HIX, $10.63)
and a currency hedged non-lever-
aged inverse Horizons BetaPro
S&P 500 Inverse ETF (TSX-
HIU, $8.00).

The idea is not to “bet on the
downside.” Instead, view cash
holdings and inverse ETF’s as
safety and risk-hedging strategies
that can help offset the volatility
that our remaining equity hold-
ings may be exposed to. Win by
not losing, as someone once said. 

Step Five

The idea behind this last step
is to take a contrarian viewpoint
at times. Buy when others are
too pessimistic (typically at mar-
ket lows), and sell when others
are too optimistic (typically at
market highs).

You may think it’s not possible
to properly quantify the timing of
that moment when investors have
become overly optimistic, or over-

ly pessimistic towards stock mar-
ket returns. The truth is, we have
identified proven sentiment indi-
cators that can help you identify
the potential risks or opportunities
that herd behaviour creates.

We quantify this herding
behaviour in the stock markets by
monitoring the investing habits of
investors through proven technical
sentiment indicators and money
flow charts.

By measuring the appetite for
risk by the investing public, we
can identify when confidence is
becoming “too high” or “too low.”

When confidence is too high,
backed by other bearish indica-
tors, we will move to take risk
management steps as described in
step four.

My research paper, mentioned
above, covers at least one such
indicator, and where it stands
right now, which is currently
about 10 per cent under the levels
reached just before the 2000-2001
and 2008-2009 bear markets.

In my opinion, this 5-step
investment process will help
investors to earn above average
returns, while locking in higher
levels of safety that protect your
portfolio from damaging down-
ward pressures. ▼

The opinions expressed are those solely
of Keith Richards and may not necessari-
ly 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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