
I
n the May 20 issue,
w h e n  m a r k e t s
neared the top of
the summer trading

range, I suggested read-
ers might reduce their
holdings of equities and
commodities.

In “Valuations are
high, so act now to pro-
tect yourself,” I outlined five steps
to reduce the effects of a market
correction — something I then
suggested was imminent.

Besides recommending that
your portfolio had adequate ex-
posure to fixed income and low
risk market sectors, I also suggest-
ed you sell equities to raise cash.

If you then followed my ad-
vice, your portfolio risk would
have been reduced.

Moreover, you’d now have
some cash to begin buying back
into the markets at much better
prices that you would have faced
just three months ago.

Cash used for buybacks

I recently began doing just
that for my clients. In other
words, I began buying back into
equities, using about half the cash
I succeeded in raising this spring.

And because the market now
appears to be bouncing off its low
from Aug. 8, I’m committing
some of my capital to stocks.

But I still expect to maintain a
substantial cash position in our

equity model until the fall.
Indeed, I think that in

September or October,
the markets may stage
several retreats back to
the August lows.

These retreats, al-
though distressing, should
ultimately create the base
from which stock markets

can spring back.
Keep in mind that you’ll rarely

witness a 100 per cent reversal af-
ter a bear market tumble.

Instead, the market will test
the August bottom, or even tem-
porarily overshoot it several times
to form a base.

Number crunchers assign var-
ious names to these formations
such as double, triple, rounded or
even head and shoulders bot-
toms. But assigning a cute name
is less important than under-
standing how to trade it.

The bottom line is to buy after
the market has rebounded a few
times, thereby proving it has ac-
tually found a bottom.

I believe the market is setting
itself up for a profitable winter by
now forming a base.

Your cash reserves, combined
with ample buying opportunities,
should allow you to buy quality
stocks at depressed prices right
into the autumn.

When markets recover, as they
invariably must, your portfolio po-
sition will be just as strong as it was
before the crisis, if not stronger!

Meanwhile, I continue to ad-
vise investors never to lose sight of
the primary rules in creating and
managing an investment portfolio.

As portfolio manager for Value-
Trend, I’ve always used two strate-
gies to limit risk in volatile markets. 

One strategy is asset alloca-
tion. Time and time again, I see
investors pile into equities as the
bull market roars ahead.

This spring, for example, when
markets were high, many experts
waxed eloquent about the upside
potential for stocks, strongly rec-
ommending their clients avoid
bonds and buy equities instead.

I could hardly believe it
when I heard one popular
spokesperson for a big financial
institution advise older clients
who rely on investment income
to sell bonds and switch into
dividend-paying stocks.

This guru delivered this advice
almost precisely at the top of the
market. But those of us who are
more disciplined chose to stay the
course by maintaining an asset al-
location appropriate to our needs.

This paid off during the re-
cent sell-off. Your fixed income
holdings added to the stability of
your returns.

I don’t profess to be able to
time the markets. Picking market
peaks and troughs is tough to do.

Instead, I continually assess
the market’s risk/reward potential
using tools that I have mentioned
in my columns in the Digest.

For example, on my clients’
behalf, I sold equities in the spring
when my technical analysis of
market trends, seasonal cycle
analysis of historic patterns and
quantitative valuation analysis of
fundamental valuations pointed
to more risk than reward.

System can help

Utilizing a system to identify
over- or underbought markets
can help you decide when to in-
crease or decrease your equity
exposure.

As I’ve noted, the market now
appears to be in a basing mode —
a mode that will typically involve
many ups and downs. This is
helpful, as it serves to wash out the
rest of the buy-high, sell-low herd. 

Allow me to suggest a few ar-
eas you may wish to explore as
you use the nearby opportunities
to invest in the stock market.

Broad market exchange-trad-
ed funds, focused mainly on U.S.
stock exchanges, can be an excel-
lent base for your equity portfolio. 

You can look at several of
these ETFs including the Dow
Jones Industrial Average (DIA-
NYSE, $115.56), the SPDR S&P
500 (SPY-NYSE, $121.27), or the
BMO S&P/TSX Equal Weight Oil
& Gas Index (ZEO-TSX, $14.45),
one of the hedged U.S. equity in-
dex ETFs  sold here in Canada. I
hold the latter in my portfolios.

As I mentioned in May, I’m
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less optimistic about the TSX’s
prospects — something which
may surprise some readers.

Some sectors look good

Don’t get me wrong; there are
TSX sectors, such as banks and
utilities, that represent potential
upside opportunities.

Indeed, in the portfolios I
manage, I hold National Bank of
Canada (NA-TSX, $70.60) and the
BMO Equal Weight Utilities In-
dex ETF (ZUT-TSX, $15.66).

But by and large, the TSX has a
poorer technical profile than the
U.S. markets. In fact, Toronto has
been in a downtrend for the
greater part of the year.

In the interim, the U.S. mar-

kets, while unable to stay within
their trading levels that they set
over the summer, have very strong
support around current levels.

Meanwhile, what about bonds?
Given the economy, it’s likely a
steady monetary policy over the
coming months will prevail.

In other words, interest rates
won’t go up too soon, although
eventually they will have to rise.

In the meantime, yields on
short-term bonds — and I prefer
short terms — are very low.

Although ValueTrend holds
the majority of our fixed income
positions directly in individual
bonds, we now recommend our
clients put some well-placed
bond ETFs in their portfolios.

These ETFs might include

short-term plays such as iShares
DEX Short Term Bond Index
(DEX-TSX, $29.22), corporate
bond ETFs such as Claymore’s
One-Five-Year Laddered Corpo-
rate Bond ETF (CBO-TSX, $20.46)
and inflation-adjusted ETFs such
as  iShares DEX Real Return Bond
Index Fund (XRB-TSX, $23.81), an
ETF in which I have a position.

These exchange-traded funds
offer higher yield potential, infla-
tion protection, as well as in-
creased liquidity over current
short-term bonds.

I can tell you from experience
that when everyone is bullish, it’s
usually time to push away from
the stock market.

I can also tell you that buying
after a market panic is a better

strategy than selling into one.
During the coming weeks,

you’ll likely see markets gyrating
fiercely.

Rather than join the crowd by
panic-selling, use these gyrations
to invest cash that you’ve ear-
marked for high quality equities.

“To buy when others are de-
spondently selling,” said the late Sir
John Templeton, “and sell when
others are greedily buying requires
the greatest fortitude, even while
offering the greatest reward.”

I don’t think anyone could
have said it better.

Keith Richards is portfolio man-
ager of ValueTrend Wealth 
Management, an investment
firm based in Barrie, Ont.
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