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S
ell in May and go
away. Of all the in-
vesting truisms,
this one is now

perhaps the most apt.
At least it is for me.

I’m already selling a few
positions — something
I’ve often done in the past.

But I’m not just doing so out
of habit. I’m also basing my
“sells” on the three rounds of
quantitative easing that the U.S.
Federal Reserve has unleashed
since 2008.

The first round, you’ll recall,
ran from November 2008 to June
2010; the second, from November
2010 to June 2011. The third
round, which started last October
and which is known as Operation
Twist, is set to end this June.

It’s crucial to note that the be-
ginning of each round sparked a
rally, while the end resulted in
choppy markets or even a sell-off.

The Fed appears to be using
the market weakness after the
end of each round as an excuse to
dish out even more medicine.

More to come

In fact, many observers, in-
cluding myself, strongly believe
the Fed will resort to yet another
stimulus package sometime this
year.

So, if you believe patterns will
repeat themselves, you’ll face a
choppy market in the summer

followed by a bull run
that could start as early as
mid-August.

As a result, investors
may begin pulling back
their stocks early rather
than in November as
they’ve usually done, al-
though I myself will play
things by ear.

In the meantime, notice how
the market rally ended and then
went either sideways or down at
the end of quantitative easing in
both 2010 and 2011, as indicat-
ed on the chart of the S&P 500.
This pattern could repeat itself
in 2012.

Indeed, the market is in fact
very choppy, as it continues to try
to make a clean break through its
early April high of 1420.

It’s not the strongest of the
species that survives, nor the
most intelligent, but the one
that’s most adaptable to change,
Charles Darwin once observed.

And market volatility over the
past few years has made adapta-
tion an urgent necessity.

Craig Bassinger, chief market
strategist with Macquarrie Pri-
vate Wealth in Toronto, recently
studied the nature of market
volatility.

He found that while volatility
is often seen as negative, it can
also be positive. As he himself
ironically noted, folks usually
don’t get too concerned if the
TSX comes in 10 per cent higher
than normal!

Nonetheless, investors mustn’t

lose sight of the very real existence
of negative volatility which, in
terms of the S&P 500, is now at its
highest level since the 1940s

Volatility is here

And although the TSX isn’t at
its highest level of downside
volatility, it is clearly elevated. The
upshot? We’re now investing in
more volatile times.

So, it’s important you get
ready to hedge your portfolio
against potential losses if and
when such patterns emerge. Your
survival as an investor may de-
pend on it.

Given this new reality of nega-
tive volatility, we might want to
keep an eye on the VIX, the
volatility index of the Chicago
Board Options Exchange.

Although the recent rally on
North American stock markets
drove the VIX to 12-month lows in
March, this volatility indicator
may be forming a base.

Indeed, the VIX’s recent pat-
tern of rally, then fade, as it
bounces off its March bottoms,
seems to suggest that some type
of bottom may be in the works.

And although it’s too early to
tell if a base will now complete it-
self, we should watch for it
nonetheless.

A move by the VIX above 20
may be an indication of the com-
pletion of a bottom formation.

Such a breakout may indicate
that the markets are once again
becoming volatile, underscoring

the necessity of using hedging.
By the way, you can track the

VIX on most modern stock
charting services, including
www.stockcharts.com.

If negative volatility does be-
gin to roil the markets once again,
consider buying an exchange-
traded fund that mimics the VIX.

Different ETFs do this. But you
might want to start with the Hori-
zons BetaPro S&P 500 VIX Short-
T e r m  F u t u r e s  B u l l  P l u s
(HVU-TSX, $3.63. It’s a non-lever-
aged, dollar-hedged way to trade
the VIX for short-term hedging.

U.S. exposure offered

And if you don’t want a Cana-
dian dollar hedge when you take
a VIX position, consider the iPath
S&P 500 VIX Short-Term Futures
ETN (VXX-NYSE, US$16.01).

To hedge your portfolio, you
can also buy single inverse ETFs,
issued by Horizons as well.

Not to be confused with their
more aggressive double-lever-
aged counterparts, single-inverse
exchange-traded funds are good
when negative volatility is higher.

The Horizons Beta Pro S&P
500 Inverse ETF (HIU-TSX, $7.71)
hedges out the currency risk while
profiting from bearish move-
ments on the S&P 500.

By contrast, the Horizons Beta
Pro S&P TSX 60 Inverse ex-
change-traded fund (HIX-TSX,
$11.05) profits from a falling TSX.

Readers sometimes ask if I oc-
casionally like to hedge my port-
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folio by strategically holding gold.
I usually note that since the

beginning of the 2008 meltdown,
gold has largely moved in lock-
step with U.S. stock markets.

Truth be told, I don’t particu-
larly view gold as a hedge against
equities, although the precious
metal is negatively correlated to
the U.S. dollar.

So, gold can be a good hedge
for those investors who have a
large exposure to the U.S. dollar
when the greenback is falling.

Because there are so many
ways to hold gold, it’s impossible
to list them all.

But one of my favorites are the
notes issued by the Royal Canadi-
an Mint (MNT-TSX, $19.50).

And if you’d like an invest-
ment that actually holds precious
metals in bank vaults, you might
consider buying the Central Fund
of Canada (CEF.A-TSX, $20.87). 

In sum, today’s strong up-
trend can quickly become tomor-
row’s devastating downtrend,
ushering in the need for new trad-

ing tactics.
It’s a fact that the exact timing

of changes in market trends
makes it difficult to execute hedg-
ing strategies flawlessly.

Protection is offered

But it’s also a fact that when

the weight of evidence suggests a
greater potential for a change in
market trends, you can increase
your downside protection by us-
ing market hedging strategies.

The trade-off for using a con-
trolled exposure to hedging is an
underperformance of the stock
market index if markets go up.

But I believe that living with
the potential for less upside is a
fair trade-off when evidence sug-
gests a more volatile market may
be looming on the horizon.

Keith Richards is portfolio man-
ager of ValueTrendWealth Man-
agement in Barrie, Ont.
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