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I
nvestors everywhere
owe a big debt of
gratitude to Yale
Hirsch, Don Vialoux

and Brooke Thackray.
Thanks to their re-

search, many of us now
know about the tenden-
cy for North American stock
markets to outperform from
November to May, but under-
perform from May to November.

The practice of buying broad
indices in November, only to sell
out in May is popularly known as
the best six months strategy.

Consider a $10,000 investment
on the Dow Jones Industrials that
was held between 1950 and 2011.

If the investment were held
between October 28 and May 5 of
each year and then rotated into
cash during the next six months,
the investor would have netted a
profit of about $1 million.

Conversely, the same $10,000
bought and held between May 6
and October 27 and then rotated
into cash would have resulted in a
loss of $3,000!

To help remember this, Mr.
Vialoux coined his own poetry.

“When it snows, in you go.
Then sell in May and go away!”

By overweighting or under-
weighting stocks in the appropri-
ate season, it’s been proven that
over the years, you will, on aver-
age, reduce your risk, but boost
your returns.

The strategy works most years,
but not every year. It isn’t that
markets always decline in the
summer, or always go up in the
winter.

Instead, the seasonal strategy
works because markets, more of-
ten than not, experience their best
months from November to May.

Then, too, if and
when there’s a major
market correction, it
more often occurs during
the “worst six months” —
usually in September or
October.

To limit the risk, but
boost the potential re-
turns of the portfolios I

run, I examine chart patterns and
fundamental valuation levels to
see if they jibe with seasonal
trends, such as the best six month
pattern.

If they do, I’ll adjust the cash
component of my equity strategy
accordingly.

For example, as we near the
“Sell-in-May-and-go-away” peri-
od, I’ll figure out to what extent I’ll
cut my equities exposure.

As part of the discipline of a
seasonal investment strategy, I’ve
always taken something off the
table   when spring rolls around.

In other words, I ask myself
“how much do I sell?,” rather than
“should I sell?’

If charts and fundamentals
appear “toppy,” I’ll aggressively
sell equities to reallocate into
cash and hedging strategies. But
if things don’t look too bad, I’ll
rotate a smaller component
into cash.

Through a negative performance
correlation to stocks, hedging can
help offset the negative impact of a
market correction.

As an example, consider ex-
change-traded products repre-
senting the VIX, or the Volatility
Index of the Chicago Board Op-
tions Exchange.

Such products include the
iPath S&P 500 VIX Short-Term
Futures Notes (VXX-NYSE,
US$18.41) and the Horizons Be-
taPro S&P 500 VIX Short-Term
Futures Exchange-Traded Fund

(HUV-TSX, $9.62).
Or, you might buy an inverse

ETF. Unleveraged single inverse
ETFs such as the Horizons Be-
taPro S&P/TSX 60 (HIX-TSX,
$11.05), or the Horizons BetaPro
S&P 500 Inverse (HIU-TSX,
$6.96)  will rise in a falling market,
giving you an excellent hedging
strategy if held for a short time.

In the meantime, let’s look
at how stocks may fare over the
upcoming worst six months
and how I plan to take this into
account with the holdings I
now manage.

First, a few thoughts on mar-
ket fundamentals. One of my fa-
vorite “big picture” indicators is
the Shiller inflation-adjusted
price-to-earnings multiple.

Available free at www.multpl.-
com, this ratio was created by
Robert Shiller to be a more accu-
rate indicator than the PE multi-
ple commonly used by most fi-
nancial analysts.

Mr. Shiller’s ratio, now sitting
at around 23, is nearing the high-
er end of its range.

Policies are crucial

If you visit the multpl website,
you’ll note the ratio traditionally
peaks and falls (indicating a mar-
ket peak and sell-off) as it nears 25.

Except for the market bubble
peaks in 1929 and in 1999, where
the ratio reached 30 and 44, re-
spectively, the market has proven
to be overvalued at or near 25.

Given that we’re now below
25, there's room for upside on the
markets from here on in, al-
though that upside, if the ratio is
any indication, is likely limited.

Another fundamental factor
that affects market direction
are the policies of the U.S. Fed-
eral Reserve.

Today’s market is heavily de-
pendent on the Fed’s moves —
so much so that fundamentals
are often ignored in deference
to our interpretation of the
speeches given by Fed chair-
man Ben Bernanke.

Indeed, with the winding
down of the Fed’s second round
of quantitative easing in June
2011, the S&P 500 fell almost 10
per cent from its peak in May.

Markets rallied after the Fed
came to the rescue in late Septem-
ber with a third round of quantita-
tive easing, essentially a US$400
billion stimulus program. A simi-
lar scenario played out in 2010.

As was the case in April 2010
and July 2011, stocks will likely fall
shortly after the stimulus program
ends this June. In fact, there may
actually be a sharp correction.

Now let’s look at the technical
picture. The accompanying chart
illustrates a trend channel on the
S&P 500 Index that’s been in place
since October.

Recently, as a result of a sell-
off from the previous overbought
levels, the index moved to the
bottom of this channel.

It’s conceivable the market
could move back to the top of the
channel after it completes the
consolidation at the bottom.

This might measure out to
about 1,500 — 1,550 for the S&P
500. Of key importance, a level of
1,550 plus or minus is also signifi-
cant from a long-term perspective.

The S&P has hit a ceiling of
around 1,550, while falling twice
over the past 12 years.

Taking into account market
fundamentals, the technical
chart pattern, as well as season-
al statistics for the coming
months, it’s probably best that
investors should hold onto high
quality stocks.
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But they should also be pre-
pared to shift into cash and
hedging strategies as the sum-
mer progresses.

In addition, it may be smart to
focus on lower risk sectors for the
stocks we continue to hold.

Sector is defensive

For example, utilities on aver-
age offer about half the volatility
of the markets, while utility
stocks themselves often pay high
dividends.

I hold the BMO Equal Weight
Utilities Index exchange-traded
fund (ZUT-TSX, $15.93) in my
managed equity portfolios.

But you might also want to
consider buying the iShares
S&P/TSX Capped Utilities Index
Fund (XUT-TSX, $20.48).

Both funds pay a dividend of
more than five per cent. And util-
ities are seasonally favorable in
the summer.

Consumer staples, as I’ve not-
ed in previous columns, are  a de-

fensive play which, like utilities,
are also seasonally favorable in
the summer.

Here, my favorite exchange-
traded fund is the Consumer Sta-
ples Select Sector SPDR (XLP-
NYSE, US$34.11), which I also
hold in my managed portfolios.

IShares also offers an ETF, the

S&P/TSX Capped Consumer Sta-
ples Index Fund (XST-TSX, $22),
that holds consumer staples
stocks listed on the TSX.

Of course, nothing beats cash
and hedging positions during a
market correction. But some of
the sectors I’ve mentioned can be
a reasonable compromise.

Nonetheless, in these chang-
ing times, investors must keep
their wits about them, being ever
ready to rotate their positions to
protect their capital.

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