
A NUMBER OF FACTORS LEAD ME

TO believe that volatility may be
returning to the stock market over
the next few months.

Beyond the ever-present Euro-
pean debt problems that could upset
the apple cart at any given moment,
we also face the end of the “best six
months” period of seasonal strength
for the markets, the conclusion of
the first-quarter earnings season
and a market that is, by some mea-
surements, fairly valued at best.

These issues add impetus to my
concerns that the upcoming com-

pletion of the Federal Reserve’s
latest monetary stimulus plan,
known as “Operation Twist,” may
lead the markets into a volatile
period of extremely choppy move-
ments before patterns become
bullish later in the summer. 

As a background to under-
standing why the end of a Fed
stimulus package matters to the
markets, allow me to provide you
with my observations surrounding
these events.

There have been three distinct
Quantitative Easing (QE) pro-
grams since the recession began
in 2008. They were:

☛ QE1 (November 2008 to
June 2010);

☛ QE2 (November 2010 to
June 2011); and

☛ Operation Twist (October
2011 to June 2012).

I have observed that the begin-

ning of each of these stimulus
programs inspired a market rally.
Conversely, the end of each stim-
ulus program has resulted in a
choppy market or a selloff.

The Fed appears to be using
stock market weakness after the
end of each stimulus program as
an excuse to introduce another
QE program!

Many market observers,
including myself, strongly believe
that the Fed will stimulate again
in 2012.

Thus, if you believe that the
market patterns will repeat them-
selves, you might expect a choppy
market for the summer, especially
in light of the other cautioning fac-
tors I have previously mentioned.

Notice how the stock market
rally ended and then went side-
ways (or down) at the end of the
QE programs in June 2010 and
2011, as indicated on the S&P
500 chart below. This could repeat
itself in 2012.

As I write, the market is in fact
very choppy while it fails to con-
vincingly break its early April
high of 1420.

If the patterns play out as in the
prior QE cycles, the summer
choppy period would be followed
by a bull market rally beginning
any time from mid-August
onward as the market anticipates
a new “QE” program. 

Many investors are aware of
the increased volatility that mar-
kets have been experiencing over
the past number of years.
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Macquarie Group’s Chief
Investment Off icer Craig
Bassinger and his colleagues
recently conducted a study on
volatility as measured by standard
deviation (which measures the
variability around the average of
performance data).

It may be significant to note
here that volatility works both
ways i.e., big swings up or down.
While it is true that the market can
deliver both positive and negative
volatility, most of us don’t mind
when the stock markets return 10
per cent more than the average!

Thus, we tend to focus on
downside deviation, also known
as negative volatili ty. Mr.
Bassinger’s study shows that the
S&P 500 five-year rolling down-
side deviation is at its highest
level since the 1940s.

While the TSX is not at its
highest level of downside volatili-
ty, it is also clearly elevated. So
the numbers support it: we are
investing in more volatile times. 

Make sure you adapt to the
realities of a changing market and
prepare to hedge your portfolio
against potential losses if and
when such patterns emerge. It
may be paramount to your sur-
vival as a stock market investor.

Given the new reality of higher
volatility, particularly the negative
kind, we might want to keep an
eye on the VIX.

WATCH FOR VOLATILITY

This is the ticker symbol for the
Chicago Board Options Exchange
Market Volatility Index, a popular
measure of the implied volatility
of S&P 500 index options.

While the recent rally on North
American stock markets drove the
VIX to 12-month lows in March,
there is some indication that this
volatility indicator may be form-
ing a base.

The recent pattern of a rally
followed by a fade back to March
bottom levels seems to suggest
that some type of bottom pattern
may be in the works by the VIX.
It’s too early to tell if a base will
complete itself at this point, but it
bears watching.

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

Such a breakout may be an
indication that volatili ty is
returning to the markets, and
hedging strategies should be uti-
lized. You can follow the VIX on
most popular char ting tools,
including www.stockcharts.com

among others.
If you note that negative

volatility looks to have returned
to the markets, consider adding
an ETF that mimics the VIX to
your portfolio as a hedge.

There are a few of these ETF’s
to choose from, but you might want
to start by looking at Horizons
S&P 500 VIX ETF (TSX-HVU,
$3.55). This is a non-leveraged and
dollar hedged way to trade the VIX
for short termed hedging purposes.

If you don’t want the Canadian
dollar hedge when you take on a
VIX position, consider the iPath
S&P 500 VIX ETF (NYSE-
VXX, $16.31).

Another hedging strategy for
your portfolio worth considering
are single inverse ETF’s, also issued
by Horizons. Not to be confused
with their more aggressive double-
leveraged counterparts, the single
inverse exchange traded funds can
be used by many investors for peri-
ods of increased negative volatility.

The single inverse Horizons
BetaPro S&P500 ETF (TSX-
HIU, $$6.91) hedges out the cur-
rency risk while profiting by bear-
ish movements on the S&P 500
index, while the Horizons Single
Inverse TSX 60 ETF (HIX-T,
$11.05) profits by a falling TSX. 
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A question I am sometimes
asked by readers is whether I like
to hedge my portfolio by strategi-
cally holding gold at times.

A WORD ON GOLD

I usually like to point out that
gold has been somewhat closely
correlated in performance with
U.S. stock markets since the begin-
ning of the 2008 market malaise.

I view gold as less of an equity
hedging instrument, although it is
negatively correlated to the U.S.
dollar. However, gold can be a
good hedge for those who have a
large exposure to U.S. dollars
when the dollar is falling.

There are so many ways to hold
gold it’s impossible to list them all
here, but some of my favorites
include the Royal Canadian Mint
(TSX-MNT, $18.80) and SPDR

Gold Trust (NYSE-GLD,
$160.29). You can also buy Cen-
tral Fund Canada (TSX-CEF.A,
$20.74) if you’d like an investment
that holds the actual metal in bank
vaults, along with an exposure to
physical silver. 

Today’s strong uptrend can
quickly become tomorrow’s dev-
astating downtrend, ushering in
the need for new trading tactics. It
is a fact that the exact timing of
changes in market trends makes it
diff icult to execute hedging
strategies flawlessly.

It is also a fact that when the
weight of evidence suggests a
greater potential for a market trend
change, your downside protection
is increased by using market hedg-
ing strategies that I have described.

The trade-off for using a con-
trolled exposure to hedging strate-

gies is an underperformance of the
stock market index if markets go up.
In my mind, living with the potential
for less upside is a fair trade-off
when the evidence suggests a return
of volatility may be coming. ▼
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