
I
’m becoming in-
creasingly con-
cerned about the
possibility of a sig-

nificant downturn in
2013.

How significant? As
significant as the bear
markets we saw from
1999 to ’02 and from
2007 to 2009.

Admittedly, the S&P 500 is
now in an uptrend, with its chart
suggesting it will face resistance at
1,420, as well as significant long-
term resistance at around 1,500.

The trendline sees the S&P
peaking later this year or early the
next. Supporting this is a five-year
cycle that may be present in the
current sideways market. But be-
fore getting into that, let’s look at
a four-year cycle that occurred in
the last sideways market.

Markets had their last sideways
consolidation between 1965 and
1982, during which time the Dow
was unable to penetrate 1,000.

But in 1983, it broke out of this
range-bound pattern into the
greatest bull market ever seen.
That bull, which stopped running
in 1999, has again entered a peri-
od of sideways consolidation.

My books — SmartBounce:
Three Action Steps to Portfolio Re-
covery and Sideways: Using the
Power of Technical Analysis to
Profit in Uncertain Times — were
written with an eye to investing in
the current sideways market.

Leading up to, as well as dur-
ing the 1965-1982 period, it’s ob-
vious that the Dow was following
a four-year cycle.

Starting in the late 1950s, the
index formed a fairly predictable
trough — roughly, although not
precisely, every four years.

Interestingly, the Dow may
now be following a similar trend,
given the potential that has exist-
ed since 1999 for a five-year cycle.

For all of you cycle-ex-
perts out there, I admit
the five-year period  is
hardly precise. I also ad-
mit there isn’t enough
data to qualify it as the
genuine article. But the
last sideways period had
a mostly reliable cycle
throughout.

Moreover, there appears to be
roughly a five-year rhythm to the
current market that causes me to
pay heed. So, I’ll stick my neck out
and call this five-year rhythm a
potentially tradable pattern.

The last peak in this pattern
occurred in late 2007, about four-
fifths of the way through the cycle.

When the cycle peaks near the
end of its period, it’s known as a
right translation.

The market proceeded to de-
cline through 2008, hitting a
trough in early 2009. If this pat-
tern is indeed a true cycle, the
current cycle for the Dow may
have peaked last spring at 13,250.

Meanwhile, markets may hit a
trough again in late 2013 or in ear-
ly 2014 — about five years after
the March 2009 trough. Of course,
markets could take one last run to
challenge or even beat that high.

Either way, any upside we see
may not last, being followed, per-
haps, by an equities meltdown in
the next one to two years.

As someone who’s responsible
for managing other people’s
wealth, I must sometimes decide
which way I think markets or in-
dividual securities will trend.

But there are times when it’s
unclear if I should be bullish or de-
fensive. In such cases, I’ve some-
times utilized paired trading.

Simply put, this involves trying
to earn a positive return no mat-
ter what the market does.

But there’s a catch: the possi-
bility of much lower returns if
markets begin to rise. Allow me to

explain how the strategy works
and you’ll see what I mean.

Paired trading involves buying
a stock or security that will per-
form about the same as, or better
than, the stock market itself.

For example, if you buy the
SPDR S&P 500 exchange-traded
fund (SPY-NYSE, $137.59), you
can expect returns virtually iden-
tical to those in the stock market,
as measured by the S&P 500.

You’d do even better to buy a
security that has a history, as well
as the expectation, of outper-
forming the market.

For instance, over the past 12
months, Berkshire Hathaway
Inc. (BRK.B-NYSE, $84.62), War-
ren Buffett’s baby, has had a rate
of return that’s topped the S&P
500 by almost five per cent.

The next step in doing this
type of trading is to pair Berkshire
with an equal weighting in a se-
curity that shorts stocks that have
poor prospects.

These are stocks that have both
worse-than-average potential for
price appreciation and greater po-
tential for price depreciation.

An ETF which replicates this
process is Active Bear (HDGE-
NYSE, $23.84). It’s an actively
managed fund that shorts any-
where from 25 to 75 stocks.

The fund is designed to identi-
fy stocks that have low earnings,
aggressive accounting methods,
downwards earnings revisions or
reduced forward guidance.

The ETF expects to benefit
from its holdings underperform-
ing the stock market, particularly
when things are bearish.

By matching a long-stock posi-
tion that might outperform the
market with a short-stock position
that might earn profits through
shorting lousy companies, you
can benefit from the outperfor-
mance the portfolio generates.

Now, let’s take a look at an in-

vestor who pairs 50/50 of BRK.B
and HDGE. We assume that both
securities add two per cent in out-
performance by doing two per
cent better than a straight long or
short position versus the market.

What happens if the market
falls 10 per cent? HDGE goes up
12 per cent, while BRK.B goes
down eight per cent, leaving you
with a net return of four per cent.

But what happens if the mar-
ket rises 10 per cent, once again
assuming a two per cent outper-
formance by both funds?

HDGE falls eight per cent,
BRK.B rises 12 per cent, again yield-
ing a net return of four per cent.

So, an investor makes money
in both situations. In spite of the
market falling 10 per cent, he’ll
still make four per cent.

An investor will also make
money when the market goes up.
But in such a case, much of the
potential gain from BRK.B will be
offset by the loss on HDGE.

Thus, the paired trading strat-
egy is best utilized by investors
who feel unsure, even somewhat
bearish, about markets.

Keep in mind that there’s no
assurance BRK.B will outperform
the stock market, or that HDGE
will short the right stocks to gen-
erate positive alpha in its venue.

If BRK.B underperforms the
market or if HDGE shorts stocks
that outperform the market, the
paired trade will work against you.

It’s with this in mind that I en-
courage potential investors to vis-
it their respective websites and do
due diligence on their strategies.

In my mind, adding an ele-
ment of this paired trade to a stock
portfolio during uncertain times
can be an excellent strategy. You
can have your cake and eat it too.

Keith Richards is portfolio man-
ager of Value Trend/Wealth
Management in Barrie, Ont.
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