
PORTFOLIO MANAGEMENT INVOLVES

making strategic decisions based
on probability, not certainty. 

Thankfully, there is a simple
indicator that can help deter-
mine a security’s prof itability
prospects: Comparative Relative
Strength (CRS).

CRS basically means to hold
positions that are, on a relative
basis, stronger than the market.
Portfolio managers understand
that we will always hold “out-
liers” – a few outstanding winners
and a few disappointing losers.
It's the stocks in the middle that

count, so to speak. The key is to
structure the portfolio to create
overall outperformance.

I tend to emphasize the techni-
cal profile of the overall markets
when managing the ValueTrend
equity position. This is often
called a “macro view.”

If the potential risk/reward pro-
file of the broader markets favors
being bullish or bearish, I act
accordingly i.e., raising or lower-
ing the cash position that I hold in
the equity models I run on behalf
of my clients.

We can also use hedging strate-
gies, or concentrate on different
“beta” profiles (volatility mea-
surements) of securities to
increase or decrease the effect of
market movements on equities. 

Sometimes it is wise to take a
contrarian stance by betting
against the crowd. I did this
recently by holding more stocks
over the summer – right at the

time when most money managers
were nervously in cash.

Readers of my column may
remember my bullish call for a
rising market back in June.

They will also have noted,
however, that I recently sold
equities and reduced the risk in
the equity component I manage.
Yes, I’m betting against the
crowd again. Now that the mar-
ket has gone up, investors are
feeling bullish.

They were bearish when the
market had fallen – just when I
bought. The crowd is usually
wrong, and the current rally may
end in September. 

WHY THIS 
RALLY WON’T LAST

It is my opinion that the current
rally, which I did play, is based on
the possibility of Federal Reserve
monetary stimulation.

Based on past patterns, stim-
ulus programs by the Fed have
not been implemented in Sep-
tember, so the market may be in
for some disappointment if par-
ticipants are counting on a Fed-
based rally.

The last stimulus programs
were introduced in November
2008 (QE1), November 2010
(QE2), and October 2011 (Opera-
tion Twist). This is one more rea-
son why I believe the current rally
won’t last – markets are betting
on stimulus happening sooner
than it might actually occur. 

Some of my quantitative mea-
surements behind this call for an
eight to ten per cent correction
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(not crash!) in the fall include:
☛ Overbought momentum

indicators indicate that the sum-
mer rally may have gone too far
too quickly from the June lows.

☛ Sentiment readings, which
are contrarian indicators, are
becoming overbought.

They typically show us when
people are becoming too opti-
mistic, which indicates a correc-
tion may be pending. For exam-
ple, the U.S. based Rydex beta
ratio shows a big flow into high
beta funds (i.e. more risky) and
out of lower beta funds recently.

Other sentiment indicators such
as the put/call ratio were toying
with high levels in mid-August.

☛ “Smart money/dumb
money” studies show odd lot and
speculators (i.e. the “dumb
money” who typically buy or sell
with poor timing) are moving
into the market. 

In addition, the f irst level
resistance on the S&P 500 at just
over 1422 was tested and failed
on August 21st in what technical
analysts call a “bearish reversal
day.” Meanwhile, Dow transports
were (at least up until August)
underperforming the industrials.
This can also be a leading bear-
ish indicator. 

☛ Low volume for the stock
markets typically means low
conviction to the current rally.
Volume levels on the markets
have declined substantially over
the past year. And an uninspiring
recent earnings season gives lit-
tle reason to be too optimistic in
the near term.

☛ Finally, seasonality for mar-
kets is weak in September and
early October – and (according to
Bespoke Group research) elec-
toral patterns typically call for
weakness from September to
November in an election year 

Because of these factors, at
ValueTrend we now hold 30 per

cent cash, up substantially from
our July levels of only 10 per
cent cash.

HOW TO HEDGE YOUR RISK

The obvious way to hedge risk
out of an equity portfolio is to
reduce your equity exposure. You
can do this by selling your most
vulnerable positions (technically
weaker) and raising cash.

The other way to reduce risk is
to hedge it out with a “neutraliz-
ing” strategy. This can involve
buying an element of an inverse
ETF’s for the portfolio.

Horizons Betapro offers a
number of these products – but I
should forewarn you that they are
not long-term holds, nor should
most investors play the leveraged
vehicles. The single inverse ETF’s
such as the TSX/S&P 60 Inverse
ETF (TSX-HIX, $11.00) or its
counterpart, the S&P 500 Inverse
ETF (TSX-HIU, $6.78) can be
used as a part of a portfolio to
reduce downside risk.

My favorite tool for hedging
risk within my broader portfolio
is the Advisorshares Active
Bear ETF (NYSE-HDGE,
$21.48). This actively managed
ETF shorts anywhere from 25 –
75 stocks.

This fund’s management
works to identify stocks that have
low earnings quality, aggressive
accounting methods, downwards
earnings revisions or reduced
forward guidance.

The ETF expects to benef it
from its holdings underperform-
ing the stock market, particularly
in a bear market.

Buying securities that might
actually benefit from a stock mar-
ket decline (such as treasury
bonds) can also be a great way to
mitigate equity portfolio risk.

As suggested in my past
columns, I continue to hold cash,
gold, energy and low-beta stocks.

Readers may also want to consid-
er adding the iShares Barclays
20+ Yr. Treasury Bond ETF
(NYSE-TLT, $127.72) to their
portfolios for hedging purposed
over the fall.

In a flight to safety, money
may rotate out of stocks and
back into bonds. This fund has
recently made a classic bounce
off of support (old resistance).
TLT should be bought as close
to the low-$120’s as possible.
Resistance comes in at $130,
which is where I would look at
selling it.

I am not in this position right
now, but may initiate a position
shor tly for the model equity
portfolio I manage on behalf of
my clients.

I am not predicting the begin-
ning of a new bear market just
yet, although evidence does point
to the possibility of such a market
arriving later in 2013.

For now, I view markets to be
a bit ahead of themselves and
likely to experience a correc-
tion. By raising cash and pre-
serving capital, you will be in
an excellent position to search
for bargains that may appear
later this fall. ▼
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