
By Keith Richards

S
ince the end of the
great recession in
2009, American
markets have

been in a volatile, yet up-
ward trend.

Canada, by contrast,
remains in the clutches of
a bear market that began in 2008.

Not only has the S&P/TSX 300
tumbled 17 per cent since its June
2008 highs, but it has fallen 13 per
cent since early 2011!

This explains why Canadian
investors, who tend to prefer
TSX-listed stocks, are often in
worse shape than their U.S.
counterparts.

Admittedly, the S&P/TSX 300
has begun to show some upside
since November 2012, suggesting
that it may act somewhat in tan-
dem with U.S. markets as we
move forward through 2013.

And American stocks appear
on track to continue their uptrend
for the first few months of this
year. One bullish indicator for the
U.S. over the near term is renewed
buying by corporate insiders.

For example, the Vickers Insid-
er Report, published by New York-
based Argus Research, showed
that near the market high in
September, insiders were selling.

At that time, the insider sell-
to-buy ratio almost doubled its
average sell ratio. But recently, in-
siders started buying again, send-
ing this ratio into bullish territory.

Another support for upside
over the near term is what might
be called the sandwich effect: es-
sentially, a fall, followed by a rally
and, then, another fall.

This is exactly what happened

over two 42-day periods
in 2012, when the S&P 500
Index fell in the spring,
rallied for 102 days, only
to fall again in the autumn

This remarkably sym-
metrical pattern would
suggest that given a  102-
day rally off the Novem-
ber lows, we’ll get a top

by the end of February, 2013.
For my part, I’ve been target-

ing an upside of 12,500-12,800 for
the TSX 300 Composite Index;
1500-1550 for the S&P 500.

Not only would 1550 be the
top of the S&P 500’s trading range
over the past 12 years, it could
also be the maximum upside po-
tential for the current bull before
the bear begins to growl again.

For both Canadian and U.S.
markets, these upside targets rep-
resent about seven to eight per
cent gains from current levels.

Having drawn a bead on this
target, I’ll now hold on to a variety
of growth and dividend stocks,
with the idea of reducing my ex-
posure shortly.

In view of what I’ve said, North
American stocks will likely begin
a topping phase after their final
winter rally.

As a result, I expect to be tak-
ing a much more defensive ap-
proach to the equity portfolios I
keep tabs on at my company, Val-
ueTrend/Wealth Management.

In a traditional sell-off, in-
vestors can make money by rotat-
ing into exchange-traded funds
that have low volatility, or into
such low-risk sectors as pipelines,
utilities and infrastructure.

I’ve already begun to do just
that, having recently bulked up
with BMO’s Equal Weight Utili-

ties Index Exchange-Traded
Fund (ZUT-TSX, $15.71).

And when markets get stormy,
the utilities sector’s five per cent
dividend, as well as low beta, can
be very appealing.

Moreover, I recently bought
several low-volatility ETFs that
hold only the most defensive
stocks on the market.

T w o  s u c h  E T F s  a r e  t h e
iShares MSCI USA Minimum
Volatility Index Fund (XMU-
TSX, $19.94) and BMO’s Low
Volatility Canadian Equity Fund
(ZLB-TSX, $17.20).

When markets become weak-
er, investors tend to hold onto
their cash.

But to preserve capital and
earn dividends, they can also
put money into sectors and
stocks with lower volatility. Do-
ing so can lift prices of the more
stable stocks.

Weaker prices likely

Meanwhile, I strongly believe
stocks will weaken in the second
half of 2013. A few indicators sug-
gest that this is already occurring
in the broader markets.

For example, the broad NYSE

index, which tracks the aggregate
market value of all common
stocks on the Big Board, has failed
to take out its 2011 highs.

Yet, at the same time, the
much more concentrated S&P
500 has made higher highs over
its 2011 levels.

So, despite a rising S&P 500,
the broader picture as an overall
indication of stock market health
paints a bearish scene.

Another sign of broad deterio-
ration can be found with some of
the leading indicators.

Over the past two years, for in-
stance, prices for such economi-
cally sensitive commodities as oil
and copper have fallen while the
S&P 500 has risen.

The drop in these key com-
modities suggests a weakening
picture for the markets.

Meanwhile, the Baltic Dry In-
dex, which measures price move-
ments for shipments of raw mate-
rials by boat, has also trended
down over the past two years.

And that’s significant. As
Howard Simons, a columnist at
theStreet.com notes, people don’t
book freighters unless they have
cargo they need to ship.

The index’s downtrend signals
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a bigger problem for the economy
than the stock market — itself a
leading indicator — might be
building in.

So, in forecasting weak mar-
kets for the second half of 2013, I
can draw on both technical and
fundamental factors.

When markets are bearish, in-
vestors sometimes take refuge in
non-equity asset classes, such as
commodities. Such securities offer
unique opportunities for profits.

One example is a hedge com-
ponent that profits from market
volatility. So, when the time is
right, I’ll consider buying the
Ranger Equity Bear (HDGE-
NYSE, $18.23).

It’s an ETF that specializes in
shorting stocks with low earnings
quality, poor guidance or outlook
and/or aggressive accounting.

So much for my 2013 equity
strategy. But what about fixed
income investing? That sector
will be challenging over the
coming months. Since 2008, the
bond markets have most cer-
tainly been the place to be. In-

deed, as investors sought refuge
from stock market volatility,
bond prices rose, buoyed by
falling interest rates.

But bond yields, having
reached a low point, are now like-
ly to rise in 2013.

In fact, in early December,
Mark Carney, former governor of
the Bank of Canada, made note of
his “upward bias” for interest rates
in 2013 — bad news for investors
who hold long-term bonds.

So, to satisfy that portion of
my fixed income portfolio, I’ve
been focusing on bonds with
shorter durations. I’m also
holding a few exchange-traded
funds that invest in floating
rate bonds.

For example, I own the Hori-
zons Active Floating Rate Bond
ETF (HFR-TSX, $10.18) and the
iShares DEX Floating Rate Note
Index Fund (XFR-TSX, $20.12).

Swap will occur

If Canadian interest rates do
rise in late 2013, as many

economists predict, I’ll roll my
maturing bonds into those bonds
that have higher yields.

My floating rate ETFs should
also benefit as their yields “float”
upwards.

Moreover, through ETFs, I’ve
been buying preferred share secu-
rities for my managed accounts.

One fund I now own is the
iShares S&P/TSX North Ameri-
can Preferred Stock Index Fund
(CAD-Hedged) (XPF-TSX, $20.20)
which is equally split between U.S.
and Canadian preferred shares.

Its yield, now nearly five per
cent, has been very stable over the
two years since its inception.

I also own the Horizons Active
Preferred Share ETF (HPR-TSX,
$10.32), as well as the iShares
S&P/TSX Canadian Preferred
Share Index Fund (CPD-TSX,
$17.19). Both funds pay dividends
that are eligible for the Canadian
dividend tax credit.

Finally, through the Horizons
Active High Yield Bond ETF (HYI-
TSX, $10.81), I own a small com-
ponent of high-yield bonds.

I also own a small part of the
iShares J.P. Morgan USD Emerg-
ing Markets Bond Index Fund
(CAD-Hedged) (XEB-TSX, $23.06).

Both funds have the potential
of adding capital gains, as well as
higher yields, to a diversified fixed
income portfolio.

But bear in mind that both are
higher risk than the aforesaid
bond and preferred share funds.
So, invest accordingly.

In sum, avoid the temptation
to “chase yield.” That’s why un-
like so many investors, I’ve been
sidestepping the practice of con-
verting fixed income holdings
into dividend-paying stocks.

Instead, I’ve continued to fo-
cus on increasing yield through
more conservative instruments.

The same holds true for my
equity strategies for 2013. I re-
main cautious and, therefore, de-
fensive regarding the portfolios I
manage.

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