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ANALYTICAL INVESTING

Bull run may be a misleading indicator
Regular readers

will know where I
stand regarding
the markets’ cur-

rent risk/reward profile.
For investors who are

fans of technical analy-
sis, markets are now a bit
of a dilemma.

That’s because tech-
nical analysts must de-
cide between two market trends:
one bullish, the other bearish.

The bulls believe the market is
trending upward. The trend is
your friend until the end, they say.

Indeed, these folks can point
to the all-time highs the Dow-
Jones Industrial average recently
reached.

Moreover, in the world of tech-
nical analysis, new highs usually
betoken more strength to come.

But remember this. During the
last sideways secular market —
between 1965 and 1982 — the
Dow topped 1000 only once. 

And although there was a
breakout to new highs halfway
through the cycle — specifically,
in late 1972 — this proved to be
false, as the Dow itself was halved
over the following two years.

Dow repeated itself
Having already tested and

failed at the 1000 level twice be-
fore the breakout, the Dow went
on to do exactly the same thing
two more times during the fol-
lowing decade.

The upshot? I’m sure many
investors were just as bullish in
those heady days of 1972, as they
drove markets to brand new
highs during a sharp three-year
bull market.

But what about the technical
bears? Well, they point to a 13-
year ceiling on the S&P 500.

The failure to breach this level
of technical resistance preceded
two significant bear markets over
the past 13 years.

The index, which now sits
around 1560, has twice tried —
and failed — to breach this resis-
tance level: once in 2000 and again

in 2007. In addition, the
bears point to the matur-
ing of a five-year
bull/bear cycle.

My research shows
that in a secular sideways
market, bull markets on
average last about four
years.

After that, a bear mar-
ket correction, which typ-

ically lasts less than one year, com-
pletes the five-year bull/bear cycle.

The current bull came out of
the pen in March 2009. So, the
completion of the four-year
phase within the cycle is due
about now.

Investors must now ask them-
selves if they should stay aboard
the gravy train, or heed the
longer-term cyclical indicators?

But whether you go bullish or
bearish, it’s now probably smart
to hedge some of your bets.

Thankfully, there are some ex-
change-traded funds that will al-
low you to do just that.

These funds relieve investors
of the hassle of trading options, or
of buying pure inverse ETFs that
are more aggressive.

One hedging instrument that
you might consider is Power-
shares S&P 500 Downside
Hedged ETF (PHDG-NASDAQ,
$26.13), which tracks the S&P 500
Dynamic VEQTOR index.

Depending on specific trend-
identification factors, VEQTOR
tilts back and forth between over-
weighting the S&P 500 versus the
VIX volatility index. It legs in and
out of the VIX according to volatil-
ity on the S&P 500.

Although this exchange-trad-
ed fund has been around only a
short time, the underlying index
has been around since 2009. Pow-
ershares itself back-tested the
model starting from 2006.

During the 2008-’09 market
meltdown, as well as the big cor-
rection in early 2011, the model
had initial drawdowns. But this
was followed by substantial upside
as it adjusted its VIX weighting.

During rising markets, the
model delivered returns that

were positive, but below the
benchmark.

Yet, a lag in performance tied
to changes in the market makes
sense, given VEQTOR’s strategy to
leg in as the trend changes.

Remember, there’s a time lag
as the strategy increases or de-
creases its allocation to the VIX.

During market trend transi-
tions, this causes some short-
termed negative returns.

Returns were positive
This ETF wouldn’t be ideal in

a flat or meandering market, al-
though it may be suitable for
times when things are bearish.

Indeed, this fund would be a
good bet when an investor wants
most of the upside from market
participation, but wants to hold
onto some downside protection if
there’s a market correction.

A competitor to this ETF is
Barclays S&P 500 Dynamic VEQ-
TOR Exchange-Traded Note
(VQT-NYSE, $134.31).

ETNs differ from ETFs in that
upon maturity, the underwriter
promises to pay the amount re-
flected in the index, minus fees.

ETNs, then, carry additional
risks compared to ETFs. If the un-
derwriter, for example, goes
bankrupt, the investment might
lose value in the same way a se-
nior bond would.

Then, too, because of this
ETN’s higher management ex-
pense ratio, I prefer the Power-
shares ETF.

Now, let’s look at Horizons
Auspice Managed Futures Index
ETF (HMF-TSX, $9.43).

Although it’s more of a di-
rect bearish play, it’s not as ag-
gressive as an inverse or short
strategy ETF.

The fund’s well-regarded
managers can go long or short
with a diverse range of futures
contracts: everything from cur-
rencies, interest rates, com-
modities, stock market futures
— the whole ball of wax.

As such, the fund is a way of di-
versifying outside equities when

stock market trends are weak.
The fund is widely diversified

for risk protection through at least
five broad sectors, as well as
through 20 individual contracts.

Like the VEQTOR index, me-
andering trends are a net drag on
this ETF. So, strongly trending
commodity markets in either di-
rection are ideal for the strategy.

Admittedly, this ETF did
poorly in the recent bull market.
But from a technical standpoint,
the fund now seems to putting
in a base.

Given the fund’s current chart
formation, I’d buy it when it
breaks out from that base — ide-
ally during a fairly identifiable
downtrend in the stock markets.

For me, any managed futures
ETF is a non-correlated asset class
worth looking at when markets
are bearish.

In fact, when markets become
volatile, commodities can be an
interesting non-correlated asset
in an equity portfolio.

Because these products
aren’t necessarily suitable for all
portfolios,  you should,  of
course, do your due diligence
before buying them.

I also advise you to use them as
a supplement to defensive plays, as
well as higher allocations of cash.

In short, during a bear mar-
ket, exchange-traded funds that
focus on hedging strategies
should be used to complement a
balanced portfolio.

True, such ETFs aren’t the
Holy Grail of portfolio protection.
But they do offer the chance of
offsetting risk when markets fall.

Note: I’m speaking at the Mon-
eyshow at the Vancouver Conven-
tion Centre on April 19 at 12:15.

The topic of my address will be
“Anticipation 2013: The Good, The
Bad and The In-Between: how to
survive the coming markets.”

MPL Communications, which
publishes Investor’s Digest of
Canada, is a sponsor of the event.

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

Keith Richards

© Copyright 2013 by MPL Communications Inc., Reproduced by permission of Investor's Digest of Canada, 133 Richmond St. W., Toronto, ON   M5H 3M8


