
A
ll eyes are on the
U.S., given how
much stronger
it is than most of

the world’s other devel-
oped markets.

Indeed, America is
now in the throes of a
long-term bull market, al-
though the good times are
not without their risks.

To see what I mean, look at
the chart on the next page. It
shows how the S&P 500 Index re-
sponded to the various rounds of
quantitative easing — that is,
stimuli — that the U.S. Federal
Reserve managed to unleash
over the past five years.

As you can see, each round
initially drove stock markets high-
er. But at the end of each one, the
Index sold off.

As a result, I believe in-
vestors should now play the
U.S. market to the upside, but
hedge their bets by taking a
more defensive position.

So, here are a few ideas that
might allow you to do so.

For starters, consider buying
exchange-traded funds that cover
the U.S. market, but have 20 to 30
per cent less volatility than a stan-
dard ETF on the S&P 500.

Such low volatility vehicles in-
clude iShares MSCI USA Mini-
mum Volatility Index Fund
(XMU-TSX, $23.65) and the BMO
Low Volatility US Equity ETF
(ZLU-TSX, $16.23).

Using various “beta,” or volatil-
ity measurements, these funds un-
cover U.S. big caps with the least
market sensitivity.

And although these ETFs
aren’t entirely immune from

downside risk, they can
offer reduced downside
in a market correction.

In addition to low-
volatility ETFs, we’re now
seeing the emergence of
funds that hedge their
downside risk.

For example, there’s
PowerShares S&P 500

Downside Hedged ETF (PHDG-
NYSE, $27.28). As its name sug-
gests, it holds the S&P 500.

The twist is that this fund is
based on the VEQTOR Index. It’s
a combination of the S&P 500
and the VIX, the Market Volatility
Index of the Chicago Board Op-
tions Exchange.

Effectively, this ETF remains
fully invested in the S&P 500 until
volatility, as measured by the VIX,
starts to pick up.

After that, the fund begins to
leg into the VIX incrementally,
offsetting some of the downside
inherent in a falling market.

The longer and bigger the sell-
off, the more exposed the fund
becomes to the VIX and the less
exposed it is to the S&P 500.

To minimize risk, the Purpose
Tactical Hedged Fund (PHE-TSX,
$20.20) uses a different strategy.

Rather than buy into an index
such as the S&P 500, it employs a
quantitative screening process to
find high quality stocks.

To cut downside risk even
more, the fund lowers its expo-
sure to equity altogether by
shorting the S&P 500 as it hits
moving averages.

Depending on market trends,
the fund’s equity exposure is
raised or lowered by anywhere
from 25 to 27 per cent.

Thus, the fund tries to add
value through both quality stock
selection and market trend
identification.

Meanwhile, for both upside
potential and a relatively low risk
profile, it may be worthwhile to
look at some individual stocks.

Although its beta isn’t partic-
ularly low, insurance giant
American International Group
Inc. (AIG-NYSE, $50.15), is a
stock we still like.

Business has changed

For one thing, AIG is no longer
in the business of selling credit
default swaps, the obligations
that saw its liquidity squeezed
during the 2008 credit crunch.

Moreover, AIG’s corner office
crew is the strongest it has been in
a long while.

In addition, the company is a
bargain, given that it now trades
below its book value.

As well, AIG has broken
through a level of overhead tech-
nical resistance that’s been in
place for some five years. So,
there’s nothing holding back its
shares. And although the stock
carries low downside risk, its up-

side potential is significant.
To reduce the effect of mar-

ket volatility on your portfolio,
you might also consider invest-
ments that cover Europe and the
Far East.

Because of the bad news that’s
been coming out of China, Japan
and Europe, stock markets there
have been subdued in compari-
son to those in the U.S.

But the tide may be changing.
In fact, consider these markets a
little like buying into U.S. stocks
during the early stages of Ameri-
ca’s economic recovery.

In fact, in both Europe and
Japan, monetary stimulus pro-
grams are still only in their early
stages.

For my part, I like the iShares
EAFE ETF (XEF-TSX, $21.50),
which covers the MSCI Europe,
Australia and the Far East index,
thereby providing broad market
exposure.

But if you want a pure play on
Europe, consider the iShares
MSCI EMU Index Fund (EZU-
NYSE, $37.31).

Keith Richards is portfolio
manager of Value Trend/Wealth
Management in Barrie, Ont.
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Although the S&P 500 initially responded well to the Fed’s stimulus measures, 
it eventually took a dive after the end of each round

Watch out lest the S&P gets
thrown by the bull


