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ANALYTICAL INVESTING

Stocks likely to top out this spring

S
ince 2012, I’ve
been predicting
bullish markets
for the first half of

2013, but bearish mar-
kets thereafter.

In essence, I think
stocks will hit a top by
this spring before re-
ordering themselves into
a normal cyclical bear market.

Why do I think so? For one
thing, there’s technical resistance.
Now at just over 1550 for the S&P
500, this resistance level will low-
er a ceiling that will be very hard
to break through without the
backing of strong economic data.

Over the past 12 years, U.S.
markets twice failed to break
through technical resistance.

And on both occasions —
September 2000 and October
2007 — the markets failed.

And both these failures ush-
ered in big bear markets. More-
over, economic data leading into
2000 and 2007 was robust, leaving
me wondering how stocks might
permanently break through the
1550 level this time around.

Patterns are key

Then, there’s the matter of
seasonal patterns. They’ve shown
that markets often outperform
until late April, only to underper-
form from May until November.

And with April drawing steadi-
ly closer, we’re likely due for a pe-
riod of underperformance.

Yet another reason for my pre-
diction is the U.S. presidential cy-
cle. In any presidential term, stock
performance in the first year — in
our case, 2013 — is on average the
worst, with bear markets usually
bottoming out in the second year.

You can also find support for
my prediction by looking at prices

for those commodities
that are very sensitive to
swings in the economy.

For example, some
key commodities, such as
copper and oil, are now
well below their two-year
highs, despite the S&P
500 itself having made
new highs.

This shows the potential for
internal deterioration of the econ-
omy in Canada, as well as in oth-
er consuming nations.

Meanwhile, many studies of
market sentiment indicate excess
optimism. And, for contrarians,
excess optimism is always a sell
signal.

Then, there’s the S&P 500 VIX.
This index, which measures op-
tions traders’ expectations for
volatility, recently hit levels not
seen since 2007.

This suggests investors are
complacent; that is, they see little
risk over the coming months.

In the meantime, a bearish
technical pattern known as a
wedge — often, an ominous sign
— may be forming on the S&P 500. 

One last indicator is the Shiller
price-to-earnings ratio.

Developed by Robert Shiller,
an economics professor at Yale
University, this P/E is close to its
typical sell level.

Of course, I could be wrong
about the potential for a bear
market over the 12 months or so.

Stocks could always break out
of their historic cycles and per-
manently take out the 12-year
highs, giving us a new era of bull
market returns that seemingly go
on forever.

Yet, even if you reject the no-
tion that the bear will emerge
from hibernation later this year,
you should certainly accept the
very real probability that the four-

year bull will find itself penned up.
Indeed, the last two correc-

tions — in mid-2010 and mid-
2011 — suggest that before the
bull continues, such a retrace-
ment would spark a double-
digit loss.

To me, this seems to be the
best, albeit the least likely scenario.

But if you agree we’re facing a
bear market correction of the nor-
mal cyclical variety, how then do
you survive it?

By using the four classic moves
in French swordsmanship. In the
first move, marche, you lunge for-
ward, enjoying the bull market
while you can.

And when riding the bull, you
want to be where the strength lies.

Based on both seasonal and
technical patterns I now see, I ex-
pect that for the first quarter, the
TSX 300 will outperform its U.S.
counterparts.

So consider buying a broadly
based exchange-traded fund tied
to the TSX such as Horizons S&P
TSX 60 Index (HXT-TSX, $11.07)
or iShares S&P TSX 60 Index
Fund (XIU-TSX, $18.50).

Keep in mind that energy
stocks make up more than 25 per
cent of the S&P TSX 60. And sea-
sonal trends for the North Ameri-
can oil patch are strong until at
least the spring.

Of course, you can also play
Canada’s energy sector directly
through the iShares Capped Ener-
gy Index Fund (XEG-TSX, $16.12).

Weighting is strong

For the Value Trend managed
equity platform, I now hold a big
overweight position in Canadian
stocks, including the Horizons
fund mentioned above.

Just when I’ll take a more de-
fensive stance in equities will de-

pend on whether the S&P 500
reaches the technical resistance
level of 1550 and change.

In the second of the four clas-
sic moves in French swordsman-
ship, the retraite, you step back.
You beard the bear or, in other
words, you win by not losing.

At the risk of oversimplifica-
tion, one of the best things an in-
vestor can do in a bear market is to
sit on the sidelines and hold onto
his cash.

So if the S&P hits the 1550 lev-
el, I’ll start selling stocks, upping
my sell orders as the bear trend
gets confirmed by the falling-
peaks-and-trough rule.

Any names I choose to hold
onto will be low risk, that is, ones
with low levels of volatility.

Stocks I own that fit this de-
scription include First Capital
Realty Inc. (FCR-TSX, $19.17) and
Brookfield Infrastructure Part-
ners L.P. (BIP.UN-TSX, $39.19).

Because both companies have
a beta of about 0.6, they’re about
40 per cent less volatile than the
TSX itself.

Moreover, both pay very
healthy dividend yields of more
than four per cent.

I also own low volatility ETFs
such as iShares MSCI USA Mini-
mum Volatility Index Fund
(XMU-TSX, $21.14) and BMO’s
Low Volatility Canadian Equity
Fund (ZLB-TSX, $17.73).

These two ETFs pick stocks
with the lowest betas, regularly
adjusting their holdings within
their respective markets.

By the way, I recently posted a
study, “Low Volatility Wins in a
Secular Sideways Market” on the
effectiveness of low volatility
stocks on my blog: www.smart-
bounce.ca.

I’d encourage you to read it if
you wish to learn more about a
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fascinating seasonal trading strat-
egy you can use with these ETFs.

Besides stocking your portfo-
lio with higher-than-normal
amounts of cash, you can use
hedge, VIX or non-leveraged in-
verse exchange-traded funds if
the market actually appears to be
rapidly heading south.

Timing must be good

Vehicles such as the Ranger
Equity Bear ETF (HDGE-NAS-
DAQ, $17.08), the Horizons Be-
taPro S&P/TSX 60 Inverse (HIX-
TSX, $10.07) and the Horizons
BetaPro S&P 500 Inverse ETF
(HIU-TSX, $6.16) allow you to
profit from a market downside.

But be careful. To get the ben-
efit of these ETFs, your timing has
to be flawless.

And although I’ve used these
types of investments to hedge my
portfolios, I’ve used them both

sparingly and cautiously.
The third step, coup d’arret, of

the four-step fencing strategy con-
sists of winning by anticipating.

Of course, it’s always great to
fantasize about buying stocks at
the bottom of a bear market.

Unfortunately, I don’t think
you can time the markets in such
a way that you can identify when
a cycle will actually bottom out.

But a market that does break
out into a higher peak than the
last one may indicate the start of
a new bull market — and, more
important — that it’s time to buy.

Learn to identify a bear market
bottom by watching for equal or
higher peaks and troughs on a
market index chart.

For further reading, consult
my book, Sideways: Using the
Power of Technical Analysis to
Profit in Uncertain Times.

A potential downside target
worth watching for on the S&P

500 may be 1100, which repre-
sents a point of significant techni-
cal support on the charts.

In the last of the four classic
fencing steps, the coup d’estoc, or
the bounce, you win by seizing
new opportunities.

To sum up, rather than be-
coming another victim of a nor-
mal, cyclical bear market, why not
profit by it instead?

The late Sir John Templeton,
the legendary investor, said as
much himself.

“To buy when others are de-
spondently selling and to sell when
others are greedily buying,” he not-
ed, “requires the greatest fortitude
and pays the greatest reward.”

As an investor, your job is to
identify opportunities by avoid-
ing the crowds, just as Sir John
himself suggested.

When the next bull comes out
of the pen, you’ll be among the
minority of buyers, given the

crowd’s tendency to avoid stocks
after being mauled by the bear.

You’ll also be in the minority
of sellers if you choose to reduce
your equity exposure this spring
in the face of current investor op-
timism.

Because bull markets, as I’ve
mentioned, run for about four
years, you’ll have plenty of upside
after you identify the emergence
of the next one.

Consequently, market index
ETFs such as the SPDR S&P 500
(SPY-NASDAQ, $152.11), or ETFs
tied to higher beta sectors such as
commodities and high tech
should be on your shopping list.

As markets progress through
the stages I’ve described above,
I’ll continue to provide timely in-
vestment ideas.

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