Five for the Money


Investing: Smart Ways to Play Defense

With the threat of an economic slowdown increasing, we asked financial pros how investors can prepare their portfolios for the tricky times ahead 

by Ben Steverman, October 25, 2007, 12:10PM EST 

Time to batten down the hatches. U.S. stock investors could face rough weather in the coming months, thanks to a perfect storm of economic and fundamental factors. Start with the fact that a key determinant of companies' market values—their earnings—is eroding as U.S. companies report the slowest growth in quarterly profits in five years. 

Meanwhile, the housing market is getting worse by the month. Economic growth looks like it will slow. The credit markets are still crippled by the summer's financial crisis. 

Worried yet? 

You needn't be. For this Five for the Money, we asked financial pros for some tips on navigating these troubled times. 

Financial advisers usually tell their clients to stick to their long-term financial plans, even when under stress. It's difficult to time your trades in such a way that you outsmart the market, they say. However, if you're convinced tougher times are coming, here are five strategies that might help you sleep better at night: 

1. Pick up a "barbell" strategy 

A classic bond play is the barbell strategy, a split in your portfolio between short-term and long-term bonds. 

For these times, Manny Weintraub of Integre Advisors recommends an equity version of the barbell strategy. The idea is to balance out short-term, relatively conservative stakes with plenty of longer-term, riskier bets. 

So Weintraub is putting 40% of his portfolio—the more conservative portion— in safer stocks in favor right now. For example: Big multinationals benefiting from worldwide growth; companies offering investors a large, consistent dividend; or firms in lines of business that wouldn't be hit hard by an economic slowdown. 

The rest of the portfolio goes toward stocks beaten down by the current worries. He's avoiding housing stocks as too risky, but he likes smaller technology stocks, for example. "You want to position yourself in names that will go up when things improve," Weintraub says. If things get bad, part of your portfolio is protected; but if conditions improve, you'll profit from the upside. 

2. Hedge your bets 

Shorting stocks—a way to profit when a stock's value falls—has always been a way to protect your portfolio when the broader stock market goes south. But shorting can be risky and expensive, and more investment products are designed to offer other ways to protect your portfolio. 

Kipley Lytel of Montecito Capital Management, based in California, recommends several products, including inverse funds, which go up when particular sectors or indexes fall. He's currently using an inverse fund that targets small-cap stocks, essentially betting against smaller companies in this tough environment. 

Another option is hedge funds or mutual hedge funds, designed by their managers to get returns that aren't correlated with the broader market. "You're investing in a strategy rather than the market," Lytel says. 

A more conservative option may be stable value funds. Often offered as part of 401(k) plans, they are designed to preserve the value of your invested capital no matter what. "In uncertain times, these funds can be a real refuge from financial storms," says David Richardson of Dwight Asset Management. 

For any fund, and especially hedge funds, you must beware of high fees, which can hurt your returns in the long term. 

3. Golden years? 

The prices of commodities—raw materials such as oil, gold and other metals—often move independently of the stock market, providing protection. In times of extreme emergency, like a terrorist attack, they're likely to be in demand. 

But a slowdown in economic growth can actually sap demand for energy and for many raw materials, says Bryant Evans of Illinois-based Cozad Asset Management. For example, the price of iron and copper would be hurt by a big slowdown in construction activity. 

However, "gold often does well in a weak stock market," Evans says. That's because gold is a rare commodity. It has few practical uses aside from jewelry, but it's widely seen by investors as a safe haven in difficult times. 

4. Strike up the bonds 

Keep it simple: Bonds are an effective way to preserve your capital in risky times. 

"Bonds really do well in a bad economy," Evans says. Why? For one thing, an economic slowdown is often accompanied by a lowering of interest rates. When rates fall, bond prices increase. Also, slowdowns often trigger a "flight to quality" by investors. The gold standard for quality is still bonds issued by the U.S. Treasury. Evans advises lightening up exposure to corporate bonds, "which tend to perform more like stocks." 

5. Go global 

When investing, "you want to have companies that have some terrific exposure to the global markets," says Georges Yared of the Minnesota-based Yared Investment Research. 

While many are worried about slowdowns in the U.S., the prospects for growth abroad remain bright, both in other developed countries and in emerging economies. 

There are several ways to benefit from this growth. Many large U.S. companies sell much of their product overseas. Yared likes big tech names like Oracle (ORCL) and Cisco Systems (CSCO) for this reason. But there's a danger here: If U.S. sales drop, they can be a drag on American companies even if overseas profits are booming. 

Investing directly in foreign stocks is another option, along with international mutual funds. 

For any defensive strategy, the pros advise diversification. "A good balanced portfolio—[designed] to ride out the storms—is the best answer," Evans says. 

Indeed, investors with a totally bearish bent miss a key point: If you bet everything on a dark, stormy outlook, you'll miss out on the upside when, inevitably, the sun comes out again. 
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