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The market’s recent volatility coupled with continuing worldwide financial uncertainty has tested buy-and-hold investor’s mettle and many, dismayed by the flat performance of their portfolios, are longing for ways to get their investments back on track. There are numerous tools out there investors can utilize, however when markets are volatile, higher risks are prevelent.


Some of the tools sophisticated investors might use to make money in this market generally fall into the short-term category and include shorting stocks, the use of options, and buying inverse ETF’s. Each of these investment tools have their own particular risks and should only be used by experianced investors familiar with their structure and potential for loss. 
               The first tool mentioned is shorting a stock. Surprisingly, the investor does not have to own the shares they short! Shorting a stock is when an investor sells a stock they believe will fall in value and will deliver the shares at a later date, when (they hope) they can purchase the stock at lower price than what they sold it for. Usually the shares are ‘borrowed’ from their broker’s inventory and the investor is obligated to replace those shares by some future date. The risk is of course that the shares cannot be bought at a lower price and the cost to eventually buy the shares for fulfillment of the contract results in a loss for the investor. Investors can also sell short “against the box”, which means the investor already owns the stock shares, but does not necessarily want to sell them now. 


Another alternative investment vehicle is an option contract. An option contract is when two parties argee to set a price and expiration date today for possible execution at some future date. The basic options are called “puts” and “calls” and are leveraged vehicles in that each contract controls 100 shares of stock. Investors who hold a position in a stock they feel favorable about may wish to protect their downside risk by buying a put option covering that stock. The put allows them the option to sell the stock to another party at an agreed upon price until the expiration date of that option contract. The call option may be used when an investor feels a stock may rise in price, but is unwilling to buy it now. The call allows the investor the opportunity to buy the stock at the agreed upon price until the expiration date of the option. Both puts and calls could be considered a type of insurance against changing stock prices and do not have to be utilized. Instead they can be left unexecuted at expiration, when they become worthless. Also, some speculators trade in the options without even owning the underlying stock.

More recently, inverse Exchange Traded Funds (ETF’s) have been developed which can allow investors to gain when the market or some underlying index falls. As with the other investment vehicles mentioned, these inverse ETF’s are very sophisticated vehicles and not appropriate for the average investor. One example of an inverse ETF would be a bear-market ETF. This investment vehicle may attempt to provide returns that are the inverse of the market, or even double the inverse of the maket. For example, if the Dow Jones Industrial Average, a widely followed market index, would fall 1% on any trading day, the inverse ETF may gain approximately 1%, whereas the double inverse may gain 2%.  (Be warned though that due to tracking error, internal trading charges, fees and the pecularities of how inverse indexes are structured your returns may differ from actual market performance, expecially over longer periods of time!) Inverse ETF’s are generally used for short periods of strong directional movements in the market.

In this volatile market investors are looking for answers and choices. If you are an experienced investor and looking for ways to keep your portfolio moving in the right direction, ask your investment professional about about these unconventional investments. 
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