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     With the stock market’s reasonably steady gains over the last four years, some investors are getting nervous.  I’ve been asked several times about “how to protect my gains in the market.”

The simple answer is to sell enough of one’s investments to cash or short term bonds.  However, this precludes participating in future stock market gains, which seems unwise in the long term.  If the investor has a reasonably long time to stay invested (ten years or more), I usually advise staying the course.  Time tends to smooth out the downdrafts and general volatility of the markets.

If you are nervous anyway, or unsure of your time horizon, then there are a couple of other methods that provide “insurance” for your gains.  The first option is to have an investment professional buy long term “put” options on the stock indexes that mimic your holdings.  For instance, if you hold a significant amount of large American company stocks (like the S&P500 index), you’d buy puts on the S&P500 index that last for a year or two.  This put option gives you the right to “sell” the index at a value close to it’s current one, even if stocks drop in the meantime.  The cost for doing so is close to 2% of the amount insured per year.

Another choice is to buy “principal protected notes. (PPNs)” These are sold by banks and brokerage houses.  Owing these products involves much due diligence and some sophistication in reading financial documents-or the guidance of someone who has this expertise.  Essentially, these PPNs are the combination of a zero coupon bond and a call option on the stock index in question.

For example, you could purchase a PPN that promises to pay you 80% of the return of the S&P500 index five years from purchase date, but to return your initial money in full if the market has dropped in the interim.  The PPN consists of a zero coupon bond that sells at a discount at the time of purchase and matures at the price you paid for the PPN.  The difference in the discount allows for 1) profit and commissions to the issuer and 2) the purchase of a call option on the S&P500.  This call option is a highly leveraged product that would allow the issuer to pay you the 80% of any potential return.

In fact, PPNs are available with a tremendous variety of terms and underlying securities.  Some are reasonable deals, and some are frankly rip-offs.  Some are guaranteed only by investment banks, and others carry FDIC government protection on return of principal.  I’ve researched these products in some detail, and estimate the “cost” of holding them to be (surprise!) about 2% a year-just like buying a put option.  However, some of the PPNs I’ve reviewed have had much larger and difficult to understand costs.  Do not buy a PPN without someone on your side to guide you.

There are other problems with PPNs, including the fact that the entire return is taxable as ordinary income, and not as capital gains.  There is almost no liquidity if they need to be sold before maturity, and you are locked into the selling date-whether or not that is appropriate for your needs.

Still, both buying long term index puts and buying Principal Protected Notes are the two best ways of protecting stock market gains in the short to intermediate term.  
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