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My first letter, written in the throes of early February’s surprise plunge in global asset 
prices, focused on two topics: (1) the narrative shift with regards to inflation, interest rates, 
and US monetary policy, and (2) the collapse of hastily put together Volatility products such 
as the XIV ETF. The letter included the following proposal (emphasis added): 
 

“…it is of our mind that the latest market slide not the answer to a question of the 
market’s fate, but rather the question itself, asked for the first time in years. 
Decisions must be made in the months ahead, and our job has just begun.” 
 

We have taken the days following the market plunge, a period that has gracefully awarded 
investors a significant retracement of the peak to trough decline of approximately 10%, to 
try to answer the questions raised earlier this month. The path forged by our research has 
led us in several directions, but one in particular struck us as especially relevant given the 
XIV storyline: pension funds, a $36 trillion global industry ($22 trillion+ in the United 
States alone), are heavily invested in “risk offset” strategies that [ironically] have and will 
continue to exacerbate market swings. Convinced that these strategies, which include 
trend-following computer models, risk parity and naked put writing, would both reduce 
market risk and help meet absolute return targets north of 7%, defined benefit plans have 
piled into alternatives since 2010. In doing so, they may have wrongly gauged the risk of 
their new investments, as evidenced by their chaotic performance in February - despite 
being billed as “all weather” solutions. In sum, I expect that, despite many prognosticators 
claiming that all the selling has run its course in risk parity and CTA funds, they are missing 
“the other shoe”: redemption requests and other forced liquidations by investors including 
pension funds in the coming weeks and months.  
 
I will also take the opportunity to briefly discuss another element of the inflation and 
interest rates story. While the US media has focused, and rightly so, on the Federal 
Reserve’s role in shaping the markets in 2018, a global perspective identifies perhaps an 
even bigger player, the European Central Bank. Mario Draghi and his ECB are facing game-
changing decision points, including when and how to extract itself from Quantitative 
Easing (Asset Purchase Programme) by the end of the year, as promised. They are also 
tasked with resolving a surging euro exchange rate, which threatens the reflation goal of 
the central bank by making the trading block’s exports less attractive globally. Aside from 
“jawboning” (talking the euro down rather than taking action), what can Draghi do? His 
reputation as the man who can do no wrong and who saved Europe from a deflationary 
disaster is on the line. A misstep, which would include sending the signal to market 
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participants that it is not prepared to counter a rise in the euro, could weigh heavily on 
global asset prices.  
 
 
 
The market crash in October 1987 was largely blamed on “Portfolio Insurance,” an 
automated selling strategy that was marketed to institutional investors as a way to avoid 
downside market risk by simply selling when stocks decline without the need for human 
intervention. The strategy’s popularity was the source of its undoing: selling begat selling 
as algorithms did as they were instructed to do, which forced further computer-based 
trading and so on…a negative feedback loop at its worst.  
 
If 1987 shared the same lexicon as 2018, Portfolio Insurance would likely be tied into a 
hedge fund class called CTAs, or Commodity Trading Advisors. CTAs have evolved beyond 
just commodities and are now defined as systematic (read: computer-driven) strategies that 
utilize futures to invest in momentum, i.e., buy more of what’s going up and short (profit 
off an asset’s decline) things that are going down. By venturing into various non-equity 
investments such as Volatility, Credit, and niche global plays, CTAs are able to market high 
targeted returns with low correlation to equities.  
 
Fortunately for CTAs and perhaps unfortunately for the rest of us, the “goldilocks” post-
election market added a third leg to CTA’s value proposition: stock-like returns with much 
less (apparent) risk. During this recent period, stocks rose without correction, interest rates 
lay dormant thanks to sub-2% inflation and a hibernating Fed, and the Volatility Index 
(VIX) slid month after month, allowing CTAs to use VIX futures to reap massive, seemingly 
low-risk returns.  
 
Let’s take this opportunity to introduce two more strategies that won the hearts of risk 
averse but return desirous, post-credit crisis pension funds.  
 

• Risk Parity: Championed by Ray Dalio and his $160 billion+ Bridgewater Associates 
(and, more recently, the one and only Tony Robbins), Risk Parity Funds are aimed 
at balancing the various risks assumed by a long portfolio. Namely, they assert that 
a traditional “60/40” portfolio is too heavily invested in equities on a risk-adjusted 
basis. The graphic below from AQR, another leader in risk parity investing, 
illustrates the foundational case for this type of approach:  
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Risk Parity Funds seek to balance risks (typically categorized as equity, interest 
rate, inflation, and credit/currency risks, as seen in the fact sheet for the AQR Risk 
Parity Fund) by underweighting global equities, increasing allocations to 
commodities and foreign currencies, and leveraging up a bond portfolio. This is 
where the debate usually centers: risk parity funds assume very low risk in US 
Treasuries and therefore believe that equity-like returns can be achieved with less 
risk by borrowing to invest in long-dated US government bonds. By the time the 
effect of leverage increases risk levels to about those of US equities, the story goes, 
the return profile more than makes up for the manufactured risk.  
 

• Volatility Targeting: These strategies are rather straight-forward. In its most simple 
form, a stock and bond portfolio is dynamically adjusted to achieve a target level of 
risk, as defined by volatility. For example, a particularly volatile month for equities 
would often lead to stock selling and bond buying to rebalance the risk profile. As 
you can see, Volatility Targeting is very similar to CTAs in its pro-cyclicality, i.e, it 
magnifies trends by selling in down markets and buying in up markets. 
 

• Put Writing and Volatility Shorting: Writing a put option generates a steady stream 
of returns (the option premium) from the put buyer, in exchange for a promise to 
pay the buyer if the underlying asset declines in value. If the asset never declines 
before the option contract expires, the writer never has to pay out and gets to keep 
its accumulated premiums. With volatility shorting, VIX futures are sold using a 
margin account. If the VIX is below the “forward” price upon expiration, the seller 
can generate big returns due to the leveraged nature of the short position. The 
chart below is of the VIX (top, brown) and the XIV (bottom, gold), the now-
infamous Exchange Traded Product that was designed too short the VIX. 
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As you can see, shorting Volatility was an attractive prospect for investors, 
especially those that weren’t properly informed of the latent risk embedded in this 
type of strategy. Let’s take a quick look at what happens when years of latent risk 
transmogrifies into a cascading selloff before we move on: 
 

  
 
“Naked” Put writing (not buying the underlying asset as a complement to the 
downside bet), Buy-write strategies (buying the asset and writing a put), and 
Volatility shorting (which was as easy as purchasing an ETP such as XIV) were well 
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received by pension funds that wished to minimize fees, as they could be rather 
effortlessly achieved by in-house investment managers. 
 

In sum, low volatility, endlessly rising stock prices, miraculously stable and low interest 
rates made for an optimal market environment for the strategies above. The piece de 
resistance was the marriage of (1) pension funds eager to generate high returns using a 
“modern” portfolio mix of low-cost, passive equity investments and risk-mitigation 
alternatives, and (2) hedge funds, desperate to compete with passive equity returns without 
sacrificing non-correlation, going “all in” on computer-driven momentum models. Looking 
at research over the past few years, the groupthink is obvious: 

 
“SITFO is among a growing number of institutional investors, including the State of 

Hawaii Employees’ Retirement System, that are getting defensive in the face of a 

long-running bull market in stocks, bonds, and other assets. With yields at historic 

lows and interest rates on the rise, pensions and other institutions are looking to 

dial up their use of other diversification strategies, often by creating a subportfolio 

of CTAs, alternative risk premia strategies (mimicking hedge fund returns), and 

long-duration Treasuries to create a so-called offset when equity markets get 

rocky.” 

“How Allocators are Weatherproofing Their Portfolios.” 

Institutional Investor, June 24, 2017. 

 

“Pension Consulting Alliance first suggested Hawaii use the strategy and currently 

advises on it, Mr. Chattergy said. In a January 2015 presentation prepared for the 

pension fund, the consultant described put writing as offering “favorable risk-

adjusted returns,” because buyers of put options tend to overpay for insurance.” 

“In Scramble for Yield, Pension Funds Will Try Almost Anything”. 

The Wall Street Journal, August 21, 2016. 

 

“Institutional investors have been pumping assets into managed futures strategies, 

with especially strong asset gains in the early months of 2017. Net inflows into 

managed futures strategies in the quarter ended March 31 were $4.9 billion; total 

assets under management in the category, including investment gains/losses, rose 

2.2% from $125.8 billion as of Dec. 31, showed data from eVestment LLC, Marietta, 

Ga.” 

“Managed futures setting stage for dramatic growth”.  

Pensions & Investments, June 12, 2017. 

 

"Late last year the Hawaii Employees’ Retirement System invested $1.6 billion of its 

$15 billion portfolio in option-writing strategies; several money managers, 

including Neuberger Berman and Analytic Investors, will implement the strategies. 

The South Carolina Retirement System Investment Commission is also investing in 

put options. Both pensions are using fully collateralized options that don’t use 
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leverage. Vijoy Chattergy, chief investment officer of the Hawaii pension plan, said 

at the time that the options were intended to reduce risk in the pension’s portfolio." 

“The Hedging Strategy That’s Cheaper Than Hedge Funds.” 

Institutional Investor, March 31, 2017. 

 

"Many big investors who flocked to these products have been under unique pressures 

to generate returns. Pension funds across the U.S. typically need to earn 7% to 8% 

each year to meet obligations. In the past decade, they have struggled to meet that 

target, while their total assets have fallen as retirement payouts have increased. As 

a result, many have lowered their bondholdings and turned to real estate, 

commodities, hedge funds and private-equity holdings. These so-called alternative 

investments rose to 26% of holdings at about 150 of the biggest U.S. funds in 2016, 

compared with 7% more than a decade earlier, according to the Public Plans 

Database, which is run by a group of nonprofits." 

“Harvard, Hawaii Gambled on Market Calm—Then Everything Changed.” 

The Wall Street Journal, February 14, 2018. 

 

“Put-write equity options are finding their way into more pension fund allocations 

to protect against volatility and, in some cases, take the place of fixed income as an 

income provider.” 

“Funds go exotic with put-write options to stem volatility.” 

Pensions & Investments, October 3, 2016. 

 

“In response to these risks, CalSTRS created a risk mitigation strategy to be more 

resilient to market downturns. The strategy, which focuses on being less correlated 

to global stocks and economic downturns, uses 30-year government bonds, 

commodity trading advisors (CTA) and global macroeconomics focused hedge 

funds. Ailman hopes the strategy will reach a target allocation of 9 percent by June 

2018 from its current 4 percent level.” 

“CalSTRS pares down U.S. equity exposure in market's record run.” 

Reuters, April 26, 2017. 

  
In researching the growth in popularity of CTAs and similar strategies amongst pension 
funds, a common thread has been a shared consultant, the Pension Consulting Alliance. 
The PCA, consultant for over a trillion dollars in pension money, has been frequently cited 
as the chief proponent of using CTAs, long duration Treasuries, and put writing. In fact, 
PCA is credited with coming up with the term “crisis risk offset,” which we believe echoes, 
at least in part, the Portfolio Insurance folly of two decades ago.  
 
Pension funds and their consultants made the decision to load up on these alternative 
strategies not solely due to brilliant marketing by hedge funds. Many funds, including the 
California State Teachers’ Retirement System (CALSTRS), a $180 billion behemoth, are 
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critically underfunded unless assume, and generate, very high expected rates of return. For 
example, a 2016 article on CALSTRS from Pensions & Investments includes this passage: 
 

“The retirement system's funding level is 68.5%. CalSTRS was scheduled to run out 

of money to pay retirees by the mid-2040s before the state Legislature and the 

governor agreed to a package in 2014 that increased contributions from school 

districts, the state and teachers. 

 

But that plan to reach full funding is dependent on CalSTRS meeting its annual 

expected rate of return of 7.5%, a goal that pension fund officials say can still be met 

but with less volatility under the RMS approach. 

 

Critics have said a 5% expected rate of return is more realistic long term.” 

“CalSTRS preps risk-mitigation portfolio.” 

Pensions & Investments, April 8, 2016. 

 
Acknowledging a 5% target would create a “now” problem for CALSTRS and countless other 
pension funds across the country. Rationalizing a 7.5% target using “new and improved” 
investing strategies is a clever way to make the pension funding crisis a “later” problem. 
Whether it’s now or later, however, this issue is well known and pensions are therefore 
under heavy scrutiny by regulators and state governments. A Google Search for “pension 
crisis” yields 1,440,000 results, including a New York Times article discussing a possible 
bailout of up to 200 multiemployer pension plans (“1.5 Million Retirees Await 
Congressional Fix for a Pension Time Bomb.” The New York Times, February 18, 2018).  
 
Now, the Pension “Time Bomb” has been ticking for a decade, making it difficult to 
translate it into a short or intermediate-term market outlook. A prudent approach, then, is 
to acknowledge it, monitor it, and act only when potential risks become real risks. I would 
contend that February’s selloff was at least the first red flag that underfunded pensions 
making poor decisions will have a real impact on asset prices in 2018. As we mentioned 
earlier, there may be another shoe to drop in the Volatility trade. The next phase of market 
dislocations could be driven by redemption requests from pension funds caught off guard by 
the risks of their “risk mitigation” strategies. Unfortunately for some of the decision 
makers, it will be their successors that get to make the call: 
 

Chief investment officer for Hawaii public workers 
pension fund fired 
 
“The chief investment officer for Hawaii’s $16.9 billion public workers pension fund 

has been fired, according to a report by the Honolulu Star-Advertiser. Sources told 

the paper Vijoy Chattergy was instructed by trustees of the Employees’ Retirement 
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System to leave the department’s offices on Monday. The sources said some of the 

ERS trustees said Chattergy’s management style was the reason for the firing…  

 

A recent Wall Street Journal article said Hawaii’s ERS began earning money selling 

“put” options in 2016, betting that markets would stay calm or rise. According to 

the report, the Hawaii ERS, along with Harvard University’s endowment and the 

Illinois State Universities Retirement System were investors that sought to benefit 

from the market’s “unusually long period of low volatility.” 

 

Following the sharp moves in the market, Chattergy told the WSJ last week that the 

fund took some losses, but added “they’re within expectations.” 

 

Earlier this month, the Dow Jones Industrial Average fell more than 666 points. 

 

While worried about further downturn, Chattergy told the paper the state has taken 

steps to mitigate losses and would continue to sell the put contracts. 

 

“We’re continuing to trade the strategy,” he told the WSJ last week, adding he was 

convinced the income would offset the market’s volatility.” 

 

Pacific Business News, February 15, 2018. 

 
We expect a similar exodus from both CTA strategies and the managers that 
proselytized them. At the minimum, we expect a reduction in CTA/Volatility 
Targeting/Put Writing/Risk Parity allocations in 2018, which, due to the size of the pension 
fund industry and the leverage involved in these strategies, will have a real effect on asset 
prices, similar to what we experienced in February. This does not equate to a call for a 
protracted bear market nor recession, although these are within the realm of possibility. It 
does, however, translate into a need for new thinking beyond “buy the dip” and FOMO 
(“fear of missing out”) bullish posturing, especially when analyzed in concert with 
valuations and fundamental changes underway in inflation, interest rates, and Fed policy. 
Indeed, we at Quartz Partners established a heavily defensive allocation across our 
tactical strategies late last week, seeking to reduce exposure to both global equities 
and fixed income on the back end of a sizable rally in global equities.  
 
 
As a postscript, we’d like to broaden our focus beyond pension funds, investing strategies, 
and pension funds, and briefly summarize a new headwind expected for 2018: uncertainty 
surrounding European monetary policy amidst the surging euro: 
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Manipulating one’s currency in order to compete in the global trade market has been a 
taboo subject since the mid 1990s, in a sort of implicit non-proliferation agreement after 
what could be considered the last Currency War that took place during the 1980s. The 
aggressive moves made by developed economies during that period have received the blame 
by many for market dislocations such as the Japanese bubble that popped in 1990 and even 
the crash of October 1987 (see “US Said to Allow Decline of Dollar Against the Mark.” The 
New York Times, October 18, 1987). The importance of foreign exchange values in global 
trade has never gone away, however. Outward pugilism has been replaced with, at times, a 
cold war on FX, and the weapon most often leaned upon has been fiscal & monetary policy. 
In Europe’s case, the ECB’s ongoing stimulus measures are aimed at more than stabilizing 
the region’s banks, who are years removed from the crisis that dragged Europe into a three-
year recession that ended in October 2015, according to the Centre for Economic Policy 
Research. As with Japan and the United States, a weak currency is a prime current objective 
for European policymakers as deflation supersedes inflation as the imminent threat. Weak 
currency helps trade, which in turn props up prices and growth. The last thing G7 members 
want, currently, is a strong currency.  
 
This is the dilemma facing Mario Draghi and the European Central Bank this year. The ECB 
has already telegraphed an exit from its Asset Purchase Programme, which saw it 
accumulate “securities of euro area residents denominated in euro” totaling EUR 1.97 
trillion (these securities are represented in purple in the chart below of the Eurosystem’s 
total balance sheet, taken from the ECB website). 
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There are several ways for Draghi to apply downward pressure on the euro: 
 

1. Lower interest rates 
2. Delay the expiration of the Asset Purchase Programme 
3. Jawbone (Talk the euro down using rhetoric) 

 
Option 1 is off the table since the benchmark rate is already at 0% and reducing the deposit 
facility rate from its current level of negative 0.4% could signal defeat. This leaves options 2 
and 3. Jawboning is the easy choice and is frequently employed by central banks. Examples 
are likely to include criticism of the United States for its weak dollar stance publicized by 
Treasury Secretary Steven Mnuchin at Davos in late January (read more here, courtesy of 
Bloomberg). We expect a war of words to pick up steam in the months ahead.  
 
Given the fleeting impact of jawboning, however, delaying the end of Quantitative Easing is 
the most available real action for the ECB, but it could signal defeat similar to lowering 
interest rates.  
 
Looking at the chart above of the euro/dollar exchange rate, piercing above the 1.30 level 
could amplify fears of de facto tightening outside of the ECB’s control if none of these 
measures are undertaken. Let’s wrap up by juxtaposing the euro chart with a chart of the 
10-year Treasury yield: 
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Both charts are approaching levels that should be considered relevant: 1.30 EURUSD and 
3% 10-year Treasury yield. Both could be breached at or around the same time, which 
could further disrupt the narratives that led us to where we are in the stock market.  
 
 
 
We’ve reviewed the headwinds that led us to our current defensive allocations, and could 
expound by bringing in valuations, high yield spreads that fail to reward investors for high 
default risk or any interest rate risk at all, and even what could be the next Enron 
(Steinhoff). Instead, I would like to point out that there are two massive tailwinds for 
equities going forward, and it’s no surprise what they are: fiscal policy (tax cuts) and strong 
earnings growth. Fortunately for investors, these are two historically dominant factors for 
stock prices that could provide the impetus for further gains late in this market cycle. It is 
for this reason that we remain structurally positive on US equities, meaning that we could 
still make the case for new highs in the S&P 500 in 2018. Oversold conditions could 
therefore trigger buy signals, especially if met with exogenous factors such as central bank 
support. Overall, we are operating in a new environment which will likely require portfolio 
responsiveness more akin to 2010-2012 than 2016-2017.  
 
Joseph Arena, CIO 
Quartz Partners Investment Management 
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This material is distributed or presented for informational or educational purposes only and should not be considered a 
recommendation of any particular security, strategy or investment product, or as investing advice of any kind. This 
material is not provided in a fiduciary capacity, may not be relied upon for or in connection with the making of 
investment decisions, and does not constitute a solicitation of an offer to buy or sell securities. The content contained 
herein is not intended to be and should not be construed as legal or tax advice and/or a legal opinion. Always consult a 
financial, tax and/or legal professional regarding your specific situation.  

This material contains opinions of the author or speaker, but not necessarily those of Quartz Partners, LLC. The 
opinions contained herein are subject to change without notice. Forward looking statements, estimates, and certain 
information contained herein are based upon proprietary and non-proprietary research and other sources. Information 
contained herein has been obtained from sources believed to be reliable but are not assured as to accuracy. There is 
neither representation nor warranty as to the current accuracy of, nor liability for, decisions based on such information. 
Past performance is not indicative of future results. No part of this material may be reproduced or referred to in any 
form, without express written permission of Quartz Partners, LLC. 

 
 
 


