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Key points: 
• There are directional and intensity factors that are contributing to the downturn in the US stock 

market since October. 
• We have reduced portfolio risk twice since August, and are currently positioned defensively in 

Treasuries, money markets, and/or Utilities stocks. 
• Algorithmic trading is a major force in today’s market, although it should be noted that it most directly 

affects the intensity of moves and not direction. 
• If economic growth and earnings decelerate in 2019, the market has the potential to bottom prior to a 

trough in these fundamental factors.  
 
 
Our first two letters laid out a narrative for the market that intertwined traditional factors 
such as earnings and economic growth with a modern twist, that being the impact of 
automated, algorithmic trading on asset prices. The February stock market decline was, for 
many, an introduction to its disruptive effects. In that vein, let’s call recent market 
developments an arranged marriage. 
 
In retrospect, it seems as if the February decline was in fact a harbinger of things to come: 
the S&P 500 fell approximately 20% from the 9/21 high to the lows set on the day before 
Christmas. The NASDAQ Composite plunged 24% while the Russell 2000 Small Cap Index 
fell about 28% from its high.  
 
In parsing the tumult in an effort to determine the “why” of the matter, we have surmised 
that there are two driving factors at play, one guiding the direction of the markets and 
another guiding its intensity. Much like the wind, a proper classification, or vector, of 
today’s market environment should include both measurements.  
 
1. Directional Factors: the reversal of the stock market’s direction has been brought on by 

factors that have been widely discussed since the fall, including: 
 

a. US/China Trade Conflict 
b. Federal Reserve Tightening 
c. [Possible] Peak in earnings growth and buybacks 

 
2. Intensity Factors: there are two major contributors to the magnitude of the decline 

since October: 
 

a. Credit market seizure (liquidity) 
b. Algorithmic Trading 
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Directional Factors 
 
US/China Trade Conflict 
The Trump Administration accelerated fears of an all-out trade war when, over the summer, 
it announced plans to impose a 25% tariff on a broad list of Chinese imports, effective 
January 1st. In the intervening months, the 25% figure was put on hold until further 
discussions could take place between the two economic superpowers. However, a 10% tariff 
was implemented in September and a rise to 25% remains in play by the end of the first 
quarter of 2019.  
 
Our take: In addition to the typical economic downside of tariffs, there is another factor at 
play that is leading to downward revisions in 2019 growth: In response to the threat of 
higher tariffs, US companies have “pulled forward” inventory building, boosting GDP for H2 
2018 but potentially leading to disappointing figures in H1 2019. Lower expectations for 
GDP next year may have therefore been a factor in the market’s directional change. 
 
Federal Reserve Tightening 
Monetary policy has been politicized in recent months, as President Trump has routinely 
criticized Jerome Powell and his Fed for continuing its rate normalization program, 
bemoaning on Twitter that Trump’s predecessor, unlike him (and I am paraphrasing here), 
was given the gift of low interest rates. Pundits in the financial media, most notably Jim 
Cramer, have joined in on the blame game, claiming that the Fed has blinders on and should 
have already stopped raising rates.  
 
Our take: The Fed is in an all too familiar predicament. Time and time again, rates are 
lowered to rescue a failing economy, and since optics are almost as important as the cost of 
money, they are forced to lower rates to extreme levels, e.g., 1% in 2003 and effectively 0% 
in 2008, for maximum impact. Subsequently, rates are slowly raised alongside an improving 
economic landscape, with the Fed careful not to upset the apple cart by raising aggressively. 
Finally, they must lower again as business cycles dictate, often falling short of their 
projected Federal Funds Rate due to their cautious approach during boom times.  
 
There often exists an awkward in-between period, however, which occurs because financial 
markets typically lead economic data by several months. The question is, is the Federal 
Reserve wrong in placing their inputs ahead of the market’s mood? The answer is a difficult 
one. By incorporating volatile inputs such as financial market developments, the Fed would 
be playing a dangerous game. First, the result is a less predictable central bank, which goes 
against the principles of Powell’s predecessors, most notably Alan Greenspan (measured 
rate hikes) and Ben Bernanke, who prioritized clear communications on his policy goals 
during and following the Financial Crisis. Second, kowtowing to the market’s whims creates 
a moral hazard which incentivizes ever increasing risk-taking by market participants.  
 
Our take: Theory and practice often diverge, and there is no better example than US 
monetary policy. For as much as the FOMC and its esteemed economists would like to 
disagree, they are inexorably linked to the stock market, which keeps pension obligations 
affordable, sustains the wealth effect (and resultant consumer behavior), and is a primary 
source of fresh capital for US corporations. As we will discuss later, the credit market, which 
is even more directly affected by interest rates, is the other source of capital and liquidity, 
and cannot realistically be ignored simply because unemployment and inflation are in 
check. After all, a breakdown in the stock and credit markets will inevitably flow through to 



January 2, 2019 

 
Quartz Partners Investment Management                                                                                     Letter From the CIO, Part III        3 

these two mandates. In sum, regardless of whether the Fed has acted appropriately up to 
this point, history suggests that it will be compelled to intervene, either by, in descending 
order of impact: lowering rates, pausing its balance sheet reduction program, or 
communicating an intent to keep rates where they are for the foreseeable future. If and 
when this happens, the stock and credit markets should respond favorably for at least a 
short period of time. 
 
[Possible] Peak in earnings growth and buybacks 
The following is an excerpt from a December 1st article by CNBC, quoting DataTrek 
Research co-founder Nicholas Colas (“New chart suggests stocks won't stage a year-end 
rally.” CNBC, 12/1/2018): 
 

“In the beginning of the year, estimates pointed to a strong fourth quarter, and the 
S&P 500 Index rallied 9.4 percent from January 1 to October 1. 
 
However, just as the correction was getting underway in October, a change happened. 
Earnings revisions dipped into negative territory, and the S&P fell 5.7 percent. 
 
During the first three quarters of 2018, "we had 20-25 percent earnings growth," he 
said. The current quarter "is going to be more like 13 to 14 percent, and next year is 
going to be more like 5 to 6 percent even though analysts still expect 8 to 9 percent," 
Colas said. 
 
"The worry that we have is you're going to see continued earnings revisions to the 
downside not just for Q4, but for 2019 as a whole," the analyst added. 
 
It's an ominous sign during a season known to be strong for stocks, according to 
Colas. Yet, he suggests, it's not just any year. 
 
"That gives the market some pause about valuation and future earnings growth, and 
creates the volatility that we've seen and should continue to see," Colas said. "We do 
have deteriorating fundamentals." 

 
Our take: Low interest rates and a boom time tax cut have helped propel both US corporate 
earnings and stock buybacks. True, the broad domestic economy has been humming along 
for years now, but these two backdrops are somewhat unprecedented – interest rates are 
traditionally much higher given the current unemployment rate and cycle length, while tax 
cuts of this magnitude were previously reserved for dragging an economy out of recession, 
not to prolong and/or boost one that has been stable for years. As a result of these 
tailwinds, stock prices surged and multiples expanded to levels not seen since 2000. All 
good things must come to an end, and whether or not we experience an actual earnings 
recession, a decline in the earnings growth rate and expectations for further declines may 
have contributed to the falling stock prices and multiples in the fourth quarter. 
 
Buybacks follow a similar narrative. The 2017 tax package sought to address the problem of 
US corporations parking their foreign earnings overseas to take advantage of attractive tax 
rates. The bill offers up a reduced (15.5%) tax rate on mandatory “repatriated” earnings. 
Those companies that brought earnings home have opted to reinvest primarily through 
stock buybacks. Further, most overseas cash remains held in cleverly constructed offshore 
accounts, owned by savvy corporations that would prefer to pay no tax than 15.5%. For 
these firms, they joined in on the buyback boom by issuing low-cost to debt to finance their 
stock purchases. Through a pessimistic lens, this amounts to a small scale leveraged buyout 
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of their own companies. We use this metaphor to illustrate the risk of these maneuvers in 
terms of balance sheet risks. If earnings do in fact decline, credit downgrades, and in some 
instances defaults, would be more likely due to inflating debt ratios.  
 
 

Intensity Factors 
 
Credit market seizure (liquidity) 
The poster child for the credit market’s troubles is the market for Collateralized Loan 
Obligations, or CLOs. Demand for packaged bank loans surged in the US and Europe in 
recent years as investors sought out their senior status to bonds and floating interest rates. 
However, things turned for the worse this quarter as market interest rates fell and investors 
discovered they were not being properly rewarded for default risk (floating rate loans offer 
lower yields than fixed rate loans until they are reset, assuming market rates do in fact rise). 
High yield bonds initially shrugged off the problems in the loan market, but eventually 
capitulated, sending the Bank of America Merrill Lynch High Yield spread up to 535 basis 
points from 316bp on October 3 (The spread is the additional yield over US Treasuries 
offered in exchange for the added risk. One basis point equals one hundredth of a 
percentage point).    
 
Our take: Deterioration in the credit market is both a directional and intensity factor. We 
include it in this section because a seizure in credit availability amplifies market moves as 
debtors, whether a company or trader facing a margin call, must sell assets at any price in 
order to meet its obligations. In terms of direction, we are concerned with upcoming bank 
earnings reports due to the impact of the loan market seizure. A CLO is a pool of loans 
originated by banks, packaged, and sold to investors. Therefore, a booming CLO market 
requires banks to maintain a steady flow of new loans, a seemingly attractive concept given 
low default rates and ravenous CLO buyers waiting in the wings. One way to keep deal flow 
high is to loosen lending standards - “Cov-lite” loans (loans that carry less restrictions on 
the issuer’s risk taking) have gained market share, thereby weakening the quality of the 
aggregate CLO universe.  
 
Before a CLO is packaged and sold, the loans are held on the bank’s balance sheet. It is 
likely, therefore, that a large volume of loans, once designated for sale to CLO buyers, 
remain at the banks and must be written down. This may also trickle down to the economy 
as banks are forced or choose to tighten credit conditions while they work out their balance 
sheet risks. Note that this is not just a US dynamic but a global one, with Europe seeing a 
historic rise in CLO issuance and demand over the past year. Resemblance does not 
determine fate, but the path of the CLO market is indeed reminiscent of the subprime 
mortgage market in the quarters leading into 2007-2008. 
 
Algorithmic Trading 
If there’s anything more vilified than the Federal Reserve during the market’s slide, it is so-
called “algos,” automated trading programs that buy, sell, and short securities based on 
predetermined rules. Some programs may trade based off real-time data such as economic 
releases or even Twitter posts, while others construct portfolios of stocks and bonds, with 
the asset class mix determined by quantified risk levels and dynamically adjusted.  
 
Our take: While news-based algorithms may explain why the Dow can soar 500 points in 
premarket trading in the seconds following a pro-market Presidential tweet, it is the latter, 
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risk-based trend followers, that is the most likely source of both the historic low-volatility 
rise in stock prices since 2017 and the wildly volatile selloff since October.  
 
This is an appropriate time to include a passage from the May 7 Letter From the CIO, Part II, 
composed as the market stabilized following the February selloff (emphasis added): 
 

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.  

 
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.  

 
As the market struggles to rationalize the effect that algos are having on market prices, it is 
appropriate to acknowledge that (1) CTAs and other computer-driven trading strategies are 
two-way streets, amplifying both up and down moves, and (2) they primarily guide the 
intensity of the market’s movements, not the direction.  
 
Those that wish to vilify them, or at least pine for a more human touch in the marketplace, 
could be in luck. As we have discussed in previous letters, our expectation is that algos will 
fall out of favor with those institutional investors, pension funds in particular, that loaded 
up on them in the halcyon days prior to 2018.  In fact, as mentioned in the passage above 
from May, I anticipate that algos damaged asset prices not only through voluntary trading 
activity but also as a result of forced liquidations prompted by unhappy clients.  
 
As always, there are numerous other developments in the global markets that are not 
included in this letter but are of importance and will be discussed in future 
communications. Some examples include: 
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• A flood of “Fallen Angel” corporate bonds into high yield territory, e.g., GE and Ford 
bonds rated three and one step above junk, respectively 

• Germany’s Deutsche Bank ailing and in need of government intervention 
• The positive resilience of the US consumer amidst low unemployment 
• The European Central Bank’s plan to end Quantitative Easing despite a struggling 

eurozone economy. 
• The bullish consequences of a US/China Trade Resolution 
• The potential for emerging market stocks to gain relative strength vs US stocks 

 
As always, our aim is to analyze, understand, and adapt. We consider ourselves bulls or  
bears, because, as with politics, associating with one side or another leads to biases and 
failure to approach the facts with the necessary perspective. Our composite portfolios are 
currently highly defensive and overweight Treasury Bills and Notes. “Phase I” of the 
transition took place in early August, when the strategies reduced stock exposure and 
rotated into Utilities where applicable. “Phase II” occurred in mid to late November, at 
which time all non-Utilities stocks and high yield bonds were sold. As we look ahead to 
2019, we will continue to seek opportunities for total return when attractive on a risk-
adjusted basis. Given the speed at which the markets are descending, it is clear that the 
market does not wait for the slow tides of economic activity to turn. This dynamic has 
caught many off guard since October, and it would be wise to carry the lesson into the new 
year from the opposite direction, i.e., the market has the potential to find its bottom earlier 
than economic data suggests. Until that time, we continue to assess our strategies in the 
context of risk and opportunity. 
 
A healthy and happy New Year to all, 
 

 
Joseph Arena, CIO 
Quartz Partners Investment Management 
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