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Summary: 
 
• Tariffs, a new Fed facing rising inflation, and the Facebook revelations (listed in order of 

impact) have transitioned the stock market from unbridled optimism to volatility and 
uncertainty in 2018. 

• The fundamental outlook, particular with respect to corporate earnings, remains very 
positive and has the potential to offset these new headwinds. 

• With volatility expected to continue this year, patience is key to avoiding making a fear-
based investing decision. Nevertheless, the bull market may be in “extra innings,” making 
active decision-making more essential than in recent years. 

 
Since late January, when the collapse of “short volatility” products wreaked havoc on 
global equities, the stock market has yet to stabilize, let alone reach new highs. The 
NASDAQ Composite, rich with high earnings companies but also with those battling recent 
headwinds, sits 7-8% below its highs for the year.  
 
In early March, a slew of positive economic data and ebbing of volatility-related fears 
helped ignite a fierce rally from the February lows, and the worst had seemingly abated. 
The remainder of the month turned the tide as two key events violently whipsawed 
sentiment:  
 

• The Trump Administration’s unflinching decision to put the world on notice that 
tariffs would be its tool to push forward trade negotiations and “level the playing 
field”, and; 

• Revelations regarding Cambridge Analytics’ use of Facebook’s loose grip on its 
customer’s data, which has raised concerns of hefty fines and falling customer 
growth. Facebook’s woes sent a ripple through the technology sector and helped 
trigger a rapid decline from the March highs.  

 
In our view, a third development surfaced in mid-March: newly appointed Fed Chairman 
Jerome Powell held his first FOMC post-decision press conference on March 21. 
Powell’s delivery came across to the author as a sharp divergence from his predecessors, 
namely Janet Yellen, Ben Bernanke, and Alan Greenspan. Now, in calmer times, the facts 
will certainly supersede linguistics and public speaking skills. Volatile, uncertain market 
periods, however, may require a more Delphic disposition in which the Fed Chair has the 
platform to soothe market fears by assuring traders that it understands the path of the 
financial markets and, if conditions worsen, the Fed will be swift to respond. Given the 
opportunity, Powell opted instead for an academic dialogue with reporters about the nuts 
and bolts of Fed policy. 
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There was more to it than just stylistic differences, however. In Powell’s March 21st speech, 
the passage that hints at a shift from previous Chairs was his statement that policy 
response this year will be “symmetrical” around a 2% inflation rate. Taking one side of this 
symmetry, this means that the Fed will not “let prices run” on the upside in order to make 
up for lost time after years of sub-2% price growth. A so-called “price targeting” was 
recently suggested by former Chairman Bernanke in an October 2017 piece published by 
the Brookings Institution (“Temporary price-level targeting: An alternative framework for 
monetary policy”, October 12, 2017). The chart below illustrates the implications of a price 
targeting approach. Note that there is a cumulative effect of inflation “misses”, and 
therefore, it would take several months of 2%+ inflation readings in order for the longer-
term price level to reach its [2%] target: 
 

 
 
 
Powell’s symmetrical comment essentially argued against this method, which raises 
the probability of a more hawkish Fed if inflation data puts together a string of 2%+ 
readings. This should be considered a headwind for stocks if in fact Powell and his Fed 
follows through on his symmetrical approach.  
 
The Federal Reserve met last week, but in the absence of an accompanying press 
conference (there are four scheduled meetings with press conferences, the next one 
coming on June 13), no news was considered good news and the stock market has exhibited 
strength so far in May. Not only that, but San Francisco Fed President John Williams made 
a comment on May 4 that may have bolstered stocks when he hinted that inflation may 
overshoot the 2% target, implying that a bit of asymmetry may be OK after all. As we have 
noted, we believe that this quiet evolution of Fed policy as inflation rates hit the 
targets that have been waited on for years is an understated but critical market 
factor for the foreseeable future. 
 
The meeting next month is expected to bring with it further volatility as traders weigh the 
Fed’s decision against its expectations of 3-4 interest rate hikes by end of year.  
 
In summary, the markets experienced a burst of negativity in March, primarily ignited by 
the tariff dilemma, amplified by Facebook’s woes and potentially subject to a missed 
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opportunity by the Federal Reserve in mid-March. Parallel to these fears lies a strong US 
economy and solid corporate earnings picture. The end result is a “trading range” market 
markedly more indecisive than 2017’s rally: 
 

 
 
 
 
 
Taking a step back from the confusion that swirls around the markets today and seeking a 
more fundamental assessment, it is evident that the Q1 earnings season was a 
resounding success on paper: according to FactSet, 79% of S&P companies reported 
earnings per share (EPS) higher than forecasted, which would mark the best beat “since 
FactSet began tracking this metric in Q3 2008” (FactSet Earnings Insight, April 27, 2018.) 
Tech earnings were particularly robust, with companies such as Facebook, Amazon, Intel, 
and Netflix all showing huge growth across the board. For Facebook, there is fodder for 
both bulls and bears, as bulls tout outstanding growth rates while bears could note that the 
#deleteFacebook movement has only just begun. To quote famed investor Benjamin 
Graham, “In the short run, the market is a voting machine but in the long run, it is a 
weighing machine.” If this is true, there is rational optimism that the market will be 
seen in a more positive light once traders bearish “votes” on stocks dissipate. 

 
 
Table. Pros and Cons, H1 2018 US Economy and Stock Market 
 

PROS CONS 
Strong corporate earnings and share buybacks 
(boosts Earnings Per Share, or EPS) 

Tariffs threaten global trade and spread 
uncertainty 

Continued benefits of tax cuts Tech leadership at risk 
Economy on sound footing Valuations are stretched 
 Inflation has hit target levels and is 

beginning to impact monetary policy 
 
 
Our outlook for 2018 calls for sharp short-term gains and losses as the tug of war evolves 
between actual fundamentals (bullish) and perceived future fundamentals (negative due to 
tariffs, valuations, and tightening monetary policy). For a visual analogy, we look at 2000, 
a year of stops and starts that left investors beleaguered by the wild election season of 
November (and December thanks to a Florida recount and Supreme Court proceeding). For 
the purposes of this exercise, we set aside drawing direct comparisons and instead seek to 
illustrate what could become of 2018 if uncertainty and loss of leadership continues: 
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Chart. S&P 500 Index, 2000 
 

 
 
 
Note how the S&P 500 topped in April, coinciding with the collapse of the technology 
sector (a much more severe downturn than March’s slide…the NASDAQ Composite fell a 
staggering 25% in the week of April 10, 2000). The index than spent a better part of four 
months working its way back to the March highs, ultimately failing and setting in motion 
the 2000-2002 bear market. The bottom chart represents the 5-day Rate of Change for the 
S&P 500 Index. As you can see, sharply higher or lower weeks was the norm during this 
deciding period, leaving investors with rapidly fluctuation gains and losses. While we 
reserve a prediction that the markets are headed for a bear market – it is difficult to reach 
such a conclusion with any degree of confidence in the presence of the earnings growth set 
in Q1 – we view the January thru August 2000 stock market (in a vacuum) as a potential 
analogy to this year’s price action, currently and in the near future. 
 
The takeaway we have identified is two-fold. First, patience is required as daily and 
even weekly price movements are likely to be noise rather than the signal. Second, 
if the US economy and corporate earnings act as a tailwind this spring, there 
remains a reasonably strong possibility that stock prices will attempt a run at the 
highs set earlier in the year. Indeed, if global trade tensions fade and companies 
with overseas trading partners are provided with the clarity needed to make 
operational decisions, the trading range could be broken to the upside. That is not 
to say, however, that the road will be smooth. Contrarily, and at the risk of cliché, 
further volatility is our highest conviction forecast this year. 
 
Above all, we will continue to watch the market’s movements on a daily basis, 
striving, as all investors should, to make prudent decisions in the face of 
uncertainty, for as this historic bull market enters “extra innings,” the need to make 
active investing decisions is more necessary and frequent than has been in recent 
memory. 
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Joseph Arena, CIO 
Quartz Partners Investment Management 

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. 

 
 
 


