
 

 

USING LIQUID ALT ETFS TO BATTEN DOWN THE HATCHES 

THE FOLLOWING "ETF ISSUER PERSPECTIVE" IS SPONSORED BY VIDENT 

 

Screaming, crying, perfect storms 

I could make all the YTD tables turn 

HY garden filled with defaults 

Keep you second guessing like oh my god 

Who is she? I get drunk on ZIR policy 
 

So it's gonna be forever 

Or it's gonna go down in flames 

You can tell me when it's over 

If the Dow high was worth the pain 

Got a long list of excuses 

For not have to raise the rates 

[Chorus] 

Cause investors are yield hungry and reckless 

We'll take this way too far and leave you spread-less 

Or with a nasty scar 

Got a long list of excuses 

For not have to raise the rates 

They'll tell you I'm insane 

But I got a zero bound baby 

And you love the game… 

  --- End of QE by Janet Yellen channeled via Taylor Swift’s Blank Space 

 

At the end of 2015, after an unprecedented easy monetary policy of the last 8 years, the US 

Federal Reserve led by Dr. Janet Yellen will tell investors if “it’s gonna be forever” or if it is the 

end of QE and beginning of a tightening cycle.  Investors will have to wait and see if it’s 

gonna go down in flames” and leave a nasty scar for yield hungry yield chasers.   



Globally we have seen many scars – especially in the emerging markets – whether 

commodity driven markets like Brazil, Colombia and/or geopolitically driven markets like 

Russia, Turkey and China, to name a few.  Closer to home, energy stocks are down 20+%. 

And the energy high yield credit sector has seen major defaults.  Has the credit cycle turned 

already ahead of the Fed?   

 

What’s in a credit cycle? 
 

A credit cycle may or may not neatly coincide with a general economic or monetary cycle 

and might not affect all economic sectors at the same time to the same degree.  But at 

times, there are unanticipated ripple effects.  An overleveraged energy company may 

default causing strain in the local banking, commercial and residential real estate or 

consumer discretionary (e.g. retail) sectors.  It’s hard to know even all the “known unknowns” 

in a $15+ trillion US economy, let alone in the global one.  How the “dots will be connected” 

in a global economy will be revealed once the credit cycle turns.  Or, as Buffet says, when 

the tide goes out, we find out who was swimming naked”.   

 

 

 

 

 

 

 

 

 

 

1High yield credit spreads 

 

In our modern post central bank credit driven economy, financial assets are driven by supply 

of credit.  The credit cycle waxes and wanes with monetary conditions/policy and is 

interconnected with the economic cycle over time but is not perfectly synced – meaning its 

amplitude, phases and wavelengths are different from the economic cycle2. 

Currently it feels like we are in the late cycle phase of the credit cycle.  Generally in a late 

cycle, defaults are low (currently 2% ex- energy in HY), profit margins peak/shrink, M&A goes 

into high gear ($4+ trillion in 2015, surpassing past peak of 2007) and cash portions of 



earnings or cash positions decrease.  For most fixed income sectors, the cycle has been 

benign but is marching into the late cycle phase.  

 

 

 

 

 

 

 

 

 

A particularly worrisome credit sector is the EM corporates where outstanding debt has more 

than doubled from less than 40% of GDP in 2009 to over 75%. Defaults in emerging markets 

over the last 12 months were at 3.8% vs 2.5% in the US3. 

Lack of Breadth and creeping of volatility in the stock market 
 

Some other telltale signs of a late cycle are the narrowness of a stock market and a rise in 

volatility.  In 2015 as of November, the top six stocks (Apple, Amazon, GE, Google, Microsoft, 

Facebook) have contributed to 226% of the S&P 500 return! Without them, the S&P 500 would 

be down -2.2% (GS, Nov 2015). These stocks have masked the overall weak performance of 

broader markets.  Small cap value stocks have underperformed large cap growth stocks by 

over 10% in 2015.  Currently, the U.S. stock indices are trading towards their higher end of 

valuation.  



 

 

 

 

 

 

 

 

 

 

A rise in valuations has also made US stock market more susceptible to any corrections, as 

seen late this summer, giving rise to a spike in volatility - over 40% - and an equally sharp 

recovery in early autumn. Currently volatility is off the highs but remains somewhat elevated. 

The tragic Paris attacks on “13/11” (Friday, November 13th) have been another element 

adding to the already fragile geopolitical conditions and could keep the volatility elevated.  

 

 

 

 

 

 

 

 

First Rate Hike - History may or may not repeat but may rhyme  
 

In the past, tightening began mid cycle and continued through late cycle4.  But the 

unprecedented QE has delayed tightening this time to late cycle.  While the timing of the 

first rate hike in 9 years may be narrowed down by Yellen & Co., there is plenty of uncertainty 

about the ultimate target level, duration and frequency of intermittent hikes to the ultimate 

level.  Ciavonni lists a number of questions that the investors face after the first hike5 –  



 Is the economy strong enough to handle higher interest rates? 

 How will the bond market react?  

 How will the stock market react?  

 Will the Fed raise rates again at the next meeting? 

 Will the Fed push the economy into a recession? 

 What will the impact be on earnings relative to current valuations? 

 Is inflation contained or will it become a problem down the road? 

 Will a rate hike push the economy into a deflationary spiral? 

 How will inflation impact the economy, markets, and earnings?” 

With this uncertainty, all an investor can do is “batten down the hatches” based on recent 

history (1983 to 2015) Table XX.  Usually an exogenous event pushes an economy into 

recession after the Fed has raised rates incrementally over an extended period of time and 

the valuations have been stretched.  

Generally, stocks feel an initial shock from the first rate hike, no matter how much the Fed 

tries to prepare the markets through pre-announcements via FOMC statements.  But also, 

stocks recover after the initial shock as long as the economy keeps chugging along, as the 

rate hikes were in mid to late economic cycle and profits were able to support valuations.  

But within the general markets, the sector performance varies – defensive sectors (staples, 

health care, and utilities) hold up better than others (discretionary, energy, materials, tech, 

etc.). At times, high dividend paying stocks struggle in the face of rising rate environments. 

In the bond market, initial shock takes longer to recover.  And if the economy is pushed into 

recession, then a flight to safety leads investors to load up on treasuries and abandon 

credits, esp. HY.   

 

 

 

 

 

 

 

 

 

 

How to weather a choppy and stormy period  
 

An investor can simply sell all risky assets and keep the money in cash and wait.  But the cost 

of waiting is high this time as cash rates are below inflation.  Therefore, another option may 

be to sell a pure beta portfolio and replace it with an alternative ETF that may have a beta 



of 1.0 but can short weaker stocks and sectors while selecting higher quality stocks and more 

favorable sectors.  

Another approach is dynamically managing exposure in a multi asset portfolio based on 

history and systematic tools. A systematic global macro fund, a tactical asset allocation ETF 

or an alternative product that utilizes factor timing can also help an investor through such a 

storm. 

 

Battening down the hatches:  
 

In the face of geopolitical uncertainty, looming rate hikes, elevated valuations and a 

possible turn in the credit cycle, an investor can -  

1. Raise cash and earn below inflation yield and lose purchasing power, or 

2. Use a long short ETF/alternative, while maintaining beta and try to capture stronger 

sectors/companies and benefit from shorting weaker sectors/lower quality companies 

3. Invest in a fund that dynamically allocates across asset classes or tactically uses factor 

timing  

While battening down the hatches, unlike Ms. Swift, an investor can maintain her sanity 

because QE’s not “gonna last forever.” 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



References 

1S&P PE, VIX and HY Histories, Bloomberg, 2015 

2What is the credit cycle telling us about 2016? Invesco, 2015 

3Defaults Jump in Emerging Markets, WSJ, 12/1/2015 

4The first rate hike, Fidelity Viewpoints, June 2015 

5What does the history say about the first rate hike? Seeking Alpha, 2015, Ciovacco 

 

Disclosure 

This is not an offer or recommendation to buy or sell or a solicitation of an offer to buy or sell any security or instrument or to 
participate in any particular trading strategy.  
 
This document is not an offer or recommendation to buy or sell or a solicitation of an offer to buy or sell any security or instrument or 
to participate in any particular transaction. Further, none of the information and material in this document is intended to constitute 
legal advice, tax advice, investment advice or a recommendation to make (or refrain from making) any kind of investment decision 
and may not be relied on as such. Historical data and analysis should not be taken as an indication or guarantee of any future 
performance, analysis, forecast or prediction. Any forward looking data or projections are highly speculative and should be viewed 
with a high degree of skepticism and uncertainty. 

Nothing set forth herein shall constitute an offer to sell any securities or constitute a solicitation of an offer to purchase any securities. 
Any such offer to sell or solicitation of an offer to purchase shall be made only by formal offering documents, which include, among 
others, a confidential offering memorandum, limited partnership agreement, subscription agreement and related documents.  

No information is warranted by WeatherStorm or its affiliates or subsidiaries as to completeness or accuracy, express or implied, and 
are subject to change without notice. This document contains forward-looking statements, including observations about markets and 
industry and regulatory trends as of the original date of this document. These materials should only be considered current as of the 
date of publication without regard to the date on which you may receive or access the information. WeatherStorm maintains the right 
to delete or modify information without prior notice. Charts, tables and graphs contained in this document are not intended to be 
used to assist the reader in determining which securities to buy or sell or when to buy or sell securities. The risk management practices 
and methods described herein are for illustrative purposes only and are subject to modification. 
 

 


