Understanding Quant Quakes

Teza

and Book Liquidations in Equity Strategies

Teza Capital Management (“Teza”) is a global quantitative asset management firm. We pride ourselves on
attracting and retaining top talent, developing strategies with a data-driven and science-backed methodol-
ogy, and continuously innovating in pursuit of alpha for our clients. Our Manager Insights pieces delve into
our “quant’s eye view” on markets, investment strategies, and industry developments.

Quantitative strategies, particularly Market Neu-
tral Statistical Arbitrage (StatArb) and Quantitative
Long/Short Equities (QLS), have been a corner-
stone of sophisticated investment portfolios since
the late 1970s. The foundational appeal lies in their
market-neutral approach, which allows them to
perform independently of broader market trends,
relying instead on the statistical and value relation-
ships between various securities. This indepen-
dence from market direction makes them particu-
larly attractive to investors seeking diversification
and downside protection.

These strategies have been continuously celebrat-
ed for their high Sharpe ratios and the ability to de-
liver consistent returns. However, their popularity
has also led to an influx of capital, which, while ini-
tially beneficial, led to a phenomenon where there is
“more money than alpha.”

The Quant Quake

The term “quantquake” refers to the sudden and se-
vere dislocations within the stock market driven by
the activities or failures of quantitative hedge funds.
Such “quakes” can take place “under the surface,’
being relatively invisible for the external observer,
as the overall stock market can remain quite calm
during such an event. The first notable quant quake
occurred in August 2007, when several large quant
funds experienced massive losses over a short pe-
riod of time. The magnitude of 12 sigma (!) moves
were observed over 3 consecutive dates of August
7, 8 and 9. Again, these enormous moves were
observed in a residual space, meaning the moves
were measured relative to the market. That event
(unobserved before) highlighted the interconnected
nature of quantitative strategies and how the failure
of one or more funds can have cascading effects
across the market.

Many quantitative managers were convinced that
the market disruptions were merely short-lived ir-
regularities, diverging from the fair value predicted
by their models. However, In the midst of the tur-
moil, each manager faced a difficult choice: either
reduce their positions to prevent further losses and
margin calls or to maintain the positions, hoping for

a market correction. For some, the decision was
even out of their control. While hedge funds with no
immediate liquidity had the advantage of not being
forced by investors to sell, managers of separately
managed accounts (SMAs) were often compelled
to act quickly.

One of the key drivers of quantquakes is the ho-
mogeneity in the strategies employed by different
funds. When many funds are following similar mod-
els and trading the same signals, a shock to one
part of the market can quickly spread to others, am-
plifying the impact. The quant quake of 2007 was
largely driven by the need for liquidity among man-
agers running leveraged credit strategies, which led
to the liquidation of positions in StatArb and QLS
strategies. Such liquidations of StatArb and QLS
positions acted as a “perfect storm.” With the over-
all market not really moving, most of the long posi-
tions were pressured down while most of the shorts
were pushed up by several liquidating managers.
The other managers, who may have had nothing
to do with credit needs, but were in correlated po-
sitions in equities, were forced to react causing a
falling domino effect.

More recently, a similar event occurred in China’s
equity markets in 2024. The so-called “China Quant
Quake” was triggered by a combination of factors,
including changes in regulatory policies and shifts
in market sentiment. The result was a rapid and
significant sell-off in quantitative equity strategies,
leading to widespread losses among funds with ex-
posure to Chinese equities.

The triggers for liquidations can be different, but it
is often a need for capital. (StatArb and QLS are
very liquid and can be used as a source of imme-
diate cash). As such, a potential source of more
recent liquidations of Summer 2024 is the unwind
of yen carry trades due to the shifting outlooks for
dollar / yen interest rates.

The Perpetual Overfunding of Equity Markets
We believe that equity markets are likely to remain

permanently overfunded, driven by the allure of con-
sistent returns from well-executed StatArb and QLS
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strategies. The ongoing flow of capital into these
strategies is fueled by the continuous development
of new models and the promise of high Sharpe ra-
tios. But as the system takes in more money than
can be supported by existing alpha, the system
periodically should correct itself by shedding less
capable managers through the liquidations of their
portfolios. These types of liquidations do not re-
quire an external trigger to the equity system (e.qg.
a credit crunch) but are caused by the necessity of
the system to correct itself.

Strategic Considerations and Opportunities

For managers, the key to navigating these periods
of stress lies in minimizing the impact of liquida-
tions and taking advantage of the opportunities that
may be present in the periods after. During a liqui-
dation, distressed selling can lead to overshoots,
where securities are sold off more aggressively
than warranted by fundamentals (symmetrically
on the short squeezes of less fundamentally viable
stocks). These overshoots can create attractive en-
try points for managers who are positioned to take
advantage of the dislocation.

However, predicting the exact timing of the regime
switch from liquidation to recovery is a very hard
problem.

Quant quakes and book liquidations are now an in-
herent part of the landscape for StatArb and QLS
strategies. While these events can be disruptive,
they also play a crucial role in maintaining the over-
all health of the equities alpha market. As equity
markets remain overfunded, we expect the frequen-
cy of these events to increase, albeit with potential-
ly less severe impacts. External triggers (unlike the
internal correction) may cause more dramatic liqui-
dation events as they can potentially create more
forceful selling of positions coming simultaneous-
ly from different managers affected by an external
trigger.

While timing and tactical trading during the liquida-
tion might help, the more universal cure is of course
orthogonality of a manager’s portfolio from similar
strategies in the market. In that, the uniqueness
of alpha, especially if comes from a proprietary
source, can play a dramatic role.

Teza

Teza's Edge

Teza has built an organization consisting of a highly
talented group of researchers and investment pro-
fessionals driven by success.

* HERITAGE: Our endeavors in institutional asset
management are based on our 10+ year tenure as
a proprietary, algorithmic low-latency trading firm,
as we strive to leverage the extensive synergies
we've identified between the two models.

* TEAM: We have world-wide talent with over 90
employees in 5 locations. Our 30+ accomplished
researchers and investment professionals hold ad-
vanced degrees from renowned universities in sci-
ence, technology, engineering, and mathematics.

* APPROACH: We follow a rigorous, scientific pro-
cess in portfolio construction and optimization.

* EXECUTION: We have highly developed futures
execution capabilities given our quantitative trad-
ing roots.

* RISKPHILOSOPHY: We ensure controls and checks
and every key step of research and operations.

* INFRASTRUCTURE: As a result of significant in-
vestments into our operational infrastructure, we
have created a scalable, robust platform.

Founder Biography

Misha Malyshev has led Teza Group as the CEO
since the company’s founding in 2009. He earned
his Ph.D. in Astrophysics from Princeton University
in 1998. He also holds an M.S. in Theoretical Phys-
ics and a B.S. degree summa cum laude in Physics
and Mathematics from Moscow Institute of Physics
and Technology. Dr. Malyshev worked for Bell Labs
conducting scientific research until 2000. From
2000 through early 2003, he worked as a consultant
with McKinsey & Company, where he developed sub-
stantial experience working for asset management
and investment banking clients. Dr. Malyshev joined
Citadel Investment Group, L.L.C. in April 2003 as a
member of its strategy group. In 2004, he moved
to Citadel’s Quantitative Analytics group, where he
developed a quantitative trading business. Dr. Maly-
shev was rapidly promoted to the position of Man-
aging Director and Global Head of High Frequency
Trading at Citadel, which he held until he resigned in
the winter of 2009. Dr. Malyshev is an avid support-
er of education initiatives, and has partnered with
organizations that inspire young people, particularly
women and minorities, to pursue careers in science,
technology, engineering and math. He is currently
on the global leadership council of buildOn, an in-
ternational nonprofit organization that runs youth
service after-school programs in United States high
schools and builds schools in developing countries.
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DISCLOSURES

This document does not constitute an offer to sell
or the solicitation of an offer to purchase any secu-
rity or investment product (each, a “Product”) and
should not be relied on in making any investment
decision. Any such solicitation or offering may only
be made by means of delivery of an approved offer-
ing document and relevant subscription documents,
all of which must be read in their entirety. No of-
fer to purchase shares in a Product will be made
or accepted prior to receipt by the offeree of these
documents and the completion of all appropriate
documentation. No offer to sell (or solicitation of
an offer to buy) will be made in any jurisdiction in
which such offer or solicitation would be unlawful.

Norepresentationis giventhatany statements made
in this document are correct or that Teza's objec-
tives will be achieved. This document may contain
opinions of Teza, and such opinions are subject to
change without notice. Information provided about
positions, if any, and attributable performance is
intended to provide a balanced commentary, with
examples of both profitable and loss-making posi-
tions; however, this cannot be guaranteed.

It should not be assumed that investments de-
scribed herein will be profitable. Nothing described
herein is intended to imply that an investment with
Teza is safe, conservative, risk free or risk averse.
An investment with Teza entails substantial risks,
and a prospective investor should carefully consid-
er the summary of risk factors included in Teza's
Form ADV Brochure (and the relevant offering doc-
ument) in determining whether an investment with
Teza is suitable. The risk of loss in trading futures
is substantial. This document does not consider
the specific investment objective, financial situa-
tion or particular needs of any investor and an in-
vestment with Teza is not suitable for all investors.
Prospective investors should not rely upon this
document for tax, accounting or legal advice. Pro-

spective investors should consult their own tax, le-
gal, accounting or other advisors about the issues
discussed herein. Investors are also reminded that
past performance should not be seen as indication
of future performance and that they may lose the
entirety of their investment. No recommendation
is made positive or otherwise regarding individual
securities, futures or other investment products
mentioned herein. There can be no assurance that
any Product advised by Teza will implement the
strategies or trading signals referred to herein, or
that if implemented any such strategies or signals
achieve their investment objectives.

Certain information contained in this document
constitutes “forward-looking statements,” which
can be identified by use of forward-looking ter-
minology such as “may,” “will,” “should,” “expect,’
“anticipate,” “project,” “target,” "estimate,” “intend,’
“continue,” or “believe” or the negatives thereof or
other variations thereon or other comparable termi-
nology. Such statements are based on the current
expectations and certain assumptions of Teza, and
are, therefore, subject to certain risks and uncertain-
ties. A variety of factors, many of which are beyond
Teza's control, affect the operations, performance,
business strategy and results of the accounts that
Teza manages and could cause the actual results,
performance or achievements of such accounts to
be materially different from any future results, per-
formance or achievements that may be expressed
or implied by such forward-looking statements or

anticipated on the basis of historical trends.
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Tables, charts and commentary contained in this
document have been prepared on a best efforts
basis by Teza using sources it believes to be reli-
able, although it does not guarantee the accuracy
of the information on account of possible errors or
omissions in the constituent data or calculations.
No part of this document may be divulged to any
other person, distributed, resold and/or reproduced
without the prior written permission of Teza.
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Teza® is a registered trademark of Teza Technologies LLC.
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