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In early November, we started publicly discussing our expectations 

for volatility to rise in 2018 as interest rates increased and 

Central Bank liquidity support was withdrawn. That being said, we 

certainly did not envision the sudden 5x spike in equity volatility, 

i.e. the VIX Index (Chart 1), which led to a 12%+ decline in S&P 

500 futures. Fortunately, in the lead up to this dislocation our 

unemotional process had been reducing risk by selling equities, 

shortening bond duration and increasing cash, which enabled our 

ETF (TSX:ETAC) to effectively manage through a very challenging 

period with significantly reduced downside.

Where markets go from here remains an open question. We are 

encouraged by the limited impact in credit spreads, currencies 

and commodities that would typically exhibit similar volatility if 

this was in fact a broader risk-off move. Underlying economic 

data continues to be strong and earnings season has been very 

positive, so the fundamental picture remains robust. Our present 

view is that extreme sentiment levels combined with crowded 

positioning and elevated leverage to create a mechanical risk 

unwind that should play out over the coming weeks. We’ll be 

looking for a decline in equity volatility accompanied by modest 

interest rate gains and a firming technical picture to confirm the 

all-clear. For better or worse, this process will take time; be patient 

and disciplined and we’ll update you again in a month!

V is for Volatility
Chart 1 | U.S. Volatility Index (VIX)

Chart 2 | U.S. Dollar Index (DXY)

source: Bloomberg, Equium Capital

source: Bloomberg, Equium Capital

Chart 3 | U.S. Dollar and Federal Funds Rate 
source: Bloomberg, Equium Capital
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For all the bad that could have come from President Trump 

traveling into the heartland of globalist elites in Davos, the fact that 

only a currency skirmish broke out should be considered a victory. 

It was interesting, no less, to see Steve Mnuchin, U.S. Treasury 

Secretary, wade into currency war territory by pronouncing 

a weak U.S. Dollar as good for the country (Chart 2), in clear 

violation of long-standing international agreements. Although 

President Trump publicly reversed this position the very next day, 

whisperings of a currency cold war had begun.

In the short-term, we have serious doubts any one person’s 

wishes can have a real economic impact on the value of the world’s 

reserve currency; however, insofar as the comments provide 

insight into the U.S. Administration’s view on trade and economic 

policy, they should not be taken lightly. ECB President Draghi’s 

immediate and very public rebuke was only the first return volley. 

We expect both rhetoric and reaction to pick up as Trump pushes 

forward his “America First” trade agenda and its myopic focus on 

trade deficits. It is our firm view that no one ever wins currency 
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Chart 4 | Global Composite PMIs

Chart 5 | Energy vs S&P 500

source: Markit Economics, Bloomberg, Equium Capital
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Table 1 | Investment Recommendation Snapshot
source: Equium Capital
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wars and as such we will be watching these policies closely for 

signs of increased risk.

For now, the reality of a weak U.S. dollar needs to be 

addressed and managed. The multi-year breakdown in the DXY 

Index, i.e. the trade-weighted U.S. dollar, has been remarkably 

swift and the technical outlook remains weak. From a fundamental 

perspective, many investors had expected rising interest rates 

and an economic boost from tax cuts to drive dollar strength, not 

weakness. However, looking at the data since 1980 every Fed 

tightening cycle has been accompanied by USD declines (Chart 3). 

It is also important to remember that currencies are priced on 

a relative basis, not absolute. The fact that Europe and Japan 

have seen better economic data of late and have looser monetary 

policies mean their prospects for growth are likely better and 

financial conditions more supportive. This can be carried across 

the globe to include emerging markets such as China and Brazil 

(Chart 4). Put simply, U.S. prospects look good, just not as good as 

everywhere else. Add in unfunded tax cuts and a mooted budget 

deal that would add billions to the deficit (now projected to be over 

$1 trillion!) and the fundamental U.S. fiscal outlook also points to 

continued pressure on the dollar.

To be clear, this weak USD view does not necessarily translate to 

a bullish outlook for the CAD. With elevated trade risks, stretched 

consumer balance sheets and a weak energy outlook due to 

trapped supply, it is difficult to paint an overly optimistic view for 

the Loonie. We would favour the Euro and Yen at current levels and 

expect USDCAD to chop sideways for now, which is consistent with 

our purchasing power parity currency valuation analysis.

“Check, please!”
Although we turned tactically positive on U.S. Energy in September, 

the fundamental picture began to deteriorate in January leading 

to the exit of our XLE position. Our optimistic view was predicated 

on the market underestimating supply tightness while at the same 

time overstating the ability of U.S. shale to produce unlimited 

barrels at $45. As oil rose to $60/bbl, the U.S. rig count remained 

flat-to-down, which in turn lifted Energy stocks more than +20% in 

4 months (Chart 5). However, our fundamental view was that crude 

oil in the $65-$70 range was sufficient to encourage new supply 

and risked undermining the OPEC-Russia supply cut alliance.

Evidence of accelerating production came quickly in January. As 

just two examples, the Permian basin’s oil rig count spiked +7% 

in two weeks and Exxon Mobil guided to a $5B increase in CAPEX 

largely focused on U.S. Shale. Equium Capital’s unemotional 

investment process exited on the technical confirmation of the 

sector’s deteriorating prospects in January and the team remains 

negative on Energy today.

P
er

fo
rm

an
ce

 %

SEP 17 NOV 17 JAN 18OCT 17 DEC 17

Energy S&P 500

18.9%

14.2%

0

-5

20

15

10

5

25

S&P 500 versus Energy

P
M

I

JAN 13 JAN 14 JAN 16JUL 15JUL 14JUL 13 JAN 17JUL 16 JUL 17

US PMIEU PMI Brazil PMIChina PMI

58.8

53.7

50.7

45

40

50

35

55

60

Global Composite PMIs


