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One of the market’s favourite pastimes is focusing on short-term 

data that are often backward looking and prove more headline 

worthy in the moment than market moving over time. In our view, 

this noise usually overwhelms the signal and investors end up 

missing key watershed moments that drive future returns and only 

seem obvious with hindsight.

We view the Federal Reserve’s May announcement as potentially 

such an event. With all of the focus on each changed syllable in the 

discussion surrounding interest rates, investors seemed to have 

largely overlooked the most incremental news from the release. 

That is the outlining of the Fed’s plan to begin reducing the size of 

its $4.5T balance sheet (Chart1), which met with limited attention in 

the media and a -1bp yawn in the US 10-year bond yield.

There are certainly reasons to be skeptical of a rapid and 

disruptive balance sheet unwind given the Taper Tantrum of 2013, 

when bond yields shot up 150bps. Indeed, Fed Governors are going 

to great lengths to emphasize a very cautious approach this time 

around. Further, with inflation data softening and the yield curve 

flattening, the cyclical arguments for an aggressive reduction of 

Central Bank monetary support also seem less compelling.

However, there are two critical elements this plan introduces 

that we believe require serious consideration: 1) the resultant 

reduction in liquidity across all asset classes; and 2) the potential 

increase in volatility. From a liquidity standpoint, the Fed’s own 

analysis points to a -100bp impact that asset purchases had on 

10 year yields. Reversing these asset purchases should then 

be expected to drive higher 10 year yields and a steeper curve, 

which in turn would tighten financial conditions (Chart 2). Although 

perilous to rely on the Fed’s ability to accurately forecast, it seems 

a reasonable base case that liquidity conditions in the bond market 

would deteriorate as hundreds of billions of dollars of price-

agnostic Fed demand is removed.

Beyond the direct impact on bond prices, we’re also wary of the 

correlation of Central Bank balance sheets with higher equity 

prices and lower volatility. A lower long bond yield (a.k.a. risk-

free rate) reduces the discount rate many investors use to 

price assets. This lower discount rate, in turn, results in higher 

valuations overall. If you prefer the technical lens, it would be 

difficult to dismiss the comparative performance charts as entirely 

coincidental (Chart 3).

End of an Era
Chart 1 | Central Bank Balance Sheets

Chart 2 | US 10 Year Yield Term Premium Effect

source: Thomson Reuters Datastream, Equium Capital

source: Federal Reserve, Equium Capital

Chart 3 | Federal Reserve Balance Sheet vs S&P500
source: Federal Reserve Bank of St. Louis

Equium Capital Management Inc.
36 Toronto Street, Suite 1170, Toronto, ON M5C 2C5

(416) 304-9364 | info@equiumcapital.com

$U
S

D

14

12

16

10

8

6

4

2

0

Federal Reserve                    Bank of England                     European Central Bank                   Bank of Japan

JAN 07 JAN 08 JAN 09 JAN 10 JAN 11 JAN 12 JAN 13 JAN- 14 JAN 15 JAN 16 JAN 17

–0.2%

–0.4%

0.0%

–0.6%

–0.8%

–1.0%

–1.2%

–1.4%

–1.6%

10-Year Term Premium Effect                      90% Confidence Interval

MAR 17 MAR 18 MAR 19 MAR 20 MAR 21 MAR 22 MAR 23 MAR 24 MAR 25

Federal Reserve Balance Sheet                     S&P 500 Index

M
ill

io
ns

 o
f $

U
S

D

In
de

x
2,6505.0

4.5

4.0

3.5

3.0

2.5

2.0

1.5
JAN 09 JAN 10 JAN 11 JAN 12 JAN 13 JAN 14 JAN 15 JAN 16 JAN 17

2,450

2,250

1,850

2,050

1,050

850

650

1,650

1,450

1,250



It seems as if Bank of Canada governor Poloz got his wish. The 

Canadian dollar has been hit over the last several years by a 

confluence of weak oil prices, dovish Central Bank policy and 

more recently threats to NAFTA. Throw in the Home Capital fiasco, 

which has U.S. hedge funds piling on negative bets in anticipation 

of a Canadian housing bust, and the result is the most negative 

positioning in the CAD-USD exchange rate in twenty-five years 

(Chart 5). While the weaker CAD has been a material positive 

contributor to our returns in the quarter, e.g. EUR +7% to the CAD, 

we are watching carefully for currency risk in our significant 

global equity overweight. Short-term, this trade has probably gone 

too far, as GDP growth continues to be strong (best in the G7) and 

trader sentiment eventually reverts to the norm. However, we 

steadfastly follow our process which remains underweight the 

Canadian market on the back of negative technical outlooks for 

both Energy and Financials.

Overall, our positioning remains unchanged from last month. 

Our cyclical and global overweights have performed well and 

more than offset the headwind from a modest rally in bonds. With 

markets breaking above key technical levels, credit indicators 

benign and economic data and corporate earnings providing 

further support to our pro-growth thesis, we retain our bullish 

positioning in the portfolio.

Chart 4 | Volatility Index & Federal Reserve Balance Sheet

Chart 5 | CAD Net Non-Commercial Futures Position

source: Bloomberg, Federal Reserve, Equium Capital

source: Bloomberg, CFTC, Equium Capital

Croak of the Loon

In the end, the re-introduction of higher volatility could be the 

most damaging outcome of the Fed reducing its balance sheet 

(Chart 4). Although many commentators lament the low level of 

equity volatility as indicative of “inevitable” future risk, we remind 

investors of the high equity returns enjoyed historically during 

similar such periods, e.g. 1992-1996 and 2004-2007. We also note 

the multi-year asset buildup in “risk parity” and other volatility 

funds, recently developed under the umbrella of supportive 

monetary policy. What will a spike in volatility mean for these 

untested strategies in less hospitable markets?

For now, portfolios remain positioned for the global cyclical 

upturn that has us favouring equities over bonds and international 

equities over domestic. However, as part of our thorough risk 

mitigation process we are constantly analyzing data and trends 

for how best to protect capital should the environment turn sour. 

As it pertains to the Fed, we continue to map out portfolio changes 

required to preserve capital in the event an increased Treasury 

bond supply negatively affects asset valuations. Any signs of 

indigestion would argue for significantly higher cash levels as 

both bonds and equities would likely suffer through another Taper 

Tantrum.
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Table 1 | Investment Recommendation Snapshot
source: Equium Capital

Sector Region

Overweight
Equities

Industrials
Technology

US
Japan

Germany
France
Spain

Underweight

Fixed Income
Energy

Financials
Staples

Real Estate

Australia
Canada
China

United Kingdom
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