
2 Queen Street East, Twentieth Floor, Toronto, Ontario M5C 3G7   I    www.ci.com 

 

 

Market Commentary 

Digital Roadshow 
 

 

 

 

Head Office / Toronto 

416-364-1145    

1-800-268-9374 

Calgary  

403-205-4396 

1-800-776-9027 

Montreal  

514-875-0090 

1-800-268-1602 

Vancouver  

604-681-3346 

1-800-665-6994 

Client Services  

English: 1-800-563-5181 

French: 1-800-668-3528 
 

Summary of a presentation by Signature Global Asset Management 
January 21, 2016 

 
Global Market Outlook 

By Chief Investment Officer Eric Bushell, and Portfolio Managers Matthew 
Strauss and Robert Lyon 

 
Testing policy limits 
 
Are there limits to the effects of unconventional monetary policy on asset markets? That is the 
central question that investors are dealing with in the first quarter of 2016. 
 
Signature views the current market setback as part of a larger series of episodic market shocks 
related to the unwinding of quantitative easing, following similar sell-offs in May 2013, the fall of 
2014 and fall 2015. In each instance, central banks in the U.S., Europe and/or Japan responded with 
robust policies designed to resuscitate risk appetite, and were successful. Over time, however, 
market participants have become more skeptical about the potency of the central bank actions, 
especially after the Fed has moved to a tightening phase. European Central Bank President Mario 
Draghi is currently testing the limits of quantitative easing by pledging more stimulus – it will be 
interesting to see how markets react. 
 
The QE effect 
 
Since 2009, QE has worked to stimulate the economy by moving interest rates lower. But if a central 
bank pursues a zero interest rate policy and is unable to push rates lower, how can it defer stimulus 
to the financial markets to build confidence that will filter through to the real economy? The answer 
is by providing ample liquidity to reduce market volatility. Investors do not need to price risk as 
aggressively, as it is assumed that central banks will continue to control the environment if defaults, 
for example, begin to rise. 
 
For years, this trend pushed investors further along the yield curve, supporting assets such as 
emerging market and high-yield equities. Now, the opposite dynamic – quantitative tightening – is 
occurring as the Fed attempts to raise rates. As liquidity becomes scarcer and volatility rises, those 
assets that benefited the most from QE are falling the hardest.  
 
Investors of all stripes in all geographies migrated into higher-yielding, riskier assets as a result of 
QE, including institutions, corporations, etc. With the unwinding of QE, large capital pools are now 



 

 

Market Commentary 
 

mobilizing to re-establish the liquidity balance in their portfolios. If Saudi Arabia’s sovereign wealth 
fund, for example, needs to draw funds for fiscal spending, it must move capital from riskier assets 
to lower risk, more liquid investments. If this migration happens gradually there will not be a huge 
dislocation in markets, but a large credit event would cause severe disorder.  
 
At Signature, we are looking for opportunities as riskier assets are re-priced as part of this process. 
 
Suppressed volatility 
 
Market volatility has been exceedingly low in recent years. While it seems that markets have 
become increasingly volatile since mid-2014, we are in fact just returning to the long-term average 
over 20-25 years. Part of the recent increase in volatility can be attributed to higher bank liquidity 
requirements through the Volcker Rule in the U.S. and Basel rule in Europe. Banks are carrying 
smaller and less risky positions on their balance sheets to meet capital requirements, and are not 
acting to absorb risk as investors attempt to exit higher-risk positions.  
 
As they have been forced to shrink their balance sheets, banks have reduced capacity in their least-
profitable business lines, such as securities financing, which traditionally provided loans to 
leveraged investors such as hedge funds. Combined with the Fed QE exit, these new bank rules are 
limiting leveraged investing. This is the opposite of QE, which promoted the purchase of assets with 
cheap credit. 
 
Similarly, volatility has reduced foreign exchange carry trade opportunities. Hedge funds borrowed 
in U.S. dollars at low rates to invest in higher-yielding emerging market securities throughout the 
QE period. With QE unwinding, they have seen more volatility in asset prices, and their risk-
adjusted returns are no longer satisfactory to stay in the positions. 
 
 
At the same time, the value of the U.S. dollar has skyrocketed against foreign currencies, making it 
more expensive for corporations in emerging economies to repay their trillions of U.S. dollar loans.   
 
Lower liquidity and higher volatility, therefore, are not just concepts. They are having real 
consequences for banks, insurance companies, brokerage firms, asset management firms and hedge 
funds as higher volatility forces them to reduce risk and shrink the quantity of their exposures. 
 
Emerging markets and commodities 
 
This also means that the vast money flows into emerging markets that continued until 2014 are 
reversing, and financial conditions are tightening in emerging markets. Signature is closely 
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monitoring emerging market bonds for signs of stress, as much of the countries’ debt must be 
repaid in more expensive U.S. dollars. 
 
The collapse of commodity prices also has implications for emerging market commodity producers 
such as Latin America, South Africa and Indonesia. Almost all commodities remained oversupplied, 
including copper, iron ore and oil. 
 
With oil, it is unclear how long the price will remain depressed. In the absence of an OPEC 
agreement to limit the supply, producers themselves will have to limit their output to move the 
price higher. The commodity’s rally in the second quarter of 2015 to about US$60 per barrel was 
negative for the market as it allowed companies to refinance and hedge the cost of production out 
several months – which only delayed the supply contraction that is needed to rebalance the 
markets. The story is similar in the mining industries, which has a multi-year supply cycle and 
supply is still coming onstream.  
 
Low commodity prices have triggered the rebalancing process, but until oversupply issues are 
resolved, Signature believes most commodity producing companies are still overvalued in the short 
term. 
 
Waning QE effectiveness 
 
In the meantime, Mario Draghi at the ECB continues to attempt to calm developed market equities 
and promote risk-taking with talk of QE support, but there are indications that this is wearing thin: 
 

 Share prices for private equity operators such as Blackstone and KKR have been falling since 
last summer. These are companies with large portfolios of leveraged companies. As their 
access to funding shrinks, markets have become more concerned about their ability to 
refinance their debt and exit their positions. So stresses in credit markets are starting to 
affect equities – especially those that use leverage.  

 U.S. interest rates are global interest rates, as countries around the world fund in either local 
currencies or U.S. dollars. For many years, Hong Kong mortgages performed very well with 
the country situated near the rapidly growing Chinese economy and low U.S. rates. With 
China slowing, U.S. rates rising and the local currency declining relative to the U.S. dollar, the 
Hong Kong real estate market is now in decline. Tighter financial conditions will put 
pressure on real estate markets elsewhere, as property tends to be a highly leveraged 
investment.   

 Growth is slowing significantly in several emerging markets such as South Africa, Russia and 
Brazil. As the market increasingly questions the efficacy of central bank policy to control 
volatility, it will weigh on investor confidence in emerging markets. QE was designed to keep 
rates low and spur borrowing and consumption in emerging markets while the developed 
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market healed. This worked, but too much debt in emerging markets as QE reverses now 
threatens those economies.  

Signature’s outlook 
  
The unwinding of QE and financial regulatory changes together are tightening financial conditions, 
which is slowing growth and will likely trigger credit issues over the next 12 months. We will be 
watching the markets closely for higher credit defaults, the ability of U.S.-dollar borrowers to 
refinance their debt, stress in the banking sector and more U.S. dollar strength, which could result 
in further market shocks.  
 
While we do not expect to see a major deflationary bust, we do foresee an extended period of higher 
credit defaults and muted returns for equities. Therefore, our portfolio positioning remains 
cautious, and we continue to seek opportunities in high-quality, higher-yielding assets as investors 
shed risk. 
 
We could change our outlook and become more bullish if the U.S. Fed reverses course and takes 
steps to loosen monetary policy, or if economic data from China surprises to the upside, which 
could provide a strong tailwind for commodities.  
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