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4/ Executive Summary

The Capital Observer editors team, London / Geneva,  June 13th 2019
to view other issues, please visit our website at: http://www.thecapitalobserver.com

12 / The onus is on China to end the trade war quickly, as time is not their ally; the Chinese economy continues to sink, and no relief 
expected until early 2020  - There are outcomes that are fairly easy to reach. For one, the trade war is impacting the US and Chinese eco-
nomies, in varying degrees of negativity, and so the trade war cannot last forever, or even very long. But there are details that may derail 
these neat assumptions. For one, there is a highly asymmetric equation in the amounts of extra tariffs that have to be paid by exporters 
from each side of the spat.
The mutual tariffs in place cost US consumers and business annualized $60 billion a year. But tariffs on Chinese exports, have made the 
US government annualized $75 billion in Q1 2019 alone, up $19.9 billion from 2017, according to the Treasury Department. Last month 
alone, the US collected $5.08 billion from China’s exports, 89.8% more than in February 2018.  So obviously, on a sectoral balance point 
of view, what the private sector is losing, is being more than made up to the US government sector.
For us at The Capital Observer, a meeting of minds will happen – the only question is what a trade deal will cover, and how it will be imple-
mented and enforced. The US negotiating team was very emphatic about this in the past. This aspect actually caused the on-going trade 
negotiations at that time to collapse because the China team supposedly backtracked on already agreed upon verification processes.
Nonetheless, we believe that the next summit talk between Mr. Trump and Mr. Xi is bound to produce an agreement which will cool down 
the current spat. However, this is the first battle in the war. There will be more coming down the pipeline, in time.

16 / Timing and Tactical Insight - China and the resurgence of the Trade War - The recent resurgence of the US-China Trade War has led 
to a strong reversal of momentum on Chinese equity markets, and perhaps equity markets globally. For now, we would expect the current 
sell-off to continue probably into early July. Following that, a bounce may materialize into the Summer, possibly into August, perhaps 
September. At this stage, we believe the downside risk on the Shanghai Composite into early July may still be quite compelling (possibly 
towards the January lows), and that consequently, the rebound we then expect into the Summer, will probably not achieve new highs (the 
index is now back in a downtrend). USD/CNY may have just reached an intermediate top, yet may push slightly higher during June though, 
and then correct down during July. Generally, we expect it to consolidate at high levels over the next couple of months. Finally, looking 
towards this Fall, and into 2020, we are concerned about the long term prospects for China. Indeed, we expect renewed weakness for the 
Shanghai Composite and the MSCI China Index, further depreciation of the Yuan vs the US Dollar (above 7.0 on USD/CNY) and the EUR, 
and a strong upside breakout of Gold denominated in Yuans.

25/ The US Dollar will likely remain weak from here up to September, but the following two quarters should see the greenback re-
claim whatever it may lose - We are in the last month of Q2 2019, so how do we assess the US Currency at this point? True enough, we 
are now seeing a reversal of some of the factors that had led us to call for USD strength until late Q2 2019. We are now at that inflection 
point – and we indeed see the US Dollar weakening for a few months from here.
The interest rate differentials that had been one-sidedly in favor the US currency is now turning, as the Federal Reserve contemplates 
easing policy to forestall a more pervasive deterioration of economic conditions in the US. And, more importantly, the investment capital 
flows that had been solidly in favour of the US currency have peaked, as equity market rotation is now tending to favour the Dollar’s rivals, 
the EUR as one example.
More significantly, US Capital Account inflows which buttressed the US Dollar since early this year, have turned less friendly. Changes in 
the US capital account have large impact on the US Dollar exchange rate, and their long lead on USD valuation has made Capital Account 
a valuable tool for forecasting US Dollar future valuation from way up ahead.US domestic growth is also decelerating.  The Capacity Uti-
lization peaked as far back as August 2018, and the rest of the economy is only catching up to that structural weakness now. But given 
the outlook that US growth may only be constrained for a quarter (Q3) during this year, we now lay the groundwork of the premise that 
the Dollar may follow the lead of the US stock markets to new highs in late 2020. That outlook should be reassuring for the risk assets 
markets.

28 / Timing and Tactical Insight - US Dollar – Summer consolidation - The US Dollar probably reached an intermediate top late April, has 
since been consolidating to the downside, and could continue to do so into mid/late Summer (97-95 range on the Dollar Index, 1.14-1.15 
the EUR/USD). Shorter term, however, we would probably expect a bounce into late June. It may match an intermediate correction on 
Gold, as well as a further retest to the downside on Emerging markets and currencies. Longer term, the US Dollar then seems to resume 
its uptrend from late Summer into next year. 

34 / The next UK Prime Minister will be the major determinant of the GBP’s exchange rate; for British companies and CFOs, the wea-
ker Sterling is a blessing in disguise - It is clear that whoever becomes the next Prime Minister will be a major determinant of what kind 
of Brexit we will get, and when. Therefore, if we extend the logic flow, whoever become the new Prime Minister of the UK will determine 
the next level of GBP exchange rates against the major currencies. 
If the exchange rate is going to be lower in the future then it will fall now as people pre-empt what we already know is going to happen. 
This actually provide seeds of recovery for the GBP when a new PM can get the Parliament to a agree upon a course of action.
The saving grace comes from the fact that the cheaper currency has ignited the tourism industry, and London is now fully competitive 
with other similar Grade A destinations in the Continent. British industries, long derided as uncompetitive and non-progressive, have 
also suddenly become competitive by default.  Moreover, it used to be that any strong Sterling appreciation was accompanied by severe 
underperformance of the FTSE indexes. The cheaper currency has actually removed that bias. 
Even if British exports will now face tariff barriers of some x or y percent, barriers they did not face before, the currency has already de-
clined by a larger degree. The net price of exports -- on average -- to those foreign buyers behind those tariff walls won't change. In other 
words, British industry is now well positioned to compete, even given the unfavourable situation that they will have to start with, post 
Brexit with no deal.
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37 / Timing and Tactical Insight - BREXIT should continue to weigh on the GBP over the next few quarters - The Pound may attempt to 
bounce during June and perhaps early July against other Major Currencies, yet uncertainties related to the Brexit process are weighing 
on it, and from early Q3, we expect the Pound to resume its downtrend quite strongly into year-end. Indeed, over the next few quarters, 
we believe the Pound could lose between 10 and 15% against the Majors. For example, GBP could fall into the 1.16 -1.06 range vs the US 
Dollar. Often, in developed markets, when a currency depreciates, its stock market will then outperform in local currency terms. We be-
lieve this should be the case for the FTSE100 vs other equity markets, probably into late Summer / the Fall (the FTSE100 could outperform 
the EuroStoxx600 by 10 to 20%). This could provide an interesting relative performance opportunity for foreign investors, on a hedged 
currency basis, as well as a protection against the depreciation of the Pound for UK investors. Considering the FTSE100 on a standalone 
basis, we believe it could find support towards midyear, similarly to other equity markets, and then rally during most of the Summer.

43 / The oil market met our $50.00/bbl correction target in early June; prepare for a rally to circa $90.00/bbl -  In April, we said that 
despite the fact that OPEC+NOPEC were cutting output, the lingering impact of the previous surfeit of output (supply) will last until June 
this year, in a distributed lag process. We said in the April The Capital Observer that this will depress prices until late May-early June, after 
which the oil price takes off as the receding supply/output due to OPEC and NOPEC initiative hits the hits the system fully. And prices did 
fall, as expected.
Analysis of IEA data over the past 24 months reveals a supply-demand curve elasticity of $15/bbl for every 1 MMBOPD change in global 
supply less demand. At balanced supply-demand, the fair value of WTI is $75/bbl. Therefore, at $50/bbl, the market is behaving as though 
the global oil markets are oversupplied by 1.5 MMBOPD. Yet actual supply and demand data from Q1-2019 suggests a global undersupply 
of 0.4 MMBOPD.
The second part of the The Capital Observer hypothesis is about to take place – that is, oil prices will soon take off as the receding sup-
ply/output due to the previous OPEC and NOPEC initiative hits the system in full. Furthermore, OPEC and NOPEC are scheduled to meet 
later in the month to decide whether or not to renew the output cut agreement until the end of 2019. If the group decides to extend the 
agreement, the supply situation will be further crimped during a condition of relatively benevolent global demand conditions. We expect 
to see at least $90.00 in Brent during Q2 2020.

46 / Timing and Tactical Insight - Oil could plug a late Q2 bottom and then react up during the Summer, yields and breakevens could 
follow - Oil sold off aggressively late May. It has since been trying to stabilize. Short term, the downtrend may still retest lower over the 
next couple of weeks, yet by late June, early July at the latest, it should finally plug a robust intermediate low. Indeed, from late Q2 / early 
Q3, we expect Oil to rally back into the Summer, and we cannot exclude that it retests last year’s highs. In the meantime, the US Energy 
sector also seems to be bottoming over the next few weeks. On a relative basis, vs the S&P500, the rebound may take more time to ma-
terialize, but a bounce is also expected at some point during the Summer. Indeed, inflation breakevens seem to be building a base, the 
US yield curve is steepening, and US10Y do seem temporary Oversold at least. These elements strengthen our case for a reflationary rally 
during the Summer, better late than never.

53 / Splicing the markets - Commodities and Equities could rally during the Summer -  These ratios highlight the fact that risk assets 
are probably on borrowed time this year. Many warnings signaling the end of a Bullish market cycle are now beginning to appear. Equities 
have started to roll over vs Bonds. Their ratio may see one last rally during this Summer, yet we do not believe it will make new highs 
neither for the US, nor for the European Equity to Bond ratios. Typically, this late cycle environment may also see a strong Commodity 
rally,  probably from early to late Summer. Following that, both Equities and Commodities could start to underperform Treasuries from 
the Fall into next year. This scenario is not that dissimilar to what already happened last year, yet the previous Bullish long term trend may 
be reversing down, and the incidences may be even stronger. 
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Last month, when we published on the 15th of May, we expected the risk assets correction to continue lower for another 
couple of weeks, probably towards late May, and that the S&P500 could test down in the 2’750 - 2’650 range, and the 
EuroStoxx 50 into 3’330  - 3’200 one.  Concomitantly, we also believed that Defensive assets such as Treasuries, USD/JPY or to 
a certain extent EUR/USD could outperform slightly longer into early June. These projections all pretty much materialized. On 
Gold, we were slightly too conservative, expecting it to move back up into the 1’320 - 1’330 range, yet without making new 
year-to-date highs (they recently did, marginally at 1’347 USD/oz). Finally, we also mentioned that following a bounce during 
the first 2 weeks of June, equities could retrace down towards into mid/late June, before resuming up into the Summer. For 
now, the validity of this forward looking projection is still open.

Going forward, indeed, equity markets have rebounded quite swiftly since late May. The S&P500 made it back above 2’900 
and the EuroStoxx 50 above 3’400 (respectively 2% and 3% below their late April/early May highs). We feel these levels are 
already quite high to justify much additional upside potential in the near term, and would confirm that a retest down is 
probably likely into late June, perhaps early July. The S&P500 and the EuroStoxx50 may revisit our corrective target range to 
the downside once again (respectively 2’750 - 2’650  and 3’330  - 3’200). Emerging markets could be hit the most, while the 
USD could rebound slightly. Turning to Oil, it is currently in free-fall. Yet, it could start to stabilize over the next 2-3 weeks, 
probably towards the high/mid 40s USD/barrel on WTI. Finally, Defensive assets such as Treasuries, Gold or the Yen vs the US 
Dollar are already quite Overbought, yet may retest up once more over the next few weeks. US 10Y yields may flirt with the 
2% mark once again, Gold could make marginal new highs and then retrace on the slight USD bounce we expect, while USD/
JPY could break down to the 105 – 107 range. 
  
From late June / early July, the short risk-off period we describe above should have come to an end. We then expect Equity 
markets to resume higher into mid/late Summer. The S&P500 may reach above 3'000, perhaps to 3’100, the EuroStoxx 
50 into the 3’600  - 3'700 range. Emerging markets could also make a strong comeback as the US Dollar reverses down 
again, probably into mid/late Summer. Oil will probably plug a bottom towards midyear, and reverse up swiftly. It should be 
followed by most Energy and Commodity related themes, as well as US10Y yields, which may reach back in the 2.4% - 2.6
% rangeinto August/September. With the FED on halt and potentially looking to cut, the yield curve should steepen further. 
In first instance, we expect this risk-ON / reflationary environment to last into mid/late Summer. 

6/ Mapping the markets 

Main 
Equities

US

S&P500

US Equity market could see another retest 
down into late June (risk between 3 and 5%), 
and could then start to rise from midyear into 
the Summer.

From late June /early July, US Equity 
should accelerate up again into mid/late 
Summer (targets towards the 3'000s - 
3'100s on the S&P500).

Europe
   
EuroStoxx50

European Equity market could see another 
retest down into late June (risk between 3 
and 5%), and could then start to rise from 
midyear into the Summer.

From late June /early July, US Equity 
should accelerate up again into mid/late 
Summer (targets towards the 3'600s - 
3'700s on SX5E).

EMs

MSCIEM USD

Emerging Markets could resume lower to-
wards  late June / early July and underper-
form.

From late June /early July, Emerging 
markets could reverse up and outper-
form during the Summer.

Treasuries US10Y

Bond prices

US Treasuries yields could still retest their 
lows during June around 2% for US10Y, yet 
they are already quite Oversold.

From June, we expect Treasury yields to 
reverse up during the Summer, reaching 
back into the 2.4 - 2.6%range in first in-
stance.

Germany 10Y

Bund prices

German Bund yields could still retest their 
lows during June around -0.3%, yet are al-
ready quite Oversold.

From June, we expect Bund yields to re-
verse up and rebound into the Summer 
with 30 to 40 bps of upside potential.

Next 2 months 3 to 6 months ahead

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight
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Main Asset Allocation Drivers

Main Equities
World markets
p16, 19

Equity markets have bounced impressively since early June, back from below 2’750 to over 
2’900 on the S&P500 for example. Going forward, we expect higher equity markets into 
mid/late Summer (possibly towards 3’100 on the S&P500 and 3’700 on the EuroStoxx50). 
Yet, shorter term, into late June, we expect them to retest down one last time (3 to 5% risk) 
before they eventually start accelerating higher. 

Main Equities & Government Bonds
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Main Regional picks The EuroStoxx 600 has underperformed the S&P500 slightly year-to-date (both on a hedged 
and non-hedged currency basis). We expect this trend to continue into the Summer. More 
generally, given the consolidation we expect on the US Dollar into the Summer, US Equity 
may perform equally with the All Country World Index. Yet, its long term relative trend is still 
heading up.

Volatility Volatility may see another bounce over the next few weeks, before it resumes lower into the 
Summer, probably towards its recent year-to-date lows.

Emerging markets
p16-24, p 30-31

For now, we still believe that the main risk lies with China, and ultimately with the Emerging 
Markets closely linked to it. They could underperform once again into late June / early July. 
Following Emerging Markets as a whole should outperform into mid/late Summer.

Government Bonds
US & European Benchmarks   
p52

US Treasury and German Bund yields are heavily Oversold after selling off for almost 9 months 
and could reach intermediate lows between now and early July. The downside potential for 
now also seems exhausted. We hence expect a bounce into mid/late Summer, probably 
between 30 to 50 basis points in the US, slightly less in Europe.

Equity / Bonds US The ratio could retest down and make a base 
until late June/ early July.

From late June / early July, the ratio should 
resume its uptrend into late Summer, along 
with equities and yields.

Europe The ratio could retest down and make a base 
until late June/ early July.

From late June / early July, the ratio should 
resume its uptrend into late Summer, along 
with equities and yields.

Duration The short term end of the US yield curve 
(3Y-3M) could retest down and make a 
base during June, while the median portion 
(10Y-3Y) continues higher.

From late June / early July, all Yield curve 
spreads should start to steepen towards 
the Summer, as long and medium term 
yields follow risk assets up.

Credit Credit spreads follows the inverse path to eq-
uities. They may still bounce slightly into late 
June and should then reverse down into the 
Summer.

From late June, Credit spreads resume 
their downtrend, probably towards mid/
late Summer.

TIPs/Treasuries Inflation expectations (TIPs vs Treasuries ra-
tio) may push slightly lower until late June, 
early July.

The TIPs vs Treasury ratio then gradually re-
sumes up during July, and could then start 
to accelerate up towards late Summer.

Oil Oil  should plug a bottom between now and 
late June, early July. The downside potential 
is probably into the 48-46 range on WTI.

During the Summer, Oil resumes higher and 
then starts to accelerate up in a strong ral-
ly towards late Summer. It may then retest 
last year's highs.

Industrial metals Industrial Metals could continue to slide in-
to late June / early July. Copper could reach 
down to 5'500 USD/ton on the LME.

By late June / early July, Industrial metals 
could reverse up and  bounce into mid 
Summer.

Gold Gold could continue to retest its recent highs 
during June, yet not much higher for now.

From midyear, Gold could consolidate 
down back below 1'300 towards mid/late 
Summer, before it resumes higher again 
during the Fall towards new highs.

Next 2 months 3 to 6 months aheadMain Asset Allocation Drivers

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight

Equity to Bond Ratios, Fixed Income Dynamics & Commodities

Many portions of the yield curve are now inverted. Yet, the US10Y-US3M and US3Y-US3M 
spreads are now very Oversold, and although the FED may eventually cut over the next 
couple of months, these spreads should stabilize between now and early July. They could 
then bounce towards mid Summer. This implies that US10Y and US3Y yields may also start 
to reverse up between now and early July. The middle portion of the curve (US10Y-US3Y) 
has been steepening since December. If yields eventually do reverse up as expected, this 
steepening should accelerate, probably into mid/late Summer in first instance.
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Fixed Income Dynamics
Duration (10Y - 3Y/3M)
p51

Equity to Bond Ratios
US & Eurozone Marke
p53

Equity to Bond ratios in the US and Europe are correcting down with the consolidation on 
equities since late April as well as the recent acceleration down in yields. They could find 
support towards late June, early July as equities accelerate up again and yields rebound into 
mid/late Summer. The outperformance potential of Equities vs Bonds until then could be 
between 10 to 15%.



Foreign Exchange

USD vs EUR EUR/USD could retrace part of its recent bounce be-
tween now and late June.

From late June / early July, EUR/USD then resumes 
its rebound, probably towards mid/late Summer 
and the 1.14 - 1.15 range.

GBP Cable's short bounce since late May should come to an 
end between now and late June. It then resumes lower 
into the Summer.

GBP/USD continues lower during the Summer (and 
then probably towards 2020). In first instance, over 
the next few months, we expect it to reach the low 
1.20s.

JPY USD/JPY could continue to test down and may enter the 
107 - 105 range by late June / early July.

USD/JPY then crawls back up during the Summer 
as risk assets rally, probably towards 111-112.

CHF USD/CHF probably remains stable in the 0.98 - 1.00 
range until late June.

USD/CHF may then retest the lower end of this 
range during July (around 98), yet by mid Summer 
finds support and resumes its uptrend into late 
Summer / the Fall.

EUR vs GBP EUR/GBP may consolidate slightly lower over the next 
couple of weeks, yet by late June, it resumes higher into 
the Summer.

EUR/GBP continues to rise during the Summer 
(and potentially towards year-end), probably to-
wards the mid 0.90s over the next few months.

JPY EUR/JPY probably retests down into the 122 - 119 range 
until late June / early July.

EUR/JPY should find support towards mid year, 
and then bounces back towards 126-127 during 
the Summer.

CHF EUR/CHF probably retests its recent lows around 1.11-
1.12 until late June / early July.

EUR/CHF should find support towards mid year, 
and then bounces back towards 1.13-1.14 during 
the Summer.

GBP vs JPY GBP/JPY probably resumes lower between now and late 
June.

GBP is the weakest link of the Majors, and 
continues to drop even vs Yen. It may reach the 
low 130s between now and  late Summer, maybe 
much lower towards year-end.

CHF GBP/CHF probably resumes lower betwen now and late 
June.

GBP/CHF continues lower during the Summer (and 
then probably towards 2020). In first instance, 
over the next few months, we expect it reach the 
low 1.20s.

Next 2 months 3 to 6 months ahead

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight

Rate Differentials We expect the US to Europe rate differential to reverse up, probably from late June / early July as US 
as US yields finally bounce, and with more amplitude than European ones. 

Tips
p51

The TIPs / Treasury inflation breakeven ratio is currently retesting down as inflation expectations 
have fallen sharply again since the risk assets top made late April. We expect the ratio to make an 
intermediate low, perhaps slightly lower than the one made in December, towards late June / early 
July. Following that, it should bounce into the Summer along with risk assets. Along with Treasuries, 
the uptrend on TIPs since last October now seems to be reaching exhaustion and could enter a 
consolidation period over the next few weeks that could last into mid/late Summer. 

Commodities
Oil
p46-48

Oil is currently selling off slightly beyond the 5 to 10 USD correction down we expected when we 
published last month (at 62 USD/barrel on WTI). The current downtrend doesn’t seem quite over yet, 
and we believe WTI could still weaken into the 48-46 range. Following that, it should plug a bottom 
between now and late June and start to reverse up during the Summer. The move may be quite strong, 
and we cannot exclude that Oil then attempts to retest its 2018 highs.

Industrial metals
p18

Copper and Industrial metals started to correct down in March, thereby anticipating the Chinese 
equity market reversal. We expect it to remain weak for another few weeks as China and Emerging 
Markets may continue to underperform. From midyear, we also expect Industrial Metals to resume up 
along with them.

Gold & PMs
p24, 33

Gold did surprise us by making new marginal highs in June. Indeed, we had expected it to retest up, 
yet with slightly lower highs in the 1’320-1’330 USD/oz range. The current uptrend still seems to be 
underway, and we cannot exclude further upside retests. Yet, the slight Dollar rebound we expect over 
the next few weeks, along with the risk asset rally we then foresee during the Summer should contain 
any major break-out for now, and probably even lead Gold to consolidate back down below 1’300 
towards mid/late Summer. It could start to accelerate up again with strong potential into next year.

Agriculture Last month, we expected Agricultural Commodities to start to bounce towards late May / June, and 
that the bounce could extend into the Summer. We are now confirming this scenario.

Credit The Credit market corrected down with risk assets during May. As with equities, we expect a slight 
downside retest between now and late June, and then an acceleration up during the Summer. Credit 
Spreads should hence fall during the Summer.
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Equities Markets Segmentation

Next 2 months 3 to 6 months aheadCore Sector Weightings

Euro
p23, 29

EUR/USD started to stabilize late April, and recently saw a strong rally since late May. It may retrace some of 
this recent progress towards late June, and then strengthen again towards late July / August, probably towards 
the 1.14 – 1.15 range. Vs CHF, EUR could retest down towards its recent lows (1.12-1.11) into late June and 
then bounce during the Summer towards 1.13-1.14. Similarly vs Yen, it could retest down into the 122 – 119 
range over the few weeks and then bounce back towards 126-127 during the Summer.

Yen 
p24, 32

USD/JPY may push slightly lower into the 107-105 range over the next few weeks. From late June / early July, 
it then crawls back towards mid/late Summer and the 111-112 range.

Sterling
p37-40

Following its slight bounce since late May, GBP probably resumes lower vs the Majors between now and late 
June, and potentially drops a further 5 to 7 figures until mid/late Summer, probably more towards year-end. 

Oil & 
Commodities 
currencies

Commodity currencies (our equal weighted portfolio containing AUD, BRL, CAD, NOK, NZD, RUB, CLP and ZAR) 
could retest down slightly vs both the USD and EUR until late June. They then bounce into the Summer.

Asian 
currencies
p 18, 21-23

Our Asian Growth equal weighted portfolio (CNY, INR, KRW, THB and TWD) probably continues lower vs EUR 
into the Summer. Vs the Dollar, it may retest down until midyear, and then could bounce slightly during the 
Summer.

US Dollar 
p28-29

The USD has entered a consolidation period to the downside that could last into mid /late Summer. Following 
a first move lower since late May, it may bounce and retrace some of its recent fall until late June. Following 
that, it probably resumes lower into late July / August.
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US Sectors - S&P500
(general comment)

A rather Neutral sector allocation until 
early July, with Communications and Ener-
gy remaining quite weak.

During the Summer, Defensive profiles 
should underperform, while Growth 
seems to maintain its momentum, Cycli-
cals still need to confirm their reversal up.

Sectors Proxy ETF 
symbols

Benchmark-
weights

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Technology XLK 21%

Healthcare XLV 15%

Financials XLF 14%

Discretionary XLY 10%

Communication XLC 10%

Industrials XLI 10%

Staples XLP 7%

Energy XLE 6%
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All World Country Index

Currency hedged (general comment)

The US holds up while Defensive Switzer-
land outperforms a while longer into late 
June /early July. Asia remains weak.

During the Summer, stronger US markets 
compensate for a slightly weaker US Dollar, 
UK may outperform on GBP weakness, Eu-
rope and Japan lag, China bounces.

Countries Index 
symbols

Benchmark-
weights

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

US S&P 500 52%

Canada TSX 3%

Europe SXXP 21%

     -UK FTSE 6%

     -France CAC40 3%

     -Germany DAX 3%

     -Switzerland SMI 3%

Japan N225 8%

China MSCICN 3%

Next 2 months 3 to 6 months aheadCore Countries Weightings

Main Sectors Allocation
p49-50

Please read the detailed allocation comments in our time frame boxes above. 

A rather neutral sector allocation until the end of June / early July as we expect the current consolidation on Equities since 
late April to linger on until then. Sectors showing some negative relative momentum may weaken slightly further such as US 
Communications or Energy as well as European Banks and Energy.

During the Summer, we expect a further leg up in Equity markets. We would hence underweight Defensive profiles. For now, 
Growth sectors seem to maintain their medium term upside momentum vs the market, and Cyclical sectors are slow to 
confirm that they can eventually take-up the lead. Yet, Yields and the Yield curve seem very Oversold (at least temporarily) 
and could finally bounce during the Summer. We may hence review this position favorably on Cyclical sectors next month.

Countries allocation

Next 2 months 3 to 6 months ahead

European Sectors - Europe Stoxx 600
(general comment)

A rather Neutral sector allocation until 
early July, with Banks and Energy remain-

ing quite weak.

During the Summer, Defensive profiles un-
derperform, while Growth seems to main-
tain its momentum, Cyclicals still need to 
confirm their reversal up.

Sectors Index 
symbols

Benchmark-
weights

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Banks SX7P 13%

Industrials SXNP 12%

HealthCare SXDP 11%

Pers. & HH Goods SXQP 9%

Food & Beverage SX3P 7%

Insurance SXIP 6%

Energy SXEP 6%



10 11

General Comment We continue to remain prudent on high be-
ta and cyclicals until late June / early July.

We will gradually turn to more pro-cyclical 
profiles from early July.

Themes Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Nasdaq 100 (vs S&P500)

DJ Industrial (vs S&P500)

Russell 2000 (vs S&P500)

Wilshire REITs (vs S&P500)

US Value (vs US Growth)

Southern EuroZone (vs Stoxx EZ 600)

EuroZone Small Cap (vs Stoxx EZ 600)

Japanese Small Cap (vs N225)

GDX - Goldmines

XME - Diversified Mining

Core Factor/Themes Weightings Next 2 months 3 to 6 months ahead

Core factors and Themes

We will remain quite Defensive until late June / early July, avoiding higher beta trades such as the Nasdaq100, European and 
US Small caps, Southern Europe or Metals & Mining Companies. Value could be bottoming out, yet for now until midyear, 
the trend is still pushing lower. 

From early Q3, we will underweight Defensive profiles and gradually shift to more Cyclical ones.

Please read the detailed allocation comments in our time frame boxes on the previous page. 

The US Dollar may hold up during June and the consolidation on Equities may linger on, we would hence continue to favor 
the US and Switzerland until then. Asia remains quite weak.

From the Summer, we expect a more pro-cyclical environment. The US should hold its ground, Europe could underperform 
with a slightly higher Euro, the UK could benefit for a weakening GBP. Japan doesn’t really benefit from a slight correction in 
the Yen, while China, following a sell-off into midyear, could bounce.

Note: the country and regional allocations in the table above are considered hedged for currency risk, ie. the relative 
performances are anticipated in local currency (except for the S&P500 vs the All Country World Index as both are denominated 
in US Dollars).

Core factors and Themes

Main Country Allocation
p16-17, 19-23, 41-42



The biggest macro event that 
confronts China is the trade war 

with the United States. Its saving grace 
is that its implications for economic 
growth and inflation can be estimated 
and measured using straightforward 
standard macroeconomic tools and 
data. But with no good optics on how 
long the trade war will last, and what 
the final shape of the trade relationship 
between China and the US will be, a 
macroeconomic exercise is useless. 

Nonetheless, there are outcomes 
that are fairly easy to reach. 

For one, the trade war is impacting 
the US and Chinese economies, in 
varying degrees of negativity, and 
so the trade war cannot last forever, 
or even very long. But there are 
details that may derail these neat 
assumptions. For one, there is a highly 
asymmetric equation in the amounts 
of extra tariffs that have to be paid by 
exporters from each side of the spat. 
(see 1st graph on this page)

Reports say that the mutual tariffs 
in place cost US consumers and 

business annualized $60 billion a year. 
But tariffs on Chinese exports, have 
made the US government annualized 
$75 billion in Q1 2019 alone, up $19.9 
billion from 2017, according to the 
Treasury Department. Last month 
alone, the US collected $5.08 billion 
from China’s exports, 89.8% more 
than in February 2018.  So obviously, 
on a sectoral balance point of view, 
what the private sector is losing, is 
being more than made up to the US 
government sector. 

The second detail is that China’s 
exports are significantly more 

than what the US sends to China 
(even less than what Canada sends to 
China, see 2nd chart on this page), so 
the asymmetry in extra tariff collected 
will redound to the favour of the US. 12

12 / The onus is on China to end the trade war quickly, as time 
is not their ally; the Chinese economy continues to sink, and no 
relief expected until early 2020

It follows that China cannot use time 
as an ally. Moreover, the longer the 
trade war continues, US importers will 
seek out suppliers in other countries. As 
it is, other Asian countries are already 
gaining market share in the US at 
China's expense. 

US imports from China have plunged 
this year, offset by import gains for 

other emerging markets not subject 
to US tariffs. US imports from China 
typically rise by $6 billion in the first four 
months of the year, based on the five-

year average. However, last week, the 
April US trade report revealed that this 
year, they fell over $20 billion during Q1 
2019. The rise in US imports from just 
five emerging market countries more 
than offset the falloff from China, as 
sourcing shifts for key categories like 
auto parts. The rise in U.S. imports from 
just five emerging market countries 
(Mexico +6%, Vietnam +38%, South 
Korea +17%, Taiwan +22%, and India 
+12%) more than offset the falloff from 
China.
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Therefore, the longer the trade 
impasse lasts, the more US market 

share Chinese suppliers will lose. These 
are the side issues that may actually 
“encourage” China to seek out a 
solution to the current impasse. 

For Mr. Donald Trump, the foremost 
consideration is getting re-elected. 

He needs to make sure not to cause 
real pain in the farming and industrial 
sectors. That highlights the states 
of Wisconsin, Pennsylvania and 
Michigan, all of which he won in 2016, 
by very narrow margins. We believe 
that Mr. Trump appreciates that going 
into the election in 2020. That could 
be a key consideration before imposing 
broad tariffs on consumer goods 
coming from China. 

The point of all these is that both 
Mr. Donald Trump and Mr. Xi 

Jinping have very substantial reasons 
to talk to each other again during the 
G20 meeting on June 28 to June 29 
in Osaka, Japan. Already, Mr. Trump’s 
unnamed aides are already saying there 
are plenty of parallels between the 
now-famous dinner meeting between 
the two leaders at the G20 meeting 
last year at Buenos Aires. For us at The 
Capital Observer, a meeting of minds 
will happen – the only question is what 
a trade deal will cover, and how it be 
implemented and enforced. The US 
negotiating team was very emphatic 
about this in the past. This aspect 
actually caused the on-going trade 
negotiations at that time to collapse 
because the China team supposedly 
backtracked on already agreed upon 
verification processes. 

The onus is on China – this is why

For us, the onus of navigating out of 
the trade war lies heavy on China. 

Despite a brave face to the world, 
the Chinese economy has embarked 
on a slippery slope. The best leading 
indicator we have on China is the 
Total Social Financing data. It is the 
transmission link of China’s fiscal 
expenditures to the broader economy. 
And it is not boding well in the near-
term, see chart on this page. 

It’s is not hard to fathom why. 
Government expenditures in China 

have virtually collapsed in January 2016 
and that kept on until August last year, 
when the Chinese government resumed 
fiscal injections into the economy. Like 
everywhere else, if the government 
does not spend, economic activity slows 
down in proportionate degree. And 
the government tightening in China 
had been severe. The heady rise of 
the central government expenditures 
from January 2015 to January 2016 
has been essentially erased over the 
subsequent eight quarters (see  graph 
on this page). Those dislocations 
should persist until late Q4 this year. 

The Chinese government embarked 
on a new spending spree in August 

last year, and that should improve 
the background economic activity 
by year-end, until mid-Q2 2020; but 
fiscal stimulus seems to be flagging 
again, creating new and further 
dislocations down the road, in H2 
2020. There are surveys which show 
that GDP growth continues to fall which 
seems to be a natural consequence 
of the recent miserly attitude of 
the central government. This must 
be a consideration running through 
the heads of Chinese officials as the 
continue to grapple with the fall-out 
from the trade war with the US. 

Devaluation is not a magic cure

One of the mechanisms that China 
has been using in coping with the 

effects of the trade war has been to 
devalue the CNY, the domestic currency. 
Today (Monday, June 10), China allowed 
the value of the CNY to drop below the 
7.0000 level against the US Dollar, which 
the market has put much significance on. 
Officials from China’s SAFE, the agency 
that administrates the currency, said 
in effect that no one number is more 
significant than any other number, 
giving the signal for the market to 
further lower the value of the CNY, 
which did fall sharply. 

Falling exchange rate of the domestic 
currency will of course make Chinese 

products more competitive in the world 
markets, and is one classic solution relied 
on when a country’s exports are under 
attack. China's External Trade Balance 
(Trade Surplus, in this case: see 1st graph 
on the next page) is inversely correlated 
with the domestic currency (CNY). In 
fact, the trade surplus is a function 
of the level of the CNY -- weaker CNY 
begets a bigger trade surplus, as China's 
exporters become more competitive. It 
also causes a drop in the value of US 
Treasuries bought by China. 

But devaluation is also fraught with 
risks. A badly executed partial 



devaluation in 2016 shattered a 
wide swath of global risk assets, and 
caused a massive capital flight from 
China. Moreover, a devaluing CNY 
is especially devastating to Chinese 
equities, for one reason --- there is 
a positive correlation between the 
domestic currency and domestic 
equity markets. This is totally different 
from the currency-equities correlations 
of, say, Japan, another exporter nation. 
A weaker JPY tends to boost the 
local stock market, which is mostly 
composed of large exporter. In China, a 
weaker currency has the opposite effect 
-- weak currency equates to a weak 
stock market (see the 2nd & 3rd graphs 
on this page):

But as we said, devaluation is 
also fraught with risks – and 

consequences. Deliberately devaluing a 
currency is not a trivial thing to do for 
a sovereign country. And letting it fall 
in value abruptly and to a great extent, 
is fraught with risks that are non-linear. 
The devaluing country has to be careful 
as other parts of the economy are also 
impacted by the sudden swings in the 
international exchange value of the 
domestic currency. In many emerging 
economies, the currency is a primary 
expression of domestic “wellness” and 
is the main link to international trade 
and capital inflows. 

Manipulating the domestic 
currency value could open cans of 

worms that would have been otherwise 
tucked away out of sight. And in the 
special case of China, a weaker CNY kills 
the domestic stock market. Moreover, 
a weaker domestic currency frightens 
Foreign Direct Investments, and a 
sharply devaluing domestic currency 
makes it even more so. Therefore, 
China cannot weaken the CNY too 
much or too quickly – that drives away 
FDIs (see 1st chart on the next page).
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Bottomline: the onus of resolving 
the trade spat must be weighing 

heavier on Mr. Xi than on Mr. Trump. 
That does not mean however, that China 
will “fold” – there is too much personal 
stake among the key players involved 
in the negotiations. But we know that 
the macro dislocations that can occur 
in China with a longer trade war does 
not make time an ally of the Chinese 
team. Suggestions that China should 
protract the negotiations, alluding to 
the tactic used by China during the 
Korean War armistice negotiations, fail 
to appreciate the key difference this 
time around – the longer the trade 
war persists, the more damage China 
will receive. The numbers are simply 
against China – when a major exporting 
country is waging a “trade war” against 
its biggest, single customer, the optics 
of success are not good.  Especially, if 
the customer exports basically little to 
the exporting country which can be 
used as counter-leverage. Therefore, 
we believe that the next summit 
talk between Mr. Trump and Mr. Xi 
is bound to produce an agreement 
which will cool down the current spat. 
However, this is the first battle in the 
war. There will be more coming down 
the pipeline, in time.
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China and the resurgence of the Trade War
Chinese equity markets had been rather counter cyclical during the risk asset correction last Fall. They indeed outperformed as the US 
was catching up to the downside with the rest of the world. Early this year, the promises of a Trade Deal and huge stimulus efforts by 
the POBC helped extend this outperformance, even as the US and Global Equity markets started to rally again. Yet, unfortunately, this 
outperformance hit a rock with the breakdown of the US – China Trade negotiations in late April. The reversal of momentum has since 
been violent. In this article, we will attempt to assess potential support points for this sell-off as well as the possibility of a Summer 
rebound for Chinese equities. We will also consider the longer perspectives, which we believe appear quite bleak.

Shanghai Composite
Daily graph or the perspective over the next 2 to 3 months

M id April, the Shanghai Composite 
Index was approaching our I Impulsive 

targets to the upside (bove 3'300; not shown 
here any more). It had then also reached an 
intermediate top on both our oscillator series 
(lower and upper rectangles). The correction 
since then has been strong, and its depth is 
now challenging the previous uptrend. In-
deed, for it to resume higher, the Shanghai 
Composite would now need to start accele-
rating up again, without making new lows. 
This is the scenario we show on our medium 
term oscillators (upper rectangle). Yet, given 
the strong reversal since mid April, we are 
now favoring a more negative scenario. It is 
shown on our long term oscillators (lower 
rectangle), and outlines a further leg down 
into early July and then a bounce into the 

Summer. By then, the Shanghai Composite may have broken through the support of our C Corrective targets to the downside opening 
the door to further downside targets over the next 3 to 6 months (possibly towards its January lows). 

S&P500 Index
Daily graph or the perspective over the next 2 to 3 months

The resurgence of the Trade War is not 
only affecting Chinese equities. It has 

also taken its toll on US ones. Although on 
our long term oscillators (lower rectangle), 
the S&P500 has reached a support point to 
resume higher again, the sequence we show 
on our medium term oscillators (upper rec-
tangle) is suggesting that following the cur-
rent bounce, a further downside retest is 
possible into the 2nd half of June. The 2’800 
level was an important support and resis-
tance level. Now that it has broken down, 
then up, we believe that the S&P500 could 
retest down below it again in the event of a 
second leg lower. Following that, we would 
still expect the S&P500 to resume higher 
into the Summer, from late June / early 
July. According to our I impulsive targets to 
the upside, it may retest its recent highs, and 
potentially move into the 3’000s levels.

16

16 / MJT -  TIMING AND TACTICAL INSIGHT



16 17

MSCI China
Daily graph or the perspective over the next 2 to 3 months

The MSCI China Index has been 
hit even harder than the Shan-

ghai Composite. Indeed, since mid 
April, its sell-off has been more 
sustained, probably due to its mix 
of larger, more international com-
panies, which are likely to suffer 
more in case of a prolonged Trade 
War between the US and China. 
A rapid reversal to the upside now 
seems rather unlikely, and on both 
our oscillator series (lower and up-
per rectangles), we would expect a 
slight bounce over the next week 
or so, and then a new leg down 
into early July. Prices for now are 
barely holding the support of our C 
Corrective targets to the downside 

(right-hand scale), and given our rather negative scenario, we would probably expect that these could break down over the 
next few weeks, thereby opening the door to much lower targets over the next 3 to 6 months (possibly towards and below its 
January lows).

Shanghai Composite vs S&P500 Index (in USD terms)
Daily graph or the perspective over the next 2 to 3 months

On a relative basis, we hereby 
compare the Shanghai Com-

posite vs the S&P500, both in US 
Dollar terms. We have chosen to 
use the Shanghai Composite for this 
comparison as it appears slightly 
stronger than the MSCI China Index. 
On our long term oscillators (lower 
rectangle), the ratio is attempting 
to resume higher following the cor-
rection which has been taking place 
since mid April. Yet, for now this 
upside attempt has failed and ac-
cording to both our long term oscil-
lators (lower rectangle) should meet 
a new top towards mid June.Hence, 
there is little time left to confirm the 
previous upside momentum. In ad-

dition, our medium term oscillators (upper rectangle), are now in a downtrend sequence. It may have reached an intermediate 
low mid May, yet the rebound may have already died out, and a new leg lower could materializing into July. Combining both 
projections, we would hence expect a new period of Chinese underperformance probably until early July vs the S&P500. 



Copper Spot (USD/ton, LME)
Daily graph or the perspective over the next 2 to 3 months

When considering China, it is 
always interesting to look at 

Copper as it is very much correlated 
to the Chinese economy, its main 
source of demand. Here also, the 
reversal this March/April is quite im-
pressive, and both oscillator series 
(lower and upper rectangles) now 
seem to be in a downtrend. They 
both met an intermediate support 
point late May with little reaction 
and should now continue lower pro-
bably towards early July. The down-
side risk is still quite compelling 
until then with a I Impulsive targets 
range to the downside (right-hand 
scale) between (5’480 – 5’140) or 5 
to 11% below current levels.

USD/CNY
Daily graph or the perspective over the next 2 to 3 months

The Yuan is often correlated 
with Chinese equities’ out- or 

underperformance. Since March, 
USD/CNY has been reversing up (Yuan 
down). Following a strong move 
between late April and late May, it 
may have reached an intermediate 
top on both oscillator series (lower 
and upper rectangle). We now believe  
that it may consolidate at high levels 
during most of June, and probably 
into mid/late July. Following that, 
USD/CNY probably resumes higher 
into late Summer / the Fall. On the 
price targets front, the pair recently 
reached above the resistance of our 
C Corrective targets to the upside, 
above 6.91 (right-hand scale). This 

opens the door to much higher targets, over the next few months, i.e. towards our I Impulsive targets to the upside in the 7.1 – 
7.2 range (right-hand scale). Bottom line, we expect a high level consolidation on USD/CNY over the next one to two months , 
and then an upside break-out towards late Summer.
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Shanghai Composite
Weekly graph or the perspective over the next 2 to 4 quarters

Longer term, we are now considering 
that the Shanghai Composite may 

have topped out for the year. As we 
mentioned in last month’s The Capital 
Observer issue, the Q1 /early Q2 rally 
did stop just shy of the resistance of the 
upper end of our C Corrective targets 
to the upside around 3’300 (not shown 
here anymore). The sequence on our 
long term oscillators (lower rectangle) 
now suggests a resume downtrend 
situation, probably into the Fall and 
towards our I Impulsive targets to the 
downside in the 2’260 – 1’830 range 
(right-hand scale). On our medium 
oscillators (upper rectangle), we show 
a more constructive scenario, where 
the Shanghai Composite could bounce 

back during the Summer (with or without marginal new highs) and then resume lower towards year-end. Our consensus view is that 
a bounce may materialize during Q3, probably from lower levels than today, and without achieving new highs. Following that, 
the Shanghai Composite probably reverses down towards year end.

S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

In this perspective, we also look at 
the S&P500 as a bellwether for 

global equity markets as well as for 
being the other proponent in the 
current US-China the Trade War. 
For now, we remain constructive 
as both our oscillator series (lower 
and upper rectangles) can still 
justify one more push higher into 
mid/late Summer. Our I Impulsive 
targets to the upside (right-hand 
scale) do also leave the door open 
for marginal new highs towards the 
3’000 levels. That said, this uptrend is 
very mature, our trend envelopes are 
starting to flatten (middle rectangles) 
with multiple stress points to the 
upside since 2018 (i.e. when the 

thinner white envelope touches the larger yellow one indicating exaggeration points in the trend). This is a delicate situation, which 
we will review early July in light of any further downside retest and in order to confirm or not, the possibility of a last run-up 
during the Summer. For now, as suggested by our Daily graph a few pages above, we would indeed remain prudent until mid/late 
June.
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MSCI China
Weekly graph or the perspective over the next 2 to 4 quarters

We now consider the 
MSCI China Index, 

which following its bounce 
since last Fall now seems to 
be resuming its downtrend 
probably towards year-end on 
our long term oscillators (lower 
rectangle). Our medium term 
oscillators (upper rectangle) do 
show a slightly contradictory 
sequence, with a bottom early 
July and a bounce into the 
Summer. Reconciling these two 
projections, we would expect 
the MSCI China to bounce 
slightly during the Summer, 
before it resume lower quite 
strongly during the Fall, and 

towards year-end. On the target front (right-hand scale), the MSCI China Index did break below our C Corrective targets to the 
downside late last year (70 mark), and could retest below them over the next few weeks. Following its Summer bounce, the 
index may resume much lower into our I Impulsive targets to the downside in the 51 to 36 range, probably into 2020.

Shanghai Composite Index vs the MSCI China Index
Weekly graph or the perspective over the next 2 to 4 quarters

At this stage, it is interesting 
to consider both China 

Indexes vs each other (the more 
domestic China Composite vs the 
Tech laden, more international 
MSCI China Index). From mid 
last year, following several 
years of underperformance 
(since the 2015 bubble on 
the Shanghai Composite), 
the Shanghai Composite has 
started to outperform again. 
We believe it is now leaving 
a base and could outperform 
towards late this year as shown 
by both oscillator series (lower 
and upper rectangles). The 
outperformance potential 

towards our C Corrective targets to the upside (right-hand scale) may be as high as 10 to 20%. Hence, for any exposure on China 
over the next few quarters, we would probably favor its domestic market rather than the MSCI China Index. Intuitively, this 
also sounds coherent as the Chinese domestic market may suffer less from the protectionist measures attached to the US to 
China Trade War.
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USD/CNY 
Weekly graph or the perspective over the next 2 to 4 quarters

USD/CNY seems to confirm 
this trend on the Shanghai 

Composite vs the MSCI China 
Index (the graph above, although 
less volatile, offers similar 
timing points). Indeed, the MSCI 
China Index seems to be more 
sensitive to any weakness in 
the Yuan. Several explanations 
seem likely, i.e. the MSCI China 
is a more international index 
and possibly more vulnerable to 
outflows of funds; the Shanghai 
Composite is more domestic 
and probably more value driven 
and higher beta. It is hence 
less influenced by currency 
considerations. As for the USD/

CNY, it recently retested above our C Corrective targets to the upside (right-hand scale) opening the door to much higher targets 
over the next few quarters, possibly towards the 7.2 – 7.4 range. On the timing front, our medium term oscillators (upper 
rectangle) suggest that an intermediate High Risk position is approaching. Following some high level consolidation, perhaps 
towards mid/late Summer, our long term oscillators (lower rectangle) suggest further upside into next year.

Shanghai Composite vs the S&P500 Index (in USD terms)
Weekly graph or the perspective over the next 2 to 4 quarters 

On the relative graph of 
the Shanghai Composite 

vs the S&P500, we would 
probably remain prudent 
until early Q3. This matches 
our Daily projections on page 
17. Following that, from July, 
both oscillator series indicate 
that the ratio could attempt 
to bounce into late Summer. 
While our medium term 
oscillators (upper rectangle) 
suggest the possibility of new 
high on the ratio, our long term 
ones (lower rectangle) are more 
conservative, probably with 
lower highs than the ones 
achieved in April. We would 

probably favor this second option, especially considering that the Shanghai Composite may see further underperformance into 
early July before it starts to bounce vs the S&P500.
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MSCI China
Bi-monthly graph or the perspective over the next 1 to 2 years

We now consider the long 
term bi-monthly graph of 

the MSCI China. It topped out more 
than a year ago, and has since 
made an upside retest, yet with 
much lower highs. Such situations 
often confirm a long term reversal 
to the downside as shown on 
both oscillator series (lower and 
upper rectangles). Indeed, these 
are currently projecting further 
weakness into year-end and 
possibly into 2020. On the target 
front, it now seems pretty unlikely 
that we will reach our I Impulsive 
targets to the upside above 100 
again (right-hand scale), and with 
the recent sell-off, the support of 

the lower end of our C Corrective targets to the downside is approaching quickly. If these do break over the next few weeks / 
the next few months, it would open the door to much lower targets into next year and 2021, possibly towards the 2016 lows.

USD/CNY
Bi-monthly graph or the perspective over the next 1 to 2 years

Similarly, yet in reverse, USD/
CNY has now made a series of 

higher low. Both oscillators series 
(lower and upper rectangles) are 
now suggesting that the pair may 
move higher into year-end and 
2020/2021. Our Daily and Weekly 
graphs respectively, are pointing 
toa high level consolidation over 
the next couple of months, yet 
we believe that any Dip would 
constitute a buying opportunity as 
the long term uptrend does look 
strong. On the price targets front, 
we expect USD/CNY to reach 
towards our I Impulsive targets to 
the upside in the 7.1 to 7.4 range 
until year-end / 2020 (right-hand 
scale).
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Shanghai Composite Index
Bi-monthly graph or the perspective over the next 1 to 2 years

Early in 2018, the Shanghai 
Composite made a lower top 

than the previous one (in 2015) in a 
downtrend on our long term oscillators 
(lower rectangle). This configuration, 
which is usually negative triggered 
the strong sell-off that materialized 
last year. Our medium term oscillators 
(upper rectangle) could now be in a 
similar situation, with a lower top (a 
rebound) which finished off below 
the previous highs (made late 2017/
early 2018), with the trend still 
heading down. This negative set-
up may once again trigger further 
weakness towards late 2019 / 2020. 
On the targets front, our I Impulsive 
targets to the downside (right-hand 

scale) are pointing to much lower levels over the next 1 to 2 years.

CNY/EUR
Bi-monthly graph or the perspective over the next 1 to 2 years

Interestingly, the CNY/EUR cross shows a 
similar profile. We believe, it highlights 

the weakening dynamics of reflationary 
China vs a rather conservative (and 
somewhat defensive) Europe. For now, 
and since it reversed down in 2015, the 
pair has be consolidating down towards 
its C Corrective target range (right-hand 
scale). Yet, if these do break at some 
point, the downside potential would 
be very compelling. Both our oscillator 
series (lower and upper rectangles) 
are suggesting that this may happen 
during H2 2019, possibly leading the 
pair lower well into 2020.
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Gold in Yuan
Bi-monthly graph or the perspective over the next 1 to 2 years

We finally close the circle on 
these defensive long term 

perspectives with this bi-monthly 
graph of Gold in Yuans. It recently 
broke out of the range it had been 
working through since 2016, and 
both our oscillator series (lower 
and upper rectangles) are now 
suggesting that this uptrend could 
continue well into 2020, perhaps 
even 2021. Our I Impulsive targets to 
the upside (right-hand scale) indicate 
I Impulsive upside potential well 
above current levels in the 11’700 
– 13’400. If we are correct, these 
could probably be achieved over 
the next 2 to 3 years. 

Concluding remarks

The recent resurgence of the US-China Trade War has led to a strong reversal of momentum on Chinese equity markets, 
and perhaps equity markets globally. For now, we would expect the current sell-off to continue probably into early July. 

Following that, a bounce may materialize into the Summer, possibly into August, perhaps September. At this stage, we believe 
the downside risk on the Shanghai Composite into early July may still be quite compelling (possibly towards the January lows), 
and that consequently, the rebound we then expect into the Summer, will probably not achieve new highs (the index is now 
back in a downtrend). USD/CNY may have just reached an intermediate top, yet may push slightly higher during June though, 
and then correct down during July. Generally, we expect it to consolidate at high levels over the next couple of months. Finally, 
looking towards this Fall, and into 2020, we are concerned about the long term prospects for China. Indeed, we expect renewed 
weakness for the Shanghai Composite and the MSCI China Index, further depreciation of the Yuan vs the US Dollar (above 7.0 on 
USD/CNY) and the EUR, and a strong upside breakout of Gold denominated in Yuans.

USD/JPY
Bi-monthly graph or the perspective over the next 1 to 2 years

Continuing along the same 
thought process, we now look 

into USD/JPY. It is also showing a 
similar profile and, in a way, it also 
offers an equivalent comparison 
between pro-cyclical / reflationary 
America ( and the US Dollar), and the 
more Defensive Japanese Yen. Here 
also, both oscillator series (lower 
and upper rectangles) are suggesting 
that the pair could start to resume 
lower secularly from mid/late 
Summer, probably well into 2020. 
For now, USD/JPY seems to lag CNY/
EUR by a couple of quarters, and 
our targets (right-hand scale) are 
still pointing higher (we believe it is 
very unlikely that these levels will be 
achieved). Once USD/JPY starts to 

reverse down, our downside targets should be equally compelling, probably well below the 100 mark.
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In the March 2019 Capital Observer, we 
said that the US Dollar should continue 

to rise until late Q2 this year (“Despite 
a sharp setback in the very short-term, 
the US Dollar should continue to rise 
until late Q2 2019”). This is what we 
said at that time, in support of further 
rise of the US Dollar:

There seems to be a willful amnesia 
of the fact that other major 

countries’ growth outlooks have 
turned dismal, and that interest rate 
differentials remain one-sidedly in favor 
the US currency. Moreover, and more 
importantly, investment capital flows 
remain in favor of the greenback, as 
investors flock to US equities and shun 
other equity markets, contributing also 
to the outperformance of US equities 
versus its peers (see 1st chart on this 
page). 

The  2nd chart on this page  also 
illustrates the power of US Capital 

Account to buttress the domestic 
currency. Changes in the US capital 
account have large impact on the 
US Dollar exchange rate, and its 
impact normally shows up in the 
valuation changes of the US currency 
8 to 9 quarters later. Capital accounts 
improve when non-resident (external) 
capital inflows increase or resident 
(domestic) capital outflows slow. The 
sharp improvement in the domestic 
capital account since early last year will 
therefore likely to result in further rise of 
the US dollar until the first half of 2019. 

We are in the last month of Q2 
2019, so how do we see the US 

Currency at this point? True enough, 
we are now seeing a reversal of some 
of the factors that had led us to call for 
USD strength until late Q2 2019. We are 
now at that inflection point – and we 
indeed see the US Dollar weakening for  
few months from here.

25 / The US Dollar will likely remain weak from here up to 
September, but the following two quarters should see the 
greenback reclaim whatever it may lose
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The interest rate differentials that 
had been one-sidedly in favor the 

US currency is now turning, as the 
Federal Reserve contemplates easing 
policy to forestall a more pervasive 
deterioration of economic conditions 
in the US (see 2nd chart above). And, 
more importantly, the investment 
capital flows that had been solidly in 
favour of the US currency has peaked, 

as equity market rotation is now 
tending to favour the Dollar’s rivals, 
the EUR as one example. (see first 
graph on the next page)

Original chart in the March 2019 The Capital Observer

Original chart in the March 2019 The Capital Observer
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More significantly, US Capital 
Account inflows which 

buttressed the US Dollar since early 
this year, has turned less friendly (see 
2nd chart on this page). The impact of 
capital inflows manifest in US Dollar 
weakness or strength 6 to 8 quarters 
after the fact, and it just so happens 
a turn lower has for the US Dollar 
from this factor. Changes in the US 
capital account have large impact on 
the US Dollar exchange rate, and their 
long lead on USD valuation has made 
Capital Account a valuable tool for 
forecasting US Dollar future valuation 
from way up ahead.

Capital accounts improve when non-
resident (external) capital inflows 

increase or resident (domestic) capital 
outflows slow. The deceleration in the 
domestic capital account from June will 
therefore likely to result in a decline of 
the US dollar until probably September. 

Us domestic growth is decelerating.  
The Capacity Utilization peaked as 

far back as August 2018, and the rest 
of the economy is only catching up to 
that structural weakness now. Nonfarm 
payroll will follow lower, and this month, 
it is the US Dollar turn to fall from the 
combined signalling effect of declining 
CapU and peaking payrolls. As we will 
get the July report, Q2 GDP should fall 
as well, and may bottom during Q3. 
(see 3rd graph on this page)

One plausible reason for a brief 
economic downturn, is the fact 

that the Fed is now willing to err 
on easier policy. We see the Fed 
sidestepping June, but will very likely 
start cutting rates in July and will do 
it again in September. Animal spirits 
should come back to the markets and 
the economy given assurances of a 
more cooperative Federal Reserve at 
this juncture. 

Moreover, capital flows will be 
friendlier at that time, and the 

data also suggest that we could expect 
GDP to rise into Q1 2020. That means 
the negative impact on US equity 
markets should be limited as well, and 



that should underpin the US Dollar as 
from September. Next year promises 
to be a year with different outlooks: 
good Q1, dismal Q2 and Q3, and then 
a more buoyant Q4 (see 1st graph on 
this page). 

Under these conditions, we are not 
sure if the greenback will have 

the wherewithal to rally on and make 
new highs, relative to the peaks of 
2017. But given the outlook that US 
growth may only be constrained for a 
quarter (Q3) during this year, we now 
lay the groundwork of the premise 
that the Dollar may follow the lead 
of the US stock markets to new highs 
in late 2020. That outlook should be 
reassuring for the risk assets markets. 
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US Dollar – Summer consolidation
Following its slow pace, yet linear uptrend over the last several quarters, the US Dollar may have recently entered a period 
of consolidation. Interestingly, at the moment, it is difficult to pin the Dollar down to either a risk-ON or risk-OFF profile. 
Indeed, it was falling early May during the initial week of the sell-off, yet also again since late May, as equity markets reboun-
ded. In this article, we will look at the US Dollar Index, EUR/USD, the Dollar vs EM currencies, Yen and even Gold in order to 
coordinate its price action across these different assets. 

Dollar Index
Bi-monthly graph or the perspective over the next 1 to 2 years

On our medium term oscil-
lators (upper rectangle), 

the Dollar Index could be ap-
proaching an intermediate top 
over the next few weeks and 
consolidate during H2 2019. 
That said, on our long term 
oscillators (lower rectangle), a 
new support point may mate-
rialize towards late Summer 
already. Hence, we don’t be-
lieve that this period of US 
Dollar weakness will last more 
than 2 to 3 months. From the 
Fall, we believe the Dollar Index 
could resume its uptrend towar-
ds 2020/21.

Dollar Index
Weekly graph or the perspective over the next 2 to 4 quarters

Over the past year, the Dollar’s 
price action has been linear-

ly uptrending, although, in terms 
of scope, the uptrend has been 
rather weak and for now, the Dol-
lar Index remains below the re-
sistance of the upper end of our 
C Corrective targets to the upside 
around 99 (right-hand scale). Its 
recent correction as prices were 
approaching these 99 levels, pro-
bably indicates that it may now 
take a bit more time before the 
Dollar Index eventually breaks 
out to the upside. Indeed, both 
our oscillator series suggest that 
it may now continue to consoli-
date until mid Summer at least. 

Following that, the Dollar Index, then resumes higher towards 2020 and potentially above its 99 resistance.
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Dollar Index
Daily graph or the perspective over the next 2 to 3 months

On the Daily graph, the US 
Dollar Index had probably 

reached a High Risk situation 
late April / May on our long 
term oscillators (lower rec-
tangle). Such situations usually 
imply between 2 to 3 months of 
consolidation to the downside. 
Provided the move only stays cor-
rective (i.e. limited sell-off), it will 
probably find support towards 
the lower end of our C Corrective 
targets to the downside (right-
hand scale) around the 95 mark. 
In the meantime, however, we 
first expect the US Dollar to find 
support over the next week or so 
on our medium term oscillators 

(upper rectangle) and possibly bounce back during the 2nd half of June. Following that, from early July, the US Dollar Index 
then resumes lower into mid/late August.

EUR/USD
Daily graph or the perspective over the next 2 to 3 months

Inversely EUR/USD has recent-
ly started to bounce. On both 

oscillator series (lower and up-
per rectangle), it may still retest 
down during the 2nd half of 
June. Thereafter, we expect the 
rebound to resume into mid/
late August, probably reaching 
the 1.14-1.15 range by then 
(right-hand scale). From late Sum-
mer, we then expect EUR/USD to 
probably weaken again into the 
Fall and potentially break below 
the support of our I Impulsive tar-
gets to the downside around 1.10 
(right-hand scale).
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Emerging Markets Currencies vs the US Dollar
Weekly graph or the perspective over the 2 to 4 quarters

We now turn to a cap 
weighted portfolio of 

the 8 largest Emerging markets 
currencies vs the USD. We have 
chosen these according to their 
country weightings in the MSCI 
Emerging markets Index (CNY, 
KRW, TWD, INR. BRL. ZAR, RUB, 
THB). On our medium term os-
cillators (upper rectangle), we 
expect an intermediate Low 
Risk position, probably towards 
midyear / early Summer. This 
could trigger a bounce which 
may last until late Summer as 
shown on our long term oscilla-
tors (lower rectangle). Following 
that, EM Currencies should re-

sume their downtrend vs the US Dollar, probably well into 2020. Our I Impulsive targets to the downside (right-hand scale) 
suggest that this portfolio of Emerging Market currencies may weaken by a further 5 to 10% until next year.

Emerging Markets Currencies vs the US Dollar
Daily graph or the perspective over the next 2 to 3 months

Short term, this Emerging 
Markets Currencies portfolio 

probably made an intermediate 
low mid May. Yet, both our os-
cillator series (lower and upper 
rectangles) are suggesting that 
a downside retest could still 
materialize towards late June 
/ early July. Following that, the 
portfolio should then bounce 
vs the US Dollar into the Sum-
mer. In the meantime, the short 
term risk we calculate for the re-
test could be between 2 and 5% 
below current levels as shown 
by our I Impulsive targets to the 
downside (right-hand scale).
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MSCI Emerging Markets Index
Daily graph or the perspective over the next 2 to 3 months

We now seek confirmation of 
these dynamics by looking 

at Emerging Market equities. With 
its 30% weighting in China and circa 
70% of it across Emerging Asia, the 
Emerging Markets Index (we use the 
iShares EEM ETF as a proxy) is heavily 
weighted towards the Asian Growth 
theme. The recent breakdown of 
the US-China negotiations has hence 
dealt a strong blow to its positive mo-
mentum since the beginning of the 
year. According to both our oscillator 
series (lower and upper rectangles), 
following its strong May sell-off, the 
index may be starting to stabilize. 
Yet, for now, the recent bottom still 
seems to be an intermediate one, 

and we would expect at least a downside retest into early July. Following that, Emerging markets may bounce during the Sum-
mer. On the target front (right-hand scale), the EEM ETF would first need to move back above 43 (the upper end of our C Correc-
tive targets to the upside) to confirm the possibility of a stronger move up into the Summer. We would probably remain prudent 
until then on Emerging Markets.

MSCI Emerging Markets Index vs the All Country World Index
Weekly graph or the perspective over the next 2 to 4 quarters

On a Weekly basis, and vs the All 
Country World Index, the MSCI 

Emerging markets could also conti-
nue to retest down towards an in-
termediate Low Risk situation until 
the end of Q2 / early Q3, as shown 
on our medium term oscillators (up-
per rectangle). Following that, it pro-
bably bounces into the Summer, yet 
probably doesn’t make new year-
to-date highs vs the All Country 
World Index. It then rolls over again 
towards late Summer and resumes 
its downtrend into 2020. This is the 
sequence we show on our long term 
oscillators (lower rectangle). Our I 
Impulsive price targets to the down-
side suggest that Emerging Markets 

could underperform by a further 10 to 20% until early next year (right-hand scale). 
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USD/JPY
Weekly graph or the perspective over the 2 to 4 quarters

The Yen is usually more defensive 
that the US Dollar. Hence, USD/

JPY usually falls during risk-off pe-
riods. This has been the case since 
last October and again since late 
April. Going forward our oscillator 
series (upper and lower rectangles) 
still suggest that USD/JPY could at-
tempt to bounce once more into 
the Summer. Yet, as time advances, 
the sideways pattern since late 2016 
has been weakening, and at some 
point, probably from late Summer, it 
may start to break to the downside 
(this is also confirmed by our USD/
JPY bi-monthly graph on page 24 of 
this issue). In the meantime, USD/JPY 
may crawl back one last time, po-

tentially retesting its latest 12 months top range between 111 and 113. 

USD/JPY
Daily graph or the perspective over the next 2 to 3 months

Shorter term on the Daily graph, 
USD/JPY is following risk assets 

higher and lower. While on our long 
term oscillators (lower rectangle), it 
may have entered a Low Risk zone, 
and could gradually start to reverse 
up between now and early July, our 
medium oscillators (upper rectangle) 
suggest that a last downside retest 
is still possible until late June / ear-
ly July. Our I Impulsive targets to the 
downside (right-hand scale) do in-
deed indicate that lower targets in 
the 107-105 are achievable over the 
next few weeks. Following that, du-
ring the Summer, USD/JPY probably 
bounces back into its C Corrective tar-
gets range to the upside between 111 
and 112 (right-hand scale).

32



Gold Spot (USD/oz)
Weekly graph or the perspective over the next 2 to 4 quarters

Gold is a defensive asset denominated 
in US Dollars. In this respect, it is often 

compared to the Yen. USD/JPY and Gold are 
indeed quite well inversely correlated. On 
this Weekly graph the consolidation range we 
have been working through since mid 2016 
is clear to see. While our medium term oscil-
lators (upper rectangle) would suggest that 
Gold’s long term uptrend may have resu-
med up and could break out to the upside 
between now and later this year, our long 
term oscillators (lower rectangle) indicate 
a deeper retest down towards the bottom 
of its recent range (1’220 – 1’150) into late 
August / September. For now, the more po-
sitive scenario (upper rectangle) seems to be 
gathering momentum. We would still expect 
some kind of shallow consolidation into the 

Summer, but from mid/late Summer, Gold probably resumes higher into year-end and 2020. By then, it may reach into our I Impulsive 
targets to the upside in the 1’430 – 1’540 range (right-hand scale). 

Gold Spot (USD/oz)
Daily graph or the perspective over the next 2 to 3 months

Shorter term, Gold has surprised us to the 
upside. Last month, we had expected it 

to test back up into the 1’320-30 range, but 
probably not make new highs. However, it did 
match its February highs on an End of Day 
basis, and even made it slightly above them 
on an intraday basis (1 USD above at 1’348 vs 
1’347). Going forward, the positive momen-
tum still seems underway and it probably 
extends into the Summer according to our 
long term oscillators (lower rectangle). Yet, 
on our medium term oscillators (upper rec-
tangle), we would also expect a series of in-
termediate corrections, with one probably 
starting just now until late June, and pos-
sibly another one towards August. Hence, 
our view, and considering the Weekly graph 
above, is that Gold may consolidate at high 

levels during the Summer. Our I Impulsive targets to the upside (right-hand scale) indicate that at some point over the next 3 to 6 months, 
it may however break out towards 1’380 in first instance.

Concluding remarks

The US Dollar probably reached an intermediate top late April, has since been consolidating to the downside, and could continue to 
do so into mid/late Summer (97-95 range on the Dollar Index, 1.14-1.15 the EUR/USD). Shorter term, however, we would probably 

expect a bounce into late June. It may match an intermediate correction on Gold, as well as a further retest to the downside on Emer-
ging markets and currencies. Longer term, the US Dollar then seems to resume its uptrend from late Summer into next year. 
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The type of Brexit deal remains the 
major determinant of the exchange 

rate of GBP/USD rate, or GBP against 
EUR for that matter. The how and the 
when -- even the whether -- of Brexit is 
currently the major determinant of the 
sterling exchange rate against its peers. 
That is the base premise. But it is now 
also clear that whoever becomes the 
next Prime Minister will be a major 
determinant of what kind of Brexit 
we will get, and when. Therefore, if 
we extend the logic flow, whoever 
become the new Prime Minister of 
the UK will determine the next level of 
GBP exchange rates against the major 
currencies. 

The Sterling currency has been under 
extreme pressure since Brexit was 

voted upon on June 2016. There were 
times, when hope arose, due to some 
progress made on Prime Minister May’s 
talks with the EU directorate, but those 
were brief, only to be dashed again as 
the fractious Conservatives in PM’s 
May party failed or declined to provide 
support (see 1st chart on this page). 

An initial sharp drop in Sterling has 
been followed by several slumps 

and a persistent overall decline. This 
leaves the pound sterling to euro 
exchange rate more than 15% lower 
than pre-referendum levels. The pound 
declined immediately against the US 
dollar and the Australian dollar, with 
rates plunging by 17% after the vote. 
FX markets are forward looking. If the 
exchange rate is going to be lower 
in the future then it will fall now as 
people pre-empt what we already 
know is going to happen. This actually 
provide seeds of recovery for the GBP 
when a new PM can get the Parliament 
to a agree upon a course of action. Mr. 
Boris Johnson, given by odds makers as 
likely to become PM, said that Brexit 
will happen quickly, with or without a 
deal with the EU. 

34 / The next UK Prime Minister will be the major determinant 
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34

Mr. Johnson’s rising pre-eminence 
is probably causing the Sterling 

new downtrend. If we recall, Johnson 
caused a drop in the pound after 
announcing that he would not run for 
Prime Minister after David Cameron’s 
resignation. The weakness in Sterling 
since June 2016 was not all due to 
Brexit. Shortly after Mr, Cameron’s 
resignation, a huge tumble in the UK’s 
purchasing manager indices – which 
measure activity in the manufacturing, 
construction, and service sectors – 
sparked another sell-off. 

The UK domestic currency also 
plays a part in the valuation of the 

various FTSE indexes. Given the foreign 
currency exposure of the FTSE100 
(UKX), it is somewhat astonishing to 
see the equity indexes diverge from 
the domestic currency. The FTSE 
financials are also outperforming the 
index, even with the risk that after 
Brexit is consummated, banks in the 
UK will lose the same access they used 
to have in the old union (see 2nd chart 
above). 



has already declined by a larger 
degree. The net price of exports -- on 
average -- to those foreign buyers 
behind those tariff walls won't change. 
In other words, British industry is now 
well positioned to compete, even 
given the unfavourable situation 
that they will have to start with, post 
Brexit with no deal. 
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While it is true that the UK indices 
have underperformed the US 

markets, and even the German DAX, the 
UK markets are underperforming the DX 
by just about 8 percent, and the S&P 500 
by just 12 percent (see 1st chart on this 
page). This is notable, given the fact that 
the currency is again approaching the 
weakest it has been in mid-2017. The 
saving grace comes from the fact that 
the cheaper currency has ignited the 
tourism industry, and London is now 
fully competitive with other similar 
Grade A destinations in the Continent. 
British industries, long derided as 
uncompetitive and non-progressive, 
have also suddenly become competitive 
by default. 

One of the reasons why the UK 
indices have managed to tag along 

with other competitors is that the weaker 
Sterling has provided British equities 
better pricing and therefore offer good 
values. That is easily seen in the 2nd chart 
on this page. It used to be that any strong 
Sterling appreciation was accompanied 
by severe underperformance of the 
FTSE indexes. The cheaper currency has 
actually removed that bias. 

There are a lot of unknowns which will 
kick.in in the event of Brexit. If the UK 

leaves without a negotiated deal with the 
EU, then the country will revert to World 
Trade Organisation (WTO) terms when 
dealing with Europe. This will mean it 
faces the same tariff barriers as any 
random country out there. Rather worse 
in fact, as many have already negotiated 
partial exemptions in trade deals, 
exemptions that will not be available to 
British exports. However, US President 
Donal Trump vowed that he will offer a 
bilateral trade with the UK, if the country 
leaves without a deal with the EU. 

The risk of course is that the UK has to 
start all over again, and the country 

faces a real risk that its terms of trade will 
deteriorate, and the currency could fall 
further. However, the Sterling has already 
given up a lot during and in the aftermath 
of Brexit disastrous negotiations. Even 
if British exports will now face tariff 
barriers of some x or y percent, barriers 
they did not face before, the currency 



This is probably the reason why 
British CFOs are starting the get out 

of the funk induced by the disastrous 
Brexit negotiations and acrimony 
among and between the political 
parties in the UK parliament. As the 
FTSE recovers some of its moxie, the 
CFOs are showing more risk appetite, as 
shown by a recent Deloitte CFO survey 
(see chart on this page). 

There's another point not frequently 
discussed. Some 75% of the 

revenue of the companies in the 
FTSE100 (UKX) is in non-sterling. This 
is because that index isn't, in fact, 
of the major UK companies. It's of 
the major companies listed in the 
UK. There are several other such 
companies, and many, many more 
whose major operations are outside 
the sterling area. What this means is 
that as sterling falls, the FTSE100 - all 
other things being equal - rises. That 
is already seen in the resilient FTSE 
performance. For the profits made 
from those foreign operations are made 
in non-sterling, those profits are then 
worth more in sterling as the currency 
falls. No wonder the CFOs of British 
companies are starting to feel more 
upbeat. 
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BREXIT should continue to weigh on the GBP over the next few quarters
While visiting the UK last week, Donald Trump promised Britons a “phenomenal” trade deal once Britain leaves the European Union. 
Yet 49% of UK exports and imports are from and towards countries in the European Union (only 15% with the US), and the road down 
the Brexit process is still far from over. This uncertain situation will probably continue to weigh on Britain’s economy and the Pound 
over the next few months.

GBP/JPY
Daily graph or the perspective over the next 2 to 3 months

We first start this analysis of the Pound 
by comparing it to the risk-off Yen. 

As with most risk assets (GBP can probably 
be considered one currently), GBP/JPY 
sold-off heavily during May. On our long 
term oscillators (lower rectangle), it is now 
entering a Low Risk zone. This Oversold 
situation may however extend between 
now and early July. Indeed, on our medium 
oscillators (upper rectangle), although an 
intermediate bottom was just made, we 
would expect a further retest lower into 
early July (probably following a bounce 
which may extend during until mid June). 
On the price targets front, our I Impulsive 
targets to the downside (right-hand scale) 
still point to additional risk towards the 
132 – 127 range or 4 to 8% below current 
levels. This is no comfortable Bottom 

fishing situation yet, and we would hence remain prudent for a while longer on GBP/JPY, probably until early July at least. Following that a 
bounce may materials into August (lower rectangle).

GBP/CHF
Daily graph or the perspective over the next 2 to 3 months

We confirm this view by comparing 
the Pound to the Swiss Franc, ano-

ther defensive currency, yet a European 
one. On both our oscillator series (lower 
and upper rectangles), GBP/CHF may be 
approaching an intermediate low, poten-
tially between now and mid June. Fol-
lowing a bounce into early July, it then 
resume lower into late July / August. This 
timing is slightly different that the one on 
GBP/JPY. We believe this highlights the 
fact that although the Pound may start 
to bounce vs the Yen towards early July, 
it could still continue to underperform 
other European currencies into the Sum-
mer, probably because of Brexit. On the 
target front, a break below the lower end 
of our C Corrective targets to the downside 

i.e. below 1.25 (right-hand scale) would unleash further downside potential, according to our calculations towards the 1.20 – 1.16 range 
during the Summer.
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GBP/EUR
Daily graph or the perspective over the next 2 to 3 months

Vs the EUR, the Pound shows 
a similar timing than vs CHF. 

It is currently reaching an inter-
mediate low between now and 
mid June on both oscillator se-
ries (lower and upper rectangles), 
could bounce into early July, but 
then resumes lower towards late 
July / August. On the target front, 
a break below the lower end of 
our C Corrective targets to the 
downside i.e. below 1.12 (right-
hand scale) would unleash further 
downside potential, according to 
our calculations towards the 1.08 
– 1.06 range during the Summer.

GBP/USD
Daily graph or the perspective over the next 2 to 3 months

Finally, looking at Cable, the 
Pound may have just reached an 

intermediate low on our medium 
term oscillators (upper rectangle). 
Following a short bounce, both 
our oscillator series (lower and 
upper rectangles) suggest that 
from mid/late June, it resumes 
lower into late July / August. 
GBP/USD has already broken 
through our C Corrective targets 
to the downside (right-hand scale) 
and is now eyeing our I Impulsive 
targets to the downside in the 
1.22 – 1.18 range.
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GBP/JPY 
Weekly graph or the perspective over the next 2 to 4 quarters

We now turn to the longer term 
prospects for the Pound vs 

the other Major currencies using our 
Weekly graphs. Vs Yen, the Pound is 
currently breaking below its 2017-
2019 range. Both our oscillator 
series (lower and upper rectangles) 
suggest that it could now continue 
to accelerate lower probably into 
year-end. Our I Impulsive targets 
to the downside (right-hand scale) 
are pointing first to the 125 levels, 
yet possibly thereafter much 
lower towards 110 over the next 
few quarters, i.e. into 2020.

GBP/CHF
Weekly graph or the perspective over the next 2 to 4 quarters

Similarly, GBP/CHF is currently 
approaching the bottom end 

of its 2017-2019 range. Both our 
oscillator series now suggest that 
it could move lower, first into the 
Summer  (upper rectangle), and 
then towards year-end and 2020. 
In fact (and similarly to what we can 
notice on GBP/JPY), the whole move 
up since 2016 can be labelled as a 
countertrend upward correction as 
it never managed to break above 
our C Corrective targets to the 
upside (right-hand scale). Going 
forward, the I Impulsive targets 
we can calculate (not shown here 
yet), would point first towards 1.17 
(1.3 times our historical volatility 

measure “Delta”, here at 0.232 – middle rectangle, right-hand side – subtracted from the 1.474 high point of the graph back in early 
2016), probably towards this Summer, and then towards 1.08 (1.7 times “Delta” subtracted from the top), probably towards 
next year.
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GBP/EUR
Weekly graph or the perspective over the next 2 to 4 quarters

GBP/EUR may make an 
intermediate low soon on 

our medium term oscillators 
(upper rectangle), yet the general 
configuration is similar than the 
ones on other GBP pairs. The 
sequence we show on our long 
term oscillators (lower rectangle) 
clearly points to a strong 
downtrend into year-end and 
2020. The I Impulsive targets to 
the downside we can calculate 
here over the next few quarters 
point to the 1.12 -  1.04 range 
(or 1.3 to 1.7 times our historical 
volatility measure “Delta”, here at 
0.185 – middle rectangle; right-
hand side – subtracted from the 
1.357 tops made in early 2016).

GBP/USD
Weekly graph or the perspective over the next 2 to 4 quarters

Finally, we also expect Cable 
to continue in its current 

downtrend. Both oscillator series 
(lower and upper rectangles) are 
pointing to further downside 
probably into year-end in first 
instance. Our I Impulsive targets 
to the downside (right-hand scale) 
are suggesting that Cable could 
reach the 1.16 – 1.06 range over 
the next few quarters.
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FTSE 100 Index vs EuroStoxx 600 Index (currency hedged ratio)
Daily graphs or the perspective over the next 2 to 3 months

Seeking confirmation for 
this negative GBP scenario, 

we now turn to the hedged 
currency ratio of the FTSE100 
vs the EuroStoxx 600. A 
hedged currency ratio is a 
like to like price comparison 
without taking into account 
the currency effect (as if it 
was hedged out). Often, in 
developed markets, when 
a currency drops, its stock 
market tends to outperform 
in local currency, i.e. the 
market revalues its companies 
as if their intrinsic value in 
foreign currency hasn’t really 
changed. Hence, when the 

ratio rises, the domestic currency is usually weak, and vis-versa. Inversely to what we show on the GBP/EUR graph a few 
pages above, both oscillator series (lower and upper rectangles) suggest that a top may be approaching between now 
and mid June (corresponding to a bottom on GBP/EUR). Following a short consolidation, the FTSE100 then resumes its 
outperformance from early July into the late Summer.

FTSE 100 Index vs EuroStoxx 600 Index (currency hedged ratio)
Weekly graph or the perspective over the next 2 to 4 quarters

We believe the Weekly 
graph of the ratio 

is even more compelling. 
Indeed, both oscillator series 
(lower and upper rectangles) 
are showing a strong 
uptrend into late Summer 
and possibly year-end. Our 
I Impulsive targets to the 
upside (right-hand scale) are 
suggesting that the ratio could 
rise between 10 and 20% 
(FTSE outperformance on a 
hedged currency basis) over 
the next few quarters. This 
probably confirms a strong 
debasement in the Pound vs 
other Major Currencies.
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FTSE100 Index
Daily graph or the perspective over the next 2 to 3 months

We now look at the FTSE100 standalone. 
Similar to most equity markets, it has 

been consolidating to the downside since 
mid/late April. Our long term oscillators 
(lower rectangle) suggest that it has now 
reached support, and that it could start to 
resume its uptrend into the Summer (into the 
July). However, we remain prudent for now, 
as the sequence we show on our medium 
term oscillators (upper rectangle) is slightly 
descending. Following the short bounce 
currently underway, we would probably 
expect the FTSE to retest lower during the 
second half of June, perhaps into early July 
(previous support range between 7'200 and 
7'100). Following that during the Summer, 
the FTSE could accelerate up and according 
to our I impulsive targets to the upside could 
reach back towards last years' highs.

FTSE100 Index
Weekly graph or the perspective over the next 2 to 4 quarters

Our weekly graph of the FTSE100 confirms 
this late June / early July timing point 

to find support and to start a rebound. This 
is what both our oscillators series (lower and 
upper rectangles) are showing. We then ex-
pect the FTSE100 to move up towards late 
Summer in first instance as shown on our me-
dium term oscillators (right-hand scale). As the 
trend on the FTSE100 is already heading down, 
we believe that a continuation of the rebound 
towards year-end is rather unlikely (as tenta-
tively shown our long term oscillators), and do 
expect that by early Q4, the FTSE should start 
to resume its downtrend into next year. This 
is also our scenario on most developed equity 
markets.

Concluding remarks:

The Pound may attempt to bounce during June and perhaps early July against other Major Currencies, yet uncertainties related to 
the Brexit process are weighing on it, and from early Q3, we expect the Pound to resume its downtrend quite strongly into year-

end. Indeed, over the next few quarters, we believe the Pound could lose between 10 and 15% against the Majors. For example, GBP 
could fall into the 1.16 -1.06 range vs the US Dollar. Often, in developed markets, when a currency depreciates, its stock market will 
then outperform in local currency terms. We believe this should be the case for the FTSE100 vs other equity markets, probably into late 
Summer / the Fall (the FTSE100 could outperform the EuroStoxx600 by 10 to 20%). This could provide an interesting relative perfor-
mance opportunity for foreign investors, on a hedged currency basis, as well as a protection against the depreciation of the Pound for 
UK investors. Considering the FTSE100 on a standalone basis, we believe it could find support towards midyear, similarly to other equity 
markets, and then rally during most of the Summer.
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In the April 2019 Capital Observer, 
we proposed a template for a huge 

oil recovery in 2020 (“A template for a 
huge oil price recovery in 2020, but a 
prior decline by late May-early June”). 
We said then:

The media is focused on the reduced 
output from OPEC+NOPEC, but as 

we pointed out at the Capital Observer 
in past issues, the full impact of changes 
in production comes after a very long 
lag. There is no application of the 
Efficient Market Hypothesis (EMH) in 
the process that goes from production 
to consumption on oil.

To illustrate this on the global scale, 
we show a template of how DCC use 

changes in global oil production and 
supply to estimate when the price of 
oil properly responds to those changes. 
This is the start of the modelling 
process, which is visualizing the time 
variance between the fundamental 
data (output), conversion to supply/
inventories, and finally the impact of 
that process on the price of oil. (see 1st 
graph on this page)

What matters in this chart: (1) 
the changes in global and US 

production in actual bbls year-to-year; 
and similar changes in global supply. The 
supply data is a good proxy for output, 
which data is notoriously published 
late on a global basis, (2) Convert the 
oil price in yearly actual change (in $). 
Put them together, and you have a good 
fit. Juxtapose the nominal oil price, 
which barely corresponds to the data 
converted into change rates.

What was primary to us in April, 
even if the OPEC+NOPEC were 

cutting output, was that the lingering 
impact of the previous surfeit of 
output (supply) will last a little longer, 
in a distributed lag process. We said in 
the April The Capital Observer that this 
will depress prices until late May-early 
June, after which the oil price takes off 
as the receding supply/output due to 
OPEC and NOPEC initiative hits the 
system fully. And oil prices did fall, as 
expected.

43 / The oil market met our $50.00/bbl target in early June; 
prepare for a rally to circa $90.00/bbl
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Original chart in the April 2019 Capital Observer

This is the current global oil supply-
demand situation (see 2nd chart 

on this page). The second part of the 
hypothesis is about to take place – 
that is, oil prices will soon take off as 
the receding supply/output due to the 
previous OPEC and NOPEC initiative 
hits the system in full. Furthermore, 
OPEC and NOPEC are scheduled to 
meet later in the month to decide 
whether or not to renew the output 
cut agreement until the end of 2019. 
If the group decides to extend the 
agreement, the supply situation will 
be further crimped during a condition 
of relatively benevolent global 
demand conditions. We expect to 
see at least $90.00 in Brent during Q2 
2020. 

This template for an oil recovery until 
mid-2020 is not mainstream at all. 

But neither was our call in early April 
for oil prices to fall to circa $50/bbl by 
late May-early June. We puzzle over the 
persistent misrepresentation of the oil 
discovery process, where oil investors 
and analysts fail to allow for the lagged 
effect of changes in oil fundamentals 
on oil price changes, as if current oil 
fundamentals will magically transform 
oil prices instantaneously. And then, 
there is this heavy emphasis on US oil 
data, just because it is the most readily 
available. 



As an example, traders seem intent 
on focusing on the trends of US oil 

inventories, and are not giving heed to 
actual global supply and demand data. 
The reason is obvious: we get weekly 
storage numbers from the EIA, and that 
data is conflated as supply for the entire 
US, which then becomes proxy for global 
supply and demand. That is totally wrong. 
It is very easy to prove that oil inventory 
trends are, at the root, a function of oil 
price changes (see 1st chart on this page).

However, it is hard to fault investors 
as there are no alternative sources 

of information -- supply and demand 
numbers from the IEA are 3 to 4 months 
in arrears. Nonetheless, it is still wrong, 
and using US oil inventories that way will 
provide erroneous ideas about global 
supply. 

Here is what we know. Analysis of IEA 
data over the past 24 months reveals 

a supply-demand curve elasticity of $15/
bbl for every 1 MMBOPD change in global 
supply less demand. At balanced supply-
demand, the fair value of WTI is $75/
bbl. Therefore, at $50/bbl, the market is 
behaving as though the global oil markets 
are oversupplied by 1.5 MMBOPD. Yet 
actual supply and demand data from Q1-
2019 suggests a global undersupply of 0.4 
MMBOPD (see 2nd chart on this page). 

The implication of the IEA data is 
obvious: WTI should be above $75/

bbl under current conditions; higher, if 
oil output continues to be crimped, and 
significantly higher if OPEC and NOPEC 
decide to extend the agreement in late 
June for the rest of the year. 

US storage numbers are not a proxy 
for global supply and demand, and 

conflating one with the other is a bear 
trap. Warren Buffet's wisdom is worth 
remembering: "You are neither right nor 
wrong because the crowd disagrees with 
you. You are right because your data and 
reasoning are right." Obviously, the crowd 
does not readily agree with the hypothesis 
we have been promoting. But that is 
alright – we know the data is correct – it 
has already delivered the first half of the 
hypothesis. It will likely deliver the second 
part as well. 
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Long trades on oil based on the 
above hypothesis are also getting 

support from other oil market data. 
For instance, a series of oil inventory 
draws are due any week now. This 
analysis comes from a modelled proxy 
of US oil inventories, supported by 

the outlook from oil refinery inputs, 
gasoline consumption and gasoline 
production (see 2nd and 3rd chart 
above). US oil inventories should draw 
until August at least. 



Brent and WTI term spreads have 
remained in backwardation 

despite the sharp oil price declines in 
the past four weeks. The long-term 
Brent spreads are especially wide, 
suggesting the pressure on the front 
may persist for a while (see 1st chart 
on this page).

We also take comfort on the 
fact that oil producer hedging 

remains constructive even as oil prices 
were falling. To us this more telling than 
the positioning taken by other players 
in the oil market. Looking back at the 
moves taken by oil producer hedgers 
over time, they have uncannily led the 
market inflection points for a few days 
(see 2nd chart on this page).

The Money Managers (Hedge 
Funds) meanwhile have increased 

net short positions. However, MM oil 
market positioning has been erratic 
and tend to follow oil price trends 
after a few days lag. If we are going to 
see a major inflection point higher in oil 
prices soon, MM positioning will follow 
suit to the upside (see 3rd chart on this 
graph).
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Oil could plug a late Q2 bottom and then react up during the Summer, yields and 
breakevens could follow
The correction down since late April on Oil has turned into a strong sell-off on the back of the breakdown of US-China trade discus-
sions and related demand concerns. Indeed, since late April, WTI and Brent have both lost more that 20% and the positive dynamics, 
which were in place during Q1 have been reversed. The latest panic, in the last 48 hours of May saw prices drop by more than 15% 
on further escalations of the Trade War. Our forecast at The Capital Observer over the last few months has been that following a 
correction into late Spring, Oil could find support and reverse up into the Summer. We still believe this to be the case.

Light Crude WTI Oil (USD/barrel)
Bi-monthly graph or the perspective over the next 2 to 4 quarters

Oil made an important top on our long 
term oscillators last Summer and has 

since been correcting down (lower rec-
tangle). Our model suggests that it could 
find support during the Summer and then 
resume higher well into 2020. The se-
quence we show on our medium term os-
cillators (upper rectangle) is more conser-
vative and assumes that Oil may have 
started a new downtrend. Nevertheless, it 
still points to a support point mid this year 
and then a rally into early 2020. Hence, 
Oil does seem well positioned to reverse 
up, or at least to rebound strongly, over 
the next few quarters. Our C Corrective 
targets to the upside (right-hand scale) 
suggest that it could then meet strong 
resistance again in the high 70s / low 80s 
on WTI (high 80s / low 90s on Brent).

Light Crude WTI Oil (USD/barrel)
Weekly graph or the perspective over the next 2 to 4 quarters

On the Weekly graph of WTI, the Q4 
and the most recent sell-offs have 

reversed much of the positive momentum 
(uptrend with limited corrections) that 
had been in place since 2016. Our long 
term yellow envelopes (middle rectangle) 
are starting to turn down in what may 
spell an important reversal of trend. Yet, 
the sequence we show on our long term 
oscillators (lower rectangle) is still posi-
tioned to move higher into H2 2019, while 
our medium term ones (upper rectangle) 
are suggesting that an intermediate low 
is near, towards late Q2 / early Q3. Al-
though, we cannot exclude that the long 
term uptrend on Oil since 2016 has now 
reversed down, we would at least expect 
a good bounce between midyear and late 

Q3. On the price target front, it will be crucial to hold the support of our C Corrective targets to the downside around 46 (right-hand 
scale), or at circa last December’s lows, as below these levels the downside potential may be much more compelling.

46 / MJT -  TIMING AND TACTICAL INSIGHT

46



Brent Oil (USD/barrel)
Weekly graph or the perspective over the next 2 to 4 quarters

Brent shows a similar pic-
ture with a support point 

which is expected late Q2 
/ early Q3 on our medium 
term oscillators (upper rec-
tangle), and a subsequent 3 
months bounce at least. Our 
long term oscillators are here 
also still uptrending into H2 
2019. On Brent, the support of 
our C Corrective targets to the 
downside (right-hand scale) 
is towards the low 50s (the 
December lows). These again 
could constitute great entry 
points, but it will also be cru-
cial not to break substantially 
below them. 
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Light Crude WTI  Oil (USD/barrel)
Daily graph or the perspective over the next 2 to 3 months

On the Daily graph of WTI, 
the picture has weakened 

substantially since May and 
suggests a deep retest of the 
December lows. Indeed, our I 
Impulsive targets to the down-
side (right-hand scale) are 
quite scary. Again here, we be-
lieve it will be crucial that the 
current sell-off stops towar-
ds their higher end (around 
44 or at its December lows). 
On the timing front, an inter-
mediate bottom could trigger 
some reaction short term on 
our medium term oscillators 
(upper rectangle), yet a retest 
down into midyear / early July 
seems possible thereafter. We 

believe that on our long term oscillators (lower rectangle), Brent has probably entered a Low Risk zone, a situation where 
it could find support and start to reverse up. Here also though, the bottoming process may extend into late June/early 
July.



UGA - United States  Gasoline Fund vs WTI Oil (USD/barrel)
Daily graph or the perspective over the next 2 to 3 months

Another spread that may 
provide some indication 

as to the timing of the Oil re-
covery is the Crack spread 
between downstream Gaso-
line prices and WTI. Histori-
cally, it usually rises when the 
Oil prices are rising slowly, 
are stable or are falling, as re-
finers/distributors gradually 
adjust their purchase prices to 
the supply and demand condi-
tions of their downstream 
markets. However, in times 
of rapid and unexpected in-
creases in demand, or du-
ring supply disruptions, the 
downstream market usually 

scrambles to buy before prices increase further. The spread then drops, usually quite briskly as it reflects this change in 
market conditions. January saw such a change of market conditions as the Oil market rapidly rebounded from depressed 
levels. Since then, the spread has been rising quite linearly. Both our oscillator series (lower and upper rectangles) now sug-
gest that it may be entering a High Risk zone, at some point between now and early/mid July. Hence, theoretically, the 
spread is now vulnerable to a new sell-off, and it could be triggered by rapidly rising Oil prices (starting at some point 
between now and mid July).
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Light Crude WTI Oil (USD/barrel) vs Brent Oil (USD/barrel)
Daily graph or the perspective over the next 2 to 3 months

For further indication of 
timing, it is interesting to 

consider the Brent to WTI 
spread (inverted here in the 
graph). Indeed, since October 
last year, the discount of WTI 
vs Brent has been widening 
during periods of Oil weakness 
and shrinking during Oil rallies. 
This is due to the political risk 
premia attached to such sup-
ply disruption situations such 
as Lybia or Iran. When Oil falls 
on demand concerns, Brent 
tends to resist better on the 
back of political risk. When 
Oil rises, WTI tends to catch 
up. Both oscillator series sug-

gest a support/downside retest point for this inverted spread towards late June / early July. It should then gradually re-
verse up during the Summer, which according to recent correlations could imply a general rise in Oil prices. On the target 
front, our I Impulsive targets to the downside suggest that there is still more risk to the downside, with possibly a further 
retest towards the December lows. Ideally these should hold to support our bullish case into the Summer.



US Energy S&P Index
Weekly graphs or the perspective over the next 2 to 4 quarters

We now turn to the US Ener-
gy sector. On an absolute 

basis, it usually follows equity 
markets higher, yet is quite sen-
sitive to negative news on the 
Oil front. The sector is currently 
selling off. Yet, on both oscilla-
tor series (lower and upper rec-
tangles), an intermediate low 
may be near, probably towards 
midyear. We would then expect 
a bounce into late Summer as 
shown by our medium term oscil-
lators (upper rectangle). Indeed, 
the downtrend is well in place 
and we are currently testing be-
low our C Corrective targets to 
the downside for a second time 

(right-hand). Hence, a rebound that could last into year-end, as shown our long term oscillators (right-hand scale), seems 
like a stretch for now.

US Energy S&P Index
Daily graph or the perspective over the next 2 to 3 months

The Daily graph of the US 
Energy sector may have 

reached a Low Risk zone on our 
long term oscillators (lower rec-
tangle) and could now start to 
reverse higher into the Sum-
mer. Yet, for now, we would 
favor a more prudent scenario, 
where following a short term 
bounce, the sector could retest 
down once more into late June 
/ early July (upper rectangle). 
Indeed, the trend seems to have 
reversed down over the last 
month, and our I Impulsive tar-
gets to the downside (right-hand 
scale) do suggest that a deeper 
retest towards the December 
lows is still possible.
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US Energy S&P Index vs S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

On a relative basis, for 
now the US Energy sec-

tor is still underperforming 
the S&P500. On our medium 
term oscillators (upper rec-
tangle) it may reach an inter-
mediate low early Q3, while 
on our long term oscillators, 
the downtrend may extend 
into mid/late Q3. The profile 
of the US Energy sector can 
almost be considered as deep 
value. Hence, it may take a 
bit more time for the ratio 
to start bouncing. Indeed, 
for it to happen, Equity mar-
kets would probably need to 
confirm their rally into the 

summer, Oil will also need to start reversing up, and finally the Yield Curve would probably need to continue its gradual 
steepening. On the price targets  front (right-hand scale), the ratio has reached deep into our I Impulsive targets to the 
downside so that the downside underperformance potential is pretty much exhausted.

ICLN - iShares S&P Global Clean Energy Index Fund / IXC - iShares Global 
Energy ETF
Weekly graphs or the perspective over the next 2 to 4 quarters

Another ratio, which over 
the last few years has been 

well (inversely) correlated with 
Oil is the one between Alterna-
tive Energy and the Energy sec-
tor. Usually when Oil rises or 
falls, Alternative Energy acts 
counter-cyclically vs the rest 
of the Energy sector (it falls 
when Oil rises and vis-versa). 
Since last October, indeed, the 
Global Clean Energy sector has 
outperformed the Global Ener-
gy sector in a very linear way. 
While the trend may not be 
finished yet and could extend 
towards year-end and 2020 
on our long term oscillators 

(lower rectangle), we do expect some correction to the downside during the Summer. This is the scenario we show on 
our medium term oscillators. This could correspond to the rally we expect for Oil and may match the possibility of a slight 
rebound of the Energy sector vs the market. On the target front (right-hand scale), we recently made it above the resistance 
of our C Corrective targets to the upside. A summer pullback could be expected at this stage, before the ratio then moves 
up again towards the Fall /year-end towards our I Impulsive targets to the upside, a further 15 to 30% above current levels. 
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TIP - iShares TIPS Bond ETF / IEF - iShares 7-10 Year Treasury Bond ETF
Weekly graph or the perspective over the next 2 to 4 quarters

Another ratio which has 
broadly followed Oil 

prices over the last 4 years is 
the breakeven ratio between 
TIPS and Treasuries. It is one 
of the best proxies for inflation 
expectations as investors swit-
ch in and out of TIPs as they 
feel too little or too much infla-
tion is priced into to Treasuries. 
The ratio is usually a slow star-
ter in these reflationary trends 
as shown by its price action du-
ring H2 2016 or H2 2017. We 
believe it is currently making 
a base and could move higher 
once again during the Summer. 
Indeed, the sequence we show 

on our long term oscillators (lower rectangle) suggests that the previous uptrend is still in place. This is confirmed by the fact 
that for now the support of the lower end of our C Corrective targets to the downside has held (right-hand scale). Finally, 
although our wider yellow envelope (middle rectangle) is now downtrending, we would expect an intermediate low at least 
on our medium term oscillators (upper rectangle). It could warrant a bounce, starting early Q3, which could potentially 
last into late Summer.
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US 10 years Benchmark Bond Yield - US 3 years Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

The middle portion (US10Y-
US3Y) of the US yield curve 

may also be telling us a similar 
story. Indeed, since December, 
it has been steepening as short 
term yields are falling quicker 
than long term ones (Bullish 
steepening). The move is trig-
gered by the strong increase 
in rate cuts anticipations as 
during Q1 and Q2, the FED 
repeatedly confirmed the re-
versal of its tightening policy. 
These revisions are hitting the 
short end, while the long end 
is lagging and hence, the US 
Yield Curve is steepening. This 
is typical of a late cycle envi-

ronment. According to both our oscillator series (lower and upper rectangles), this trend should continue at least until late 
Summer. It could be due to further downward revisions on the short term end of the curve, but a lot of cuts are already 
priced in, at least for 2019, i.e. close to 70 basis points (pricing in more cuts for 2020 is still possible). It could also result from 
a strong risk assets and Oil rally during Summer, thereby temporarily lifting inflation expectations and the long end of the 
curve (Bearish Steepening). Perhaps a bit of both. Nevertheless, this steepening window into late Q3 at least does leave 
some place for the Oil rally we expect to materialize. It may also justify a lagged / late rally for the US Energy sector vs 
the S&P500, potentially from early/mid Summer into late Summer / early Fall.



US 10Y Benchmark Bond yield
Weekly graph or the perspective over the next 2 to 4 quarters

In this perspective, we now take a clo-
ser look to the US10Y benchmark bond 

yield. Last month we had expected it to 
slide lower slightly longer into late May 
and deep into our 2.4 – 2.2% range. The 
sell-off has been even stronger and even-
tually broke below our Weekly C Correc-
tive targets to the downside (right-hand 
scale), below 2.1%. This opens the door 
to much lower targets over the next 12 
to 18 months (I Impulsive targets to the 
downside in the 1.4 – 0.8%). The se-
quence we show on our long term os-
cillators (lower rectangle) may also spell 
more trouble for yields in the near term 
considering that an intermediate low was 
done late Q1, and that the trend is now 
resuming lower at least until late Sum-

mer. Yet, for now, we would favor a more constructive scenario. Indeed, our medium term oscillators (upper rectangle) have now 
reached an intermediate low, and it could justify a bounce into mid/late Summer. We believe this scenario is a better match for the 
risk assets, oil or inflation breakevens rally we expect during the Summer.

US 10Y Benchmark Bond yield
Daily graph or the perspective over the next 2 to 3 months

The Daily graph confirms the current 
Oversold condition of US10Y yields. 

These have indeed reached our I Impul-
sive targets to the downside in the 2.3 – 
2.0% and hence the downside potential 
for now does seem rather exhausted. Our 
long term oscillators (lower rectangle) 
have entered a Low Risk zone, while our 
medium term oscillators have put in a po-
tential intermediate low at least. As with 
Oil, we expect some downside retesting 
/ base building during June, but believe 
that by early July, US10Y yields should 
then start to react up towards mid Sum-
mer. Our C Corrective targets to the 
upside (right-hand scale) suggest that 
these could travel back to the 2.4 – 2.6% 
range in first instance.

Concluding remarks:

Oil sold off aggressively late May. It has since been trying to stabilize. Short term, the downtrend may still retest lower over the 
next couple of weeks, yet by late June, early July at the latest, it should finally plug a robust intermediate low. Indeed, from late 

Q2 / early Q3, we expect Oil to rally back into the Summer, and we cannot exclude that it retests last year’s highs. In the meantime, 
the US Energy sector also seems to be bottoming over the next few weeks. On a relative basis, vs the S&P500, the rebound may take 
more time to materialize, but a bounce is also expected at some point during the Summer. Indeed, inflation breakevens seem to be 
building a base, the US yield curve is steepening, and US10Y do seem temporary Oversold, at least. These elements strengthen our 
case for a reflationary rally during the Summer, better late than never. 52



The current sell-off since late April on Equities and the concomitant rally in Treasuries have seriously dented the long term pers-
pectives of the Equity to Bond ratios. Yet, a third asset class is starting to look Oversold vs both Equities and Bonds, i.e. Commo-
dities. We hereby review these cross asset ratios using our Weekly graphs or with a perspective over the next 2 to 4 quarters.

S&P500 Index vs 30Y Treasury Bond Futures
Weekly graph or the perspective over the next 2 to 4 quarters

Since October last year, the 
uptrend of US Equities vs Trea-

suries is looking like it could top-
ping out. Our wider yellow envelope 
(middle rectangle) is starting to roll 
over to the downside (reversal towar-
ds a negative trend), while we can no-
tice three contact points (in Q1 2018, 
early Q4 2018 and just recently in mid 
Q2 2019) to the upside between our 
white thinner and our yellow larger 
envelope (i.e. exaggeration points in 
an exhausted uptrend). On the tar-
get front (right-hand scale), the ratio 
is currently retesting deep into the 
support of our C Corrective targets 
to the downside. If/when these break 
(as they did briefly in late Q4 2018), 
it would open the door to our much 

lower I Impulsive targets to the downside. Yet, in the meantime, the sequences we show on both oscillators (lower and upper rec-
tangles) are still positive. They suggest that a further leg up is possible into the Summer, probably from early Q3 considering our 
timing throughout this issue on both Equities and Treasuries. We doubt it will manage to make new post-October highs. Following 
that, we would turn extremely cautious on Equities, and more generally on risk assets, from late Summer and towards year-end 
and 2020.

EuroStoxx 50 vs German 10Y Bund Futures
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe, the ratio’s downtrend is 
already well in place. It actually re-

versed down during late 2017 / early 
2018. The recent rally has been strong, 
yet was merely counter-trend, and ac-
cording to our long term oscillators 
(lower rectangle),  it could already be 
reversing down to head lower towar-
ds year-end. That said, here also, as 
with the US Equity to Bond ratio, we 
believe that a bounce will potentially 
materialize (upper rectangle), pro-
bably from early Q3 to late Summer. 
Here also, we would turn very cau-
tious thereafter, as once we break 
below our C Corrective targets to the 
downside, the underperformance 
risk of European Equities vs German 
10Y Bunds may be quite substantial.

53 / Splicing the markets – Commodities and Equities could rally during 
the Summer
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Reuters CRB Futures price Index vs the S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

We are probably late in the cycle. 
Typically, in such situations, it 

is quite common to see equity Bull 
trends starting to get exhausted, or 
the Bond markets starting to price in 
potential rate cuts. This is usually an 
environment where a last reflationary 
acceleration materializes, and Com-
modities perform one last strong 
rally. On this graph of the ratio of 
the Reuters Commodity Futures 
price Index vs the S&P500, both 
our oscillator series (lower and up-
per rectangles) are suggesting that 
Commodities are now Oversold vs 
Equities, and that these could start 
bounce into mid/late Summer, pos-
sibly even towards mid Q4. Down-

side potential for the ratio is pretty much achieved as it has reached deep into our I Impulsive targets to the upside (right-hand scale). 
The rebound potential we can calculate over the next couple of quarters is circa 0.5 to 0.8 time our historical volatility measure 
“Delta” (here at 23.29%, middle rectangle, right-hand side) or circa between 12 and 18%. 

Reuters CRB Futures Price Index vs 30Y Treasury Bond Futures
Weekly graph or the perspective over the next 2 to 4 quarters

The ratio of Commodities vs 30Y 
Treasury Futures could also be 

approaching an intermediate low 
on both our oscillator series (lower 
and upper rectangles). The rebound 
may start towards midyear / early 
July, and extend into late Q3 / ear-
ly Q4 according to our medium term 
oscillators (upper rectangle). As this 
is already quite a strong downtrend, 
we would probably expect the ratio to 
start to resume lower again from Q4 
this year. Following that, the down-
side potential of Commodities vs 30Y 
Treasuries is between circa 15 and 
30% into 2020/2021 according to our 
I Impulsive targets to the downside.

Concluding remarks:

These ratios highlight the fact that risk assets are probably on borrowed time this year. Many warnings signaling the end of a 
Bullish market cycle are now beginning to appear. Equities have started to roll over vs Bonds. Their ratio may see one last rally 
during this Summer, yet we do not believe it will make new highs neither for the US, nor for the European Equity to Bond ratios. 
Typically, this late cycle environment may also see a strong Commodity rally,  probably from early to late Summer. Following that, 
both Equities and Commodities could start to underperform Treasuries from the Fall into next year. This scenario is not that dis-
similar to what already happened last year, yet the previous Bullish long term trend may be reversing down, and the incidences 
may be even stronger. 54



MJT’s proprietary methodology uses Timing Oscillators to help investors position themselves either in an uptrend 
or downtrend. It will hence allow them to anticipate and project the future sequence of events. Coverage extends 
over 5’000 instruments, long term to intraday, across all asset classes. Relative charts, Opportunity filters, Multi 
charts monitoring screens and a Portfolio Simulation tool complete the functionality set. See below a description 
of What’s on the Chart, a Methodological brief and an outline of the ideal Uptrend/Downtrend Models (read more 
on www.mjtsa.com)

Timing oscillators: Different prices cycles are captured by 
our 3 Timing oscillators. Monitor how their relative positioning 
defines specific situations (Cases) to always know where you 
stand within the Trend (e.g. please see below the ideal Uptrend 
Case succession sequence)

Trend direction: the direction of FinGraphs’ large envelope will 
help you decide either to apply an uptrend or a downtrend model. 
Contacts between the wider  and thinner envelopes will help you 
anticipate and confirm market turning points ( e.g. S&P500 bi-
monthly, extracts from the 2005-2011 period).

Price targets: based off historical volatility, they can highlight 
price potential or risk and, once achieved, define take profit or 
stop loss areas (e.g. below S&P500 in early 2011, Brent in October 
2014).
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Ideal Uptrend Model 

(left to right) from an oscillator black bottom (usually a Low Risk or a Case 2), the oscillators and prices will start moving up. An uptrend 
is confirmed once a red top can be made above a blue one. The correction down that follows delivers a buying opportunity (“Resume 
Uptrend”) followed by an intermediate top (Case 3). A new period of consolidation down or sideways then starts, ending with a Case 5 
acceleration up towards an important top (usually a High Risk or a Case 1).  For each time frame, a fixed time unit separates each timing 
incidence, so that the distance between a blue and red top is usually X, the distance from the red to the black top is then 2X and the 
distance between the first and second black top is 3 to 4X.

Ideal Downtrend Model 

(left to right) from an oscillator black top (usually a High Risk or a Case 1) the oscillators and prices will start moving down. A downtrend 
is confirmed once a red bottom can be made below a blue one. The correction up that follows delivers a selling opportunity (“Resume 
Downtrend”) followed by an intermediate bottom (Case 4). A new period of consolidation up or sideways  then starts, ending with 
a Case 6 acceleration down towards an important bottom (usually a Low Risk or a Case 2).  For each time frame, a fixed time unit 
separates each timing incidence, so that the distance between a blue and red bottom is usually X, the distance from the red to the black 
bottom is then 2X and the distance between the first and second black bottom is 3 to 4X.
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General Disclosure
 
This document or the information contained in does not constitute, an offer, or a solicitation, or a recommendation to purchase or 
sell any investment instruments, to effect any transactions, or to conclude any legal act of any kind whatsoever. The information 
contained in this document is issued for information only. An offer can be made only by the approved offering documentation, 
especially the prospectus of the Fund mentioned herein. The prospectus may only be distributed in accordance with the laws 
and regulations of each appropriate jurisdiction in which any potential investor resides. The investments described herein are not 
publicly distributed.
 
This document is confidential and submitted to selected recipients only. It may not be reproduced or passed to non-qualifying 
persons or to a non professional audience.
 
 
This document is only made available to professional clients and eligible counterparties as defined by the Financial Conduct 
Authority. The services of Diapason may be restricted in some jurisdictions to persons who are professional clients and institutional 
investors. In such case, they are not available to retail clients and are not subject to the same protections afforded to retail clients. 
To the extent that this message concerns such products and services, then this message is communicated only to and/or directed 
only at professional clients and institutional investors and the information in this message about such services should not be relied 
on by any other person. For distribution purposes in the USA, this document is only intended for persons who can be defined as 
“Major Institutional Investors” under U.S. regulations. Any U.S. person receiving this report and wishing to effect a transaction 
in any security discussed herein, must do so through a U.S. registered broker dealer. The investment described herein carries 
substantial risks and potential investors should have the requisite knowledge and experience to assess the characteristics and 
risks associated therewith. Accordingly, they are deemed to understand and accept the terms, conditions and risks associated 
therewith and are deemed to act for their own account, to have made their own independent decision and to declare that such 
transaction is appropriate or proper for them, based upon their own judgment and upon advice from such advisers as they have 
deemed necessary and which they are urged to consult. Diapason disclaims all liability to any party for all expenses, lost profits 
or indirect, punitive, special or consequential damages or losses, which may be incurred as a result of the information being 
inaccurate or incomplete in any way, and for any reason. Diapason, its directors, officers and employees may have or have had 
interests or long or short positions in financial products discussed herein, and may at any time make purchases and/or sales as 
principal or agent. Certain statements in this presentation constitute “forward-looking statements”. These statements contain the 
words “anticipate”, “believe”, “intend”, “estimate”, “expect” and words of similar meaning. Such forward-looking statements are 
subject to known and unknown risks, uncertainties and assumptions that may cause actual results to differ materially from the 
ones expressed or implied by such forward-looking statements. These risks, uncertainties and assumptions include, among other 
factors, changing business or other market conditions and the prospects for growth. These and other factors could adversely 
affect the outcome and financial effects of the plans and events described herein. Consequently, any prediction of gains is to 
be considered with an equally prominent risk of loss. Moreover, past performance is not a guide to future performance and 
investment may result in loss of capital. As a result, you are cautioned not to place undue reliance on such forward-looking 
statements. These forward-looking statements speak only as at the date of this presentation. Diapason expressly disclaims any 
obligation or undertaking to disseminate any updates or revisions to any forward-looking statements contained herein to reflect 
any change in Diapason’s expectations with regard thereto or any change in events, conditions or circumstances on which any 
such statement is based. The information and opinions contained in this document are provided as at the date of the presentation 
and are subject to change without notice.
 
 
Electronic Communication (E-mail)
In the case that this document is sent by E-mail, the E-mail is considered as being confidential and may also be legally privileged. 
If you are not the addressee you may not copy, forward, disclose or use any part of it. If you have received this message in error, 
please delete it and all copies from your system and notify the sender immediately by return E-mail. The sender does not accept 
liability for any errors, omissions, delays in receipt, damage to your system, viruses, interruptions or interferences.
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Copyright 
© Diapason Commodities and Currencies (DC&C) / Diapason Commodities Management UK LLP (“Diapason UK”)
Any disclosure, copy, reproduction by any means, distribution or other action in reliance on the contents of this document without 
the prior written consent of Diapason is strictly prohibited and could lead to legal action.

MANAGEMENT JOINT TRUST SA
Disclaimer, No warranty, Copyright
Management Joint Trust SA is an editor of on-line financial graphics platforms as well as an independent research company. The 
information and graphics in this publication represent the opinion of Management Joint Trust SA and are not intended to be a 
forecast of future events and this is no guarantee of any future result. Nobody can predict the future and thus fluctuations of 
market prices (including market crashes). Past trends are not necessarily signs of future trends. Management Joint Trust SA warns 
you of the risks involved with any financial transactions (for example on stocks, bonds, raw materials). Derivatives or foreign 
exchange trades entail even greater risks. You need to be aware that chances of winning are in no way guaranteed and potential 
of losses may be very significant. As a reader of this publication or a user of our websites, you must take into consideration, as 
you select investments, of this uncertainty. This publication or any information provided through Management Joint Trust SA’ s 
websites do not constitute a solicitation or offer, or recommendation to acquire or dispose of any investment or to engage in any 
other transaction. Any reference to a transaction, trade, position, holding, security, market, or level is purely meant to educate 
readers about our methodology as well as possible risks and opportunities in the marketplace and are not meant to imply that any 
person or entity should take any action whatsoever without first evaluating such action(s) in light of their own situation either on 
their own or through a professional advisor. To establish its statistical analysis, Management Joint Trust SA relies on data provided 
by first class outside providers; however, Management Joint Trust SA does not guarantee you the permanence of such supply, nor 
its content. More generally, Management Joint Trust SA, their members, shareholders, employees, agents, representatives and 
resellers or partners do not warrant the completeness, accuracy or timeliness of the information supplied in this publication or 
on its websites, and they shall not be liable for any loss or damages, consequential or otherwise, which may arise from the use 
or reliance of the any information or content in this publication or available on the Management Joint Trust SA’s websites. Hence, 
neither you can nor may hold for certain analysis and interpretations provided in this publication or by our websites. Any financial 
transaction you may instruct is at your own risks. You can not claim nor obtain from Management Joint Trust SA compensation 
or indemnification for your damages (for example, incidental or consequential damages, losses, unrealised gains, liabilities, 
Management Joint Trust SA’s service fee). If a person or entity does not believe they are qualified to make such decisions, they 
should seek professional advice. The prices listed are for reference only and are in no way intended to represent an actual trade. 
This information is not a substitute for professional advice of any nature, including tax, legal, and financial. While we believe the 
information contained herein to be accurate, all numbers should be verified by the reader through independent sources. Again, 
trading securities, options, futures, or any other security involves risk and can result in the immediate and substantial loss of the 
capital invested and every reader/recipient is responsible for his or her own investment decisions. The employees, officers, family, 
and associates of Management Joint Trust SA may from time to time have positions in the securities or commodities covered in 
its publications or on its websites. Corporate policies are in effect that attempt to avoid potential conflicts of interest and resolve 
conflicts of interest that do arise in a timely fashion. MJT is the owner of all its brands and websites (especially www.mjt.ch, www.
mjtsa.com or any related websites). These are protected by intellectual property rights, among other copyright, trademark and 
competition rights. As reader of this publication or a user Management Joint Trust SA’s websites, you acquire no rights on the 
various softwares, services, and information made available by Management Joint Trust SA.  In particular, you do not acquire 
ownership rights. You undertake especially not to: a) Copy, save, reproduce, publish, post, transfer, transmit, exploit or distribute 
in any way data or components produced or any information or content made available by Management Joint Trust SA (including 
but not limited to its publications, its software, Internet pages and graphic displays); b) Mention or use in any non-purely private 
way the name Management Joint Trust SA or any of its trademarks, its or their logos, its or their texts and graphic displays; c) 
Interfere with or modify data or components published or edited by Management Joint Trust SA (including but not limited to its 
publications, software, Internet pages and graphic displays); d) Use Management Joint Trust SA in a way not consistent with its 
natural purpose; e) Access Management Joint Trust SA in an illegal way or without having filled the requested questionnaires, 
accepted these Terms and Conditions paid the requested fees. These Copyright and Trademark provisions mentioned above do 
not limit your right to print on paper, for your personal/private use only, pages of this publication or any other content produced 
by Management Joint Trust SA that you are interested in. Professional use of the printed pages is however strictly forbidden. 
Similarly you are forbidden to resell these pages. If you want to use any content produced and edited by Management Joint Trust 
SA not for your personal/private use, you must obtain in advance from Management Joint Trust SA a written authorization by 
writing to:
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+41 22 328 93 33
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