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12 / Timing the Late Cycle Stage:  growth in risk asset prices likely until late Q2 - early Q3 2018 - We wrote in the January 
2018 Capital Observer issue that the growth cycle is transitioning towards the late stage. During the next few months, risk 
assets will get support from still positive macro, but global/US systemic liquidity is receding in the aggregate (which has long-
term implications for risk asset prices), and inflation risk is putting pressure on the Fed, which may again over-tighten. The 
background data is still favourable. US macro conditions are still consistent with historical norms which prevail during the last 
stage of the cycle. U.S. business sentiment and economic indicators have been trending higher; manufacturing and services 
surveys as well as capital spending plans tracked by ISM have been rising as well. Both variables suggest PMI manufacturing 
will be rising until at least September, this year. Nonetheless, macro data is not the last word in the forecasting of asset prices. 
In our experience, the most reliable correlations (relatively speaking) can be found between the causality from monetary 
flows (changes in systemic liquidity) to the changes in asset prices. The grand-daddy of systemic liquidity is, of course, the 
aggregate stimulus provided by the leading global central banks (the Fed, European Central Bank, Bank of Japan, People’s 
Bank of China, and Swiss National Bank). Excepting the Federal Reserve, most of the G5 global central banks are still adding 
to or are holding the nominal levels of stimulus. For instance, the ECB will still be buying securities until December this year. 
The Bank of Japan has been making hints of further tapering their stimulus activity, but has, so far, refrained from any drastic 
reduction of systemic money inflows. The rate of inflows still looks positive but is slowing down, and will probably reach a 
keel-over point with regards to their impact on asset prices, by Q3 this year.

17 / Timing and Tactical Insight - Late stage asset rotation may suggest one last push up for reflationary assets before 
they top out this Summer - Our graphical analysis would confirm the late stage cyclical outlook suggested by our interpre-
tation of the Pring Turner 6 Business Cycle Stages model. Indeed, the uptrend on Equities is pretty much exhausted. We 
believe that any extension to the upside over the next couple of months would probably be short lived. Bonds, on the other 
hand, seem to be approaching the end of their Correction down since mid 2016. They may extend lower until mid year 
(US10Y Treasury yield may reach into the 3.0 to 3.5% range), yet should start to reverse up in H2 2018 on the back of risk-off 
considerations. Finally, Commodities are still showing strong momentum for now. They could outperform both Bonds and 
Equities possibly until mid year, perhaps even mid Summer, before they also start reversing down towards year-end. Such 
an environment, where we expect Equities, Treasury Yields and Commodities to top-out and start reversing down over the 
next 6 months, is certainly a late stage one, where markets are anticipating that the business cycle is likely to top-out soon.

25 / The widening Libor-OIS spread: it is not as benign as perceived - Some analysts see this year’s  surge in a key short-
term dollar-financing indicator, the Libor-OIS spread, as being driven by structural forces that may persist without signalling 
an underlying credit-driven upheaval. In effect, dollar funding pipelines between the US and the rest of the world have been 
squeezed by changes in laws, not bank creditworthiness.  Put simply, while the Libor-OIS spread widening looks scary, this is 
not portending an impending systemic failure according to the same analysts.  The increase in this proxy for bank borrowing 
costs has caused alarm, since the gauge’s surge was seen as a warning sign during the financial crisis. Most of the widening 
of the spread is coming from pressure on the Libor Rate (LR) – in other words, it is rising much faster than the OIS Rate. The 
repatriation incentive is making offshore corporate savings available onshore and leading corporate treasurers to liquidate 
bank-debt holdings with one- to three-year maturities. With diminished demand for their debt, foreign banks are making 
up for that lost funding in part by issuing more three-month commercial paper and certificates of deposits. There is actually  
a confluence of several factors which is driving the term market rates higher. Some of  which can be called the “incidental” 
explanations. However, there is a real, “structural” explanation: the US Treasury has been normalizing its cash balances. 
Normalization drained close to $400 billion of reserves from money markets during Q4 2017, and its impact has been, and 
are still being felt, the world over. The side effects are not confined to the term (money) markets -- the equity markets have 
reacted badly to the withdrawal of massive liquidity, have fallen sharply, and are still in the process of stabilizing, and should 
soon make a trough (which we think will happen before April is over). This was not a one-off event – the equity markets 
always suffer dislocation (in varying degrees), whenever the LR-OIS spread widens sharply. Therefore, the widening of mar-
ket term spreads cannot just be dismissed off-hand with clinical, incidental explanations – those widening episodes always 
have a cost. Systemic liquidity is what manly drives the markets, and when liquidity suffers a blockage or is withdrawn, the 
term markets seize up, and asset prices pay the price but some such as the dollar could benefit. This is what we look into 
this month.

29/ Timing and Tactical Insight - Is the widening of LIBOR-OIS spread already affecting the pricing of Banks and of listed 
Credit instruments?  - Over the next couple of months, our graphs may suggest that the LIBOR-OIS spread may soften some, 
while Credit and potentially Banks regain some steam and attempt to recoup some of their recent underperformances. Both 
are probably driven by the more general reaction up we expect on risk assets, probably from late April into June. Looking 
into H2 2018, however, we are forecasting a rather strong deterioration in the cross asset picture. Equities, Commodities and 
Long term Yields should be topping out for this cycle between mid year and the Summer, while the Yield Curve continues 
to flatten aggressively again, Banks underperform and Credit starts to falter. We suspect that beyond the many regulatory 
and/or fiscal structural changes that are currently put forward as explanations for the recent widening LIBOR-OIS spread, 
these negative financial conditions will provide the type of environment that could see a strong increase in funding costs. 
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We hence suspect that the LIBOR-OIS may gradually come back to haunt us as the year progresses, and it probably won’t be 
due to specific changes in regulatory or fiscal conditions.

35 / The outlook from Systemic Liquidity Models: looking for a major trough during the second half of April 2018, fol-
lowed by the next phase of the bull market- At The Capital Observer, we have always considered analysis of systemic liquid-
ity conditions as a key tool in our approach to assess the outlook for asset prices . As we said in another article in this edition, 
macro data is not the last word in the forecasting of asset prices. The economy (GDP growth) is frequently a lagging indicator. 
Even so-called “first principles” relationships in Economics frequently flip-flop. In our experience, the most reliable correla-
tions (relatively speaking) can be found between the causality from monetary flows (changes in systemic liquidity) to changes 
in asset prices . Very often, it is the change rate in the nominal values (flows), not the absolute changes in nominal value 
(the stock), which makes the most impact. Note, however, that the response of asset prices to the impact of those flows is 
variable; some assets respond more quickly to the flows; for other assets, the impact of those flows come later. In this article 
we have decided to display the impact that liquidity could have on the price structure for many key assets. These are the 
general descriptions of expected market action over the next few weeks and months based on liquidity developments from 
the US Treasury and the Federal Reserve: For equities, high yield, The US Dollar, and Bitcoin, we expect a sub-cycle trough 
in the second half of April – likely during the third week of April. A new upside phase of the bull market follows, one which 
could extend up to mid to  late part of Q3 2018 depending on each asset.

38 / Timing and Tactical Insight -  The reflation trade will see one more rally, probably between late April and June - Over 
the last 10 days, Equities have started to rebound from the strong sell-off they have suffered since early February. Although, 
we remain constructive on risk assets over the next couple of months, we would remain cautious for another week to 10 
days. Indeed, on many risk assets, our oscillators are signalling that we may see one more retest down into late April (perhaps 
just a retracement of the latest bounce). Following that, we believe that risk assets should initiate a new rally, probably led 
by Commodities, Emerging Markets and Growth themes such as the Nasdaq 100. These will probably push to new highs by 
June, along with US long term Interest rates and EUR/USD. For other markets, we expect at least a strong rebound (Europe 
and Japan), and for the S&P500 a possible retest of previous highs. From June into early Summer, we will await that most 
reflationary trades start topping out. The “Bear” market that follows may last 12 to 18 months.

44 / Gold set for one more rally to a new high, but will likely come under extreme pressure later in the year when the 
US Dollar takes off - Gold is a pivotal asset as it links to many economic parameters and financial series. The most popular 
attribute of Gold from the point of view of investors is that it can be a safe haven destination. Gold had also responded to 
initiatives from the Federal Reserve, its price falling during the times that the central bank had raised rates and reduced its 
balance sheet – policy moves that tended to increase the allure of the US Dollar. That is why at the core, we call Gold the 
“anti-Dollar”.  Gold is also bound to the vicissitudes of economic growth and activity, as much as equities or bonds are. For 
instance, we all know that gold is negatively correlated to GDP growth – which makes the yellow metal the perfect antithesis 
of equities. We have always maintained that this negative relationship is what makes Gold attractive as part of an asset allo-
cation. This is, in fact, the best role for the yellow metal, in our opinion.

Yield-less but credit-risk-free gold also becomes attractive to inventors as a way of hedging the possibility of an unexpected 
rise in inflation. Looking at these relationships , after one more rally on the upside, we expect that precious metals will likely 
be under extreme pressure by late Q2 as the US Dollar takes off. We do not expect the pressure to ease off precious metals 
until later in the year.

47 / Timing and Tactical Insight - Gold should break-out to the upside, before it retraces down on USD strength in H2 2018
- Over the next few weeks, Gold should be able to break out above its 2016 highs and probably move up towards June/July 
and the 1’400 USD/oz mark. That said, this move may be short lived as Gold is denominated in US Dollars, which is now quite 
Oversold and could be getting ready to bounce. Indeed, during H2 2018, we expect Gold to retrace most of its recent gains, 
as the Dollar starts to turn up. The graph of Silver, which has recently been weaker than Gold, highlights this upcoming move 
to the downside, probably from early Summer into the Fall. Following this retracement, Gold should start to turn up again vs 
all currencies. Indeed, we expect that, by then, the business cycle should have started to turn down, and that financial condi-
tions will probably be deteriorating quite quickly.  The uptrend that follows for Gold will probably last into late 2019 / 2020.

52 / Splicing the markets - Focus on the Energy sector in light of the strong uptrend in Oil - Both in the US and in Europe, 
our longer term relative graphs would suggest that the Energy Sector could be outperforming its benchmark indexes towards 
mid year. Shorter term, we would probably wish to wait a week to 10 days until our oscillators confirm a more comfortable 
set-up to enter this uptrend. The potential to the upside for these Energy sectors is potentially between 10 and 15% on an 
absolute basis.
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