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12 / No it is not different this time - when liquidity flows recede, risk assets get into trouble; when liquidity flows rise, 
risk assets perk-up and rise along  - Over the past three months we have been warning that summer could prove to be the 
high point for many risk assets and have been explaining why. The reality is that the Nasdaq possibly peaked on Thursday the 
26th of July and the continuing sell-off is an event that few have been expecting, given the pre-season build up in earnings 
expectations. No, this time is not different. No, the current sell-off is not a special one-off event. When liquidity flows recede, 
risk assets get into trouble; when liquidity flows rise, risk assets perk-up and rise along. There is of course a lot of post-mor-
tem analyses explaining the collapse of the FAANGs. It did not help that expectations for the tech sector was set very high. 
But of course, there is a reason for all these high-profile fails. When systemic liquidity recedes, the entire financial system, 
is weakened.  Nothing more, nothing less. The fine-tuned systemic liquidity model set tells us that risk assets will likely be 
falling further until the first half of September.

15 / Timing and Tactical Insight - Weighting up the building blocks of a defensive strategy - Our long term graphs on the 
S&P500, on Defensive sectors vs the market, on Oil and on the US Dollar suggest that the reflationary environment in place 
since early 2016 may be coming to an end and that we are probably on the verge of a defensive cross asset shift. Indeed, 
Equity to Bond ratios are stretched and could be reversing down soon, while Credit has already started to deteriorate and 
should continue to do so over the next few quarters. Hence, high quality bond issuers now represent an interesting alterna-
tive to equities which we believe are at the end of an extended uptrend. Similarly, defensive sectors could outperform over 
the next 3 to 5 quarters. On an absolute basis, they represent a safer bet that general market indexes into a first market 
correction which we believe could materialize over the next few weeks, and given the uncertainty around the strength of a 
last equity rally into the Fall (i.e. safer risk/reward). Healthcare looks particularly strong and it could continue to perform on a 
stand-alone basis while also outperforming the market over the next few months. Finally, geographically, we like Switzerland 
given its defensive sector profile and its defensive currency. International investors should consider it, while it may be time 
for Swiss Investors to repatriate some funds into their domestic market.

23 /  What drive equity total returns? (Hint: Earnings Per Share is not one of them; EPS does not even come close)  - Ear-
nings Per Share (EPS) in currently front and center in equity price analyses. After all, unexpected EPS data was responsible for 
the sharp gyrations in the US tech sectors last week. FaceBook (FB) lost circa 20% of its valuation when the company hinted 
of slowing earnings. The opposite side of the coin is the hyperbolic surge in the equity price of Apple (AAPL), which reported 
stellar EPS results, pushing up the total market valuation of the company to the trillion-dollar mark. It is so easy to arrive at 
the conclusion that EPS was THE factor that made all these things happen.  But is a focus on EPS as a prime move mover of 
aggregate equity returns (indexes) justified? We have done a significant amount of work in the subject, and our conclusion is 
a flat “NO”. At the risk of being derided by EPS stalwarts, we publish this report which offers evidence (at least to us) why EPS 
is an indicator which lags behind most equity metrics by a virtual mile. Ironically, the saga of EPS starts with another measure 
of US corporate profits – the NIPA Profits from the BEA.  

28 / Timing and Tactical Insight -  Rather than a shift towards Value, we believe that the recent weakness in the Nasdaq 
is a Defensive warning - We believe that while US markets are on the verge of topping out, other markets such as Emerging 
markets, Europe or Japan are getting ready to resume lower again.  The fact that the ratio of the Nasdaq 100 vs the S&P500 
Index is also topping out, is probably a consequence of the higher beta of the Nasdaq 100 vs the S&P500 rather than the 
beginning of a wider shift out of Growth and into Value. Indeed, when comparing both, our models do suggest that Growth 
continues to outperform Value probably into mid Q4 and even perhaps into early 2019. Hence, we expect equity markets 
to start a first leg down from now into late August / early September, then bounce into October, perhaps even until early 
November, before they start to sell-off again towards year-end and then Spring next year.

35 / The US Dollar, trade spats, China: it may not end well short-term for commodities, but there should be a firm relief 
at some point in September 2018  - Markets reflect, and in fact anticipate, foreign and domestic political and economic 
events. Commodities are global assets, and are sensitive to geopolitical and economic developments. That makes them the 
barometer of global growth and activity trends and therefore tend to be the most volatile sector of the markets. Nonethe-
less, commodities in general, and the energy sub-sector in particular, have been the best performers among a wide range 
of asset classes this year on ytd basis. As we go into the middle of the sweltering hot summer season of 2018, a time when 
markets are typically quiet, the news cycle is increasingly focused on the US-China trade spat, and the fundamental strength 
of the U.S. dollar. The commodities markets promise to be everything but quiet. Furthermore China’s leading economic indi-
cators are not very encouraging. Total Social Financing expenditures (TSF) have been falling hard. As a consequence, China's 
Leading Economic Indicator (LEI) will also decline soon, as soon as the next few months . Finally, the fall in M1 Money Supply 
dropped precipitously from January this year, and no bottom is in sight, so far, while the (TSF) kept on falling. Dr. Copper is 
once again living up to its billing as the metal with a Ph.D degree. A combination of falling systemic liquidity flows, a rising 
dollar, higher interest rates, and fears of recessionary pressures caused by the trade issues, and diminishing demand (for 
crude oil) have created a potent bearish cocktail for many global commodities prices.
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39 / Timing and Tactical Insight -  The current sell-off in commodities may find some support towards September, yet 
overall, commodities probably remain under pressure into H1 next year at least - The reflationary trend since 2016 in 
the commodity space probably reached exhaustion this Spring, and we believe it has now started to reverse. Many of these 
trades, and Industrial metals in particular, had been strongly correlated since 2016 with stronger Chinese growth momen-
tum. That said, this trend may also be reversing as the effects of strong fiscal stimulus in 2015 and 2016 are gradually fading, 
and the reality of the current US vs China trade war settles in. The current Yuan devaluation is symptomatic of this deterio-
ration, yet it is really its underlying causes that are concerning. These are leading Chinese Equities and Industrial Metals to 
sell-off. Following an intermediate low in mid July and a weak bounce since then, we expect Industrial Commodity trends 
(Oil, Copper, Industrial Metals and related sectors) to weaken again probably from early/mid August, until early and per-
haps even mid/late September. Following that, we would expect a late September, October bounce, before these Industrial 
Commodities resume lower from November into next year. Gold on the other hand may bottom during September and start 
accelerating up as markets gradually enter a more risk-off environment from early/ mid Q4 into next year.

46 /  Why does the US yield curve continue to flatten? Taking the cue from Global Quantitative Tightening, and the col-
lapsing US bond term premium - The Fed is acting out its normal reaction function to rising growth and full employment 
(when job openings are more numerous than the number of unemployed, which is the case today). Since after World War II, 
that has consistently produced an inversion of the US yield curve, followed by an actual recession (two sequential negative 
quarterly growth) 6 to 7 quarters later. As we have pointed numerous times in previous issues of the Capital Observer, it is 
NOT the yield curve INVERSION that does the damage – it is the PROCESS to an inversion which kills growth and asset prices. 
The inversion is the symptom . But the harm has been done even before the damage is detectable – the situation is already 
deteriorating. “This time will not be different” – the Fed will overtighten (they always have done so) and we will get a reces-
sion sometime in H1 2020 (on this metric alone). And it gets worse. Global central banks are also doing QT, which by itself 
is also capable of inverting the US yield curve and those of other lesser economies. And global QT will accelerate during Q4 
when the ECB starts to pare its balance sheet. It’s a double whammy folks.

49 / Timing and Tactical Insight - More Flattening to come on the US yield curve, possibly inversion by year-end - While 
the last few weeks have seen quite a few comments about Bearish steepening, we believe that the next few months should 
see more Bearish Flattening and even Inversion on some spreads. Indeed, for now, the FED remains committed to normalize 
its monetary policy (potentially 4 more rates hikes and more QT), while medium to long term treasury yields should gradually 
start to retrace. We believe that the flattening could be particularly strong on the shorter end of the curve as 2 to 3 years 
Treasury yields have been bid up quite strongly since mid last year, probably because of the large amount of new debt is-
suance on that segment. More generally, net short positions against Treasuries across the whole yield curve are currently at 
record highs, which makes them vulnerable to a rapid short squeeze. In Europe, we also expect long term rates to continue 
lower, probably until Q4 at least. Not surprisingly, Financial sectors on both sides of the Atlantic are expected to continue to 
underperform, probably well into Q4.

57 / Splicing the markets - Is the US Dollar risk-on or risk-off? - Currently, the US Dollar is moving up vs both the Euro and 
the Yen. We believe that during the next few months, this relationship may change. Indeed, the Yen should first strengthen 
and then weaken again vs the US Dollar (risk-off, then risk-on), while the EUR/USD continues to weaken until late August 
before it rebounds into October (defensive/growth extension). These dynamics, if true, should trigger a rally in EUR/JPY from 
end August, and according to our tables, this cross usually correlates quite well with a flattening yield curve and a tightening 
of the US to Europe interest differential. During such periods, Defensive and Growth profiles usually also outperform. Not 
surprisingly, these are the basic tenants of our scenario from September into October. It remains to be seen however if we 
are correct in calling a worthwhile risk asset correction until the end of August, and then, following that, how strong the 
September/October recovery/extension actually turns out to be.
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