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12 / Systemic monetary Liquidity: A Top-Down Look To Understand Where We Came From, Where We're Going -  At The 
Capital Observer, we look at the liquidity being issued or being absorbed back by global central banks, the Federal Reserve 
and the US Treasury (real monetary balances flows), and model the manner those systemic liquidity flows impact asset 
prices. Usually, a change in the systemic liquidity flows which is being provided by the large global central banks today will 
show its maximum impact 11 to 12 months in asset prices thereafter. Although the Federal Reserve has stopped providing 
Monetary Base liquidity via its balance sheet, the European Central Bank and the Bank of Japan are still providing global sys-
temic liquidity and will likely do so until late in the year. Nonetheless, we now also understand that this resource is winding 
down, and in fact, after a favourable uplift into July and August, the flows start to die down, and that will have adverse results 
on the prices of financial assets going into Q4 2018.
The next few months are still good time for risk assets but an exit strategy/defensive strategy should be prepared- we may 
be looking at this period with fond memories during the more negative 2019-2020 period. Take advantage of the run up into 
Q3 when the tax exemptions are at their maximum. But do not overstay - take profits. It is not the time for passive buy and 
hold strategies on risk assets anymore.

16 / Timing and Tactical Insight - Into the last stages of the Equity Bull market - As we have been forecasting for the last 
couple of years, we expected an important top to materialize on equity markets between earlier this year and this Summer. 
It should be followed by a downside correction that could last between 12 to 18 months and amount to minus 20 to 35% 
of performance on the S&P500 for example. Our current analysis suggests that this important top will probably materialize 
between late July and early August. Anyhow, the remaining upside potential on most markets is limited. Europe and Emerging 
markets look particularly weak, while the Nasdaq may continue to outperform slightly longer, yet looks extended. Small caps 
and Japan should benefit from the stronger US Dollar we expect, at least over the next few months.

23 /  U.S. Dollar: Forget Monetary Policy Divergence; Firming U.S. Capital Account Will Support A Rally Until Q3 2018 
at least - Since last February, the US Dollar rallied significantly against the EU and the rest of the DM. Most notably, the US 
dollar has been strongest on a broad trade-weighted basis and against Emerging Market (EM) currencies (especially against 
the Brazilian Real), and against some currencies from Eastern Europe. The DXY made tremendous gains as DM currencies fell 
sharply on the greenback’s reversal of fortunes.  Almost all the macro factors remain in favor of the US currency, especially 
those that matter in FX currency valuation. Against the EUR, the dollar's most stalwart rival, GDP growth spreads now lean 
favourably towards the U.S. With regards to the spread of the 2yr bond and 2yr bund it’s almost no contest – the spread is 
massively in the U.S. dollar’s favour. We also suggest that the US dollar's continuing strength is, and will be, coming from the 
steady improvement of the US Capital Account Balance. Changes in the US capital account normally show up in the valuation 
changes of the US currency 5 to 6 quarters later. The sharp improvement in the domestic capital account since Q3 of 2016 
will therefore likely to result in further rise of the US dollar during H1 this year and perhaps early Summer, a small decline 
from Q3 to Q4, and then we see a rising US currency during the first half of 2019. That will likely hammer EM equities and 
other risk assets as well.

28 / Timing and Tactical Insight -  The US Dollar is torn between residual late cycle inflation pressures in the US and an 
early deceleration tail-wind from Europe - The US Dollar is balanced between two factors of influence. On the one hand, 
rising late cycle inflationary expectations in the US are putting pressure on the FED to continue hiking, which may in time 
flatten the yield curve and ultimately weaken the US Dollar as at some point the FED may need to signal a pause. On the 
other hand, the re-coupling theme in Europe has lost momentum, the Economic Surprise Index has turned down since mid 
Q1, and the Italian Political crisis further exacerbates this reversal. We believe that until mid Summer, the US should manage 
to hold up its positive momentum, while Europe continues to decelerate. This should be positive for the US Dollar until then. 
Coming this Fall, the US may start to face its own deceleration (rapidly flattening yield curve), while the political situation in 
Europe may have stabilized somewhat. A rebound in EUR/USD is then possible towards year-end. Our view for 2019, is that 
the business cycle will have probably turned, that inflation expectations will have subsided, and that any further political/
economic instability in Europe, or elsewhere, will be very positive for the US Dollar and other defensive currencies (JPY, CHF) 
on Flight to safety concerns.

36 / The yield curve universe is changing - In the late 1980s to late-2000s, the tendency was for the yield curve to steepen 
during bond (price) rallies and to flatten during (price) selloffs. Put simply, there was a NEGATIVE correlation between the 
10yr yield and the slope of the 2y/10y yield curve. Described another way, when the 10yr yield starts falling, it won't be long 
before the yield curve steepens. It was a very useful market construct because at that time, changes in the 10yr yield tend 
to be ahead of the inflection points of the yield curve by about 1 to 2 months. Unfortunately, those easy, profitable trades 
disappeared once Quantitative Easing (QE) started in November 25, 2008, as the massive infusion of systemic liquidity 
and new monetary policy tools unleashed by the Federal Reserve sent the yield curve and bond yield comovements into a 
different direction. The relationship had turned POSITIVE. But the comovement between the yield curve and the 10-yr yield 
is turning NEGATIVE again! It follows the changes that are happening to the effect of the global central bank stimulus via 
purchases of asset prices. From inception of QE, the effect of those huge bank reserves, transmitted via the portfolio balance 
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channel and the signalling channel, did push up house and equity prices, and also lowered the path of short-term rates and 
reduced longer-term yields. But as from June 2014 onwards, further addition to the bank reserves drove long bond yields 
higher, and vice versa; reducing the bank reserves triggered declines in yields – not exactly what the global central banks 
expected to see. From June 2014, the markets started to believe that more stimulus results in higher inflation down the road. 
Hence, after the global aggregates peaked in March 2017, global inflation expectations fell sharply. That same phenomenon 
is also driving the US yield curve. The general market thinks inflation will be a huge problem down the road (overly rich 10yr 
yield). On the other hand, the bond market yawns and flattens the curve by having a negative term premium on the 10-year 
yield. We believe that the bond market gets it right.

41/ Timing and Tactical Insight - Yield curve flattening should accelerate in H2 2018  - In the US, the Yield curve should start 
to flatten again quite aggressively from mid-year / early Summer and towards year-end. By then, it may even be approaching 
inversion. Indeed, while we expect short term rate hikes to continue, at least into September, and probably into December, 
long term US yields will probably top-out during the Summer and start to retrace down. In the EuroZone, the Yield curve 
is driven by long term Bund yields. These may have already topped out in Q1 this year , and following a slight bounce 
into July, should continue lower towards year-end, thereby also flattening the yield curve in the EuroZone. These negative 
developments on the yield front are hitting the Financials sectors on both sides of the Atlantic, and these may have also 
probably already topped out for this cycle. The European banking sector does look particularly weak from this Summer into 
year-end, suggesting that a new European Sovereign crisis may be just starting. 

46 / Geopolitics faded out and oil fundamentals are back in the forefront, but the June 22 OPEC meeting could throw 
a Crude Oil curve ball - In last month’s Capital Observer (May 2018), we noted that geopolitics and fundamentals were 
colliding in the oil price discovery process, and we asked rhetorically – which one will win? At that time, oil fundamentals 
had already become less price-friendly and it was just the slow simmer in adverse geopolitical events that was keeping sen-
timents of oil speculators still bullish. Then came the talk of OPEC potentially raising oil production by as much as 1 million 
bpd after global oil inventories have gone back to their five-year averages. Oil prices promptly collapsed, hastened along by 
a series of US inventory builds and a surge in US oil production.  Nonetheless, the fact that two founding members of OPEC 
are rocking the OPEC boat suggests that the June 22 meeting will be contentious. It suggests that a good portion of the cartel 
could line up against any move to increase production. It could set the stage for a heated meeting in Vienna and OPEC wat-
chers are already suggesting it might be one of the worst OPEC meetings since 2011. We expect OPEC to reject any proposal 
to lift output soon, and the cartel will likely opt to let the agreement run as originally crafted. This will likely provide another 
up wave to Crude Oil’s bull run before a more challenging H2 as deteriorating fundamentals bite back.

49 / Timing and Tactical Insight - As the business cycle matures, we expect one last push up for Oil into the Summer 
- Following their short term correction since mid May, Oil and the Energy sector may be getting ready for a last period of 
outperformance. We expect it to materialise from mid June into early / mid July. Brent Oil should break back above 80 USD/
barrel, and could even push higher (high 80s?) on a spike (which would be a typical late cycle phenomenon). Following that, 
we expect Oil and Energy to start correcting down, possibly towards year-end, and early 2019 at least. The Energy sector may 
be particularly hard hit as we would also expect the US and European yield curves to start flattening again. This phenomenon 
is usually a drag on value and cyclical sectors (of which Energy).

53 / Splicing the markets - Differentiation in Emerging markets – Asia should hold its ground - Our view, is that any bounce 
in Emerging markets over the next few weeks should be considered as an opportunity to exit these trades, or at least reduce 
them on a relative basis. That said, while Asian Emerging markets could hold up rather decently until the Fall, and probably 
year-end, the urgency to reduce Latin American and Eastern Europe is probably much greater. 
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