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4/ Executive Summary
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12 / U.S.-China trade: a cease-fire ends a battle, but the war is not over yet, by any means  - U.S. President Donald Trump and 
Chinese President Xi Jinping agreed to keep a trade war between the two countries from escalating with a promise to halt the impo-
sition of new tariffs for 90 days as the world’s two largest economies negotiate a lasting agreement. The White House described the 
meeting as “highly successful,” saying the U.S. will leave existing tariffs on $200 billion of Chinese goods at 10 percent and refrain 
from raising that rate to 25 percent as planned on Jan. 1. In exchange, the U.S. wants an immediate start to talks on Trump’s biggest 
complaints about Chinese trade practices: intellectual property theft, non-tariff barriers and forced technology transfer. There was yet 
no comprehensive statement from China on the specifics of the agreement. However, neither side got their maximum demands but 
there was enough give and take for both U.S. and China to claim victory. At the very least, both sides avoided the worst-case scenario. 
It was especially crucial for China to get a truce done. The U.S. planned to increase tariffs on $200 billion in Chinese goods from 10% 
to 25%, effective Jan. 1. That increase has now been deferred. Nonetheless, the celebration of the Trump/Xi dinner in Buenos Aires 
lasted just about three hours. And the market euphoria did not even last a day.  There were a few niggling details that bothered the 
financial markets. The official statements the U.S. and China subsequently issued clashed in scope, tone and substance. Not that the 
finer points will make much of a difference in the short term. The fast-track negotiations in Buenos Aires cannot deliver during a single 
dinner between Trump-Xi: a political understanding on the parameters for a reset of U.S.-China economic relations that both sides 
can live with. It was just a temporary truce, pure and simple. Nonetheless, an agreement in March may end this battle, but it won’t 
end the war. The U.S has already found that weaponizing trade and the U.S. Dollar can work against a large exporter into the country. 
Trump’s government will continue to deploy it when it serves their purpose. Watch out for the next battle.

15 / Timing and Tactical Insight - Trade Talks - Truces are meant to be broken - The current uncertainties around the Truce in US/
China trade negotiations are weighting on equity markets and risk assets more generally. Our graphs suggest important risks ahead on 
US and Chinese equity markets, and over the next few months the S&P500 may move down towards the 2’500 – 2’350 range, while 
Chinese equity markets should retest down towards their October lows at least. Meanwhile, the US Dollar should resume higher vs 
most currencies. We expect USD/CNY to push higher, possibly above 7.0, while Commodity currencies take a new dive. This should 
also be the case for Commodities and related equities, which should also start to weaken again (including Gold), probably towards 
mid Q1, when we expect them to finally find support and start bouncing into the Spring.

23 /  Update On Systemic Monetary Liquidity: problematical Q4 2018 and early 2019 but after that it could be interesting consider 
risk assets again  - The primary source of systemic liquidity is, of course, the aggregate stimulus provided by the leading global central 
banks (the Federal Reserve, European Central Bank, Bank of Japan, People’s Bank of China, and Swiss National Bank – CB5). Their 
aggregate balance sheets have been feeding economies and financial markets since late 2008. However, flows from that source have 
been steadily declining since early this year, and will continue to fall as global central banks wind down their massive balance sheets 
acquired as response to the Great Financial Crisis of 2007-2008.  The aggregate global Monetary Base has been credited with pushing 
up the valuation of equity and other asset markets around the world. We also credit the aggregate global Monetary Base for uplifting 
US and global growth. The positive impact has been the greatest on the US GDP and equity markets. The support from this source is 
however starting to dry up, generating speculations about just how much downward adjustment growth and the price of risk assets 
will have to make in the wake of the smaller liquidity flows. This resource is winding down, and in fact, after a favourable uplift last 
July and August, the flows died down. The negative effects have manifested in the current turmoil in the stock and bond markets, and 
a likely decline in growth in Q4 2018. We take a look at the engines of liquidity and the impact they will have going forward.

27 / Timing and Tactical Insight - As Liquidity contracts, Credit markets are showing signs of weakness - While Central Bank Liqui-
dity continues to contract, Credit markets should suffer again over the next few months. Corporate spreads were the first ones to 
move. Indeed, since early October they have followed risk assets in their correction and have started to accelerate up again. Sovereign 
spreads on the other hand, have retraced quite substantially over the last three months. We now expect them to resynch with other 
Credit Spreads and also start to widen again. A new leg up in the US Dollar may be the main factor behind this trend. Hence, going 
forward, we would continue to reduce exposure to Credit, probably into mid/late Q1 at least. We would also avoid Financials and the 
Banking sector, which will probably continue to underperform during this period.
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34 /  The Fed walks back on it aggressive monetary policy stance: December hike is on, but 2019 may see much slower tightening 
pace - Two weeks ago, Fed chair Jerome Powell walked back from his statement on early October that monetary policy is a “long way 
from neutral” to “just below neutral” On October 23 – all in less than 30 days, and accomplished without any actual adjustment of 
monetary policy. It was an amazing, and at the same time, an embarrassing volte-face for Mr. Powell, who crashed the stock markets 
will his ill-considered remarks in open Question and Answer session. The financial markets are still suffering from the severe market 
declines that followed his almost cavalier remarks. This is a remarkable transformation in the outlook of the Fed chief and of the FOMC. 
So we ask: just what economic indicators have been seen by Mr. Powell to make him do this embarrassing climb-down? Recent data 
have shown the housing market slowing, job gains are cooling, and inflation giving no signs of rising above the Fed's 2-percent target. 
Indeed, there are plenty of "reasons for hinting at a slowdown in monetary policy in 2019, starting with a pause in March. As a conse-
quence, the new market meme and focus, which is scaring the wits of everyone, is the yield curve inversion. Because of the inversion, 
many investors are now forced to confront another interpretation of the economy. Inversion of the yield curve has been consistently 
a harbinger of an economic recession. Historically speaking, an inversion of the yield curve does not “immediately” coincide with a 
recessionary onset, and the lag between inversion and recession has been from 15 months to 28 months. However, and surprisingly to 
some, a few of the best equity market bull phases in history have taken place during an inversion of the yield curve. This is a possibility 
to keep in mind for after mid Q1 next year. 

38 / Timing and Tactical Insight - The Yield curve is still flattening, the scope is limited, yet it may still extend lower into mid Q1 - The 
US yield has flattened substantially over the last 2 years. Yet, we do expect one last attempt lower, probably into mid Q1. The 10 Years 
to 3 months treasury spread could still fall by a further 20 to 30 basis points over the next couple of months.This would also imply circa 
20 to 30 basis points of additional retracement on the US 10 Years benchmark yield (the 25 bps rate hike in December is probably fully 
priced into the 3 months). This corresponds to the downside potential we’ve been forecasting over the last few issues of The Capital 
Observer. In our view, it can only happen if risk assets continue to drop, while Flight to Safety intensifies over the next couple of months. 
On the Equity front, we would hence avoid playing either Value nor Growth profiles, and continue to focus on Defensive sectors, which 
we believe should probably outperform further, first into January, and then possibly into February / March. By then, the correction on 
risk assets may have reached a worthwhile support, the FED could signal a pause in its rate hiking spree, and risk assets and long term 
yields could start to bounce into the Spring, thereby contributing to an initial period of steepening throughout the US Yield Curve.   

45 / The ECB has delivered the goods, but will start taking them back soon; monetary policy as a tool in dealing with growing 
populism in the Eurozone  - Concerns about a Eurozone slowdown are overblown, in our view. Economic growth rates were at un-
sustainably high levels in late 2017,  part of the slowdown seen in 2018,  especially during  early in the year, can be viewed as natural 
moderation. The fundamental strengths of the euro area economy, (such as broad-based economic expansion and robust labour 
market improvements), will continue to drive growth in 2019. The European Central bank has taken steps in the past several years to 
encourage growth, especially the large scale purchases of assets -- ECB basically delivered the goods that it has promised. The healthier 
economic outlook has in fact prompted the ECB to make its first move away from the exceptionally accommodative monetary policy 
stance that has been in place since the global financial crisis. It is taking back some of the goods back. Mr. Draghi’s successor must be 
able to navigate the minefield of peripheral country issues, and deal with Germany covert opposition to provide ample resources to 
meet issues forcefully.  Heir-apparent Francois Villeroy De Galhau intends to play a key political arbitrating role in proceedings between 
Italy and the EU Directorate.

48 / Timing and Tactical Insight - Too many risks still looming over Europe - Short term, we believe it is too early to go bottom fishing 
in the European equity markets. Indeed, we expect them to continue lower probably into early/mid January in first instance, and then 
perhaps even retest down into February.  Geographically, while Italy may come back to haunt us over the next couple of months, France 
also continues to underperform along with Oil and the Energy sector, probably into January. Germany, which is high beta, looks rather 
Oversold, yet we would also wait until early next year before considering it. In the meantime, the Swiss market may outperform slightly 
longer, yet may also suffer from renewed CHF strength vs the EUR. Across the Channel, UK markets on the other hand, should continue 
to outperform, provided one hedges them for currency risk, as EUR/GBP probably continues to strengthen. On the currency front, we 
expect the Euro to continue its slide vs other majors, probably moving towards 1.11 on EUR/USD, 1.10 on EUR/CHF and back below 
125 on EUR/JPY.  Hence, for now, the environment remains quite defensive in Europe. That said, from mid/late Q1, European markets 
may start bounce along with other equity markets. This move may be quite pronounced given that European economic fundamentals 
are still relatively strong, and that political risks would have depressed valuations. 

56 / Splicing the markets - Oil Falling like a knife, don’t try to catch it for now - Since early October, Oil has entered a rapid sell-off as 
we had forecast. Its velocity is strong, and countertrends will probably be short lived. For now, we expect this downtrend to continue 
at least into early/mid January, and then possibly until February / March. The Energy sector would confirm these negative prospects 
both on a standalone and a relative basis vs the market. On the target front, the downside is still compelling, as Brent could reach down 
into the mid 50s or even below.

5/ Executive Summary
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When we last published on the 13th of November, we expected a further bounce in risk assets during the 2nd half of 
November. We considered it as another exit opportunity, and warned that by late November / early December, risk assets 
and equities should resume their downtrend, probably towards February / March. These projections have proven correct 
for now.

Going forward, we expect the risk-off environment to continue, probably into the 1st half of January in first instance. Until 
then, the S&P500 may dip below 2500,  while the EuroStoxx 50 could reach below 2900. Following that, some risk assets 
may start to rebound, yet further retests to the downside may still materialize on many risk assets into February, and perhaps 
even until early March. Then, from mid/late Q1, we intend to gradually turn more pro-cyclical given the strong bounce on 
equities and risk assets we currently expect into the Spring.

In the meantime, over the next 2 months, we believe the US Dollar should resume its uptrend. Some Emerging Markets and 
Commodity currencies have already started to weaken again (e.g. BRL, ZAR, INR, KRW, TWD, AUD, CAD), others, as well as 
Majors such as the Euro and the Yuan, could soon follow suit. Indeed, we expect the US Dollar to perform a last leg up vs 
most currency towards late January / February (except for the Yen, which at some point may start to strengthen on risk-off 
considerations). Following that, the US Dollar probably retraces into the Spring.

Given this strong Dollar scenario and the risk-off environment we expect into January at least, we would continue to favour 
the US over other regions. Indeed, over the next few weeks, we believe the negative newsflow could shift back to China and 
Emerging Markets, while Europe also remains under pressure given the many political issues which are still outstanding. 
These risks abroad could reignite the positive feedback loops seen this Summer on the US Dollar, as funds flow back to the 
US from Equity and Credit markets in Europe and Emerging markets. More generally, given the risk-off environment we 
anticipate, Flight to Safety flows could intensify once more, out of Corporate and Sovereign Credit, out of Equities, out of 
Commodities, and more generally out of risk assets, and into Treasuries, Confs, JGBs or the Bund. Benchmark bonds yield 
should hence continue to retrace, possibly by another 20 to 30 basis points on the US 10 Years, thereby briefly leading to 
inversion at some point during Q1. By then, the FED rhetoric may soften an additional notch, laying ground to the strong risk 
assets rally and possible yield curve steepening we expect during the Spring.

6/ Mapping the markets 

Main 
Equities

US

S&P500

Since early December, US Equity markets 
have entered a new leg down, possibly into 
February/March, and the 2'500 - 2'370 range 
on the S&P500.

US Equity markets may find support 
during February/March. A bounce could 
then materialize into the Spring.

Europe
   
EuroStoxx50

European markets have also been resuming 
lower since early December, probably to-
wards mid Q1 and potentially towards the 
2'900- 2'850 range.

European Equity markets may find sup-
port during February/March. A bounce 
could then materialize into the Spring.

EMs

MSCIEM USD

EMs have started to resume down early De-
cember, probably towards February/March. 
We would expect new lows, probably 10% 
below current levels.

Emerging markets may find support to-
wards February/March, and initiate a 
bounce into the Spring

Treasuries US10Y

Bond prices

Treasuries have been accelerating up since 
early November on Flight to Safety flows. 
10Y Treasury yields may retrace towards 2.6 
- 2.4% into mid Q1.

From mid/late Q1, however, we expect 
Treasury yields to bounce along with risk 
assets, probably into mid 2019.

Germany 10Y

Bund prices

Bund Futures have been accelerating up 
since early November, and should continue 
higher into February / March. We expect 10Y 
Bund yields to move back below 0% by then.

From mid/late Q1, however, Bund yields 
may bounce into the Spring along with 
risk assets.

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
p 15, 16, 17, 18, 48

Following a choppy and volatile correction up between late October and late November, 
Equities have since resumed their downtrend, probably towards the first half of January, and 
then possibly again into February and perhaps March.

Main Equities & Government Bonds
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Main Regional picks
p 15, 16, 17, 18, 48, 51-55

Most equity markets seem Oversold on a relative basis vs the US, yet over the next 2 to 3 
months, the US should continue to benefit from positive inflows from Europe and Emerging 
Markets while the US Dollar remains strong. From mid/late Q1, this situation may reverse 
temporarily as the US Dollar probably retraces into the Spring.

Volatility Volatility probably continues higher, potentially into early Q1 as risk assets continue to 
correct. We expect a first peak during the 1st half of January and then possibly a second one 
in February.

Emerging markets
p 15, 16, 17, 18

Emerging markets are probably resuming their downtrend towards mid Q1 both on an 
absolute and relative basis. Indeed, they could also suffer from negative feed-back loops 
triggered by a stronger US Dollar.

Government Bonds
US & European Benchmarks   
p 41, 42, 43

US Treasury yields topped-out early October as planned and have since been correcting 
down rapidly on Flight to Safety flows. We expect them to move lower over the next couple 
of months, probably by another 20 to 30 basis points. German Bund yields also topped out 
in October, on lower highs than the ones achieved in Q1 this year and could move back to 
negative territory over the next couple of months.

Equity / Bonds US The ratio should continue to correct down 
until February/March. Equities should under-
perfom by 5 to 10%.

From mid/late Q1, the ratio could bounce 
during the Spring along with equities and 
yields.

Europe The ratio should continue to correct down 
until February/March. Equities should under-
perfom by 5 to 10%

From mid/late Q1, the ratio could bounce 
during the Spring along with equities and 
yields.

Duration US and European yield curve spreads should 
flatten once more  into mid Q1, while long 
term yields retrace

From mid/late Q1, Yield curves could start 
to steepen. Long term yields could bounce 
again  into mid-year.

Credit Corporate spreads are resuming higher, prob-
ably towards February/March. Sovereign 
spreads should follow soon.

Credit spreads retrace during next Spring, 
yet the Credit Cycle has probably turned 
down and we expect to see much higher 
Credit Spreads towards end 2019.

TIPs/Treasuries Inflation expectations (TIPs vs Treasuries ra-
tio) probably continue to drop towards Feb-
ruary/March.

The TIPs vs Treasury ratio could bounce in-
to the Spring, yet then probably continues 
lower until end 2019.

Oil Oil continues to sell-off, probably towards 
January, and perhaps towards February/
March. Brent could reach down into the mid 
50s.

Oil could stabilize towards mid Q1 and start 
to bounce into the Spring.

Industrial metals Industrial metals should resume their down-
trend, probably towards February/March. 
They may move 10% below current levels by 
then.

From mid/late Q1, Industrial metals could 
see a bounce during the Spring

Gold Gold could retrace back down to its Sunmmer 
range, at or slightly below 1'200 USD/oz, as 
the US Dollar strengthens into mid/late Q1.

From mid/late Q1, Gold should resume 
higher into the Spring as the US Dollar re-
traces.

Next 2 months 3 to 6 months aheadMain Asset Allocation Drivers

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight

Equity to Bond Ratios, Fixed Income Dynamics & Commodities

Longer term treasuries in the US and Europe are correcting down, while yields curves should 
flatten once more towards mid Q1. This should favor duration over the next couple of months.
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Fixed Income Dynamics
Duration (10Y - 3Y/3M)
p 38 -41

Equity to Bond Ratios
US & Eurozone Markets The further declines we expect on equities over the next couple of months and the 

retracement we expect on treasury yields should depress the Equity to Bond ratios and we 
expect the former to underperform the latter by 5 to 10% during this period. 



Foreign Exchange

USD vs EUR We remain bullish on the Dollar over the next 2 months, 
and believe EUR/USD should soon resume lower, proba-
bly towards 1.11 or slightly below.

From mid/late Q1,  the US Dollar should make an 
intermediate top and start retracing down into the 
Spring, EUR/USD rebound target: 1.15 - 1.19.

GBP Cable should continue lower over the next couple of 
months, probably towards 1.23 in first instance, perhaps 
below.

GBP/USD may remain under pressure into late Q1 
and even early Q2, theoretically it could test 1.20 
by then.

JPY USD/JPY could continue to consolidate down, probably 
towards early Q1 next year, possibly down to the 111-
109 range.

During Q1, USD/JPY may find support and at-
tempt a retest up of recent highs into the Spring.

CHF During December, USD/CHF may initiate a last move up, 
possibly towards early/mid Q1 and towards the 1.00 - 
1.02 range.

During Q1, USD/CHF could top out and enter a 
consolidation down during the Spring, it may then 
find support towards 0.97.

EUR vs GBP EUR/GBP is resuming higher, the move should continue 
over the next couple of months, probably towards 0.93 
in first instance.

EUR/GBP probably continues higher into late Q1 at 
least, probably even during the Spring. 

JPY EUR/JPY resumes lower, probably towards January and 
125, perhaps below.

EUR/JPY should find support towards mid Q1 and 
start to bounce during the Spring.

CHF EUR/CHF is resuming lower. It may reach below 1.10 
over the next couple of months.

EUR/CHF should find support towards mid Q1 and 
start to bounce during the Spring.

GBP vs JPY GBP/JPY continues lower, probably towards January and 
the 140 - 135 range.

GBP/JPY remains under pressure probably until 
late Q1 and then bounces slightly during the 
Spring.

CHF GBP/JPY continues lower, probably towards January and 
the 1.24 - 1.20 range.

GBP/CHF remains under pressure probably until 
late Q1 and then bounces slightly during the 
Spring.

Next 2 months 3 to 6 months ahead

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight

Rate Differentials The US rate differential vs other regions is quite extended, and may have started to retrace since early 
November, yet we expect it to retest up, at worst hold, until mid/late Q1.

Tips TIPs have started to correct up from early November, yet they may retest down once more during 
January and February as real interest rates may retest their recent highs (not the case for nominal 
rates, which should continue to correct). Indeed, the TIP vs Treasuries breakeven ratio is retracing 
quite quickly and should continue to do so into January / February.

Commodities
Oil
p 56, 57

Oil topped out as expected early October and has since been retracing quite aggressively. We expect 
it to continue lower, probably towards early/mid January, when it could start to bounce. A further 
retest down into February / March is also possible. We expect Brent to reach below 57 USD/barrel by 
then, possibly extending into the low 50s. On WTI, we are eyeing levels below 50 and possibly down 
to the mid 40s.

Industrial metals
p 21

Industrial Metals are also resuming lower. We expect them to continue this downtrend into early 2019, 
possibly towards February (5 to 10% of additional price risk). Copper could reach back down below 
its Summer lows and settle between 5’800 and 5’400 USD/ton (LME) before it stabilizes and starts to 
bounce during the Spring.

Gold & PMs
p 22

We are still prudent or Gold and Precious Metals despite the risk-off environment we are in and 
despite their decent bounce since August. Indeed, we believe that Gold and PMs are still very sensitive 
to any US Dollar strength going forward. Hence, we expect Gold for example to retest down below 
1’200 USD/oz over the next couple of months, possibly testing important support towards 1’150 – 
1’130. If these levels were to break, we see little support until Gold reaches the symbolic 1’000 mark. 
Although, this negative scenario is rather unlikely, we would continue to avoid Gold and Precious 
Metals for now on risk vs reward considerations.

Agriculture
p 22

Agricultural Commodities are typical late cycle commodities. They usually outperform other more 
cyclical commodities such as Oil or Industrial Metals in a cycle downturn. This has been the case since 
October. On an absolute basis, however, we believe they may retest down one last time with other 
commodities towards mid Q1.

Credit
p 27-32

The Credit cycle has turned. Corporate spreads have started to resume lower with equities in October, 
while Sovereign spreads should soon follow suit as the US Dollar enters one more leg up, probably 
towards early/mid Q1. 
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Equities Markets Segmentation

Next 2 months 3 to 6 months aheadCore Sector Weightings

Euro
p 49, 50

EUR/USD should continue to resume lower between now and late November. We expect it to move down 
towards January, perhaps February and initially test below the 1.11 levels. From mid/late Q1, it may then 
start to  bounce into the Spring. Vs CHF, EUR clearly reversed down this Spring. Following its bounce since 
September, it is now resuming lower once again and could move to test support around 1.10 over the next 
couple of months. EUR/GBP has recently been resuming higher. We expect it to continue, possibly towards 
0.93 by mid/late Q1. Obviously successful conclusion (or not) of Brexit negotiations, approvals are going to 
have a strong impact on the pair and its volatility.

Yen
p 50

USD/JPY has been consolidating at high levels since early October.  We expect it to make another attempt to 
the downside between now and January, possibly testing into the 111 – 109 range.  Following that, from mid/
late Q1, it may bounce back into next Spring and could retest its recent highs.  Vs the Euro and Sterling, the 
Yen has started to strengthen again and could continue to do so until early next year.

Sterling
p 55

The fate of Sterling is hanging onto the current Brexit process. Cable (GBP/USD) is currently accelerating lower, 
probably towards 1.23 and perhaps below over the next couple of months. At the same, EUR/GBP is resuming 
higher and could reach up to 0.93 over the next couple of months. Sterling also remains weak vs CHF or the 
Yen, probably towards mid/late Q1.

Oil & 
Commodities 
currencies
p 20

Commodity currencies (our equal weighted portfolio containing AUD, BRL, CAD, NOK, NZD, RUB, CLP and ZAR) 
rebounded vs the US Dollar between September and November. We believe they should now resume lower 
and possibly retest their late Summer lows, probably by mid Q1.  We expect them to retrace vs EUR, CHF or 
JPY, although they may not make new lows vs EUR.

Asian 
currencies
p 19

Our Asian Growth equal weighted portfolio (CNY, INR, KRW, THB and TWD) shows a similar profile as our 
Commodity currencies portfolio above, yet with less volatility (i.e. it is more defensive on a relative basis). We 
also expect to resume lower vs EUR, CHF or JPY towards mid Q1. We however believe it will resist better and 
outperform our Commodity portfolio above during this period.

US Dollar We believe the US Dollar has turned up for this cycle and that it will continue to strengthen in successive stages 
towards mid/late 2019. Shorter term, the Dollar Index is starting to resume higher. The move should continue 
probably towards January and perhaps into February, before it retraces down into the Spring.
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US Sectors - S&P500
(general comment)

A very Defensive allocation probably until 
the 1st half of January

From mid January we will neutralized 
some positions, yet will remain rather de-
fensive. We will gradually add risk towards 
mid/late Q1

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)

Until January, we will overweight the US 
and underweight other markets, EMs and 
China especially (Defensive + positive USD)

From mid January, we will neutralize many 
of our underweight positions, yet will keep 
a defensive bias, probably until mid/late Q1

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
p 21, 33, 44, 52, 54, 57

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

Until the first half of January, we will remain very defensive given the risk-off environment we expect. We will also avoid 
Financials given the retracement we expect on interest rates, and the further credit deterioration we foresee, as well as 
Energy given that we expect the current Oil sell-off to continue, probably into early next year.

From mid January, we will neutralize most of our underweight positions, yet will keep a defensive bias. Indeed, we believe 
that further downside retests are possible during February and perhaps even March. Gradually towards mid/end Q1, we will 
start adding risk again to our sector allocation in order to position for the equity market bounce we expect into the Spring.

Countries allocation

Next 2 months 3 to 6 months ahead

European Sectors - Europe Stoxx 600
(general comment)

A very Defensive allocation probably until 
the 1st half of January

From mid January we will neutralized 
some positions, yet will remain rather de-
fensive. We will gradually add risk towards 
mid/late Q1

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%
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General Comment Our Factors and Themes Allocation contin-
ues to avoid high beta risk into the 1st half 
of January.

From mid January, we will neutralize some 
of our underweight positions, yet will keep 
a defensive bias, probably until mid/late 
Q1

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
p 43-44

Into the 1st half of January, we will continue to avoid high beta plays and overweight defensive factors such as REITs vs the 
S&P500. We will also avoid trades which are countertrend to the US Dollar such as Commodities.

From mid January, we will neutralize some of our underweightings, will remain overweight defensive (REITs) as we expect 
some downside retests on risk assets during February, perhaps March, and will remain prudent on Southern Europe and 
Commodities. Gradually, from mid/late Q1, we intend to turn more risk prone and pro-cyclical in order to participate in the 
bounce we then expect into the Spring.

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

Until the 1st half of January, our allocation remains risk-off and focused on USD strength. We are hence overweighting US 
markets vs the All Country World Index in US Dollar terms and underweighting most other markets against them. China and 
Emerging markets could be particularly impacted by the new leg up we expect in the Dollar.

From mid January, we will start neutralizing some of these positions, bringing most markets back to neutral. We do expect 
some downside retests on risk assets, possibly during February, perhaps even March, and would hence continue to overweight 
the US and perhaps Switzerland (the EUR/CHF weakness we expect may be behind us by then). Gradually, towards mid/end 
Q1, we will rotate back into other regions in order to participate in the rebound we expect for risk assets into the Spring.

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
p 15 -18, 48, 51-55



U.S. President Donald Trump and 
Chinese President Xi Jinping agreed 

to keep a trade war between the two 
countries from escalating with a promise 
to halt the imposition of new tariffs for 90 
days as the world’s two largest economies 
negotiate a lasting agreement.

Chinese Foreign Minister Wang Yi 
briefed media reporters hours 

later in Buenos Aires: “Both sides 
believe that the principled agreement 
reached between the two presidents 
has effectively prevented the further 
expansion of economic frictions between 
the two countries,” he said.

The White House described the 
meeting as “highly successful,” 

saying the U.S. will leave existing tariffs 
on $200 billion of Chinese goods at 
10 percent and refrain from raising 
that rate to 25 percent as planned on 
Jan. 1. In exchange, the U.S. wants an 
immediate start to talks on Trump’s 
biggest complaints about Chinese 
trade practices: intellectual property 
theft, non-tariff barriers and forced 
technology transfer. There was yet no 
comprehensive statement from China 
on the specifics of the agreement. 
However, neither side got their 
maximum demands but there was 
enough give and take for both U.S. 
and China to claim victory. At the very 
least, both sides avoided the worst-case 
scenario. 

It was especially crucial for China to 
get a truce done. The U.S. planned 

to increase tariffs on $200 billion 
in Chinese goods from 10% to 25%, 
effective Jan. 1. That increase has now 
been deferred. Based on Bloomberg’s 
calculations, tariffs at 25% would have 
meant a 0.9 percentage point drag on 
China’s GDP growth. Keeping tariffs at 10% 
will mean the drag stays at 0.5 ppt. The 
trade skirmishes are impacting capital 
and investment inflows into China 
as the significantly weaker currency 
(which was devalued to help shore up 
exports and lower the nominal value 
of exports to the U.S.) has weakened 
Foreign Direct Investments (FDIs); see 12

12 / U.S.-China trade: a cease-fire ends a battle, but the war is not 
over yet, by any means

1st chart on this page. China’s domestic 
equity markets have fallen, and the 
cost of servicing domestic corporations’ 
foreign debt has escalated. A severe 
devaluation will also increase the risk 
of another episode of domestic capital 
flight as seen in 2015. 

The U.S. and China got their share of 
desserts: the White House said that 

Xi would consider approving a possible 
$44 billion deal for Qualcomm Inc. to 
purchase NXP Semiconductors NV if 
it’s brought to him again. It also said 
China agreed to designate the synthetic 
opioid fentanyl, which has been linked 
to an epidemic of overdose deaths, as 
a controlled substance -- a move that 
would expose its sellers to the maximum 
penalty under Chinese law. In return, the 

U.S. promised to uphold the one-China 
policy; China, in turn, threw its support 
behind further meetings between Trump 
and North Korean leader Kim Jong Un.

The primary agreements, according 
to the White House: China pledged 

to buy a “very substantial” amount of 
U.S. agricultural, energy and industrial 
goods, with purchases of farm products 
beginning immediately. This is aimed 
at slowing the ballooning trade deficit 
that has favored China almost every 
year since the mid-1980s. It is also 
galling to the U.S. that China trade 
surplus is increasing in the U.S. while it 
is already shrinking versus the Rest of 
the World (Row) (see 2nd chart on this 
page). Beijing also agreed to negotiate 
immediately on Chinese practices such as 
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forced technology transfers, intellectual 
property protection, non-tariff barriers 
and cyber theft. China, home to the 
world’s largest auto market, would also 
remove tariffs on U.S. auto exports, 
which increased to 40 percent in July.

It is interesting that at no point did 
China even exhibit a willingness to 

talk about the trade practices that 
helped spark the trade war in the first 
place, at least not publicly. According 
to Beijing, the upcoming talks will focus 
on scrapping all tariffs imposed by both 
countries and on reaching a consensus 
on trade.

Nonetheless, the outcome gives 
both sides enough to boast of a 

win without resolving the fundamental 
differences between them. China 
gets a delay on additional tariffs and 
miscellaneous items, while the U.S. gets 
greater purchases of agriculture goods 
(and a nod for more stringent Chinese 
laws to control opioids), while retaining 
leverage to push for more structural 
changes to the economy.

It was therefore mystifying that the 
celebration of the Trump/Xi dinner 

in Buenos Aires lasted just about three 
hours. What went wrong? The market’s 
reaction was not a complete surprise, 
but the size and rapidity of the market 
dislocation were attention-grabbing. And 
the market euphoria did not even last a 
day.  There were a few niggling details 
that bothered the financial markets.

The official statements the U.S. and 
China subsequently issued clashed in 

scope, tone and substance. Not that the 
finer points will make much of a difference 
in the short term. The fast-track 
negotiations in Buenos Aires cannot 
deliver during a single dinner between 
Trump-Xi the most crucial point in 
the U.S.-China relationship: a political 
understanding on the parameters for a 
reset of U.S.-China economic relations 
that both sides can live with. It was just 
a temporary truce, pure and simple. 
Nonetheless, there was ample interest 
in making truce with the other, even if 
it leads only to a narrow yet mutually 
beneficial long-term arrangement in 
the future. But even that changes if 

the broader strategic competition with 
China dramatically intensifies, in which 
case the U.S. will have every reason to 
weaponize trade (and the US Dollar) in 
getting redress for what the country 
believes unduly favors China. 

It may be that the apparent 
inconsistencies between statements 

from Chinese and U.S. trade 
negotiators, which bothered the market 
tremendously, reflect the necessity of 
political salesmanship. The presidents 
of the two most economically powerful 
countries in the world cannot appear to 
be giving in to the other. It also attests 
to the difficulties that confound a 
more permanent agreement: China 
can’t concede on the biggest issues at 
stake, and the U.S. isn’t under enough 
immediate economic or political 
pressure to back down. The Democrats 
also lean towards a hardline with China. 
So with regards to the trade discussions, 
extending talks by a few months is 
convenient, but it won’t make challenges 
to a lasting agreement any less difficult.

Moreover, the basic difficulties lie 
not in the arithmetic of tariffs 

and in the mutual trade numbers, but 
in the nature of the trade relationship 
between the two countries itself. 
Resolutions of those issues that arise 
from this relationship will go a long way 
in allaying market fears.  Consider the 
points below:

China’s trade surplus ($375 billion in 
goods) is certainly an issue (see chart 

below and 1st chart on the next page) – 

bringing it down was a centerpiece of 
Trump’s presidential campaign – but 
it isn’t the main issue, according to 
U.S. trade negotiators. The U.S and 
China could have a mutually beneficial 
trade relationship and still run a hefty 
trade imbalance — so long as the U.S 
is able to compete with China on a 
level playing field. And currently, it’s 
not. According to U.S. negotiators, what 
the U.S. needs is the ability to sell what 
the U.S. specializes in (high-end goods 
and services) in China’s rapidly growing 
market without facing informal tariffs 
or fearing, for example, loss of sensitive 
intellectual property to emerging Chinese 
competitors that have unlimited access 
to state lending. 

Geopolitical Futures puts it this way: 
it means playing by the common set 

of rules China agreed to when it joined 
the World Trade Organization in 2001, 
and abiding by WTO rulings to resolve 
complaints, just as the U.S. and its other 
trading partners do when disputes 
inevitably arise. China is currently under 
fire from all its global trading partners 
who claim that it has stopped making 
progress on its WTO commitments. 
The onus therefore is on the U.S. to 
stop China from enjoying the benefits 
of the global trade system without 
abiding by its rules. Then there are 
the suspicions surrounding Chinese 
geopolitical ambitions. For those 
who think Washington and Beijing 
are sliding inexorably toward a new 
Cold War, the goal of forcing a change 
in Chinese industrial policy is a very 



inconsequential point.  Ad hoc, state-
directed purchases of U.S. goods by 
China to dent the deficit won’t address 
these underlying structural issues.

We believe that the markets’ 
adverse reaction to the 

inconsistencies between the U.S. 
and China declarations is typical 
example of the trading community’s 
failure to understand the finer 
points of geopolitics, negotiation 
and compromise. The investment 
community had black-and-white 
expectations of the hash-meat coming 
out of the dinner in Buenos Aires. The 
market also had similar reactions to 
other geopolitical situations before, like 
Greece and Italy. There was too much 
expectation coming out from a single 
dinner over Argentinean steak and 
Malbec wine. 

What should be clear at the outset 
is this:   

Decades of history will not be 
reversed during the course of a 

sumptuous dinner or even in a few 
months. Be happy that there was some 
progress. The two parties are still talking, 
and will be talking some more over the 
next 90 days. 

The final outcome will be a 
compromise. It will not be a complete 

success for either side, but each will 
trumpet what they have accomplished. 
But in reality, no country will come out a 
clear winner. The emerging adversarial 
relationship between the U.S. and China 
will not allow that. 

No spectacular or big agreements 
will happen until the very last 

minute. This is the way how partisans 
demonstrate that they did the best they 
could and that they have accomplished as 
much as possibly can be done. 

There will be eventual relief on the 
most important reciprocal tariffs. 

But it is too much to ask for a complete 
removal of tariffs between the two 
countries. The huge disparity in the trade 
volumes between the two countries 
makes that a non-starter (see 1st chart 
on this page).

There will be some progress on the 
intellectual property issues, but 

China, as the Johnny-come-lately in 
the technology arena, need to acquire 
advance technology, by any means, so 
words on paper will mean little. 

There will be immediate relief on 
existing boycotts, e.g., soybeans. 

It is not to China’s interest to have only 
one supplier of crucial foodstuff or animal 
feed. Already, South American soybean 
exporters have raised prices by an average 
of 20 percent since the Chinese boycotted 
American soybeans. The Chinese boycott 
are costing them large, as much as it is 
hurting U.S. soybean growers. 

Nonetheless, an agreement in March 
will end this battle, but it won’t 

end the war. The U.S has already found 
that weaponizing trade and the U.S. 
Dollar can work against a large exporter 
into the country, especially adversarial 

ones. Trump’s government will 
continue to deploy both trade and the 
greenback as weapons when it serves 
their purpose. The much-ballyhooed 
riposte of the Chinese government 
to sell their outstanding holdings of 
Treasury bonds was also proven to have 
shallow or no leverage during the trade 
skirmish. China’s purchases of Treasury 
bonds actually INCREASED as it sought 
to devalue the CNY to minimize the 
impact of the higher tariffs – that was 
the best means available to them to 
implement the devaluation (see 2nd 
graph below). This threat proves to be 
a toothless tiger.  FDI inflows are also 
collapsing following the wake of the 
devaluation. That signifies there is only 
so much currency weakness that China 
can engineer as it becomes counter-
productive from capital inflows point of 
view (see 2nd graph below). Watch out 
for the next battle.
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Trade Talks - Truces are meant to be broken
It was quite revealing to watch how following the China/US trade negotiations at the G20 in Buenos Aires, which were apparently 
successful, China was reluctant to confirm concrete advances on auto import duties, while last Wednesday, we learned that Canada 
arrested Mrs Meng Wanzhou, CFO of the Huawei, China’s telecom giant, on charges that the company violated US sanctions on Iran. As 
she awaits extradition to the US, Chinese state media are outraged, and the US/China trade talks/truce are looking ever more fragile. 
This is a lose/lose situation for financial markets which have been taken hostages of these reckless developments. In this article, we 
analyze their impact on US and Chinese equity markets as well as the possible collateral damage on commodities. 

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

Last month, we warned that the second 
half of November could see another equity 

bounce, yet that by late November / early De-
cember, equity markets should resume their 
downtrend probably towards year-end and 
potentially into mid/late Q1 2019. Both our 
oscillator series (lower and upper rectangles) 
are confirming these downtrends, first into 
early/mid January, and then possibly once 
again towards February / March. On the tar-
get front (right-hand scale), we are current-
ly testing below our C Corrective targets to 
the downside for the third time. We expect 
these support points to break soon, and the 
S&P500 could then enter an impulsive move 
to the downside with targets in the 2’500 – 
2’370 range (6 to 11% below current levels). 
Hence, despite seasonality, which is usually 

favorable, we would warn of substantial risk to US equity markets over the next couple of months. 

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

Chinese equity markets do look more 
Oversold and indeed they have started 

to turn up over the last few weeks. Yet, both 
our oscillators series (lower and upper rec-
tangles) are still positioned to resume their 
downtrend over the next 3 to 6 weeks. The 
upside reaction since late October is still be-
low our C Corrective targets to the upside 
(right-hand scale), and hence, still very much 
countertrend.  The previous downtrend from 
June into October still prevails. According to 
our I Impulsive targets to the downside, the 
MSCI China Index could retest down towar-
ds its lows over the next few weeks, poten-
tially until late January / February. These are  
circa 10% below current levels.
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Shanghai Composite
Daily graph or the perspective over the next 2 to 3 months

Here again, the price action 
looks quite Oversold, yet 

since mid October, the Shan-
ghai Composite has bounced 
unconvincingly, and our oscilla-
tors which offer a broad mea-
sure of  risk, have moved up 
more rapidly (lower and upper 
rectangles). Hence, the resul-
ting down-trending sequences 
we show. On this Daily graph, 
we expect a retest of lows 
over the next couple of mon-
ths while our longer term 
graph, would point to more 
substantial risk over the next 
few quarters (see below).

Shanghai Composite
Bi-monthly graph or the perspective over the next 1 to 2 years

Indeed, following the 2015 
bubble and a strong rally 

during 2016 and 2017, the 
Shanghai Composite made a 
lower high early this year on 
our long term oscillator series 
(lower rectangle). These confi-
gurations, with a succession of 
two (sometimes three) lower 
tops usually signal substantial 
weakness ahead. Our I Impul-
sive targets to the downside 
(right-hand scale) are pointing 
to further downside towar-
ds the lower 2’000s levels, 
possibly even below 2’000, 
towards 1’300 over the next 
1 to 2 years. In the meantime, 

both oscillator series (lower and upper rectangles) are indicating that intermediate support could be found into early / the 
Spring of 2019, and that the Shanghai Composite could then bounce into mid-year, perhaps the Summer. Nevertheless, a 
negative situation over the next few months, with strong downside risk.



S&P500 Index
Bi-monthly graph or the perspective over the next 1 to 2 years

The reversal to the down-
side on the S&P500 In-

dex is at an earlier stage. 
Yet, both our oscillator series 
(lower and upper rectangles) 
are suggesting that major 
tops may have just been 
made. Indeed, our automatic 
messaging has indeed iden-
tified a “High Risk” situation, 
and this configuration usual-
ly implies 12 and 18 mon-
ths of consolidation to the 
downside. Upside potential 
is limited (our I Impulsive tar-
gets to the upside had been 
reached and surpassed; 

right-hand scale), while our C Corrective potential to the downside is pointing towards the 2’340 – 1’990 range. This is 
still 12 to 25% lower than today. These levels may be reached towards late 2019, early 2020. In the meantime, on our 
medium term oscillators (upper rectangle) would also suggest a Spring bounce, probably from mid Q1.

MSCI China
Bi-monthly graph or the perspective over the next 1 to 2 years

The MSCI China Index 
widely outperformed 

the Shanghai Composite 
between 2015 and 2017, 
mostly thanks to its inclusion 
of high growth stocks 
such as the BATs (Baidu, 
Alibaba, Tecent). Yet, its 
strong progression during 
2016 and 2017 was halted 
abruptly earlier this year. 
The sequences we show on 
both oscillator series (lower 
and upper rectangles) would 
suggest that the current 
move down could continue 
towards mid/late Q1. 
Following a Spring bounce, 

further retests to the downside could then materialize towards late 2019, early 2020. Targets for this 2019/2020 
correction would point towards our C Corrective support to the downside in the mid 60s, some 15 to 20% below current 
levels (right-hand scale).

16 17



S&P500 Index vs All Country World Index
Weekly graph or the perspective over the next 2 to 4 quarters

We now attempt to 
assess possible out- or 

underperformance by US or 
Chinese Equity markets vs 
the All Country World Index. 
All three indexes on this 
page are denominated in US 
Dollars. We first look at the 
ratio of the S&P500 Index vs 
the All Country World Index 
and its the uptrend is already 
quite advanced. Indeed, our 
I Impulsive targets to the 
upside (right-hand scale) have 
pretty much been achieved, 
while our envelopes (middle 
rectangle) are touching each 
other (a sign of exaggeration), 

and both oscillators series (lower and upper rectangles) recently made important intermediate tops. That said, going 
forward, this uptrend still seems resilient for now, and before year-end, our medium oscillators (upper rectangles) could 
also find a new support point. Hence, we expect the S&P500 to continue to outperform the All Country World Index, 
probably between now and late Q1 in first instance, possibly even into mid next year / the Summer according to both 
our oscillator series.

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

The MSCI China on the 
other hand is in a strong 

downtrend vs the All Country 
World Index. In early October, 
the ratio even dipped below 
our C Corrective targets to the 
downside (right-hand scale), 
thereby opening the door to 
our much lower I Impulsive 
targets to the downside, 
some 20% to 35% lower 
than today. These could be 
achieved over the next 12 
months. Our medium term 
oscillators (upper rectangle) 
are suggesting that the recent 
October/November bounce 
is probably over and that the 

MSCI China could now start to underperform again, probably towards mid/late Q1. We then expect a further bounce 
during the Spring.
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USD vs Chinese Yuan
Weekly graph or the perspective over the next 2 to 4 quarters

The People’s Bank of China 
lowered the required re-

serve ratio on Chinese banks 
three times this year. This ea-
sing signal has contributed 
to the significant deprecia-
tion of the Yuan since April. 
Going forward, the US Dollar’s 
uptrend vs the Yuan is still un-
derway, and according to both 
our oscillator series (lower and 
upper rectangle), it should 
continue probably towards 
mid Q1 next year. Then fol-
lowing some retracement into 
the Spring, towards mid-year, 
the USD/CNY should stren-
gthen again into late next year. 

Our I impulsive to the upside suggest that the pair could reach above 7 quite soon, and then possibly into the 7.1 to 7.4 
range over the next 6 to 12 months.

USD vs Chinese Yuan
Daily graph or the perspective over the next 2 to 3 months

Shorter term, USD/CNY re-
cently corrected down fol-

lowing the Buenos Aires nego-
tiations. The uptrend is quite 
exhausted, yet we still expect 
it to resume higher again, pro-
bably towards January / Fe-
bruary next year on both our 
oscillator series (lower and 
upper rectangles). Risk/Reward 
is rather neutral according to 
both our target projections 
(right-hand scale), but could 
still justify a move towards 
the upper end of our I Impul-
sive targets to the upside, i.e. 
back towards 7, over the next 
couple of months. 



Commodity Currencies Basket vs US Dollar
Daily graph or the perspective over the next 2 to 3 months

Indeed, over the next couple 
of months, we expect the US 

Dollar to start strengthening 
again vs most currencies. This 
new leg up may be particularly 
strong vs Commodity related 
ones. This portfolio includes 
the main commodity curren-
cies (AUD, NZD, CAD, NOK, 
BRL, ZAR, RUB, CLP), which we 
have equal weighted vs the US 
Dollar. According to both our 
oscillator series (lower and up-
per rectangles), and following 
their weak bounce since ear-
ly September, we would now 
expect them to resume their 
downtrend, first into year-end 

and then probably into late January / February. On average, this move should retest the September lows, to the least.

EM Currencies - Commodity Exporting vs Importing countries
Weekly graph or the perspective over the next 2 to 4 quarters

Last month, we already 
showed this graph, compa-

ring the currencies of Commo-
dity producing emerging coun-
tries vs importing ones (equal 
weighted BRL, RUB and ZAR 
vs equal weighted KRW, INR, 
MXN). We believe the ratio is 
good indicator of Commodity 
prices going forward. Both 
our oscillator series (lower 
and upper rectangles) are 
now suggesting that it could 
start to weaken again, pro-
bably towards mid Q1 where 
it should find support. Fol-
lowing that, Commodity cur-
rencies could bounce during 

the Spring, but thereafter, probably resume down once more towards year-end 2019 and 2020. During the sell-off, last 
Summer, the ratio dipped below the support of its C Corrective targets to the downside (right-hand scale). It may move 
to retest below these levels once more over the next couple of months. Beyond that, and following the Spring bounce we 
expect, it may then start moving towards our I Impulsive targets to the downside, some 10 to 15% lower over the next 12 
to 18 months.
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Goldman Sachs Industrial Metals Index
Weekly graph or the perspective over the next 2 to 4 quarters

The price action of Indus-
trial Metals is very much 

liked to China. Indeed, Chi-
na accounts for most of their 
global demand. According to 
our long term oscillator series 
(lower rectangle), the 2016-
2017 reflationary uptrend 
was concluded early this year. 
Industrial Metals have since 
been consolidating. Our me-
dium term oscillators (upper 
rectangle) are now suggesting 
that this consolidation could 
soon resume lower, probably 
towards mid Q1 in first ins-
tance. This is in line with the 
timing we expect on Chinese 

equities. On the price target front (right-hand scale), Industrial Metals have reached our C Corrective targets to the down-
side. Any foray below these levels, would open the door to much lower targets over the next 12 to 18 months.

XME - SPDR S&P Metals & Mining ETF
Daily graph or the perspective over the next 2 to 3 months

The stock prices of US Me-
tals & Mining companies 

are also very sensitive to deve-
lopments in Chinese demand 
and the price of Industrial Me-
tals. For now, their downtrend 
is still in place and we believe 
that it could be getting ready 
to accelerate lower again on 
both our oscillators series 
(lower and upper rectangles).  
We would hence expect a 
new sell-off on the sector, 
probably between now and 
late January / February. Our 
I Impulsive targets to the 
downside are suggesting that 
the sector could lose another 

10 to 15% over the next couple of months.  
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Gold Spot (USD/oz)
Weekly graph or the perspective over the next 2 to 4 quarters

Gold has been bouncing over the last 
couple of months. Its correction 

up since August has taken advantage of 
periods of US Dollar and equity markets 
weakness, without suffering too much 
when the US Dollar has been strong. 
Yet, this counter-trend is still quite weak 
in comparison to Gold’s recent sell-off 
between April and August this year. Ac-
cording to both our oscillators series 
(lower and upper rectangles), Gold could 
now resume lower once again, probably 
towards mid Q1 at least. We believe that 
this weakness may coincide with the new 
leg up we expect on the US Dollar du-
ring the same period. On the target front 
(right-hand scale), strong support should 
be found towards the 1’140-1’130. Yet, 

below the levels, we see little support until Gold reached the 1’000 mark (I impulsive targets to the downside). The likely-hood of 
reaching such levels is probably low, yet our timing suggests a window of risk which is still open, and the risk/reward for now still 
seems quite disadvantageous, given that the downtrend probably still prevails. 

Agricultural Commodities
Weekly graph or the perspective over the next 2 to 4 quarters

We find further confirmation of 
potential commodity weakness 

ahead by considering Agricultural Com-
modities. The portfolio we show here is 
weighted according to the weightings of 
the Reuters Commodity Price Futures In-
dex. It includes the main soft and agricul-
tural commodities. The downtrend since 
2016 is probably getting close to exhaus-
tion (our I Impulsive targets to the down-
side has pretty much been achieved; 
right-hand scale). Yet, both our oscillator 
series (lower and upper rectangles) are 
still suggesting that is too early to enter 
the Agricultural commodity space yet. For 
now, we expect a further sell-off (along 
with other commodities) probably into 
mid/late Q1. Following that, Agricultural 

Commodities could bounce towards mid-year and perhaps into the Summer.

Concluding remarks

The current uncertainties around the Truce in US/China trade negotiations are weighting on equity markets and risk assets 
more generally. Our graphs suggest important risks ahead on US and Chinese equity markets, and over the next few months 

the S&P500 may move down towards the 2’500 – 2’350 range, while Chinese equity markets should retest down towards their 
October lows at least. Meanwhile, the US Dollar should resume higher vs most currencies. We expect USD/CNY to push higher, 
possibly above 7.0, while Commodity currencies take a new dive. This should also be the case for Commodities and related equi-
ties, which should also start to weaken again (including Gold), probably towards mid Q1, when we expect them to finally find 
support and start bouncing into the Spring.
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In the June 2018 issue of the Capital 
Observer, we wrote about how we 

look at and analyse 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.

The primary source of systemic 
liquidity is, of course, the 

aggregate stimulus provided by the 
leading global central banks (the 
Federal Reserve, European Central 
Bank, Bank of Japan, People’s Bank of 
China, and Swiss National Bank – CB5). 
Their aggregate balance sheets have 
been feeding economies and financial 
markets since late 2008 (see 1st graph 
on this page). However, flows from that 
source have been steadily declining 
since early this year, and will continue 
to fall as global central banks wind down 
their massive balance sheets acquired 
as response to the Great Financial Crisis 
of 2007-2008.

After the US Federal Reserve 
launched its Quantitative Easing 

programs in November 2008, major 
global central banks followed suit. The 
volume of the global bank reserves 
generated by those large-scale asset 
procurements were so large that for 
all intents and purposes those reserves 
have subsumed the global Monetary 
Base (MB) of the global central banks 
(CB5). The aggregate global Monetary 
Base has been credited with pushing 
up the valuation of equity and other 
asset markets around the world. We 
also credit the aggregate global MB 
for uplifting US and global growth. The 
positive impact has been the greatest 
on the US GDP and equity markets 
(see 2nd graph on this page).

The support from this source 
is however starting to dry up, 

generating speculations about just 
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how much downward adjustment 
growth and the price of risk assets 
will have to make in the wake of the 
smaller liquidity flows. The distributed 
lag between these flows and the 
maximum impact on growth and 
risk assets is circa 12 months, so the 
reduction of the global central banks’ 
aggregate balance sheet should start 
manifesting its effect in 2019 (see 2nd 
graph on this page).

As these central bank balance sheets 
have subsumed global Monetary 

Bases, these vectors have become 
important drivers of economic growth. 
And that is particularly true for the US. 

That aggregate global balance sheet 
works through linkages with growth in 
bank loans and investments (see 1st 
graph on next page). The US Federal 
Reserve, after all, accounts for one of 
the largest shares in the global balance 
sheets, an honour it shares with Japan. 

US GDP growth is very sensitive 
to the fluctuations of the flows 

of the Fed's Balance Sheet, Total 
Bank Reserves at the Fed, and Total 
US Deposits. And the growth of 
bank deposits (loans + investments = 
deposits, not the other way around), 
can be largely accounted for by the 
expansion or contraction of Federal 
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Reserve bank credit. The Fed's balance 
sheet and aggregate bank reserves at 
the Fed lead Total US Deposits (loans 
+ investment) by 2 months (see 1st 
graph on this page).

Providing ill portents, deposits have 
been plunging since November 

2017 – and the bill is expected to be 
due soon. Liquidity flows from these 
vectors have been leading changes in 
US growth by a quarter. And the sharp 
decline in the Fed’s balance sheet 
flows do not bode well for continued 
uptrend in US GDP growth (see 1st 
graph on this page).

Systemic liquidity's impact on 
financial markets

After the US Federal Reserve 
launched its Quantitative Easing 

programs, major global central banks 
followed suit. The volume of the global 
bank reserves generated by those large-
scale asset procurements were so large 
that for all intents and purposes those 
reserves have become the Monetary 
Base of the central banks of the US, the 
EU, Japan, China and the Switzerland 
(CB5). The aggregate balance sheet 
has therefore taken over the function 
normally ascribed to money supply 
aggregates. 

The aggregate global central bank 
balance sheet has been credited 

with pushing up the valuation of equity 
and other asset markets around the 
world. The impact of those aggregate 
global reserves on financial assets 
was, and still is, enormous. During the 
time global central banks were adding 
to their balance sheets, financial 
assets have become beholden to the 
flow of that global aggregate systemic 
liquidity. The prices of financial assets 
have risen as the flow of the aggregate 
Monetary Base rose, and opposite is 
also true. This is especially true of the 
US stock market and US bond markets 
(see 2nd graph on this page).

In the 2nd graph provided on this 
page, for 2018, the flows peaked in 

January, which coincided with the peak 
in the S&P 500 Composite, and in the 

10-year US Treasury Bond Yield. There 
was another peak in the liquidity flow 
being shown in August, this year, and 
indeed US equity markets peaked in 
late September. The distributed lag of 
the liquidity flows from this source is 

expected to bottom during Q1 2019. 
We therefore expect financial assets, 
especially equities, to make significant 
troughs at that time (see 2nd and 3rd 
graph above).
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A more detailed and high-frequency 
view of the relationship between 

the global central bank balance sheet 
and various US and global risk assets are 
shown in the last graph of the previous 
page. 

The aggregate balance sheet of the 
global central banks is the font of 

world-wide liquidity, but it is not the 
only source of fuel for economies and 
risk assets. As we will discuss further, 
liquidity support also comes from 
fiscal budgetary policy decisions.

Systemic liquidity from fiscal 
expenditures

We have been working on this 
thread for some time, as part 

of our long-term "scan" of systemic 
liquidity -- the very long-term variety. 
That's why were intrigued by the recent 
forecasts of the US Congressional 
Budget Office (CBO). The CBO laid in 
detail the dynamics that could lead 
to a growth slowdown as from late 
2018 to 2020 (see 1st graph on this 
page). Look closely into the CBO 
forecasts of government outlays and 
in discretionary spending, which are 
due to fall until 2020 (see 1st graph on 
this page).

What is especially relevant and 
telling in our opinion is the 

sharp decline in fiscal discretionary 
spending from H1 2018 to H1 2020 
(brown line on 1st graph on this page). 
And US growth, by late 2019, would be 
in just the right time for an inflection 
lower until mid-2020. 

Those details resonate with us 
because the changes in this data 

lead the changes in GDP and the 
changes in risk asset prices. A sharp 
fall in fiscal discretionary spending 
by 2019, along with the expiration of 
tax relief by late 2018, could lead to 
growth recession in 2020. That could 
bring down the price of risk assets (see 
2nd graph on this page).

Further monetary policy tightening in 
2019, following fiscal consolidation 

by late 2018, extending into 2019-2020, 

are scary prospects, as they would be 
happening at the same time. All of 
these are happening in a backdrop of 
falling support from dwindling global 
central bank balance sheets. 

The withdrawal of systemic liquidity 
from those policy actions will have 

adverse consequences on risk assets. 
Nonetheless, the immediate situation 
is not dire – we believe that 2019 will 
be show moderating growth (due to 
the systematic withdrawal of support 
from central banks’ (and the Fed’s) 
balance sheets). That should convince 
the FOMC to alter the monetary policy 
regime that they have pencilled in for 
2019 (four policy rate tightening). If 
the Fed takes this proactive view, this 
could provide substantial support for 
risk assets at some point next year. 

Aside from declining nominal 
amounts in the Federal Reserve’s 

balance sheet, fiscal policy remains 
supportive and is expected to do so 
until late 2019. The impact on macro 
data and financial risk assets should 
reflect that for a good part of next year 
(see graph on next page). 

Fiscal policy, through the procedural 
imperatives of the US Treasury, also 

contributes to systemic liquidity. These 
are inflows and outflows that often give 
rise to the high-frequency moves in risk 
assets and bond yields. The Treasury’s 
cash balances, for instance, have a 
great influence on the high-frequency 
turns of the US bond yields. The ebb 
and flow of those cash balances are 
highly seasonal, and yields usually front 
run the changes two weeks ahead. 
However, the effect from the expected 



higher cash balances in anticipation of 
rising cash demand for the holidays, and 
year-end corporate cash requirements, 
are not yet apparent, as we write. US 
Treasury yields have fallen instead. But 
it would be very unusual if we do not 
see a rise in yields soon when the actual 
balances started rising (see graph on 
this page). 

Also, support from the rest of 
the global balance sheet should 

continue, at least for 2019, especially 
from the European Central Bank, the 
Bank of Japan, and to a more limited 
extent, the Swiss National Bank. The 
Bank of Japan had just last week taken 
pains to assure global investors that QE 
in the form of purchases of risk asset 
ETFs, will continue with no significant 
modifications in the regime. 
 
Conclusion:

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 systemic. 
However, the ECB will end its purchases 
of financial assets in December 2018. 

We now also understand that this 
resource is winding down, and 

in fact, after a favourable uplift last July 
and August, the flows died down. The 
negative effects have manifested in the 
current turmoil in the stock and bond 
markets, and a likely decline in growth 
in Q4 2018.

Nonetheless, from mid Q1 2019, 
we consider that it may be a 

good time to come back in risk assets, 
specially at much lower levels. The 
risk of course is if the Fed follows 
through on its rate hike regime of 
many rate hikes next year. But it looks 
like the Fed will blink and Fed chair 
Jerome Powell will throw in the towel 
with regards to further rate hikes in 
2019. We deal with this volte-face in 
another article in this month’s Capital 
Observer issue and this is a theme 
which we will continue to update in 
The Capital Observer in 2019.
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As Liquidity contracts, Credit markets are showing signs of weakness
Receding Central Banks liquidity is hitting marginal demand for most risk assets. This is especially true in Credit Markets where, since 
the beginning of the year, the combined effects of US Quantitative Tightening, European Tapering and rising interest rates have gradually 
started to have a negative impact. In this article, we review a selection of credit spreads ranging for corporate, high yield or sovereign 
spreads in different regions, highlighting the fact that the deterioration is widespread and that it is still accelerating.

Investment Grade USD Corporate Bonds / Aaa - A Rated USD Corporate Bonds
Weekly graph or the perspective over the next 2 to 4 quarters

This graph compares US Investment 
Grade (LQD TEF) vs AAA-A rated USD 

Corporate Bonds (QLTA ETF). Following a 
rapid rerating in 2016, Investment Grade 
stalled during 2017, and since the beginning 
of the year has started to resume lower vs 
higher quality issuers. The problem we 
highlight here is probably both structural 
and cyclical. Indeed, over the last few years, 
as investors were chasing yields, the pro-
portion of lower quality issuers has widely 
increased in the Investment Grade space. 
As of today, circa 70% of US Investment 
Grade is BBB. Historically, this is a record. 
It highlights a quality issue and the risk of 
substantial downgrades to junk if the de-
terioration in Credit markets should start 
to accelerate. In this fragile context, the 

current tightening cycle is starting to take its toll and spreads have started to widen again since earlier this year (the ratio has been falling). 
Going forward, both our oscillator series are suggesting that this downtrend could continue over the next few months, probably into late 
Q1 and perhaps even Q2 next year in first instance. From a price targets perspective, the ratio is currently working through the support of 
our C Corrective targets to the downside (right-hand scale). If these were to break, the next level of targets would probably lead the ratio 
back to its 2016 lows.

Euro Investment Grade Corporate Bonds vs German Bunds
Weekly graph or the perspectives over the next 2 to 4 quarters

In Europe, we compare the Amundi Euro Corpo-
rate Bond ETF with the 5 to 10 years German 

Bunds Index. The ratio saw a strong uptrend du-
ring 2016 and 2017 as the 2016 global rerating 
story was prolonged by the European recoupling 
theme in 2017. Yet, since the beginning of the 
year, many European economic indicators have 
started to weaken again, and the ratio has re-
versed down. Both our oscillator series (lower 
and upper rectangles) are now suggesting fur-
ther downside potential ahead, first into mid 
Q1, and then following a Spring bounce, pro-
bably towards late 2019 and 2020. On the price 
targets front (right-hand scale), the ratio is close 
to breaking through the support of its C Correc-
tive targets to the downside. Below these, it pro-
bably continues lower and could retrace most of 
its 2016-2017 uptrend over the next 12 to 18 
months.
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High Yield USD Corporate Bond ETF vs 5 Years Treasury Notes Futures 
(Dec)
Daily graph or the perspective over the next 2 to 3 months

US High Yield remained 
very resilient throughout 

the year vs High Quality Bonds 
(we are comparing the US High 
Yield HYG ETF and the 5Y US 
Treasury Note Future, which 
have similar duration). Yet, the 
ratio now seems to have top-
ped out along with equities 
and most risk assets, and since 
early October, the sell-off has 
been brutal. Indeed, in ear-
ly October, the ratio reached 
a “High Risk” situation on our 
long term oscillators (lower rec-
tangle). These situations usually 
trigger 2 to 3 months of consoli-
dation to the downside at least. 

The sequence we show on our medium oscillators (upper rectangle) suggests a further leg down into early/mid January, 
and then probably further downside retests into February/March. This is what is also suggested by our Automatic Mes-
saging which forecasts a low towards the 20th of February (lower rectangle; right-hand side). On the target front, the move 
down is now impulsive (right-hand scale) and could drop a few more percentage points at least over the next couple of 
months.

High Yield Euro Corporate Bonds vs Euro Investment Grade Corporate 
Bonds
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe, High Yield started to 
deteriorate earlier this year. 

In this graph, we compare the 
iShare Euro High Yield ETF with 
the Euro Corporate Bond ETF 
from Amundi. Both oscillator 
series (lower and upper rec-
tangles) are showing a series 
of lower tops. These situa-
tions usually confirm that the 
current downtrend probably 
continues to accelerate. In 
first instance, we expect in-
termediate lows towards mid/
late Q1 next year. Yet, fol-
lowing a Spring bounce, a new 
move down should probably 
materialize during H2 2019. 

Prices targets are already pointing to our I Impulsive targets to the downside (right-hand scale), indicating that High Yield 
could underperform by a further 3 to 6% over the next 12 months. This would imply a full retracement of the 2016-2017 
reflationary/recoupling uptrend.
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USD Emerging Markets Sovereign Debt / 7-10 years US Treasury Bonds
Weekly graph or the perspective over the next 2 to 4 quarters

Emerging Markets Soverei-
gn Spreads have also been 

widening since the beginning 
of the year (the ratio we use 
here compares the Emerging 
Markets Sovereign ETF – PCY, 
with the Treasury ETF – IEF).  
Following a strong sell off du-
ring the Spring, EM Sovereigns 
stabilized during the Summer. 
Since late September, they 
have been resuming lower, and 
both our oscillator series (lower 
and upper rectangles) are sug-
gesting that the ratio now pro-
bably continues lower towar-
ds mid/late Q1. The support of 
our C Corrective targets to the 

downside (right-hand scale) has just been broken, the ratio could now extend lower by another 5 to 10% over the next 12 
months. Here also, we would expect a Spring bounce, but then probably further downside during H2 2019.

Euro Sovereign Bonds vs German Bunds
Daily graph or the perspective over the next 2 to 3 months

In the EuroZone, we com-
pare a broad Sovereign ETF 

vs a German Bund Index with 
similar duration. The ratio al-
lows us to capture the deve-
lopment of Sovereign Credit 
Spreads within the EuroZone. 
Since late October, it has ente-
red a weak bounce and both 
our oscillator series (lower and 
upper rectangles). These are 
now suggesting that the ratio 
should soon start to resume 
lower again, broadly following 
the path of other risk assets. 
This move lower could first 
last into early/mid January, 
and then possibly retest lower 

towards February. At least, this is what our Automatic messaging is pointing to, i.e. towards the 19th of February (lower 
rectangle; right-hand side). Our I impulsive targets to the downside (right-hand scale) suggest another 2 to 3% of potential 
to the downside, which would imply a retest below the levels reached in May when the Italian/EU Commission crisis 
reached its initial climax.
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Italy 10 years - Germany 10 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months 

We now focus specifically 
on Italy and on the 10 

Years Italy minus German Bund 
Sovereign Spread. Since late 
October, the spread has ente-
red a consolidation pattern at 
high levels. According to both 
our oscillator series (lower and 
upper rectangles), we now ex-
pect it to resume its uptrend 
first into early January and 
then possibly into February/
March. Our I Impulsive targets 
to the upside are suggesting 
that a retest of highs is possible 
(right-hand scale) and that the 
spread could even reach up 
towards 350 basis points over 

the next few months, or its highest level since 2012.

Turkey 5 Years - Germany 5 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

Interestingly, other Sovereign 
Credit spread are also poin-

ting to a period of widening 
over the next 1 to 2 months. 
The Turkey to German Bund 
5 years spread for example, 
has come down quite nicely 
since it peaked late August. 
Yet, both our oscillator series 
(lower and upper rectangles) 
are suggesting that it is cur-
rently reaching an interme-
diate low. A bounce lasting 
between 1 to 2 months could 
now materialize. This is simi-
lar to what we expect on other 
Credit Spreads. It is another 
element that highlights the 

broader credit/liquidity tightening we expect into January at least, and probably towards February/March. We may not 
expect new highs on this spread as both the price targets we show are now heading lower (right-hand scale), yet given its 
volatility, a nice bounce is possible.
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Brazil 10 years Benchmark Bond Yield - US 10 years Benchmark Bond 
Yield
Daily graph or the perspective over the next 2 to 3 months

Similarly, the sovereign spread 
between Brazil and US 10 

Years government bonds has 
come down quite aggressively 
since early September, or since 
Jair Bolsonaro started to appear 
as the uncontested frontrun-
ner for the October Presidential 
race. Mid Summer also saw an 
intermediate top of the US Dol-
lar. This also helped ease the 
upside pressure on the spread. 
Going forward, we believe that 
an important intermediate low is 
approaching on both our oscilla-
tor series (lower and upper rec-
tangles). We would now expect 
the spread to correct up over 

the next one to two months. Interestingly, the USD/BRL exchange rate could also come back with a vengeance during this 
period. As mentioned on page 20 of this issue, our scenario is that the US Dollar could strengthen quite substantially vs most 
Commodity currencies over the next couple of months. This could indeed put renewed upside pressure on Brazilian Sove-
reign spreads vs US Treasuries.

Russia 10 years Benchmark Bond Yield - US 10 years Benchmark Bond 
Yield
Daily graph or the perspective over the next 2 to 3 months

Russia in our view offers ano-
ther interesting example 

of a sovereign credit spread, 
which could widen once again 
over the next couple of mon-
ths. Indeed, both our oscilla-
tors series (lower and upper 
rectangles) are suggesting 
that the 10 Years Russia to 
US spread should resume its 
uptrend, first into January and 
then probably into Februa-
ry / March. Our I Impulsive 
target to the upside (right-
hand scale) are pointing to 
new highs during this period, 
probably towards 650 basis 
points and above. This graph is 

very similar to the USD/RUB exchange rate, which we also see accelerating up into mid Q1. Indeed, we expect negative fee-
dback loops from this renewed USD strength to have a direct impact the Russia to US sovereign spread, thereby contributing 
to its widening over the next couple of months.
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GBP Corporate Bonds/ Notional UK Gilt Futures (Dec)
Weekly graph or the perspective over the next 2 to 4 quarters

Considering another impor-
tant risk which could spark 

a widening of credit spreads, 
we now focus on the UK. As we 
write, the Parliamentary vote 
on the negotiated Brexit deal 
has been postponed. Never-
theless, Corporate spreads in 
the UK have already deterio-
rated quite substantially since 
the initial Brexit vote in June 
2016. The ratio we consider 
here compares UK Corporate 
Bonds with UK Gilts. On both 
oscillator series (lower and 
upper rectangles), we expect 
it to continue to weaken over 
the next few months, pro-

bably into mid Q1. Our I Impulsive targets to the downside (right-hand scale) suggest that the move could still accelerate 
lower by another 3% during this period. What our indicators seem to be suggesting is that more trouble probably lies 
ahead for the UK and the Brexit process.

USD 3 month LIBOR fixing - US 3 Months Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

Remember when Libor 
spreads shot up earlier this 

year. The new US corporate 
tax deal was leading many cor-
porates to repatriate funds to 
the US, sucking up liquidity for 
USD funding abroad. As often 
towards the end of the year, 
a new USD liquidity squeeze is 
currently underway. According 
to both our oscillator series 
(lower and upper rectangles), 
we expect it to continue into 
early next year, first towards 
mid/late January, and perhaps 
into late Q1. This is shown on 
this graph, which compares 
the 3 months USD Libor rate to 
the short term Federal Funds 
Rates. This US Dollar funding 

stress may contribute to the stronger US Dollar we expect over the next couple of months, as well as to the general upside 
pressure we foresee throughout this article on Corporate and Sovereign spreads worldwide.
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US Financials vs the S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

As we have seen throughout this article, 
we expect Credit markets to deteriorate 

once again over the next couple of months. 
In another article in this issue of The Capital 
Observer, we also forecast that the US yield 
curve should resume its flattening, probably 
between now into mid Q1 next year. Both 
trends should hit the Financials sector’s pro-
fitability in the near term. In this graph, we 
compare the S&P US Financials sector to 
the S&P500 Index. Both our oscillator series 
(lower and upper rectangles) are pointing to 
further underperformance for the sector 
towards mid, perhaps late Q1. By then, the 
ratio will probably go and retest the lower 
end of our C Corrective targets to the down-
side (right-hand scale). If these were to 
break, a full retracement of the 2016-2017 

uptrend may then be envisaged, probably over the next 12 months. We hence remain very prudent for now on the US Financials 
sector.

European Banks vs the Europe Stoxx 600 Index
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe, the Banking sector has widely 
underperformed the Europe Stoxx 600 In-

dex this year. Going forward, our medium 
term oscillators (upper rectangle) are sug-
gesting further underperformance towards 
mid Q1. This is similar to what we expect 
of many other cyclical or high beta sectors, 
and confirms that the current risk asset cor-
rection probably continues towards mid Q1 
at least. Our long term oscillators (lower rec-
tangle) are even more negative. They indicate 
that European banks could continue to un-
derperform as far as next Summer. For now, 
we would hence remain prudent on the Eu-
ropean Banking sector, probably until mid 
Q1 at least. The risk we foresee is still quite 
compelling as according to our I Impulsive 
targets to the downside (right-hand scale), 
European banks could still underperform 

the market by a further 7 to possibly 20% over the next few quarters.

Concluding remarks

While Central Bank Liquidity continues to contract, Credit markets should suffer again over the next few months. Corporate 
spreads were the first ones to move. Indeed, since early October they have followed risk assets in their correction, and have 

started to accelerate up again. Sovereign spreads on the other hand, have retraced quite substantially over the last three months. We 
now expect them to resynch with other Credit Spreads and also start to widen again. A new leg up in the US Dollar may be the main 
factor behind this trend. Hence, going forward, we would continue to reduce exposure to Credit, probably into mid/late Q1 at least. 
We would also avoid Financials and the Banking sector, which will probably continue to underperform during this period.
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Two weeks ago, Fed chair Jerome 
Powell walked back from his 

statement on early October that 
monetary policy is a “long way from 
neutral” to “just below neutral” On 
October 23 – all in less than 30 days, 
and accomplished without any actual 
adjustment of monetary policy. It 
was an amazing, and at the same 
time, an embarrassing volte-face for 
Mr. Powell, who crashed the stock 
markets will his ill-considered remarks 
in open Question and Answer session. 
The financial markets are still suffering 
from the severe market declines that 
followed his almost cavalier remarks. 

Now, Mr. Powell probably regrets 
his early October remarks and is 

probably walking back those remarks 
by saying policy is now at almost neutral 
levels. Just what does that mean? The 
neutral rate, it is held, is one that is 
consistent with stable prices and a 
balanced economy. What is required is 
Fed policy makers successfully targeting 
the federal funds rate towards the 
neutral interest rate (R*), (see 1st chart 
on this page).

The widely held belief by central 
bankers and many economists is 

that by means of suitable monetary 
policies, the US Federal Reserve can 
navigate the economy towards a 
growth path of economic stability 
and prosperity. The key ingredient 
in achieving this is price stability. 
Most experts are of the view that 
what prevent the attainment of price 
stability are the fluctuations of the 
federal funds rate around the neutral 
rate of interest (see 2nd chart on this 
page). According to this thinking, which 
originated with Swedish economist 
Knot Wicksell in the late 19th century, 
there is a certain rate of interest on 
loans, which is neutral in respect to 
commodity prices, and tend neither 
to raise nor to lower them. Hence, the 
term “neutral rate”.

34 /  The Fed walks back on it aggressive monetary policy stance: 
December hike is on, but 2019 may see slower tightening pace
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In this concept, the main source of 
economic instability is the variance 

between the money market interest 
rate and the neutral rate.

If the money market rate falls below 
the neutral rate, investment will 

exceed saving, implying that aggregate 
demand will be greater than aggregate 
supply. Assuming that the excess 
demand is financed by the expansion 
in bank loans, this leads to the creation 
of new money, which in turn pushes the 
general level of prices up.

Conversely, if the money market 
rate increases above the neutral 

rate, savings will exceed investment, 

aggregate supply will exceed aggregate 
demand, bank loans and the stock of 
money will contract, and prices will fall. 
Hence, whenever the money market 
rate is in line with the neutral rate, the 
economy is in a state of equilibrium 
and there are neither upward nor 
downward pressures on the price level.

That is why, according to the 
proponents of this concept, it 

is desirable to bring central bank 
monetary policy in line the level of the 
neutral interest rate. Proponents of this 
concept say that to establish whether 
monetary policy is tight or loose, one 
also needs to compare money market 
interest rates with the neutral rate. 



data have shown the housing market 
slowing, job gains are cooling, and 
inflation giving no signs of rising above 
the Fed's 2-percent target. Indeed, 
there are plenty of reasons for hinting 
at a slowdown in monetary policy in 
2019, starting with a pause in March. 
Nonetheless, the market continues to 
bet on a Fed rate hike in two weeks, 
when policymakers will next meet and, 
importantly, release fresh forecasts for 
the rate path for next year and beyond. 
However, even a December rate hike is 
not a given anymore. The market, based 
on Federal Funds futures, has lowered 
the implied probability of a rate hike 
in December to 69% as of the market 
close on Thursday, falling as low as 60% 
at the lowest point of the market sell-
off.
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Not all FOMC members have been 
hawkish in their outlooks.  St. 

Louis Federal Reserve bank president 
James Bullard repeated his call for 
the Fed to pause its current cycle 
of interest rate increases, saying 
the central bank may already be 
restricting the economy and noting 
that inflation expectations are drifting 
downward. Mr. Bullard, who next 
year, will be a voting member on the 
Fed's policy-setting committee said 
that with inflation contained and at 
no risk of breaking out, investors are 
nervous the Fed has gone too far. 
Recent market developments and an 
expected further interest-rate increase 
means there is a "real risk" the Treasury 
market yield curve could invert this 
month, according to Mr. Bullard. If 
the FOMC does slow its tightening 
scheduled next year, it will be a 

Thus, if the market interest rate is 
above the neutral rate, then the policy 
stance is tight. Conversely, if the 
market rate is below the neutral rate, 
then the policy stance is loose.

There are many detractors of this 
concept, who point out that as 

presented by mainstream economics, 
it does not originate from the facts of 
reality but rather from the imaginary 
construction of economists. None of the 
figures that underpin the intersection 
of supply and demand curves (which 
determines *R) originate from the real 
world; they are purely imaginary. Yet, 
economists heatedly debate the various 
properties of these unseen (even 
unreal) curves and their implications 
regarding government and central bank 
policies.

Nonetheless, the Federal Reserve 
uses the construct to determine 

whether monetary policy is, indeed, 
relatively loose or not. And now Mr. 
Powell is invoking this concept to claw 
back some of the overt hawkishness 
that he and other FOMC members 
have been espousing just a few weeks 
ago. 

It began with Fed Chair Jerome Powell 
telling Dallas Fed chief Robert Kaplan in 

an on-stage interview that policymakers 
may need to "slow down" amid growing 
uncertainty, just as someone feeling 
their way through a dark room filled 
with furniture would need to do. Then 
last week, in minutes of the Fed's 
November meeting, policymakers 
were clear they are preparing to ditch 
a longstanding promise for "further 
gradual increases" to the Fed's policy 
rate. As of just a few months ago, 
Fed policymakers had indicated they 
would probably increase interest 
rates three times in 2019. This is a 
remarkable transformation in the 
outlook of the Fed chief and of the 
FOMC. 

So we ask: just what economic 
indicators have been seen by 

Mr. Powell to make him do this 
embarrassing climb-down? Recent 



tremendous validation of Mr. Bullard’s 
long battle to significantly slow the pace 
of the rise of policy rates (see first chart 
on this page).

Fed hawks have long contended that 
financial stability risks call for further 

rate hikes to tamp down dangerous risk-
taking. Also, stopping after just one or 
two more rate hikes, when rates would 
be at most between 2.5 percent and 
2.75 percent, would make the Fed's 
job harder by giving it less leeway to 
cut rates to offset any future downturn. 
Moreover, with unemployment at 
3.7 percent, some economists think 
upward pressure on inflation is only a 
matter of time. 

Average hourly earnings increased 
3.2% year-over-year last month. 

Obviously, once again that was the 
highest increase in almost a decade. 
Other than October, the last time BLS 
data counted 3% hourly wages was 
May 2009. The 6-month average for the 
volatile series is pressed right up against 
3%. 

These numbers seem impressively 
supportive of the hawkish case, 

but they are not. The only way 3% is 
good is if the labor market is on its way 
to more normal 4%, or, which would 
be consistent with a labor shortage of 
the sort that has been described over 
the last year or so, 5%. Just passing 3% 
while the unemployment rate has itself 
been 3.7% for three straight months 
is, indeed, remarkably unremarkable. 
The wage growth was the rationale du 
jour only a few weeks ago for espousing 
tighter policy. But the markets and even 
the media don't really care as much 
about this one data point as they used 
to, in the light of the perceived slow-
down of the US economy. 

The new market meme and 
focus, which is scaring the 

wits of everyone, is yield curve 
inversion. Because of inversion, 
many investors are now forced to 
confront another interpretation 
of the economy. Inversion of the 
yield curve has been consistently a 
harbinger of an economic recession. 

Historically speaking, however, an 
inversion of the yield curve does 
not “immediately” coincide with 
a recessionary onset, and the lag 
between inversion and recession has 
been from 15 months to 28 months. 

In fact, some of the best equity 
market bull phases in history have 

taken place during an inversion of 
the yield curve.  And this is why it 
happens: the relentless flattening 
of the yield curve is caused by the 
pressure exerted on the front end by 
the Fed tightening regime – the faster 
the pace of the tightening, the steeper 
the flattening of the yield curve. The 
Fed tightens the most when economic 
growth grows too quickly for their 
comfort. But these are the conditions 
that are conducive to significant 
upmoves in the equity markets (see 
2nd chart in this page).

Also, a surge in U.S. short-dated 
debt issuance has altered the 

dynamics of the Treasury market 
and has certainly will help speed up 
the inversion of the yield curve. As 
the Trump administration ramps up 
debt sales to cover a budget deficit 
projected to hit $1 trillion next year, it 
has crowded the front of the yield curve 
with far more new bonds than the back 
end. The U.S. Treasury Department has 
increased supply of two-year notes by 
$82 billion since February, far exceeding 
$22 billion in 10-year notes it issued 
over the same time frame. That serves 
to pressure front-end rates, compressed 
the spread between the 3yr and 10 yr 
yields, which had contributed to the 
significant flattening of the yield curve. 
That also means that a recession being 
signaled by a yield inversion may occur 
significantly farther off than the usual 
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15 to 28 month time lag (see 1st chart 
on this page).

In reality, the yield curve’s current 
slope itself does not yet present a 

threat to the U.S. economy, but it 
does reflect investor expectations 
about Federal Reserve actions and 
about the durability of the U.S. current 
economic expansion. While the curve 
is not inverted as yet, the trend of 
the spread maybe warning from the 
bond market that the Fed’s tightening 
regime may indeed be starting to 
constrict the economy and may lead 
to a halt to the expansion. 

The market fears are well-founded: 
there have been absolutely ZERO 

times in history that the Federal 
Reserve has begun an interest-rate 
hiking campaign that has not eventually 
led to a negative outcome. Simply put, 
every Fed tightening in history has 
ended with a recession. And there is 
no rationale to believe that it will be 
different this time around. The only 
detail yet to be resolved is when will 
the recession take place, and for how 
long? Most likely however, a recession 
following an inversion of the yield curve 
this time around could take longer to 
manifest than the historical that we 
have seen in the past several decades. 

Summary:

We believe that the Fed will still 
raise rates in December, but the 

central bank will modify the rate hike 
regimen over the next two years that 
was previously set forth by the SEP 
Dots (see 2nd chart on this page). The 
market has now increased the odds to 
80% that the Federal Funds rate will 
be at 2.75% or below by the end of 
2019. That means most likely just two 
rate hikes left. Looking at the market's 
expectations for monetary tightening 
another way, Eurodollar futures suggest 
just 16 basis points of tightening for all 
of 2019 (see 2nd chart on this page). 

These are evolving numbers, but 
the data highlight the change 

that is occurring with regards to the 

Fed’s policy outlook in the medium-
term. The Fed could end up modifying 
the monetary policy path to more 
moderate slopes. That should give 
heart to investors currently being 
battered by crisis of confidence on the 
Federal Reserve. That means 2019 is 
far from a lost cause, and in fact could 
see a sharp positive move for risk assets 
after mid Q1.
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The Yield curve is still flattening, the scope is limited, yet it may still extend lower 
into mid Q1
Since the risk asset correction began in early October, yield curve spreads have been contracting again. This flattening accelerated last 
week as the hopes about the US – China Trade Truce started to dissipate. Indeed, as mentioned in the last few issues of The Capital Obser-
ver, for now, the short end of the curve is still being driven up by the FED, while on the other hand, the long end has started to roll-over, 
being pushed down by Flight to Safety flows as risk assets correct. In this article, we review yields and yield curve spreads across the US 
and European curves, and assess the scope for further flattening potential going forward, as well as its incidence on the performance of 
various equity profiles such as Growth, Value or Defensives.

Usa Swap Rate 10 Years - Usa Swap Rate 2 Years
Bi-monthly graph or the perspective over the next 1 to 2 years

According to this long term graph of the 
US 10 Years – 2 Years Interest Rate Swap 

yield curve spread, the US yield curve is on 
the verge of inverting. Our I Impulsive tar-
gets to the downside (right-hand scale) would 
even suggest that the spread may still have 
plenty of scope to dip into negative territo-
ry (target range between -20 and -110 basis 
points). That said, the timing is getting tight, 
the spread has been flattening for almost ten 
years and both our oscillator series (lower and 
upper rectangles) are now suggesting that our 
downtrend models should soon be coming to 
an end. So yes, we do expect some inversion 
over the next couple of months, and the yield 
curve spread may then dip into negative ter-
ritory. Yet, this move could be short lived as 
the curve should start to stabilize during the 

first half of 2019 and then probably even steepen at some point during 2019. This would probably imply a strong downward revision in the 
prospects for short term rates next year, and probably also, at some point, renewed upside pressure on long term rates, perhaps a bit of both. 
We attempt to understand how over the following pages. 

Flight to Safety portfolio simulation
Weekly graph or the perspective over the next 2 to 4 quarters

Yet, before we go into the various yield curve 
spreads, we first want to simulate what 

we believe is driving the long end of the yield 
curve to correct, namely Flight to Safety flows. 
This portfolio benchmarks an equal weighted 
selection of Sovereign and Corporate Credit 
Instruments as well as Equities vs 10 years US 
and European Treasuries. The resultant pretty 
much matches the path of global risk assets 
since the beginning of the year. According to 
our long term oscillators (lower rectangle), the 
2016-2017 reflationary Bull market probably 
ended in January this year. Our medium term 
oscillators (lower rectangle) are now pointing to 
further weakness over the next couple of mon-
ths (until mid Q1), and then to the possibility 
of a bounce into the Spring, possibly holding 
up into the Summer. For now, the downtrend 

is still in its early stages as it has held above our C Corrective targets to the downside (right-hand scale). Bottom line, we expect the current 
deleveraging spree to continue probably towards late January / February, where risk asset should find support, before a strong move up 
materializes into late Q2 at least. 
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US 30 years - US 10 years Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

Interestingly, the long end of 
the US yield curve (30years 

minus 10 years) is already 
steepening. It started to turn 
up in July this year and has 
since been rising steadily.  In-
deed, 30 years US treasury 
yields have been accelerating 
up more rapidly than 10Y yields 
since the Summer. We believe 
this reflects the current late 
cycle environment and related 
late cycle inflationary pres-
sures. This spread on longer 
term yields is also less impac-
ted by current developments in 
the Fed Fund Rate. Indeed, as 
the US 30 Years is less liquid, it 

is seeing less impact from the current deleveraging and related Flight to Safety flows. That said, both our oscillators series 
(lower and upper rectangles) are suggesting that some retracement could materialize as we move towards year-end and 
Q1, yet that thereafter, from late Q1, the spread could widen again (i.e. this long term end of the yield curve should 
steepen again), probably into late next Spring / early Summer. This is something to bear in mind once risk assets manage 
to find support probably towards mid/late Q1.

US 10 years - US 3 years Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

Moving to the middle sec-
tion of the US curve (10 

Years minus 3 Years), we can 
now start to observe Flight to 
safety in action. The spread has 
already come down quite subs-
tantially since early 2017, while 
our long term oscillators (lower 
rectangle) may be approaching 
an important low), our me-
dium term oscillators (upper 
rectangle) would indicate one 
last flattening move into mid 
Q1. From a price targets pers-
pective (right-hand scale), the 
potential to the downside on 
the spread is pretty much ex-
hausted, so that we expect a 

last continuation trade lower, and perhaps, briefly some inversion, before the spread starts to rise again, probably into 
next Summer. This schedule going forward pretty matches our conclusion on the first graph in this article (long term bi-mon-
thly graph on the USD 10 years minus the 2 years Interest Rate Swap). Again, we believe it highlights further deleveraging 
and Flight to safety flows into mid Q1, before risk assets start to bounce into the Spring and long term yields with them.
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US 3 years - US 3 months Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

Now looking at the short 
term end of the US yield 

curve, namely to the 3 years 
minus 3 months treasury yields 
spread, Flight to Safety then 
becomes much more apparent. 
Indeed, we can note that the 
2 to 5 years section of the US 
yield curve is the most liquid 
one, and that it is probably 
be the main recipient of flows 
out of risk assets. We can also 
notice, that this spread has 
followed all reflationary/dis-in-
flationary  periods over the 
last three years, and especially 
since the beginning of this year 
has been been very well syn-

chronized with the path of risk assets (as we already pointed out in our early September issue of The Capital Observer). 
Going forward, we are expecting further downside pressure on the spread on both our oscillator series (lower and upper 
rectangles), probably into mid/late Q1, and then, as with other spreads mentioned above, we expect a bounce into the 
Spring, probably towards mid year, and perhaps the Summer. On the price targets front, we are currently making new 
lows. Over the next few months, the spread may contract by another 20-30 basis points, or to not far from zero.

US 10 years - US 3 months Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

The last retest down we ex-
pect into mid Q1 is also quite 
clear, when comparing the 
US 10 years spread minus the 
3 months. Indeed, while our 
long term oscillators (lower 
rectangle) are suggesting a low 
this month, our medium term 
oscillators (upper rectangle) 
are telling us that the spread 
could now resume lower, pro-
bably until mid/late Q1.   On 
the price targets front (right-
hand scale), our I Impulsive tar-
gets tot he downside are poin-
ting to another 20 to 30 basis 
points of flattening potential, 
or the 20 to 30 basis points we 

expect on the 3Y-3M spread, plus a marginal additional downside move on the 10Y-3Y spread (as mentioned in both 
previous graphs).
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US 10 years - US 3 months Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

On the Daily graph of the 
10 Years minus 3 Months 

spread, the Flight to safety 
acceleration is very clear. It 
started early October, and 
both our oscillator series 
(lower and upper rectangles) 
are now suggesting  that it 
should continue lower, first 
into early/mid January, and 
then probably once again into 
February / March. Our Impul-
sive targets to the downside 
have pretty much been achie-
ved (right-hand scale), yet as 
mentioned above, our Weekly 
graph is suggesting slightly 
more downside potential into 
Q1.

US 10 years Benchmark Bond Yield
Weekly graph over the next 2 to 4 quarters

So how to these develop-
ments on the yield curve 

translate into the price action 
of the US 10 Years benchmark 
Treasury yield. Well, conside-
ring that the Fed Funds rate-
rates could still rise by ano-
ther 25 basis points (one last 
hike in December), yet, that 
the 3 months has probably 
already anticipated this move, 
and that the 10 Years minus 3 
months curve could flatten by 
a further 20 to 30 basis points 
(as we assessed above), the 
10 Years Treasury yield would 
also need to fall by another 
20 to 30 basis points to match 

these projections. This is pretty much the scenario we have been pointing to over the least few issues of The Capital Obser-
ver. Indeed, both our oscillator series have recently confirmed important intermediate top (lower and upper rectangles), and 
we now expect the US 10 Year Treasury yield to correct down into mid/late Q1. On the price targets front, our C Corrective 
targets to the downside (not shown yet) would calculate towards the 2.6% – 2.2% range (0.5 to 0.8 our historical volatility 
measure “Delta”, here at 1.282% - middle rectangle, right hand side – subtracted from the recent tops at 3.225%). According 
to our calculations, the upper end of this range could be reached over the next couple of months. It would probably 
imply additional flows towards Treasury and hence, a continuation of the deleveraging process on risk assets. 
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US 10 years Benchmark Bond Yield
Daily graph over the next 2 to 3 months

Shorter term, the Daily 
graph has been correcting 

down sharply over the last 
few weeks. 10 Year yields are 
rapidly approaching the sup-
port of the lower end of our 
C Corrective targets to the 
downside around 2.8% (right-
hand scale). If these do break, 
our next level of targets would 
calculate in the 2.59 – 2.39% 
(1.3 to 1.7 times or histori-
cal volatility measure “delta”, 
here at 0.495% - middle rec-
tangle; right-hand side – sub-
tracted from the graph’s top 
at 3.232%). This is pretty much 
towards the higher end of our 

Weekly corrective targets above. In terms of timing, we show slightly different sequences on our long term and medium term 
oscillator series (lower and upper rectangles). Indeed, the US10 Years yield shows two significant tops (one in early October, 
one in early November) from which to start our downtrend sequences. By and large, we expect a first move down into 
year-end, probably early January, and then a further move lower into February / March.  

German 10 Years Bund Yield
Weekly graph or the perspective over the next 2 to 4 quarters

Bund yields offer further 
confirmation of the move 

down we expect on long term 
yields over the next few mon-
ths. Indeed, while our long term 
oscillators (lower rectangle) 
topped out in Q1 this year, our 
medium term oscillators (up-
per rectangle), just confirmed a 
new top in October, with prices 
which were already descending 
(a lower top than the Q1 one in 
October). This configuration is 
usually quite negative and is 
often followed by a rapid sell-
off. Our I Impulsive targets 
to the downside (right-hand 
scale) are now in impulsive 

territory and point to a substantial move to the downside, probably back below 0% and possibly towards the -0.3 to 
-0.6% range. This would be extremely worrying for the fate of risk assets in Europe and the EuroZone. 
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German 10 Years Bund Yield
Daily graph or the perspective over the next 2 to 3 months

Our daily graph of the Ger-
man 10 Years Bund Yields 

confirms our negative prospects 
on these over the next 2 months. 
Indeed, on both our oscillator se-
ries (lower and upper rectangles) 
new tops were made early No-
vember while prices were already 
declining. This again, is usually 
quite negative and suggests  a 
possible further acceleration to 
the downside of German long 
term yields. Our timing suggests, 
initial support points towards 
year-end / early January, and 
then probably further downside 
pressure into February. I Impul-
sive target to the downside are 

indicating that 10 Years Bund yields could dip below 0% by then (right-hand scale). 

Value vs Growth - S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

Given these negative pros-
pects on Govermnent 

Benchmark yields over the next 
2 months, and the last flattening 
spree we expect on the US yield 
curve into mid Q1, we will now 
consider the US Value to Growth 
relationship. Over the last two 
years, the yield curve has already 
flattened substantially. Hence, 
even if we do expect the yield 
curve to flatten once more, be-
fore it starts to reversing up into 
the Spring (our medium term 
oscillators; upper rectangle), our 
view is that most (if not all) of 
the Growth pick up vs Value is 
probably already behind us. This 

is what our long term oscillators are suggesting pointing to an important low on the ratio over the next few weeks (lower 
rectangle). Tactically, we believe that over the next couple of months, any Value to Growth arbitrage will probably offer 
little potential, nor any visibility in terms of risk/reward. Indeed, the current drivers in the market are probably much 
more Manichean. They are centered around the risk-off / risk-on relationship, and given our scenario, we expect both 
Growth and Value to underperform the market over the next couple of months.
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US Defensive sectors vs the S&P500 Index
Daily graph or the perspective over the next 2 to 3 months

Naturally we are turning to defen-
sive sectors as we have done seve-

ral times over the last few months. The 
portfolio we show includes the main US 
defensive sectors (cap. weigthed Health-
Care, Staples, Utilities and Real Estate) vs 
the S&P500 Index. Although these have 
already been outperforming since the 
Spring, both our oscillator series (lower 
and upper rectangles) are suggesting that 
this outperformance may continue to 
extend, first into year-end / early Janua-
ry, and then possibly once again into Fe-
bruary / March. Our I impulsive targets 
to the upside are suggesting limited out-
performance potential left (right-hand 
scale), yet for now we continue to pri-
vilege our timing, which is still very much 

positive on this ratio.

Main European Defensive sectors vs the Europe Stoxx 600 Index
Daily graph or the perspective over the next 2 to 3 months

In Europe, our Defensive portfolio in-
cludes Food & Beverage, Utilities and 

HealthCare, which we have cap. weighted 
and compared to the Europe Stoxx 600 
Index. Similarly to the US Defensives vs 
the S&P500  above, our timing suggests 
further outperformance, probably towar-
ds year-end and potentially into February. 
Here also, our I Impulsive targets to the 
upside have been achieved, yet for now, 
the uptrend still seems very robust. We 
would hence continue to promote a risk 
averse equity allocation and would for 
now overweight defensive sectors, both 
in the US and in Europe.

Concluding remarks

The US yield has flattened substantially over the last 2 years. Yet, we do expect one last attempt lower, probably into mid Q1. 
The 10 Years to 3 months treasury spread could still fall by a further 20 to 30 basis points over the next couple of months.This 
would also imply circa 20 to 30 basis points of additional retracement on the US 10 Years benchmark yield (the 25 bps rate hike 
in December is probably fully priced into the 3 months). This corresponds to the downside potential we’ve been forecasting 
over the last few issues of The Capital Observer. In our view, it can only happen if risk assets continue to drop, while Flight to 
Safety intensifies over the next couple of months. On the Equity front, we would hence avoid playing either Value nor Growth 
profiles, and continue to focus on Defensive sectors, which we believe should probably outperform further, first into January, 
and then possibly into February / March. By then, the correction on risk assets may have reached a worthwhile support, the FED 
could signal a pause in its rate hiking spree, and risk assets and long term yields could start to bounce into the Spring, thereby 
contributing to an initial period of steepening throughout the US Yield Curve.   44



Despite what seems to be exploding 
issues all over the Eurozone, the 

outlook for the euro area economy 
remains better than it was two years ago. 
However, growth is now decelerating. 
Annual real GDP growth is on course 
to reach 2% in 2018, having peaked at 
2.5% in 2017— the strongest expansion 
in a decade (see 1st graph on this page). 
But many economists agree that the 
annual growth rate will slip further 
in 2019, to 1.8%. While that number is 
respectable, the downward trajectory 
since 2017 is raising concerns that the 
underlying activity would continue to 
spiral lower and that growth may be 
unsustainable.

Those concerns are overblown, in 
our view. Economic growth were 

unsustainably high levels in late 2017,  
part of the slowdown seen in 2018,  
especially during  early in the year, can 
be viewed as natural moderation. Also, 
since the beginning of 2018, temporary 
and event-driven factors have weighed 
on the pace of growth, those being 
adverse weather conditions, extensive 
rail strikes in France, political instability 
linked to the general election in Italy 
and escalating global trade tensions, 
which had people in the Eurozone 
extrapolating even worst things to 
happen ahead. But the fundamental 
strengths of the euro area economy, 
(such as broad-based economic 
expansion and robust labour market 
improvements), will continue to drive 
growth in 2019.

Despite some covert criticism of 
the operational decisions that the 

European Central bank has taken in 
the past several years, especially the 
large scale purchases of assets, the 
ECB basically delivered the goods 
that it has promised. The healthier 
economic outlook has in fact prompted 
the ECB to make its first move away 
from the exceptionally accommodative 
monetary policy stance that has been in 
place since the global financial crisis. At 
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its height in April 2016, the amount of 
monthly asset purchases made under 
the quantitative easing (QE) program 
was ratcheted up to €80bn. But that 
has been gradually tapered in 2017-
18 as the region’s economic recovery 
has made this extraordinary monetary 
support less necessary (and less 
effective). Monthly asset purchases 
will end sometime in 2019. The ECB is 
taking back some of the goods.

The combo of near-zero interest 
rates and confidence building — 

eliciting commitment in 2012 from ECB 
president Mario Draghi to do “whatever 
it takes to preserve the euro”—and 

those large scale asset purchases 
worked well. But like all great things that 
have accomplished established goal, 
those activities will come to an end.  
The end of QE marks the beginning of 
a new phase in the recovery of the euro 
area. Nonetheless, financial conditions 
will not tighten immediately. The stock 
of acquired assets will be maintained 
at end-2018 levels of almost €2.6trn 
in 2019, meaning monetary policy will 
remain extremely loose (see 2nd graph 
on this page).

The ECB has inflation as it sole remit, 
and progress has been done there. 

Previous high global energy and food 



prices have pushed headline inflation 
above the ECB’s target of “below, but 
close to, 2%” since May 2018, but oil 
prices have fallen sharply since then. 
The high effect will therefore fall out of 
the annual comparison in 2019, pulling 
inflation lower next year. Nonetheless, 
there remains enough slack in the 
euro area labour market to allow wage 
pressures to rise without creating a 
situation of overheating, However, the 
ECB is looking at a 2-3-year time horizon 
and will want to pre-empt a stronger 
wage/price spiral, which could develop 
starting late next year. Driven by this 
outlook, many economists expect the 
ECB to want to start very gradually 
tighten policy by late 2019.

With QE no longer active, Mr 
Draghi indicated that he will 

use forward guidance on interest 
rates as the main policy tool through 
which to communicate the central 
banks intentions on monetary policy. 
The unasked question of course is 
what happens when Mr. Draghi’s 
term expires in October 2019. Some 
speculate (us among those) that Mr. 
Draghi may want to initiate the first 
rate hike since the Great Financial 
Crisis started. It dovetails well with the 
action taken by former Fed Chair Janet 
Yellen, who engineered Quantitative 
Tightening over the Fed’s balance sheet 
before she left.

A steady hand to deal with the 
issues concerning the peripheral 
countries

A steady hand and no inclination to 
rock the boat -- and willingness to 

support a recovery with easy monetary 
policy. That is what ECB will need in 
times like these. Political instability 
in certain parts of the Eurozone, as in 
Italy, which has this year highlighted 
that bond and currency markets 
remain vulnerable to shifts in investor 
sentiment triggered by problems in the 
bloc’s weaker members. Mr. Draghi’s 
successor must be able to navigate 
that minefield, what with Germany 
covert opposition to provide ample 
resources to meet issues forcefully.

As an example, Italy is a festering 
issue, and the Italians are being 

emboldened by populism sweeping 
many parts of the world. Italy passed 
a budget that goes beyond European 
Union spending limits, aimed at funding 
costly election promises including a 
guaranteed income for the poor and a 
pension-system overhaul. Nonetheless, 
that boldness to go up against the EU 
directorate is costing the Italians in 
the form of higher yields (see chart on 
this page).

Now, Italy may have just found some 
leverage in a battle of wills. Italy’s 

populist government is warning its 
European partners that the country’s 
social stability could be at risk if Brussels 
pushes back too hard against its 2019 
budget proposal, invoking the Yellow 
Vest protests in France. Prime Minister 
Giuseppe Conte who is having talks 
this week with European Commission 
President Jean-Claude Juncker, seeks 
leverage from the woes of President 
Emmanuel Macron of France. Concerns 
across the continent over the growing 
grass-roots movement in neighboring 
France (and now in Belgium and 
Netherlands) may just give him the 
ammunition he needs to argue his 
case.

Brussels has insisted it will sanction 
Italy if its budget doesn’t meet 

European Union spending rules, 
focusing on the proposed deficit level 

of 2.4 percent. Conte was expected 
to argue that his government wants a 
defense against the unrest and social 
revolt that is taking place across Europe. 
The country “can’t concentrate only on 
financial stability, we also need to look 
at social stability,” he said earlier.

If reports that the EU might offer 
Rome six more months to comply 

with its recommendations are true, 
that could be good news for the 
government. The Italian coalition 
government is hoping that the outcome 
of European elections in May will shift 
the balance of power toward populists. 
Delaying a possible announcement 
could mean that sanctions won’t be 
implemented at all.

This is a seminal moment for Europe. 
The main issue is austerity, which 

is sapping the vibrancy of the countries 
in the periphery (the former PIIGS). 
An austere regime plus a currency 
that is like the Gold standard for the 
PIIGS, gives the peripheral countries 
little leeway to make their countries 
competitive. These are conditions 
which can fan the flames of populism, 
as these countries have suffered long. 
These twin regimes have functioned 
like strait-jacket for the less competitive 
PIIGS, and that has enabled Germany to 
post large trade surpluses with the rest 
of the euro area since the formation of 
the single currency region. (see chart on 
next page)
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Germany trade surplus is beginning 
to be redressed, but severe 

imbalances and constraints still remain. 
The ECB can take a stance, and looks 
like heir-apparent Francois Villeroy De 
Galhau intends to play a key political 
arbitrating role in proceedings between 
Italy and the EU Directorate.  The 
Big Two Eurozone nations (Germany 
and France) have seen the collective 
threats from Brexit, Donald Trump and 
European Populism grow significantly 
of late. They have therefore taken the 
strategic decision to use the associated 
fear and paranoia surrounding these 
threats as multiple catalysts to advance 
the Eurozone integration project 
further. But we hold not much hope 
for that happening if there is no carrot 
to the stick that is being proffered 
today. Threats can and have become 
counter-productive, so we need the 
EU directorate establishment to go 
beyond dogma and take proactive 
approach to alleviating the misery of 
the peripheral countries.
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Too many risks still looming over Europe
So the Brexit parliamentary vote has been postponed. The Italian Budget issue with the EU Commission is still pending. Germany 
posted a Q3 GDP contraction, while its political landscape is currently being reshuffled. As for France, the yellow jackets have 
taken streets and Mr Macron faces the challenge to reconcile an angry middle to lower class with the business elite. One could say 
that too much bad news probably spells opportunity, yet for now, the clouds still seem pretty heavy on the European investment 
horizon.

EuroStoxx 50
Weekly graph or the perspective over the next 2 to 4 quarters

The EuroStoxx 50 was one of the first 
global indexes to top out in early 

November 2017. Following a series of 
lower tops, it then started to accelerate 
lower in May. According to our targets 
calculations, it has now reached the 
crucial support of our C Correction tar-
gets to the downside around the 3’000 
mark (right-hand scale). If these levels 
were to break, the downtrend would 
probably turn impulsive with price tar-
gets below the 2016 lows. On the timing 
front, both our oscillators series (lower 
and upper rectangles) are suggesting 
that the current leg down is still un-
derway, probably until early/mid Q1 in 
first instance. Hence we would expect 
the EuroStoxx to dip below 3’000, or 
into impulsive territory to the down-

side over the next couple of months. Then, from mid/late Q1, we expect it to bounce into the Spring, before it resumes lower 
again during H2 2019 towards its 2016 lows.

EuroStoxx 50
Daily graph or the perspective over the next 2 to 3 months

On the Daily graph, the downtrend 
is still accelerating. Both oscillator 

series (lower and upper rectangles) are 
now pointing towards intermediate 
lows in the first half of January. Fol-
lowing that, further downside retests 
may materialize during February and 
March. Our I Impulsive targets to the 
downside (right-hand scale) indicate 
that the EuroStoxx 50 could reach the 
mid 2’800s by then, or circa 7 to 8% be-
low current levels.
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EUR/USD
Weekly graph or the perspective over the next 2 to 4 quarters

One of the main conun-
drums this year was that 

European markets have under-
performed alongside a weaker 
EUR. Yet, the end of the Euro-
pean recoupling story earlier 
this year and the emergence of 
political problems in Europe did 
also help kick-start the strong 
US Dollar rally we have seen 
this year. These negative news-
flows have weighed on the Euro 
and European markets, which 
indeed have fallen in synch. 
Going forward, both our oscil-
lator series (lower and upper 
rectangles) are suggesting that 
the downtrend on EUR/USD is 

still underway. We hence expect the pair to extend lower into Q1 2019 on our long term oscillators (lower rectangle), 
perhaps further on our medium term ones (upper rectangle). EUR/USD may then probably go and test the support of 
our C Corrective to the downside around 1.11 (right-hand scale).
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EUR/USD
Daily graph or the perspective over the next 2 to 3 months

Our automatic messaging 
on the Daily graph of EUR/

USD is labeled “Low Risk”, yet 
the sequences we show on 
both oscillator series (lower 
and upper rectangles), would 
suggest one last downside 
retest into late January / Fe-
bruary. Our I impulsive targets 
to the downside also point to 
further potential, probably 
towards 1.11 over the next 
couple of months. This new 
leg lower should start to mate-
rialize over the next week or so 
(upper rectangle).



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

EUR/JPY is traditionally consi-
dered a good risk-ON / risk-

OFF indicator. It first sold-off in 
May during the Italian political 
crisis, before holding and then 
correcting up until late Sep-
tember, just before equity mar-
kets started to dive. It has since 
been resuming lower, and ac-
cording to both oscillator series 
(lower and upper rectangles) 
could now start to accelerate 
to the downside again, pro-
bably towards our targets in 
the 126 – 122 range. Indeed, 
we expect it to retest its May 
lows around 125 by mid/late 
January.
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EUR/CHF
Daily graph or the perspective over the next 2 to 3 months

We also expect the Euro 
to start dipping again vs 

Defensive currencies. Against 
Swiss Franc, it managed a 
weak consolidation to the up-
side since early September. It 
now seems ready to resume 
its downtrend on both oscil-
lator series (lower and upper 
rectangles). This new move to 
the downside, which should 
materialize between now and 
late January / February, could 
go down and test crucial sup-
port around 1.10 according to 
our I impulsive targets to the 
downside (right-hand scale).



FTSE- MIB vs EuroStoxx 600
Daily graph or the perspective over the next 2 to 3 months

Indeed, Italy's FTSE MIB has 
been a proxy for political pro-

blems in the EuroZone this year. 
We compare it here to the Eu-
roStoxx 600 in order to assess 
its negative impact. Surprisingly 
in the recent sell-off, it has re-
sisted rather well. Yet, both our 
oscillators series (lower and 
upper rectangles) are now sug-
gesting that it could underper-
form again soon, first towar-
ds early/mid January (upper 
rectangle), and then probably 
once again towards February / 
March (lower rectangle). Our I 
Impulsive targets to the down-
side (right-hand scale) suggest 

that it could make new relative lows by then.

EuroStoxx 600 vs the MSCI World Index (currency hedged ratio)
Daily graph or the perspective over the next 2 to 3 months

Comparing the EuroStoxx 
600 vs the MSCI World 

(hedged for currency risk) 
shows a similar pattern as 
the FTSEMIB vs the EuroStoxx 
600 ratio above. It shows how 
much the Italian problems 
have been weighing on the 
EuroZone and its equity mar-
kets since May. Similarly to 
the graph above, we expect 
the EuroZone equity markets 
to resume lower vs the MSCI 
World over the coming weeks, 
probably towards mid January 
on our medium term oscillators 
(upper rectangle) and poten-
tially towards February /March 
on our long term oscillators 

(lower rectangle). Our I Impulsive potential to the downside is still quite compelling over the next couple of months (right-
hand scale).
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CAC40 vs Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

We now compare the 
French CAC to the broa-

der Europe Stoxx 600 index. 
It has been underperforming 
since early October, or pro-
bably since Oil started to cor-
rect down. Indeed, Oil & Gas 
is one of the largest sectors in 
the CAC (along with Industrials 
which have also been falling 
sharply recently). Both our os-
cillator series (lower and upper 
rectangles) are suggesting that 
the CAC could continue to un-
derperform the Europe Stoxx 
600, probably into early Ja-
nuary at least, and potentially 
into February / March. Prices 

briefly dipped below our C Corrective targets to the downside last week (right-hand scale), theoretically opening the door to 
lower levels and higher risk over the next few months.

European Energy Sector vs Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

Indeed, this graph comparing 
the European Energy sec-

tor to the Europe Stoxx 600 
is quite similar to the relative 
strength graph of the CAC 
above. For now, the Energy 
sector remains under pressure 
vs European markets. Both our 
oscillator series (lower and up-
per rectangles) are suggesting 
that this should continue to 
be the case until early January 
at least. These dynamics are 
confirmed in the last article of 
this issue of The Capital Obser-
ver, where we expect Oil and 
the Energy sector globally to 
also remain under pressure un-
til early next year.
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DAX Kurz Index (Price Index) vs Europe Stoxx 600
Weekly graph or the perspective over the next 2 to 4 quarters

The DAX is the higher beta 
index of the European 

markets. It indeed outperfor-
med quite nicely during 2016 
and 2017, yet has since seen a 
reversal of fate. Add to that the 
political problems in Germany 
and the index has underper-
form the Europe Stoxx 600 In-
dex by circa 10% year-to date. 
Both our oscillators series 
(lower and upper rectangles) 
are suggesting that this un-
derperformance should be co-
ming to an end soon, probably 
between now and January. 
We would however still refrain 
for now on overweighting the 

DAX (waiting for the right timing) as the ratio has made it below the support of our C Corrective targets to the downside 
(right-hand scale), thereby opening the door to further downside risk over the next few quarters. Yet, from early/mid Q1, 
the DAX may provide an interesting opportunity to play the rebound we expect on global equity markets as well as in 
Europe (i.e the timing still seems early for now) . 

DAX Kurz Index (Price Index) vs Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

Shorter term, the DAX is 
very much Oversold vs the 

Europe Stoxx 600. Our price 
targets have now reached our 
extended I2 Impulsive 2 targets 
to the downside (right-hand 
scale). This Daily graph hence 
suggest that the risk of strong 
underperfomance is limited at 
this stage. Yet, both our oscil-
lator series (lower and upper 
rectangles) are calling for a 
bit more patience, probably 
towards mid/late January 
when we expect the DAX to 
bottom out relative to other 
European markets.
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Swiss Market Index vs Europe Stoxx 600 (currency hedged ratio)
Daily graph or the perspective over the next 2 to 3 months

The Swiss market vs the Europe 
Stock 600 is under a dual in-

fluence. On the one hand, it benefit 
from its very defensive mix (predo-
minantly Pharma and Food & Beve-
rage), on other hand it suffers from  
from the strength of the Swiss Franc 
given that its main constituents are 
large exporting businesses. As men-
tioned above in this article, we ex-
pect EUR/CHF to weaken over the 
next couple of months, while the 
equity environment remains quite 
defensive. Hence, as shown on both 
oscillator series (lower and upper 
rectangles), the Swiss markets 
could outperform slightly longer vs  
the Europe Stock 600, and then the 

ratio starts to consolidate into the new year. On the price target front, the ratio is also close to exhaustion, having reached its I 
Impulsive targets to the upside (right-hand scale). 

European HealthCare sector vs Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

Interestingly, the European Health-
Care sector vs the Europe Stoxx 

600 shows a similar uptrend than 
the SMI to Europe Stoxx 600 ratio 
above, yet it started up earlier in 
late April, while the Swiss Market 
was still underperforming (EUR/CHF 
took a dive between mid April and 
late May). Going forward, the Eu-
ropean Healthcare sector should 
outperform slightly longer that the 
SMI, probably into January accor-
ding to both our oscillator series 
(lower and upper rectangles). In-
deed, we expect the environment 
to remain defensive, while EUR/
CHF weakens once again. More ge-
nerally, as shown on page 44 of this 

issue, we expect defensive sectors to continue to outperform probably into early next year.
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FTSE100 vs Europe Stoxx 600 (currency hedged ratio)
Weekly graph or the perspective over the next 2 to 4 quarters

Brexit has had its share of negative 
newsflow over the last 2.5 years. 

Yet, the UK equity market has held up 
rather well during this period vs the 
Europe Stoxx 600, when considered 
on a hedged currency basis. Indeed, 
when EUR/GBP falls, the FTSE tends 
to perform well in GBP terms (less so 
in EUR terms). This should continue 
to be the case over the coming quar-
ters, probably until late Spring / mid-
year according to both our oscillators 
series (lower and upper rectangles). 
These projections probably imply that 
the Pound continues to weaken vs the 
Euro, yet that UK equities should part-
ly compensate for this fall. Hence, for 
European investors, it might be wise to 

hedge their currency exposure to the Pound, while for UK investors into Europe, it might be better to leave the currency risk un-
hedged.

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

The EUR/GBP would confirm our pro-
jections above. Indeed, after more 

than 12 months of high level consoli-
dation, both our oscillator series (lower 
and upper rectangles) are now sugges-
ting that the Euro could start to stren-
gthen again vs the Pound, probably 
towards mid next year and 0.93 in first 
instance, according to our I impulsive 
targets to the upside (right-hand scale). 
Obviously, such projections are very 
dependent on future developments on 
the Brexit Front.

 
Concluding remarks 

Short term, we believe it is too early to go bottom fishing in the European equity markets. Indeed, we expect them to continue 
lower probably into early/mid January in first instance, and then perhaps even retest down into February.  Geographically, 

while Italy may come back to haunt us over the next couple of months, France also continues to underperform along with Oil 
and the Energy sector, probably into January. Germany, which is high beta, looks rather Oversold, yet we would also wait until 
early next year before considering it. In the meantime, the Swiss market may outperform slightly longer, yet may also suffer from 
renewed CHF strength vs the EUR. Across the Channel, UK markets on the other hand, should continue to outperform, provided 
one hedges them for currency risk, as EUR/GBP probably continues to strengthen. On the currency front, we expect the Euro to 
continue its slide vs other majors, probably moving towards 1.11 on EUR/USD, 1.10 on EUR/CHF and back below 125 on EUR/JPY.  
Hence, for now, the environment remains quite defensive in Europe. That said, from mid/late Q1, European markets may start 
bounce along with other equity markets. This move may be quite pronounced given that European economic fundamentals are 
still relatively strong, and that political risks would have depressed valuations. 55



In early September, we had forecast that following a last rally into early October, Oil could start selling off quite aggressively into 
Q4. Three months later, the sell-off has indeed been aggressive and is still underway, and in this article, we now consider how 
long and how deep it may continue. 

Brent Oil (USD/barrel)
Daily graph or the perspective over the next 2 to 3 months

On both our oscillator series (lower 
and upper rectangles), Brent Oil 

may have reached initial support late 
November. It is currently bouncing and 
could continue to do so for another 
week or so (upper rectangle). Yet, the 
downtrend is still very strong and we 
would expect further downside poten-
tial into mid January at least, perhaps 
even into late Q1. Oil’s current volatility 
is historically towards the higher end of 
its range, and hence, despite the strong 
correction we have just seen, our I Im-
pulsive targets to the downside (right-
hand scale) have not been achieved yet. 
Over the next month of so, we would 
probably expect Brent to make new 
lows, potentially below 57 USD / bar-
rel, and in worst cases possibly even dip 
into the low 50s / high 40s.

Brent Oil (USD/barrel)
Bi-monthly graph or the perspective over the next 1 to 2 years

The current sell-off started from 
a High Risk position on our Daily 

graph (above). Yet, longer term, Oil 
also reached important intermediate 
tops on our Bi-monthly graph in ear-
ly October. These would usually imply 
between 3 and 5 quarters of consolida-
tion to the downside as shown on both 
our oscillator series (lower and upper 
rectangles). Such corrections can be 
quite drastic, especially when the 
preceding uptrend is still in its early 
stages. Indeed, when considering this 
long term graph, the move up since 
early 2016 is still of corrective nature, 
i.e. it never made it above our long 
term C Corrective targets to the upside 
between 70 and 94 USD/barrel (right-
hand scale). The current retracement 
is hence typical of this early uptrend 

environment, where corrections can typically retrace a substantial portion of the previous move. In such circumstances, we would 
remain prudent on Oil for now, into mid/late Q1 at least. This is similar to our positioning on other Commodities as mentioned fur-
ther up in this issue of The Capital Observer.

56 / Splicing the markets – Oil Falling like a knife, don’t try to catch it 
for now
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IXC - iShares Global Energy ETF
Daily graph or the perspective over the next 2 to 3 months

For further guidance, we 
now turn to the Global En-

ergy sector, which has also 
been selling off since October. 
As with Oil, it shows strong vo-
latility to the downside, yet its 
timing is closer to the S&P500 
and other equity markets. 
On both our oscillator series 
(lower and upper rectangles), 
we are expecting that the 
downtrend probably conti-
nues further, into early / mid 
January at least, and then 
possibly once again into Fe-
bruary / March. Our I Impul-
sive targets to the downside 
(right-hand scale) also point 

to further risk ahead, possibly 5 to 15% below current levels.

IXC - iShares Global Energy ETF vs MSCI World Index
Daily graph or the perspective over the next 2 to 3 months

The relative graph of the 
sector vs the MSCI World 

seems even more negative. 
Our medium term oscillators 
(upper rectangle) are also sug-
gesting further downside po-
tential towards mid January 
and then perhaps February / 
March, while on our long term 
oscillators (lower rectangle), 
a series of descending tops is 
pointing to an acceleration to 
the downside over the next 
2 months. Our targets reflect 
this risk of strong underper-
formance (right-hand scale). 
We have just broken through 
our C Corrective targets to the 
downside and further under-
performance of minus 10 to 

20% is now expected over the next few months.

Concluding remarks :

Since early October, Oil has entered a rapid sell-off as we had forecast. Its velocity is strong, and countertrends will 
probably be short lived. For now, we expect this downtrend to continue at least into early/mid January, and then 

possibly until February / March. The Energy sector would confirm these negative prospects both on a standalone and a 
relative basis vs the market. On the target front, the downside is still compelling, as Brent could reach down into the mid 
50s or even below.
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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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Management Joint Trust S.A.
Rue de Hesse 1

P.O.Box 5337
1211 Geneva 11

Switzerland
+41 22 328 93 33
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Diapason Commodities and Currencies
20 North Audley Street
London, W1k 6WE
UK
+44 207 290 2260
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