
Intermediate correction or significant break? Looking into the recent weakness 
of US, Emerging and other Developed markets
The equity market correction in the US has just accelerated, while in Europe and in most of the rest of the world, Equity markets 
have been declining since late September. In this article, we review the longer and shorter term perspectives for the main market 
indexes, and also attempt to consider their relative strength going forward.

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

As we have been writing for the last 
several quarters, we expected the 

S&P500 to reach a High Risk situation 
at some point between this Spring and 
the Summer. Our long term oscillators 
(lower rectangles) are confirming that 
we have made it that far, and that the 
S&P500 Index is now at risk of a multi-
ple months correction to the downside. 
Our medium term oscillators (upper 
rectangle) could still justify a continua-
tion of the uptrend into early next year, 
yet the oscillator sequence we think is 
the clearest for now (the one we are 
showing on this graph) would rather 
imply that the S&P500 has finished its 
leg up since 2016, and that it is getting 
ready to reverse down. On the target 
front, our I Impulsive targets to the up-

side (right-hand scale) have been achieved, while the C Corrective targets to the downside we can calculate indicate a level of risk 
towards the 2’300 – 1’900 range (0.5 to 0.8 times our historical volatility measure “Delta” - here at 1’225; middle rectangle, right-hand 
side – subtracted from the recent tops). This is circa 20 to 35% lower than today, and theoretically, this downside potential could 
materialize over the next 12 to 18 months.

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

We now turn to the medium term 
Weekly graph of the S&P500. 

Here also, our I Impulsive targets to the 
upside have been achieved (right-hand 
scale), while the C Corrective targets 
to the downside would imply initial risk 
towards the 2’625 – 2’450 range (0.5 to 
0.8 times our historical volatility measure 
“Delta” - here at 489.3; middle rectangle, 
right-hand side – subtracted from the re-
cent highs), or 10 to 15% lower than the 
recent tops. On the timing front, our me-
dium term oscillators (upper rectangle) 
are reaching a “High Risk” zone, while our 
long term oscillators (lower rectangle) 
would confirm that a period of retrace-
ment could materialize between now 
and early 2019. Considering the metrics 

above, we believe that the risk/reward situation on the S&P500 has recently been very stretched and that an initial correction of at 
least 10% is now materializing, probably until late this year, early next year. Our bi-monthly analysis above suggests that this may 
be only a first leg down. 
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EuroStoxx 50 Index
Bi-monthly graph or the perspective over the next 1 to 2 years

European equity markets 
have been weaker over the 

last few quarters. They actual-
ly topped out early November 
last year, and our long term 
oscillators (lower rectangle) 
would confirm that this was an 
important top and that it could 
actually lead into a correction 
phase to the downside that 
could last 1 to 2 years. Our me-
dium term oscillators (upper 
rectangle) also point to a fur-
ther leg down into early next 
year. On the target front, our I 
Impulsive targets to the upside 
are still showing aggressive up-
side potential above 4’000. Yet, 

these projections  have widely been deceived over the last few quarters and in our view this should continue to be the case. 
To the downside, the C Corrective targets we can calculate are pointing towards potential risk in the 2’940 – 2’440 range 
(0.5 to 0.8 our historical volatility measure “Delta” - here at 1’681; middle rectangle, right-hand side – subtracted from the 
post-2009 highs at 3’782). This is still circa 10 to 25% below current levels. The window of risk until early next year on 
European markets looks quite dangerous, and the downside potential is quite compelling. 

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

The sequences we show on 
our Weekly graph of the 

EuroStoxx 50 would confirm 
this view. Our medium term 
oscillators (upper rectangle) 
have just reached a High 
Risk situation, while on our 
long term oscillators (lower 
rectangle), the correction to 
the downside is already un-
derway, probably until late 
this year in first instance, and 
then potentially into next 
Spring. Here also, our I Impul-
sive targets to the upside are 
still suggesting upside poten-
tial towards 4’000. We believe 
these will probably deceived, 

and we would rather focus on the downside risk. We can initially calculate it towards the 3’265 – 3’010 range (0.5 to 0.8 
times our historical volatility measure “Delta” - here at 848.2; middle rectangle, right-hand side - subtracted from the graph’s 
highest point), up to 10% lower than today. This may seem quite small, yet the correction has been underway for quite 
some time already. The real risk here is that prices could break through the lower end of these corrective targets to the 
downside (below 3’010), implying that the downtrend could be turning impulsive, and that it may potentially retrace all 
of its gains since mid 2016.
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Nikkei 225 Index
Bi-monthly graph or the perspective over the next 1 to 2 years

The Nikkei 225 has outper-
formed recently. We be-

lieved this is quite interesting 
in this late cycle environment 
as Japan has been rather im-
mune from the political turmoil 
which is currently affecting Eu-
rope, the Middle East or China/
US relationships. Recent USD/
JPY strength and continued 
loose monetary policy have 
also helped. However, going 
forward, our medium term 
oscillators (upper rectangle) 
have now reached a “High 
Risk” situation, while our lon-
ger term oscillators (lower 
rectangle) are theoretically 

already in a consolidation phase. On the target front, our I Impulsive targets to the upside (right-hand scale) have been 
reached (although they could still justify a push into the 26’000s), while the C Corrective targets to the downside we can 
calculate would suggest potential downside targets towards the 18’700 – 15’400 range (0.5 to 0.8 times our historical vo-
latility measure “Delta” - here at 10’938; middle rectangle, right-hand side – subtracted from the recent highs), or 20 to 35% 
lower than today. This may sound aggressive, yet these are long term corrective targets, 1 or 2 years out. At least, they 
remind us of the long term disadvantageous risk/reward going forward (26’000 upside vs a downside below 19’000).

Nikkei 225 Index
Weekly graph or the perspective over the next 2 to 4 quarters

On this medium term 
Weekly graph, both oscil-

lator series (lower and upper 
rectangles) are now approa-
ching “High Risk” situations. 
These would usually imply 
between 3 to 6 months of 
consolidation on our medium 
term oscillators (upper rec-
tangle), and 6 to 12 months of 
consolidation on our long term 
oscillators (lower rectangle). 
Hence, as with other interna-
tional equity markets, we be-
lieve that the Nikkei is at risk 
of a significant correction to 
the downside over the next 
3 to 12 months. On the target 

front, our I Impulsive targets to the upside are still pointing towards the 26’000s. Yet, the C Corrective targets to the down-
side we can calculate between 20’800 and 18’800 (0.5 to 0.8 times our historical volatility measure “Delta” - here at 6’707; 
middle rectangle; right-hand side – subtracted from the recent highs) are also quite compelling. Given this rather neutral/
disadvantageous risk/reward situation, and the imminent period of correction our timing was suggesting, Japan is pro-
bably no exception.  As we have seen yesterday and as with other global equity markets, the Nikkei was and is still at 
risk of a strong correction. 
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MSCI Emerging Markets Index 
Bi-monthly graph or the perspective over the next 1 to 2 years

Since the beginning of the 
year, Emerging markets may 

have been “the Canary in the 
Gold mine” in the global cor-
rection down which we are ex-
pecting on equity markets. The 
spike into last January may have 
looked as unfinished business 
to many, yet given the scope 
of the retracement since, it 
now seems difficult to imagine 
that a rapid re-acceleration to 
the upside could materialize.  
Indeed, both our oscillators 
series (lower and upper rec-
tangles) are now suggesting 
that important tops have been 
made, and that Emerging Mar-

kets could continue to correct down into early next year at least, potentially even towards 2020. Our I Impulsive targets to 
the upside (right-hand scale) will probably not be fulfilled, and we would rather focus on our C Corrective targets to the 
downside, which suggest another 5 to potentially 25% of further downside potential. When in doubt, stay out, and 
considering the current negative dynamics on emerging markets, we continue to choose to avoid their risk. 

MSCI Emerging Markets Index
Weekly graph or the perspective over the next 2 to 4 quarters

On our Weekly graph, the 
correction down since Ja-

nuary, did reach intermediate 
lows mid Summer on both our 
oscillator series (lower and up-
per rectangles). Following our 
comments in previous issues of 
The Capital Observer, we conti-
nue to believe that the reaction 
up since then continues to re-
semble a dead cat bounce. We 
expect further downside pres-
sure over the next few months, 
probably until early next year 
at least. On the target front, 
Emerging markets found sup-
port within our C Corrective 
targets to the downside this 

Summer (right-hand scale). Any break below these (below 940), could open the door to compelling additional downside po-
tential. If this happens, Emerging Markets could continue much lower and possibly retrace the full extent of their 2016-2017 
Bull market. Hence, we still believe that a window of downside risk lies ahead on Emerging Markets, probably until early 
next year at least. We would hence avoid any value hunting strategies on them for now.
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EuroStoxx 50 Index vs S&P500 Index (currency hedged ratio)
Weekly graph or the perspective over the next 2 to 4 quarters

Considering Europe vs the 
US on a relative basis, we 

hereby compute the ratio of 
the S&P500 Index vs the EuroS-
toxx 50 on a currency hedged 
basis (like to like comparison). 
Usually, the market with the 
weakest currency tends to out-
perform. This hasn’t been the 
case for Europe vs the US since 
the beginning of the year. This 
in our view is quite revealing of 
the current malaise in Europe 
and recent confidence in the 
US. Going forward, the down-
side potential on the ratio is 
pretty much exhausted. In-
deed, our I Impulsive targets to 

the downside (right-hand scale) have been achieved. On the timing front, however, we still expect further downside retests 
as both our oscillators series (lower and upper rectangles) are still down-trending into early next year. Hence, much of the 
underperformance of Europe vs the US may be behind us. But for now, we still think it is too early for Europe to start 
outperforming the US yet, perhaps next year?

ACWI - iShares MSCI ACWI Index Fund vs S&P 500 Index
Daily graph or the perspective over the next 2 to 3 months

We now turn to the Daily 
graph of the All World 

Country Index vs the S&P500. 
Both are US Dollar denomi-
nated. Yet, as we have seen 
above in the hedged relative 
graph of Europe vs the US, US 
markets seem to be outperfor-
ming, even if the US Dollar is 
appreciating. Our analysis sug-
gests that this is also true for 
the US vs other markets around 
the world. Hence, comparing 
Global equities vs the US, both 
in US Dollars, captures curren-
cy and relative market perfor-
mance at the same time. This 
relation may change in the fu-

ture, yet for now, it still seems valid until early next year at least. On this Daily graph, both oscillator series (lower and upper 
rectangles) are suggesting that the Rest of The World continues to underperform the US at least into mid/late November. 
Downside targets on the other hand have pretty much been achieved (right-hand scale). Hence, most of the US outperfor-
mance is probably behind us, yet we expect it to linger on a while longer, probably towards year-end. 
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IEV - iShares Europe ETF (in US Dollars)
Weekly graph or the perspective over the next 2 to 4 quarters

When comparing different 
markets to one another, 

it is also interesting to look at 
specific markets in other refe-
rence currencies. This graph 
shows European markets de-
nominated in US Dollars. The 
resemblance with the Emer-
ging Markets graph above 
(also USD denominated) is 
quite remarkable. Similarly, 
both oscillator series (lower and 
upper rectangles) are pointing 
to further downside pressure 
into early 2019. On the tar-
get front, prices have reached 
our C Corrective targets to the 
downside (right-hand scale), 

and breaking below these would imply significant additional downside risk. This again is amazingly similar to our analysis 
on Emerging Markets.  

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

In reverse, we now look at the 
S&P500 denominated in Eu-

ros. One can clearly notice the 
strong impact of the EUR/USD 
exchange rate over the last 2 
years (limited performance last 
year, strong performance this 
year). On both oscillator series, 
the S&P500 denominated in 
Euros is also reaching “High 
Risk” situations. Furthermore, 
our I Impulsive targets to the 
upside (right-hand scale) have 
also been achieved. We hence 
expect the S&P500 in Euros to 
correct down over the next 3 
to 12 months. We believe that 
this move lower probably im-

plies a correction down in the S&P500, rather than a weakening of the US Dollar. Indeed, we see the later holding up rather 
well despite the economic deceleration we expect in the US in 2019, probably thanks to its Flight to Safety / Defensive status 
in times of crisis. 
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S&P500 Index
Daily graph or the perspective over the next 2 to 3 months

We now move to the 
Daily graphs of the main 

market indices and first to the 
S&P500. The correction down 
over the last week has now ac-
celerated. Both our oscillator 
series (lower and upper rec-
tangles) had indeed reached 
“High Risk” positions. Such si-
tuations would usually imply at 
least 2 to 3 months of correc-
tion down. Our C corrective tar-
gets down are pointing to po-
tential risk in the 2’777 – 2685 
range, which was pretty much 
achieved yesterday. If these le-
vels break, the next downside 
targets we can calculate are 

into the 2’530 – 2’410 range (1.3 to 1.7 times our historical volatility measure “Delta” - here at 306.7; middle rectangle, right-
hand side - subtracted form the recent highs), or another 8 to 12 % lower than today. Given this risk, and our time frame for 
a correction, first into late October and then possibly into mid/late November, we will avoid trying to play the rebounds 
as well as any bottom fishing at this stage.

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

The EuroStoxx 50 saw a nice 
bounce during the second 

half of September, It has since 
reversed down and for now the 
sequences of lower lows and 
lower highs (the definition of 
a downtrend) since May is still 
intact. Both our oscillator series 
(lower and upper rectangles) 
are now suggesting that the 
EuroStoxx 50 has now resu-
med lower, first into late Oc-
tober and then possibly into 
mid/late November. Our I Im-
pulsive targets to the down-
side for this move (right-hand 
scale) are still quite important, 
towards the 3’180 – 3’030 

range, or 2 to 6% more below current levels. Given the negative perspectives outlined on our Weekly and Bi-monthly 
graphs above, we would protect any exposure as much as possible.
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MSCI Emerging Markets Index
Daily graph or the perspective over the next 2 to 3 months

The MSCI Emerging Markets index has 
seen a steady decline since January. 

Over the last few months, each one of the 
July, August and September bounces have 
been retraced, and we believe that these 
were all part of a very weak consolidation 
pattern to the upside, which is now com-
pleted. Indeed, both our oscillator series 
(lower and upper rectangles) recently made 
lower tops and the trend is now resuming 
lower towards November, even December. 
On the target front (right-hand scale), the 
downside potential left is rather limited, 
yet our Weekly graphs above suggest much 
greater risk if the 940 levels are taken out. 
We hence continue to avoid Emerging 
Markets.

Nikkei 225 Index
Daily graph or the perspective over the next 2 to 3 months

The Nikkei 225 has been the stron-
gest index since mid August. Howe-

ver, both our oscillator series (lower and 
upper rectangles) have been suggesting 
that an important top was approaching. It 
has now probably been made. The conso-
lidation that follows could first last into 
November, then possibly into early next 
year as shown on our long term oscillator 
series (lower rectangle). Our I impulsive 
targets tot the upside are still pointing to 
further upside potential, yet the C Cor-
rective targets to the downside we can 
calculate, between 22’610 and 21’610 
(0.5 to 0.8 times our historic volatility 
measure “Delta” – here at 3’325; middle 
rectangle, right-hand side – subtracted 
from the recent tops) are also important. 

Hence, at this stage, the risk/reward is rather neutral, while our timing suggests a consolidation into November. We are hence also 
turning defensive on the Nikkei 225 Index.

Concluding remarks:

The equity rebound during September was rather strong on the EuroStoxx 50, while in the US and Japan, the uptrend continued 
to make new highs. Emerging markets performed a dead cat bounce, as expected. Over the last week, however, all these mar-

kets have accelerated lower. Europe and Emerging Markets are resuming their downtrend, and the US and Japan are topping out. 
The current correction phase to the downside will probably complete a first leg down by late October. Following a bounce, it then 
potentially resumes lower again towards mid/late November. Initially, we had planned for 5 to 10% of downside potential on average 
into October, yet the sell-off yesterday has already fulfilled much of this. The next level of targets are a further 5 to 10% lower. For 
example, on the S&P500, breaking below 2’685, would probably imply further downside risk towards the 2’530 – 2’410 range. This is 
not something to be discounted. Indeed, on our longer term graphs, S&P500 and the Nikkei 225 ate still quite Overbought, while in 
Europe and in Emerging markets, the longer term trends are already heading down. Both could easily justify another 10% risk to the 
downside. Hence for now, we are calling for strong caution on equity markets into late October at least, and then probably into mid/
late November. We will then reconsider, although our analysis suggests that the 2016-2018 equity bull market may have just ended. 44


