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12 / US Economy Expands; Prices Spike Higher Amid Signs Of Accelerated Buying Due To Trade Issues and the Fed presses on the 
brake - September PMI survey data added to signs that the US economy continued to expand at a good rate in the third quarter, albeit 
with the pace of expansion down on that seen in the second quarter. However, the finer details paint a slightly troubling picture as 
suggested by the Citi US Economic Surprise Index. The one component that raises concern is the price index. The price index fell 5.2 
percentage points to 66.9 in September from 72.1 in August. Despite the ease, the price index has been above 50 for 31 months. The 
continuing high level of this index suggests manufacturers remain under difficult pressure from rising input costs. The combined sur-
vey results suggest that the pace of economic growth continued to run close to a 3% annualised rate over the third quarter. This would 
mark a slower rate of economic expansion than the second quarter, albeit with the economy still enjoying robust growth. That would 
be less that the 4.00% plus GDPNowcast forecast of the Atlanta Fed. The combination of strong labour conditions and brisk demand 
is the biggest risk to the US economy as the Fed threatens to pre-empt subsequent expected inflation which could be generated by 
those pressures. We know that the US economy is on a roll, prices are rising, and that will induce the Fed to keep adding pressure to 
the brakes. However, the history of the Fed has not been stellar in this respect, and there is a chance that, as in all tightening cycles 
after WW II, we could be headed for a difficult 2019 if the Fed goes through with what it promised to do with the policy rates.

16 / Timing and Tactical Insight - Financials Markets are anticipating a mature business cycle - Financial markets are a discounting 
machine. They usually anticipate developments in the business cycle many months in advance. In a way, despite the current strong 
momentum in US economic data, for markets, perception of future developments is the reality. Rule of thumb is that they can look 
ahead as much as 6 to 9 months. Typically, as business cycles mature, Commodities are the last asset class to top out. Oil was just 
making new highs, yet we believe it may have now reached its peak for this cycle. Other pro-cyclical commodities such as Copper, 
Lumber or Cotton, already topped out this Spring, and have started to correct down, probably until early next year at least. Concomi-
tantly, main equity indexes have now started to break down. Beneath the surface, market breadth had been deteriorating very quickly 
(along with equities in most of the rest of the World). For example, Small Caps recently turned down vs the market, while Consumer 
Discretionary sectors, which are negatively impacted by higher interest rates, such as Housing and Autos, are already well off their 
Q1 highs. At the same time, however, Defensive sectors are starting to stabilize. We are watching them carefully as we currently see 
them breaking out to the upside vs the market. We expect them to outperform probably towards Spring 2019 and beyond. These 
developments are typical of late cycle behaviour, at a market top, and slightly ahead of a top in the business cycle.

23 /   The Fed shifts to restrictive policy stance, push yields sharply higher and steepen the yield curve; preparing for a fallout on 
risk assets  - The labor market is, on the surface, sufficiently strong to convince Powell and the rest of the FOMC to keep to a more 
restrictive policy path. The recent steep wage growth practically had the Fed mortified; the wage data is starting to tell an alarming 
story to the Fed. Year-over-year growth edged down from 2.9% to 2.8%, but the annualized pace over the last three months has been 
a healthier 3.76%. Add to that the gains in the ISM NonManufacturing and Manufacturing surveys, and you get a Fed with an itchy 
trigger finger, despite a tame 2.2% core inflation. The impact of the shift in Fed policy: expect more rates hikes in the months ahead 
as the early reads on the third quarter, primarily October survey data, indicate that the economic momentum continues, although 
at a more moderate scale. For the Fed, this is not any more a time for dithering. That has made several members of the FOMC to re-
consider their previously dovish stance. That the yield curve is steepening in the wake of a Fed policy shift to a much tighter stance is 
about as good a story as the Fed could hope for. But as we will see, this apparent boon (from the Fed’s point of view) could quickly turn 
into a nasty symptom of distress. Steepening of the yield curves has corresponded to the start of growth decline that culminated in 
recessions. Tightening cycles impact employment and activity that slows economic growth. The Fed then turns dovish, and cut rates, 
as growth spirals lower. But steepening PRECEDES the growth decline, and the reaction function of the Fed (to cut rates) after GDP 
starts falling hard. the Fed’s attempt to control “inflation to make growth sustainable” in each and every one of the tightening cycles 
since World War II has resulted in recession. They always over-tighten. Always. There is no reason to believe that it will be different 
this time around.

27 / Timing and Tactical Insight - In search of the neutral rate Graal - Last month, we expected Treasury yields to retest to the up-
side until late September / early October. The strength of the upside break-out did however surprise us. For now, we still think that 
over the next few weeks, these dynamics could reverse and resume down again. US Yields have entered High Risk positions on our 
Daily graphs, while they are probably close to longer term intermediate tops on our Weekly graphs. Oil shows a similar profile, while 
other related trades such as TIP/Treasury break-evens, US Yield curve spreads or German Bund yields could also be getting ready to 
resume their downtrend, probably from now into mid/late November. Looking into 2019, we still expect that a significant period of 
retracement could materialize on Treasury yields, and that this correction to the downside may extend over the next 6 to 12 mon-
ths. Our projections are that US Treasury yields could retrace between 60 and 100 bps across the curve during this period. Credit is 
another element that could add additional downside pressure on Treasury yields and Bund yields. Indeed, over the next few months, 
we expect credit spreads to continue their rising trend, possibly into early next year at least. This should trigger Flight to Safety flows 
towards Treasuries and higher corporate rated issues, put a cap to the upside on benchmark bond yields and gradually lead them to 
reverse down. 
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34 / The equity markets take fright at the sharp rise in yields and Fed’s policy communication folly; risk-parity fund managers will 
push markets towards “convergence to the mean”- The S&P 500 has lost about 5% since last month's record high, but it's still up 
about 4% year to date. It's painful, but still far short of a typical correction (-10%). The proximate cause is the bond selloff (sharp rise in 
bond yields), there's no question about that, in our opinion. Last week's rapid run up in long-end Treasury yields is the proverbial talk of 
the market and judging by the market response, equity investor’s earlier equanimity with rising yields ran out at above roughly 3.20% 
on the 10-year bond. The sharp rip higher in yields has been caused by the Fed’s transition from pseudo-dovish to outright bullishness 
in the pace of policy tightening. As we discussed in another article in this issue of the Capital Observer (“The Fed shifts to restrictive 
policy stance, push yields sharply higher and steepen the yield curve; preparing for fallout on risk assets”), the Fed’s shift into an overt 
tightening policy and is expected to make conditions restrictive, has finally struck a nerve in equity market investors. That is what has 
flipped the equity-rates correlation to negative and impacted large pools of money that are managed based on a risk parity strategies. 
So we are seeing the extreme volatility in the equity markets as position get adjusted. As the January debacle showed, sharply rising 
yields would tend to undercut the equity markets when the composure of the equity markets is shattered. In this case, Fed Chair 
Powell’s injudicious comments implying restrictive monetary policy to come was the veritable straw that broke the camel’s back.

37 / Timing and Tactical Insight - Intermediate correction or significant break? Looking into the recent weakness of US, Emerging 
and other Developed markets - 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 markets have accelerated lower. Europe and Emerging Markets are resuming their downtrend, and the US and Ja-
pan 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.

45 /  Macro and micro factors are aligning to push the US Dollar even higher going into H1 2019: winners and losers in its wake  - 
Since early in the year, our thesis has been that the dollar is in a strengthening phase, and will likely remain strong over the near term 
for a number of reasons. One of which is expectation in the coming year that global growth will be uneven – the US will grow while the 
Rest of the World (RoW) will not. There are also other factors contributing to the dominance of the US currency at this time. And we 
go from the macro scale, represented by (1) the growth or non-growth of the Rest of the World vs US, (2) differentials in central bank 
monetary policies, (3) by differentials in regional capital flows, to micro scale represented by (A) domestic systemic liquidity proxied 
by the level of term (money) market rates, and (B) by the spreads of those short-term market rates. The effect of the distributed lag in 
the US Capital Account has made demand for bonds and Dollars stronger, the combined effect of which will weaken equities. Strongest 
Capital Account inflows happen during market and/or economic crises, so yields fall on demand for safe haven paper, strengthening 
the DXY -- that weakens equities. For most of H1 2019, get used to falling yields, stronger DXY and weaker equities. And perhaps a crisis, 
or two. The evidence convinces us that the US Dollar (DXY) is in a bull market which could last until late Q2 2019. This is happening 
during a time when the distributed lag of the Capital Account inflows begins to reassert as well – and its lagged impact is estimated to 
last until mid-2019. The winners will be US Dollar denominated assets over those of other regions, and the biggest losers are shaping 
up to be the Precious Metals asset class.

50 / Timing and Tactical Insight - Strong Dollar dynamics and related trades - The recent rise in US yields is mostly driven by real 
rates. Indeed, inflation expectations (breakevens) have rebounded a bit since mid August, but nothing like the acceleration we have 
just seen on Treasury yields. This is highly positive for the US Dollar over the next few months as proxied by the rising US to the 
rest of the world interest differential, while inflation remains rather tamed. A slight contra-trend may materialize though towards 
late October, early November. EUR/USD is on the other side of this equation, along with GBP/USD, or the Yuan vs the USD, as well 
as related trades such as Industrial metals or Gold. EUR/CHF is also quite interesting as a risk-ON / risk-OFF indicator in Europe. It 
should continue lower over the next few months along with the EuroStoxx 50. On the other hand, USD/JPY (which is usually defen-
sive) has remained strong until just recently, yet may have just topped-out, together with other late cycle plays such as the Nikkei or 
Oil. Finally, Emerging markets currencies should continue to suffer over the next few months. This is especially true for the curren-
cies of commodity producing countries, and we expect them to underperform their importing peers, probably into early next year.

56 / Splicing the markets - Weighing up Cyclical Value vs Defensives - Value and Cyclical trades have been on a roll over the 
last few weeks. Their out-performance synchronizes with the bounce we have recently seen on the yield curves. Yet, for now, 
vs Defensive trades, these positive moves are still counter-trend, and could potentially start to retrace over the next few weeks. 
Positive developments on the Brexit front, or new found resilience in Emerging Markets may gradually switch this defensive 
stance to a more positive outcome. Yet, for now, we continue to abide by it, until late October, early November at least. 
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The sequences we had expected last month on equities, when we published on the 13th of September, are playing out very 
much as expected. We then wrote that the bounce in Europe and the upside retest in the US would hold up a while longer, 
probably for another couple of weeks. Yet, by late September, we expected equity markets and risk assets more generally 
to resume lower, probably into mid/late November. While European markets, Emerging Markets, the Nasdaq or the Russell 
2000 for now have followed these projections exactly, the S&P500 and the Dow Jones Industrials finally accelerated to the 
downside yesterday as global equity markets have started to sell-off. As expected, Commodities have also started to reverse 
and Oil for example is confirming the early October top we had projected.

More surprising in our view, over the last couple of weeks, was the strong break-out on treasury yields, especially on the long 
end. We had expected them to retest up a while longer, yet believed that by late September, they would start to resume lower 
along with risk assets. In fact, it’s their acceleration, following Mr Powell’s “we’re a long way from neutral rate” comment, 
that triggered the risk asset correction, which is now underway. The situation is not that dissimilar to what happened during 
the January inflation scare, yet this time, it is growth perspectives and rate hike projections, which are being revised up. Back 
then, as the risk asset correction started to accelerate, flows gradually found their way back to the treasury market as Flight 
to Safety started to kick in. This hasn’t really happened yet this time around. Going forward, from a macro perspective, we 
expect a hawkish FED and several more rate hikes, and as we have seen yesterday, with the danger of triggering a fall-out 
in risk assets. On the technical front, the shift up across the yield curve, as well as the steepening bounce since late August, 
have pretty much exhausted the upside potential we see for now on medium to long term tenures. We expect these to start 
retracing over the next few weeks, and the extent of this reversal should be widely dependent on the amplitude of the risk 
assets correction going forward, and related potential Flight to Safety flows back into Treasuries.

Considering equities and other risk assets, their longer term rotation is indicating that we are reaching the very mature 
stages of the market cycle. It usually precedes the business cycle by 2 to 3 quarters. Interest sensitive and cyclical sectors 
probably peaked out this Spring, along with cyclical commodities (e.g. Lumber, Cotton). Oil is now probably following. On 
the other hand, defensive equity sectors seem to be building a base, and have recently turned up, this despite the strong 
rise in yields. Much depends on the continuation of these dynamics in order to confirm a more durable shift towards a 
defensive environment. On the main equity indexes, our long term bi-monthly graphs have reached important tops, some 
were already made last year (Europe), or early this year (Emerging Markets), others may have just been made (US and Japan). 
Nevertheless, in the US especially, the upside potential seems exhausted. Globally, we believe that an important correction 
could continue to unfold over the 12 to 18 months, with a downside risk of 20 to 35.%  from their recent highs on the main 
equity markets. Medium term, our Weekly graphs are still very much stretched in the US and Japan, and already declining 
elsewhere, while our shorter Daily graphs continue to suggest a first leg down into late October and then potentially another 
one into late November. A year-end rally, or bounce, could then materialize from November into January. Yet, until then, we 
remain defensive considering the current window of risk we still expect over the next few weeks.

Finally looking at the US Dollar, we believe it is influenced by several factors. It may come under pressure if yields start to 
retrace, yet inflation break-evens are suggesting that inflation expectations are also receding, which is rather US Dollar 
positive. The Dollar should also continue to profit from the interest differential with other regions and from carry flows, 
as well as from repatriation and flight to safety flows if the risk asset correction continues. While on our graphs a slight 
correction may materialize towards the end of this month, the trend still seems very positive for the US Dollar vs most 
currencies, probably until early next year at least. USD/JPY may be the only exception. Indeed, as the risk asset correction 
continues, it should rediscover its defensive traits.

6/ Mapping the markets 

Main 
Equities

US

S&P500

By late September, US Equities started to 
correct down as expected. We remain de-
fensive on them towards late October in first 
instance, possibly until mid/late November.

Depending on the strength of the cor-
rection, we could still expect a year-end 
rally. Yet, rather a bounce, if the correc-
tion is strong, probably from November 
into January.

Europe
   
EuroStoxx50

European markets have been resuming low-
er as expected from late September, prob-
ably until late October and potentially until 
late November.

Depending on the strength of the cor-
rection, we could still expect a year-end 
rally. Yet, rather a bounce, if the correc-
tion is strong, probably from November 
into January.

EMs

MSCIEM USD

EMs are still heading lower, probably  into 
late October and potentially into November, 
even into December.

Emerging markets continue to sell-off, 
probably until Spring next year

Treasuries US10Y

Bond prices

Treasuries could gradually start to stabilize. 
We expect at least an intermediate bounce 
between now and late October, perhaps late 
November.

10Y Yields could still theoretically re-
trace 60 to 100 bps until Spring/Summer 
2019. This would require a strong risk 
asset correction and concomitant Flight 
to Safety flows. 

Germany 10Y

Bund prices

Bund Futures could gradually start to sta-
bilize. We expect at least an intermediate 
bounce between now and late October, per-
haps late November.

Between now and November, the Bund 
should start to strengthen again, proba-
bly towards Spring/Summer 2019.

Next 2 months 3 to 6 months ahead

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight
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Main Equities
World markets
p 37, 38, 39, 41, 42, 43, 44

Equities have topped out as we expected towards end September. The current sell-off has 
erased the full Summer performance in a matter of hours. We expect further downside 
towards late October in first instance , then again  into mid/late November and then probably 
again into the Spring. Theoretically, the Bear market we expect could last between 12 and 
18 months.

Main Regional picks
p 37, 38, 39, 41, 42, 43, 44, 53

For now, the panic seems to originate in the US. Yet, we still believe that when/if things gets 
worse, the US should benefit from Flight to Safety and repatriation flows. We would hence 
continue to favor the US over other Regions.

Volatility Volatility is going nowhere but UP. Rising interest rates and falling markets is a deadly cocktail 
that boosts volatility.

Emerging markets
p 40, 44

Essentially, Emerging markets remain in sell-off mode, probably into November/December 
and then into the Spring

Government Bonds
US & European Benchmarks   
p 28, 29, 31, 32

We believe that US 10Y yields may top out for this cycle sooner that consensus believes and 
could start to reverse down during October. Theoretically, we expect them to retrace 60 to 
100 basis points over the next 6 to 12 months. European long term yields topped out in 
January and have since been trending lower. September saw a bounce, yet these could now 
resume lower, probably into November and then Spring next year.

Equity / Bonds US The ratio topped out towards late September 
as expected and despite the bond rout. The 
ratio should continue to correct towards late 
October, possibly November.

We still expect the environment to gradual-
ly turn more defensive. Equity are stretched 
and rates could start to retrace. We remain 
defensive for now.

Europe The ratio topped out towards late September 
as expected and despite the bond rout. The 
ratio should continue to correct towards late 
October, possibly November.

We still expect the environment to gradual-
ly turn more defensive. Equity are stretched 
and rates could start to retrace. We remain 
defensive for now.

Duration We still expect US and European yield curves 
to retrace down once more, probably to-
wards late 2018 / early 2019.

Considering our defensive bias, 2019 
should see the yield curve steepen, proba-
bly starting early next year, following a last 
downside retest.

Credit As expected, Credit spreads started to re-
sume up late September. The move should 
continue into late October, possibly into mid/
late November.

We believe the Credit cycle has turned and 
that Credit spreads should continue to wid-
en into next year. We would stick to High 
Quality issuers over the next few quarters.

TIPs/Treasuries Following a weak bounce, TIPs vs Treasuries 
have just started to roll-over again. The move 
probably continues into late October, poten-
tially into mid/late November.

TIPs/Treasury ratio probably continues to 
retrace into next year.

Oil The current September upside retest on Oil 
may have died out early October as expected. 
Oil could now start to correct towards late 
October, potentially late November.

Oil continues to correct down into ear-
ly next year (Brent probably breaks back 
down towards 60 USD/barrel).

Industrial metals Industrial metals and Copper have just start-
ed to resume lower. The decline probably 
continues into late October, potentially mid/
late November.

Industrial metals and Copper probably con-
tinue lower into next year and could retrace 
most of their uptrend since early 2016.

Gold Gold should continue to be under pressure 
as the Dollar continues up into year end. A 
slight bounce may materialize towards late 
October / early November.

Gold probably remains under pressure to-
wards Spring next year, i.e. as long as Cen-
tral Banks are tightening.

Next 2 months 3 to 6 months aheadMain Asset Allocation Drivers

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight

Equity to Bond Ratios, Fixed Income Dynamics & Commodities

We continue to expect that Yields curves in the US and Europe continue to flatten. More 
precisely, following their steepening bounce during September and early October, yields 
curve spreads should soon start to reverse down again and retest their Summer lows on 
gradual Flight to Safety flows towards the US Treasury market. 2019 could then see renewed 
steepening.
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Fixed Income Dynamics
Duration (10Y - 3Y/3M)
p 30

Equity to Bond Ratios
US & Eurozone Markets While US and European Government bond yields haven’t really started to retrace yet, their 

acceleration up over the last few weeks now pales in comparison with the equity market 
sell-off currently underway. Since late September as expected, the ratio has turned widely 
in favor of Bonds. The move lower should continue towards November/December in first 
instance.  



Foreign Exchange

USD vs EUR EUR/USD could remain range bound and bounce slightly 
into late October, early November, it then resumes low-
er towards December and the 1.14 - 1.10 range.

EUR/USD remains under pressure until at least Q2 
2019 and could break below the 1.10 or lower.

GBP GBP/USD could remain range bound and bounce slight-
ly into late October, early November, yet then resumes 
lower towards year-end and the 1.27 - 1.22 range.   

GBP/USD remains under pressure until at least Q2 
2019 and could break below the 1.20

JPY USD/JPY resumes lower, probably towards the 111 - 108 
range over the next 2 months. 

As we move into 2019, USD/JPY breaks below 108 
and then drops during the year towards 100 and 
probably below.

CHF USD/CHF could retrace back towards late October, early 
November and the 0.97 - 0.95 range. 

USD/CHF should resume up towards parity and 
above between November and the Spring

EUR vs GBP EUR/GBP could bounce during October, yet should re-
main in the 0.87 - 0.90 range over the next couple of 
months.

EUR/GBP then resumes higher in 2019, probably 
towards parity. 

JPY Over the next few months, EUR/JPY drops back into the 
128 - 125 range and perhaps even below. 

EUR/JPY continues to fall until mid next year at 
least and should move below 120, possibly even 
lower.

CHF Over the next few weeks, EUR/CHF should resume lower 
towards December and the 1.11 - 1.09 range.

EUR/CHF continues its fall into the Spring, probably 
below  1.10 and potentially towards 1.05

GBP vs JPY Over the next few months, GBP/JPY should drop back 
into the 144 -141 range and perhaps even below.

GBP/JPY continues to fall until mid next year and 
should move below 135, possibly even lower.

CHF Over the next few month, GBP/CHF should drop back 
into the 1.24 - 1.20 range.

GBP/CHF continues its fall into the Spring, probably 
below  1.20 and potentially towards 1.15

Next 2 months 3 to 6 months ahead

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight

Rate Differentials US rate differential vs other regions may consolidate slightly during the initial phases of the risk asset 
correction. The trend is quite extended, yet we still see it continue higher until early next year at least. 

Tips
p 27, 50

TIPs could start to rebound along with treasuries, but TIPs will probably lag Treasuries in doing so as 
inflation expectations are receding. Hence, the TIPs/Treasuries ratio has started to reverse and could 
move lower again towards  November.  

Commodities
Oil
p 16, 27

As expected last month, both Brent and WTI probably topped out early October and are starting to 
correct down towards November and then early next year. By then, Brent may revisit the low 60s/high 
50s, while WTI the mid 50s USD/barrel.

Industrial metals
p 17, 51, 57

As expected, Industrial metals are currently resuming their downtrend and should continue to sell-off 
along with Chinese equities. This trend probably continues lower into November and then again into 
Spring next year. By then, Industrial Metals may revisit their early 2016 lows.

Gold & PMs
p 52

Gold should remain under pressure as long as the US Dollar remains strong and as long as the FED 
continues to tighten (as long as the ECB is considering it), which could be another few months. In the  
meantime, a slight bounce may materialize towards late October, early November.

Agriculture
p 20, 21

Agricultural Commodities are typical late cycle commodities. They are more defensive than Energy or 
Industrial Metals and should perform better than them in the upcoming environment. That said on an 
absolute basis they remain under pressure in an environment where the Dollar is still strong, the Yuan 
is still declining and risk assets have started to sell-off.

Credit
p 33

Last months, we expected that High Yield could start topping out vs Investment Grade during the Fall. 
We also expected Sovereign spreads to widen again. Overall, we believed that Credit has topped out 
for this cycle. The current risk asset rout should confirm this reversal
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Equities Markets Segmentation

US Sectors - S&P500 We've neutralized all interest sensitive 
sectors (positive or negative) and remain 
Overweight Defensive ones

We continue to favour Defensive sectors, 
potentially into the Spring

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 XLF 15%

Financials XLV 14%

Discretionary XLY 10%

Communication XLC 10%

Industrials XLI 10%

Staples XLP 7%

Energy XLE 6%

Next 2 months 3 to 6 months aheadCore Sector Weightings

Euro
p 50, 54

As we have been expecting from early this year, EUR/USD is reversing its strong 2017 rebound. The pair has 
since seen a first leg down, which was probably completed mid August. The latest bounce during September 
was rather unconvincing, and EUR/USD has since resumed lower. Over the next couple of weeks, EUR/USD  
could remain range bound into late October, early November. Following that, it resumes lower towards 
December and the 1.14 - 1.10 range. EUR/CHF could retest down into recent range between 1.13 and 1.12, 
then bounce a bit into early November, before it resumes lower towards December and the 1.11 – 1.09 range. 
EUR/GBP saw quite a sharp correction recently below our expected 0.89 – 0.88 target range (to circa 0.87). 
We expect it to rebound over the next couple of weeks, yet it could then remain in that 0.87 – 0.90 range for 
a couple of months. Following that, it resumes up in 2019 towards parity. Obviously successful conclusion (or 
not) of Brexit negotiations are going to have a strong impact on the pair and its volatility.

Yen
p 54

During its recent push above 1.14, USD/JPY has probably made an important top. It is now starting to retrace 
on risk-off considerations and should continue to do so over the next couple of months and towards the 
111 – 108 range. Following that, into early next year, it breaks below 1.08 and starts moving towards 100 and 
possibly below. The Yen is regaining its risk-OFF profile as the cross assets environment gradually turns more 
defensive. Vs the Euro and Sterling, the Yen should also strengthen over the next couple of months and again 
into next year.

Sterling
p 51, 57

The fate of Sterling is hanging onto the current Brexit negotiations, to their successful conclusion and to the 
details of this deal. For now, the bounce in Cable (GBP/USD) is still on, perhaps for another week (1.32 – 134 
range). Following that we expect it to resume lower towards December and the 1.27 – 1.22 range. Vs CHF or 
the Yen, Sterling should correct down towards December, yet could remain range bound vs EUR over the next 
couple of months.

Oil & 
Commodities 
currencies

Commodity currencies (our equal weighted portfolio containing AUD, BRL, CAD, NOK, NZD, RUB, CLP and ZAR) 
topped out in early February against the Dollar and have been selling off since. They recently saw a slight 
bounce during September, yet should gradually resume lower towards December, and then possibly again 
into Spring next year. Similarly, we expect them to remain weak vs all the major currencies.

Asian 
currencies
p 52

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). It 
should continue lower vs the US Dollar and most major currencies towards December and then again until 
Spring next year.

US Dollar 
p 50, 53

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, from late September, the Dollar has resumed its uptrend. This move 
could pause into late October, early November. From November on, it should then accelerate up probably 
towards December and then into next Spring on Flight to Safety concerns.
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All World Country Index
Currency hedged

We continue to Overweight the US and 
have neutralized Canada and Switzerland, 
which we feel are more defensive, Under-
weighted the RoW

We continue to Overweight the US and 
have neutralized Canada and Switzerland, 
which we feel are more defensive, Under-
weighted the RoW

Region 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 ahead

Core Countries Weightings

Main Sectors Allocation
p 18, 19, 20, 21, 22, 31, 56

The correction down we had expected on equity markets from end September started as planned in Europe, on the Nasdaq or on 
the Russell 2000, and yesterday finally accelerated on the S&P500 and the Dow Jones Industrial Average. We will hence remain 
Overweight Defensives over the next 2 months and potentially into next Spring.

Last month, we also believed that interest rates could retest up towards end September. Yet we didn’t expect them to break-out as 
they did. Our analysis suggests that they could now roll down over again between now and late October, but until it happens, we 
prefer to remain neutral on all interest rate sensitive sectors (positive or negative). Hence, for now, we have neutralized all sectors 
except for Defensives.

European Sectors - Europe Stoxx 600 We've neutralized all interest sensitive 
sectors (positive or negative) and remain 

Overweight Defensive ones

We continue to favour Defensive sectors, 
potentially into the Spring

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%

Countries allocation

Next 2 months 3 to 6 months ahead
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General Comment Our Factors and Themes Allocation into 
October/November avoids high beta risk. 
As with the sector allocation, we have neu-
tralized any potential exposure to interest 
rates.

Into early next year, we continue to avoid 
high beta risk and will underweight the 
Nasdaq as it seems extended vs the mar-
ket.

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

We continue to avoid high beta plays over the next couple of months and then into the Spring as we expect equity markets 
to continue to correct first into late October, then potentially into mid/late November, and following a year-end bounce, 
possibly into next Spring. For now, we have neutralized any potential exposure to interest rates or the yield curve as these 
may start to retrace, yet it could take a couple more weeks.

Medium to long term, we intend to underweigh the Nasdaq as it is probably quite extended vs the S&P500. We are also 
overweighting Japanese small caps as these are usually rather defensive, especially if a rising Yen starts to negatively impact 
Japan’s large export businesses. 

Main Country allocation
p 18, 22, 37-44, 56

The risk assets and equity markets correction we had expected is under way. Given the geopolitical uncertainties around 
the world, we continue to believe that the US should benefit from repatriation and Flight to Safety flows. We hence remain 
Overweight on it for now. We have also neutralized Canada and Switzerland, which we feel could be more defensive than 
other countries outside of the US. For now, we intend to keep this defensive positioning towards late this year, and probably 
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.

Core factors and Themes



September PMI survey data added 
to signs that the US economy 

continued to expand at a good rate in 
the third quarter, albeit with the pace 
of expansion down on that seen in the 
second quarter.

The latest monthly reports from the 
Institute for Supply Management 

show that the nonmanufacturing and 
manufacturing sectors of the economy 
continued to expand at brisk pace in 
September. Details in both reports were 
positive and suggest strong, broad-
based growth in the economy. But 
that is based on the headline data. The 
finer details paint a slightly troubling 
picture as suggested by the Citi US 
Economic Surprise Index (see 1st chart 
on this page).

The ISM's Non-Manufacturing index 
rose to a reading of 61.6, a new all-

time high for this index which began in 
2008. For this index, 50 is neutral, with 
readings above 50 suggesting expansion 
and readings below 50 suggesting 
contraction. Typically, the NMI ranges 
between 50 and 60, with dips below 50 
during recessions. Historically, readings 
above 49.0 have suggested expansion 
of the overall economy. The September 
result is the 104th consecutive reading 
above 50 (see 2nd chart below).
 

Among the key components of the 
NMI, the business activity index 

(equivalent to the production index 
in the ISM manufacturing report) was 
65.2 in September and is the 110th 
consecutive month above 50. For the 
month of September, all 17 industries 
in the nonmanufacturing survey 
reported growth.

The nonmanufacturing new orders 
index came in at 61.6, up from 60.4 

in August. September was the 92nd 
month of readings above 50. The new 
export orders index, a separate index 
that measures only orders for export, 
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12 /US Economy Expands; Prices Spike Higher Amid Signs Of 
Accelerated Buying Due To Trade Issues

was 61.0 in September and has been 
above 50 for 20 consecutive months.

The one component that raised 
concern in the nonmanufacturing 

report was the prices index. It rose to 
a reading of 64.2 in September versus 
62.8 in August. September was the 31st 
month in a row that the prices index 
has been above 50. This result suggests 
nonmanufacturers are experiencing 
materials cost increases.

The ISM Manufacturing Purchasing 
Managers' Index from the Institute 

for Supply Management registered a 
59.8 reading in September, down from 
61.3 in August. Despite the slight drop in 
the month, that is the 25th month in a 
row above the neutral 50 level. Typically, 
the PMI ranges between 45 and 65. 
Historically, readings above 43.2 suggest 
expansion for the overall economy. 
September is the 113th month in a row 
above 43.2.
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The production index was 63.9 in 
September, up from 63.6 in August 

and the highest since January (see 1st 
chart on this page). September marks the 
25th month in a row above 50. Historically, 
readings above 51.5 are consistent with 
growth in the industrial production 
index from the Fed. In September, 14 
of the 17 industries surveyed reported 
growth, while none reported a decrease 
in production.

However, the PMI manufacturing 
survey will likely fall over the next few 

months as indicated by the difference of 
ISM New Orders and Inventories (see 2nd 
chart on this page). 

As with the nonmanufacturing survey, 
the one component that raises 

concern is the price index. The price 
index fell 5.2 percentage points to 66.9 in 
September from 72.1 in August. Despite 
the ease, the price index has been above 
50 for 31 months. The continuing high 
level of this index suggests manufacturers 
remain under difficult pressure from 
rising input costs.

The combined survey results 
suggest that the pace of economic 

growth continued to run close to a 3% 
annualised rate over the third quarter. 
This would mark a slower rate of 
economic expansion than the second 
quarter, albeit with the economy still 
enjoying robust growth. That would be 
less that the 4.00% plus GDPNowcast 
forecast of the Atlanta Fed (see 3rd 
chart on this page).
 

From a demand perspective, order 
books look encouragingly resilient and 

robust. New order inflows across both 
sectors ‒ the best gauge of changing 
demand conditions ‒ rose to a three-
month high in September, climbing above 
the survey's long run average.

However, that may be not what 
it seems. 

Across the U.S., companies are 
hitting the panic button. The Trump 

administration has levied 10 percent 
tariffs on $200 billion of Chinese goods, 
a charge that is expected to rise to 25 



percent by 2019. This top the tariffs on 
$50 billion of Chinese goods that were 
imposed in August, and is an effective 
tax on U.S. consumers, who will soon 
be paying more for everything from 
cosmetics to clothing to cars if they aren't 
already.

Against that backdrop, it's becoming 
clear that many companies 

are rushing to secure products and 
materials before prices rise regardless 
of current demand. You could say they 
are in panic-buying mode. The upside 
is that this behavior bolsters economic 
growth in the short term. The downside 
is that there is likely to be a nasty 
hangover. 

Evidence that panic buying has set in 
was seen in the September Chicago 

Purchasing Managers Index report, 
which is a bellwether for the broader 
national manufacturing sector. While 
the results "disappointed," with the 
index falling from 63.6 to a still high 
60.4 and the new orders component 
sinking to a six-month low, the inventory 
component surged above the 60 mark. 
(In these diffusion indexes, readings 
above 50 denote expansion.) To put the 
stockpiling in context, inventories have 
only breached 60 twice this year. Such 
nosebleed readings are so rare that 
they rank in the 97th percentile over 
the last 30 years.

As per the Chicago PMI:

Firms continued to add to their stock 
levels, building on August's marked 

rise. The scarce availability of inputs 
continued to encourage stockpiling while 
forecasts of higher future demand also 
contributed to the rise in inventories.

Private payrolls in the US increased 
121,000 in September, well below 

market consensus forecast for a 175,000 
gain. Last month's advance was also 
dramatically weaker than August's 
revised surge of 254,000. Despite the 
surprisingly softer report, the year-over-
year trend ticked up to 2.0%, a two-year 
high. (see 1st chart on this page)
 

The faster annual pace is 
encouraging, on its face. But keep 

in mind that the stronger year-over-
year change for last month reflects an 
unusually weak year-ago comparison. 
In September 2017, private payrolls 
were virtually flat on a monthly basis, 
edging up a slight 16,000 - the smallest 
monthly gain since 2010.

Nonetheless, short of an 
extraordinarily strong surge in 

October employment, it'll be tough 
for next month's year-over-year trend 
to hold at the 2.0% mark as the weak 
September 2017 data falls out of the 
comparison. For now, it's reasonable 
to assume that the labor market is still 
expanding at a healthy pace. Expecting 
a return to 2.0%-plus year-over-year 
gains in the months ahead, however, is 
probably expecting too much.

With strong labor conditions and 
with a variety of survey indications 
suggesting that demand is exceeding 
supply, a rise in price pressures should 
come as no surprise. The PMI surveys 
showed average prices charged for 
goods and services rising in September 
at the steepest rate yet recorded since 
comparable survey data were available 
in 2009.

The combination of strong labor 
conditions and brisk demand is the 

biggest risk to the US economy as the 
Fed threatens to pre-empt subsequent 
expected inflation which could be 
generated by those pressures. 

There is a very specific sequence 
from GDP growth to the Core CPI, 

and the subsequent reaction function 
of the Fed to rising Core CPI inflation 
(see 2nd chart above). Although 
the Fed lags the developments in 
growth and in inflation, the rise of 
the policy rate serves to hobble both 
variables. During all the instances of 
US recessions after World War II, the 
proximate causes were tightening 
of the policy rate which did brought 
inflation lower, but at the cost of 
declining output – a recession (see 
chart on next page). 

All this becomes significant in the 
light of an apparent flip from 

dovish to hawkish in the stance of Fed 
Chair Jerome Powell. In a recent Q&A 
session, he maintained the continued 
“gradual rate hike” mantra. What was 
surprising was when he said “we’re 
a long way from neutral, probably.” 
That seemed like it was a bit of a slip 
to a hawkish stance at that. What 
seems remarkable to us is that we keep 
hearing a dovish interpretation of the 
Fed’s recent disavowal of r-star (neutral 
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rate) and the related demise of forward 
guidance. But what Powell let slip is 
that he clearly still has an estimate of 
neutral and we are nowhere near it. 
That’s hawkish. 

We know that the US economy is 
on a roll, prices are rising, and that 
will induce the Fed to keep adding 
pressure to the brakes. However, the 
history of the Fed has not been stellar 
in this respect, and there is a chance 
that, as in all tightening cycles after 
WW II, we could be headed for a 
difficult 2019 if the Fed goes through 
with what it promised to do with the 
policy rates. 
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Financials Markets are anticipating a mature business cycle
Following the rather mixed non-farm payroll report on Friday, NY Fed’s President John Williams stated that ‘they’ continued to see strong 
jobs growth, good economic momentum going forward, and that ‘they’ were not seeing inflationary pressures, not seeing “Any Inflation At 
All”. We would probably agree with this statement as mentioned in previous issues of The Capital Observer. We  believe that some residual 
inflationary pressures may persist into next year, which is quite common in a maturing business cycle, yet that inflationary surprises are 
probably behind us. On the other hand, economic momentum does still seem quite strong, yet for how long? This is a crucial question as 
Financial Markets tend to anticipate economic developments 6 to 9 months ahead, and a potential deceleration starting at some point in 
2019 could already be influencing asset prices today. In this article, we review various assets, including commodities, cyclical and defen-
sive sectors to try to get a feel to where we stand. 

Brent Oil 
Bi-monthly graph or the perspective over the next 1 to 2 years

We start this cross-assets review with the 
long term graph of Oil. Indeed, Oil is a 

late cycle performer and has been emblematic 
of the reflationary re-acceleration that started 
2.5 years ago. Last month, in our articles on the 
subject, we stated that we expected a new re-
test of highs towards early October, but that Oil 
should then enter a correction phase into Q4. 
Indeed, on both oscillator series (lower and up-
per rectangles), Oil has now reached important 
intermediate tops. These would imply between 
3 to 5 quarters of correction to the downside. 
The move up since 2016 has been impressive 
and fulfilled our C Corrective targets to the up-
side between 72 and 96 USD/barrel (right hand 
scale), as we had expected. Yet, for now, it has 
failed to break above these to confirm a long 
term impulsive uptrend. Bottom line, we are 

still in the early stages of a potential long term uptrend. The probabilities of it reversing down are still high, and, at the least, retracements 
to the downside can be quite drastic. As mentioned above, our timing suggests that we are entering the danger zone. 

Brent Oil 
Weekly graph or the perspective over the next 2 to 4 quarters

On the medium term Weekly graph, 
the trend turned impulsive a while 

ago and is quite robust. Yet, it has now 
reached our I Impulsive targets to the 
upside between 78 and 94 USD/barrel 
(right-hand scale), which could suggest 
that the leg up since 2016 may been 
slowly reaching exhaustion. Both oscil-
lators series (lower and upper rectangles) 
are showing continued strength into next 
year. That said, both are also pointing to 
a period of correction to the downside 
which could materialize between now 
and early next year. Given our longer 
term perspectives, in the graph above, 
which also points to imminent long term 
intermediate tops, we are turning quite 
prudent on Oil over the next few mon-

ths. The risk we can calculate to the downside would amount to circa 0.5 to 0.8 times our historical volatility measure “Delta” (here at 38.20 
USD/barrel; middle rectangle, right-hand side), or towards the 65 – 54 USD/barrel range (25 to 40% lower than today). Such a reversal to the 
downside, if it starts to materialize, could imply that a serious economic deceleration may lie ahead. 
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Copper Spot (USD/ton; LME) vs Gold Spot (USD/oz)
Weekly graph over the perspective over next 2 to 4 quarters

We now turn to the Cop-
per to Gold ratio that 

was very much publicized last 
year by famous bond manager 
Jeffrey Gundlach as a proxy for 
monitoring growth perspec-
tives in the economy as well 
as the future path of interest 
rates. He actually called it “a 
fantastic coincident indicator 
of interest rates”. Since June, 
probably due to the sell-off in 
Chinese equities, the ratio’s 
price action has been weaker 
than the one of US interest 
rates. Yet, it is still following 
the same path, and recently re-

bounded as US interest rates have been making new highs. That said, both our oscillator series (lower and upper rectangles) 
are suggesting that the Copper to Gold ratio should now enter a period of correction to the downside, probably until ear-
ly next year. Will interest rates also start to retrace? Possibly. At least, the ratio seems to be signalling that the reflation 
trade in place since 2016 is starting to roll over. 

Copper Spot (USD/ton, LME)
Weekly graph or the perspective over the next 2 to 4 quarters

Copper is very cyclical, hence 
its denomination as “Dr 

Copper” as it often anticipates 
economic developments some 
time in advance. It is also very 
much linked to China, the 
biggest consumer and importer 
of the metal. Last month, 
our issue included an article 
which described the growing 
possibility of a hard landing 
in China. At best, these fears 
haven’t dissipated since.  As 
with Oil, both our oscillator 
series (lower and upper 
rectangles) are suggesting 
that Copper could continue to 
consolidate down until early 

next year. That said, here, the move to the downside is already well under way. It already tested its C Corrective targets 
to the downside between 6’090 and 5’390 USD/ton (right-hand scale). Any move below these over the next couple 
of months could ignite an impulsive move to the downside. Prices could then retrace the full 2016-2017 reflationary 
upswing. Not a good omen for China and the global economy if this acceleration to the downside starts to materialize.
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Russell 2000 Index vs S&P500 
Weekly graph or the perspectives over the next 2 to 4 quarters

Another ratio may also 
provides insight on the 

state of the cyclical upswing 
which started in 2016. We now 
look at US Small Caps vs the 
S&P500. Up until recently US 
small caps had outperformed 
the wider market. This out-
performance mostly coincided 
with periods of Dollar stren-
gth and rising interest rates. 
Indeed, small caps are usually 
more domestic focused and 
less levered than larger com-
panies. That said, they are also 
more cyclical, and recently, 
this factors seems dominant, 
i.e. small caps have started to 

underperform irrespective of the Dollar and interest rates. Going forward, both our oscillator series (lower and upper rec-
tangles) are suggesting that the Russell 2000 could continue to underperform the S&P500 Index, probably into early next 
year. If this is true, this declining ratio may be anticipating a cyclical slowdown ahead.  

US Staples vs S&P500 Index
Bi-monthly graph or the perspectives over the next 1 to 2 years

We now turn to sector 
relative ratios, and 

first start with the defensive 
Staples sector vs the S&P500. 
Usually, Staples usually start to 
outperform as equity markets 
enter the corrective phase of 
their market cycle (which lasts 
1 to 2 years), and while the eco-
nomy is still growing strongly, 
i.e. the ratio can anticipate a 
downturn well in advance as 
perspectives are gradually re-
vised down. According to both 
our oscillator series (lower and 
upper rectangles) on this long 
term graph of US Staples vs the 
S&P500, we may be nearing 

this point in time. Indeed, our oscillators are suggesting that Staples are very Oversold vs the market, that they are nearing 
an important low, and that they could soon start to rebound vs the S&P500, possibly outperforming it during the next 3 
to 5 quarters. Over the next few months, we will be watching this ratio very carefully, looking for a break-out above its August 
highs as it may confirm the beginning of a more widespread defensive shift in the market.
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US HealthCare Sector vs S&P500 Index
Bi-monthly graph or the perspectives over the next 1 to 2 years

Another Defensive sector is 
HealthCare. It has taken 

a head-start on Consumer 
Staples as it started to reverse 
up vs the market this Spring. 
It is currently showing strong 
upside momentum. Both our 
oscillator series (lower and 
upper rectangles) suggest that 
HealthCare could continue 
to outperform the market 
probably into early next year 
and potentially until the end 
of 2019. It is interesting to note 
that during its 2015 – 2018 
correction phase vs the market, 
it was able to hold above the 
support of our C Corrective 

targets to the downside (right-hand scale). This implies that the long term uptrend since 2011 is probably still in place. If this 
is case, Healthcare may well accelerate up more strongly than we show, and potentially make new relative highs towards the 
end of next year. Such strength could be justified fundamentally by the secular aging population growth theme.   

US Financials sector vs S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

Financials are often 
considered very late cycle 

performers, or perhaps 
more pragmatically, very 
early cycle performers in the 
following cycle. Indeed, they 
usually underperform quite 
substantially during the down 
phases of the market cycle. 
Once it turns up, however, they 
usually experience a strong 
bounce, and then, once their 
balance sheets stabilize and 
interest rates start to rise again, 
rapidly return to profitability. 
Their outperformance usually 
continues as long as interest 
rates continue to rise, and 
credit conditions remain 
benign. Currently, interest rates 

are still rising, yet from early this year, credit conditions have started to deteriorate. Financials are probably past their peak 
for this cycle and are now starting to accelerate down vs the market. Both our oscillator series (lower and upper rectangles) 
seem to confirm that this downtrend should continue at least into early next year. On the target front, the ratio is currently 
testing the support of the lower end of our C Corrective targets to the downside (right-hand scale). If these levels break, 
Financials will probably continue to underperform, and possibly retrace all their 2016-2017 outperformance.

19



20

HGX - PHLX Housing Sector Index
Weekly graph or the perspective over the next 2 to 4 quarters

Housing is also an interes-
ting sector to monitor. It 

is a Consumer Discretionary 
segment, and as such is very 
sensitive to rising interest 
rates. Indeed, it takes a lot of 
credit to buy a house and as in-
terest rates move up, the cost 
of capital increases rapidly. The 
sector, considered here on a 
stand-alone basis, topped-out 
this January and has since been 
consolidating down. Both our 
oscillator series are pointing to 
further weakness, probably 
until early next year at least. 
On the target front, prices have 
just broken below the support 

of our C Corrective targets to the downside, around 282 (right-hand scale). Below these, the next target levels are between 
231 and 190 (15 to 30% lower than today). Because of their negative sensitivity to interest rates, Housing is often one of 
the worst performers as the market cycle matures and starts to reverse. 

Lumber Three Months Futures (Nov)
Weekly graph or the perspective over the next 2 to 4 quarters 

Lumber is a pro-cyclical com-
modity, which is very much lin-
ked to Housing, yet this Spring 
it remained resilient a while 
longer until May. Since then, it 
has been correcting down quite 
strongly and recently broke 
below its C Corrective targets 
to the downside around 412, 
potentially opening the door 
to much lower levels, and 
possibly a full retracement of 
the late 2015 - Spring 2018 
uptrend. Both oscillator series 
are suggesting that the cur-
rent weakness continues until 
Spring next year, at least.
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Cotton Three Months Futures (Dec)
Bi-monthly graph or the perspective over the next 1 to 2 years

Another pro-cyclical agricul-
tural commodity is Cotton. 

Indeed, since early 2016, its 
uptrend has been quite similar 
to the Lumber one. It topped 
out slightly later than Lumber 
in June as the Chinese deva-
luation started to accelerate. 
Looking at our long term oscil-
lator series (lower rectangles), 
it seems than the cycle has 
come full swing from the tops 
in 2011, with lower tops to-
day and a possible downturn 
towards 2020. Our medium os-
cillators (upper rectangle) are 
slightly more positive, as fol-
lowing 3 to 5 quarters of conso-

lidation to the downside, Cotton may resume higher from end 2019. That said, both suggest at least some retracement over 
the next few quarters, and would confirm that the reflation trade which benefited most pro-cyclical commodities since 
2016 is probably coming to an end. 

SOX - Philadelphia Semiconductor Index vs S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

If there is a very cyclical sector, 
it’s certainly Semi-Conduc-

tors. The sector is also starting 
to suffer from very negative 
dynamics as the production of 
many manufacturers is based in 
China. On this Weekly graph re-
lative to the S&P500, our long 
term oscillators (lower rec-
tangle) recently made a first in-
termediate low, which doesn’t 
seem to hold. Our medium 
oscillators (upper rectangle) 
may have just confirmed a new 
top, which comes with lower 
prices. Such configurations ty-
pically add additional pressure 
to the downside.  For now, Se-

mi-Conductors are still correcting towards their C Corrective targets to the downside (right-hand scale). These may act as 
support towards late Fall. Yet, if these levels fail, much lower targets can be envisaged. 
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European Auto Sector vs Europe Stoxx 600 Index
Weekly graph or the perspective over the next 2 to 4 quarters

Turning to Europe, we look at the Auto sec-
tor vs the Europe Stoxx 600 Index. European 

Auto manufacturers have had their negative pu-
blicity over the last few years given the so-called 
“Diesel Gate”, yet that hasn’t prevented them 
from outperforming quite substantially from mid 
2016 to early 2018. Since then, they have weake-
ned substantially vs the market. This is typical of 
late market cycle development, where Consu-
mer Discretionary sectors such as Autos tend to 
underperform (higher interest rates). While our 
long term oscillators (lower rectangle) reached a 
High Risk situation in Q1 2018, our medium term 
oscillators (upper rectangle) are now in a strong 
downtrend, which should resume sooner than 
later and probably last into early next year at 
least. We recently made it below the support of 
our C Corrective targets to the downside (right-

hand scale), hence I Impulsive to the downside can now be considered. These are between 13 and 23 % below current levels on a relative 
basis. 

European Food & Beverage Sector vs Europe Stoxx 600 Index
Weekly graph or the perspective over the next 2 to 4 quarters

Similarly to Staples or HealthCare in the US, 
the European Food & Beverage sector is po-
sitioned to resume its long term uptrend vs 
the market. Indeed, following 2.5 years of un-
derperformance, this defensive sector is star-
ting to turn up vs the EuroStoxx 600. Both our 
oscillators series (lower and upper rectangles) 
are suggesting that an important bottom has 
been made, and that European Food & Beve-
rage may now correct up, or even accelerate 
to reach new highs vs the market over the next 
3 to 5 quarters at least. It is interesting to note, 
that throughout the reflation trade, Food & Be-
verage did hold above its C Corrective targets to 
the downside vs the market (right-hand scale), 
which indeed would confirm that its long term 
relative uptrend is still heading up. 

Concluding remarks

Financial markets are a discounting machine. They usually anticipate developments in the business cycle many months in advance. 
In a way, despite the current strong momentum in US economic data, for markets, perception of future developments is the reality. 

Rule of thumb is that they can look ahead as much as 6 to 9 months. Typically, as business cycles mature, Commodities are the last 
asset class to top out. Oil was just making new highs, yet we believe it may have now reached its peak for this cycle. Other pro-cyclical 
commodities such as Copper, Lumber or Cotton, already topped out this Spring, and have started to correct down, probably until early 
next year at least. Concomitantly, main equity indexes have now started to break down. Beneath the surface, market breadth had been 
deteriorating very quickly (along with equities in most of the rest of the World). For example, Small Caps recently turned down vs the 
market, while Consumer Discretionary sectors, which are negatively impacted by higher interest rates, such as Housing and Autos, are 
already well off their Q1 highs. At the same time, however, Defensive sectors are starting to stabilize. We are watching them carefully 
as we currently see them breaking out to the upside vs the market. We expect them to outperform probably towards Spring 2019 and 
beyond. These developments are typical of late cycle behaviour, at a market top, and slightly ahead of a top in the business cycle. 22
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Early last week, another hot U.S. 
employment data point - ADP private 

sector payrolls -- a pay rise at Amazon 
(good news for workers), and injudicious 
remarks from Fed Chair Jerome Powell, 
lit a fire under US and global bond yields, 
and Friday's steady U.S. wage growth and 
employment data did little to douse it.

We ask the following questions: 

Is this the big adjustment in interest rates 
that investors have been anticipating for 

years? Have we finally seen the impact of 
the shift in Federal Reserve policy? And 
what impact does it have on financial 
assets?

Is this the big adjustment in interest 
rates that investors have been 

anticipating for years?

The rise in bond yields, and the reasons 
for that, can also be explained several 

ways. For one, higher yields are an 
appropriate response to good economic 
news: more jobs, higher wages, faster 
growth. However, that explanation does 
not fly very well: we have had a long 
sequence of excellent labour situation 
and rising economic activity, but we have 
not seen this kind of response from the 
bond yield curve before. The entire curve 
just simply rose massively last week (see 
1st graph on this page). That leaves the 
ultimate culprit – the Federal Reserve – 
as reason for the humongous jump in 
bond yields. This is likely the primary 
cause, and it becomes more likely in 
the light of an apparent flip from dovish 
to hawkish in the stance of Fed Chair 
Jerome Powell. 

In last week’s Q&A session, Powell was 
maintaining the continued “gradual 

rate hike” mantra. He then surprised 
everyone when he said “we’re a long 
way from neutral, probably.” That 
seemed like it was a bit of a slip to a 
hawkish stance. What is even more 
remarkable is that we keep hearing from 
market analysts a dovish interpretation 
of the Fed’s recent disavowal of r-star 
(neutral rate estimate) and the related 
demise of forward guidance. These 
analysts are simply not paying attention 

23 / The Fed shifts to restrictive policy stance, push yields sharply higher 
and steepen the yield curve; preparing for a fallout on risk assets

to what the FOMC members have 
been saying. What Powell let slip in 
the Q&A session is that he clearly still 
has an estimate of neutral and we are 
nowhere near it. That’s very hawkish, 
and up-ended the dovish image he 
has been projecting. The reappraisal 
caused bond yields to rip sharply 
higher. 

Other FOMC members added 
fuel to the conflagration. The 

sequential shocks have been the 
trigger for a sharp run-up in rates in the 
past few days. And if we can believe 
the other members of the FOMC, the 
rate hikes will keep coming. 

Parsing statements from FOMC 
members will show why the bias 

for higher rates will stay for a while. 
For instance, Powell also said that “we 

may go past neutral.” In this sense, 
he is arguably a bit more dovish than 
colleagues such as Chicago Federal 
Reserve President Charles Evans, 
who reiterated his expectation (and 
wish) that rates turn restrictive. It is a 
veritable admission from Powell what 
the forecasts reveal anyway -- – no 
matter where he thinks the neutral 
rate is, the majority if not all FOMC 
members, expect that rates will climb 
above their estimate of neutral. In other 
words, they all see policy as becoming 
restrictive. We don’t have r-star (neutral 
rate estimate) as a guide anymore, but 
we still have the rate forecasts (the 
so-called “SEP dots”). There is a wide 
variation in the rate forecasts, but 
indeed, there is a common element 
in all these – Fed policy will become 
restrictive (see 2nd chart above). In 23
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retrospect, this is the big adjustment 
that we have been waiting for – a move 
from pseudo-dovish stance to an overt 
hawkish position on monetary policy. 

Have we finally seen the impact 
of the shift in Federal Reserve 
policy?

The 10-year yield at 3.254% today 
is hardly the "Bondmageddon" 

that analysts were bruiting about after 
the Fed started getting serious about 
tightening policy in December last year. 
That is against a backdrop of real GDP 
growth at 3.00%-4.00%, core inflation 
at 2.2% and the prospect of the Federal 
Reserve of doing three rate hikes (of 
25 basis points each) before the end 
of next year. But realistically, the Fed 
has just started to tighten properly. 
Now that the FOMC has gotten over 
the hump, and finally shucked the 
pseudo-mantra of being dovish. 

The labor market is, on the surface, 
sufficiently strong to convince 

Powell and the rest of the FOMC 
to keep to a more restrictive policy 
path. The recent steep wage growth 
practically had the Fed mortified; 
the wage data is starting to tell an 
alarming story to the Fed. Year-over-
year growth edged down from 2.9% 
to 2.8%, but the annualized pace 
over the last three months has been 
a healthier 3.76%. Add to that the 
gains in the ISM Non Manufacturing 
and Manufacturing surveys, and you 
get a Fed with an itchy trigger finger, 
despite a tame 2.2% core inflation (see 
graph on this page).

The impact of the shift in Fed 
policy: expect more rates hikes 

in the months ahead as the early 
reads on the third quarter, primarily 
October survey data, indicate that 
the economic momentum continues, 
although at a more moderate scale. 
There is little reason anymore at this 
point for the Fed to continue making 
forecasts toward the dovish side. The 
economy is at the Fed’s target well 
ahead of schedule and the pace of labor 
force growth versus job growth looks 

likely to push the unemployment 
rate down below their target. For 
the Fed, this is not any more a time 
for dithering. That has made several 
members of the FOMC to reconsider 
their previously dovish stance. As 
an example, Atlanta Federal Reserve 
President Raphael Bostic made a 
hawkish turn two weeks ago: 

The incoming economic data on the 
real side of the economy have come 

in stronger than I had been expecting 
earlier this year. So much stronger, in 
fact, that the central question in my 
mind is whether the apparent strength 
in GDP and job growth is a signal that 
I have materially underestimated the 
underlying momentum of aggregate 
demand. If that’s the case, the 
potential for overheating would 
require a higher path for rates than 
what I had been thinking.

Bostic concluded: 

Current conditions suggest, to me, 
that we ought to get to a policy 

stance where our foot is neither 
on the gas pedal—what we call an 
accommodative policy—nor on the 
brakes—what we call a restrictive 
policy. Such a neutral policy position 
would allow the economy to stand on 
its own.

What impact does it have on 
financial assets?

Finally, bond bears get their day in the 
sun as the long end of the yield curve 

lifts up. Something had to give in the 
face of ongoing rate hikes. Either the 
yield curve would soon invert, raising 
the prospect of recession, or it would 
start shifting upward and steepen 
on the back of some mix of stronger 
growth, firmer inflation expectations, 
and a rising term premium. So far, the 
curve is steepening, which of course 
emboldens the Fed even more. That 
the yield curve is steepening in the 
wake of a Fed policy shift to a much 
tighter stance is about as good a story 
as the Fed could hope for. (see  1st 
graph on next page)

But as we will see, this apparent 
boon (from the Fed’s point of 

view) could quickly turn into a nasty 
symptom of distress. Steepening of 
the yield curves has corresponded 
to the start of growth decline that 
culminated in recessions. Tightening 
cycles impact employment and activity 
that slows economic growth. The Fed 
then turns dovish, and cut rates, as 
growth spirals lower. But steepening 
PRECEDES the growth decline, and 
the reaction function of the Fed (to 
cut rates) after GDP starts falling hard. 
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Otherwise, they have no reason to turn 
dovish coming from a tightening cycle. 
Only a growth decline will force them to 
do that (see 2nd chart on this page).

To be sure, the situation can still be 
mitigated into a situation where 

the Fed can take their feet off the gas 
pedal. For instance, the Fed can hope 
that in the short-run the additional 
wage growth shows up as narrowing 
profit margins and real wage gains 
for labor. Indeed, the Fed could take 
a gamble on this scenario as long as 
possible and not accelerate the pace 
of tightening – but that can happen 
only as long as inflation stays low. But 
obviously if inflation instead looks to be 
heading above 2.5% on a sustainable 
basis, they will be looking to engineer a 
slower economy via a faster pace of rate 
hikes. So far, inflation is not a strong 
threat, and based on this metric, the 
Fed looks to be over-reacting over the 
possibility of stronger inflation down 
the road (see 3rd charton this page) – 
the level of the Fed Funds Rate, so far 
seems appropriate to the current and 
expected level of inflation. 

To be sure, there are a few voices 
of moderation inside the Fed. The 

U.S. Federal Reserve will not need to 
raise interest rates much more to keep 
inflation under control, St. Louis Federal 
Reserve President James Bullard said 
on Monday, this week. Bullard told 
Bloomberg television: “I don’t think this 
is a situation where we need to get a lot 
higher with the policy rate in order to 
contain inflation,” adding that currently 
rates are at “good level” relative to the 
economic environment. He seems to 
be the among the few last hold-outs in 
an FOMC determined to quash future 
inflation. 

The US economy continues to power 
forward, and that had provided the 

rest of the US central bankers plenty of 
reasons to keep tightening policy rates. 
But with inflationary pressures held at 
bay, the pace of rate hikes could remain 
gradual. Rate hikes will likely continue 
until policy turns from accommodative 
to restrictive (based on the recent shift 

in the rhetoric of FOMC members), 
but the Fed may not be gearing up to 
kill the expansion on the basis that 
an inflationary outbreak is imminent. 
Run-away inflation seems unlikely 
given the apparent flatness of the 
yield curve. Instead, the Fed may be 

trying to manage the risk that inflation 
could emerge – in other words, they 
want to pre-empt the possibility that 
inflation could arise. However, that is 
scant comfort because the US central 
bank had attempted to “manage 
inflation to make growth sustainable” 
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In search of the neutral rate Graal
There’s been a lot of talk in recent weeks about the natural neutral rate of interest rates. Fed Chair Powell is telling us that it is 
probably a few more rate hikes way. Yet, it is a trial or error process, and historically the FED has had a tendency to overshoot. As in 
January, following this past week’s acceleration up in long term yields, equity markets have started to correct. This market weakness 
may constitute an early warning, i.e. for financial markets at least, the neutral rate is perhaps not that far away. 

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

Since mid 2016, there’s been a strong 
co-movement between oil, inflation 

perspectives and US long term yields. 
We hence start this article on yields with 
the analysis of Brent. Last month, we ex-
pected it to retest up and make marginal 
new highs, probably until early October. 
The break-out has been slightly stronger 
than we expected. Yet, we would confirm 
our early October timing for a top and a 
subsequent correction to the downside. 
Indeed, the sequences we show on both 
our oscillator series (lower and upper 
rectangles) have now entered High Risk 
situations. On this Daily graph, these 
would usually trigger between 2 to 3 
months of correction to the downside. 
On the target front, we’ve pretty much 

reached our I Impulsive targets to the upside between 84 and 90 USD/barrel (right-hand scale). The C Correction targets to the down-
side we can calculate would imply a correction of minus 8 to 14 USD/barrel at least over the next few months (or minus 0.5 to 0.8 
times our historical volatility measure “Delta”, here at 17.15; middle graph, right-hand side). Hence, we expect oil to top out soon and 
correct down into late Fall.

TIP - iShares TIPS Bond ETF / IEF - iShares 7-10 Year Treasury Bond ETF
Daily graph or the perspective over the next 2 to 3 months

Inflation is a typical residual phenome-
non in a maturing business cycle. What 

is important however is to determine if 
inflation expectations are continuing to be 
revised up, or if their upside momentum 
has started to stall. The TIPs vs Treasuries 
ratio tends to confirm the latter. Indeed, it 
topped out in May and has been consoli-
dating down since. Its September bounce 
was also far weaker that the recent up-
side break-outs on Oil and in long term US 
Treasuries. According to both our oscillator 
series (lower and upper rectangles), this 
relative weakness should continue into 
the Fall, and we expect the TIPs vs Trea-
suries break-even ratio to resume lower 
soon, probably until late November in 
first instance. In early September, the ratio 

rebounded on the support of our C Corrective targets to the downside (right-hand scale). During the next leg down, it may break below 
them. If such is the case, we see little chance that Oil and long term US Treasury Yields continue their acceleration to the upside. 
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several times in the past (since World 
War II), and it had always resulted in 
growth recessions. We do not believe 
that this time is different; we prepare 
for a fall-out on risk assets. 

FOMC member James Bullard 
actually gets it. The Fed’s desire 

to “manage” inflation is actually 
misplaced. Simply put, inflation is a 
function of GDP growth; the higher the 
GDP growth, the higher the resultant 
core inflation but it lags so far behind 
by at least 6 quarters (see chart on this 
page). Targeting inflation is actually 
targeting GDP growth – but the Fed 
could not put it in those terms without 
being shredded by workers who lose 
their jobs in recessions. Therefore, 
the mantra has always been trying 
to moderate growth so that we get 
moderate inflation – “making growth 
sustainable.” That logic is dubious and 
circular, and further exacerbated by the 
very late reaction function of the Fed 
(the Fed Funds Rate) to growth and to 
the resultant inflation.

Nonetheless, it is “tail-end” Charlie 
(the FFR) which does the most 

damage to asset prices, and that 
in turn feedbacks to growth and 
activity. That process involves non-
linear dynamics which can be very 
hard to tame and control because 
the modifier lags so far behind in the 
time sequence (see chart on this page). 
It takes a very long while for the effect 
of the very lagged modifier (the FFR) to 
impact core inflation, and indeed, the 
growth rate. It's like the story of the fool 
in the shower. Not getting immediate 
results, the fool continues to ratchet 
up the hot water volume, and ends up 
getting scalded when the full impact of 
the cascading hot water finally hits. 

The non-linearity of the dynamics is 
one reason why the Fed’s attempt 

to control “inflation to make growth 
sustainable” in each and every one 
of the tightening cycles since World 
War II has resulted in recession. They 
always over-tighten. Always. There 
is no reason to believe that it will be 
different this time around, as we said.
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US 10 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

With market espectations 
on future inflation being 

rather subdued (consolidating 
TIP/Treasuries ratio), the re-
cent acceleration up in US long 
term yields must be driven by 
a strong upward revision in real 
rates and ultimately in what the 
neutral rate of interest rates ac-
tually could be. That said, both 
our oscillator series have now 
entered High Risk zones (lower 
and upper rectangles), a situa-
tion that usually triggers 2 to 
3 months of consolidation to 
the downside.  Hence, over the 
next few weeks, we expect the 
current acceleration up in long 

term yields to die out and start to reverse down. Our I Impulsive targets to the upside (between 3.0 and 3.3%) are sugges-
ting that the upside potential is also pretty much exhausted, and that the risk/reward is now disadvantageous. In addition, 
the short position on US Treasuries is now at extreme levels and the market is probably quite vulnerable to a reversal, 
potentially followed by a rapid short covering spree.

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

The graph on the 3 years te-
nure is quite similar. Here 

too, both our oscillators series 
(lower and upper rectangles) 
are entering High Risk zones. 
As mentioned above, these 
usually are followed by 2 to 
3 months of consolidation to 
the downside at least. On the 
target front, US3Y yields are 
beyond their I Impulsive tar-
gets to the upside and would 
have only another 25-30 bps 
to rise before they exhaust our 
extended I2 Impulsive 2 targets 
(right-hand scale). Although, 
US 3Y yields closely follow US 
target FED rates up, it is never-

theless very rare that a market price/yield move can make it above our I2 extended Impulsive 2 targets to the upside. Hence, 
the upside potential, even on this short term tenure is getting exhausted. Either, the FED is obliged to halt its rate hiking 
process earlier than it thinks, or US3Y yields may start to diverge and gradually lose momentum vs the Fed Fund rates. 
We believe it is probably a bit of both. 
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US 10 years Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

We now turn to the lon-
ger term Weekly graph 

of US 10Y treasury yields. Our 
long term oscillators (lower 
rectangle) are suggesting that 
an important intermediate 
top is already overdue. These 
yields should hence soon start 
to retrace probably into early, 
perhaps mid next year. The se-
quence on our medium term 
oscillators (upper rectangle), 
on the other hand, is still ri-
sing for now, yet it probably 
doesn’t have much longer to 
go (max 1 month), before it 
also hits a potential inflection 
point to the downside and 

starts to correct. On the target front, we are now in the middle of our I Impulsive targets to the upside. This may still justify 
an acceleration up towards 3.5% to the max, but not necessarily. This compares to the circa 60 to 100 bps retracement po-
tential we can calculate over the next few quarters (minus 0.5 to 0.8 times our historical volatility measure “Delta”, here at 
1.282; middle rectangle, right-hand side). To summarize, we believe that the current  leg up since last September could 
top-out soon, and that its remaining upside potential is rather small vs the downside retracement risk that lies ahead.

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

Similarly, on the 3Y tenure, 
the sequence on long term 

oscillators (lower rectangle) 
should have already topped 
out. In addition, here, our me-
dium term oscillators (upper 
rectangle) also seem ready 
to top-out and start rever-
sing down. Furthermore, the 
higher end of our I Impulsive 
targets (right-hand scale) has 
been reached, and hence the 
uptrend since mid 2016 is 
probably close to exhaustion. 
As with US10Y yields, we ex-
pect US 3Y yields to retrace 
between 60 and 100 bps over 
the next few quarters (minus 

0.5 to 0.8 times “Delta”, here at 1.243%; middle rectangle, right-hand side). 
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US 10 years Benchmark Bond Yield - US 3 years Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

From our comments above, 
it may appear that the US3Y 

yields is closer to topping out 
that the US10Y Yields. Yet, we 
believe this discrepancy should 
be reversed over the coming 
weeks. Indeed, while, since 
mid September, the US10Y-
US3Y spread did see a light 
steepening bounce (plus 10 
bps), both our oscillators se-
ries (lower and upper rec-
tangles) are still suggesting 
that it will then probably re-
sume lower until December 
at least. On the target front 
(right-hand scale), the spread 
has pretty much reached its I 

Impulsive targets to the downside. Yet, it could still retest slightly lower once again. This would bring it very close to inver-
sion, probably by year-end, and whatever John Williams, NY’s FED President, is saying about it “not being a deciding 
factor in terms of thinking about where ‘we’ should go with policy”, yield curve inversions in the past have usually been 
bellwethers for an economy on the brink of deceleration.

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

Last month, we did spend a 
bit of time on this graph as 

we believe that the shorter end 
of the yield curve spread, in this 
case the US3Y-US3M, has been 
a great proxy to monitor risk-
ON and risk-OFF phases since 
the beginning of the year. For 
example, and similarly to today, 
in January, the spread did shoot 
up as treasury yields were rising 
rapidly. However, once the late 
January/February equity mar-
ket correction started to acce-
lerate lower, it then reversed 
down into March.  We believe 
this could be happening again 
today. Indeed, although the re-

bound since early September has been stronger than we expected, both our oscillators series (lower and upper rectangles) 
are suggesting that the spread should soon start to reverse down again, probably into mid/late November. Interestingly, 
equities had started to sell-off over the past week, which was also the case late January, right before the spread started 
to retrace and equity markets sold-off. The move should now continue lower towards late October, and then possibly 
into mid/late November.
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S&P Utilities Sector vs S&P 500 Index
Daily graph or the perspective over the next 2 to 3 months

We now look at the other 
end of the spectrum, 

and to the Utilities sector, 
which is a typical equity bond 
proxy sector (defensive profile, 
regular and above average divi-
dends). In this graph, we com-
pare the sector to the S&P500 
Index, and it appears that these 
relative dynamics since the be-
ginning of the year are indeed 
quite similar to the ones of US 
Treasury (i.e. a first low was 
registered towards late Janua-
ry, then a retest into mid May/
June, and finally more recent-
ly, a sell-off since early Sep-
tember). That said, this relative 

sector ratio may now be reacting slightly in advance. Indeed, since last week, Utilities have started to turn up vs the mar-
ket. Both our oscillator series (lower and upper rectangles) suggest that this rebound could last until late October, perhaps 
November at least. Theoretically, it is difficult to imagine a worthwhile outperformance of Utilities, while Treasury yields 
continue to accelerate up. Something must give in, and in our view it could be the uptrend on Treasuries.

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

In this article, we’ve focused 
much of our comments on US 
Treasuries. Yet, in Europe, Bund 
yields have also been bouncing 
over the last couple of months. 
Indeed, the 10Y Bund yield, 
which topped out in January 
as the European Economic Sur-
prise Index started to deterio-
rate, has moved up almost 30 
bps since early July. Again here, 
as in the US, we believe this 
move up is probably coming 
to an end. Indeed, our me-
dium term oscillators (upper 
rectangle) are suggesting that 
the 10Y bund yield is topping 
out again soon, at lower price 
levels than this Spring. Such 

divergences are usually followed by strong sell-offs. In this case, we expect the next leg down to last probably into early 
next year as both oscillator series (lower and upper rectangles) are suggesting. 
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Germany 10 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

Turning to the Daily graph, both 
our oscillators series (lower and 
upper rectangle) made an im-
portant intermediate low mid 
August and started to react up. 
Our preferred scenario is that 
the 10Y Bund yield is now get-
ting ready to reverse down as 
shown on our long term oscil-
lators (lower rectangle). This is 
in line with what we describe 
above on the Weekly graph. 
Alternatively, yields could re-
trace slightly during October 
and then start to accelerate up 
again, first into November, and 
then into next year (medium 
term oscillators, upper rec-

tangle). We believe it is much too early to consider this scenario and that for now the prevailing downtrend since February 
is still in place. Furthermore, for now, the 10Y Bund yield is still below our C Corrective targets to the upside (right-hand 
scale), which would confirm that the current bounce is still only a counter-trend reaction. This should remain the case as 
long as 10Y Bund yields remain below 0.7%.

iShares Euro Government Bonds 7-1 ETF / iShares Government Germany 
UCITS ETF
Daily graph or the perspective over the next 2 to 3 months

In Europe, the Sovereign Cre-
dit market seems to be dete-
riorating again. Indeed, as we 
expected last month, European 
Sovereign Bonds on average 
have started to underperform 
the higher quality German 
Bunds again. Both our oscil-
lator series (lower and upper 
rectangles) have confirmed a 
top mid September, which we 
believe marks the end of the 
counter-trend bounce since 
late May. The current move 
lower could now potentially 
last into November / December 
at least, and according to our I 
Impulsive targets to the down-
side (right-hand scale), the sell-

off could be similar in scope to the one that was experienced in May. Further rises in Sovereign credit spreads in Europe will 
most probably trigger Flight to Safety flows towards the German Bund, thereby adding further pressure to the downside 
on their yields.
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LQD - iShares iBoxx $ Investment Grade Corp. Bond ETF / iShares Aaa - A 
Rated Corp. Bond ETF
Weekly graph or the perspective over the next 2 to 4 quarters

Back to Corporate Bond 
Spreads and the US, we now 
look at the overall US invest-
ment grade universe vs Aaa-A 
rated US corporate bonds . In-
deed, there is growing concern 
in the market, that the is-
suance of lower quality invest-
ment grade has exploded over 
the last few years and that 
many of these companies run 
the risk of being downgraded 
to junk once the credit cycle 
turns. Higher Treasury yields 
are certainly putting additional 
pressure on this corner of the 
market and over the last few 
weeks, it seems that it is star-

ting to break down. Indeed, both our oscillator series (lower and upper rectangles) are suggesting that the sell-off could now 
accelerate lower, probably into Spring / Summer next year. These developments if they materialize are bound to trigger 
strong Flight to Safety flows towards the Aaa-A end of the market and into Treasuries, thereby putting a cap on their 
upward progression. 

Concluding remarks

Last month, we expected Treasury yields to retest to the upside until late September / early October. The strength of 
the upside break-out did however surprise us. For now, we still think that over the next few weeks, these dynamics 

could reverse and resume down again. US Yields have entered High Risk positions on our Daily graphs, while they are 
probably close to longer term intermediate tops on our Weekly graphs. Oil shows a similar profile, while other related 
trades such as TIP/Treasury break-evens, US Yield curve spreads or German Bund yields could also be getting ready to 
resume their downtrend, probably from now into mid/late November. Looking into 2019, we still expect that a signifi-
cant period of retracement could materialize on Treasury yields, and that this correction to the downside may extend 
over the next 6 to 12 months. Our projections are that US Treasury yields could retrace between 60 and 100 bps across 
the curve during this period. Credit is another element that could add additional downside pressure on Treasury yields 
and Bund yields. Indeed, over the next few months, we expect credit spreads to continue their rising trend, possibly into 
early next year at least. This should trigger Flight to Safety flows towards Treasuries and higher corporate rated issues, 
put a cap to the upside on benchmark bond yields and gradually lead them to reverse down. 



On Wednesday, October 10 U.S. 
equities fell sharply lower with 

S&P500(SPX) losing 3.29% and  with 
the Nasdaq 100 Index leading losses 
with a drop of 4.44%. The S&P500 is 
down a fifth consecutive day -- it is the 
longest slide since the election which 
made Donald Trump the president of 
the United States. The S&P 500 has lost 
about 5% since last month's record 
high, but it's still up about 4% year 
to date. It's painful, but still far short 
of a typical correction (-10%). The 
culprit? The mass media cite the 80 bps 
rise in 10-yr bond yields this year, Fed 
tightening, rising tariffs, and the flatter 
yield curve (a claim which is dubious).  

The proximate cause is the bond 
selloff (sharp rise in bond yields), 

there's no question about that, in 
our opinion. Last week's rapid run 
up in long-end Treasury yields is the 
proverbial talk of the market and 
judging by the market response, 
equity investor’s earlier equanimity 
with rising yields ran out at above 
roughly 3.20% on the 10-year bond. 
The sharp rip higher in yields has been 
caused by the Fed’s transition from 
pseudo-dovish to outright bullishness 
in the pace of policy tightening. 

In turn, the proximate reason for the 
Fed’s shift into a tighter stance has 

been the substantial change in wage 
growth. Wage growth has been the 
so-called "missing ingredient" for the 
economy and, by extension, for Fed 
monetary policy. There have been 
long and winding debates inside and 
outside the US central bank about wage 
growth. The bottom line is that with 
unemployment trending below the rate 
the Fed considers sustainable over the 
longer run, the Fed models suggest 
that wage growth should accelerate, 
probably sharply. But it had not, and 
wage growth stagnated for some time. 
Then earlier in the year, wages started 
to rise(see 2nd chart on this page). 

34 / The equity markets take fright at the sharp rise in yields and 
Fed’s policy communication folly; risk-parity fund managers will 
push markets towards “convergence to the mean”
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Therefore, many at the Fed (and at 
the FOMC) and several prominent 

academics think that the central 
bank is officially behind the curve, 
policy-wise. That has pushed Fed 
Chair Jerome Powell and his cohorts 
to shuck their pseudo-dovish stance 
and turn hawkish. Bond yields and 
term premium rose sharply, causing 
the yield curves to invert – rates are 
rising, and yield curves are steepening 
as bond term premia rise; investors 
have become leery of long-term 
bonds. Term premium -- the extra 
compensation investors typically 
demand to hold longer maturities – go 
higher in expectation of higher inflation 

and negative growth issues up ahead. 
Therefore, long-term investors, taking 
the cue from the Fed’s shift in stance, 
are bailing out of long-term bonds due 
to perceived inflation threat up ahead 
and negative growth issues caused by 
higher rates (see 1st chart on the next 
page). 

As we discussed in another article in 
this issue of the Capital Observer 

(“The Fed shifts to restrictive policy 
stance, push yields sharply higher and 
steepen the yield curve; preparing 
for fallout on risk assets”), the Fed’s 
shift into an overt tightening policy 
and is expected to make conditions 



restrictive, has finally struck a nerve 
in equity market investors. That is 
what has flipped the equity-rates 
correlation to negative (see 2nd 
chart on this page), so we are seeing 
the extreme volatility in the equity 
markets, culminating in the sell-off 
over the past few days, especially on 
the 10th of October. 

This is the same thing that happened 
in late January (see 2nd chart on 

this page). As the January debacle 
showed, sharply rising yields would 
tend to undercut the equity markets 
when the composure of the equity 
markets is shattered. In this case, Fed 
Chair Powell’s injudicious comments 
implying restrictive monetary policy 
to come was the veritable straw that 
broke the camel’s back. 

As the graph above shows, the 
correlation between yields and 

equities are mostly positive, and dip 
into negative territory only after five-
year intervals, on average, and usually 
do not stay negative for very long. That 
has spawned investment strategies 
which build on this positive relationship. 
Foremost among these strategies 
are the so-called “risk-parity” funds 
pioneered by Bridgewater Associates 
led by Ray Dalio. The divergence of 
the yields and equities have strongly 
negative impact on the valuation of 
these “risk-parity” funds, which by 
latest count could have assets of up to 
$1.4trn. A report on bond markets by 
AllianceBernstein estimates that with 
leverage the Risk Parity industry now 
controls about $1.4trn of assets. Some 
compare the rise of Risk Parity to the 
invention of”portfolio insurance” in the 
80’s which played a significant part of 
the 1987 crash.

In the post-Great Financial Crisis 
(GFC) world, the "attraction" of 

diversification benefits inherent in a 
negative stock-bond return correlation 
(positive equity-rates correlation) was 
magnified by an "everybody wins" 
scenario, where both stocks and yields 
generally rallied together – forming a 
natural hedged pair. That has been a 

great selling point for the “risk parity” 
funds – and that idea did attract large 
AUMs. 

Now, that attraction has the 
potential to turn deadly (if the 

divergence persists). Also, it has 
been proven that the speed of the 
bond selloff matters even if the 
interpretation of rate rise is benign 
(ostensibly, a response to rising 
economic growth). That is, even if 
rising yields are a sign of economic 
strength, a 2+ standard deviation rise in 
10-year yields in the space of a month 
generally weighs on stocks irrespective 
of the interpretation (see 1st chart on 
next page).Sometimes, it takes a while 
for the danger to be realized, and the 
market could be blasé about the bond 
yield rise for some time. That point is 
critical. Last week, equities not only 

digested the rate rise with alacrity -- 
stocks actually celebrated the bond 
selloff on the assumption that rising 
long end yields represented the bond 
market “catching up” with economic 
reality. 

But fast forward to this week, and 
stocks weren’t so sure anymore. 

By Wednesday the 10th of October, 
it was clear that even if rising yields 
were “validation” of U.S. economic 
prosperity, the rapidity of rate rise was 
perceived by the market as a threat to 
equities. And that rapid rise in rates 
and steepening of the yield curve, 
we reiterate, was largely caused by 
injudicious remarks from Fed Chair 
Powell and several DOMC members 
implying even more restrictive policy 
measures to come. Those tongue-slips 
are even more remarkable, given the 
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new policy announced by the Fed that 
there will be no more advance policy 
guidance provided.

What do we expect going forward?  
For clues, we return to the theme 

underlying “risk-parity” funds and how 
the managers of these funds will respond 
to the latest divergence in the direction 
of equities and yields. 

Here is Wikipedia describing “risk 
(premia) parity: “The risk parity 

approach attempts to equalize risk 
by allocating funds to a wider range of 
categories such as stocks, government 
bonds, credit-related securities 
and inflation hedges (including real assets, 
commodities, real estate and inflation-
protected bonds), while maximizing gains 
through financial leveraging.” 

The concept/process attempts to 
provide a lower risk and lower fee 

alternatives to the traditional portfolio 
allocation of 60% stocks and 40% bonds 
which carries 90% of its risk in the stock 
portion of the portfolio. The main thrust 
of the concept is to equalize the inherent 
risk on both sides of the allocation by 
applying leverage (usually via volatility 
plays) to the bond part of the portfolio 
in such a way that both stock and bond 
investments achieve true risk parity or 
equality in their risk profiles. The primary 
idea is to bump up the returns from the 
bond portfolio without unduly increasing 
the risk from this sector, or diminishing 
the yield potential from the equity 
portion of the general portfolio. 

We discussed these issues in an 
article in the December 2017 

issue of the Capital Observer when there 
was a clear divergence in the direction of 
equities and yields (see 2nd chart on this 
page). We observed at that time: 

Risk parity investors are double 
winners when equities are rising and 

US Treasury bonds yields were falling 
(bond prices were rising) – risk parity 
heaven, they called it. What the current 
equity sell-off threatens is the other 
side of the coin – risk parity hell – when 
both investments in the asset allocation 
equation loss money as US equity markets 
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fall even as bond yields rise. This would 
be opposite of the prevailing market 
situation up to about a week ago. Under 
this circumstance, both investments in 
equities and in its implied bond hedges 
lose money. 

And our conclusion at that time: The 
immediate response from the asset 

classes could vary in the short-term, 
with the response from equities the 
biggest question mark. But based on 
historical performance since November 
2008 (when systemic liquidity became 
the major determinant of assets prices), 
after a sorting out process for a week 
or two, asset classes will likely resume 
the positive covariance that has defined 
their relationship post the GFC recovery.

The defining element will be the 
response from risk parity fund 

managers: in similar situations 
before, they attempted to engineer a 
“convergence to the mean” – in this 
case, cause yields to fall and equities to 
rise. And they have the clout to do it. 

Summary: Those observations were 
made late last year, as the bond 

and equity markets taken-for-granted 
relationship started to fray. The market 
did eventually sort itself out, and the 
established relationship did reassert. 
There was indeed a convergence to 
the mean: equities subsequently rose, 
the term premium collapsed, the yield 
curve resumed its flattening course 
and the long bond declined (see 2nd 
chart above) but will the risk-parity 
fund managers be offered the same 
easy way out this time around? 



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. 

37 / MJT -  TIMING AND TACTICAL INSIGHT

37



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



Since early in the year, our thesis 
has been that the dollar is in a 

strengthening phase, and will likely 
remain strong over the near term for 
a number of reasons, one of which is 
expectation in the coming year that 
global growth will be uneven – the US 
will grow while the Rest of the World 
(RoW) will not. That’s has not been 
true as a whole – the RoW has grown 
along with the US, but it is the prospect 
of variance in growth between the US 
and the ROW going forward that has 
lately powered the ascent of the US 
currency. There is nothing like weaker 
growth in the RoW that pushes the 
US Dollar higher. There is a negative 
covariance between Global GDP and 
the US Dollar. Weaker global growth 
strengthens the US Dollar (see 1st chart 
on this page), and vice versa. And the 
outlook of weaker RoW growth during 
2019 has really provided impetus for a 
USD ascendance. 

The latest World Economic Outlook 
report projects that global growth 

will remain steady over 2018-19 at last 
year's rate of 3.7 percent. This growth 
exceeds that achieved in any of the 
years between 2012 and 2016. It occurs 
as many economies have reached or are 
nearing full employment and as earlier 
deflationary fears have dissipated. That’s 
the “real GDP” but it is the “current” 
global GDP growth which has relevance 
to the US Dollar. The forecast of the IMF 
shows falling "current GDP" for 2019. 

There are also other factors 
contributing to the dominance of 

the US currency at this time. And we 
go from the macro scale, represented 
by (1) the growth or non-growth of the 
Rest of the World vs US, (2) differentials 
in central bank monetary policies, 
(3) by differentials in regional capital 
flows, to micro scale represented by 
(1) domestic systemic liquidity proxied 
by the level of term (money) market 
rates, and (2) by the spreads of those 
short-term market rates. 

45 /  Macro and micro factors are aligning to push the US Dollar 
even higher going into H1 2019: winners and losers in its wake
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We have discussed the impact of 
growth differential between the 

US and the RoW above. Next, we look at 
the difference in central bank policies, 
and that too contributes to the Dollar 
strength. In the US, the Fed’s policy 
tendency is generally for continuation 
of gradual tightening and raising of 
interest rates. The monetary policy drift 
around the world has been a little bit 
different, particularly in Europe, where 
the European Central Bank (ECB) want 
to “normalize” policy (raise rates) but 
are constrained by the uneven recovery 
being shown by the EU economy. 

In the June 2018 Capital 
Observer issue, we said: 
 
“Almost all the macro factors remain 
in favour of the US currency, especially 
those that matter in FX currency 
valuation. Against the EUR, the dollar's 
most stalwart rival, GDP growth spreads 
now lean favourably towards the U.S. 
With regards to the spread of the 2yr 
bond and 2yr bund (instruments closest 
to the official policy rates), it's almost 
no contest - the spread is massively in 
the U.S. dollar's favour (see 2nd graph 
above).

Original graph in the June Capital Observer



The differentials in growth and 
interest rates remain massively in 

favour of the US Dollar and will likely 
stay that way for some time. 

Higher US interest rate relative 
to those of other major central 

banks tends to attract funds via the 
capital account, which acts to raise the 
value of the domestic currency (USD 
in this case). Rate differentials are 
therefore one of the primary impetus 
for the recent improvement of the 
capital account balance. These capital 
inflows, composed of repatriated 
domestic capital and net foreign 
inflows, have been, and for some time 
to come, will be the primary mover of 
the US Dollar’s exchange rate vs other 
global currencies. 

In the June 2018 Capital Observer issue, 
we also included these observations: 
 
“The divergence of the direction of 
policies between the US Fed and other 
major central banks, will be a major 
linchpin in bullish arguments looking 
for further US dollar strength down the 
road. But that is not the sole argument 
for our enthusiasm for the US currency. 
Extra support is coming from elsewhere. 
We suggest instead that the US dollar's 
continuing strength is, and will be, 
coming from the steady improvement 
of the US Capital Account Balance.”

The capital account balance reflects 
net change in ownership of national 

assets and is one of the components of 
a country's Balance of Payments ledger, 
the other being the Current Account 
Balance. A surplus (or improvement) 
in the capital account balance means 
money is flowing into the country; the 
inbound flows represent non-resident 
borrowings or purchases of assets.
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This is how the 2nd graph on previous page looks now

This is how the chart above looks like



What's especially significant is 
the difference in US and EU 

capital account flows, whose effect 
on the USD vs. EUR relationship has a 
long, distributed lag. The relationship 
therefore provides a long-term outlook 
of the likely path of the currency 
pair's exchange rate (see  last chart on 
previous page). For the rest of the year, 
the lagged effect of that differential will 
significantly favour the US dollar. 

The changes in the US capital 
account has a large impact on 

the US Dollar exchange rate, and 
its impact normally shows up in the 
valuation changes of the US currency 
5 to 6 quarters later. Capital accounts 
improve when non-resident (external) 
capital inflows increase or resident 
(domestic) capital outflows slow. The 
sharp improvement in the domestic 
capital account since Q3 of 2016 will 
therefore likely to result in further rise 
of the US dollar until the first half of 
2019 (see 1st graph on this page).

On the micro scale, the media has 
been ascribing the strength of 

the US Dollar to supposed “drying USD 
liquidity.” Here is a vivid description of 
this supposed phenomenon; we do not 
make any attribution as this is a typical 
narrative on this meme: 

“This is going to cause an evaporation 
of dollar liquidity – making the markets 
extremely fragile. Putting it simply – the 
soaring U.S. deficit requires an even 
greater amount dollars from foreigners 
to fund the U.S. Treasury. But if the 
Fed is shrinking their balance sheet, 
that means the bonds they’re selling 
to banks are sucking dollars out of the 
economy (the reverse of Quantitative 
Easing which was injecting dollars 
into the economy). This is creating a 
shortage of U.S. dollars – the world’s 
reserve currency – therefore affecting 
every global economy.”

Narratives like this shows that the 
"drying USD liquidity" phenom 

is misunderstood by the media and 
many analysts. That phenom implies 
that there can a dearth of Dollars in 

the financial system. That is patently 
false -- the Fed can create digital 
Dollars at the touch of a computer key 
-- remember, international transactions 
are conducted with digital, not 
PHYSICAL dollars. (This meme of need 
for PHYSICAL dollars, is a hang-over 
from the Gold standard, a thing that 
many, like Bill Gross, never understood 
to have gone out of the window so 
many years ago). And the Fed always 
obliges when there is need for Dollars, 
digital or physical (that is why they 
tinker with the Monetary Base).  
 
What this "drying up in liquidity" 
really means is that new, particular 
supply of US Dollar has become very 
expensive. US term (money) market 
rates have gone very high -- repo and 
term (money) market rates are at the 
highest since January 2008, when the 

Great Financial Crisis started (see 2nd 
chart on this page). There is a feedback 
loop between repo and term market 
rate vs the Fed Funds Rate, and the 
net effect in that both are spiralling 
higher (these two variables feed on 
each other -- something that anyone 
with an understanding of fluid dynamics 
easily understand). The impact of the 
rising FFR (which will even go higher 
as Powell implied last week -- goosing 
up rates across the spectrum sharply), 
lays the groundwork for a crisis in 
2019. 

As in the oil business, it is DEMAND 
that drives the show. The demand 

side for US Dollars is encapsulated 
by the US Capital Account. The 
effect of the distributed lag in the US 
Capital Account has made demand 
for bonds and Dollars stronger, 
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the combined effect of which will 
weaken equities. Strongest Capital 
Account inflows happen during 
market and/or economic crises, 
so yields fall on demand for safe 
haven paper, strengthening the 
DXY -- that weakens equities. For 
most of H1 2019, get used to falling 
yields, stronger DXY and weaker 
equities. And perhaps a crisis, or two.  
 
And the yield curve should invert 
(something that does not trouble 
Powell and cohorts). But do not fear 
the yield curve inversion. Fear the 
subsequent steepening of the yield 
curve, because when that happens, a 
recession is about to begin in matter 
of weeks, not months. This has been 
discussed in another piece in this 
Capital Observer issues (“The Fed shifts 
to restrictive policy stance, push yields 
sharply higher and steepen the yield 
curve; preparing for fallout on risk 
assets”). 

What is left unspoken is that 
Capital Account inflows to 

the US are both symptom AND cause 
of financial and economic crises 
elsewhere in the globe. That describes 
the Emerging Market situation very 
clearly at this juncture – capital is 
fleeing the EM and are flowing into 
the US. 

Here is a chart  (see 1st chart on this 
page) of the US Capital Account vs. 

USD, Bond Yields and Equities (see chart 
below). Note that (1) strong capital 
inflows improve the US Capital Account; 
strengthens the US Dollar, lowers 
bond yields, and (2) strongest Capital 
Account inflows happen during market 
crises, so equities weaken on inflows.  

Term (money) market rates have 
very strong influence on the day 

to day fluctuation of the US Dollar. The 
term market rates closely mirror the 
Federal Funds Rate, so that is no big 
surprise. Clearly, the change rate of the 
repo rate which correlates well with 
the nominal changes in the US Dollar 
(DXY), (see 3rd graph on this page). 
 

Zoomed View
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Term market rate spreads, as proxied 
by the Libor-OIS spread, provide 

actionable leads. The widening and 
subsequent narrowing widening of that 
crucial term market spread has been 
driving the US Dollar, and the other 
major assets classes, after a short time 
lag (see 1st  chart on this page). 
 
Summary: The evidence convinces 
us that the US Dollar (DXY) is in a bull 
market which could last until late Q2 
2019. The shift of the Fed from pseudo-
dovish stance to overt bullishness over 
monetary policy will also help drive 
the upwards trend. This is happening 
during a time when the distributed lag 
of the Capital Account inflows begins 
to reassert as well – and its lagged 
impact is estimated to last until mid-
2019. The winners will be US Dollar 
denominated assets over those of other 
regions, and the biggest losers are 
shaping up to be the Precious Metals 
asset class. Stay away from Gold until 
the middle of next year
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Strong Dollar dynamics and related trades
Strong Growth momentum and rising interest rates are fuelling a constant flow of funds to the US. In this late cycle environment, 
the USD is indeed the last remaining Growth trade, but it can also turn quite defensive in times of turnmoil abroad as it  also be-
nefits from Flight to Safety and repatriation flows. We are still very constructive over the medium to long term prospects for the 
US Dollar, probably into next Spring, and potentially even towards end 2019. In this article we review, the different USD pairs on 
a shorter term basis (over the next 2 to 3 months). In an attempt to understand their dynamics, we highlight interesting related 
trades for each one of them. 

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

On both oscillator series (lower and 
upper rectangles), and following 

its August and September bounce, EUR/
USD started to resume lower a few 
weeks ago as expected. The sequences 
we show are still negative, and while a 
short bounce may materialize towards 
late October, early November, our long 
term sequence then continues lower 
into year-end at least. Our I Impulsive 
targets to the downside are suggesting 
that EUR/USD could reach back down 
into the 1.14 – 1.10 range by then.

TIP - iShares TIPS Bond ETF vs iShares Rexx® Government Germany 5.5-10.5yr 
ETF (currency hedged ratio)
Daily graph or the perspective over the next 2 to 3 months

As shown in previous issues of The 
Capital Observer, we believe that 

EUR/USD is currently influenced by 2 
main factors. On the positive side, our 
denominator (TIP), rising inflation expec-
tations in the US, which usually weigh on 
the US Dollar and positively influence the 
EUR/USD pair. On the negative side, our 
numerator (REX German Government 
bond Index), which rises as risk-off po-
sitioning increases in the EuroZone. In a 
way, we are comparing nominal Bund 
rates in the EuroZone vs real rates on 
US Treasuries. Recently, what the ratio 
has been telling us, is that the rising in-
terest rates differential between the US 
and Europe has been much greater that 
the increase in US inflation perspec-
tives. Hence, US Tips are declining much 

quicker than Bund yields and the ratio is resuming lower. As with EUR/USD, we expect the ratio to continue its decline towards 
year-end at least, although a slight bounce may also be expected here towards late October / early November. 

50 / MJT -  TIMING AND TACTICAL INSIGHT
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GBP/USD
Daily graph or the perspective over the next 2 to 3 months

The British Pound is current-
ly hanging through the last 

innings of the Brexit negotia-
tions. Yet, whatever, their out-
come, its downtrend vs the US 
Dollar for now is still in place 
(similarly to EUR/USD). Both 
our oscillator series (lower and 
upper rectangles) are sugges-
ting that GBP/USD could indeed 
continue lower towards year-
end. As with other pairs vs 
the US Dollar, a slight bounce 
may materialize towards late 
October, early November, yet 
the downtrend then resumes 
lower again from mid No-
vember. Our I Impulsive target 

to the downside (right-hand scale) are suggesting that it could reach back into the 1.27 – 1.22 range over the next few 
months. Given uncertainties around the current Brexit negotiations, we cannot exclude a positive surprise if the two parties 
finally come to an agreement. Perhaps, this could be concomitant with the bounce we expect towards end October. Howe-
ver, for now, the trend on Cable is still heading lower, and it would need to move above our C Corrective targets to the upside 
(above 1.37; right-hand scale) to theoretically reverse. We are still some ways away.

Goldman Sachs Industrial Metals Index
Daily graph or the perspective over the next 2 to 3 months

Cable is often associated 
with the Metals & Mining 

industry. Indeed, the FTSE 100 
includes most of the biggest 
miners in the World. On the 
other hand, Industrial Metals 
are often associated with Chi-
na, yet over the last few quar-
ters, the parallel with Cable 
is also quite compelling. Both 
topped out in April, although 
Industrial metals did resist a 
while longer into June. Both 
also made an important inter-
mediate low mid August and 
have since been rebounding 
quite vigorously. On both os-
cillator series (lower and upper 

rectangles), as with Cable, we now expect Industrial Metals to resume lower towards year-end. A bounce may materialize 
towards late October, early November on our long term term oscillators (lower rectangle), but by mid November, the trend 
resumes lower again. Our I Impulsive targets to the downside (right-hand scale) suggest that Industrial metals could conti-
nue some  5 to 13% lower over the next few months. 
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Chinese Yuan per USD
Daily graph or the perspective over the next 2 to 3 months

This week the POBC an-
nounced a further 1% cut 

in its RRR rate. The RRR rate 
is the reserve requirement ra-
tio that China’s banks need to 
hold. Reducing it, unleashes 
fresh capital into the Chinese 
domestic economy to the likes 
of 1.2 Trillion Yuan or 175 bil-
lion US Dollars per 1%. This is 
the third cut this year following 
a 1% cut in April and a 0.5% cut 
in July. As a consequence of 
this quasi monetary easing, the 
Yuan has been declining (rising 
USD/CNY). Going forward, both 
our oscillator series (lower and 
upper rectangles) are pointing 

to further US Dollar strength vs the Yuan over the next few months.  It could extend into year-end at least, and USD/CNY 
could rise beyond the 7 mark into the low 7 teens. As with EUR/USD, a slight counter-trend move may materialize towards 
late October, early November, yet the trend then resumes higher again from mid November.

Gold spot (USD/oz)
Daily graph or the perspective over the next 2 to 3 months

Over the last couple of 
quarters, Gold has been 

remarkably correlated to the 
Yuan. Gold usually suffers in a 
deleveraging spree as it is of-
ten used as collateral and gets 
liquidated during margin calls. 
The recent sell-off in Chinese 
equities, along with the Yuan, 
may provide some explanation 
for their co-movement. Gold 
also suffers from rising interest 
rates, and especially rising real 
interest rates. These are cur-
rently straining global financial 
markets, and China and the 
Yuan especially, which provides 
another interesting parallel. 
Also bear in mind that China 
owns USD 1.5 trillion in US trea-

sury, if they did start to sell some of them, US interests would undoubtly ratchet up once more, and the Yuan and Gold would 
then continue to suffer. Hence, as with USD/CNY in reverse, on both oscillator series (lower and upper rectangles), Gold 
should continue its downward path until year-end at least. As with EUR/USD and the Yuan, a slight bounce may materialise 
towards late October, early November. Yet, from mid November, it starts to resume lower again.  Our I Impulsive targets to 
the downside are suggesting that it could make new lows by then, towards the 1’185 -1’132 range.
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USD/CHF
Daily graph or the perspective over the next 2 to 3 months

US Dollar / Swiss Franc has 
been kind of an oddball 

since the beginning of the year. 
It is pretty much the only US 
Dollar pair that did not manage 
to make new highs during the 
Summer. This probably reflects 
the rather defensive bias of the 
Swiss Franc. Recently, the US 
Dollar has been rallying again 
on the back of the rising inte-
rest rate differential and tamed 
inflation expectations in the 
US (similar  to EUR/USD in re-
verse). Both oscillator series 
(lower and upper rectangles) 
now suggest that USD/CHF 
could see a slight consolida-

tion to the downside towards late October, early November, but that by mid November, it should then start to resume 
up quite strongly into year-end.  The I Impulsive targets to the upside we can calculate over the next few months are 
between 1.0150 and 1.0440 (1.3 to 1.7 times our historical volatility measure “Delta” - here at 7.02%; middle rectangle, 
right-hand side- added to the graph’s lows), while our C Corrective targets between 0.97 and 0.95 to the downside should 
continue to provide support during retracements.

SMI vs S&P500 Index (currency hedged ratio)
Daily graph or the perspective over the next 2 to 3 months

The hedged currency ratio 
of the SMI vs the S&P500 

offers a weaker version of the 
developments in the USD/CHF 
pair. Indeed, Switzerland is an 
export driven economy, and its 
sector mix is rather defensive. 
Its stock market should hence 
profit for both reasons, when 
the Dollar, which is currently 
quite defensive, starts to rise. 
This has been the case during 
the March to April US Dollar 
rally, during its Summer pla-
teau, and just recently over the 
next few weeks. On this relative 
graph, both our oscillator series 
(lower and upper rectangle) are 

suggesting that the SMI will resume its underperformance vs the S&P500 towards late October / early November before 
the SMI starts to bounce again vs the S&P500 towards year-end. This may correspond to the US Dollar retracement we 
expect towards late October, early November, before it accelerates up again towards year-end. 
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EUR/CHF
Daily graph or the perspective over the next 2 to 3 months

Following its recent bounce, 
EUR/CHF could now re-

sume its downtrend on both 
oscillator series (lower and 
upper rectangles), probably 
towards late October first and 
then again towards mid/late 
November and perhaps even 
December. Our I Impulsive 
targets to the downside (right-
hand scale) are suggesting that 
it could reach down towards 
the 1.11 – 1.09 range over the 
next few months. EUR/CHF 
shows strong parallels with 
the EuroStoxx 50 Daily graph 
shown on page 38 of this is-
sue. This is logical as EUR/

CHF is often considered as the Risk-ON / Risk-OFF gauge in Europe, especially between the EuroZone and the rest of 
developed Europe. Hence, it shows a similar downside path that the one we are projecting on the EuroStoxx 50 into late 
November. 

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

USD/JPY may have just 
topped out on both our 

oscillator series (lower and up-
per rectangles). This top may 
be only intermediate, yet could 
also mark the end of the upside 
correction on the pair since 
Q3 2016. Our Weekly graphs, 
which are also on a top would 
confirm the latter. Our I Impul-
sive targets to the upside (right-
hand scale) have been reached, 
although they could theoreti-
cally extend into the high teens 
(on the next leg up if it materia-
lizes). To the downside, we ex-
pect strong “Make or Brake” 
support in the 111 – 108 zone 

and towards late October / early November. USD/JPY is obviously very much correlated with the Japanese market, which 
has also reached an important top (intermediate or final) as shown on page 44. Its price action since March also bears 
resemblance with Brent Oil, which we show on page 27, and which has now reached a High Risk situation.  All three in our 
view are late cycle out-performers: strong USD/JPY, a persistent risk asset uptrend and strong Commodities. They should all 
start to reverse down once the risk asset Bull market finally weakens, which may just have happened.
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Emerging Market currencies
Daily graph or the perspective over the next 2 to 3 months

This study would not be complete if we 
did not analyse Emerging Markets cur-

rencies. The portfolio we show includes 
the largest 8 emerging market currencies, 
cap weighted according to their respective 
countries’ weighting in the MSCI Emerging 
Markets index. On both our oscillator se-
ries (lower and upper rectangles), fol-
lowing their bounce since mid August, 
we expect these to continue lower pro-
bably towards year-end, although a slight 
bounce may materialize towards late Oc-
tober, early November (similar to other 
USD pairs) . Our I Impulsive targets to the 
downside (right-hand scale) are sugges-
ting that the move down is pretty much 
exhausted. Yet, if we scope out to the 
Weekly graph, the downside potential 

into next year is still quite compelling, between 5 and 10%, which is quite substantial for currency moves.

Emerging Market Currencies comparison – Commodity Producers vs Importers
Daily graph or the perspective over the next 2 to 3 months

Within the Emerging Markets cur-
rency space, it is interesting to 

highlight the relative strength between 
Commodity producing countries and 
Importers. We have left out China and 
the Thai Baht in this equal weighted com-
parison, and focused on RUB, BRL, ZAR 
(Commodity producers) vs INR, MXN, 
KRW (Commodity importers). The ratio 
is basically following USD pairs down, 
although with a slight lag. On both oscil-
lator series (lower and upper rectangles), 
it should now resume lower, probably 
from mid October into early next year. 
According to our I impulsive targets to the 
downside (right-hand scale), their under-
performance could amount to a further 3 
to 4%. This analysis is not very encoura-
ging for Commodities and related trades.

Concluding remarks :

The recent rise in US yields is mostly driven by real rates. Indeed, inflation expectations (breakevens) have rebounded a bit since 
mid August, but nothing like the acceleration we have just seen on Treasury yields. This is highly positive for the US Dollar over 

the next few months as proxied by the rising US to the rest of the world interest differential, while inflation remains rather tamed. 
A slight contra-trend may materialize though towards late October, early November. EUR/USD is on the other side of this equation, 
along with GBP/USD, or the Yuan vs the USD, as well as related trades such as Industrial metals or Gold. EUR/CHF is also quite in-
teresting as a risk-ON / risk-OFF indicator in Europe. It should continue lower over the next few months along with the EuroStoxx 
50. On the other hand, USD/JPY (which is usually defensive) has remained strong until just recently, yet may have just topped-out, 
together with other late cycle plays such as the Nikkei or Oil. Finally, Emerging markets currencies should continue to suffer over the 
next few months. This is especially true for the currencies of commodity producing countries, and we expect them to underperform 
their importing peers, probably into early next year. 55



The recent acceleration up in interest rates, and especially real interest rates is revealing of an upward revision in growth pros-
pects. What the market seems to be telling us (or what the FED is telling us) is that the growth in the US Economy is still very much 
robust, and that a rapid deceleration is probably off the cards. Hence, concomitantly, for now, the FED can continue to tighten 
without triggering a widespread risk asset correction and its negative feedback loops. In such a context, it is quite normal that 
Growth themes are suffering as the value of their long dated cash flows is being revised down. Inversely, the value of cyclical short 
dated cash flows are being revised up. What is more surprising in our view, is that defensive profiles, such as Utilities or Staples 
have held up quite well vs their general market indexes. This resilience, in our view, is quite telling of a transitory, perhaps even a 
definitive defensive shift that may lie ahead.  In this short article, we weigh up Cyclical Value profiles vs Defensive ones in order 
to assess the actual state and possible developments in the risk-ON / risk-OFF relationship going forward.

OSX - PHLX Oil Service Sector / S&P Utilities Sector
Daily graph or the perspective over the next 2 to 3 months

When talking about deep value 
cyclical profiles, Oil Services 

certainly qualifies, whereas Utilities 
are probably as close as you can get 
to a bond proxy. The ratio first top-
ped out in January and then in May, 
which is synchronized with the path of 
US benchmark bond yields. Recently, 
it has bounced, but nothing like the 
strong move higher we have just seem 
on Treasury yields. Both our oscillator 
series are suggesting, that US Oil Ser-
vices should now be rolling over vs US 
Utilities, probably into mid November 
on our long term oscillators (lower rec-
tangle), yet only towards late October / 
early November on our medium term 
oscillators. Bottom-Line, we would 
really need to see some acceleration 

to the downside over the next 2 to 3 weeks, otherwise from early November, cyclical profiles and risk assets in generally could 
see a strong rally towards year-end. 

European Basic Resources / Europe Food & Beverage
Daily graph or the perspective over the next 2 to 3 months.

In Europe, we look at the very cyclical Ba-
sic Materials sector vs the Food & Beve-

rage one. The ratio since its August lows 
has rebounded quite nicely, although for 
now it still remains well below our C Cor-
rective targets tot he upside (right-hand 
scale). Hence, the previous downtrend 
still prevails. This is also the case on  both 
our oscillators series (lower and upper 
rectangles), and the sequences we show 
should now resume lower towards late Oc-
tober / mid November. 
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GBP/EUR
Daily graph or the perspective over the next 2 to 3 months

We now diverge into other asset classes and in this 
case into Forex looking at the Pound vs the Euro. 

Historically, the Euro is more Defensive the Pound, and the 
the difficult Brexit process has also weighed on the latter, 
until late August at least. Since then, hopes of a deal have 
been revised up, and the Pound has been strengthening 
quite rapidly. Brexit may be a localized issue, yet if it was 
successfully resolved, it would certainly lift a large uncer-
tainty cloud above Europe. This graph is also very similar 
to the ones above, yet stronger, and the Pound is certain-
ly the more cyclical of these two European currencies. On 
our medium term oscillators (upper rectangle), GBP/EUR 
seems to be breaking out. We would expect a slight conso-
lidation into late October, and then a further leg up into 
late November. The pair is also on the verge of breaking 
above our C Corrective targets to the upside (right-hand 
scale), which would open the door to much higher levels 
over the next few months. Alternatively, the pair would 

need to reverse down quite swiftly as shown on our long term oscillators (lower rectangle). If such is the case, the move lower should continue into 
mid/late November.  Anything shy of a strong reversal down over the next weeks, would probably confirm an upside break-out for GBP/EUR, and 
point to a potential positive resolution of the Brexit negotiations. This would be  great news for Europe.  For now, we however, prefer to remain 
prudent until then.

Copper Spot (USD/ton) vs Gold (USD/oz)
Daily graph or the perspective over the next 2 to 3 months

There have been a lot of banks turning positive on 
China and Emerging markets recently. Yet, for now 

we remain defensive on these as we believe the risk of 
breaking long term support, and retracing most of the 
2016-2017 uptrend is still very real. Copper and Gold 
have been both negatively influenced by the sell-off in 
the Yuan and Chinese equities. The ratio however, with 
Copper being more cyclical than Gold, is probably an 
advanced indicator of the underlying dynamics at play. 
Indeed, if going forward Copper can outperform Gold, the 
reflation uptrend is potentially still be alive, and the Chi-
na / EM Bulls may have a case.  The dynamics we show 
on the ratio’s Weekly graph on page 17 of this document 
suggest not, yet in this graph we are going into the more 
detail using the Daily time frame. Our base case is shown 
by our medium term oscillators (upper rectangle). Copper/ 
Gold has seen a good bounce since early September, yet 
should soon resume lower, probably into late November, 

and towards our I Impulsive targets to the downside 10 to 15% below current levels (right-hand scale). On our long term oscillators (lower rectangle), 
we show a rather creative alternative: the whole move down since May may have been just a strong counter-trend (and as a matter of fact, it did not 
make new lows) , and the ratio has now started a new leg up, which could extend into late November / December. For now, the ratio is still below our 
C Corrective targets to the upside (right-hand scale). It would need to break above these to confirm a reversal. We hence, stick to our negative base 
case from now, i.e. the downtrend resumes towards late November, yet we really need to see some downside pressure over the next few weeks. 
If not, by early November, the alternative more positive scenario, may look attractive.  

Concluding remarks :

Value and Cyclical trades have been on a roll over the last few weeks. Their out-performance synchronizes with the bounce we have recently 
seen on the yield curves. Yet, for now, vs Defensive trades, these positive moves are still counter-trend, and could potentially start to retrace 

over the next few weeks. Positive developments on the Brexit front, or new found resilience in Emerging Markets may gradually switch this 
defensive stance to a more positive outcome. Yet, for now, we continue to abide by it, until late October, early November at least.
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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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