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4/ Executive Summary
12 / China conversion from retrenchment to enthusiastic expansion will dispel gloomy GDP forecasts for 2019 global growth - Since
2017 and more particularly in 2018, we have been presenting the case for a decelerating economic dynamic in China. However, it now
looks like Chinese authorities have finally realized the full extent of the damage that the dearth of fiscal policy initiatives during the past
three years have, and are, dealing the domestic economy. The official GDP report issued on January 21 was far from auspicious. Q4
2018 GDP growth (6.4 percent) was the worst since early 2009, the aftermath of the global financial crisis. Earlier, President Xi Jinping
announced at set of fiscal policy initiatives focused on infrastructure. Monetary policy has also been loosened. The People's Bank of
China (PBOC) issued new lending quotas for policy banks in November and in January, a two-stage cut in the RRR (required reserve ratio)
released 800 billion yuan of liquidity. The December Central Economic Work Conference shifted the official monetary policy stance from
"prudent and neutral" to "prudent with appropriate looseness and tightness." This precisely echoes the language used in 2015 when
monetary policy loosened significantly. Two weeks ago, the People bank of China (PBoC), the central bank, to little fanfare, announced its
latest liquidity injection scheme, which many analysts saw as a quasi Quantitative Easing program and a potential precursor to full-blown
QE. The question is of course, will all these matter? There is also evidence that expansionary fiscal policy and looser (quasi) money supply
may also provide some boost to the beleaguered Shanghai Index who has significantly lagged behind major global stock market indices.
China has also announced its intention to significantly increase its external debt growth and domestic fiscal deficit. Five years of fiscal
expansion should kick-start commodity prices, which have already responded very well to these initiatives. Finally, China’s conversion to
fiscal expansion is actually helping to improve the outlook for risk assets this year.
16 / Timing and Tactical Insight - China and the Trade War negotiations, a source of residual risk during Q1 - Chinese Equity markets
have resisted rather well during the Q4 market correction. In fact, they have outperformed developed markets by more than 10%
since October and could be approaching intermediate tops on a relative basis vs these developed markets. We now expect them to
underperform into early, perhaps late March. The question remains however if this underperformance will reflect a continuation of the
rebound in developed markets, and a lag of Chinese markets (a risk-ON scenario), or if Chinese markets may retest down once more on
an absolute basis, along with developed markets, and slightly more than them (a risk-OFF scenario). This second scenario would imply
a change in recent correlations, yet the ongoing Trade talks could certainly provide the catalyst for such an outcome. Analyzing Chinese
equity markets on an absolute basis, seems to confirm the latter as we expect them to retrace down at least into early, perhaps late
March. Following that, from late Q1, Chinese markets could resume up quite strongly into midyear and probably outperform the MSCI
World Index. Concomitantly, the Chinese Yuan may retrace down during the rest of Q1 vs the US Dollar, before it strengthens again in Q2.
21 / Base metals: a renaissance begins, as the Fed turns dovish and China expands fiscal and monetary expenditures - Base metals
have enjoyed a decent rebound since the January 3 trough, like most of risk assets. The metals have benefited from a recovery in global
equities, and moreover, The Capital Observer analysis suggests that fundamentals have been tightening this year, so far. All the LME base
metals are up on the year, with year-to-date gains ranging from 2.5% (aluminium) to 15.6% (nickel), as of 8 February . This has been principally due to a weaker dollar index over the past month, and an improvement in macro sentiment, especially in China. The recent loosening of China’s monetary/fiscal policy stance seems to have encouraged investors to re-initiate upside exposure to industrial metals. With
the Fed easing off on their tightening regime, China embarking on a fiscal and monetary expansion, plus the government of Mr. Donald
Trump declaring deficit spending of $1.3 trillion this year and the next, we don’t subscribe to the gloomy forecasts of the global economy
this year. There is room for commodities outperformance this year, especially if Mr. Trump can reach an agreement with the Democrats
to embark on a huge, nationwide infrastructure project. Except from a possible short term set back in Q1 around the US-China trade talk,
this might indeed be the long awaited renaissance for the industrial commodities.
24 / Timing and Tactical Insight - Late Q1 may be a period of residual risk for Industrial Metals and more generally Commodities - Over
the next few quarters, we would expect strong disparities in the Commodity space. Indeed, while Industrial Metals and Oil could retrace
down into late Q1 (some retesting their December lows), defensive commodities such as Gold still look quite strong into late February,
perhaps even late March. The Copper to Gold ratio also indicates a period of residual risk. Following that, from late Q1 / early Q2, a strong
risk asset rally should begin, probably until midyear and perhaps into the Summer. It should benefit, Industrial Metals and Oil, while Gold
and Precious Metals retrace down to the base they made last Summer. Finally, looking into late 2019 and into 2020, these trades could
be reversed once again as a new risk-OFF environment gradually takes hold.
30 / Emerging Markets not yet ready for prime time, but start nibbling at it as another bet for commodities outperformance - It’s
time to revisit the Emerging Markets. The last time we wrote about EM, China was under tremendous pressure but the central government was resisting internal pressure to open up the government’s wallet. This is a far cry from their current stance, so at that time, the
dearth of fiscal largesse created problems for China and the rest of the Emerging Markets. With the Fed walking back its desire for tighter
monetary conditions, the investment case for emerging markets has vastly improved, and global investors are betting big that the U.S.
dollar will likely ease on less aggressive Fed monetary tightening. This would relieve some of the pressure on emerging economies that
must pay higher prices on imports from the U.S. when the dollar is strong. However, the assumption that an easier Fed will redound to
a weaker US Dollar is very shaky – the greenback will easily win a Forex “beauty contest” today, as the economies of all its major competitors are mired in all sorts of growth issues. The US Dollar has been rising since late January on this basis alone, when the economies
of Europe, Japan, Australia, and New Zealand started to sputter. In this context, the EM group can’t hope to draw away capital destined
for the U.S. in a significant way. There is also the risk that Core CPI may be ignited later in the year by tremendous gains in wage growth.
This is actually the biggest unacknowledged risk that EM economies and assets face – the possibility that Core CPI will not be as benign
as expected. And we do not believe it will still be benign after March. The Fed will be obligated to tighten monetary policy – and there
goes the US Dollar and US yields higher again. However, this is not to say that Emerging Markets should be shunned, as it has been the
case in the first half of 2018. With the outlook for commodities starting to become brighter, investors should start looking for Tier 1 assets
that will benefit from a commodities reflation. Therefore, emerging markets assets should not only be considered as an asset class that
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5/ Executive Summary
is expected to provide superior returns over an extended period of time, but also as a portfolio diversification tool, and a bet on future
commodity outperformance.
33 / Timing and Tactical Insight - Emerging Markets and the possibility of a strong rebound from late Q1 into the Summer - We believe
that Emerging Markets have turned down for this cycle and that their early 2018 tops will probably not be retested. Yet, in the meantime,
and following some weakness into late Q1, we expect them to rebound strongly during Q2. Then, from late Summer, Emerging Markets
should resume their downtrend into 2020, possibly with a 25% downside from current levels. The Dollar shows a similar profile in reverse.
It seems to hold up quite well during Q1, before it retraces slightly during Q2. From late Spring / the Summer, however it probably resumes its uptrend into 2020. Within the Emerging markets space, Emerging Asia appears more defensive than Emerging Europe or Latin
America. It may outperform slightly during Q1, yet from Q2, other regions should outperform quite significantly. For example, we would
be looking to Buy the forthcoming Dips we expect on Russia or Brazil, probably towards late Q1. The environment we expect during the
Spring and the Summer reminds us of H2 2016, with a US Dollar that holds up relatively well and then accelerates up, with long term
yields that resume their uptrend and a yield curve that steepens, while Value, Commodity and Commodity plays outperform and Growth
trades including Emerging Asia lag behind.
41 / A dovish Fed threatens to ignite a new cycle of equity outperformance versus bonds, which may also unleash yield curve steepening - A dovish Fed is now a market consensus – the central bank is likely to refrain tightening monetary policy at least until March
this year. That has been the gist of the FOMC statement right after the January meeting. For us at The Capital Observer, the fall in yields
was in response the Fed's signal that they are likely in a pause period until March. The yields are not falling because of new, overhanging
threats to risk assets. One other aspect that we look into this month is that it is clear that the coefficient correlation of bond yields and
equities will now decline from positive (+) 1 to zero and eventually to negative (-)1. Indeed, the recent divergence in the performance of
equities and bond yields has brought that analysis to the forefront. That means that equities will again become more attractive versus
bonds – and that is happening even as we speak if seen against the backdrop of the Fed Model , and the Equity Risk Premium Model,
which are covering this month. These models provide a simple, direct way of comparing equity and bond investments which is essential
in asset allocation strategies. The Fed Model compares the difference between the stock market earnings (dividend) yield and the tenyear Treasury bond yield. The equity dividend yield is the price-to-earnings ratio of the S&P 500 based on expected operating earnings
in the coming 12 months. In essence, the Fed’s model asks, “why would anyone buy a 10yr bond with a yield of 2.69%, when they could
get a stock with a 6.97% earning return?” At this point, with the yield gap of circa 428 basis points, equities remain the better investment
vehicle relative to the 10yr bond at present. Finally, a correction lower in both equities and yields in the short-term which lasts until March
will temporarily derail the outperformance of equities and the attendant steepening of the yield curve that we have outlined above. That
should provide better levels to execute investments that have been quantified by both the Fed Model and the U.S. Equity Risk Premium
Model. It may also allow better levels for to initiate spread widening trades (steeper yield curves) which should be a structural investment
that could last well into later in the year.
46 / Timing and Tactical Insight - While Equities and Yield could retrace into March, we expect that a late cycle reflationary environment should materialize in Q2 - The resiliency of the current equity rebound is quite remarkable. According to both our oscillator series
on our Daily graphs, an intermediate top is however near. We would hence expect some retracement on equity markets into late February
/ early March (possibly towards the 2’600 – 2’500 range on the S&P500), and then eventually a last dip into late March. US Yields on the
other hand seem to be bottoming slightly earlier, towards mid/late February. Here also, following a bounce, a last downside retest may
still materialize into late March. From late Q1, both assets, US Equities and Yields resume their uptrend into midyear / perhaps the Summer. Both may then make new highs. Europe shows a similar profile, yet weaker. Following some downside retesting into late Q1 both
equities and yields should also bounce in Q2, yet probably without making new highs. The strong differentiation we see with previous
periods, is that, with the FED on halt, the Q2 equity and yield rally should trigger a strong steepening of the yield curve. Value themes
should then outperform, while Growth trades, which could still hold up rather well over the next few weeks, then widely underperform.
Again, the environment we expect during this Spring and the Summer reminds us of the one seen in H2 2016, with a strong steepening
of the US Curve and a Value driven risk asset rally. Yet, this period of potential "reflation" would come very late in the cycle, and the subsequent retracement into 2020 may then be quite strong.
54 / Splicing the markets - BRL and RUB in light of EUR/JPY and EUR/CHF crosses - The Brazilian Real and the Russian Rubble vs the US
Dollar are showing similar profiles than EUR/JPY and EUR/CHF, which are the typical risk-ON / risk-OFF currency crosses. Hence, despite
the fact that they have held up very well since last September, we expect them to retrace during the next risk asset correction that could
materialize over the next few weeks, probably into March. Following that, both BRL and RUB should resume their uptrend vs the US Dollar
from late Q1 / early Q2 for a strong rally into midyear / the Summer.
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6/ Mapping the markets
Last month, when we published on the 15th of January, we expected that the ongoing risk assets rally on Equities, Credit
or Commodities could be topping out during the second half of January, and that these could then retrace down into mid/
late February, perhaps March. As we write we are now in the second week of February and many equity markets are still
making marginal new highs, while Oil and Credit Spreads are still holding just below them. Mid January, we also expected
Treasuries to correct down again, and the US Dollar to strengthen. Both projections materialized. Since the FED delivered its
late January speech, it’s indeed been a very peculiar cross asset environment, with rising Equities, falling Yields and a rising
US Dollar.
Going forward, according to our oscillators, Equities have now reached an intermediate top. Hence, we would still expect
them to retrace down, probably into late February / early March. The S&P500 could retrace down towards the 2’600 and
2’500 range, while the EuroStoxx 50 may dip back towards 3’000. During this period, Yields could continue lower, probably
towards the 2.5 – 2.3% range on the US10Y. Yet, they already seem quite Oversold, and could bottoming out sooner over the
next two weeks. Following that, they may retest down into March, but their downside potential will probably be limited. Until
late February, the US Dollar rise may also make a brief pause. This could allow a last move higher on Gold. Following that, it
could strengthen again into late March, and Emerging Markets may then underperform. We would label this environment
over the next few weeks as one of residual risks, with the Trade War negotiations still ongoing and the Brexit deadline rapidly
approaching. We choose to remain rather defensive during this period before the skies eventually clear-out.
By early/mid March, if we are correct, risk assets will have retraced. Most US yield curve spreads could be close to, or
in inversion. We would then expect the start of a new risk assets rally. It could last several months towards midyear and
perhaps even the Summer. It will be accompanied by a rapid steepening of the yield curve, as long term yields follow risk
assets and inflation expectations back up. If the FED pause is confirmed, it will add further fuel to the rally. Value trades
and Commodities will largely outperform Defensive and Growth profiles. The Dollar could initially correct, probably from
late March into mid Q2, which should also lift Emerging Markets on a relative basis. Gold should then retrace as the risk-off
environment subsides.

Main Equities & Government Bonds
Main Asset Allocation Drivers

Main
Equities

US
S&P500
Europe
EuroStoxx50
EMs
MSCIEM USD

Treasuries

US10Y

Germany 10Y
Bund prices
Strong Underweight

3 to 6 months ahead

We expect US Markets to retrace down,
probably towards late February, perhaps
March, before we can call the all clear (target
range between 2’600 and 2’500).

From late Q1, US Equity markets should
initiate a strong rally, which should continue probably towards midyear and
perhaps the Summer.

We expect European Markets to retrace
down, probably towards late February,
perhaps March, before we can call the all
clear (target range potentially back towards
3’000).

From late Q1, European Equity markets should initiate a strong rally, which
should continue probably towards midyear and perhaps the Summer.

Emerging Markets should also retrace down From late Q1, Emerging Markets should
into late February / March and could still re- initiate a strong rally, which should contest their Q4 lows.
tinue probably towards midyear and
perhaps the Summer.
Treasuries yields may make a first low into late February, in the 2.5 – 2.3% range. A
further retest is possible towards late March
downside.

Bond prices

Legend:

Next 2 months

From late Q1, we expect Treasury yields
to rapidly resume their uptrend, possibly making it back above 3 %, perhaps
retesting highs, towards midyear / the
Summer.

German Bund Futures may make a first top From late Q1, we expect Bund yields to
into late February and then could retest up start to bounce, possibly by 20 to 30 bps
once more towards late March. 10Y German towards midyear / the Summer.
yields could reach down to 0 %

Underweight

Neutral

Overweight

Strong Overweight

Main Equities
World markets
p 46-47

Equity markets made an important low in December. Since then, the rebound has been very
strong and many markets (not all) seem to have re-positioned in an uptrend. However, most
of these could be approaching intermediate tops, and we would now expect several weeks of
retracement at least before we can call the all clear on Equity markets. Following that, from
late Q1, we expect a strong rally into midyear and perhaps the Summer.
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Main Regional picks

During the retracement period we expect until late February, perhaps March, US markets
should underperform slightly vs other developed markets. Yet, a strong US Dollar may
compensate for this underperformance. Japan on the other hand looks particularly weak
and may fall victim to the correction down we expect on USD/JPY.

Emerging markets
p 16-19, 33-37, 39

Emerging Markets may push slightly higher on a relative basis during February, yet by late
February could underperform into March as the US Dollar continues to push higher. On an
absolute basis, they should retrace with other markets and could even retest their Q4 lows
towards late Q1. Following that, they may outperform until midyear.

Volatility

Volatility has fallen back down to the mid teens, yet could now resume up above 20 at least
during the upcoming retracement period we expect on equities.

Government Bonds
US & European Benchmarks US 10Y Treasury yields could push lower into the 2.5 – 2.3% range over the next few weeks. By
late February, they may initiate an initial bounce, yet could retest down once more until late
p 48-49

March. Following that, Treasury yields accelerate up into midyear, probably back above 3%
range and perhaps above their 2018 highs. In Europe, 10Y Bund yields may dip back below 0%
range over the next few weeks, and then following some downside retesting during March,
could rally by 30 to 40 basis points into midyear.

Equity to Bond Ratios, Fixed Income Dynamics & Commodities
Main Asset Allocation Drivers

Equity / Bonds

Next 2 months

3 to 6 months ahead

US

The ratio should retest down until late Feb- From late Q1, the ratio should bounce durruary, perhaps March. Equities could still un- ing the Spring and into midyear, perhaps
derperfom by 3 to 5%.
the Summer, along with equities and yields.

Europe

The ratio should retest down until late Feb- From late Q1, the ratio should bounce durruary, perhaps March. Equities could still un- ing the Spring and into midyear, perhaps
derperfom by 3 to 5%.
the Summer, along with equities and yields.

Duration

US and European yield curve spreads should
flatten one last time into late February, perhaps March, while long term yields retrace
once more.

Credit

Credit follows a similar path than equities. Credit spreads retrace as risk assets bounce
Corporate spreads could retest up into late during the Spring, towards midyear and
February, perhaps March.
perhaps the Summer.

TIPs/Treasuries

Inflation expectations (TIPs vs Treasuries ra- The TIPs vs Treasury ratio bounces strongly
tio) may continue slightly lower into late Feb- into the Spring, towards midyear and perruary, perhaps March.
haps the Summer.

Oil

Oil probably retests down towards late Feb- By late Q1, Oil stabilizes and initiates a
ruary, perhaps March. It could revisit its De- strong rally during Q2 and perhaps into the
cember lows.
Summer.

Industrial metals

Industrial metals should retrace into late Feb- From late Q1, Industrial metals could initiruary, perhaps March. Some may retest their ate a bounce during the Spring and perhaps
December lows.
into the Summer.

Gold

Gold probably pushes higher as risk assets From late Q1, Gold retraces into the Spring
retrace into late February, perhaps March, as the risk off sentiment subsides, and then
towards the 1’350-1’400 range.
probably even into late Summer on renewed US Dollar strength.

Legend:

Strong Underweight

Underweight

Neutral

From late Q1, Yield curves could start to
steepen quite rapidly towards mid-year, as
long term yields follow risk assets up and
the FED should have paused.

Overweight

Strong Overweight

Equity to Bond Ratios
US & Eurozone Markets

The retracement on equities over the next few weeks as well as the last sell-off on Treasury
Yields we expect, should weigh on the Equity to Bond ratios until late February, perhaps
March. We believe the former could underperform the latter by 3 to 5% during this period.

Fixed Income Dynamics
Duration (10Y - 3Y/3M)
p 50-53

The US yield curve is now very flat and many spreads towards the short end of the curve did
invert at some point in December. We believe that the flattening move is coming to an end,
yet could extend lower one last time into late February, perhaps March. Following that, we
expect long term yields to follow risk assets up in a strong Q2 rally, thereby steepening the
curve.
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Credit

Credit spreads made an important top in December and have since retraced quite rapidly. We expect
them to bounce once more into late February, perhaps March. Following that, they could correct
down quite strongly as risk assets rally in Q2.

Rate Differentials

The rate differential between the US and the RoW could continue to retrace slightly longer into late
February, perhaps March as US yields seem more volatile to the downside (vs EUR yields for example).
Yet, this contraction should have limited downside potential from here, and these spreads should
then resume up with US yields during Q2.

Tips

The TIPs / Treasury inflation breakeven ratio was very Oversold late December. It has since bounced,
although not significantly. It is currently resuming lower and could retest down towards its December
lows into late February, perhaps March. Following that, it resumes up with risk assets into midyear.
TIPs continue to push higher, probably towards late February, perhaps March (yet lagging Treasuries
in this move). They should then reverse down during Q2.

Commodities
Oil

From the lows it made in the low 50’s (USD/barrel, Brent), Oil rebounded more than 10 USD/barrel
in January. Over the next few weeks, into late February, perhaps March, we expect it to retrace much
of this move. From late Q1, Oil may then initiate a strong uptrend, probably towards midyear and the
Summer, and could retest last year’s highs.

Industrial metals

Some Indutrial Metals have rebounded quite strongly in January (Tin, Nickel, Zinc), yet for others, the
rebound has been more subdued (Copper, Aluminum, Lead). While we expect most of these to retrace
into late February, perhaps March, some of the weaker ones may make new lows. Copper could retest
into the 6’000 to 5’500 USD/ton range (LME).

Gold & PMs

Gold broke out above its 1’300 resistance late January. We expect it to continue to push higher as risk
assets retrace, possibly in the 1’350-1’400 USD/oz range towards late February. It may even extend up
into late March, especially if considered in Euro terms (probably not in USD terms, as we expect the
USD to continue to push higher). Following that, Gold retraces down towards midyear and perhaps
late Summer, as the risk asset rally we expect takes hold.

Agriculture

Agricultural Commodities should consolidate with most Commodities during Q1 (except for Gold) as
risk assets retrace and the USD remains firm. Following that, they should follow other risk assets
higher into midyear.

p 26

p 24,25,29

p 27,28

Foreign Exchange
3 to 6 months ahead

Next 2 months

USD vs

EUR vs

EUR

We remain constructive on USD and maintain our target From mid/late Q1, the US Dollar should make an
1.12 and perhaps below into late Q1.
intermediate top and start retracing down into mid
Spring, EUR/USD rebound target: 1.16 – 1.18.

GBP

Cable could also retest down into late Q1, yet Brexit re- GBP/USD may remain under pressure into late Q1
mains a strong factor of uncertainty and of volatility.
and even early Q2, theoretically it could test 1.20 by
then. It then bounces into Q2 with other risk assets.

JPY

USD/JPY could retrace down into late February, perhaps USD/JPY should find support towards late Q1 as reMarch, possible targets towards 108.
sidual risk subsides. It then bounces quite strongly
towards midyear.

CHF

During Q1, USD/CHF could retest last year’s high From late Q1, USD/CHF could consolidate slightly
towards 1.01. Yet, it is also rather risk-OFF, given the into mid Spring. It then resumes up quite strongly
retracement we expect on risk assets, we will remain towards midyear and the Summer.
neutral for now.

GBP

EUR is more defensive than GBP. It should rise during During Q2, EUR/GBP should considate on Risk-ON
the retracement period we expect into late February/ considerations, yet again the Brexit process is addMarch. Yet, Brexit is adding much uncertainty.
ing much political uncertainty.

JPY

EUR/JPY continues to resume lower towards late Febru- EUR/JPY should find support towards late Q1 and
ary, perhaps March. It may retest down below 122.
then bounce quite strongly towards midyear.

CHF

EUR/CHF continues to resume lower towards late EUR/CHF should find support towards late Q1 and
February, perhaps March. It may move down towards initiate a strong bounce towards midyear.
1.10.

GBP vs JPY
CHF
Legend:

Brexit remains a high uncertainty factor, yet the GBP/JPY should bounce on Risk-ON considerations
downtrend is quite strong and it could retest down to during Q2, yet Brexit remain a strong factor of
the high/mid 130s over the next month or so.
uncertainty.
Brexit remains a high uncertainty factor, yet the GBP/CHF should bounce on Risk-ON considerations
downtrend is quite strong and could retest down to the during Q2, yet Brexit remain a strong factor of
mid/low 1.20s over the next month or so.
uncertainty.

Strong Underweight

Underweight

Neutral

Overweight

Strong Overweight
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We remain constructive on the US Dollar and still expect it to push higher into late Q1. In the meantime, short
US Dollar
p 33-35,39,40,55 term, it may be temporarily Overbought, which could justify some retracement over the next week or so. From
late February at the latest, it then resumes up. Following that from late March, the US Dollar may consolidate
down into mid Q2, yet probably resumes up again thereafter into midyear and during H2 2019.

Euro

EUR/USD has declined towards our 1.12 target mentioned last month. It may be temporarily Oversold, which
may trigger a bounce which could last a week or so. Thereafter, EUR/USD probably resumes lower towards
1.12 and perhaps slightly below. Then, from late Q1, EUR/USD could start to bounce, possibly into mid Q2
(target 1.16 – 1.18) before it probably resumes lower once again from midyear and into H2 2019. Vs CHF, EUR
clearly reversed down last Spring. Over the next few weeks, it could resume lower and may even test support
around 1.10, probably between now and late Q1. EUR/GBP has been very volatile lately given the Brexit
deadline, which is rapidly approaching. These developments are indeed adding much uncertainty to the future
prospects of the pair. For now, EUR/GBP is still holding crucial support around 0.86 – 0.87 and could attempt
to correct up again over the next month or so towards 0.90.

Yen

Since it Flash Crashed below 105 early January, USD/JPY has rebounded back to slightly below our C Corrective
targets to the upside between 111 and 113. Hence, for now, the bounce since early January is still labeled
as countertrend. Our timing suggests that USD/JPY could soon start to retrace down, probably over the next
week or so, and into late February, perhaps March. Without being too aggressive we would expect at least 2
to 3 figures of retracement towards 108. Similarly, EUR/JPY could retest down below 122 and GBP/JPY below
136.

Sterling

The fate of Sterling is still hanging onto the current Brexit process and its late March deadline. Historically,
Sterling is rather pro-cyclical against the Dollar, and should normally weaken if the retracement in risk assets
we expect over the next few weeks materializes. We would hence remain prudent on GBP/USD for now,
although an unexpected positive conclusion of the Brexit process could see the pair surge on the news.

Oil &
Commodities
currencies
p 39-40, 55

Commodity currencies (our equal weighted portfolio containing AUD, BRL, CAD, NOK, NZD, RUB, CLP and
ZAR) did bounce vs the USD and JPY in January, yet have since been retracing. We expect this retracement to
continue into late February, perhaps March, before they start to bounce again from late Q1 into midyear. Vs
the EUR, any retracement should be quite shallow.

Asian
currencies

Our Asian Growth equal weighted portfolio (CNY, INR, KRW, THB and TWD) shows a similar profile as our
Commodity currencies portfolio above, yet since early October, it has been more defensive. We would also
expect it to retrace vs the USD and the JPY, probably towards late February, perhaps March, while it may resist
quite well vs the EUR.

p 36,54

p 20

Equities Markets Segmentation
Core Sector Weightings

3 to 6 months ahead

Next 2 months

We remain Defensive until late February, From late Q1, we will favour Value and Cyperhaps March and favor Growth over clical sector, neutralize Growth and underValue
weight Defensive sectors

US Sectors - S&P500
(general comment)
Sectors

Proxy ETF
symbols

Benchmarkweights

Technology

XLK

21%

Healthcare

XLV

15%

Financials

XLF

14%

Discretionary

XLY

10%

Communication

XLC

10%

Industrials

XLI

10%

Staples

XLP

7%

Energy

XLE

6%

Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight

Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight
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3 to 6 months ahead

Next 2 months
European Sectors - Europe Stoxx 600
(general comment)

We remain Defensive until late February, From mid/late Q1, we will favour Value
perhaps March and favor Growth over and Cyclical sector, neutralize Growth and
Value
underweight Defensive sectors

Sectors

Index
symbols

Benchmarkweights

Strong
Underweight

Banks

SX7P

13%

Industrials

SXNP

12%

HealthCare

SXDP

11%

Pers. & HH Goods

SXQP

9%

Food & Beverage

SX3P

7%

Insurance

SXIP

6%

Energy

SXEP

6%

Underweight

Neutral

Overweight

Strong
Overweight

Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight

Main Sectors Allocation
Please read the detailed allocation comments in our time frame boxes above.
We continue to expect at least some retracement on risk assets towards late February, perhaps early March. During this
period, we still believe that the yield curve could flatten one last time. In this respect, and over the next month, we will
continue to overweight Defensive sectors, will neutralize Growth sector and underweight Value.
By late Q1, we believe that the risk-off period should have come to an end, and expect a strong risk asset rally into Q2,
probably towards midyear and perhaps the Summer. We also believe that the yield curve will steepen quite rapidly. We will
hence reverse our allocations, overweight Value sectors, neutralize Growth and underweight Defensive sectors.

Countries allocation
Next 2 months

Core Countries Weightings
All World Country Index
Currency hedged (general comment)

Countries

Index
symbols

Benchmarkweights

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%

3 to 6 months ahead

On a relative basis, we will favor Countries
which appear to have a defensive bias or
could profit from USD strength and underweight Japan as we also expect the Yen to
strengthen.
Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight

We expect a strong risk asset rally in Q2 as
well as a slight correction in USD a weakwer Yen, we will probably overweight the
US, Japan and China and shun Europe and
defensive markets.
Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight
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Main Country Allocation
p 16 -20, 33-40
Please read the detailed allocation comments in our time frame boxes above.
Over the next few weeks, we still expect a period of retracement on Equity markets, probably towards late February and
perhaps March. Similar to what happened in Q4, the US could then outperform. Yet, at the same time, we expect the US
Dollar to hold up quite well, and would hence keep the US allocation on neutral for now vs the All Country World Index. We
continue to favor smaller markets, with a defensive bias and which usually perform well when the US Dollar is rather strong
(Canada, UK and Switzerland). We would also underweight Japan as we feel a correction down of USD/JPY is imminent, which
could weigh on the Japanese market.
Looking into Q2, we expect the US Dollar to retrace slightly, along with the Yen vs most currencies. We also believe the
investment environment will be very much Risk-ON. We will hence overweight the US, Japan and China.
Note: the country and regional allocations in the table above are considered hedged for currency risk, ie. the relative
performances are anticipated in local currency (except for the S&P500 vs the All Country World Index as both are denominated
in US Dollars).

Core factors and Themes
Core Factor/Themes Weightings

Next 2 months

3 to 6 months ahead

General Comment

Until late February, perhaps March, we will From late Q1, we will Overweight Value
continue to Overweight Defensive profiles and Pro-cyclical profiles, Underweight
and underweight Value
Growth and Defensive ones

Themes

Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight

Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight

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 factors and Themes
p 53, 29
Until late February and perhaps March, we continue to anticipate an environment of residual risks. We also expect the US
yield curve to flatten one last time. Hence, for now, we would favor defensive profiles and continue underweight Value until
then.
From late Q1, we expect the start of a strong risk asset rally that could last into midyear and perhaps the Summer. We also
believe the US yield could reverse up and start to steepen quite aggressively. We would hence favor Value and Cyclical
profiles vs Growth and Defensive ones.
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12 / China conversion from retrenchment to enthusiastic expansion
will dispel gloomy GDP forecasts for 2019 global growth

W

e first flagged the current growth Original chart June 2017
problems that China is having in
mid 2017 when we said then:

T

otal Social Financing (TSF) sums up
total fundraising by Chinese nonstate entities, including individuals
and non-financial corporates. And it
has become the signature metric for
systemic liquidity in the country, and is
deemed a better indicator of monetary
policy than traditional measures of
money supply (e.g., M1, M2). TSF was
created to help Chinese leaders keep
tabs on fundraising as the financial
system diversified away from statecontrolled policy lending (see 1st chart
on this page). TSF is being influenced to
a large degree by the Federal fiscal and
budgetary policies over the preceding 8 Original chart from May 2018 issue of Capital Observer
quarters.

A

fter a few months of sideways
movement, TSF is rising again,
following the lead of government
expenditures, which lead the liquidity
measure by 8 quarters (see 1st chart on
this page). The implications are that TSF
will be rising over the next few quarters
still (up to Q1 2018), along with Chinese
leading economic indicators (followed
by GDP growth, after a short lag) . . .
But the macro variable that would
make this possible (China`s fiscal
expenditures) shows the largesse being
taken away sometime in late Q1 2018 .
. . This is by far the biggest concern for
us at this time.

T

hen in the May 2018 issue of The
Capital Observer, we revisited the
China situation (Devaluing The CNY:
China's Secret Weapon In The "Trade
Wars"?) we noted that:

been severe. The heady rise of the
central government expenditures from
January 2015 to January 2016 has been
essentially erased over the past two
years (see 2nd graph above).

G

T

overnment expenditures in China
have virtually collapsed since
January 2016. And like everywhere
else, if the government does not
spend, economic activity slows down
in proportionate degree. And the
government tightening in China had

he key illustration of the link between
fiscal spending and growth in China
may also be seen in the graph above.
This is key element in this illustration:
the impact of fiscal and budgetary
expenditures is being transmitted to
the real economy via the Total Social

Financing (TSF) expenditures. This
leading indicator has already peaked,
has declined sharply, and is about
to fall further. These have been the
consequence of the (TSF) slowdown:
(1) As a consequence, China's Leading
Economic Indicator (LEI) will also
decline soon, as soon as the next few
months. (2) The fall in M1 Money Supply
dropped precipitously from January,
this year, and no bottom in sight, so far,
while the (TSF) keeps on falling (see 2nd
graph above).
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W

e updated the China situation
in the November 2018 issue
of Capital Observer (“China’s growth
and trade woes will bring down the
Emerging Markets with it”). We said:

C

hina’s GDP growth woes however
are not caused by an errant currency
policy. We can also say that the trade
skirmish with the United States has
probably reduced some growth, but
the primary source of decline in activity
has been the lack of government
largesse. It’s is not hard to fathom why.
Government expenditures in China have
virtually collapsed since January 2016
(see 1st graph on this page).

T

he situation, based on the allimportant TSF, has hardly improved.
This is how the macro data looks like
today (see 2nd graph on this page):

I

t looks like Chinese authorities have
finally realized the full extent of the
damage that the dearth of fiscal policy
initiatives during the past three years
have, and are, dealing the domestic
economy. The official GDP report
issued on January 21 was far from
auspicious. Q4 2018 GDP growth (6.4
percent) was the worst since early
2009, the aftermath of the global
financial crisis.

E

arlier, President Xi Jinping
announced at set of fiscal policy
initiatives focused on infrastructure.
Local governments have been given
permission to issue bonds equivalent to
64 percent of the 2018 quota, before the
2019 allocation is officially announced.
The high-speed rail network in 2019
will expand by 3,200 kilometres, a 45
percent increase over 2018. China has
scope for further fiscal largesse that
most western governments would envy.
Its government debt-to-GDP ratio is still
below 50 percent; however, that does
not include the debt burden of regional
government who are currently laboring
under the weight of previous borrowing quotas for policy banks in November
and in January, a two-stage cut in the
binges.
RRR (required reserve ratio) released
onetary policy has also been 800 billion yuan of liquidity (see 3rd
loosened. The People's Bank graph above). The December Central
of China (PBOC) issued new lending Economic Work Conference shifted the

M

official monetary policy stance from
"prudent and neutral" to "prudent
with appropriate looseness and
tightness." This precisely echoes the
language used in 2015 when monetary
policy loosened significantly.
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T

wo weeks ago, the People bank
of China (PBoC), the central
bank, to little fanfare, announced
its latest liquidity injection scheme,
which many analysts saw as a quasi
Quantitative Easing program and a
potential precursor to full-blown QE.
Just like QE in the US, where financial
system liquidity was boosted by the
Fed injecting reserves into banks in
exchange for sales of Treasurys and
MBS. That fungible liquidity was then
used for a variety of purposes including
directly investing in risk assets. Similarly,
the PBOC announced that it will allow
China's primary dealers to swap their
holdings of perpetual bonds for central
bank bills, and directly use those bonds
as collateral to access certain PBOC
liquidity operations. There is evidence
that the shadow banking sector in
China has been expanding quasi money
supply (money-like instruments) since
last year, even as official monetary
aggregates continued to languish (see
1st graph on this page).

J

ust like QE in the US, where financial
system liquidity was boosted by
the Fed injecting reserves into banks
in exchange for sales of Treasuries
and MBS. That fungible liquidity was
then used for a variety of purposes
including directly investing in risk
assets. Similarly, the PBOC announced
that it will allow China's primary
dealers to swap their holdings of
perpetual bonds for central bank
as well by a sharp depreciation of the
bills, and directly use those bonds
CNY, the domestic currency, and that
as collateral to access certain PBOC
combination has been seen as boosting
liquidity operations.
growth after about a year. There is
ome criticize the PBOC of unveiling also evidence that expansionary
a roundabout way of injecting even fiscal policy and looser (quasi) money
more "risk-free" liquidity directly into supply may also provide some boost
the system, wherein Chinese banks can to the beleaguered Shanghai Index
issue perpetual bonds that nobody in who has significantly lagged behind
their right mind would want to hold; major global stock market indices (see
and the PBOC will swap them for its 2nd graph above).
bills.
he shift in China’s focus from
he question is of course, will all
debt consolidation to perhaps
these matter? Some of those unbridled expansion should have
questions have been answered by the positive repercussions to the global
graph above. The increase in quasi economy over the next several years.
money supply has been accompanied China has announced its intention to

S

T

T

significantly increase its external
debt growth and domestic fiscal
deficit. The PBoc latest forecasts,
as well as those coming from the CP
directorate, envisages debt and fiscal
expansion well into 2024 (see 1st
chart on the next page). Five years
of fiscal expansion should kickstart commodity prices, which have
already responded very well to these
initiatives.

T

here has been a shift in China’s
focus regarding the source of
GDP growth. Their mercantilist
economic policies may still vex some
in Washington, but importantly,
domestic consumption, not exports,
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is now, by far, the biggest determinant
of Chinese growth (78 percent of GDP).
A $13 trillion economy means that
Chinese consumers matter just as much
to the rest of the world as they do to
authorities in Beijing. To keep the shift
from exports to consumption going,
there is a tight focus on employment by
the central government.

W

hat actually matters most
to the Communist party-led
government are incomes and job
security of consumers. So far, Chinese
labor markets have been robust.
Urban registered unemployment is
3.8 percent, an historical low. The
official data may be of questionable
quality, but real-time surveys from
employment agencies in 100 major
cities suggest the demand-to-supply
ratio remains healthy with some
weakness in the manufacturing sector
being compensated for by services.

A

ll these augur well for China
weathering the current growth
hiccups caused by a wayward fiscal
policy during the past three years, which
the government is now addressing with
all resources at its command. A robust
and forceful Chinese fiscal position is
prerequisite of, and will contribute to, a
raft of other major countries expanding
budgetary expenditures, which should
negate the IMF’s forecast of global
GDP growth in 2019 (see 2nd graph
on this page). China’s conversion to
fiscal expansion has actually helped
improve the outlook for risk assets
this year.
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16 / MJT - TIMING AND TACTICAL INSIGHT

China and the Trade War negotiations, a source of residual risk during Q1
The Trade Truce period is running out (1st March deadline), and for now little information has filtered from these bilateral talks. In this
uncertain context, we will consider the graphs of Chinese Equity markets, both on an absolute and relative basis in order to assess their
profile into late Q1, and then for the rest of the year.

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

F

ollowing its strong sell-off since last January, the Shanghai Composite started to
stabilize in Q4 2018. Indeed, while US markets suffered the most from the October to
December sell-off, China and more generally Emerging Markets merely retested down,
some making marginal new lows, yet not all
of them. However, according to both our oscillator series (lower and upper rectangles),
the move lower, which started a year ago
may not be quite finished yet and may retest
down once more into late Q1. Thereafter,
from Q2, we would expect a strong bounce
to materialize into midyear, perhaps the
Summer, before Chinese markets resume
lower into 2020. Our I Impulsive targets to
the downside (right-hand scale) are suggesting much lower targets for this longer term

time horizon, possibly down below 2’000 over the next 12 to18 months.

Shanghai Composite
Weekly graph or the perspective over the next 2 to 4 quarters

O

ur Weekly graph would confirm this view
with both our oscillator series (lower
and upper rectangles) pointing towards an
intermediate low towards mid/late Q1, and
hence towards a potential retest of the lows
made early January. Then, from Q2, an intermediate bounce should materialize into
midyear, and perhaps the Summer, before
the Shanghai Composite resumes lower.
The rebound potential we can calculate is
towards the 3’050 – 3’400 range (0.5 to 0.8
times our historical volatility measure “Delta”,
here at 1’171 – middle rectangle, right-hand
side – added to the recent lows at 2’465). This
is approximately 15 to 30% above current levels. Following that, our I Impulsive targets
to the downside (right-hand scale) would
suggest that the Shanghai Composite could

resume down towards the 2’000 mark into year-end and 2020.
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MSCI China Index
Weekly graph or the perspective over the next 2 to 4 quarters

T

he MSCI China Index also saw a
strong correction in 2018, yet managed to pretty much hold above the
support of our C Corrective targets to
the downside (right-hand scale), while
the Shanghai Composite was making
new lows. This is partly due to its
strong exposure to Chinese technology
growth stocks such as the BATs (Baidu,
Alibaba, Tencent). Going forward, our
long term oscillators (lower rectangle)
seem to be positioned to resume their
uptrend towards the Summer, potentially towards new highs. On the other
hand our medium oscillators (upper
rectangle) would first suggest a retest
down into late Q1, before a shorter
bounce towards midyear (probably
without new highs), and then a roll over to the downside during H2 2019. For now, we would support this more prudent view.

Shanghai Composite
Daily graph or the perspective over the next 2 to 3 months

S

horter term, the bounce on the
Shanghai Composite since early January should be coming to an end on
both oscillator series (lower and upper rectangles). We would now expect
a retracement period that could last
towards late February at least (upper
rectangle), yet possibly extend into
late March and even early April (lower
rectangle). Our I Impulsive targets to
the downside (right-hand scale) were
reached in early January. Prices even
moved more than 100 points below
them. Yet, a retest down to these levels would still represent quite a significant drop (6% below current levels).
For now, we would expect such a
retest down of the Shanghai Compo-

site over the next 1 to 2 months.
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MSCI China Index
Daily graph or the perspective over the next 2 to 3 months

T

he January bounce on the MSCI
China has been stronger. Yet, for
now, we remain below the resistance
of our C Corrective targets to the
upside (right-hand scale). We would
hence still consider this move as being
countertrend. On our medium term
oscillators (upper rectangle) we would
at least expect some retracement
into early March, while our long term
oscillators (lower rectangle) would
suggest a full retest of recent lows,
probably towards late March, even
early April. We would hence call
for prudence on both China equity
indexes (Shanghai Composite, MSCI
China Index) over the next 3 to 4
weeks at least.

MSCI China Index vs Shanghai Composite
Weekly graph or the perspective over the next 2 to 4 quarters

W

hen comparing the MSCI China
Index vs the Shanghai Composite (in USD terms), we can measure
the outperformance of the MSCI China Index (+ 100%). Our view is that
this outperformance should continue over the next 6 to 12 months on
our long term oscillators (lower rectangle). In the meantime it may suffer
temporarily during Q2 as shown on
our medium term oscillators (upper
rectangle). This would be consistent
with our view that the Q2 rally this
year will be mostly focused on Value
themes, e.g. (Shanghai Composite vs
the growth loaded MSCI China Index).
These indeed should outperform
while the US yield curve probably steepens quite aggressively into midyear. We would hence let China retest down during Q1, but
would then favor its domestic market (Shanghai Composite) during the Q2 rally we expect.
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Shanghai Composite vs MSCI World Index
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now consider both indexes vs
the MSCI World. The Shanghai
Composite entered a consolidation
period to the upside vs the MSCI World
in Q3 last year. This countertrend
move is still very weak, given the
strong relative downtrend that has
prevailed since the last Chinese equity
Bubble Burst in mid 2015. Our long
term oscillators (lower rectangle)
would suggest a time window into the
Summer for further outperformance,
while our medium term oscillators
point to a downside retest during
the rest of Q1, and then a “sweet
spot” for the Shanghai’s Composite
outperformance during Q2. According
to our C Corrective targets to the
upside (right-hand scale), the Shanghai Composite may outperform the MSCI World by 10 to 15% from current levels from late
Q1 until midyear.

MSCI China Index vs MSCI World Index
Weekly graph or the perspective over the next 2 to 4 quarters
For the ratio of the MSCI China Index
vs the MSCI World, we would also
expect some retracement on both
oscillator series (lower and upper
rectangles) towards the end of Q1.
Yet, this retracement should probably
hold the support of its C Corrective
targets to the downside (right-hand
scale), 9% below current levels on a
relative basis (yet above its previous
relative lows). Following that, we
would also expect a rally on the ratio
until midyear, possibly extending into
the Summer.
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Currencies of top 14 Chinese Trade partners (ex US / trade weighted index) vs USD
Weekly graph or the perspective over the next 2 to 4 quarters

W

hen analyzing China, it is also interesting
to consider the Yuan and the dynamics
that may underly its fluctuations. The Yuan is
subject to Daily discretionary fixings by the
People Bank of China, yet one of the main
factors underlying these fixings are the daily
fluctuations of a certain basket of currencies
vs the USD. We attempt to proxy this portfolio
of currencies vs the US Dollar in this weekly
graph. We’ve taken the currencies of China’s
top 15 trading partners and benchmarked them
vs the USD (we’ve obviously excluded the USD
from the basket). Since mid 2016, this basket
has indeed been very much inversely correlated
to the USD/CNY exchange rate. Going forward,
both our oscillator series (lower and upper
rectangles) are suggesting a period of USD
strength, probably towards late Q1 / early Q2.
Following that, the US Dollar could weaken against the basket, possibly towards midyear, perhaps the Summer. On the targets front, we
expect the basket to retest in Q4 lows against the US Dollar during Q1, towards the support of the lower end of our C Corrective targets to the
downside (here at 101; right-hand scale), and then bounce back towards its higher end during Q2 (here at 104). Following that, the US Dollar
strengthens again against the basket from the Summer towards year end.

USD/CNY
Weekly graph or the perspective over the next 2 to 4 quarters

S

imilarly to the basket above in reverse, on our
medium term oscillators (upper rectangle),
we expect the USD/CNY exchange rate to
strengthen into late Q1, before it retraces down
temporarily into midyear. Following that the
US Dollar strengthens again towards year-end.
Our long term oscillators (lower rectangle) are
forming a base during Q1, which should serve
as support for the USD/CNY into the Summer.
Therefore, we expect the scope of this Q2 USD/
CNY correction to be relatively mild as it will be
supported by this base. Interestingly in recent
history, China’s equity markets usually suffer
when the Yuan is weak as this weakness usually
implies strong capital outflows. Hence, as the
USD/CNY rises towards late Q1, Chinese markets
could correct and underperform (as we expect).
Then, as the USD/CNY exchange rate weakens into Q2, this situation should reverse (what we also expect).
Concluding remarks:

C

hinese Equity markets have resisted rather well during the Q4 market correction. In fact, they have outperformed developed markets
by more than 10% since October and could be approaching intermediate tops on a relative basis vs these developed markets. We
now expect them to underperform into early, perhaps late March. The question remains however if this underperformance will reflect
a continuation of the rebound in developed markets, and a lag of Chinese markets (a risk-ON scenario), or if Chinese markets may retest
down once more on an absolute basis, along with developed markets, and slightly more than them (a risk-OFF scenario). This second
scenario would imply a change in recent correlations, yet the ongoing Trade talks could certainly provide the catalyst for such an outcome.
Analyzing Chinese equity markets on an absolute basis, seems to confirm the latter as we expect them to retrace down at least into early,
perhaps late March. Following that, from late Q1, Chinese markets could resume up quite strongly into midyear and probably outperform
the MSCI World Index. Concomitantly, the Chinese Yuan may retrace down during the rest of Q1 vs the US Dollar, before it strengthens
again in Q2.
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21 / Base metals: a renaissance begins, as the Fed turns dovish
and China expands fiscal and monetary expenditures

T

he last time The Capital Observer
reviewed the base metals complex
in details was in the August 2017 issue
of the Capital Observer (“Base Metals
Outlook Reaffirmed: getting long on
base metals and China is optimal in Q3
2017”). We said then:

Original chart in the August 2017 The Capital Observer

C

hina’s fiscal expenditures expanded
thereafter, and so the prices of
many resource materials have also been
trending higher since late July (see 1st
chart on this page). It’s a good time to
be bullish on base metals.

M

oney supply, along with
Total Social Financing, are
the primary transmission of fiscal
and budget expenditures to the real
economy in China. These two Chinese
micro variables exert a large influence
on the price of base metals (see 1st
graph on this page). The lagged effect of
a even a short-term change in Chinese
fiscal policy had negative reverberations
in systemic liquidity during Q2 – hence,
the slowing of TSF and money supply
have negative impact the global prices
of base metals. But the negative impact
is gone, as we will show in additional
details provided below.

B

ase metals have enjoyed a decent
rebound since the January 3 trough,
like most of risk assets. The metals
have benefited from a recovery in
global equities, and moreover, The
Capital Observer analysis suggests that
fundamentals have been tightening this
year, so far.

A

ll the LME base metals are up
on the year, with year-to-date
gains ranging from 2.5% (aluminium)
to 15.6% (nickel), as of 8 February
(see graph 2nd and 3rd graph on this
page). This has been principally due
to a weaker dollar index over the past
month, and an improvement in macro
sentiment, especially in China. The
recent loosening of China’s monetary/
fiscal policy stance seems to have
encouraged investors to re-initiate in the Fed’s policy stance has been and has contributed to a very palpable
upside exposure to industrial metals. responsible for most of the positive tightening in the raw materials markets.
The earlier dovish turn in January change in sentiment for base metals,
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T

he market has tightened right
after the Chinese New Year, after
some positive developments were
announced in the China-US trade
talks. That said, the outcome of the
US-China trade talks will play a key
role in future macro sentiment, and
therefore investor positioning across
the complex. Simply put, positive
outcome in the trade discussions will
determine to a large degree whether
base metals prices could continue their
advance in the short-term. Excepting
this particular risk, which could create
another sell off into late Q1, The
Capital Observer has a constructive
view toward the industrial metals
over the medium term (over the next
two quarters).

backwardation soon – a positive signal
to many institutional investors.

F

or instance, nickel and tin have
outperformed on sharply falling
stock levels, and on idiosyncratic
factors. Nickel has experienced a short
squeeze as shorts have struggled to
cover their positions and/or deliver
metal. Tin has strengthened due to
deepening supply tightness form
Indonesia, which accounts for 15% of
global refined tin output. The largest
fall was seen for tin – LME and SHFE
inventories are down nearly 15% -- tin’s
outperformance was therefore not a
surprise. Despite the resumption of
some inflows in tin in the past few days,
investors remain extremely bullish.
Some analysts think that the recent
n broad terms, global exchange increase in exchange inventories comes
inventories have been falling since from invisible inventories.
2014, and has resulted in most base
metals stocks at the LME to fall to, or
close to, historic lows (see 1st graph on
this page). The refined metals market is
undoubtedly tight. The low price of the
LME index is therefore an anomaly. But
there is a history of the LME Index (and
base metal prices, in general) lagging
positive developments in the level of
stocks, so we expect tail wind coming
from this adjustment in the near future.
The impact of low inventories in refined
base metals has started to provide a
rising floor for various base metals.

I

T

he zinc market seem to display the
same characteristics as other base
metals; cyclic supply and demand that
is relatively easy to forecast with huge
and fast market sentiment changes
due to the short term investors’
orientation. It is also highly seasonal (it
is very sensitive to the business cycle),
but at the same time episodic. If there
is no immediate boom potential in a
mining sector, it usually gets shunned,
the first sales create a self-reinforcing
cycle that negatively reflects on zinc
first. However, that can only go up to
a certain point. When recovery comes,
it is also the first to soar, along with
iron ore – its paternal twin resource
material. The major application for
zinc is corrosion-resistant zinc plating
of iron (hot-dip galvanizing)(see 2nd
graph below). Iron ore have been rising

M

oreover, now that exchange
inventories are low, and the
market is tight, the cash/three
month spread of some base metals
have become negative, that is, in
backwardation. This points to a
strengthening of immediate metal
consumption, and may have also been
responsible for the short-covering
seen in some base metals. At present,
only zinc and tin show backwardated
prices while the rest of the complex is
still in contango. The largest contango
is in nickel, which a cash/three month
spread (the difference between the
3-month LME price and the cash price)
at 2.71% (annualized terms). But the
tight market should force many metals
in the complex to start moving to
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frenetically over the past few weeks,
particularly in Chinese commodity
exchanges – obviously, Chinese
investors know that something is afoot
in the Middle Kingdom.

E

xchange inventories in lead have
tumbled at an increasing pace since
the middle of the January. This seems
to have induced some closing out of
short positions. This bears watching as
lead price movements can be explosive
given the right fundamental situation.

A

nd now, copper. There are many
positive aspect to the King of
Base Metals: (1) while demand is
seen rising 2.4% globally in 2019,
half of which is from China, global
production may only increase 1.6%;
(2) estimated supply deficit for 2019
and 2020 is revised higher from
forecast last year due to to lower than
expected production from Grasberg
mine in Indonesia, the world's second
largest; (3) Chile's Copper Commission
'Cochilco' just released its 2019 copper
forecast a $3.05/lbs representing 14%
upside from current levels amid an
expected market supply deficit.

R

ecent data shows global copper
production in 2018 reached 20,636
thousand metric fine tons 'TMFT' up
1.9% from 2017. Chile, with production
of 5,845 TMFT represented 28.3% of
world total. The 6.2% growth in output
from Chile is skewed considering a
major mining labor strike going back
to 2017 as the comparison period.
The world's second-largest copper
mine, the Grasberg field in Indonesia
also observed work stoppages in 2017
leading to the apparent 20% bump
in 2018 production from Indonesia.
Supply disruptions have been a theme
in recent years, and will likely be so for a
few more years.

T

he price of copper has been
increasingly linked to Chinese
activity data with rising correlation
observed with China PMI since 2016.
From that time, the price of copper
has been increasingly driven by
changes in Chinese activity. There are

some doubts whether Dr. Copper still
has a read on the global economy, but
there is no doubt at all that copper
prices are intertwined with the changes
in Chinese growth and activity (see
graph above).

I

C

onclusion: with the Fed easing off
on their tightening regime, China
embarking on a fiscal and monetary
expansion, plus the government of Mr.
Donald Trump declaring deficit spending
of $1.3 trillion this year and the next,
we don’t subscribe to the gloomy
forecasts of the global economy this
year. There is room for commodities
outperformance this year, especially
if Mr. Trump can reach an agreement
with the Democrats to embark on
a huge, nationwide infrastructure
project. This might indeed be the long
awaited renaissance for the industrial
commodities. The Capital Observer will
be there to herald the good news, as it

n terms of demand, China in 2018
consumed 12,262 TMFT of copper up
4% from 2017 and now representing
52% of world supplies. Global demand
increased 0.9% in 2018. Excluding China,
global demand would have actually
been down about 1%. India is the other
rapidly growing copper consumer with
demand forecast to grow 12% in 2019
and expected to double by 2026, to
a still relatively modest 5% of global
happens.
demand.

C

onsidering new refined-primary
copper supply and secondary
supplies like inventories and scrap,
the market balance with demand
forecast: 227 TMFT deficit estimated
for 2019 and again 185 TMFT in 2020
which represent 3.6 and 3.0 days of
consumption globally.

T

he Capital Observer is constructive
on China after viewing that their
fiscal and monetary stimulus capacity,
which tells us that they have the
firepower and means necessary to
"manage" growth. See this article
in this issue: “China conversion from
retrenchment to enthusiastic expansion
will help dispel gloomy GDP forecasts
for 2019 global growth.”

23

24 / MJT - TIMING AND TACTICAL INSIGHT
Late Q1 may be a period of residual risk for Industrial Metals and more
generally Commodities
Industrials Metal have rebounded with other risk assets during January. Although this reaction is promising, we expect
some residual risks for them during the rest of Q1. The US- China trade talks are probably the highest issue on the agenda. In this article, we review Industrial Metals, but also Oil and Precious Metals in order to capture the risk-ON / risk-OFF
balance going forward in the Commodity space.

Goldman Sachs Industrial Metals Index
Weekly graph or the perspective over the next 2 to 4 quarters

I

ndustrial metals show a similar
profile as many risk assets on
both our oscillator series (lower
and upper rectangles), pointing
to low point towards mid Q1,
and then to a recovery / new
uptrend into midyear, perhaps
the Summer. Furthermore,
prices have reached the support
of our C Corrective targets to
the downside (right-hand scale),
which should serve as a good
base to move higher into Q2.

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

T

he Daily graph of Industrial
Metals however is less appealing. Indeed, while our medium term oscillators (upper rectangle) may now be positioned
in an uptrend, both series still
suggest some retracement from
mid/late February into mid/late
March. Our long term oscillators
(lower rectangle) may even indicate that Industrial Metals could
make new lows probably towards
late March (I Impulsive targets to
the downside; right-hand scale).
Hence, for now, we would prefer
to wait another month or so before Buying the Dips on Industrials Metals.
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Tin Spot (LME, USD/ton)
Daily graph or the perspective over the next 2 to 3 months

W

ithin Industrial Metals, we are expecting
some disparity over the next
couple months. For example,
Tin looks quite strong (as does
Nickel, and perhaps Zinc). Its
uptrend is well engaged, made
it above our C Corrective target to the upside (not shown
anymore) and is now pointing
to our I Impulsive targets up
towards the 21’600 – 22’550
USD/ton range (right-hand
scale). However, here too,
both oscillators series (upper
and lower rectangles) do suggest some consolidation into
March and perhaps April, yet

most probably no new lows.

Aluminum Spot (LME, USD/ton)
Daily graph or the perspective over the next 2 to 3 months

A

luminum on the other
hand, still seems quite
weak, and to a certain extent
this is also the case for Copper or Lead. On both oscillator
series (lower and upper rectangles), it is getting ready to
resume its downtrend probably
towards late March / early
April, and new lows may still be
expected according to our I Impulsive targets to the downside
(right-hand scale). Thereafter, it
should start to bounce into Q2
with other industrial metals.
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Brent Oil (USD/barrel)
Daily graph or the perspective over the next 2 to 3 months

W

e now focus on Oil, another cyclical Commodity,
which saw a whopping 40% selloff between early October and
late December. The rebound
since then has been decent,
yet still pales in comparison. On
our long term oscillator series
(lower rectangle), the bottom
made in December seems to
be an intermediate one, and
the sequence we show should
now resume its downtrend to
retest its lows in the low 50s
on Brent (I Impulsive targets
to the downside; right-hand
scale). On our medium term
oscillators (upper rectangle), an
uptrend sequence may have started, yet we also expect it to correct down between now and early March. Hence for now, we
would wait for an early March Dip / Downside Retest, to the least, before venturing back into oil.

Brent Oil (USD/Barrel)
Weekly graph or the perspective over the next 2 to 4 quarters

L

onger term, on our Weekly
graph, Brent Oil found support late December towards
the lower end of our C Corrective targets to the downside
(right-hand scale), and similarly to Industrial Metals, our
long term oscillators (lower
rectangle) are suggesting that
it could now resume higher
towards the Summer. Yet, our
medium term oscillators (upper rectangle) still point to a
period of retesting during Q1,
before we can call the all clear
on Oil. For now, and as long
as the lower end of our C Corrective targets hold (low 50s
USD/barrel on Brent), the previous uptrend is still valid and new highs are possible into the Summer.
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Gold Spot (USD/oz)
Weekly graph or the perspective over the next 2 to 4 quarters

S

ince the Summer, Gold has
been on the other side of
the risk assets trade (and of the
cyclical Commodities trade). It
bottomed in August as the US
Dollar made an intermediate
top and then accelerated up
from November as the Dollar started to consolidate and
risk assets continued to correct. Both our oscillators series
(lower and upper rectangles)
would suggest that Gold now
continues to push higher probably into late Q1 (late February / March). Our targets
to the upside for this move are
towards the resistance represented by the upper end of our yellow envelope (middle rectangle), probably into the mid/high 1’300s. Following that,
Gold should retrace down into late Summer: we first expect it to suffer from a more risk-ON environment in Q2, and then
during late Q2 and Q3 from renewed US Dollar strength. By late Q3, Gold will probably have retraced down to our C Corrective targets to the downside in the 1’225 – 1’140 range (right-hand scale). It should then accelerate up again towards 2020
as a new risk-off period materializes.

Gold Spot in EUR/oz
Weekly graph or the perspective over the next 2 to 4 quarters

G

old in Euros shows a similar profile, yet its rallies are
more synchronized with risk-off
periods (purer defensive play,
less US Dollar effect). On both
oscillators series (lower and
upper rectangles), we expect
Gold in Euros to move up
towards the end of Q1 and
then retrace into mid-year. In
our view, this scenario implies
some residual risk on risk assets during the rest of Q1 and
then a strong risk-ON period
until midyear. Then from the
Summer, we expect Gold in Euros to resume up more permanently, probably towards 2020
and our I Impulsive targets to the upside (1’257 – 1’346 range; right-hand scale), some 8 to 15% above current levels and
above its 2016 highs.
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Gold Spot (USD/oz)
Daily graph or the perspective over the next 2 to 3 months

S

horter term, on the Daily
graph, Gold in US Dollar
pushes higher for another 2
to 3 weeks into late February, early March according to
both our oscillators series
(lower and upper rectangles).
By then, it may reach above
1’350 or within our I Impulsive
targets to the upside (righthand scale). Following that, it
probably starts to consolidate
as the US Dollar gradually pushes higher again into late Q1
and residual risks gradually recedes.

Gold in EUR/oz
Daily graph or the perspective over the next 2 to 3 months

G

old in Euros, however,
seems to maintain its upside momentum into mid/late
March according to both our
oscillator series (lower and upper rectangles) and then starts
to correct down into Q2. Our I
Impulsive targets to the upside
(right-hand scale) suggest that
it could reach the 1’200 mark
by then. This period of residual
strength for Gold in EUR may
imply more residual risk during
Q1 for the more cyclical Commodities.
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Copper to Gold ratio
Daily graph or the perspective over the next 2 to 3 months

A

s a cross check between Industrials Metals (rather risk-ON) and
Precious Metals (rather risk-OFF), we
look at the ratio of Copper vs Gold. It
is often considered as a bellwether
for the reflation/dis-inflation relationship. Although it made an important low early January on our long
term oscillators (lower rectangle),
which may suggest a mere retracement into late March, our medium
term oscillators (upper rectangle)
are still downtrending, probably
into late March, perhaps April. Furthermore, our I Impulsive targets to
the downside (right-hand scale) are
pointing to the possibility of new lows
by then. Hence, for now, we would
continue to consider the period over the next 6 to 7 weeks as one of residual risks, before we can call the all clear for a strong
Q2 risk assets and Industrial Metals rally.

XME - SPDR S&P Metals & Mining ETF / GDX - Market Vectors Gold Miners ETF
Daily graph or the perspective over the next 2 to 3 months

C

omparing Diversified Mining
Companies vs Gold mines captures the same trade. The graph
here seems even clearer with both
oscillator series (lower and upper
rectangles) having made an intermediate low late December, and now
following a short bounce, getting
ready to resume lower towards
mid/late March, even early April.
Our I Impulsive targets to the downside (right-hand scale) are pointing
to new lows some 7 to 20% lower
than current levels on a relative basis.

Concluding remarks:

O

ver the next few quarters, we would expect strong disparities in the Commodity space. Indeed, while Industrial Metals and
Oil could retrace down into late Q1 (some retesting their December lows), defensive commodities such as Gold still look
quite strong into late February, perhaps even late March. The Copper to Gold ratio also indicates a period of residual risk. Following that, from late Q1 / early Q2, a strong risk asset rally should begin, probably until midyear and perhaps into the Summer.
It should benefit, Industrial Metals and Oil, while Gold and Precious Metals retrace down to the base they made last Summer.
Finally, looking into late 2019 and into 2020, these trades could be reversed once again as a new risk-OFF environment gradually
takes hold.
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30 / Emerging Markets not yet ready for prime time, but start
nibbling at it as another bet for commodities outperformance

I

t’s time to revisit the Emerging Original graph in November 2018 issue of Capital Observer
Markets. The last time we wrote
about EM, China was under tremendous
pressure but the central government
was resisting internal pressure to open
up the government’s wallet. This is a
far cry from their current stance, so at
that time, the dearth of fiscal largesse
created problems for China and the rest
of the Emerging Markets. This is what we
said in the November 2018 issue of The
Capital Observer: (“China’s growth and
trade woes will bring down the Emerging
Markets with it”):

A

slowing China cannot be good
for many EM markets where
commodities are the primary resource.
This is how the graph above looks today
Moreover, for the first time in a quarter
century, China has become a capital
importer, a significant shift in the global
pattern of savings and capital flows. Just
five years ago, China was plowing $300$400 billion annually into global markets.
China is now competing against many EM
markets for inflows of capital.

A

dding to the woes of the EM market
sector, which includes China, is the
surge in the US Dollar, which promises to
become even more forceful next year. The
US Dollar’s primary motive force comes
from US capital account inflows and
outflows. The changes in those flows have
a distributed lag of up to about 8 quarters
before they impact the greenback to the full
extent. Next year is another period when
the positive effect of those inflows come
into full force. Next year will see another
strong period for the US currency (see 1st
chart on this page). The implications are
clear: US Dollar denominated assets will
outperform in 2019.

H

as anything changed for the
Emerging Markets since then? The
second half of 2018 was admittedly
a tough one for emerging markets.
A number of currencies were under
considerable pressure, with some of
them falling to record or near-record
lows against the strong U.S. dollar.

than US equities. The reason was dominated assets roared back in early
M risk assets sold off with the general that the US Dollar also fell, allowing January, and have again eclipsed MSCI
market when the October sell-off the EM assets room to grow during EM$ (see last graph above).
started, but have done much better the interim. But as we anticipated, US-

E
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E

ven then, from its 52-week high set
in January 2018, the MSCI Emerging
Markets Index sunk into bear market
territory by the end of October. There
was some relief, but with broad equity
markets selling again, EM assets only
found bottom in early January, when US
equities recovered sharply in the back of
the Fed’s volte face in its policy regime.
Nonetheless, EM currencies clawed
back a significant amount of losses to
the US Dollar, and are still looking highly
competitive since the EM currency lows
in September-October last year. (see 1st
graph on this page).

W

ith the Fed walking back its
desire for tighter monetary
conditions, the investment case
for emerging markets has vastly
improved, and global investors are
betting big that the U.S. dollar will
likely ease on less aggressive Fed
monetary tightening. This would
relieve some of the pressure on
emerging economies that must pay
higher prices on imports from the U.S.
when the dollar is strong.

A

rising dollar not only limits the
ability of emerging countries
to assume U.S. dollar denominated
debt -- it increases the credit risk of
most of these countries. As the dollar
continued to rise, emerging markets
found it difficult to service their dollar
denominated debt, which provided
another reason for investors to go
short emerging market securities or
flee that market for the safety of USbased dollar denominated assets.

are mired in all sorts of growth issues.
The US Dollar has been rising since
late January on this basis alone, when
the economies of Europe, Japan,
Australia, and New Zealand started to
sputter. In this context, the EM group
lso, a stronger US Dollar can’t hope draw away capital destined
encourages capital flows from for the U.S. in a significant way. (see
EM capital base itself, and the US 2nd graph on this page)
gets flows which could be destined
here is also the risk that Core CPI
for EM economies. That, primarily, is
may be ignited later in the year by
how a strong US Dollar undercuts EM
tremendous gains in wage growth. This
economies and assets.
is actually the biggest unacknowledged
owever, the assumption that risk that EM economies and assets face
an easier Fed will redound to – the possibility that Core CPI will not
a weaker US Dollar is very shaky be as benign as expected. And we do
– the greenback will easily win a not believe it will still be benign after
Forex “beauty contest” today, as the March – all the elements are there,
economies of all its major competitors gathering strength (see 1st graph on the

next page). The Fed will be obligated
to tighten monetary policy – and
there goes the US Dollar and US yields
higher again.

A

T

H
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Conclusion:

U

.S.
markets
outperformed
emerging markets with ease in the
last five years, and therefore investors
have lost their confidence in investing
in emerging markets. In addition to this
outperformance of U.S. markets in the
last several years, future prospects of
emerging markets have not developed
in the way that proponents of the group
had hoped. This has prevented many
investors from investing in emerging
markets in the recent past, and the
trend is set to continue.

H

owever, this is not to say that
Emerging Markets should be
shunned, as it has been the case
in the first half of 2018. With the
outlook for commodities starting to
become brighter (see “Base metals:
a renaissance begins, as the Fed turns
dovish and China expands fiscal and
monetary expenditures”, this issue of
Capital Observer), investors should
start looking for Tier 1 assets that will
benefit from a commodities reflation.
Therefore, emerging markets assets
should not only be considered as an
asset class that is expected to provide
superior returns over an extended
period of time, but also as a portfolio
diversification tool, and a bet on
future commodity outperformance.
This thesis can be backed by several
facts. This will be a topic for the next
issues of The Capital Observer.
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33 / MJT - TIMING AND TACTICAL INSIGHT

Emerging Markets and the possibility of a strong rebound from late Q1 into the
Summer
Emerging Markets corrected down strongly from Spring last year into mid Summer, while developed markets, and the US especially, were still heading up. Hence, when the Q4 correction hit, they were already quite Oversold and have since outperformed
developed markets, especially during the late 2018 risk-OFF period. In this article we consider their profile on an absolute and
relative basis, as well as its link to the strength of the US Dollar. We also attempt to differentiate between the different regions
(Emerging Asia, Emerging Europe and Latin America) as their out- and underperformance may be quite differentiated over the next
few quarters.

MSCI Emerging Markets
Bi-Monthly graph or the perspective over the next 1 to 2 years

A

lthough it did make new highs in early 2018, we would still consider the
2016-2017 rally on Emerging Markets as
part of a larger corrective pattern (from
the 2007 highs). This as least is what the
sequence we show on our long term oscillators (lower rectangle) could be suggesting. We now expect Emerging Markets to reverse down until 2020. In the
meantime, the downtrend that started
early last year is probably reaching an
important intermediate low. It may have
already started to bounce, yet according
to our medium term oscillators (upper
rectangle) further retesting to the downside could still be expected until late Q1
this year. Following that, Emerging Markets could bounce into mid-year, perhaps
the Summer and then reverse down towards 2020. Given this scenario, we don’t expect Emerging Markets to make new highs this
year, even if the Q2 rally may be quite strong. Then, during 2020, we believe that Emerging Markets could go and test the support
of out C Corrective targets to the downside (right-hand scale), towards the 800 mark, or circa 25% below current levels.

US Dollar Index
Bi-monthly graph or the perspective over the next 1 to 2 years

T

he fate of Emerging Markets are often
very much linked to fluctuations in the
US Dollar. Indeed, on this long term graph
of the Dollar Index, we spell out a similar
scenario as above in reverse. We would
expect the US Dollar to push up slightly
longer into H1 2019 (medium term oscillators; upper rectangle), then temporarily retrace during Q2 until it finds support on our long term oscillators (lower
rectangle) to move higher towards 2020.
For now, we would support the view that
the long term uptrend on the US Dollar is
still intact, given that it never tested below
our C Corrective targets to the downside
(right-hand scale) at 87, despite its strong
2017 sell-off.
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MSCI Emerging Markets Index
Weekly graph or the perspective over the next 2 to 4 quarters

O

n the Weekly graph, Emerging
Markets seem to have found
support on our long term oscillators (lower rectangle) and may have
started an upside move towards the
Summer (although we do not expect
new highs). In the meantime, however, our medium term oscillators (upper rectangle) are still suggesting one
last downside retest towards late Q1
/ early Q2, before a bounce materializes towards midyear and perhaps
the Summer. Ideally, over the next
couple of months, Emerging Markets
would need to hold above their C Corrective targets to the downside (above
940; right-hand scale). This would
create a strong base for the bounce
we expect during Q2. Then from the Summer, at the latest in the Fall, we expect Emerging Markets to start to rolling-over to the
downside again, probably towards 2020 (upper rectangle) and possibly towards our I Impulsive targets to the downside (right-hand
scale) well below 1'000.

US Dollar Index
Weekly graph or the perspective over the next 2 to 4 quarters

F

ollowing its recent retracement, the
US Dollar Index, may soon find support on our long term oscillators (lower
rectangles). We believe this support
point will help build a base to lead the
US Dollar higher for most of the year.
In the meantime, on our medium term
oscillators (upper rectangle), we expect a first push up towards late Q1
/ early Q2, and then a retracement
towards mid year. Following that the
US Dollar probably reaccelerates up
until year-end. We believe the base
which is being built in Q1 (lower rectangle) will probably limit the scope of
the downside correction in Q2 (mere
retracement of the forthcoming late
Q1 upside move). Hence, over the next
couple of months, the index may rise to the test the upper end of our C Corrective targets to the upside (at 99; right-hand scale), and
then during Q2 retrace back down to their lower end (around 95). Following that the US Dollar Index probably moves higher, breaking
above 99 during H2 2019. It could potentially reach back up to its 2017 highs.
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MSCI Emerging Markets Index
Daily graph or the perspective over the next 2 to 3 months

S

horter term, Emerging Markets
started to stabilize in late October, and since January have been rallying quite strongly. Yet, for now we
are still below the upper end of our C
Corrective targets to the upside (below 1’072; right-hand scale), i.e. the
bounce is still considered as countertrend. Furthermore, both our oscillators series (lower and upper rectangles) are now in a position to top
out, temporarily at least, triggering a
retracement which could last towards late February (upper rectangle)
and possibly into late March / early
April (lower rectangle). Considering
that, the bounce is still countertrend
for now, the retracement down we ex-

pect over the next 1 to 2 months could eventually retest its lows.

US Dollar Index
Daily graph or the perspective over the next 2 to 3 months

T

he US Dollar on the other hand
seems to be finishing off a
consolidation to the downside. On
our medium term oscillators (upper
rectangle), the next move higher
may have already started, while on
our long term oscillators (lower rectangle), a bit more patience may be
required as the US Dollar Index continues to consolidate at high levels
towards mid/late February before accelerating up. Both projections would
suggest a top towards March, perhaps
April. This scenario would remain valid as long as the Dollar Index doesn’t
break down below the lower end of
our C Corrective targets to the downside (around 93; right-hand scale).
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EUR/USD
Daily graph or the perspective over the next 2 to 3 months

S

imilarly to the Dollar Index in reverse, EUR/USD had been consolidating up since mid November. Recently, it seems to be resuming its
downtrend with a new dip below 1.13.
It may bounce slightly on our medium
term oscillators (upper rectangle),
yet according to our long term ones
(lower rectangles), should then continue lower into late March, even early April, probably testing below its
November lows. Following that, we
expect EUR/USD to bottom out towards late Q1 / early Q2 and start rebounding into the Spring with C Corrective
targets to the upside (right-hand side)
back in the 1.16 – 1.18 range.

MSCI Emerging Markets vs MSCI World Index
Bi-monthly graph or the perspective over the next 1 to 2 years

W

e now switch back to Emerging
Markets and their long term
comparison vs the MSCI World. The
downtrend that started in late 2010
is still ongoing, and despite the 20162017 reflation, Emerging markets have
made little progress to the upside.
Worse, they recently retested down
close to their early 2016 lows. According to our long term oscillator series
(lower rectangle), the downtrend
probably extends into 2020. In the
meantime, on our medium term oscillators (upper rectangle), an intermediate low is in the making, which
could lead Emerging Markets to outperform / bounce vs the MSCI World
Index towards midyear and the Summer. On the target front (right-hand scale), our I Impulsive targets to the downside have been reached, yet could still justify new
lows, probably towards 2020.
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MSCI Emerging Markets vs MSCI World Index
Weekly graph or the perspective over the next 2 to 4 quarters

O

ver the last few months, during
the Q4 risk asset correction, the
MSCI Emerging Markets Index did
outperform the MSCI World Index.
Indeed, as Emerging Market retested
down without making new lows in December, developed markets, and the
US especially, caught up with them to
the downside. Going forward, both
our oscillator series (lower and upper rectangles) would suggest that
their outperformance continues into
midyear, perhaps late Summer. In
the meantime, however, an intermediate correction could take place,
probably between now and late Q1
/ early Q2. This countertrend move
probably matches our scenario on
the US Dollar, which as mentioned above in this article should probably remain strong into late Q1 at least. On the target front,
we expect the ratio to retest the support of the lower end of our C Corrective targets to the downside (right-hand scale), some 5%
below current levels. Looking into H2 2019, Emerging Markets could start to weaken again during the Fall, and by 2020 may reach
down towards our I Impulsive targets to the downside. These are still theoretically 20 to 30% below current prices on a relative basis.

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

W

e now look into the different
regions of the Emerging markets space and first into Emerging Asia
vs the MSCI Emerging Markets Index.
China represents more than 40% of
this Index, while other countries with
a large weighting are South Korean
(19%), Taiwan (15%) or India (12%).
On our medium term oscillators (upper rectangle), we expect the ratio to
bounce into late Q1. Following that,
both oscillator series (lower and upper rectangles) seem to suggest that
Emerging Asia should underperform
the MSCI Emerging Markets Index
into mid year. Looking into H2 2019,
and following a Summer bounce, we
expect further underperformance
into year-end and 2020. Since it started to reverse down mid last year, Emerging Asia seems to have positioned in a long term
downtrend vs other Emerging regions. Its downside potential towards year-end and 2020 is quite compelling as shown by our I Impulsive targets to the downside (right-hand scale)
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MSCI Eastern Europe Index vs MSCI Emerging Markets Index
Weekly graph or the perspective over the next 2 to 4 quarters

T

he MSCI Eastern Europe Index is
composed of circa 69% of Russia
and 22% of Poland. Its profile vs the
MSCI Emerging Markets Index is the
opposite of the Emerging Asia one.
On both oscillator series (lower and
upper rectangles), we believe the
ratio has recently topped out and
that Eastern Europe could now underperform towards late Q1 / early
Q2. It then reaccelerates up towards
midyear, and possibly towards yearend. During the next couple of months, we believe that the ratio should
hold above the support of its C Corrective targets to the downside (circa
10% below current levels; right-hand
scale). Following that, until year-end,
we expect it to widely outperform towards its I Impulsive targets to the upside, 15 to 25% above current levels (right-hand scale).
These strong fluctuations suggest a lot of volatility and disparity in the Emerging Markets space over the next few quarters. We
believe it probably indicates that a strong Commodity rally (on Oil especially) could materialize during Q2 and into the Summer.

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

T

he MSCI Latin America Index
shows a similar profile than the
MSCI Eastern Europe Index vs the
MSCI Emerging Markets Index. Its
composition is also very much polarized around Brazil (63%). Mexico
(22%) is the other sizable weighting.
Here also, we would expect some
retracement of the ratio on both oscillator series (lower and upper rectangles), probably into late Q1 / early
Q2. Thereafter, Latin America should
accelerate up vs the MSCI Emerging
Markets Index towards late Summer
at least. The outperformance potential from mid Q2 is quite compelling,
potentially towards a range, which
is 12 to 25% above current levels (I

Impulsive targets to the upside; right-hand scale)
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USD vs Russian Rubble (USD/RUB)
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now turn to the specifics
of Russia and first to its currency vs the US Dollar. Indeed, according to our analysis above, both
Russia and Brazil are ear-marked as
strong performers from late Q1 into
midyear and the Summer. In the
meantime, we expect all Emerging
Markets to underperform, probably
from mid February into late March
/ early April. The US Dollar was
strong against the Rubble (USD/
RUB) throughout 2018. Since late
December however, it has probably
started to turn down again. According to our long term oscillators
(lower rectangle), this downtrend
could last towards late 2019. In the
meantime, however, on our medium term oscillators (upper rectangle), we expect a USD bounce, probably from mid Q1 into
early Q2, before both oscillator series resynch down into the Summer.

RTS Moscow Index, in USD
Weekly graph or the perspective over the 2 to 4 quarters

T

he Moscow RTS Index did hold
up quite well during 2018. On
our long term oscillators (lower rectangle), the index may have found
support last December and may
now be in a position to move up
again into late Summer / the Fall.
In the meantime, however, on our
medium term oscillators (upper
rectangle), we expect some retracement towards late Q1 (probably
into March), before the RTS Index
confirms its low and can start accelerating up again. We hence believe
that Russia is a “Buy the Dips” story towards late Q1.
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USD vs Brazilian Real (USD/BRL)
Weekly graph or the perspective over the next 2 to 4 quarters

U

SD/BRL peaked earlier than USD/RUB,
last September, as the run-up to the
election of Mr. Bolsonaro started to create
positive newsflow for Brazil . Over the next
couple of months, the USD may still attempt a bounce, probably towards late Q1
on our medium term oscillators (upper rectangle). Yet from late Q1, according to our
long term oscillators (lower rectangle), we
expect the USD/BRL to start accelerating
down (i.e. strong Real), probably towards
late Summer / the Fall. This downtrend may
then go and test the support of our C Corrective targets to the downside (right-hand
scale). If these do break, USD/BRL could
then retest its 2017 lows at some point
towards year-end. Hence, although we are
quite positive for the US Dollar vs other Major currency pairs during 2019, Commodity currencies such as the Real may prove even
stronger.

MSCI Brazil Index Fund (EWZ), in USD
Weekly graph or the perspective over the next 2 to 4 quarters

T

he Bovespa has been one of the best
performing markets since last Summer
and on the currency front the Real has also
been strong. Hence, on our long term oscillators (lower rectangle), the MSCI Brazil Index
(quoted in USD) is now in a strong uptrend
probably towards late Summer / the Fall.
In the meantime, however, we would also
expect some retracement into late Q1 (probably March) as shown on our medium term
oscillators (upper rectangle). The MSCI Brazil would also represent an interesting “Buy
the Dips” opportunity towards late Q1.

Concluding remarks

W

e believe that Emerging Markets have turned down for this cycle and that their early 2018 tops will probably not be
retested. Yet, in the meantime, and following some weakness into late Q1, we expect them to rebound strongly during
Q2. Then, from late Summer, Emerging Markets should resume their downtrend into 2020, possibly with a 25% downside from
current levels. The Dollar shows a similar profile in reverse. It seems to hold up quite well during Q1, before it retraces slightly
during Q2. From late Spring / the Summer, however it probably resumes its uptrend into 2020. Within the Emerging markets
space, Emerging Asia appears more defensive than Emerging Europe or Latin America. It may outperform slightly during Q1,
yet from Q2, other regions should outperform quite significantly. For example, we would be looking to Buy the forthcoming
Dips we expect on Russia or Brazil, probably towards late Q1. The environment we expect during the Spring and the Summer
reminds us of H2 2016, with a US Dollar that holds up relatively well and then accelerates up, with long term yields that resume their uptrend and a yield curve that steepens, while Value, Commodity and Commodity plays outperform and Growth
trades including Emerging Asia lag behind.
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41 / A dovish Fed threatens to ignite a new cycle of equity
outperformance versus bonds, which may also unleash yield
curve steepening

A

dovish Fed is now a market
consensus – the central bank is
likely to refrain tightening monetary
policy at least until March this year. That
has been the gist of the FOMC statement
right after the January meeting. Right
after the Fed announced a less aggressive
tightening regime equities and stocks
went diametrically opposite each other
(see 1st graph on this page).

F

or us at The Capital Observer, the fall
in yields was in response the Fed's
signal that they are likely in a pause
period until March. The yields are not
falling because of new, overhanging
threats to risk assets.

T

he yields are basically responding
to a steepening of the yield curve
(widening in the 3Y/10Y and 10Y/30Y
spreads) -- and that basically pulled down
the entire bond term structure (see 2nd
graph on this page).

I

t is clear that the coefficient correlation
of bond yields and equities will now
decline from positive (+) 1 to zero and
eventually to negative (-)1. This may the
start of a situation which we described
about three weeks ago, when we
described the highly unique coefficient
correlation between stocks and bond
yields:

I

n early October, the correlation between
bond yields and equities was on the way
to neutral or even the negative side when
Fed Chair Jay Powell started the stock
market firestorm with his "way below
neutral" off-hand remark to describe the
level US policy rates.
After that both yields and equities fell
together to a degree unseen before,
boosting the coefficient of their
correlation to +1. It is still practically there,
but it has moved a smidgen towards the
direction of neutral. Remarkably, that
was the first time that the coefficient of
correlation reached +1 since 1960 (or
even earlier). I was saying three weeks
ago that this degree of correlation can go. The correlation will soon has to turn
process will take a while (see 3rd chart
stay there for a while, but it cannot stay towards zero, then to negative, and that
above).
there forever. And it has nowhere else to
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B

efore the correlation reached +1,
it was at -0.79 in January 2015 -four years ago. That makes sense from
a business cycle point of view -- it took
half of the usual 8 year business cycle
to progress from that point to where we
are right now.
And it may also take 4 years or less for
the coef. of corr. to fall into negative
territory.
Think about what happens when the
correlation changes. Either (1) equities
will rise, and yields will fall, (2) equities
will rise faster than yields, or the inverse
of those two possibilities.
Given the outlook of a conciliatory Fed
which is expected to pause in March
and reduce the number of expected
rate hikes this year, I go for possibility
(2); that is, equities will rise faster than
yields.
This is no academic exercise -- it is a stark
suggestion that bonds may perform as
well, or even outperform equities in the
aggregate. This is hugely important in
the way we should do asset allocation
this year and beyond.

I

ndeed, the recent divergence in the
performance of equities and bond
yields has brought that analysis to the
forefront. That means that equities will
again become more attractive versus
bonds – and that is happening even as
we speak if seen against the backdrop
of the Fed Model (see 1st graph on this
page), and the Equity Risk Premium
Model, which will be discussed shortly.

T

hese models provide a simple, direct
way of comparing equity and bond
investments which is essential in asset
allocation strategies. The Fed Model
compares the difference between the
stock market earnings (dividend) yield
and the ten-year Treasury bond yield.
The equity dividend yield is the priceto-earnings ratio of the S&P 500 based
on expected operating earnings in the
coming 12 months.

I

n essence, the Fed’s model asks,
“why would anyone buy a 10yr bond
with a yield of 2.69%, when they

could get a stock with a 6.97% earning Fed Model with the US CPI (red line in
return?” At this point, with the yield the 1 st chart above)
gap of circa 428 basis points, equities
he Fed Model compares favorably
remain the better investment vehicle
with the US Equity Risk Premium
relative to the 10yr bond at present.
(ERP). Equity risk premium is a measure
he Fed model postulates that of the excess return investors require to
stocks and long-term bonds are invest in equities over a risk-free asset
competing assets in the portfolios such as a government bond. It helps
of
many
important
investors provide an estimate the opportunity
(e.g., pension funds or insurance cost investors are willing to take on a
companies), and thus the earnings or particular risky asset. ERP is calculated
dividend yields associated with stocks as the average annual return to equities
should be approximately equal to the minus the average annual return to two
yields on nominal bonds in the long- year government bonds over a five year
run, or at least should be strongly period (see 2nd chart on this page). The
Fed Model and ERP are both predicated
correlated.
on the “yield gap” between the returns
here has been some objections to
of equities and bonds.
the Fed Model in that we cannot
compare a real variable (earnings yield)
with a nominal variable (bond yield).
This has been resolved by deflating the

T

T

T
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W

hat these two comparative
tools tend to show that over
the rest of the year, equity markets
indeed may rise faster than bond
yields. Aside from the obvious
conclusion that equities should be
favored over the rest of the year, this
asset allocation move will have a large
impact on Treasury yield curves.

S

ustained
outperformance
of equities has always been
accompanied by the widening of
Treasury yield spreads (steepening of
the yield curve) at the back-end, as the
longer end of the curve is abandoned
by many investors, and who opt for
better-performing equities (or shorter
duration bonds), and we can indeed
see that in the previous Fed Model
graph.

T

he current steepening of the yield
curve in the back-end is further
accentuated by the shift of foreign
central banks from long end Treasuries
to short-end Treasuries. Central banks
are Hedge Funds that think extra
long-term. If indications of a growth
recession show the possibility of that
event within three years, foreign central
banks will flock to the short end of
Treasuries. That is already happening
– central banks have been loading up
on short-term US Treasuries at the
expense of bonds and notes (see 1st
2019, probably after another set back
graph on this page).
into late Q1 and yields will, too. But
eing long the Treasury spreads
yields will rise at a less fast rate. That
(benefiting from spread widening)
is what the Fed Model is implying,
is a very profitable and very efficient
and that could also be seen in the
investment, especially so from a Sharpe
eventuality of coefficient correlation
Ratio point of view. The spread trade
between bonds and equities moving
removes most of the market beta, and it
from positive (+)1 to neutral, and then
also is very capital-efficient to hold these
to negative (-)1, as well. That is how
trades for a long time (which is how you
asset allocators should position their
make money). And the steepening
investment strategies.
occurs just BEFORE a recession, and
eanwhile,
economic
news
extend well AFTER a recession, even
out of Europe, Australia and
without the illustration provided by
the Fed Model (see 2nd graph on this New Zealand had been less than
encouraging, and so we still expect
page).
yields to come pressure in the nearo we now see the second alternative
term. There are also liquidity-related
that we started to talk about several
episodes that might help bring about
weeks ago. Equities will likely rise in
lower yields over the next few weeks.

B

T

ake the Treasury Cash Balance
(TCB). The salient point coming
from this tool is that Treasury bond
yields tend to anticipate the inflows and
outflows of the (TCB) by as long as two
weeks. And if yields will go by historic
norms, bond yields could be falling over
the next several weeks (see 1st graph
on next page).

M

S

43

T

he Treasury Cash Balance is the
operational account that the U.S.
Department of the Treasury has with
the Federal Reserve. This account is
basically equivalent to the checking
accounts individuals and businesses
have with their banks. Indeed, the
Federal Reserve acts as the U.S.
government's bank. This account takes
care of expected cash payments, check
clearing, and outstanding wires done by
the Treasury. The balance could be also
used to reduce debt or be spent on goods
and services, and is kept at the Fed to
earn some interest. Since late 2015 the
Treasury has been purposefully holding
more cash to be prepared for any major
disruptions, such as a potential cyber
event or a systemic event like the crisis G5 Central Bank Balance Sheet Model
in 2008. The TCB is first-line liquidity
resource for the US financial system.

E

quity markets have been on a tear
since the December 24 low; the
Great Correction looks like it is getting
in terminal phase. The equities markets
are now on the way to complete
their first rally since last month’s low,
which could be followed by some
markets making new lows and some
markets having a large (50 pct or more)
correction of the upside recent gains.

I

n coming to these conclusions, we
have been guided by various systemic
liquidity models, from the G-5 central
bank balance sheets (which determine
the broad trends of risk assets) to Fed
and Treasury liquidity flows, which Federal Reserve and Treasury Liquidity Flows Models
provide the variability provided by highfrequency turns in those data (see 2nd
& 3rd graphs on this page).

B

oth the G5 balance sheet model
and the Fed, as well as the
Treasury liquidity models provide
indications of an important trough to
occur in March.

44

T

he Capital Observer has been Term (Money) Market Liquidity Models
showing mostly liquidity models
derived from Fed and Treasury policy
inflows and outflows, as is illustrated
above. We have added a few more–
we have been working on the impact
of Fed SOMA transactions, and the
consequent impact those transactions
have on term (money) market rates.
The changes in those term rates in turn
affect the evolution of equities after a
certain distributed time lag (see graph
on this page).

T

he term market rates are the
first line liquidity flows for the
US shadow banking. This sector has
outsized impact on risk asset prices
because this is where the funds for
purchasing/selling assets come from or
go to. This is a rough aggregation of the
disparate impacts of these instruments;
as is normal, the individual effect of each
term rate varies, sometime significantly.
What the market rate liquidity model
suggests is that the current rally will
soon peter out, and a so-called “test
of the low” will take place thereafter.
This is consistent with the bond yield
outlook of a short-term correction
before a rally in equities and yields by
March.

A

correction lower in both equities
and yields in the short-term which
lasts until March will temporarily derail
the outperformance of equities and
the attendant steepening of the yield
curve that we have outlined above.
That should provide better levels to
execute investments that have been
quantified by both the Fed Model and
the U.S. Equity Risk Premium Model.
It may also allow better levels for
to initiate spread widening trades
(steeper yield curves) which should be
a structural investment strategy that
could last well into later in the year.
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46 / MJT - TIMING AND TACTICAL INSIGHT

While Equities and Yield could retrace down into March, we expect that a
late cycle reflationary environment should materialize in Q2
While Q4 saw the strongest correction in global equity markets since 2008, January was then the best January since 1987.
Yields followed suit on Flight to Safety flows during Q4, and then rebounded strongly during the first phase of the relief rally
into mid January. Since then, while equities have been pushing higher, yields have already started to retrace again. In this
article, we attempt to consider both assets classes independently, first during for the rest of Q1, when we expect some retracement on risk assets, then towards midyear and the Summer when we expect a strong risk asset rally.

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

F

rom their intermediate highs in January
2018, our long term oscillators (lower
rectangle) may have completed a classical
consolidation period and could now resume
their uptrend into this Summer. Furthermore, the support of the lower end of our
C Corrective targets to the downside around
2’400 (right-hand scale) was tested, but not
broken on a Weekly basis, which is also encouraging. Our medium term oscillators
(upper rectangle), however, suggest a more
prudent scenario, with a possible retest (at
least a period of retracement) into late Q1
and then a strong Q2 bounce. Looking into
H2 2019, our bi-monthly graph shown in the
last issue of The Capital Observer (January
2019) suggests a possible second risk-off period from late 2019 into mid 2020. Hence, for now, we would expect that the S&P500 could retrace short term, then rally from late
Q1 into the Summer (new marginal highs may be possible), before it starts to correct down again during the Fall.

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

T

he EuroStoxx 50 Index topped out in Q4 2017, more
than a year ago and seems to be
positioned in a downtrend that
could last into 2020. Long term,
the picture is indeed weaker than
the S&P500 Index, given that the
support of the lower end of our
C Corrective targets to the downside, around 3’000 (right-hand
scale), was briefly broken last December, hence opening the door
to our I Impulsive targets to the
downside (probably below 2’500)
over the next 12 to 18 months. In
the meantime, however, similarly
to the S&P500 Index, we would
expect some retracement down
towards late Q1 on our medium term oscillators (upper rectangle), and then a bounce towards midyear. Given, the long
term downtrending features of its trend, it is hard to assess how long the EuroStoxx 50 Index will hold up into H2 2019 before it
resumes its downtrend. Probably not as long as the S&P500 Index.
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S&P500 Index
Daily graph or the perspective over the next 2 to 3 months

O

n a Daily basis, the rally
since late December has
been impressive and managed
to make it above our C Corrective targets to the upside
(around 2’690). These levels
for now should however offer
some resistance. Yet, on the
timing front (lower and upper
rectangles), both oscillators series seem to suggest that over
the next week or so, the start
of a period of retracement
could be confirmed. It may
last towards late February /
March on our medium term
oscillators (upper rectangle),
in a move that may probably
retrace into the 2’600 – 2’500 range, before resuming up into midyear. On our long term oscillators (lower rectangle), the
possibility still exists of a deeper retest down into late March towards the December lows. Hence, combining both, we
would remain prudent during February and towards early March for now.

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

T

he EuroStoxx 50 Index also
saw a strong bounce since
late December, yet not as strong
as the S&P500 Index. Indeed,
the rebound has barely made it
into our C Corrective targets to
the upside (right-hand scale).
Going forward, both our oscillators series (lower and upper
rectangles) are now suggesting
that the EuroStoxx50 could resume lower soon, probably to
early, perhaps late March. For
now, our I Impulsive targets to
the downside (right-hand scale)
suggest that the December
lows could be retested. We
would probably target the upper end of the range around
3'000.
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US 10 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

O

n the US10Y benchmark
bon yields, the downtrend
since October is still in place,
yet over the next few weeks it
could start to build a base. Indeed, the sequence down we
show on our medium term oscillators (upper rectangle) may
be coming to an end towards
mid/late February, while our
long term oscillators (lower rectangle) could continue lower
into late March, even early
April. This in our view, probably
suggests a series of two lows,
one in the 2nd half of February, and then another (a retest
or perhaps a retracement with
slightly higher lows) into late March. Our I Impulsive targets to the downside (right-hand scale) indicate that over the next
few weeks, and possibly into late March, US10Y Treasuries could make new lows in the 2-5 – 2.3% range.

10Y German Bund yield
Daily graph or the perspective over the next 2 to 3 months

T

he scenario above on US
10Y Treasury yields seems
quite synchronized with the
one pictured on this graph of
the 10Y German Bund yield.
Indeed, our medium term oscillators (upper rectangle) may
be making a first low towards
mid February, while on our
long term oscillators (lower
rectangle) a second low is expected towards late March,
perhaps even early April. Our I
Impulsive targets to the downside (right-hand scale) suggest
that at some point, German
10Y Bund yields could dip
slightly below zero.
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US 10 years Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

L

ong term, looking at 10Y US
Treasury yields, the 60 to
100 basis points correction we
had anticipated early October
has materialized. While our
medium term oscillators (upper rectangle) are suggesting
that a low for this correction is
near, our long term oscillators
(lower rectangle) imply that
it may take another couple of
months before yields start to
resume their uptrend. Here
also, we would expect that 10Y
Treasury yield could start to
stabilize towards late February, and then, probably following a retest late Q1, begin
their ascent back above 3% and possibly towards new highs this Summer. In the meantime, our C Corrective targets to the
downside (right-hand scale) suggest possible lows during Q1, back below 2.6%, and in a worst case scenario down to 2.2%.

10Y German Bund yield
Weekly graph or the perspective over the next 2 to 4 quarters

1

0Y Bund yields should also
find support during Q1,
towards mid Q1 on our long
term oscillator series (lower
rectangle), and end Q1 on our
medium term ones (upper rectangle). We hence also expect
them to build a base between
mid and late Q1. Following
that, both oscillators series
suggest a bounce, which could
last towards midyear, perhaps
the Summer before German
long term yields resume lower
towards yearend and into
2020. By then, i.e. over the
next 12 to 18 months, German
10Y Bund Yields could sink back
well below zero in the minus 0.3 to 0.7% range as shown on our I Impulsive targets to the downside (right-hand scale).
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US 30 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

W

e will now focus on the
US yield curve and its
different sections. First we compare both extremes, the 30Y
minus the 3M spread, which
has been flattening steadily
since early 2017. According to
our long term oscillator series
(lower rectangle), it has now
reached a Low Risk situation
and is getting ready to correct
up, probably towards midyear
and perhaps the Summer. The
downtrend is exhausted and
our I Impulsive targets to the
downside (right-hand scale)
have been reached, while the
C Corrective upside potential
over the next couple of quarters is towards the 1.3 – 1.7% range or 80 to 120 basis points above current levels. With the
FED probably on halt in March, this suggest a very strong move to the upside on US long term yields. Finally, our medium
term oscillators (upper rectangle) suggest that a bit more patience may be required before this move actually starts, probably towards late February / March.

US 30 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

S

ince October, the Daily of the
30Y-3M US Treasury spread
has been a good bellwether for
the fate of risk assets. Both oscillator series (lower and upper
rectangles) are now suggesting
that the spread could still resume lower, probably towards
mid/late March. Our I Impulsive targets to the downside
(right-hand scale) are pointing
to the possibility of marginal
new lows by then. Any move
above 0.9% however (i.e. above
our C Corrective targets to the
upside; right-hand scale), would
probably imply that the strong
acceleration up we expect during Q2 has already started. Yet for now, we expect this breakout to happen probably during April or May.
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US 30 years Benchmark Bond Yield - US 10 years benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now look at the long
term section of the
yield curve, which has already
been steepening since mid
last year. On our medium term
oscillators (upper rectangle),
this move could now pause
(retrace slightly) until late Q1,
before it then reaccelerates up
on both oscillator series, probably towards midyear (lower
and upper rectangles). Our I Impulsive targets to the downside
(right-hand scale) had pretty
much been reached, and the
trend has reversed up. We expect it to test the resistance of
our C Corrective targets to the

upside (right-hand scale), towards 0.5% during Q2.

US 30 years Benchmark Bond Yield - US 10 years benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

T

he Daily graph of the US30Y
– 10Y spread is reaching an
intermediate top on both oscillator series (lower and upper
rectangles). We hence expect
it to consolidate at high levels,
probably towards early March
and perhaps slightly longer
into early April. Following that,
it accelerates up again into
midyear. This high level consolidation probably corresponds to
the last flattening spree (downside retest on the spreads) we
expect throughout the US Yield
Curve over the next few weeks,
i.e. before it finally starts to
steepen quite strongly across

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

S

ince last Summer, we’ve featured this
short term end of the US Yield Curve
many times in recent issues of The Capital
Observer as we considered it as a great
proxy to monitor reflationary and disinflationary market phases. We also believed that since early last year, it had been
a great bellwether for risk-ON / risk-OFF
phases on risk assets. Hence when we
wrote about it last September, we expected it to dive much lower as the shorter
end of the US Yield Curve was meant to
catch up with its middle section (US10Y3Y), which had already flattened quite
extensively, and its longer term section
(US30Y-10Y), which was already startd to
steepen. The move has been impressive
(Flight to Safety Flows), and the US3Y-3M
spread even inverted briefly in early January. Both our oscillator series (lower and upper rectangles) suggest that this sell-off is not
quite over yet, and that it may extend another month or so. Our I Impulsive targets to the downside (right-hand scale) indicate further
downside potential in the zero to minus 0.4% range), which would probably imply that at least some retracement is possible, on risk
assets into late Q1.

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

S

horter term, the Daily graph of the
US3Y-3M spread was already heavily
Oversold when it briefly inverted in early
January. Both our oscillator series (lower
and upper rectangles) now suggest a retest of these lows, first into mid/late
February (upper rectangle), and then
probably again into late March / early April. These projections are similar
to the ones we mentioned above on
US10Y yields, where we expect these to
make a first low mid/late February and
then create a base into mid/late March,
before Treasury yields start to accelerate
up again into midyear / the Summer.
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IVE - iShares S&P 500 Value ETF / IVW - iShares S&P 500 Growth ETF
Daily graph or the perspective over the next 2 to 3 months

W

hen talking about the US Curve, the
Value to Growth relationship on US
Equities springs to mind. Indeed, as the yield
curve flattens, usually Growth outperforms.
On the contrary, when the yield curve steepens (e.g. H2 2016), then Value accelerates
up strongly vs Growth. This is the scenario we
expect from late Q1 into the Summer. In the
meantime, however, the Value to Growth ratio should resume lower one last time, probably towards late February, perhaps into
March according to both our oscillator series
(lower and upper rectangles). Our I Impulsive
targets to the downside (right-hand scale)
still show compelling risk, suggesting that this
move could even be quite strong. Following
that, the yield curve starts to steepen, and
Value stocks should shoot up. Hence, we ex-

pect a Buy The Dips opportunity on Value trades vs Growth, probably during March.

NASDAQ 100 Index vs S&P 500 Index
Daily graph or the perspective over the next 2 to 3 months

I

nversely, when comparing the Nasdaq
100 Index, which has a strong Growth
profile, vs the S&P500, one can notice
the exact opposite. On both oscillator
series (lower and upper rectangles), we
expect the Nasdaq 100 to continue to
outperform the S&P500 Index into late
February, perhaps March. Following that,
the ratio should reverse down and probably underperform until midyear. Again
here, our I impulsive targets to the upside
(right-hand scale) may suggest quite a
strong move over the next few weeks before Growth tops out vs the S&P500.

Concluding remarks:

T

he resiliency of the current equity rebound is quite remarkable. According to both our oscillator series on our Daily graphs, an intermediate top is however near. We would hence expect some retracement on equity markets into late February / early March (possibly
towards the 2’600 – 2’500 range on the S&P500), and then eventually a last dip into late March. US Yields on the other hand seem to be
bottoming slightly earlier, towards mid/late February. Here also, following a bounce, a last downside retest may still materialize into late
March. From late Q1, both assets, US Equities and Yields resume their uptrend into midyear / perhaps the Summer. Both may then make
new highs. Europe shows a similar profile, yet weaker. Following some downside retesting into late Q1 both equities and yields should
also bounce in Q2, yet probably without making new highs. The strong differentiation we see with previous periods, is that, with the FED
on halt, the Q2 equity and yield rally should trigger a strong steepening of the yield curve. Value themes should then outperform, while
Growth trades, which could still hold up rather well over the next few weeks, then widely underperform. Again, the environment we
expect during this Spring and the Summer reminds us of the one seen in H2 2016, with a strong steepening of the US Curve and a Value
driven risk asset rally. Yet, this period of potential "reflation" would come very late in the cycle, and the subsequent retracement into
2020 may then be quite strong.
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54 / Splicing the markets – BRL and RUB in light of EUR/JPY and EUR/
CHF crosses
During the recent Q4 risk asset correction, and despite the strong sell-off in Oil, the Brazilian Real and the Russian Rubble have
remained very resilient. This is rather surprising considering that the US Dollar has also held up rather well. In this section we
consider these in light of the typical risk-ON / risk-OFF EUR currency crosses (EUR/JPY and EUR/CHF), which we believe offer similar profiles and guidance as to what to expect on BRL and RUB over the coming months.

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

E

UR/JPY is often considered the ultimate risk-ON / risk-OFF currency
cross, and indeed, since early October it
has behaved as such. Following its slight
bounce since early January, we expect
it to resume lower between now and
late February, probably towards mid
March / early April on both oscillator
series (lower and upper rectangles).
Our I Impulsive targets to the downside
(right-hand scale) suggest that EUR/JPY
could retest down, in the 122-119 range,
i.e. towards the levels reached during its
brief Flash Crash early January.

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

E

UR/CHF serves a similar purpose as
a bellwether currency cross for riskON / risk-OFF situations, in Europe especially. It too had been moving lower
during October and early January and
has since bounced. While our long term
oscillator series (lower rectangle) may
suggest that a Low Risk situation has
been reached, our medium term oscillators (upper rectangle) would indicate
one last push lower into late February,
possibly towards the 1.12 -1.09 range
according to our I Impulsive targets to
the downside (right-hand scale).
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BRL vs USD (inverse quotation to the industry standard)
Daily graphs or the perspective over the next 2 to 3 months

F

ollowing up on both currency crosses
above (EUR/JPY and EUR/CHF), it is now
interesting to consider the Brazilian Real
vs the USD. The pair is usually quoted the
other way around (USD/BRL), yet for comparison purposes we are showing it here
in reverse. Indeed, although the Brazilian
Real has been relatively strong since September, which makes it hard to compare
to other USD pairs, its profile vs the US
Dollar is quite similar to the risk-ON / riskOFF proxy crosses presented above. The
pair may have entered a Low Risk zone on
our long term oscillators (lower rectangle).
Yet, on our medium term ones (upper
rectangle), we would still expect it to retrace down, probably into late February /
March. As such, BRL vs USD is acting quite

similarly to the EUR/JPY and EUR/CHF crosses analyzed above.

RUB vs USD (inverse quotation to the industry standard)
Daily graph or the perspective over the next 2 to 3 months

T

he Russian Rubble vs the US Dollar (RUB/
USD) shows a similar profile. While our
long term oscillators (lower rectangle) may
have entered a Low Risk zone, we expect
our medium term ones (upper rectangle)
to retrace down once more into early/mid
March.

Concluding remarks:

T

he Brazilian Real and the Russian Rubble vs the US Dollar are showing similar profiles than EUR/JPY and EUR/CHF, which are the
typical risk-ON / risk-OFF currency crosses. Hence, despite the fact that they have held up very well since last September, we expect
them to retrace during the next risk asset correction that could materialize over the next few weeks, probably into March. Following
that, both BRL and RUB should resume their uptrend vs the US Dollar from late Q1 / early Q2 for a strong rally into midyear / the
Summer.
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56/ METHODOLOGY
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 bimonthly, 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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Diapason Commodities and Currencies
20 North Audley Street
London, W1k 6WE
UK
+44 207 290 2260

Management Joint Trust S.A.
Rue de Hesse 1
P.O.Box 5337
1211 Geneva 11
Switzerland
+41 22 328 93 33
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