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4/ Executive Summary
12 / 2019 Outlook for US GDP Growth and the US Equity Markets - The equity markets are products of GDP growth -- nothing more,
nothing less. Every investor knows this by heart, of course, but too often we forget how much negative impact a wrong growth outlook
can inflict. It is not enough to know that nominal GDP growth is rising or falling (above or below zero). Investors should really focus on the
rate of change in growth or the trend of the direction in growth. The markets do not take consolation on the absolute levels, and instead
focus on the GDP change of direction from 3% to 2%. That, in fact, is what just happened during the current Great Correction which is
still playing out. GDP growth rose to 4.16% in Q2 2018 then fell to 3.35% in Q3. Advance forecasts show that subsequent Q4 data will
probably be lower, at 2.8% . It just needed a careless remark from Fed Chair Jerome Powell (“the policy rate is way below the neutral
rate”) to trigger and unleash a devastating market sell-off of truly disastrous proportions. The careless “neutral rate” remark of Fed Chair
Jerome Powell was the trigger that unhinged the market, and the handiwork of the missing liquidity did the rest. It is still doing it. On the
other hand, the distributed lag of corporate cash flow was more than ample going into late 2019 -- stock markets will benefit from this
largesse once the Great Correction is over. The reason why we have a plunge in the Q4 2018 GDP growth is because the economy has
been starved of funds since end of Q1 2018. The markets are now paying the price. But it is nowhere near the scale of 2007 -- we should
recover from this one temporary episode of liquidity starvation. We agree with the Fed that there is probably no recession this year. Finally, talking about liquidity, the liquidity flows of the G5 central banks’ balance sheets and M2 Money Supply suggest to us that the bottom
of the Great Correction will likely be seen in February or March this year. The liquidity profile suggests a sharp rally in risk assets into late
Q2. And often, liquidity is all that matters.
17 / Timing and Tactical Insight - Early 2019, cross-assets outlook - The risk asset correction since October is probably still under way,
and over the next couple of weeks, equity markets may resume lower for a potential retest of their December lows (perhaps even slightly
lower), probably towards mid/late February, perhaps March. We would hence remain defensive in our allocation until then. During this
period, Treasury yields should continue to correct, the yield curve should flatten one last time, Defensive and Growth sectors should resist
better than the market, Gold should continue to push higher, and the Dollar could hold up given its slight defensive bias. By late Q1 however, these allocations should be reversed. Indeed, we expect a strong risk assets rally during Q2, probably extending into the Summer,
the FED may have paused, while long term yields should resume up rapidly, thereby steepening the yield curve and clearly favoring Value
trades. The Dollar and Gold could enter a correction, and Emerging Markets should benefit. By midyear, the FED may be scrambling to
catch up, while the Dollar may have already started up again. Gradually, during the Summer, we expect the FED to collide with investors
aspirations once again, and by the Fall, risk assets could enter a new period of selling-off, which could last well into 2020. Gold and Treasury Bonds will then re-accelerate up, while the Dollar remains strong.
25 / At his stage, investors should start to fear the steepening of the yield curve - Since we last presented an in depth article on the
Yield curve in the August 2018 edition of The Capital Observer, the yield spreads have narrowed further; the yield curve has flattened
even more; so much so, that some segments of the bond yield term structure have “inverted”. This has ignited a furore in the risk markets,
and so came the inevitable cascade of doom-and-gloom articles written by the media. Understanding the behaviour of the yield curve
has become even more urgent in recent days in the light of the Great Correction that is taking place in risk asset prices. As equity prices
continue to fall, “experts” found a new reason for the market drop in the yield curve, with an "inverted yield curve", or at least a portion
of one, predicting an imminent GDP growth recession. As with all market rules of thumb, there is some basis for the inversion-begets-recession meme, but there are shades of grey that can only be seen by looking at all of the data. As the Fed presumably pauses in March, or
even starts cutting back Fed Fund Rates (policy rates), the yield curve could therefore significantly steepen, as is historically evident prior
to and after a recession. At the is stage investors should start to fear the steepening of the yield curve instead.
29 / Timing and Tactical Insight - Yields will take more time to stabilize, yet Q2 should see a strong recovery and a steepening yield
curve - US Treasury yield have reached the minus 60 to 100 basis points retracement target range we had set for them in October, yet
this corrective move to the downside doesn’t seem quite over yet, and we expect it to continue, probably towards mid/late February and
perhaps even into March. Following that, yields should bounce into the Spring, and may even move to retest last year’s highs towards the
Summer. Concomitantly, the US yield curve, which on its longer term end (10Y – 3Y) is showing signs of stabilization could see one last
flattening move (sell-off) into mid/late Q1. Following that, it should start to bounce / steepen into midyear and the Summer. Hence, we
also expect one last downside retest for Value trades and for example Financials vs the general market, probably into mid/late Q1, and
then a strong bounce for these into midyear and perhaps the Summer.
37 / 2019 Outlook for Bond Yields, Precious Metals and the US Dollar: Yields in 2019 will be a Key Influence for Gold and DXY but
what will drive them? - The term premium is the key influence to the behaviour of bond yields, despite what you have read or heard.
And when it comes to the nitty-gritty, empirical evidence shows us that term premium is largely influenced by expectations of ACTUAL
core inflation (not EXPECTED inflation). Consequently, bond yields, especially the long end, should be well supported from mid to late Q1
2019, following the lead of the recent rise in GDP growth and higher Core CPI which will push the term premium much higher than is expected at this time .And also, rising term premium will steepen the yield curve as consequence. We also view wage growth exploding this
year. We expect Core CPI to be above 3.50% by year-end 2019. This is the one data that may be giving Fed chair Jerome Powell sleepless
nights. For no Fed or FOMC committee, even ones that are as clueless as the one we presently have, can ignore that. They will have to
raise rates in H2 2019 -- that may lead to at least a technical recession (two consecutive negative growth) in H1 2020. The Fed has likely
decided to throw the markets a bone, and has turned dovish and may actually forego a rate hike in March. But given a distinct threat to
their inflation mandate, the Fed may backload both the two penciled-in rate hikes during H2 2019.
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5/ Executive Summary
Gold
With bond yields still expected to fall a little further into mid to late Q1, Gold and Silver should continue to perform well in Q1, but will
remain slaved to the inverse movements of yields for a little longer. For us, this does not augur well for structural investments in PMs.
As trading instruments, yes, but absent any financial universe turmoil at this point in time PMs are just a short term safe and refuge for
some capital flows, and likely to be dropped when the temporary need for them goes away. Once we are past Q1 and risk off environment
eases, we expect that the precious metal sector should again suffer immensely as safe haven flight capital will likely flee the sector once
again. Past Q1 2019 should see the PMs giving back what they gained in Q4 2018/Q1 2019 and then some.
Dollar
The rationale for medium-term long DXY investments is provided by the long, positive lead of US Capital Account inflows, which is the
underlying, secular prime mover for the domestic currency. On the basis of the lagged distributed impact of US capital inflows last year
(over half a trillion dollar in 2018) alone, DXY should rise. So imagine if bond yield are also rising from mid to late Q1 2019. That would
provide further impetus for a DXY rally which is already fundamentally supported by capital inflows. There is therefore evidence that the
US Dollar will be firmer until at least Q2 2019. So we are looking for the current consolidation of the DXY since mid November as an
opportunity for investors to accumulate Dollars.
42 / Timing and Tactical Insight - The Dollar retests up; Gold pushes higher. Both may retrace coming Q2- Despite its recent setback
early January the Dollar Index has resisted quite well during the October-December equity sell-off period. Indeed, it is still rather defensive vs most currencies and should continue to retest its highs (or remain in a high level range) over the next couple of months, as the risk
asset correction resumes. USD/JPY on the other hand should continue lower. The Yen is even more defensive that the Dollar. These moves
should start to materialize from mid/late January, once the current rally on equities dies out. Similarly, Gold may see a slight setback over
the next week or so, but then also continues higher into February, perhaps March. It may reach the mid 1’300s USD/oz by then. Looking
beyond Q1, the Dollar may then correct down into early Spring, especially if the FED confirms a pause in its rate hiking spree. Yet, as risk
assets start to rebound in early Q2, inflation expectations will also resume their uptrend and the FED may rapidly reverse course, turning
hawkish again and resuming its interest rates hiking by June. This should put the Dollar back on course, possibly for a strong rally into the
Summer. This cocktail should be negative for Gold, if this scenario proves to be correct: it first starts to retrace during early Q2 as Risk-On
considerations take hold, and then weakens further from late Q2 into the Summer on renewed US Dollar strength. It may then move back
down towards its recent range, around 1’200. Coming this Fall, we may be “back to square one”, as Overvalued equity markets collide
once again with a hawkish FED, and Gold awaits to take off, this time probably for good.
49 / Linkages Between Oil Price, Production, And Oil Inventories Tell Us That Oil Prices May Be Bottoming in mid to late Q1 - The
sell-off in oil has indeed corresponded to a patch of slow US demand/consumption of crude oil and petroleum in general, but that was a
seasonal feature, and we seem to get over that ditch soon .Furthermore the risk off phase and the deteriorating liquidity conditions also
played their part with the liquidation of some long speculative positions. The market is obsessed with, and is preoccupied, with US oil
inventories, which is clearly a severely lagged data . But the inventory builds have ended, and draws will continue as all precursors of the
data (refinery oil input; gasoline production) have been showing accelerating utilization. Refinery oil inputs are not even halfway through
their seasonal cycle. Actual volume of oil inputs this year should easily be the largest during the past 10 years by the time the season has
peaks in January-February. Precursors of strong US oil utilization have become apparent over the past weeks, and the impact of those
lead data should continue to lead to draws in oil inventories. This is showing early signs of an improving fundamental picture. The entire
spectrum of oil and gasoline fundamentals seem a few weeks away from showing outperformance probably starting from mid to late Q1
potentially after one more dip. If the negative sentiment on oil is based on the laggard US oil inventories, then we should be getting out
of there before Q1 ends. Refinery oil inputs have been rising sharply. And gasoline consumption continues to grow
56 / Timing and Tactical Insight - Following its sharp Q4 sell-off, Oil may take a couple more months to stabilize- During September,
we warned that a last run-up in Oil prices towards early October would probably be followed by a sharp sell-off during Q4. Oil did correct
more than 40% during this period. It is currently rebounding, yet further downside retests are probably expected towards February/
March. Indeed, our analysis suggest that both Oil and the Energy sector probably remain under pressure into mid/late Q1. Following that,
we expect a good bounce for all Oil related themes into midyear. Within the wider sector and overall for 2019, we would favor the usually
larger, more integrated European Companies vs their US counterparts, as well as vs the more cyclical segments of the market. We may
reverse this positioning temporarily during the 2nd quarter.
62 / Splicing the markets - Selected long term inflation/deflation ratios - The long term graphs of the selected inflation/deflation ratios
we’ve featured in this article (Copper to Gold, Oil to Treasuries, Corporate Bonds to Treasuries, Emerging markets to Gold, AUD/JPY or
the EuroStoxx 50 in US Dollars) all suggest a reversal of the 2016-2017 reflationary trend, which may have started 12 months ago already.
These downtrends now seem to extend into 2020, where we would probably await the next cyclical low. In the meantime, and in accordance with the cross assets scenario we highlight in this issue of The Capital Observer, we expect a strong reflationary bounce, probably
between late Q1 and this Summer. Following that, from this Fall, the dis-inflationary downtrend probably resumes into next year.
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6/ Mapping the markets
Last month, when we published on the 11th of December, we expected that the risk-off environment should continue, that
the S&P500 could dip below 2500, while the EuroStoxx 50 could reach below 2900, that Oil (Brent) could reach down to
the mid/low 50s USD/barrel. We also expected Flight to Safety flows to intensify and Treasury yields to continue to retrace,
towards 2.5 - 2.6%. Overall, we had projected a low point towards early January, yet it came slightly early late December,
while some defensive assets such as the Yen retested up during the first week of January (the Yen’s Flash Spike). We also
believed that the Dollar would initiate a last move higher, this has not happen yet, and hence our prudence on inversely
correlated assets such as Gold or Emerging Markets relative to Developed Markets was misplaced.
Going forward and given the current risk assets bounce, which for now is still underway, we would warn of turning too
positive too quickly. Indeed, over the next couple of weeks, we expect risk assets (equities, credit, oil) to resume their
downtrend, probably retesting their December lows towards mid/late February, perhaps March. Treasury yields should
also retest down, potentially towards 2.3 – 2.5 % on the US10Y benchmark yield. The yield curve could flatten one last time.
Defensive and Growth equity profiles should outperform Value, while Defensive assets such as Gold could continue to rise
(possibly towards 1’350 USD/oz). The Dollar however also retains its defensive bias. We believe it could retest up moderately
vs most currencies, except vs the Yen, which should remain strong. As a result, Emerging Markets may consolidate slightly
on a relative basis.
Coming late February / March, if we are correct, risk assets will be very Oversold. Most US yield curve spreads will be close
to, or in inversion. We would then expect the start of a strong 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 actually pauses, it will add further fuel to the rally. Value trades and
Commodities will largely outperform Defensive and Growth profiles. The Dollar should initially correct, which should also lift
Emerging Markets on a relative basis. Gold should also retrace as the risk-off environment subsides.
Looking towards late Q2 and the Summer, the FED may be scrambling to catch up with the strong rally in risk assets, as
well as further improvement in economic and inflation data, which up to now have remained quite resilient. The FED may
then resume/continue with its rate hiking spree. The Dollar should gradually find support and resume its uptrend, Gold could
continue to correct. By late Summer, the FED’s hawkishness may collide once again with investors’ aspirations. Risk assets
could start selling-off and the move to the downside may then last well into 2020. In this environment, we would expect the
Yen, Gold and Treasuries to strengthen massively, while the Dollar should at least hold its ground.

Main Equities & Government Bonds
Main Asset Allocation Drivers

Main
Equities

US
S&P500
Europe
EuroStoxx50
EMs
MSCIEM USD

Treasuries

US10Y
Bond prices
Germany 10Y
Bund prices

Legend:

Strong Underweight

Next 2 months

3 to 6 months ahead

Over the next few weeks we expect US Markets to resume down and retest their recent
lows, probably towards mid/late February,
perhaps March.

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

Over the next few weeks we expect European Markets to resume down and retest their
recent lows, probably towards mid/late February, perhaps March.

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

Over the next few weeks we expect Emerging Markets to resume down and retest their
recent lows, probably towards mid/late February, perhaps March.

From mid/late Q1, Emerging Markets
should start to stabilize and initiate
a strong rally, which should continue
probably towards midyear and perhaps
the Summer.

Treasuries should resume their uptrend over
the next few week, probably towards mid/
late February and perhaps March. US10Y
yields should dip back below 2.5 %.

From mid/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 should also push high- From mid/late Q1, we expect Bund
er into February, perhaps March. 10Y Ger- yields to start to bounce, possibly by 20
man yields could reach down to 0 %
to 30 bps towards midyear / the Summer.

Underweight

Neutral

Overweight

Strong Overweight

Main Equities
World markets
p 17 -21, 64

Equity markets created an important intermediate low in December, yet we believe that the
risk off period could extend towards mid/late Q1, and that over the next couple of weeks,
equity markets could resume lower, probably towards mid/late February, perhaps March.
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Main Regional picks

Last year, the US decoupled from other markets up until October. Indeed, it continued to
make new highs, while other markets had already started their downtrends. The correction
since October has rebalanced some of these discrepancies as the US has been the worst
hit. We expect this underperformance to continue a while longer as long as the risk-off
environment perdures, towards mid/late Q1. Lately, Japan has also been suffering as the Yen
has been regaining strength.
Emerging markets were already very Oversold when the markets topped out in early October.
Hence, although they did make new lows during the recent market correction, they have
outperformed US and European markets. This outperformance could continue over the few
weeks, yet a last retest up in the US Dollar, which we believe could materialize between
February and March could then lead then to consolidate on a relative basis into late Q1.

Emerging markets
p 21 -22

Volatility

Volatility shot up to 36 in December. It is now back below 20. We expect it to resume up once
again over the next couple of weeks, probably into mid/late February, perhaps March

Government Bonds
US & European Benchmarks US Treasury yields topped-out early October and have since been correcting down rapidly.
They have now reached the 60 to 100 basis points retracement targets we forecasted this
p 24, 29 -31
Fall. The correction is probably not quite over yet and we expect it to continue into February,
perhaps March.

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 down until From mid/late Q1, the ratio should bounce
mid/late February, perhaps March. Equities during the Spring and into midyear, pershould underperfom by 5 to 10%.
haps the Summer, along with equities and
yields.

Europe

The ratio should retest down down until From mid/late Q1, the ratio should bounce
mid/late February, perhaps March. Equities during the Spring and into midyear, pershould underperfom by 5 to 10%.
haps the Summer, along with equities and
yields.

Duration

US and European yield curve spreads should From mid/late Q1, Yield curves could start
flatten one last time into mid Q1, while long to steepen quite rapidly towards mid year,
term yields retrace once more.
as long term yields follow risk assets up and
the FED may pause.

Credit

Credit follows a similar path than equities. Credit spreads retrace as risk assets bounce
Corporates spreads could retest up into mid/ during the Spring, towards midyear and
late 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 mid/late into the Spring, towards midyar and perFebruary, perhaps March.
haps the Summer.

Oil

Oil probably retests down once more to- By mid/late Q1, Oil stabilizes and initiates
wards mid/late February, perhaps March. In a strong rally during Q2 and perhaps into
an extreme sell-off, Brent could reach down the Summer.
to the low 40s USD/barrel.

Industrial metals

Industrial metals should continue their down- From mid/late Q1, Industrial metals could
trend, probably towards February/March. see a bounce during the Spring
They may move a further 5 % below current
levels by then.

Gold

Gold probably continues higher on risk off From mid/late Q1, Gold retraces into the
considerations towards the 1’337 – 1’387 Spring as the risk off sentiment subsides.
range.

Legend:

Strong Underweight

Underweight

Neutral

Overweight

Strong Overweight

Equity to Bond Ratios
US & Eurozone Markets

The further declines we expect on equities over the next month or so and the retracement
we expect on treasury yields should continue to weigh on the Equity to Bond ratios over the
next months or so, and we expect the former to underperform the latter by 5 to 10% during
this period.

Fixed Income Dynamics
Duration (10Y - 3Y/3M)
p 23, 33 -34

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,
although it may extend another month or so. 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
p 31 -32, 63

Credit spreads made an important intermediate top in December, yet we expect them to resume
higher over the next couple of weeks, probably towards mid/late February, perhaps March. Following
that, they should retrace quite strongly as risk assets rally in Q2.

Rate Differentials
p 42

The rate differential between the US and the RoW is currently retracing as US yields have shown more
volatility to the downside (vs EUR yields for example). We expect this contraction to continue during
Q1, yet with limited downside potential from here.

Tips
p 43 -44

The TIPs / Treasury inflation breakeven ratio took a strong dive during the October to December riskoff phase. It is now very Oversold, yet could still extend slightly lower into mid/late February, perhaps
March. TIPs are rebounding, yet lagging Treasuries in this move.

Commodities
Oil

In December, Oil reached our extended downside targets in the low 50’s (USD/barrel, Brent), it has
since bounced more than 10 USD/barrel. We believe this countertrend move could last another week
or so. Following that, we expect Oil to go and retest its December lows, probably towards mid/late
February, perhaps March.

Industrial metals

Industrial Metals have seen a weak rebound since December. Over the next few weeks, we expect
them to resume their downtrend, probably towards mid/late February and perhaps March, and with
5 to 10% of additional price risk. Copper could retest recent lows or slightly lower (5’500 – 5’800 USD/
ton range).

Gold & PMs

Gold broke out to the upside in December and made it up to the 1’300 resistance. It has since been
consolidating at high levels. Over the next couple of weeks, we expect it to resume higher, probably
towards mid/late February, perhaps March, and the 1’338 – 1’388 range USD/oz.

Agriculture

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

p 56 -57

p 62

p 24, 46 -48, 62

Foreign Exchange
3 to 6 months ahead

Next 2 months

USD vs

EUR vs

EUR

We remain constructive on USD as we believe it is rather From mid/late Q1, the US Dollar should make an
risk-OFF and given the further risk asset correction we intermediate top and start retracing down into the
expect (target 1.12 into late February)
Spring, EUR/USD rebound target: 1.15 - 1.19.

GBP

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

JPY

USD/JPY could resume down from late January into late USD/JPY could find support towards late Q1 as riskFebruary / March, possible targets towards 105 (a retest OFF considerations subside. It then bounces quite
of recent lows)
strongly towards midyear.

CHF

USD/CHF could bounce from late January into February, From mid/late Q1, the US Dollar should start to
yet for now it is sliding. Both are rather risk-OFF and we consolidate into the Spring. USD/CHF may retest
will remain neutral for now.
support around 0.96.

GBP

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

JPY

EUR/JPY resumes lower over the next couple of weeks EUR/JPY should find support towards mid/late Q1
towards mid/late February, perhaps March. It may re- and then bounces quite strongly towards midyear.
test its recent lows around 119.

CHF

EUR/CHF continues lower. It may reach below 1.10 EUR/CHF should find support towards mid/late Q1
towards mid/late February, perhaps March.
and initiates a strong bounce towards midyear.

GBP vs JPY
CHF
Legend:

Brexit remains a high uncertainty factor, yet the GBP/JPY remains under pressure probably until
downtrend is quite strong and GBP/JPY could retest late Q1 and then bounces slightly during the
down to 135 over the next month or so.
Spring.
Brexit remains a high uncertainty factor, yet the GBP/CHF should bounce on Risk-ON considerations
downtrend is quite strong and GBP/CHF could retest during Q2, yet Brexit remain a strong factor of
down to 1.23-1.24 over the next month or so.
uncertainty.

Strong Underweight

Underweight

Neutral

Overweight

Strong Overweight
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US Dollar
p 22, 42-44

We are still constructive on the US Dollar, which we believe could retest up during February and perhaps March
given that it is rather risk-OFF (except for USD/JPY), and that we expect further retests down on risk assets,
probably towards mid/late February, and perhaps into March. Following that, the US Dollar may consolidate
down into the Spring, yet probably resumes up during H2.

Euro

EUR/USD should resume lower once more during the risk-OFF period we still expect towards mid/late February,
perhaps Market (target 1.12). From mid/late Q1, it then starts to bounce into the Spring, possibly towards
midyear (target 1.15 – 1.19). Vs CHF, EUR clearly reversed down this Spring. It continues resume lower and
could move to test support around 1.10 over the next couple of months. EUR/GBP should continue to trend
up during the risk-OFF period we expect ahead, probably towards mid/late February, perhaps March, yet the
Brexit process is adding much uncertainty and volatility to the pair.

Yen

USD/JPY Flash Crashed below 105 on the night of the 2nd of January. It has since rebounded and stabilized
around the 108 handle. Given the further risk-OFF period we expect ahead, towards mid/late February,
perhaps March, we believe USD/JPY should retest its recent lows. Similarly, EUR/JPY could retest 119 and
GBP/JPY 135.

Sterling

The fate of Sterling is hanging onto the current Brexit process. It is rather pro-cyclical and should weaken in the
risk-OFF period we expect ahead. Yet, an unexpected conclusion of the Brexit could see it surge on the news
and hence it is complicated to position given this asymmetric political uncertainty.

Oil &
Commodities
currencies

Commodity currencies (our equal weighted portfolio containing AUD, BRL, CAD, NOK, NZD, RUB, CLP and ZAR)
have been bouncing vs the USD, the EUR and JPY since early January. We expect then to retest lower, at best
retrace down, probably from late January into mid/late February.

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 over the last 3 months it has been more defensive. We would
expect it to retrace slightly vs USD or EUR over the next couple of months on risk-OFF consideration, while
they may sell-off more substantially vs JPY.

p 43, 46

p 45-46, 64

Equities Markets Segmentation
Core Sector Weightings

3 to 6 months ahead

Next 2 months

We remain Defensive until mid/late Febru- From mid/late Q1, we will favour Value
ary at least and favor Growth over Value
and Cyclical sectors, neutralize Growth and
underweight 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 mid/late Feb- From mid/late Q1, we will favour Value
ruary at least and favor Growth over Val- and Cyclical sectors, neutralize Growth
ue
and 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
p 36, 58
Please read the detailed allocation comments in our time frame boxes above.
The risk asset correction is probably not over yet. We expect some retesting to the downside towards mid/late February,
perhaps March. During this period, we also believe that the yield curve could flatten one last time. In this respect, and over
the next 1 - 2 months, 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 allocation, 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
since October and will neutralize the others
Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight

We expect a strong risk asset rally in Q2 as
well as some USD and JPY weakness, we
will 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 61
Please read the detailed allocation comments in our time frame boxes above.
During December the US underperformed most other markets as the excess valuations achieved by US markets vs the RoW
up until October were gradually being rebalanced. We believe this process is probably still underway and have neutralized
the US. We still expect some upside retests on the US Dollar during Q1 and also believe that the Yen should remain quite
strong on risk-OFF considerations, we have hence neutralized China and Japan and decided to favor smaller markets, with a
defensive bias and which usually perform well when the US Dollar is rather strong (Canada, UK and Switzerland).
Looking into Q2, we expect the US Dollar to retrace some, 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 mid/late February, we will continue From mid/late Q1, we will Overweight Valto Overweight Defensive profiles and Un- ue and Pro-cyclical profiles, Underweight
derweight 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 23, 35
Until mid/late February at least, perhaps into March, we continue to anticipate a Defensive environment. We also expect the
US yield curve to flatten one last time. Hence, we would favor defensive profiles and 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.
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12 / 2019 Outlook for US GDP Growth and the US Equity Markets

O

fficials at the Federal Reserve
System, in their projections of
past several quarters, seemed to have
come close to the actual trajectory of
the actual growth of the US economy
– more so than many economists and
economic commentators were.

T

hese have been the Fed’s
projections of the macro data:

In December 2018, GDP Fed projections
were: 3.0 percent growth for 2018; 2.3
percent growth for 2019; 2.0 percent
growth for 2020; and 1.8 percent
growth for 2021.
The Fed’s outlook for inflation never
exceeded its target level of 2.0 percent
over the next two years.

R

ecently, a new survey of private
sector
economists
produced
expectations that are lower than the
Fed’s in 2019 and beyond. And in
fact, more economists, over the past
several weeks, have actually forecast
that the US will experience a recession
within the next two years. And the
Fed, steadfast, had not. The point of
this discussion is to highlight the point
that investors in the bond markets
believe, at this time, that the future
will not be as robust as some had been
suggesting up into Q4 2018. The bond
market seems to be telling us that
economic growth will be mediocre
over the next few years and inflation
will not be showing any renewal in the
near future. But the bond market has
been wrong before, and is probably
wrong again at present.

T

ranslating this into stock marketcentric data, projections of slow
economic growth and modest inflation
argue that corporate profits over the
next two or three years may be more
modest that many had thought as late
as September last year. That would
make stock prices swoon. Profits after
tax have been mediocre lately and
may have indeed contributed to the
large sell-off in equities (see 2nd graph
on this page).

A

nd of course, this gloomy outlook
will not be complete without
harking back to concerns about the
debt exposure of the corporate world.
Recent low interest rates and plentiful
market liquidity have contributed to
a substantial build-up of debt in US
corporations. The fear is that slower
economic growth can reduce cash
flows, at a time that lower inflation will
fail to help debtors from getting out
from under their debt. This is a really
gloomy scenario, one which is being
peddled to anyone who would care to
listen. But off-the-bat, we don’t believe
these conditions had any active role in
the market sell-off – we have to look
somewhere else for a more credible
cause.

T

his outlook, if true, can present
serious drawbacks for the equity
markets. The equity markets are
products of GDP growth -- nothing
more, nothing less. In investing in
the stock markets, getting the correct
economic framework is akin to the Holy
Grail. If you don’t get the direction
of the macro trends correctly, then
nothing works properly -- asset
allocation, even market timing will
likely be off-kilter. How? When
growth is accelerating higher, it pays
to buy every dip. But when growth is
decelerating, that buy the dip strategy
does not work; in fact it may pay to
sell the equity market dip by going
into assets that move contra to stocks
(like bonds).
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E

very investor knows this by heart,
of course, but too often we forget
how much negative impact a wrong
growth outlook can inflict. However,
the dependence of the equity markets
on GDP growth has a twist in its tail –
one which is all that matters to equity
prices.

I

t is not enough to know that nominal
GDP growth is rising or falling (above
or below zero). Investors should really
focus on the rate of change in growth
or the trend of the direction in growth.
The US stock markets are very sensitive
to the quarterly changes in GDP growth
(see 1st graph on this page). It does
not matter if GDP quarterly growth is
still above, say, 2% QoQ. If growth falls
from 3% to 2%, say, some economists
may say that 2% still represent “a
reasonable growth rate” but invariably,
the markets do not take consolation
on the absolute levels, and instead
focus on the GDP change of direction
from 3% to 2%.

T

hat, in fact, is what just happened
during the Great Correction which
is still playing out. GDP growth rose to
4.16% in Q2 2018 then fell to 3.35%
in Q3. Advance forecasts show that
subsequent Q4 data will probably
be lower, at 2.8% (see 2nd graph on
this page). It just needed a careless
remark from Fed Chair Jerome Powell
(“the policy rate is way below the
neutral rate”) to trigger and unleash
a devastating market sell-off of truly
disastrous proportions. Note however,
that the downslope gradient was not
so severe (from 4.16% in Q2 to 2.8%
in Q4), and normally should not have
produced that kind of devastation in
the markets; which is why we suspect
other, probably “first principles” events,
may have been at insidious work as well
(more on this later).

C

ounter-intuitive as it may be, we
really can have a falling equity
market even in a growing economy
and superb labor conditions – which
is exactly what we had in the Q4
that just went past. The economy’s
apparent strength was repeatedly held

up as a reason to shrug off potential
market volatility (even by the Federal
Reserve). The basic argument is that
there’s no sign of a recession — defined
as at least two quarters of negative GDP
growth — so a bear market couldn’t
possibly be a concern. However, history
shows us that a recession is neither a
necessary nor a sufficient condition
for a bear market (defined as around a
drop in stock prices of 20% or more). A
declining change rate, if the variance is
sufficiently large, can be the trigger, or it
can work against the market along with
some “first principles” event or events.

W

e are focusing on the sharp
decline in the quarterly growth
in corporate cash flow during Q4 in
2017 as a “first principles” culprit in
the Great Correction, which is still
ongoing. Corporate cash flow is very
powerful, but it takes a while for its
cumulative effect to manifest in the
market price. In this instance (as
shown in the first chart on the next
page), it took a full 4 quarters before
the distributed lag of the cash flow
hiccup in Q4 2017 to shatter equities
commencing in October 2018. All
liquidity flows operate on the same
principle of distributed lag. And the
normal lag period is 4 to 6 quarters.
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I

n this instance, corporate cash flow fits
the comprehensive profile of a stock
market assassin which felled the market
in October. Dearth of liquidity is like
gravity that tugs inexorably at an object.
The careless “neutral rate” remark of
Fed Chair Jerome Powell was the trigger
that unhinged the market, and the
handiwork of the missing liquidity did
the rest. It is still doing it. On the other
hand, the distributed lag of corporate
cash flow was more than ample going
into late 2019 -- stock markets will
benefit from this largesse once the
Great Correction is over.

N

ow that we know why the Great
Correction happened, it is time to
look forward and formulate our outlook
for US GDP growth and for the US equity
markets in 2019.

W

e start by saying that the Fed’s
growth projections are probably
on the correct trajectory, but a little on
the conservative side, in our opinion.
Where we diverge from the Fed’s outlook
is in the extent of Core CPI’s ascent in
2019. We have discussed our Core CPI
projections in detail in another article
in this edition of the Capital Observer
(“2019 Outlook for Bond Yields, Precious
Metals and the US Dollar: Yields in 2019
will be a Key Influence for Gold and DXY
but what will drive them?”). Therefore,
it is sufficient here just to show the
framework which supports our projection
of a rising Core CPI for the whole of this
year (see 2nd chart on this page). We
expect to see Core CPI close to or even
above 3.00% by year end.

W

hen we look for the rational
for growth in any given period,
we always start off with the outlook
of the bigger Business Cycle (BC) for
the United States. We have developed
a BC model from the returns of net
capital stock in the US, which to us is the
equivalent of a “carrier wave” in radio
and TV broadcasts. It represents the pure
message, and everything else attached
to it is high-frequency noise or static. Net
capital stock reflects the market value of
the stock of fixed assets in the economy
and as such provides an important

indication of overall wealth. This is as the productivity (in Dollar terms) of
first principles as you can go. Net capital the US economy is concerned (see last
stock returns is the baseline insofar as chart above)
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T

he net capital stock return model Zoomed View
tops out late in 2019. If it falls
below zero by 2020, then we will
probably have a recession late in
that year or in early 2021. Note that
it governs the changes in Capacity
Utilization, Corporate Cash Flow, NIPA
profits and S&P 500 Earnings Per Share.
There are other “first principles” data
which will fit within the framework, but
we omitted them for the sake of clarity.
It also tracks US quarterly GDP data very
well.

H

owever, the business cycle
model is coarse and so we have
adapted some of our liquidity models
to provide more details and clarity to
our GDP and equity market view for
2019. One such model is the economywide Expenditures Model, which is
basically juxtaposition of all borrowings
in the economy, public and private.
Surprisingly, this model calls the turn
in economic growth very well (see 2nd
graph on this page).

T

he reason why we have a plunge
in the Q4 2018 GDP growth is
because the economy has been
starved of funds since end of Q1
2018. The markets are now paying
the price. But it is nowhere near the
scale of 2007 -- we should recover
from this one temporary episode
of liquidity starvation. The impact
of the dearth, and rise, of total
borrowing on GDP is dramatic. One
quarter after a change in borrowing
mode, GDP reacts accordingly.
We introduced more details on
the private and government sector
borrowings by a juxtaposition of the
running total of Total Treasury Securities
Outstanding (running balance of total
government debt), which is more high
frequency and up to date. Here is how
it looks like. (see 3rd graph on this page)
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T

he Treasury is set to borrow nearly
$1 trillion this year, and at least that
much afterward. Here's why it matters.
With the added details from the
monthly tally of securities outstanding
(public debt), we conclude that:
The decline in GDP growth stops in Q4
2018. Q1 2019 GDP will be significantly
higher than that of Q4 2018.
If the Trump government borrows $1
trillion in 2019 and another $1 trillion
in 2020; we can argue that we may not
have a technical recession in late 2020
or early 2021.
Capital
Account
inflows/outflows
are the ultimate measure of capital
(domestic and foreign) flowing in and
out of the United States (see 1st graph
on this page).

F

inally, the liquidity flows of the G5
central banks’ balance sheets and
M2 Money Supply suggest to us that
the bottom of the Great Correction
will likely be seen in February or
March this year (see 2nd graph on this
page). The liquidity profile suggests a
sharp rally in risk assets into late Q2.

Conclusions:

W

e agree with the Fed that there
is probably no recession this
year. Moreover, liquidity flows from
fiscal sources will likely continue to
prime growth and assets classes this
year at least, and arguably, until early
2020. Our tools tell us that the Great
Correction should end in the late
February – early March period. But the
recovery process will likely be volatile.
But if the Trump administration makes
good its statement that the US federal
government will spend $1trillion this
year and another $1trillion in 2020, it is
hard to see the recession in the horizon
that pundits have been speculating
about.

phase does not mean that you are on
your way to a recession. And above all,
liquidity is all that matters. Today’s
ongoing Great Correction was likely
caused by a severe crimping of
corporate cash flow in Q4 2017, but
the ensuing overflow in the corporate
cash flow would bring redress to the
risk assets markets during a good part
of 2019.

A

s we have explained, having
economic growth does not mean
that you can’t have a bear market
phase. But the converse is also true
– just because you had a bear market
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17 / MJT - TIMING AND TACTICAL INSIGHT

Early 2019, cross asset outlook

Every year, asset allocation performance is often determined by 2 to 3 key cross asset decisions. In 2018, if one excludes the brief and
not less scary Volmageddon sell-off in January, the ideal strategy would have been to focus on the US and the US Dollar as well as on
related Growth trades, and to hold them as long as possible until late Summer. From October, a shift towards defensive sectors and
assets would have safeguarded some of the previous performance until late December. In this article, we review the main asset allocation drivers, with a rather longer term perspective in an attempt to identify the key cross assets inflection points for 2019.

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

L

ast Summer, we warmed that the S&P500
was approaching a long term “High Risk”
position. We expected a period of 12 to 18
months of consolidation to the downside
with a risk of 20 to 35% (C Corrective targets
to the downside; right-hand scale). The selloff during Q4 did reach the higher boundary of these targets and has since started to
bounce. Yet, for now our medium oscillators
(upper rectangle) are suggesting that the initial support may still be 1 or 2 months away,
probably towards mid/late Q1. Following
that, we expect a recovery, which we believe could be quite strong, probably into
midyear and perhaps the Summer. Longer
term, we remain prudent on the perspectives for the S&P500 towards late 2019 and
2020. Indeed, the “High Risk” situation on our
longer term oscillators (lower rectangle) could theoretically have a a negative impact on prices for a period lasting as long as 18 to 36 months. If we are correct, the S&P500 may well see another strong period of sell-off towards year-end, and the 35% retracement levels from
last year’s highs may well be tested.

EuroStoxx 50 Index
Bi-monthly graph or the perspective over the next 1 to 2 years

T

he EuroStoxx 50 index topped out more
than a year ago in early November
2017. It has since been correcting down and
reached the higher boundary of our C Corrective targets to the downside late December
(right-hand scale). Here also, we believe that
an initial support point could still be 1 or
2 months away, probably towards mid/
late Q1 as shown on both oscillator series
(lower and upper rectangles). Following
that, we would also expect a strong rally on
European equity markets, probably towards
midyear and perhaps the Summer, before
the trend resumes lower again towards mid
2020. Our targets to the downside which
would match this 12 to 18 months time horizon, would be towards the lower boundary of
the our C Corrective targets to the downside
around 2’500.
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MSCI Emerging Markets Index
Bi-monthly graph or the perspective over the next 1 to 2 years

E

merging Markets topped out in
January last year along with the
World All Country Index and the MSCI
World Index. They've hence been
neither laggards nor leaders in the
gradual defensive rotation that has
been taking place for the last 12 to 18
months. Here also, our medium term
oscillators (upper rectangle) are suggesting that an initial support point
may be near, yet not quite there yet,
perhaps in 1 to 2 months. We then
expect that from late Q1, Emerging
Market start to bounce quite strongly
into midyear, and probably during
the Summer. Following that, Emerging markets should resume their
downtrend, probably from the Fall,
and towards mid 2020. On the target front looking at this mid 2020 time horizon, the MSCI Emerging Markets may move down to
test the support of the lower end of our C Corrective targets to the downside, around 800 (right-hand scale), or circa 20% lower than
today (35% below its early 2018 highs).

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

O

n our long term oscillators (lower
rectangle) of this Weekly graph,
it may appear that the S&P500 is finishing off a period of high level consolidation that lasted pretty much one
year, and that the uptrend could soon
resume higher until year-end. The upside potential however is pretty much
capped according to our I Impulsive
targets to the upside (right-hand
scale) around the levels where the
index topped out last October. Hence,
at best, we expect a retest of these
highs towards midyear and the Summer. Our medium term oscillators (upper rectangle) show a more negative
picture: initial support could still be
1 or 2 months away, and the bounce
that could materialize between end Q1 and during Q2 could already start to die out towards midyear. We would favor this more
defensive view for now, especially if, as we expect, a further sell-off materializes into Q1 and the support of our C Corrective targets to the downside around 2’400 (right-hand scale) is broken again to the downside. This would confirm that the downtrend
is prevailent and that new highs towards mid year are probably unlikely.
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EuroStoxx 50 Index
Weekly graph or the perspective over the next 2 to 4 quarters

O

n the EuroStoxx 50, the Weekly
graph also suggests further
downside risk over the next couple
of months (medium term oscillators;
upper rectangle). From late Q1,
the index could then bounce into
midyear. It then resumes lower once
again starting this Summer, probably
towards 2020. On the target front
(right-hand scale), the support of our
C Corrective targets to the downside
around 3’000 (right-hand scale)
was broken in December, thereby
confirming the prevailing downtrend,
and opening the door to much lower
targets (2’570 – 2’220 range) towards
2020. Hence, the bounce we expect
from late Q1 into midyear is likely to

be temporary and counter-trend.

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

E

merging Markets are showing a
balanced picture between the
Europe and the US. The downtrend
started almost a year ago, yet for now
the support of our C Corrective targets to the downside around 930 is
still holding (right-hand scale). Both
our oscillator series (lower and upper rectangles) would suggest that
a bit more risk is awaited over the
next month or so. Following that,
Emerging Markets probably resume
their uptrend towards mid Spring
and perhaps the Summer. Here also,
breaking below our C Corrective targets to the downside (right-hand
scale) would confirm a longer term
downtrend (and probably the sequence we show on our medium term oscillators; upper rectangle). The rebound towards mid
Spring and perhaps midyear would then be counter-trend, and we would expect the MSCI Emerging Markets to gradually resume
lower during the Summer, towards 2020.
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S&P500 Index
Daily graph or the perspective over the next 2 to 3 months

S

horter term, on the Daily graph, the
S&P500 made what we believe is a
deep intermediate low late December
on both oscillator series (lower and
upper rectangles). It has since been
rebounding quite swiftly off these
Oversold conditions. For now, the
rebound remains below the upper
end of our C Corrective targets to the
upside (right-hand scale) and hence,
the downtrend since October still
prevails. We expect it to resume
down, probably over the next
couple of weeks (lower and upper
rectangles) and this move lower
should then continue towards late
February / March. Our I Impulsive
targets to the downside (right-hand
scale) are suggesting that the S&P500 could break back below 2’400, possibly reaching 2’240 by then.

EuroStoxx50 Index
Daily graph or the perspective over the next 2 to 3 months

T

he EuroStoxx 50 also made an
deep intermediate low late
December on both oscillator series
(lower and upper rectangles), and
the current rebound for now is still
well below its corrective targets to
the upside (not shown yet here as the
rebound is too small for now). Both
our oscillator series (lower and upper
rectangles) are suggesting that the
EuroStoxx 50 will probably resume
down again over the next couple of
weeks, at the latest early February.
The move lower will then extend
into March and could reach the
lower end of our I Impulsive targets
tot the downside around 2’800
(right-hand scale).
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MSCI Emerging Markets
Daily graph or the perspective over the next 2 to 3 months

T

he MSCI Emerging Markets Index
did not make new lows in December, yet retested down close to
them. It has since been bouncing along
with other markets. Here also, on both
oscillator series (lower and upper rectangles), we believe this rebound will
finish between mid/late January and
early February. On both oscillator series (lower and upper rectangles), we
would then expect a further period of
retesting to the downside, probably
towards March. The MSCI Emerging
Markets may or may not make new
lows as we are already past our I impulsive targets to the downside. Although these are usually difficult to
achieve, the risk remains that the MSCI
Emerging Markets could reach into our extended I2 Impulsive targets to the downside below 900.

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

T

he Shanghai Composite has been
in a long term downtrend since it
topped out in 2015. Here to, according
to our medium term oscillators (upper
rectangle), the downside pressure
probably continues until 2020. In the
meantime, we expect another 1 or 2
months before an intermediate low
point can be reached, and then probably a strong bounce into midyear
and perhaps the Summer. The trend
then resumes lower again towards
mid 2020. On the targets front (righthand scale), our I Impulsive targets
tot the downside suggest more risk
over the next 12 to 18 months, possibly below 2’000, and perhaps even
down to 1’400.
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MSCI Emerging Markets vs MSCI World Index
Weekly graph or the perspective over the next 2 to 4 quarters

E

merging Markets have held surprisingly well throughout the sell-off
and on a relative basis vs the MSCI
World. Their relative performance
is behaving as a defensive asset. In
fact, they had a lot of previous underperformance to catch up for, and
when the US started to correct down
in October, they were already quite
Oversold. Going forward, we expect
the ratio to consolidate a bit at high
levels during Q1, probably retesting
the support of our C Corrective targets to the downside circa 5% below
current levels (risk-hand scale) on a
relative basis. From late Q1, Emerging Markets should then start to
bounce again vs the MSCI World,
probably towards late Spring and perhaps the Summer, as the US Dollar enters a correction period. Thereafter, we expect them
to start underperforming again in H2 2019, probably towards 2020, with minus 15 to 25% underperformance potential from
current levels (I Impulsive targets to the downside; right-hand scale).

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

F

ollowing the 2017 sell-off, the
Dollar Index is now back in its
long term uptrend. That said on our
medium term oscillators (upper rectangle), it may be approaching an intermediate High Risk position which
could trigger some consolidation
during H1 2019. Following that, we
expect it to resume higher, possibly
from midyear, and into 2020/2021
according to our long term oscillators
(lower rectangle). For a more detailed
view, please turn to our article on the
subject in this issue of The Capital Observer.
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Nasdaq 100 / S&P500 Index
Daily graph or the perspective over the next 2 to 3 months

W

hile the Nasdaq 100 was hit
strongly during the early stages
of the recent risk asset correction
(from October into mid November),
it then started to resist better vs the
S&P500 during the second sell-off in
December. Its typical Growth profile
is probably benefiting from the fall
in Treasury yields as well as from the
yield curve, which since November
has resumed its flattening. Going
forward, this outperformance by the
Nasdaq 100 may continue a while
longer, probably into late February /
March. Indeed, we believe the yield
curve could flatten a bit more by
then. We then expect it to reverse up
and steepen aggressively during Q2.

The Nasdaq 100 could then massively underperform the Value space.

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

I

ndeed, shifting to the long term
graph of the US yield curve (10Y US
IRS – 2Y), we can confirm that following 5 years of sustained flattening, the spread is probably making
an important intermediate low on
both our oscillator series (lower and
upper rectangles). It may soon start
to bounce and the yield curve will
steepen. A confirmation of the FED 's
rate hike pause in March, while risk
assets are starting to bounce (as we
expect from late Q1), would set the
ideal conditions for such a reversal.
This steepening move may then last
between 6 to 12 months.
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US 10 years Benchmark Bond Yield
Bi-monthly graph or the perspective over the next 1 to 2 years

T

he long term graph on US10Y treasuries
does tame these projections a bit as it
just made an important intermediate top
last Fall on both our oscillator series (lower
and upper rectangles). Yet, on our medium
term oscillators (upper rectangle), it should
reach a first support point over the next
1 to 2 months. A rebound may then materialize, which may last from late Q1
into midyear, perhaps the Summer. This
would leave a 4 to 6 months window of
opportunity for the steepening period we
anticipate during the Spring, and perhaps
into the Summer. For a more detailed view,
please revert to the article on this subject
in this issue of The Capital Observer.

Gold (USD/OZ)
Bi-monthly graph or the perspective over the next 1 to 2 years

S

ince the Fall, Gold has been bouncing
based on risk-off considerations. According to our medium term oscillators (upper
rectangle), this bounce could continue
another 1 to 2 months along with the riskoff period. Following that, we expect Gold
to retrace down, first as risk assets enter
a strong bounce during Q2, and then
probably as the Dollar regains strength
towards late Spring and into the Summer
(prior to that the Dollar may correct down
from late Q1 into mid/late Q2). Then from
the Fall, perhaps late 2019, we expect
Gold to resume its uptrend as a new risk
off period materializes. It could last well
into 2020 and Gold may then move back
to test its historical 2011/2012 highs.

Concluding remarks

T

he risk asset correction since October is probably still under way, and over the next couple of weeks, equity markets may
resume lower for a potential retest of their December lows (perhaps even slightly lower), probably towards mid/late
February, perhaps March. We would hence remain defensive in our allocation until then. During this period, Treasury yields
should continue to correct, the yield curve should flatten one last time, Defensive and Growth sectors should resist better
than the market, Gold should continue to push higher, and the Dollar could hold up given its slight defensive bias. By late Q1
however, these allocations should be reversed. Indeed, we expect a strong risk assets rally during Q2, probably extending
into the Summer, the FED may have paused, while long term yields should resume up rapidly, thereby steepening the yield
curve and clearly favoring Value trades. The Dollar and Gold could enter a correction, and Emerging Markets should benefit.
By midyear, the FED may be scrambling to catch up, while the Dollar may have already started up again. Gradually, during
the Summer, we expect the FED to collide with investors aspirations once again, and by the Fall, risk assets could enter a new
period of selling-off, which could last well into 2020. Gold and Treasury Bonds will then re-accelerate up, while the Dollar
remains strong.
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25 / At his stage, investors should start to fear the steepening of
the yield curve

I

n the August 2018 issue of Capital Original chart from the August 2018 Capital Observer
Observer, we asked why the yield
spread between the front-end and the
back-end continues to narrow (“Why
does the US yield curve continue to
flatten? Taking the cue from Global
Quantitative Tightening and the
collapsing US bond term premium”.)
We explained that the flattening of the
curve was due to these factors:
"We have always pointed out that the
US yield curve has always flattened
whenever the Fed started to tighten
monetary policy – an observation that
was not mainstream when we started
discussion of this phenomenon in the
issues of the Capital Observer last year.
That line of thinking has now become
mainstream, but the take is that the
act of raising the policy rate itself is
causing the yield curve flattening (see
1st graph on this page). Indeed, there
is a very reliable covariance between
the changes in the Fed policy rate, the
3yr/10yr yield curve and the bond term
premium (see graph below) –- but that
mainstream thinking is too simplistic:
It is plain for all to see that the bond term
premium is also falling in lock-step with
the flattening of the yield curve, as the
Fed policy rates are tightened. Since the
term premium comprises compensation
for interest rate and inflation risks, the
aggregate is a significant part of a bond
rate. Rising term premium increases the
bond rate, and vice versa.

“inverted”. This has ignited a furore
in the risk markets, and so came the
inevitable cascade of doom-andgloom articles written by the media.
Most of these articles display absolute
ignorance of the dynamics of yield
curves.
Understanding the behaviour of the
yield curve has become even more
urgent in recent days in the light of the
Great Correction that is taking place
in risk asset prices. As equity prices
continue to fall, “experts” found a new
reason for the market drop in the yield
curve, with an "inverted yield curve",

or at least a portion of one, predicting
an imminent GDP growth recession.
The yield curve “inverts” when the
front-end rate rise higher than the backend rate – the spread differential goes
below zero (negative), hence the curve
is “inverted”. As an example, this is the
inversion that happened before the
onset of the Great Financial Recession
which started in December 2007 and
during the 1990 Recession (see two
next graph below and on next page).

A

s with all market rules of thumb,
there is some basis for the

This is what is causing US yield curves
to flatten: term premia have been
declining since 2009 (when the Great
Financial Crisis officially ended), and
correspondingly, yield curves have
flattened."

F

ast-forward to today. Since the
Capital Observer’s August 2018
article, the yield spread narrowed
further; the yield curve flattened even
more; so much so, that some segments
of the bond yield term structure have
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inversion-begets-recession
meme,
but there are shades of grey that can
be seen only by looking at all of the
data. Yield spreads or yield curves are
symptoms of what’s going on in the
economy, so understanding the signal
being provided by the behavior of the
yield curve is paramount.

T

he yield curve is a simple device,
plotting yields across bonds with
different maturities for a given issuing
entity. US treasuries, historically viewed
as close to default free, provide the
cleanest measure of the yield curve,
and the graph below compares the
various US treasury yield curves of
different maturities (see 2nd graph on
this page).

E

mbedded in every bond yield are
expectations of expected inflation
and expected real interest rates (rates
less inflation). These are the real movers
of bond yields.

I

n a market where expectations of
actual inflation are similar for the shortterm and the longer-term, investors will
merely demand “maturity premium”
(or a higher real interest rate) for buying
longer term bonds, thus causing the
upward tilt (slope) in the yield curve.
When the outlook of actual inflation is
higher in the longer-term, investors will
also demand “inflation risk premium”
and so yields will be relatively higher and
the yield curve’s slope swill be steeper
(hence, “steepening” of the curve).
Collectively, the “maturity premium”
and the “inflation risk premium” are
labeled as “term premium;” (see 3rd
graph on this page).

T

hat said, there have been periods
where the yield curve slopes
downwards, and to understand its
implications on future economic growth
and on risk asset prices, let's focus on the
mechanics of yield curve inversions.
Almost every single yield curve
inversion historically, in the US, has
come from the short end of the curve
rising significantly -- not a big drop
in long term rates. Digging deeper,
in almost every single instance of

this occurring, short term rates have This is conventional market wisdom
risen because central banks have explaining yield curve behavior with
raised policy rates, either in response macro narratives.
to higher inflation or an overheated
economy (see first graph in this article).
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I

n reality the dynamic of yield curve
behavior is simplistically direct.
Flattening of yield curves happen when
the Fed raises rates -- it is a natural
product of that dynamic. Yield curve
curves ALWAYS flatten when the Fed
tightens monetary policy. The linkage
between higher FFR and flatter curve
goes through the bond term premium.
Yield curves flatten when the FFR is
raised because that makes the bond
term premium decline or fall. The
term premium is one large component
of the bond yield (if not the largest).
The term premium falls when rates
are raised because higher rates snuff
out future inflation. Hence, there is
no need for higher premia (whose
level is dictated to by perception of
ACTUAL INFLATION ahead). Hence,
yields become smaller relative to
the opposite inflation-fed conditions
when FFR is not raised. And vice versa.
(see 1 st graph on this page)

I

nversion of the yield curve results
when the policy rates have gone
so high that there is NEGATIVE
expectation of actual inflation at
some future data due to much
slower growth as consequence of the
policy rate spiral higher. A negative
expectation of growth can bring the
term premium below zero, so the yield
spread can plunge to negative territory
as well. Yes, the term premium is
not always positive – it obviously can
become a negative value as well. In fact,
since early 2017, the term premium has
already been negative (see 2nd graph
on this page).

I

t’s clear that the linchpin of
conventional wisdom’s approach to an
analysis of the yield curve rests on the
power of the Fed Funds Rate (FFR, policy
rates) to regulate Core CPI. But there is
just one problem there -- FFR does not
modify Core Inflation; it is Core Inflation
which modifies the Fed’s reaction
he yield curve behavior becomes
function in changing the levels of FFR.
easier to understand once we
Moreover, Core CPI is a function of GDP
growth, and the linkage runs through accept that Core CPI is a lagged
wage growth (see 3rd graph on this derivative of GDP growth. And that
furthermore, changes in the term
page and 1st graph on next page).

T

premium lag behind changes in Core
CPI by 6 quarters. After that, every
element falls into its proper place (see
1st graph on the next page).
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P

aramount is of course is the
understanding that yield curve
behaviour derives its signal from the
policy action of the Fed – tightening
policy begets flattening. The opposite
is also true – easier monetary policy
steepens the curve via linkage through
the positive (but lagged) relationship
between Core CPI and term premium.

T

erm premia rise when the Fed
pauses, and rises faster when
the Fed actually cut policy rates. The
yield curve will steepen at a pace
corresponding to the easing action
of the Fed. Bond yields will likewise
respond the Fed’s reaction regime -bond yields (especially the back end)
will rise sharply, along with the term
premium. Finally, we can conclude:
flattening and steepening of the yield
curve is dictated to by changes in term
premium. Sharply higher bond yields,
start a countdown which will eventually
lead to a deterioration of growth
– which allows us to make another
observation, which is confirmed by
empirical evidence.

R

ising term premium, steepening of
the yield curve are accompanied by
falling GDP growth (see 2nd graph on
this page).
Conclusion:

C

ore CPI would be rising for much of
2019 due to the lagged response of
changes in Core CPI to the changes in
GDP growth, as previously discussed.
Consequently, term premium would be
rising, therefore back-end rates would
still be rising faster relative to the frontend as the Fed presumably pauses in
March, or even starts cutting back Fed
Fund Rates (policy rates). The yield
curve could therefore significantly
steepen, as is historically evident (see
3rd graph on this page) prior to and
after a recession. As many articles are
now reporting on the flattening of the
yield curve, don t get carried away
with this theme. Instead, start to
prepare for a steepening of the yield
curve.
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29 / MJT - TIMING AND TACTICAL INSIGHT

Yields will take more time to stabilize, yet Q2 should see a strong recovery
and a steepening yield curve
When in October we called for a 60 to 100 basis points retracement on US 10 Y Treasury yields, we stood way out of
consensus. Yet, these have been achieved as risk assets took a dive and Flight to Safety flows have kicked in. We expect
these negative influences to continue until risk assets finally stabilize, which according to our scenario could take another
1 to 2 months. In the article below, we analyze this Treasury yield correction as well as the US yield curve, also considering the potential for a strong yield recovery in Q2 and related opportunities, which will then arise in Value sectors.

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

B

oth our oscillators series
(lower and upper rectangles)
signaled important intermediate tops in October. Yields had
reached within our I Impulsive
targets to the upside (righthand scale) and our C Corrective
targets down were calling for
a 60 to 100 bps of possible retracement. Going forward, this
corrective potential is not yet
exhausted, and the possibility
of reaching deep into the 2.6 –
2.2% range is still there. On the
timing front, we expect initial
support points towards mid
Q1 and then a gradual re-acceleration between end Q1 and
the Spring. Until midyear/ the

Summer, US Treasury yields may even attempt to retest their October highs.

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

T

he Daily graph shows two
sequences, which start
with the double top structure
made between early October
and mid November. Following
the current bounce, we expect
further downside pressure
into mid February and possibly
into mid/late March. Our I impulsive targets to downside
(right-hand scale) are pointing
to target levels between 2.5%
and 2.3%.
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US 3 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

T

he whole yield curve has
shifted down and US 3Y
Treasury yields also lost 60 basis points. Both our oscillator
series (lower and upper rectangles) are pointing to further downside into February
at least. On the target front,
3Y yields could move down
to test the 2.3% – 2.1% range.
Given the record amount of US
Government debt issuance,
this is rather counter-intuitive.
It is revealing of the fact that
when risk assets drop, there is
little other choice for safe-haven alternatives than US Treasuries.

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

E

uropean yields have also
been falling. The German
Bund, which had topped out
in Q1 last year, resumed its
downtrend in October. Both
our oscillator series (lower and
upper rectangles) suggest that
an intermediate low could be
made towards mid Q1. We
then expect a recovery move
which could last into the
Summer. Following that, the
downtrend should continue
towards year-end and 2020
with I Impulsive targets to the
downside well in negative territory. These projections suggest strong deceleration in the

European economy 12 to 18 months ahead.
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Germany 10 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

S

horter term, we expect German Bund yields to extend
lower towards mid February
according to both our oscillator series (lower and upper
rectangles). According to our I
Impulsive targets to the downside (right-hand), they could
approach 0% and possibly dip
into negative territory. This
again suggests strong Flight to
Safety flows to the safe-haven
of the Bund in Europe and implicitly further difficulties for
risk assets over the next month or so.

HYG - iShares iBoxx $ High Yield Corporate Bond ETF
Daily graph or the perspective over the next 2 to 3 months

H

igh Yield had been tanking
since October. Over the
last week or so, it however saw
one of the most massive rebounds of the risk asset space.
For now, our envelopes are still
downtrending and both our
oscillator series are suggesting
that High Yield could move
lower again from late January to potentially retest its December lows towards mid/late
March. We hence expect more
Credit stress over the next
couple of months, which again
usually triggers flows back to
Safety.
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Flight to Safety portfolio (inverted)
Weekly graph or the perspective over the next 2 to 4 quarters

T

his portfolio equal-weights
risk assets (High Yield, Corporate and Sovereign Credits,
as well as Equities) and compares them to US Treasuries
and German Bunds. The portfolio is split 50/50 between the
US and Europe. Our long term
oscillators (lower rectangle)
suggest that risk assets could
start to find support towards
mid Q1, while our medium
term oscillators (upper rectangle) indicate that it could
take towards late Q1 before they stabilize. Following
that, we expect a bounce into
midyear at least (upper rectangle), which potentially could extend into a strong Summer rally (lower rectangle). Holding close to current levels over the
next few weeks (around the support of our C Corrective targets to the downside; right-hand scale) would confirm the later.
On the other hand, breaking below them would imply that an impulsive downtrend is now in place, and that the Q2 rebound
we expect may not extend much further than midyear (i.e. a mere countertrend move).

Flight to Safety portfolio (inverted)
Daily graph or the perspective over the next 2 to 3 months

A

s with Treasury yields,
the Daily graph of the inverted Flight to Safety portfolio seems to confirm that risk
assets should continue to
underperform, probably until
mid February, and potentially into March. Both also indicate that the current bounce
should die out in the second
half of January, at the latest
early February. Our I Impulsive
targets to the downside (righthand scale) suggest that the
December lows should be retested and possibly marginally
exceeded to the downside. For
now, the rebound remains well
below the upper-end of our C Corrective targets to the upside, and hence the prevailing downtrend is still intact and should
continue to head lower.
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US 10 Years - US 3 Months benchmark Bond Yields
Weekly graph or the perspective over the next 2 to 4 quarters

A

s the Flight to Safety flows
flocked to treasuries,
and the FED remained hawkish (up until recently), the US
10Y to 3M yield curve spread
contracted rapidly during Q4
(flattening yield curve). While
our long term oscillators (lower
rectangle) are suggesting that
this flattening is coming to an
end, our medium term oscillators (upper rectangle) indicate one last push lower for
the US10Y-US3M spread into
mid Q1. Hence, also here, we
would probably need to wait
until mid/late Q1 to see long
term yields start to stabilize,
and initiate a bounce. By then, the FED may have confirmed the pause in its rate hiking spree. This could result in a rapid
steepening bounce of the curve, probably during the Spring and possibly towards midyear and the Summer. Looking
beyond this bounce, towards late this year, we expect the FED to pass on further rate hikes and ultimately, risk assets should
come under stress again. We believe that we haven’t heard the end of the debate as to where the natural rate of interest
rates actually lies.

US 3 Years - US 3 Months benchmark Bond Yields
Weekly graph or the perspective over the next 2 to 4 quarters

L

ast September in The Capital Observer, we focused on
the shorter term end of the
curve (US3Y-US3M). We expected it to catch up in terms of
flattening with the longer end
(US10Y-US3Y was already very
flat). Our view is that given the
risk asset correction we expected, the 2Y, 3Y and 5Y Treasury
issues would be the most likely
recipients of the Flight to Safety
flows as these issues are also
the most liquid. Also, this part
of the curve had remained relatively bid throughout the year
and was due for some catching
up to the downside (vs the
US10Y-US3Y spread for example). The contraction in this spread that followed has been massive, and according to both
our oscillator series (lower and upper rectangles), it doesn’t seem quite finished yet. Support is expected towards mid/
late Q1 at the earliest. Our I Impulsive targets to the downside (right-hand scale) suggest that the US3Y-US3M spread could
sink back in negative territory until then.
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US 10 Years - US 3 Years benchmark Bond Yields
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now focus on the US10YUS3Y Treasury spread, which
as mentioned above seems more
advanced in its gradual reversal from
flattening to steepening. Indeed, our
long term oscillator series (lower rectangle) are suggesting that this part
of the yield curve has already turned
up. Yet, as with the US10Y-US3M or
the US3Y-US3M spreads, our medium
term oscillators (upper rectangle) are
indicating that one last downside retest is possible into mid Q1. Then,
from late Q1/Q2, the scope for the
steepening that follows, may be
quite massive. Indeed, if we consider
the corrective potential based on our
historical volatility measure “Delta”
(here at 0.704%- middle rectangle, right-hand side), the steepening we expect in Q2/Q3 could be as high as plus 35 to 55 basis points
(0.5 to 0.8 times “Delta”). This would steepen the curve back to levels last seen in 2016.

US 10 Years - US 3 Years benchmark Bond Yields
Daily graph or the perspective over the next 2 to 3 months

S

horter term, on the Daily graph,
a base in forming and our medium term oscillators (upper rectangle) may be already positioning
in an uptrend (although a new
period of downside correction is
awaited from late January into mid
February). Our long term oscillators
(lower rectangle) however, confirm
the risk of a last sell-off, probably
towards mid/late February. On the
target front, our I Impulsive targets
to the downside (right-hand side)
have pretty much been achieved,
yet could still be retested, while we
would really need to make it above
our C Corrective targets to the upside
(above 0.29%) to confirm that the
yield curve has effectively started to reverse up. Again, we would expect this confirmation to materialize towards late Q1/early Q2,
following a last sell-off / retest down into February.
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IVE - iShares S&P 500 Value ETF / IVW - iShares S&P 500 Growth ETF
Weekly graph or the perspective over the next 2 to 4 quarters

W

e spent quite some time
on the US yield curve and
its dynamics as it has crucial influence on the relative performance of the different equity
styles. We look here at the Value
/ Growth relationship within the
S&P500. It started to turn up in
October as the long ends of the
yields (US10Y-US3Y and also the
US30Y-US10Y, which we haven’t
shown here) started to stabilize
and initiated a bounce. Indeed,
our long term oscillators (lower
rectangle) seem to have reached
an important intermediate low.
Yet, as with the yield spreads on
the shorter end of the curve, we
expect the Value / Growth relationship to suffer one last downside retest probably towards mid/late Q1 as shown on our
medium term oscillators (upper rectangle).

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

T

he Daily graph of the Value/
Growth ratio confirm the
probability of this last sell-off,
probably towards late February,
perhaps March on both oscillator series (lower and upper rectangles). Value may then retest
its lows vs Growth, before its reverses up for a strong outperformance during Q2, and perhaps
towards the Summer.
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S&P Financials Sector / S&P 500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

T

he US Financials sector is a good
proxy for Value sectors. We compare it here to the S&P500 Index, and
indeed, following its recent bounce
during December, we expect it to underperform once more towards mid/
late Q1. By then, it will probably retest
the lower end of the support of our
C Corrective targets to the downside
(right-hand scale), before it starts to
bounce again vs the S&P500 into late
Spring and perhaps the Summer. Bottom line, we will be looking to pick
up US Financial stocks towards late/
mid Q1 for a strong move towards
midyear. Following that, US Financials may start underperforming
again from the Fall.

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

E

uropean Banks vs the Europe Stoxx
600 index are in similar dynamics
as the Value/Growth, US Financials
vs the S&P500, or the yield curve
spreads analyzed above. On our long
term oscillators (lower rectangle), the
downtrend seems to be approaching
an important intermediate low. Yet,
our medium oscillators (upper rectangle) would suggest one last sell-off
into mid/late Q1. For now, the risk
on European Banks remains quite
important, given that our I Impulsive
targets to the downside (right-hand
scale) still indicate a possible underperformance which could be as low
as minus 20%. The bounce in relative
performance that follows into the

Spring should then be equally strong.
Concluding remarks

U

S Treasury yield have reached the minus 60 to 100 basis points retracement target range we had set for them in October,
yet this corrective move to the downside doesn’t seem quite over yet, and we expect it to continue, probably towards
mid/late February and perhaps even into March. Following that, yields should bounce into the Spring, and may even move
to retest last year’s highs towards the Summer. Concomitantly, the US yield curve, which on its longer term end (10Y – 3Y)
is showing signs of stabilization could see one last flattening move (sell-off) into mid/late Q1. Following that, it should start
to bounce / steepen into midyear and the Summer. Hence, we also expect one last downside retest for Value trades and for
example Financials vs the general market, probably into mid/late Q1, and then a strong bounce for these into midyear and
perhaps the Summer.
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37 / 2019 Outlook for Bond Yields, Precious Metals and the US
Dollar: Yields in 2019 will be a Key Influence for Gold and DXY
but what will drive them?

W

e decided to lump together
our outlooks for bond yields in
2019 along with the Precious Metals
and the one for the US Dollar. Since
the equity market top and the start of
the a risk off phase in early October
until now, bond yields have provided
the clearest signals for Gold and DXY
performance. It makes sense therefore
to consider the information generated
by the changes in bond yields to assess
some of the likely changes in Precious
Metals and US Dollar TWI during 2019.

Some key drivers for Bond Yields
in 2019

T

he term premium is the key Zoomed view
influence to the behavior of
bond yields, despite what you have
read or heard (see two first graphs
on this page). The 10yr term premium
depends on the markets’ expectations
of the future path of short-term interest
rates for the next ten years, which,
in turn is impacted by the markets’
expectations of inflation and growth,
insofar as these macro data impacts the
Federal Reserve's reaction function in
formulating monetary policy.

A

nd when it comes to the nittygritty,
empirical
evidence
shows us that term premium is
largely influenced by expectations of
ACTUAL core inflation (not EXPECTED
inflation); see 2nd graph on this page.
Changes in the term premium lag behind
changes in Core CPI by 6 quarters; and
Core CPI has been upwards bound for
the past several quarters.

C

onsequently,
bond
yields,
especially the long end, should be
well supported in 2019, following the
lead of the recent rise in GDP growth
and higher Core CPI which will push
the term premium much higher than is
expected at this time. And also, rising
term premium will steepen the yield
curve as consequence.
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There are other noteworthy
issues illustrated by the two
graphs on the previous page.

F

or instance, even if GDP growth
actually falls in 2020 per our
business cycle model (see 1st graph on
this page), Core CPI would still be rising
for much of H1 2020 due to the lagged
response of changes in Core CPI to the
changes in GDP growth.

C

onsequently in those conditions,
term premium would still be rising,
therefore back-end rates would still be
rising faster relative to the front-end as
the Fed presumably starts cutting back
Fed Fund Rates (policy rates) -- the yield
curve would massively steepen, as is Original chart from the May 2018 Capital Observer
historically evident (see 1st graph on
this page) prior to and after a recession.

F

or more details of our Core CPI
expectations over the rest of 2019,
please refer to the May 2018 issue of
the Capital Observer (What’s Up With
Core Inflation? Core CPI Will Rise Over
The Next 5-6 Quarters: Actionable
Ideas”). In that article we said:

T

here is a unique link between the
change rate of core inflation and
GDP change rate in the US, as can be
obtained since 1950 (the earliest data
available to me). Properly defined,
core inflation is a linear and lagged
function of GDP growth change rate
-- therefore GDP growth rate is a valid
predictor of core inflation. As we are
interested in using GDP growth as
a predictor of inflation, we use GDP
growth rates (both year-on-year, and
quarter-on-quarter) in order to match
the dimensions of core inflation (also,
y-o-y and q-o-q).

W

hat the graph below suggests is
that the year-on-year Core CPI
will be rising well beyond September
this year, and into Q3 2019, in fact.
The quarterly Core CPI however will
tend to decline over the next two or
three months.

S

o it is abundantly clear that with
Core CPI expected to rise in 2019,
the
yields should start forming a
here is a distinct cadence in the
relationship between GDP growth, bottom by mid to late Q1 and could be
core inflation and the subsequent, rising again on this basis alone.
and corresponding, reaction function
nd there are other reasons why
of the Federal Reserve. This is the
Core CPI would be pressured
timeline: GDP change rates lead higher later in the year, and fully
changes in Core Inflation by 5 to 6 explains why we consider the market’s
quarters. Core CPI, in turn, leads view that the Fed may not raise
changes in the Fed Funds Rate (proxy rates in the whole of 2019 not really
of Fed policy changes) by 2 quarters. appropriate. That is a pipe-dream;

T

A

there’s no way for that to happen when

there are more jobs openings than the
number of unemployed. The rising ratio
of job openings over the total number
of unemployed is what is helping push
up Core CPI in fact (see 1 st graph on
next page).

T

hat rising ratio is powering wage
growth, which will grow sharply
from here on. Wage growth is going to
explode this year. We expect Core CPI
to be above 3.50% by year-end 2019.
This is the one data that may be giving
Fed chair Jerome Powell sleepless
nights. For no Fed or FOMC committee,
even ones that are as clueless as the
one we presently have, can ignore
that. They will have to raise rates in
H2 2019 -- that may lead to at least a
technical recession (two consecutive
negative growth) in H1 2020.

38

T

he Fed has likely decided to
throw the markets a bone, and
has turned dovish and may actually
forego a rate hike in March. But given
a distinct threat to their inflation
mandate, the Fed may backload both
the two penciled-in rate hikes during
H2 2019.

Some key drivers for Gold,
Precious Metals in 2019

W

ith bond yields still expected
to fall further into mid to late
Q1, Gold and Silver should continue
to perform well in Q1, but will remain
slaved to the inverse movements
of yields for a little longer. PMs and
miners should therefore continue to
outperform, until yields reverse their
downward trend .

T

he only reason we can see for the
current outperformance of the
Precious Metals (PMs) is merely that
of a secondary safe haven mostly
of retail origin -- you take the stress
out of equities, and PMs will go back
to being doormats in the financial
universe again.

F

or us, this does not augur well for
structural investments in PMs. As
trading instruments, yes, but absent
any financial universe turmoil, and the
outlook of a much stronger DXY in H1
2019 (see 2nd graph on this page),
PMs are just hot potatoes being passed
around, and likely to be dropped when
the temporary need for them goes
away.

A

lso as the risk off environement
eases by end of Q1 2019 and
equities recover in mid to late Q1 2019,
as we expect, the precious metal sector
should again suffer immensely as safe
haven flight capital will likely flee the
sector once again. The middle of 2019
should see the PMs giving back what
they gained in Q4 2018 & Q1 2019, and
then some.
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Some key drivers for the US
dollar (DXY) in 2019

T

here has been plenty of questions
from the Capital Observer clients
about the next big move for the DXY,
and so we would like to amplify some of
the materials we have earlier published.

T

o start this process, let's revisit
our short-term pattern outlook for
bond yields (see 3rd graph on previous
page):

I

n the last graph of the previous page,
the bond yields are completing a
classic consolidation/correction price
structure. This structure does not seem
complete yet as rates should still come
down to make a final trough (see 1st
graph on this page). But after that the
implication from this structure is that,
after this consolidation, an up move in
yields should start.

I

f we are correct with this scenario,
the implications are significant for
the DXY (and for the equities markets
as well). Completing the bond yield
consolidation with a final decline in
yield, and have a rally in yields starting
in mid to late Q1 suggest the risk off
phase could come to a close.

N

ow if we look at more macro
drivers, the rationale for Capital inflows are the prime movers of the US Dollar and of other risk assets
medium-term long DXY investments (see graph above and below).
is provided by the long, positive lead
of US Capital Account inflows, which
is the underlying, secular prime mover
for the domestic currency, as shown
in the 2nd chart of this page. Positive
effects from those inflows (half-trillion
in 2018 ) will show up after a distributed
lag of 5 to 6 quarters in the underlying
trend of DXY (see 2nd graph on this
page).

E

xplaining how the US Capital Account
does all of these is not appropriate
in this article, but explanations and
pertinent details can be found in the
Capital Observer issue of June 2018:
("U.S. Dollar: Forget Monetary Policy
Divergence; Firming U.S. Capital
Account Supports DXY Until 2019"):
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T

he most salient points regarding Original chart from the June 2018 Capital Observer
the link between the US Capital
Account and the US Dollar go like this:
•

•

•

Changes in the US capital account
normally show up in the valuation
changes of the US currency 5 to 6
quarters later.
Capital accounts improve when
non-resident (external) capital
inflows increase or resident
(domestic) capital outflows slow.
The sharp improvement in the
domestic capital account since
Q3 of 2016 will therefore likely
to result in further rise of the US
dollar during H1 this year, a small
decline from Q3, and then we see
a rising US currency until the first
half of 2019 (see 1st graph on this
page).

W

e focus on the US Dollar
because its affinity with capital
flows shows its development is ahead
of risk assets and even of GDP growth
(as we have shown many times before,
and in the last graph of the previous
page and the 1st on this page).

T

here is therefore evidence that
the US Dollar will be firmer until
at least Q2 2019. The Capital Account
model is very powerful as it enabled us
to forecast a DXY outperformance from
Q1 2018 and again in an article in the opportunity should come shortly after a
major upturn in bond yields, which we
April 2018 issue of Capital Observer.
expect sometime very soon. An upturn
his may provide basis for
in yields should also announce the end
conjectures about what the Fed
of this terrible equity market correction.
may do, but we are not going into that.
On the basis of the lagged distributed
Conclusions:
impact of US capital inflows last year
he uptake in growth over the past
(over half a trillion dollar in 2018) alone,
several quarters have primed the
DXY should rise.
Core CPI for baked-in-cake rises for the
o imagine if bond yield are also
rest of the year. On top of that, very
rising from mid to late Q1 2019. That
robust labor market conditions are
would provide further impetus for a DXY
driving wage growth sharply higher -rally which is already fundamentally
offshoot of the current phenomenon
supported by capital inflows.
where there are more job openings
o we are looking for the current than the total of US unemployed.

T
S
S

consolidation of the DXY since
mid November as an opportunity for
investors to accumulate Dollars. That

T

A

This contradicts the current meme
that the Fed will be unable to raise
rates this year. While we concede that
the Fed may skip a rate hike in March,
it does not seem likely that they will
carry over their present dovishness
into late in the year – given the
positive impact wage growth has on
Core CPI.

A

stronger Core CPI should be
followed by higher policy and longend rates. That has lagged, knock-on
positive effects on the US Dollar, and
down the line consequent negative
impact on Gold, Silver and Miner share
prices.

s wage growth rise, Core CPI
should also rise -- expect Core CPI
to be above 3.50% by year-end 2019.

41

42 / MJT - TIMING AND TACTICAL INSIGHT

The Dollar retests up; Gold pushes higher. Both may retrace coming Q2
Over the last couple of months, we followed up on the Bullish sentiment we had on the US Dollar throughout last year. We continued to expect a last push higher on it towards mid/late Q1. In fact, up until mid December, the Dollar did resist quite well, holding
up at high levels despite the equity market rout. However, since late December it has been moving lower following the FED’s guidance towards a possibly rate hike pause in March, and the subsequent equity rally that has materialized. In this article, we will
try to chart these reaction functions, and understand how together with Flight to Safety flows (and potential outflows thereafter),
they may carve the price action of the Dollar, and also of Gold, going forward.

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

T

he Dollar had a great run in 2018, although
some may argue not good enough given the
positive newsflow it benefited from throughout
the year. Now many expect it to falter over the
next few months. Our view is that the risk asset
correction is probably not quite over yet, and that
for now the Dollar is still acting rather defensive.
As we write, the Dollar is indeed pretty much exhausted to the upside according to our I Impulsive targets (right-hand scale), yet, for now, both
our oscillator series (lower and upper rectangles)
are still set in uptrend sequences. We expect the
Dollar to find support towards mid/late January and retest up once more, probably towards
mid February, perhaps March. Cross asset wise
we expect this period to be rather risk-off. Following that, the Dollar could correct down more
earnestly, especially if the FED confirms its rate
hike pause in March, and risk assets embark on a strong recovery rally. Until then, we would look for levels around 94 to hold (the
lower end of our C Corrective targets to the downside; right-hand scale) in order to continue to justify our slightly positive bias.

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

B

ehind the scenes, the Dollar is probably under
the cross influence of several factors. One of
them is the US to Europe interest rate differential.
While it was widening throughout most of 2018,
it supported the Dollar’s uptrend. Yet, since November, it has started to correct down along with
yields (US long term yields are more volatile than
European ones). This is now rather Dollar negative. Both our oscillators (lower and upper rectangles) are suggesting that following the small
bounce, which is currently underway, this trend
could see a further downside retest into mid February. On the target front, the spread has found
support towards the lower end of our C Corrective
targets to the downside (around 2.4%; right-hand
scale). A move below these may endanger our
rather constructive scenario on the US Dollar. Yet,
the resulting trend will also depend of a second
important factor: the evolution of bond market inflation expectations (a.ka. inflation breakevens).
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TIP - iShares TIPS Bond ETF / IEF - iShares 7-10 Year Treasury Bond ETF
Daily graph or the perspective over the next 2 to 3 months

I

ndeed, the downward revision of
bond market “breakeven” inflation
expectations has probably been a positive influence on the US Dollar over
the last three, possibly six months.
This is especially true as up until recently the FED had remained rather
hawkish. This sell-off is closely related
to the risk assets correction, the subsequent downward revision of investors sentiment and to Flight to Safety
flows towards the Dollar, the Yen, and
more generally safe-haven assets such
as Treasuries in the US and abroad.
We believe that these flows have been
instrumental in counter-balancing the
effects of the shrinking US to Europe
interest differential mentioned above.
Interestingly, over the last two weeks, the Dollar has started to move lower as the breakeven ratio has started to rebound slightly. This
reaction may highlight the strong influence this ratio, and its related flows, may have on the Dollar. It also highlights the fact that
the Dollar is still rather risk-off than risk-on. Going forward, the downtrend of the TIPs to Treasuries ratio is pretty much exhausted
according to our I Impulsive targets to the downside (right-hand scale), yet our oscillator series would suggest (upper rectangle) that
from mid/late February, the ratio could attempt a last retest down towards late February (lower rectangle) and perhaps March
(upper rectangle). The move would coincide with the downside retest on risk assets we still expect during this period.

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

W

e now switch to EUR/
USD, which has been
slightly stronger in the opposite
direction that the Dollar Index.
Here too, the downside potential is pretty much exhausted (I
Impulsive targets to the downside; right-hand scale). Yet, our
long term oscillators (lower
rectangle) still suggest a possible downside retest period
into mid/late February, while
from late January, we would
expect some retracement
down on our medium term
oscillators (upper rectangle),
probably into late February/
early March. In the meantime,
the EUR/USD may continue to strengthen slightly longer, accompanying the current risk asset bounce. Our scenario of a
further downside retest would probably remain valid as long as EUR/USD remains below our C Corrective targets to the
downside (right-hand scale), first below 1.16, and ultimately below 1.18.
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TIP - iShares TIPS Bond ETF / IEF - iShares 7-10 Year Treasury Bond ETF
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now scope out and focus on
the Weekly graph or the TIPs to
Treasuries breakeven ratio. Although
quite Oversold, we would still expect
a few more weeks of downside momentum into mid Q1 on our medium
term oscillators (lower rectangle).
Then, the ratio probably starts to
bounce, possibly even accelerating
back up quite aggressively into the
Summer. This could coincide with the
“hiking pause” the FED is currently
hinting at, as well as with the strong
risk asset rally that may follow (risk
assets may even anticipate and sart
rallying before the pause). Following
up on the argumentation above, this
would probably be negative for the
Dollar as the FED may rapidly appear behind the curve again (as was the case in late 2017/early 2018). The FED would then probably need to reverse course, back to a more hawkish stance. It would then probably reinitiate its rates hiking spree (late Spring,
the Summer?), which would likely bring life back into the Dollar for a strong 2019 finish (or bi-monthly graph is still very positive
on the Dollar Index towards late 2019, page 22 of this issue of The Capital Observer). If we are correct, the question remains as to
how long this Stop and Go FED reaction function may take, and how much damage the US Dollar may suffer in the meantime. Then
looking into late 2019, we wonder how long it will take until the FED appears too hawkish again, that inflation expectations start to
reverse down once more, along with risk assets, while Flight to Safety flows resume.

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

A

lthough complex to read, our
weekly graph on the Dollar Index may support this view. While our
long term oscillators (lower rectangle)
offer a rather candid picture a US
Dollar uptrend that extends into mid
year (which may be correct if no rate
hike pause materializes), we would
favor the sequence we show on our
medium term oscillators (upper rectangle). In this scenario, the US Dollar manages to hold up towards mid
Q1, probably testing the upper end
of our C Corrective targets to the
upside around 99 (right-hand scale).
It then corrects down into mid Q2
before it accelerates back up for the
remaining of 2019. This prospective
scenario is quite similar again to the one we project on our bi-monthly graph of the Dollar Index features on page 22 of this Issue of
The Capital Observer.
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USD/JPY
Daily graph or the perspective over the next 2 to 3 months

W

e now switch to USD/JPY, which
contrary to the Dollar Index has
suffered quite massively from the recent risk asset correction. The Yen is
back with a vengeance as the ultimate
safe-haven currency. On Apple’s negative guidance early January, it even
Flash Crashed 4 figures overnight,
before recovering 3 quite rapidly.
On this event, a clear intermediate
bottom was made on both oscillator
series (lower and upper rectangles).
This sudden dip may prove to be the
low point of the current sell-off since
early October. Yet, perhaps not, as
we are now below our C Corrective
targets to the downside (right-hand
scale), and our I Impulsive targets
are suggesting further downside risk, back below 105, and possibly down to 102. Our timing going forward (lower and upper
rectangles) indicates that the current bounce dies out towards late January for a further retest down into March. This negative
sequences on USD/JPY would probably imply a continuation of the current risk assets correction until then.

USD/JPY
Bi-monthly graph or the perspective over the next 1 to 2 years

T

he long term graph of USD/JPY
is also quite interesting. USD/JPY
has been in a sideways/up consolidation since mid 2016, and our medium
term oscillators (upper rectangle) indicate that it may have come to end,
with further downside to come. On
the other hand, our long term oscillators (lower rectangle) suggest a more
positive scenario with a new retest
up towards the Summer, before USD/
JPY finally reverses down towards late
2020. Over the next several quarters,
we expect a bit of both. First the current sell-off may not be over (as we
suggested on the Daily graph above).
Then from late Q1, we would probably expect a strong rally back into
the Summer, possibly retesting last year’s highs , before USD/JPY ultimately tops-out and rolls over during H2 2019. Our I Impulsive targets to the upside (right-hand scale) do look very aggressive at this stage and we prefer to disregard them for now.
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EUR/JPY
Daily graph or the perspective over the next 2 to 3 months

A

s a transition into Gold, we now
consider EUR/JPY. It is often
considered the ultimate Risk-On /
Risk-Off pair in the currency space.
Indeed, it has sold off quite aggressively since late September, and recently made a deep intermediate
low early January. The subsequent
bounce is quite weak for now, and
the sequences we show on both our
oscillator series (lower and upper rectangles) suggest that EUR/JPY could
soon resume lower, from late January, probably into mid/late March. Although the early January sell-off was
very deep (towards 119 during the
Flash Crash), our I Impulsive targets
to the downside (right-hand scale)
suggest that these levels may potentially be retested. This again would corroborate further risk assets weakness ahead over the
next couple of months.

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

G

old in EUR shows a very similar
pattern as EUR/JPY in reverse.
This similitude highlights the fact that
the strong move up in Gold over the
last three months is essentially linked
to Flight to Safety flows rather than US
Dollar weakness (in fact the US Dollar
has been rather Defensive itself as
mentioned a few graphs above). Both
oscillator series (lower and upper rectangles) recently made an important
intermediate top. The subsequent
correction has been quite weak and
we would now expect that, by late
January, at the latest early February, Gold in EUR, probably resumes
higher into late February, perhaps
even late March. Our I Impulsive targets to upside (right-hand scale) suggest further upside potential into the mid/high 1’100s (EUR/oz). This projection again is quite
risk-off over the next couple of months.
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Gold (USD/oz) / S&P500 Index
Daily graph or the perspective over the next 2 to 3 months

W

e now continue into the Flight
to Safety features of Gold with
its relative graph vs the S&P500 Index. The uptrend since early October
reached an important intermediate
top on both our oscillator series
(lower and upper rectangles). The
current downside correction is still
quite tamed, and by mid/late January we would expect Gold to resume
up vs the S&P500 probably towards
March. Our I Impulsive targets to
the upside (right-hand scale) suggest
a possible retest of recent highs and
possibly a move 10% above them
until then. This again corroborates
the risk-off bias we continue to favor,
probably into March. On the other
hand, a move below our C Corrective targets to the downside (right-hand scale) would imply that the risk asset correction is probably
over, and that equities are resuming higher sooner that we think.

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

G

old in US Dollars also recently
reached intermediate tops. The
correction for now is quite shallow,
probably due to the fact that the US
Dollar has sold-off a bit since early January. On both oscillator series (lower
and upper rectangles), we expect
the move up on Gold to resume up
between mid/late January and early February (following a slight correction), probably towards late February / March. This again is in line
with our risk-off positioning over the
next couple of months. On the target
front, Gold is now above our C Corrective targets to the upside (right-hand
scale) and pointing towards our I
Impulsive targets in the 1336 – 1386
range. Given the resiliency we expect
in the US Dollar over the next couple

of months, we would rather consider the lower target than the higher one for now.

47

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

G

old in EUR on the Weekly graph reached
an important intermediate low late Q3
last year. We believe it may have turned
up for this cycle. Our medium term oscillators (upper rectangle) have now reached
an intermediate top, which could trigger
the short correction we mentioned on the
Daily graph above. Yet, both oscillator sequences (lower and upper rectangles) then
probably continue higher into late Q1.
Following that, a sharper correction may
materialize during Q2, before Gold in EUR
then resumes higher again during H2 2019.
Our I Impulsive targets to the upside (righthand scale) are indicating that Gold in EUR
could reach above 1’300 EUR/oz over the
next 1 to 2 years.

Gold (USD/oz)
Weekly graph or the perspective over the next 2 to 4 quarters

W

e conclude with the Weekly graph
of Gold in US Dollars. We expect
the move up since Q3 to continue higher,
probably towards end Q1 as shown on our
long term oscillators (lower rectangle).
Gold could reach ba1ck up towards our
red envelope around 1’350 USD/oz (middle
rectangle). On our medium term oscillators
(upper rectangle), we show a slightly more
negative scenario. Although we do believe
that Gold will push higher well into Q1,
the correction down that may follow in Q2
and Q3 may be quite deep (we expect it to
move back into our C Corrective targets to
the downside between 1’224 and 1’139;
right-hand scale). Indeed, once its strong Q1
rally dies out, Gold could suffer from both a
strong risk asset / risk-on rally in Q1 as well as from the strong Dollar rally we expect starting from late Spring and probably extending into late Summer.
Concluding remarks

D

espite its recent setback early January the Dollar Index has resisted quite well during the October-December equity selloff period. Indeed, it is still rather defensive vs most currencies and should continue to retest its highs (or remain in a high
level range) over the next couple of months, as the risk asset correction resumes. USD/JPY on the other hand should continue
lower. The Yen is even more defensive that the Dollar. These moves should start to materialize from mid/late January, once
the current rally on equities dies out. Similarly, Gold may see a slight setback over the next week or so, but then also continues
higher into February, perhaps March. It may reach the mid 1’300s USD/oz by then. Looking beyond Q1, the Dollar may then
correct down into early Spring, especially if the FED confirms a pause in its rate hiking spree. Yet, as risk assets start to rebound
in early Q2, inflation expectations will also resume their uptrend and the FED may rapidly reverse course, turning hawkish
again and resuming its interest rates hiking by June. This should put the Dollar back on course, possibly for a strong rally into
the Summer. This cocktail should be negative for Gold, if this scenario proves to be correct: it first starts to retrace during early
Q2 as Risk-On considerations take hold, and then weakens further from late Q2 into the Summer on renewed US Dollar strength. It may then move back down towards its recent range, around 1’200. Coming this Fall, we may be “back to square one”,
as Overvalued equity markets collide once again with a hawkish FED, and Gold awaits to take off, this time probably for good.
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49 / Linkages Between Oil Price, Production, And Oil Inventories
Tell Us That Oil Prices May Be Bottoming in mid to late Q1

I

t’s time to update our scenario on
oil. The last time Capital Observer
dealt with this commodity was in the
September 2018 issue. We said then that
the rally in oil was nearing a top, which
we expected to happen in October:
"The propensity to build inventories,
and thus the energy sector’s capacity
to satisfy unexpected demand, is set
in large part by expectation of future
demand and the current price (term)
structure of crude oil.
Oil prices and E&Ps, according to this
construct, will be rising until October November, then fall precipitously into
late Q4 2018. This is entirely consistent
with the implications of the oil demand
tracker model vs WTI Oil prices. "
Original chart in the September 2018
issue of The Capital Observer (see 1st
chart on this page).

I

n this issue, we deal with the converse
of the theme tackled in September – it
is Q1 2019, and we could be looking at
a major trough developing in oil prices.

T

he market is obsessed with,
and is preoccupied, with US oil
inventories, which is clearly a severely
lagged data (see yellow line, 2nd chart
on this page). But the inventory builds
have ended, and draws will continue
as all precursors of the data (refinery
oil input; gasoline production) have
been showing accelerating utilization.
The only errant detail is the recent
sharp build in gasoline inventories. It is
worrying because gasoline inventories
have historically led changes in oil
inventories by 7 to 8 weeks (see 2nd
chart on this page).

N

onetheless,
consumption
of
gasoline has risen, and gasoline
production has started in earnest
(maintenance season is over). As
evidence, refinery oil inputs have risen
sharply and will likely continue that
trend over the next few weeks (see 2nd
inputs this year should easily be the February (see 3rd chart on this page).
chart on this page). Refinery oil inputs
largest during the past 10 years by the
are not even halfway through their
time the season has peaks in Januaryseasonal cycle. Actual volume of oil
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W

e have often been puzzled by
the fact that a severely lagged
data like oil inventories seem to
control market sentiment. But that is
what the markets prefer to track as
determinant in the oil price discovery
process, so we track it as it seems to
drive price changes driven by market
sentiment. Hopefully, we will continue
to get some redress from that data
over the next few weeks. Precursors of
strong US oil utilization have become
apparent over the past several weeks,
and the impact of those lead data
should continue to lead to draws in oil
inventories.

of inventories as price determinant of
oil prices.

I

t is crucial that we understand
those linkages as clarity on those
relationships may just enable us to
determine when the great sell-off in oil
prices will likely bottom.

L

et's look at the supposed linkages
between oil price, production, and
oil inventories using the graph below
on this page. Off the bat, oil inventories
do not look as if the variable belongs to
this set.

What are the correct linkages among
oil price, production and inventories?

F

requently, after the weekly EIA
inventories data, we find narratives
ascribing the decline in oil prices to the
bigger than expected build in stocks.
These quotes were actually taken
from recent news accounts describing
the response of the oil price to the
inventory data :
"U.S. crude storage are reported to have
reached their highest yearly level and
are bringing strong headwinds on crude
futures and oil shares."
"U.S. crude inventories rose for the 10th
week in a row, jumping by a much larger
than forecast 3.6M barrels to 450.5M
barrels - the highest since Thanksgiving
week in 2017 - even as U.S. refinery
activity climbed three percentage points
to a 96% utilization rate."

W

hat is immediately apparent is that
the topology of oil price and oil
production (even in nominal terms) have
distinct relationships, especially when
the price of oil is adjusted forward by 8
months (see graph below).

T

his is conventional wisdom at its
worst -- conflating US inventories
with the general level of oil supply
in the US distribution system, which
then is used to describe the apparent
cause of the oil price movement. It
is a faulty assumption. And the fact
that oil inventories have risen "even
as U.S. refinery activity climbed three
percentage points to a 96% utilization
rate" suggests that there are other
relationships or linkages that are not
being considered, or at least, there are
lengthy time lags and leads that are
not being properly imputed in the use
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W

e can make the case that the
change rate in oil production
follows significant changes in oil prices
after 8 months, which the 1st chart on
this page makes clear.

E

ven here, you can start tearing away
at the market meme that the amount
of production has an immediate, direct
bearing on the price of oil.

W

e can show the fallacy of that
line of thought by adding the
oil rig count data, which clearly lags
behind the oil price by 2 months on
average (see 2nd graph on this page).
Here, you can see as well the primacy
of the price of oil as determinant of oil
rig count, which in turn is the primary
factor in the production of oil.

I

f production is the tail-end Charlie in
this set, can it impact the evolution
of front-end Charlie (oil price) in this
dynamic? Granting that there may be
a feedback loop in the sequence in the
form of market sentiment, how can
production CONSISTENTLY steer a ship
that has already left the dock?
But back to oil inventories.

T

he only way to make oil inventories
a part of the oil price production
set (and be able to see the correlations
properly) is to transform all the data
and effectively normalize the entire
data set, which enables us to make time
sequence comparison. Note that the oil
inventory data is inverted in the Y axis
in the 3rd chart presented on this page.

T

hat allows oil inventories to become
part of that price-productioninventories set, and we now compare
its change rate with the oil price and
change rate of oil production.

T

hereafter, semblances of kinship
become apparent (see 3rd graph on
this page, in this graph US inventories
are inverted in its axis- green scale on
the left).
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Note a few points, however:
•
•

The change rate in inventories lags
price changes by 3 months.
Production changes lag behind
changes in inventories by 5 months
and also lag behind oil prices
changes by 8 months.

H

ow, then, can output from
Permian or from other US
producers influence oil inventories in
any significant way, when it is tail-end
Charlie in all the relationships that we
are looking at? This is a real conundrum,
as we frequently read media articles
which claim that inventories are rising
because of overflowing production
from Permian or elsewhere in the US.

M

D

ue to the lag between oil price
and inventories, price movements
could become exaggerated if the
periodicity is misaligned. It certainly is
indicative of the frequent reaction of
the oil market to the weekly inventory
data that is released by the EIA on
Wednesdays.

oreover, note that when US
inventories are shown as inverted
in the Y-axis, it becomes the lagged
inverse of oil price (see 1st chart on
this page). The close relationship
between the inverse of oil price and
oil inventories is best seen in their
or whatever it's worth, the
second derivatives, which strip out
correlation (R) and coefficient of
seasonality, business cycle influence,
and other rag-tag influences on the determination (R^2) of the regression
two variables, as seen in the 1st chart of oil prices and US oil inventories are
shown in the chart below. Oil prices,
of this page.
of course, are not the only reasons
why inventories build or draw, but it
Let's recapitulate:
could account for more than 40% of
• Since the inverse of the data the changes in inventories. That is
follows oil price but precedes worthwhile tracking.
oil production, it simply means
that the active mechanism which
impacts inventories is the inverse
of price of oil.
• Inventories pile up when the oil
price declines because producers
decide to store the stuff rather
than sell it on the cheap.
• And large user-consumers of oil
store it, looking at it as bargains.
Refineries routinely do this.

F

T

herefore, what cause inventories to
build is primarily falling oil prices.
But builds in inventories are taken by
the market as bearish, so prices decline
when builds are announced. That, of
course, inflicts second round effects
which depress prices even further.
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C

onversely,
inventories
as
determinant of oil prices have
almost the same correlation and
coefficient of determination as those
obtained from the regression of oil
prices versus inventories (see 1st chart
on this page). The data shows that more
than 41% of WTI oil prices changes
could be accounted for by changes in
oil inventories.
So what matters if inventories are
"lagged data"?

A

s we showed in the first chart
of this article, US oil utilization
data has been improving significantly.
But it is a puzzle why there is constant
reference of some pundits to the lack of
oil/petroleum demand, in the US and
globally. This is so easy to disprove, and
we set out to do just that. We start with
the chart of US Petroleum Demand vs.
EOG and COP, to include the E&Ps in
the discussions. (see 2nd graph on this
page)
Zoomed View:
(see 3rd graph on this page)

T

he sell-off in oil had indeed
corresponded to a patch of US
slow demand/consumption of crude
oil and petroleum in general, but that
was a seasonal feature, and we seem
to get over that ditch soon (see 3rd
graph on this page). Furthermore the
risk off phase and the deteriorating
in liquidity conditions also played its
part with the liquidation of some long
speculative positions.

M

oreover, EIA is forecasting rising
consumption of crude/petroleum
in 2019, which is generally consistent
with the GDP growth model that we
have been showing in the Capital
Observer.
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H

ere (1st graph of this page) is a
decomposition and regression
of the co-variance of US petroleum
consumption versus E&P equities and
WTI oil. Note that the inflection points
of actual consumption data are ahead
of those financial asset prices by full 6
months.

F

rom all indications, oil geopolitics
aside, we should be getting ready
over the coming weeks for a sharp
uptake over the next six months at
least, following the very significant
surge in US petroleum consumption in
the past six months as shown in the 1st
chart of this page.

T

his 6-month consumption change
rate is the highest we have seen in
similar periods since the early 1990s.
We also believe that gasoline prices
are plumbing the bottom

G

asoline prices are plumbing
bottom. The outlook in oil products
has been looking up lately, even if
the current price of gasoline (RBOB)
remains subdued.

T

he entire spectrum of oil and
gasoline fundamentals seem
a few weeks away from showing
outperformance probably starting
from mid to late Q1 potentially
after one more dip. If the negative
sentiment on oil is based on the
laggard US oil inventories, then we
should be getting out of there before
Q1 ends. Refinery oil inputs have
been rising sharply. And gasoline
consumption continues to grow (see
3rd graph on this page).
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T

he basic building block of rising
gasoline and crude oil prices is
utilization, and we see that in the
sharply higher refineries oil input,
which has soared over the past several
weeks (see 3rd graph on this page).
High capacity utilization is also rising
alongside accelerating US petroleum
consumption, which should be positive
for gasoline prices (and oil prices) in due
time (see 1st chart on the next page).

U

S oil inventories have definite timedefined links with these two energy
variables. As said earlier, the inflection
points in US oil inventories generally
mimic those of the gasoline inventories,
after an almost 8-week lag.

A

nd the inflection point for a
trough in oil inventories has
already been seen, so we prepare for
further inventory draws (see 2nd chart
on this page).

G

asoline prices respond very well
to oil utilization rate (gasoline
production) and consumption (lead
proxy provided by refinery oil input).
See last 2 charts on this page. So,
falling crude oil prices are probably
hindering gasoline prices from rising.
There have been plenty of occasions
when gasoline prices, responding to
domestic consumption and utilization
imperatives, have bottomed ahead of
crude oil (see 3rd chart on this page),
so maybe we get to see rising gasoline
prices ahead of an oil price recovery.
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56 / MJT - TIMING AND TACTICAL INSIGHT

Following its sharp Q4 sell-off, Oil may take a couple more months to stabilize
Since it bottomed in early 2016, Oil had tripled until it reached the mid 80s USD /barrel on Brent and the high 70s on
WTI early last October. As we had warned, Oil was then at risk of a sharp sell-off into Q4 both from a fundamental and
technical perspective. The downfall has been serious, more than 40%, and Oil finally found a low late December and has
since been rebounding. In this article, we lay out our prospective outlook for Oil and the Energy sector both for the next
few months and quarters.

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

L

ast Fall, Oil was at risk of a sharp correction (Brent in this graph). Indeed,
although the move since early 2016 had
been impressive, registering circa a 200%
recovery from its lows, prices were still
confined within our C Corrective targets
to the upside between 69 and 92 USD/
barrel (right-hand scale). At that time, following 2.5 years of uptrend, Oil was also
approaching important intermediate tops
on both the oscillator series of this long
term graph (upper and lower rectangles).
Such intermediate tops when they reach
Corrective targets to the upside without
exceeded them, are considered as having
met their resistance levels without surpassing them. Subsequent corrections are
often quite drastic. Going forward, in terms of timing, both oscillator series show slightly different sequences. While our long
term oscillators (lower rectangle) would suggest a correction that could last into late 2019 (lower rectangle), our medium term
oscillators (upper rectangle) are pointing to initial support points towards this Spring, possibly leading into a rally towards
the Summer of 2019. For now, we will focus on this closer inflection point and attempt to refine its timing using our Weekly
and Daily graphs.

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

W

e perform a similar analysis on WTI. Here two,
following 2.5 years of uptrend
and a strong move, prices found
resistance within our C Corrective targets to the upside
between 63 and 84 USD/barrel
(right-hand scale). The tops here
on both oscillator series (lower
and upper rectangles) are more
coordinated than on Brent. They
suggest that Oil could find support towards mid/late Q1 and
gradually start moving higher
during 2019 possible towards
2020. It is difficult for now to
assess if this new upside move
will manage to retest up towards
WTI’s resistance in the mid 80s. Technically, there is no reason why it should attempt to do so.
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Brent Oil (USD/barrel)
Weekly graph or the perspective over the next 2 to 4 quarters

O

n the Weekly graph, the
move down since October
has reached its initial support
zone, both in term of prices
and timing. Prices for now have
pretty much held the support
on an end of week basis, and
have rallied quite strongly from
their December lows. On the
timing front, Brent has reached
the early stages of a zone where
it could find support, between
early and late Q1 on both oscillator series (lower and upper
rectangles). We would however await further retests down
over the next couple of months, before prices could start
to rally into the Spring, towards the Summer. At this stage, we believe that a retest of last year’s highs towards midyear
may be possible, although not certain.

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

T

he Daily graph of Brent is
very similar to the one of
many other risk assets. The
sell-off since early October
has been impressive, yet still
leaves some untapped risk to
the downside on our I Impulsive targets down, potentially
below 52 and possibly down
to almost 40 USD/barrel (righthand scale). If these levels are
reached over the next couple
of months, the subsequent rally into the Spring (and Summer)
will probably find it difficult to
rapidly climb back towards the
highs made late October. Indeed, the support of our C Corrective targets to the downside
on the Weekly graph mentioned above will then have been broken, and theoretically Oil would have fallen back in a longer
term downtrend. On the timing front, both our oscillator series (lower and upper rectangles) suggest that the current rally
could die out between the 3rd week of January and mid February, and that oil could then retest down towards March.
Any move above 72 USD/barrel (above of C Corrective targets to the upside, right-hand scale) on the other hand, would
confirm that the correction period is behind us and that Oil is back in its longer term uptrend.
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S&P500 Energy Sector
Bi-monthly graph or the perspective over the next 1 to 2 years

F

ocusing on Energy stocks,
we first look at the US Energy sector. The rebound since
2016 has been quite weak and
over the last few months almost entirely retraced. In fact,
between 2016 and 2018, the
US Energy sector barely made
it back into its C Corrective targets to the upside in the 565
– 658 range (right-hand scale).
It now runs the risk of turning
impulsive to the downside
once again. This would be the
case if prices do break through
their 2016 lows. This is possible
as both our oscillator series
(lower and upper rectangles)
are currently weighing on price, probably for another couple of quarters at least. We would hence remain very prudent
on the sector for now.

European Energy Sector
Bi-monthly graph or the perspective over the next 1 to 2 years

T

he European Energy sector
seems better positioned.
The rebound since early 2016
has been quite strong and the
current correction for now is
labeled as just a retracement in
an uptrend. According to both
our oscillator series (lower and
upper rectangles) it could find
support towards this Spring
and possibly continue higher
well into 2020. Our I Impulsive
targets to the upside (righthand scale) are showing compelling potential above 400,
while our C Corrective targets
to the downside should provide
support between 300 and 250.
The European Energy sector is composed of larger, more integrated and international companies that their US peers. As such
they may appear less cyclical, less value driven and for now at least have shown stronger upside momentum throughout this
cycle.
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US Energy Sector vs the European Energy Sector
Bi-monthly graph or the perspective over the next 1 to 2 years

I

ndeed, comparing both, we
can see how much the US Energy sector has suffered since
2014 vs its European peers.
2014 was the year when the
Saudi maintained their production and supported lower
oil prices in an attempt to
protect their market share
against the rapidly expanding
North American fracking producers. Oil prices were divided
by three into late 2015, and
many fracking operations were
forced to halt operations while
some went into receivership.
The US Energy sector seems
to have never really recovered and its profile switched back from the extraordinary growth it enjoyed between 2010 and 2014 towards more Value
driven features. Large integrated European companies resisted much better, hence their outperformance since then. Going
forward, according to both our oscillator series (lower and upper rectangles), we expect the US Energy sector to continue
to underperform the European one, probably towards late this year. Its underperformance potential is still quite compelling (another 10 to 30%) as shown by our I Impulsive targets to the downside (right-hand scale).

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

W

e now compare both
the US and European
Energy sectors vs their regional
market indexes. We first start
with the US, which since 2017
has widely underperformed
the S&P500, even while oil itself has performed strongly. As
mentioned above, the US Energy sector is now very much
considered a Value sector, and
as the yield curve flattened
over the last two years, the US
Energy sector has lagged the
general market. Over the next
few months, however, this period of underperfomance may
be coming to an end. Indeed,
on both our oscillator series (lower and upper rectangles), we expect the US Energy sector to find a low vs the S&P500
between now and early Q2. It should then start to correct up towards midyear on a relative basis. Concomitantly, we also
expect the yield curve to start to steepen from mid/late Q1 as we explain in an other article in this issue of The Capital Observer (pages 29 to 36). Until this reversal eventually happens, the US Energy sector may yet continue to underperform
the S&P500, possibly by another 10% according to our I Impulsive targets to the downside (right-hand scale).
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European Energy Sector vs the Europe Stoxx 600 Index
Weekly graph or the perspective over the next 2 to 4 quarters

A

s explained above in this
article, the European Energy sector appears stronger than
the US one. It is also well positioned vs the European Stoxx
600 Index. On both oscillator
series (lower and upper rectangles), the uptrend since mid
2017 is still very much in place,
and we would expect the European Energy sector to resume
its outperformance soon,
probably during Q1, and then
towards mid year and the
Summer. Our I impulsive to
the upside (right-hand scale)
suggest that it could outperform the European Stoxx 600

Index by a further 10 to 20% from current levels.

European Energy Sector
Daily graph or the perspective over the next 2 to 3 months

O

n an absolute basis, a
bit more patience is required, however. As with most
equity markets, the European
Energy sector saw a sharp selloff from October to December
when it reached what could be
an intermediate low on both
our oscillator series (lower and
upper rectangles). The current
bounce could die out between
now and early February, followed by new downside pressure into March. The risk is still
quite compelling according to
our I Impulsive targets to the
downside (right-hand scale),
between 10 and 15%. We ex-

pect a similar risk and further retests on the wider European equity market.
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S&P Oil & Gas Exploration & Production / S&P Integrated Oil & Gas
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now move back to US markets
and a further cross-check of
the dynamics in the Energy sector. We
hereby compare the higher beta Oil &
Gas Exploration and Production segment to the more defensive Oil & Gas
Integrated Companies segment (usually larger companies). Over the last 3
years, the ratio never really managed
to break above our C Corrective targets
to the upside (right-hand scale), a sign
of weakness for the more cyclical end
of the O&G sector given the strong
moves we’ve seen in Oil prices. According to both our oscillator series (lower
and upper rectangles), the ratio is now
resuming lower once again. It could
continue to do so for another couple of months. We would hence intend to wait until late Q1 to venture into the more
cyclical ends of the US Energy sector. The Spring bounce that follows may then be quite interesting.

INDY - iShares S&P India Nifty 50 Index Fund / FXI - iShares FTSE China 25 Index Fund
Weekly graph or the perspective over the next 2 to 4 quarters

W

e perform one last timing crosscheck on Oil and the Energy
sector by comparing the India Equity
market to the MSCI China. Indeed,
India is the fastest growing marginal
consumer and importer of oil and its
market is more sensitive (negatively)
to gyrations in oil prices than China.
The ratio is usually negatively impacted by rising Oil prices (2016, H2 2017
to Q2 2018, August-September 2018),
while it benefits when Oil is falling
(H1 2017, May to July 2018, Q4 2018).
According to both our oscillator series
(lower and upper rectangles), we expect India to continue to outperform
China probably into late Q1, while our
I impulsive potential to the upside is still quite compelling (right-hand scale). This analysis would comfort our view that Oil
and the Energy sector remains under pressure until mid/late Q1 2019.
Concluding remarks
During September, we warned that a last run-up in Oil prices towards early October would probably be followed by
a sharp sell-off during Q4. Oil did correct more than 40% during this period. It is currently rebounding, yet further
downside retests are probably expected towards February/March. Indeed, our analysis suggest that both Oil and the
Energy sector probably remain under pressure into mid/late Q1. Following that, we expect a good bounce for all Oil
related themes into midyear. Within the wider sector and overall for 2019, we would favor the usually larger, more
integrated European Companies vs their US counterparts, as well as vs the more cyclical segments of the market. We
may reverse this positioning temporarily during the 2nd quarter.
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62 / Splicing the markets – Selected long term inflation/deflation ratios
The risk asset correction reached its climax a few weeks back, and for many, this may have been a wake-up call that amid FED
tightening, financial markets and the business cycle had reached a very mature stage. Yet, deflationary forces may have been
creeping in for quite some time, probably since early last year at least. In this article we highlight a few cross assets ratios and
their long term graphs, which we feel are revealing of this gradual deterioration which has been taking place.

Copper to Gold
Bi-monthly graph or the perspective over the next 1 to 2 years

T

he Copper to Gold ratio is one of the
market's favorite inflation / deflation
gauges. Following 2 years of reflation
between 2016 and 2017, it started to
roll-over early last year. Both our oscillator series (lower and upper rectangles)
are now suggesting that the downtrend
could continue into 2020. In the meantime, we are currently approaching an
important intermediate low, which may
validate the strong risk asset bounce
we expect (and highlight throughout this
issue of The capital Observer) from late
Q1 into the Summer. Following that, we
expect the deterioration to resume.

TRJCRB - Reuters CRB Future Price Index / Treasury Bonds 30 Years Future (Mar)
Bi-monthly graph or the perspective over the next 1 to 2 years

C

omparing Commodities to long term
Treasury Bonds is also a classical inflation/deflation bellwether. The cyclicality of this graph is less pronounced
that on the Copper to Gold one above
as Oil pretty much plateaued between
2011 and 2014 and then crashed. The
recovery since 2016 has also been weaker compared to previous amplitudes.
Yet, the main inflection points are still
valid, and here also after 2.5 year of reflationary uptrend, the ratio started to
turn down again mid last year. On our
long term oscillator series (lower rectangle), we expect it to resume lower
probably towards 2020. In the meantime, on our medium term oscillators
(upper rectangle), we are approaching
a Low Risk condition, which could trigger a bounce, probably from Q2 this
year into the Summer.
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LQD - iShares Investment Grade Corp. Bond ETF / IEF - iShares 7-10Y Treasury Bond ETF
Bi-monthly graph or the perspective over the next 1 to 2 years

T

he credit cycle also seems to
have started to turn. In this
graph we compare US Investment
Grade Corporate Bonds to Treasuries. The ratio peaked out early
last year and has since been moving
lower. On both our oscillator series
(lower and upper rectangles), we
expect this downtrend to continue towards 2020. In the meantime, our medium oscillators (upper rectangle) would suggest that
an important intermediate low is
near, and that Credit Spreads may
contract again, probably between
Q2 and this Summer. Following
that, we expect this deteriorating
trend to also resume for Credit.

MSCI Emerging Markets (EM) / Gold Spot (USD/oz)
Bi-monthly graph or the perspective over the next 1 to 2 years

A

few months back, we already
highlighted this ratio in a previous issue of The Capital Observer. Both Emerging Markets and
Gold on average show negative
correlation to the US Dollar across
the cycle. It is hence interesting to
compare them in order to carve
out the USD effect, and consider
them a rather pure risk-ON / riskOFF comparison. The ratio also
started to turn down early last
year, and here also, both our oscillator series (lower and upper rectangles) are suggesting that the
downtrend may continue lower,
probably towards 2020. Here
also, once again, our medium
term oscillators (upper rectangle)
are suggesting that an important
intermediate low may be near, which could trigger a strong bounce between late Q1 and the Summer. Following that, the
downtrend probably resumes with important downside potential (right-hand scale).
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AUD/JPY
Bi-monthly graph or the perspective over the next 1 to 2 years

T

he Australian Dollar is one of the more
cyclical currencies, while the Yen is the
more defensive. Their comparison is also
revealing of this cyclicality. The 2016/2017
reflation trade was short lived on AUD/JPY.
It lasted only between mid 2016 and the
Summer of 2017. Since then, the pair has
been resuming lower, and both our oscillator series (lower and upper rectangles)
would suggest that this downtrend could
also continue into 2020. Once again, here
an important intermediate low is approaching on our medium term oscillators
(upper rectangle), which will probably
trigger a Q2-Q3 bounce. Following that,
the downtrend resumes with compelling
I Impulsive downside potential (right-hand
scale).

EuroStoxx 50 in USD
Bi-monthly graph or the perspective over the next 1 to 2 years

F

inally, we look at another graph, which
we’ve highlighted before in The Capital
Observer, namely the EuroStoxx 50 Index
denominated in USD. Interestingly, it shows
the same cyclicality as the other long term
graphs featured above. A simple explanation
is that European markets are very cyclical
and value driven, and that their fluctuation
is also exacerbated by the fact that the US
Dollar remains a rather defensive currency.
What’s more deceiving is that European
equities haven’t created any capital gains for
US Dollar based investors over the last 10
years. As with the other graphs above, the
EuroStoxx 50 in US Dollars started to turn
down early last year. On our long term oscillators (lower rectangle), we expect that this
downtrend should continue into 2020. As
with the other graphs above, our medium
term oscillators (upper rectangle) are suggesting that we are currently entering an intermediate Low Risk situation. We would hence anticipate a bounce, probably between Q2
and Q3 this year, before the downtrend on the EuroStoxx 50 resumes towards next year.
Concluding remarks :

T

he long term graphs of the selected inflation/deflation ratios we’ve featured in this article (Copper to Gold, Oil to Treasuries,
Corporate Bonds to Treasuries, Emerging markets to Gold, AUD/JPY or the EuroStoxx 50 in US Dollars) all suggest a reversal of
the 2016-2017 reflationary trend, which may have started 12 months ago already. These downtrends now seem to extend into 2020,
where we would probably await the next cyclical low. In the meantime, and in accordance with the cross assets scenario we highlight
in this issue of The Capital Observer, we expect a strong reflationary bounce, probably between late Q1 and this Summer. Following
that, from this Fall, the dis-inflationary downtrend probably resumes into next year.
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65/ 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
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