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4/ Executive Summary
12 / Bond Yields and Yield Curves in 2020: rising yields in H1, with yield curve steepening for most of the year and lower repo rates
- Back in September we illustrated that tight systemic liquidity, makes for significantly lower bond yields, while ample liquidity has the
opposite effect of raising yields. We showed that changes in systemic liquidity have profound impact on the trajectory of bond yields.
However, the situation comes with a twist: institutional investors are familiar with the regular seasonality of liquidity flows so therefore
anticipate those expected changes. The effect: changes in bond yields lead the actual changes in Treasury Cash Balances by several days,
and that front-run lead varies greatly from one liquidity season to the next. If we are to parse the implications of the models, bond yields
should make a trough (though a higher trough) over the next 2/3 weeks, which provides the period corresponding to the late part of the
first week of January 2020.
It turns out that yield curves also respond to the imperatives of liquidity flows, almost in a similar manner to how bond yields react to
changes in liquidity flows. In reality, the response of bond yield curves to liquidity flows shows even higher fidelity compared to the
reaction of bond yields to the change rates of systemic liquidity. In the near-term, yields steepening, along with rise in yields, during Q1
2020. The US activity model however tells us that the 3Yr/10Yr yield curve will likely be steepening for the entirety of 2020. There will be
fluctuations of course, which we can catch with the liquidity models, but by and large we expect the back end to rise faster than the front.
Or in another scenario (but not our central scenario at this stage), but with similar outcome, the front-end sinks faster than the back-end
15 / Timing and Tactical Insight - Rates could bounce into the Spring, the yield curve into H2 2020 - US Treasury Yields along with
German Bund or JGBs Yields bottomed out in early Q4 and have since been bouncing. Going forward, we expect them to continue to do so
following a short consolidation period into year-end, perhaps early January. We then expect an intermediate top probably towards mid Q1,
and then perhaps further upside into the Spring. The US 10Y minus US 3Y yield curve spread should also bounce during this period. It also
shows a prospective intermediate top towards mid Q1 and then possibly another one into the Summer. The related Financials sectors (in
the US and Europe) has been bouncing since August on a relative basis. We expect them to continue to do so until mid Q1 in first instance.
Then, the outlook is more contrasted with potentially a correction towards the Spring, perhaps even midyear, and eventually a further
bounce into the Summer. Investment Grade Credit and High Yield still seem rather healthy, probably also into mid Q1 and then perhaps
for a second leg up into the Summer.
22/ US equities: a “perfect storm” of positive factors imply higher valuations until mid-year at least; looking for a short-term bottom
by early January: buy the dip - We have seen some truly bullish developments for equities in the past two weeks – a “perfect storm” of
positives, if you may, confirming our positive medium term outlook for equities. First and foremost, the Fed stated or implied that (1) they
are going to let inflation run hotter than before; (2) they won’t raise rates again until inflation becomes a major problem; and (3) they are
ready to cut rates if economic growth becomes an issue. This is the closest the Fed has said that it’s not going to tighten monetary policy
any time soon… if ever. For this reason alone, the stock market will be hitting lofty levels over the next 6 months at least.
The U.S. and China finally came to some sort of agreement on Phase One of a series of trade deal. The market has traded higher almost
non-stop throughout H2 2019 on the “rumor” of a trade deal being just around the corner. Maybe we will eventually get a “sell the news”
type of event, but the market will not correct significantly even if this happens. Just a short term correction/consolidation possibility that
we presented last month.
The Fed just implied that next year, it will buy an estimated $420bn Treasuries through open-market operations, or 40% of net issuance
(which includes Bills) as it continues implementing its balance sheet policy of building higher level of reserve balances and returning to an
all-Treasury portfolio. In coupon securities, analysts estimated the Fed will buy $153bn or 18% of net issuance next year. This has the effect
of pushing up bond yields, and that should trigger a migration to equities by investors.
Finally, the US economy continues to defy expectations of growth setback, and instead expanded into a record 11th year following its setback in 2008 (the worst since the Great Depression). We reckon that the economy still likely has at least another 12 months+ to run before
the next downturn starts, which means stocks likely will hold up in the coming months. All off these new developments are positive for
equities. There will be inevitable fluctuations, but it looks likely that equities (and bond yields) should be rising into the summer of 2020.
24 / Timing and Tactical Insight - Equities are still tending up, probably into H2 2020 - Despite their strong performance in 2019, we
all still very positive for equity markets into H2 2020. Equity markets should also outperform Treasuries until then. In the meantime, we
expect a slight retracement into Year-end, and then a new rally into mid Q1 (late January / February) when we would probably expect
an intermediate correction into late Q1 / early Q2. Geographically, we are quite neutral on the US Dollar which we believe has entered a
distribution period spanning between now and Q2 next year. Yet, shorter term, we would probably have a slight preference for Europe
and Emerging Markets over the US as their Daily graphs seem to show more remaining upside potential into late January / February. On
the sector front, we like the Nasdaq100, which still appears strong vs the S&P500 and remains in an uptrend for now vs Cyclical sectors.
Yet, these Cyclical sectors are very Oversold on a relative basis and stronger than Defensive sectors. They are probably a good short term
addition to any portfolio with a late January / early February time horizon.
31 / US Dollar: seasonality of liquidity flows and surging Core CPI should push DXY higher again after the current sell off -Last time we
discussed US Dollars in the October 2019 edition of The Capital Observer issue, we noted that seasonal changes in US systemic liquidity
have been a reliable forecaster of changes in bond yields, and by implication, also of changes in the exchange rate of the US Dollar. That
had enabled us to call the top of the US Dollar (DXY as proxy). The DXY fell right after the publication of that edition, stayed lower over the
following month, and has been following the contours of the various systemic liquidity models until today.
From June to early October, the DXY and yields have been on negative covariance, that is, the DXY firms when the yields fall, and vice versa.
We concluded at that time that the DXY had been rallying in the wake of falling yields, as a safe haven asset. Now, a positive covariance
between yields and the DXY has already reasserted, and so we are looking for yields and the US Dollar to bottom together sometime soon,
over the next few weeks. After that we should see the DXY and yields rising together until possibly, Q2 2020. We see this by extending the
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5/ Executive Summary
forecast horizon of the liquidity models until mid to late Q1 next year.
The US Dollar (DXY as proxy) also lags behind Core CPI by several months, so the current rise in Core CPI should be a positive factor for
the US Dollar, probably until late Q2 2020. We have shown our Core CPI analysis elsewhere in previous editions of The Capital Observer,
our conclusion being a sustained rise in the Core CPI until Q2 2020. That should also help the US Dollar, and after a few weeks of it lagging
behind inflation, the US Dollar should rise until mid/late Q1 2020.
34 / Timing and Tactical Insight - The US Dollar has probably started its distribution process - From our analysis of the various currency
profiles vs the USD (EUR, GBP, Commodity Currencies, Asian Growth Currencies, CHF and JPY), it appears that on many, the US Dollar
probably already started to roll over in H2 2019. GBP and some Commodity and Asian Growth Currencies appear the strongest (e.g. RUB,
NZD, TWD, KRW). Yet, shorter term, most profiles do point to an intermediate low on the US Dollar towards year-end this year, which
should trigger a bounce during January. EUR/USD, AUD/USD may retest down to their lows, respectively USD/CHF, USD/JPY, USD/NOK or
USD/BRL may retest up to their highs, NZD/USD could retrace down without making new lows, USD/CNY could retrace up without making new highs, GBP/USD could see only a slight retracement, while USD/RUB, USD/TWD and USD/KRW could only see a slight bounce.
Following that, the US Dollar could weaken again vs most currency pairs (yet rise vs JPY and CHF) into February. It then bounces again (yet
retraces again vs JPY and CHF) on risk-off considerations towards late Q1. Such is the nature of distribution processes.
42 / Crude Oil: The new bull market phase has started; Brent oil at $90.00/bbl in Q2/Q3 2020 is now very much on track as presented
- The basic story here is consistent across the board. At current prices, the industry is not sufficiently incentivized to continue increasing
production. And the big problem here is this: the only way to correct this situation is higher prices. The market is giving a very clear signal
that oil prices must rise for production to continue rising.
If we look at a summary of the main elements of the US oil supply and demand balance it looks supportive of the $90 Brent oil outlook
Refining runs – Neutral to bearish due to weak demand through year-end
Exports – Bullish due to ongoing growth and no demonstrated limit
Production – Bullish due to higher prices being the only cure
Imports – Strongly bullish due to additional contractions expected
The common element among most of the above elements is “bullish”. This is the theme of the market and the reason why crude oil is
currently up 15% from the lows of October – the balance is largely positive and whatever weak trends in place will be corrected by even
higher prices. Even the US-centric oil price analytical platform agrees with our thesis that Brent oil $90.00/bbl may be a viable target by
Q2/Q3 2020.
48/ Timing and Tactical Insight - Oil and Energy, very promising prospects for 2020 - As expected, Oil has indeed stabilized during the
Summer and since October has probably initiated a new uptrend. We believe it could last well into H2 2020 with targets towards, or even
above the October 2018 highs. Shorter term, Q1 may see an intermediate correction at some point, probably from February, yet the trend
then resumes higher from early / mid Q2 into the Summer. The Energy sectors in the US and Europe are still weak vs their respective
indexes, yet could be bottoming out in Q1 2020, while on a standalone basis we expect them to confirm their recent uptrend and start
moving higher again as early as January. All in all, we believe the whole Oil nexus should be strong next year. Our preference though in
terms of potential would probably go for Oil itself, rather than related equities. In the equity space, we would favor the US Energy sector
vs the European one (when hedged for currency risk) as it is higher beta and should outperform in a strong Oil and Energy scenario.
54 / Splicing the markets - Things To Know About Pozsar's Potential 'Repocalypse' At Year-End, Which 'May Precede' QE4 - Pozsar's
thesis is obviously hitching a ride on the seasonal tendency of liquidity flows at this time, and therefore has powerful underpinnings. The
conditions that he described as currently prevailing or will soon prevail in the shadow banking sector are also evident. His alarmist tone
may be unfortunate, but he has predicted the September "repocalypse" accurately, so it is foolhardy not to take precautions, or at least
be mindful of the data that we highlighted that could provide advance warning of danger.
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6/ Mapping the markets
Last month, we expected risk assets to continue their rally into late November / early December where they could reach an
intermediate top. We then expected a short and rather shallow retracement period. This retracement was indeed very short
and shallow (shorter than we had expected) and the triple positive outcomes of the UK parliamentary elections, the FED’s
guidance to keep rates at current levels until late 2020 and the apparent conclusion of a Phase One US-China deal last week
did ignite yet another strong risk asset blow-off. We had also expected the US Dollar resume its uptrend from December
while Defensive assets could see a slight bounce. The former was incorrect, the later was rather short lived. Rates were
weaker than we had expected but have since caught up, Gold held up better than we had anticipated, Oil did push higher,
USD/JPY did test its resistance around 1.10. All in all, the cyclical rally still seems very much alive when we had expected it to
consolidate slightly during December. It may still do so until late December, perhaps early January.
Going forward, we expect the current risk assets rally to continue until late January, perhaps mid Q1. Equity, yields and yield
curve spreads may still see some consolidation into year-end / early January, yet should resume higher thereafter (Buy the
Dip). The S&P500 could reach 3'300 over the next couple of months, the EuroStoxx 50 potentially 3'900, the US10Y should
break above 2.1% and the yield curve should steepen accordingly. Cyclical themes such as Energy, Materials, Industrials or
Financials should be strong into mid Q1, while high beta profiles such as the Nasdaq 100 should also outperform. We also
have a slight preference for Europe and Emerging Markets over US Equities. Indeed, the US Dollar probably remains under
pressure until year-end, it then attempts to bounce into early/mid January, but then probably continues lower into mid Q1
vs the more cyclical currencies (e.g. GBP or some Asian Growth and Commodity currencies). On the other hand, vs more
defensive currencies such as the Yen or the Swiss Franc, the US Dollar probably remains quite strong into late January, even
early February. EUR/USD could be somewhat in the middle with a correction down from year-end into mid/late January, and
then a further bounce into February. Oil should continue to rise into January at least, Gold could still retrace down to the
lower 1'400s USD/oz.
From mid/late Q1, risk assets could top out and enter a correction phase. It could last into late Q1, perhaps early Q2. The US
Dollar should rebound, Commodities and Cyclical assets should correct. Yield and the Yield curve could retrace. Yet, our long
graphs on Equities and on Equity to Bond ratios suggest further upside into H2 2020. We would hence anticipate a further
risk asset rally of some sort from early/mid Q2 into the Summer.

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

US Equity markets are still uptrending probably until late January / February (towards
circa 3'300). In the meantime, they may see a
slight consolidation towards year-end.

Towards mid Q1, US Equity markets
should make an intermediate top and
then correct down into early Q2, they
could then rise again into the Summer.

European Equity markets are still uptrending probably until late January / February
(towards circa 3'900). In the meantime, they
may see a slight consolidation towards yearend.

Towards mid Q1, European Equity markets should make an intermediate top
and then correct down into early Q2,
they could then rise again into the Summer.

Emerging markets could also move higher into late January / February, possibly 5 to 10%
higher. Some retracement is also possible towards year-end.

Towards mid Q1, Emerging markets
should make an intermediate top and
then correct down into early Q2, they
could then rise again into the Summer.

Following some retracement towards yearend, US10Y Yields should rise into late January / February and probably break above
2.1%, potentially towards the mid 2s %.

US10Y rates could also see some retracement towards mid/late Q1, yet
could attempt a further bounce into Q2.
The mid 2s % remains the target.

Following some retracement towards yearend, German 10Y Bund yields should rise into
late January / February and probably break
above -0.2%, potentially towards positive
territory.

Bund rates could also see some retracement towards mid/late Q1, yet could attempt a further bounce into Q2. Positive
territory remains the target.

Underweight

Neutral

Overweight

Strong Overweight

Main Equities
World markets
p 22, 24-26

Global Equity markets are in blow-off mode, we expect them to continue higher into late
January, perhaps mid Q1. The S&P500 could reach up to 3’300s, while the EuroStoxx 50
could push up to 3’900. Shorter term, some retracement could materialize towards year-end,
perhaps early January, yet it should be short lived.
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Main Regional picks
p 28

Europe and Emerging markets seem to indicate more upside potential than the S&P500 into
late January / mid Q1. Japan should also profit for a weaker Yen. We would hence have a
slight preference for Global markets vs the US.

Emerging markets
p 27

Indeed, Emerging Markets seem to show strong potential on our daily graphs into late
January, perhaps mid Q1. Some of their currencies also seem quite strong vs the US Dollar
over this period. We would hence slightly Overweight them.

Volatility

VIX is reaching the 12 handle once again. It may bounce slightly towards year-end, but
probably remains in a downtrend towards late January.

Government Bonds
US & European Benchmarks Treasury and Bund yields could see some retracement towards year-end, perhaps into early
January. However, we don’t’ expect a strong dip. From early January, they should resume
p 12, 13, 15, 16

their uptrend towards late January / mid Q1. US10Y Treasury should break above 2.1%,
possibly travelling up to the mid 2s %, 10Y Bund yields should move above -0.2%, possibly
towards positive territory.

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

Equity / Bonds

Next 2 months

3 to 6 months ahead

US

Following some retracement towards yearend, the ratio of US Equities to Treasuries
should resume higher into late January / February.

Towards mid Q1, the ratio should make an
intermediate top and then correct down
into early Q2. It could then rise again into
the Summer.

Europe

Following some retracement towards yearend, the ratio of European Equities to Bund
should resume higher into late January / February.

Towards mid Q1, the ratio should make an
intermediate top and then correct down
into early Q2. It could then rise again into
the Summer.

Duration

Following some retracement towards year- Towards mid Q1, yield curve spreads should
end, yield curve spreads should resume high- make an intermediate top and then correct
er into late January / February.
down into early Q2. They could then rise
again into the Summer.

Credit

Credit spreads should continue to push lower Credit spreads could bounce during mid/
into late January / February.
late Q1 as risk assets retrace. From Q2,
they should then resume higher into the
Summer.

TIPs/Treasuries

Following some retracement towards year- The TIPs vs Treasury ratio could retrace
end, inflation expectations could resume during mid/late Q1. From early Q2, it then
higher into late January / February.
resume up towards the Summer.

Oil

Oil could see some retracement late Decem- Following some retracement during mid/
ber / early January, but should generally rise late Q1, Oil should reaccelerate up during
strongly until late January / February (targets Q2 and Q3 and could test its 2018 highs.
above 62 on WTI, towards 70 on Brent).

Industrial metals

Industrial metals and Copper could see some Industrial metals and Copper may then reretracement into year-end. They should then trace with risk assets during mid/late Q1,
rise into late January / February (target 6'400 before resuming higher into the Summer.
on Copper).

Gold

Gold could hold up until year-end in the
high 1'400s (USD/oz). It then probably drops
down to the mid, perhaps the low 1'400s by
late January / February.

Legend:

Strong Underweight

Underweight

Neutral

Gold bounces during mid/late Q1, yet the
US Dollar could also see a rebound (back to
the mid/high 1'400s ?). Once the US Dollar
falls from early/mid Q2, Gold should continue to rise.

Overweight

Strong Overweight

Equity to Bond Ratios
US & Eurozone Market

With rising Equities and rising yields, the Equity to Bond ratios should also rise into late
January / mid Q1.

Fixed Income Dynamics

Duration (10Y - 3Y/3M)
p 13, 14, 17

US Yield curve spreads could see some retracement with yields towards year-end, perhaps
into early January, but should then rise consequently into late January / mid Q1, as longer
term yields rise and short term yields probably remain stable (i.e. the FED has announced
that Federal Fund rates will probably be capped at current levels throughout 2020).
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Credit
p 21

Credit spreads are still narrowing and could continue to do so until late January / mid Q1 in first
instance.

Rate Differentials

The US rate differentials vs the rest of the world are temporarily Oversold and could attempt to
bounce into Q1.

Tips

The TIPs / Treasury inflation breakeven ratio should continue higher, along with cyclical assets, into
late January / mid Q1 in first instance.

Commodities
Oil
p 42-47, 48-49, 53

Oil may rise into late 2020 and potentially even retest its 2018 highs. Shorter term, it probably moves
up into January at least and should break above its resistance at 62 USD/barrel on WTI, and perhaps
even above its 70 USD/barrel on Brent.

Industrial metals

Copper and Industrial metals could see some retracement towards year-end. Early next year, they
should start rising again into late January / mid Q1. Copper may reach towards 6.400 USD/ton by then.

Gold & PMs

Gold and precious metals have held up quite nicely since early November. Going forward we would
expect slightly lower bond yields into year-end while the US Dollar remains under pressure. Precious
metals could hence continue to hold up or even bounce. From early next year, we expect the US Dollar
to bounce (especially vs defensive currencies) and rates to resume their uptrend. Gold and precious
metals could then correct down again. Initial support is in the low 1’400s.

Agriculture

Agricultural Commodities have been strong lately. Yet, could also see some retracement towards yearend. Following that, they should rise again into mid Q1.

Foreign Exchange
3 to 6 months ahead

Next 2 months

USD vs

EUR vs

EUR

EUR/USD corrects down from year-end into early/mid During mid/late Q1, the US Dollar may bounce
January and then bounces again into late January/Feb- again vs the EUR, EUR/USD may retest down toruary. We believe it will pretty much remain in its cur- wards 1.09.
rent 1.09 - 1.12 range.

GBP

GBP/USD should continue its upside momentum quite GBP/USD could then retrace down a few figures as
linearly towards 1.39 until late January / February.
risk assets correct during mid/late Q1.

JPY

USD/JPY probably tests above 110 and perhaps up to USD/JPY probably corrects down during mid/late
112 into late January/February
Q1 as risk assets come under pressure.

CHF

USD/CHF could move slightly higher into mid, perhaps USD/CHF probably corrects down during mid/late
late January, back above parity, but then probably Q1 as risk assets come under pressure.
reverses down during February.

GBP

EUR/GBP continues down into the low 0.80s / high 0.70s EUR/GBP probably bounces slightly during mid/
until late January / February.
late Q1 as risk assets correct.

JPY

EUR/JPY probably rises into late January / February, EUR/JPY then corrects down again towards the low
above 122 and possibly up to 124.
120s as risk assets come under pressure towards
mid/late Q1.

CHF

EUR/CHF probably rises moderately towards 1.11 into EUR/CHF then reverses down to the 1.10 - 1.08
late January / February.
range during mid/late Q1 as risk assets correct.

GBP vs JPY
CHF

Legend:

GBP/JPY probably rises into late January / February and During mid/late Q1, GBP/JPY retraces down to the
probably reached 150.
high/mid 140s as risk assets correct.
GBP/CHF probably rises into late January / February to During mid/late Q1, GBP/CHF retraces down to the
the 1.35 - 1.40 range.
low 1.30s as risk assets correct.

Strong Underweight

Underweight

Neutral

Overweight

Strong Overweight
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US Dollar
p 31-32, 40

The US Dollar’s persistent weakness since late September could find some relief towards year-end. The Dollar
Index could then bounce during early/mid January, perhaps into late January. It could then see a further
period of weakness into February before bouncing again towards mid/late Q1 as a more risk off environment
materializes. Indeed, we believe the US Dollar may have started a distribution process in Q4, which could span
into late Q1 / early Q2.

Euro
p 34

The current rebound on EUR/USD (its second one since late September) could reach a new top between now
and year-end. Until then, it may attempt to retest its 1.12 resistance, yet should then reverse down, probably
towards early/mid January, perhaps late January (possibly to below 1.10 once more). EUR/USD could then
bounce again into mid Q1 before correcting down towards late Q1 / early Q2. Such price action may constitute
a worthwhile accumulation pattern to move higher from mid Q2 towards H2 2020. Vs the Yen or the Swiss
Franc, the Euro should follow risk assets higher into late January / mid Q1 (possibly towards 124 on EUR/
JPY, towards 1.11 on EUR/CHF), before reversing down towards late Q1 / early Q2 as risk assets may start to
correct.

Yen

USD/JPY may retrace slightly until year-end, but should then push higher in January, probably breaking above
its 110 resistance. It may even reach 112 by late January / mid Q1. It then retraces down, back below 110
towards late Q1 / early Q2 on risk-Off considerations.

Sterling
p 35

Sterling has shot up vs all currencies following the Tories clear victory in the UK Parliamentary Elections. GBP/
USD could continue higher into late January / mid Q1 towards the 1.35 – 1.39 range, while EUR/GBP could dip
to the low 0.80s / high 0.70s. Following that, GBP could retrace back a few figures towards late Q1 / early Q2
as a potential risk assets correction takes hold.

Oil &
Commodities
currencies
p 36-37

Commodity currencies (our equal weighted portfolio containing AUD, BRL, CAD, NOK, NZD, RUB, CLP and ZAR)
look strong on average vs both the US Dollar and the Euro into mid Q1. In the meantime, they may retrace
slightly from late December into early/mid January. NZD or RUB seem particularly strong.

Asian
currencies
p 38-39

Our Asian Growth equal weighted portfolio (CNY, INR, KRW, THB and TWD) also seem strong vs the US Dollar
and the Euro into mid Q1. Here also a short period of retracement may materialize towards year-end / early
January. Yet, Asian currencies then resume higher towards mid Q1. TWD and KRW seem particularly strong.

p 32, 41

Equities Markets Segmentation
Core Sector Weightings

3 to 6 months ahead

Next 2 months

Defensive profiles may still see a slight From mid/late Q1, Defensive profiles may
bounce towards year-end. We would then outperform as risk assets could correct infavor Growth and Cyclical profiles into late to late Q1 / early Q2.
January / February.

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)

Defensive profiles may still see a slight From mid/late Q1, Defensive profiles may
bounce towards year-end. We would then outperform as risk assets could correct infavor Growth and Cyclical profiles into to late Q1 / early Q2.
late January / February.

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 14, 18-20, 29-30, 50-53
Please read the detailed allocation comments in our time frame boxes above.
Equity markets are currently in blow-off mode. This strong move could see some retracement between now and year-end.
Yet, equity markets could then rise again into late January / mid Q1. Hence, although Defensive sectors may make a slight
come back over the next couple of weeks, we would favor Cyclical and High Beta sectors in our allocation into late January
/ mid Q1.
Following that, mid/late Q1 could see a risk asset correction. We would hence gradually switch to Defensive sectors from
mid Q1, possibly into late Q1 / early Q2.

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

Although Defensive regions may hold up From mid/late Q1 we will favor the US and
until year-end, we would favour more cy- Defensive regions once again, problably inclical ones into late January / February and to early Q2
neutralize the US.
Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight

Strong
Underweight

Underweight

Neutral

Overweight

Strong
Overweight
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Main Country Allocation
p 28

Please read the detailed allocation comments in our time frame boxes on the previous page.
Similarly to the sector mix above, we would favor more Cyclical geographies into late January / mid Q1. Germany, Japan and
possibly China would be our favorites, while we would probably look to underweight Switzerland, the UK and Canada from
year-end. We would probably keep the US as neutral in our allocation as we believe the US Dollar has probably started a
distribution phase.
From mid Q1, we would expect some retracement on risk assets and would hence switch back to more Defensive regions
and underweight more cyclical ones.
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

Although some retracement may still ma- During mid/late Q1, we expect a risk asset
terialize towards year-end, we would favor correction and would hence favor more
cyclical and high beta profiles into late Jan- Defensive profiles, probably into early Q2.
uary / February.

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 29
Our Factor and Themes allocation would also favor Cyclical, higher beta and Value themes towards late January / mid Q1. We
hence would overweight the Nasdaq, the Russel 2000, US value, European Small caps or Diversified Mining until then. We
would also underweight Defensive themes from year-end.
From mid Q1, we would gradually switch back to these Defensive themes as we expect a risk asset correction to materialize.
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12 / Bond Yields and Yield Curves in 2020: rising yields in H1, with yield
curve steepening for most of the year and lower repo rates
Bond Yields

Original chart in the September 2019 Capital Observer

T

he last time we discussed yields and
yield curves was in the September
edition of The Capital Observer. We said
then:

I

t was also very obvious by early
September that the dire conditions that
precede a recession (the rationale for all
that bearish talk) were already on to a
remarkable recovery at that time. Those
conditions have improved even more, and
so we have come to a conclusion that the
feared recession event will not happen over
the next four quarters. We discussed this in
another article in this issue of the Capital
Observer (“It looks like the "recession" is
over before it even started: monetary,
fiscal stimuli to push economic recovery This is how the graph looks like today:
into Q2 2020, at least”). We illustrated
that theme with the 1st chart on this page.

H

owever, the key driver to this shift in
market tone in early September was
the sudden reversal in the direction of
bond yields. Many explanations have been
forwarded for this shift, but the most direct
and most cogent rational can be found in
the shift in systemic liquidity conditions
after the US debt ceiling crisis has passed,
and the US Congress and the US Treasury/
Mr. Donald Trump agreed on resumption of
spending protocols.

A

lso, Congress returned to work last
week after their summer vacation.
This means that they can start authorizing
spending bills and also passed the budget Original graph in the September 2019 edition of The Capital Observer
deal that was agreed recently together
with a two-year suspension of the debt
ceiling . . .The resolution of the debt crisis
cap, and the return of the Congress from
holidays effectively reversed that artificial
cum seasonal liquidity drought – with
spectacular negative consequences for
many Money Managers who overstayed
the long bond trade. We explain the
mechanics of that reversal in the latter part
of this article.

B

ack in September we illustrated that
tight systemic liquidity, as we illustrate
in the updated graph below, makes for
significantly lower bond yields, while
ample liquidity has the opposite effect of
raising yields. This is what we showed then
(see 3rd graph on this page)
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T

he 1st graph on this page, and This is how the graph above looks now, with the forecast horizon of the liquidity
similar graphs like this one, show models extended to end of March 2020
that changes in systemic liquidity have
profound impact on the trajectory of
bond yields. However, the situation
comes with a twist: institutional investors
are familiar with the regular seasonality
of liquidity flows so therefore anticipate
those expected changes.

T

he effect: changes in bond yields
lead the actual changes in Treasury
Cash Balances (brown line, 1st graph
on this page) by several days, and that
anticipation lead varies greatly from one
liquidity season to the next. That of course
introduces a lot of uncertainty over the
very short-term outlook for bond yields.
But if we go to the seasonal outlook (which
can be as short as 4 weeks to as long as 10
weeks), we do have a good understanding
of what bond yields will likely do longer
term.

I

f we are to parse the implications of the
models shown in the 1st graph on this
page, bond yields should make trough
(though at a higher level then previous
through) two to three weeks from now,
which provides the period corresponding
to the late part of the first week of
January 2020.

Bond Yield Curves

N

ow that we have a picture of what
to expect for bond yields, how do
we obtain yield curve outlooks from
prospective changes in yields in response what happens to yield curves (and by
to projected variations in liquidity flows? implications, to bond yields)?
Simple. It turns out that yield curves also
he Capital Observer has shown
respond to the imperatives of liquidity
some variations of these yield curve
flows, almost in a similar manner to how
bond yields react to changes in liquidity
flows. We show that in the 2nd graph on
this page.

T

models (see below) in previous issues.
With the passage of time, we have made
some minor changes, adjusting the
calibration of models versus risk asset

I

n reality, the response of bond yield
curves to liquidity flows shows even
higher fidelity compared to the reaction
of bond yields to the change rates of
systemic liquidity. So it also makes much
sense if we project the implications of
systemic liquidity to macro-economic
conditions as well, as its impact is not
limited to risk asset prices.

W

hat liquidity models provide
insofar as the yield curve outlook
are seasonal trends. But what about
longer-term, more encompassing view of
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prices. We re-introduce the model which Zoomed View
shows the impact of broad economic
activity on yield curves, and subsequently
on the expression of the Federal Reserve’s
reaction function --- the Fed Funds Rate
(see last graph on previous page).

W

hat this model tells us is that the
3Yr/10Yr yield curve will likely
be steepening for the entirety of 2020.
There will be fluctuations of course,
which we can catch with the liquidity
models, but by and large we expect the
back end to rise faster than the front. Or
in another scenario but not our central
scenario, but with similar outcome, the
front-end sinks faster than the back-end.

H

ere is another model (2nd graph on
this page), which we have shown in
early The Capital Observer. This construct
uses the way how commercial banks and
other large commercial traders, hedge
their balance sheets (assets and liabilities).

L

ong eurodollar contracts hedge
vs falling rates; short eurodollar
contract hedge vs rising rates. Simply
put: commercial banks hedge ASSETS
from falling rates, and hedge LIABILITIES
from rising rates.

I

t is interesting to note that these large
commercial traders have been very
successful in carrying those hedging
operations, so The Capital Observer
decided to use their prowess to model
the outlook for repo rates, bond yields,
and bond yield curves. The outlook
for the banks’ hedging portfolios: (1) a
steeper yield curve until late 2020; (2)
lower bond yields by H2 2020; and (3)
generally falling repo rates during 2020.

A

n interesting side note is that the
banks’ hedging portfolio also provides
a wealth of advance information about
how the banks’ equity valuations, or
about how the entire financial sector, will
fare during the life of the hedges. Result:
it looks dismal for the financial industry in
2020 (see 3rd graph on this page).

O

ur analysis: it is not so much the
hedges which make the difference.
What does make a lot of difference is
that the change in the hedges reflect the
commercial traders’ general outlook for
the economy. The last time the hedges
fell sharply was during the 2001 and

2008 recessions. This time, the cascade
of the hedges implies a much larger
dislocation in the economy, from the
point of view of the banks and large
commercial traders. That’s the gut

response from these professional
traders, so it behoves us to pay close
attention to the lead of the liquidity
models in showing the twists and
turns of bond yields and yield curves.
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15 / MJT - TIMING AND TACTICAL INSIGHT
Rates could bounce into the Spring, the yield curve into H2 2020
Following their climax low in August, we expected rates to initiate a bounce during the Autumn as green-shoots were starting to
appear in the US economy. Now that some of the residual geopolitical risks have dissipated with the Tory victory in the UK parliamentary elections and the promise of a Phase One US/China trade deal, we expect this move up on rates to continue into next
Spring at least, as the US economy gradually gathers steam. In this article we review our prospects for rates in the major economies,
for the related yield curves as well as for the Financials sector and Credit.

US10 Years Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

O

n both our oscillator series (lower
and upper rectangles), the US10 Year
Benchmark Bond yield made an important
intermediate low early Q4. On our medium term oscillators (upper rectangle),
we expect a first push higher into mid Q1
and then possibly another one into next
Spring. Our long term oscillators (lower rectangle) would point to a more linear/sustained progression into early Q2. On the
target front (right-hand side), this uptrend
into the Spring may reach back to our C
Corrective targets to the upside in the
2.3 – 2.7% range. Following that, from this
Spring, our model suggests that the US10Y
yield could resume its downtrend into late
next year. We believe this may come as a
consequence of a FED which may turn dovish again (thereby possibly suggesting further rate cuts, trigger?). If this is correct, and we have much time to confirm it until then, US10Y
benchmark Bond yields could then retrace down towards the 1.3 – 0.7% range during H2 2020.

US10 Years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

S

horter term, on the Daily graph, this
uptrend in the US 10Y yield is still
in its early stages. It may have finished
a first leg up early November and on
both oscillator series (lower and upper
rectangles), we expect it to see some
retracement into year-end. Following
that, we expect the US 10 Year yield to
resume its uptrend from early January,
probably into late January / February in
first instance. By then, we believe that
the US10Y yield could test above the
higher end of our C Corrective targets
to the upside around 2.1% (right-hand
scale). This would open the door to much
higher targets (the 2.3 – 2.7% mentioned
above on the Weekly graph) over the
next 6 months.
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German 10Y Bund yields
Daily graph or the perspective over the next 2 to 3 months

L

ooking to other regions, we
first consider the German 10
Y Bund yield, which seems more
advanced than the US 10Y Treasury yield on a volatility adjusted
basis. Indeed, it is already getting
quite close to the resistance of
the upper end of our C Corrective targets to the upside (righthand scale). Here also, both our
oscillator series (lower and upper rectangles) are suggesting a
period of consolidation (range
bound price action) towards year-end and perhaps into
early January. Following that,
the uptrend probably resumes
towards an intermediate top in
February. By then, similarly to the US 10Y Treasury yield, we expect the German 10Y Bund yield to have tested above the
upper end of our C Corrective targets to the upside (-0.2%, right-hand scale), thereby opening the door to higher targets
over the next 6 months (probably into positive territory).

Japanese 10Y Government Bond Yields
Daily graph or the perspective over the next 2 to 3 months

O

n a volatility adjusted basis, the Japanese 10Y Government Bond Yield is even
more advanced as it has made
it well above the resistance
of our C Corrective targets to
the upside and is now eyeing
I Impulsive up potential in the
0.0 – 0.1% range (right-hand
scale). The timing here is similar to what we expect on the
US Treasury and Bund yields
with a consolidation which
could take place between late
December and early January
and then a further push higher
into February, perhaps even
March.
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US10Y – US3Y Treasury Bond Yields Spread
Weekly graph or the perspective over the next 2 to 4 quarters

O

ver the last few issues of
The Capital Observer, we
had expected that at some point
towards late Q4 / early Q1, the
US10Y – US3Y yield curve spread
could start to flatten again. Given that we are positive on longer term rates and that US short
term rates (US3M) will probably
not rise significantly over the next
few months, we believe that this
projection was probably too negative. This positive switch in our
scenario is also comforted by the
fact that our I Impulsive targets to
the downside on this yield curve
spread (right-hand scale) were
already achieved last August.
Hence, we would now favor the projection we show on our medium term oscillators (upper rectangle). It suggests that
the US10Y – US 3Y spread is in a nascent uptrend, that it will probably rise towards an intermediate top mid Q1, and
then, following some retracement into Q2, could even rise again into the Summer. Our I Impulsive targets to the upside
indicate steepening potential towards the 0.4 – 0.6% range which probably coincides quite well with our 2.3 to 2.7% upside
targets on the US10Y Treasury yield above.

US10Y – US3Y Treasury Bond Yields Spread
Daily graph or the perspective over the next 2 to 3 months

O

n the Daily basis, the US10US3Y Treasury Yield spread
topped out in early November
and has since been consolidating. On both oscillator series
(lower and upper rectangles),
we expect it to continue to do so
until year-end. Following that, it
should resume its uptrend, probably towards late January / February in first instance. By then,
the spread should break above
the resistance of the upper end
of our C Corrective targets to the
upside (right-hand scale) around
0.24%, thereby opening the door
to much higher targets, which we
can calculate in the 0.35 – 0.45%
range (or 1.3 to 1.7 times our historical volatility measure “Delta”, here at 0.24% - middle rectangle, right-hand side – added
from the graph’s low point at 0.046%).
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S&P US Financials sector vs the S&P500 index
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now turn to the related US Financial
sector and consider its relative graph vs the S&P500 Index. The ratio flirted with the
support of our C Corrective
targets to the dowside (righthand scale) during Q2 and Q3
this year, but seems to have
held. It is now attempting to
resume higher. According to
our medium term oscillators
(upper rectangle) it should
push up into mid Q1 in first
instance. This zone also corresponds to a High Risk situation
on our long term oscillators
(lower rectangle). Hence, this
top zone is quite important. A further push higher on our medium term oscillators (upper rectangle) from mid Q2 into the
Summer is not impossible yet still quite uncertain.

S&P US Banks vs S&P US Financials sector
Weekly graphs or the perspective over the next 2 to 4 quarters

T

he more specific S&P
Banking Index (ex Insurance Companies or other
Financials) has been more dynamic vs the S&P500. The ratio
bottomed mid Q3, pretty much
on the support of our C Corrective targets to the downside
(right-hand scale) and started
to bounce. It could now continue higher into mid Q1 in first
instance on our medium term
oscillators (upper rectangle).
Here also, our long term oscillator (lower rectangle) do lead
us to be prudent when considering further upside into the
Summer. Indeed, the sequence
since Q3 2018 is quite clear and is currently in a correction to the upside. It may then resume lower from mid Q1 into the
Summer.

18

S&P Banks
Daily graph or the perspective over the next 2 to 3 months

S

horter term and on an absolute basis, the S&P500
Banks Index has entered a High
Risk position on our long term
oscillators (lower rectangle).
Hence the uptrend is already
well advanced, and the risk/
reward is rather neutral. That
said, on our medium term oscillators (upper rectangle), we
expect one further extension
into late January / February, possibly following a short
consolidation period into
year-end. Our I Impulsive targets (right-hand scale) to the
upside for this continuation
trade would indicate potential

upside towards the 376 – 401 range, or 2 to 7% higher than today.

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

I

n Europe, when comparing
the Europe Stoxx Banking Index vs the Europe Stoxx 600,
the timing seems rather similar.
Indeed, on our long term oscillators (lower rectangle), the
ratio is currently bouncing. It
could continue to do so until
mid Q1. Similarly, the sequence
we show on our medium term
oscillators (upper rectangle) is
also bouncing, also probably
until mid Q1. Following that,
the downtrend on European
Banks vs the Europe Stoxx
600 could resume into mid
Q2 at least (upper rectangle),
yet could then see another
bounce into the Summer.
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European Banks Stoxx Sector
Weekly graph or the perspective over the next 2 to 4 quarters

O

n an absolute basis, European Banks have also
been bouncing. This bounce
could soon reach a top on our
long term oscillators (lower
rectangle), yet may extend
slightly further into mid Q1 on
our medium term ones (upper rectangle). The rebound
is hence probably not quite
over yet. That said, during
Q1, the top we expect on our
long term oscillators (lower
rectangle) should gradually
start to weigh on prices. The
retracement (from mid Q1)
could then last into the Spring,
perhaps mid year as shown on
both oscillator series.

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

S

horter term, on an absolute basis, the European
Banking is less advanced than
the US one. On both oscillator series (lower and upper
rectangles), its uptrend is
currently consolidating, probably into late December,
before it resumes higher into
late January / February. By
then it should make it above
the upper end of our C Corrective targets to the upside
around 140 (right-hand scale).
Yet, given our rather prudent
scenario above on the Weekly
graph, we wonder if it will be
able to achieve our I Impulsive target range (154 – 166) given the short time period left until an important top is made at some point in February.
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US Investment Grade Corporate Bonds vs US Treasuries
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now turn to Credit market and first consider the
ratio of US Investment Grade
Corporate Bonds (LQD ETF) to
US Treasuries of a similar duration (IEF ETF). This ratio has seen
a strong acceleration since June
and according to our medium oscillators (upper rectangle) should
continue higher into early/mid
Q1. This is reassuring for now for
the state of the current risk-assets
bull market. It then makes an initial top mid Q1 and consolidates
down into early/mid Q2. In line
with the sequence we show on
our long term oscillators (lower
rectangle), it could then resume
its uptrend once again into H2 2020. Our I Impulsive targets to the upside suggest that the upside potential is not exhausted
yet, with 2 to 4% of possible further outperformance of Investment Grade Corporate Bonds vs Treasuries.

US High Yield
Daily graph or the perspective over the next 2 to 3 months

F

inally, we look at US High Yield
Bonds (HYG ETF), which have
been consolidating in a range
since June. Indeed, since then
prices have remained comfortably above the support of our C
Corrective targets to the upside
(right-hand scale). According to
both our oscillators series (lower
and upper rectangles), we now
expect High Yield to resume its
uptrend from late December
into late January / February. The
upside potential we can calculate is towards the 88.2 and 89.5
range (or 1.3 to 1.7 times our
historical volatility measure “Delta” – middle rectangle, right-hand
side - added to the graphs low at 83.98). This 1 to 2 % potential is rather decent given a distribution yield on this ETF of almost
5% yearly.
Concluding remarks:
US Treasury Yields along with German Bund or JGBs Yields bottomed out in early Q4 and have since been bouncing. Going
forward, we expect them to continue to do so following a short consolidation period into year-end, perhaps early January.
We then expect an intermediate top probably towards mid Q1, and then perhaps further upside into the Spring. The US
10Y minus US 3Y yield curve spread should also bounce during this period. It also shows a prospective intermediate top
towards mid Q1 and then possibly another one into the Summer. The related Financials sectors (in the US and Europe) has
been bouncing since August on a relative basis. We expect them to continue to do so until mid Q1 in first instance. Then,
the outlook is more contrasted with potentially a correction towards the Spring, perhaps even midyear, and eventually a
further bounce into the Summer. Investment Grade Credit and High Yield still seem rather healthy, probably also into mid
Q1 and then perhaps for a second leg up into the Summer.
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22 / US equities: a “perfect storm” of positive factors imply higher
valuations until mid-year at least; looking for a short-term bottom
by early January: buy the dip

T

he last time we discussed the US
equity markets in August 2019,
when we focused at the series of
jackhammer blows which felled the
markets after the Fed cut rates. Bond
yields have bounced back after falling
over the previous three months. But
there were no clear indications of a
more sustainable recovery. We said
then:
“. . .falling bond yields have been
responding to the imperatives of
declining growth, which we expect to
bottom in Q3, this year. The rising stock
market, on the other hand, has been
responding to hopes that the Fed cut
rates, in response to the dismal growth
prospects which they believe face the
US and global economy. The point was
that the enthusiasm of equity investors
was based on expected bad news, but
the Fed can only do so much until those
expectations are born out. The reality
was that central bank won’t be able to
cut much in the face of still robust jobs
situation. Therefore, any “insurancebased” rate-cut regime will be token at
best. And that, indeed, came to pass.
(see 1st graph on this page)

T

here were large downmoves in
equities and yields in the next week
following the sell-off which started with
the Fed's underwhelming 25 basis points
rate cut on July 31. Those declines were
further reinforced by President Donald
Trump's imposition of new tariffs on a
batch of China's export to the US. The
markets were further hammered when
China allowed the CNY to fall below
its 7.00 valuation versus the US Dollar,
and that is also on top of the escalation
of the turmoil in Hongkong. The sharp
devaluation of the CNY inflicted a lot
of damage to market sentiment. Yields
and all risk assets fell; gold and the rest
of the Precious Metal sector soared. The
S&P e-mini futures were down by as
much as 250 points after the New York
market closed on the Monday following
the rate cut.

B

ut China and the US and China took
steps to cool down the rhetoric, and
the market indeed started to stabilize,
and eventually rallied. This is how the
chart above looks today (2nd graph on
this page):

the private sector. Moreover, Mr. Trump
and Congress just agreed on another
round of two-year spending that will
be larger than recent years. Talk about
ultimate systemic liquidity, on steroids.
That should be excellent for risk assets,
but bad for bonds . . . We should have a
Our conclusion in the August
Santa Claus stock market rally this year.

2019 Capital Observer:

B

y Q4, yields and equity markets
should be upwards bound, as the
Treasury and the Fed, at that time, buildup cash balances for the forthcoming
Christmas season, and year-end
demands for cash by enterprises and

B

y and large, those forecasts came
to pass. It does look like we will end
the year with a bang. Nonetheless, the
aftermath of the US-China trade “war”
provides a bitter taste in the mouth,
even if both countries said they have
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just concluded a Phase One agreement,
which is shrouded in mystery as to
what the two countries have exactly
agreed upon. But what is more bizarre
is the way President Donald Trump
and his team pumped up the equity
market leading to this so-called “deal”.
No market fundamentals needed -- all
that mattered to market participants
were tweets and “leaks” of supposed
conclusion of a deal. Bizarre – but it
worked; equity markets rose to new
record highs ahead of the actual
conclusion of a “deal”.

So, what comes next?

F

rom systemic liquidity point of view
on equities we have been looking
for a short-term top early December,
followed by a consolidation period/pull
back before going on top make a new
high by March 2020. This is the same
liquidity model platform which we
used for bond yield analysis in another
article in this Capital Observer issue
(see: “Bond Yields and Yield Curves
in 2020: rising yields in H1, with yield
curve steepening for most of the year
and lower repo rates”).
(see 1st graph on this page)

I

t does not mean to say that equities
will make a major peak and fall in a
big way thereafter. What we saying
is that the analytical platform’s
optimum effectiveness falls off more
than three months in the future. In
fact, we have seen some truly positive
developments for equities in the past
two weeks – a “perfect storm” of
positives, if you may.

F

irst and foremost, the Fed stated
or implied that (1) they are going
to let inflation run hotter than before;
(2) they won’t raise rates again until
inflation becomes a major problem;
and (3) they are ready to cut rates if
economic growth becomes an issue.
This is the closest the Fed has said
that it’s not going to tighten monetary
policy any time soon… if ever. Their
new attitude towards inflation is
worthwhile to ponder. It is in the Fed’s
DNA to fight inflation, and the most
notable roles the central bank had done
was to fight or bring down inflation. For

almost the entirety of 2019, the Fed
has downplayed inflation, therefore
the odds of the Fed ever stating
“inflation is getting out of hand, we
need to tighten aggressively” is next
to none – a least until the end of
2020. For this reason alone, the stock
market will be hitting lofty levels over
the next 6 months at least.

T

he U.S. and China finally came to
some sort of agreement on Phase
One of a series of trade deal. The market
has traded higher almost non-stop
throughout H2 2019 on the “rumor”
of a trade deal being just around the
corner. Maybe we will eventually get
a “sell the news” type of event, but
we doubt that the market will correct
significantly even if this happens.

T

he Fed just implied that next year,
it will buy an estimated $420bn
Treasuries
through
open-market
operations, or 40% of net issuance
(which includes Bills) as it continues
implementing its balance sheet policy
of building higher level of reserve
balances and returning to an allTreasury portfolio. In coupon securities,
analysts estimated the Fed will buy
$153bn or 18% of net issuance next
year. The Fed steps back into the bond
market at a crucial time, just as foreign
demand for US Treasuries at auction
is weakening substantially. This has
the effect of pushing up bond yields,
and that should trigger a migration to

equities by investors.

F

inally, the US economy continues
to defy expectations of growth
setback, and instead expanded into
a record 11th year following its
setback in 2008, the worst since the
Great Depression. We reckon that
the economy still likely has at least
another 12 to 16 months to run before
the next downturn starts, which means
stocks likely will hold up in the coming
months. With the Fed set to let policy
reins loose, the economy is not under
threat of a recession by the Fed’s hand
– which has been the case for almost
all of recessions the US economy have
undergone since after World War 2.

A

ll off these new developments are
positive for equities. There will
be inevitable fluctuations, but it looks
likely that equities (and bond yields)
should be rising for at least the first
half of 2020.
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24 / MJT - TIMING AND TACTICAL INSIGHT

Equities are still tending up, probably into H2 2020
2019 has been one of the best year’s on record for developed market equities. Not only did they recuperate their late
2018 drawdown, but many, and the US especially, did extend 5 to 10 % above their 2018 highs over the last few months.
Yet, for now, their uptrends still seem intact and we believe that they are still showing some upside potential into H2
2020. In this article, we review the main equity regions and sector profiles.

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

O

n this long term bi-monthly
graph of the S&P500,
the High Risk situation we had
flagged during 2018 (lower
rectangle) has come and
gone with the sharp sell-off in
late 2018 and its subsequent
recovery. Indeed, our medium
oscillators (upper rectangle)
have since re-positioned in an
uptrend sequence with a further
acceleration from mid Q3 this
year. Going forward, on these
medium oscillators, we expect
further upside into H2 2020.
On the target front, we are
now eyeing our I2 Impulsive 2
extended targets to the upside
(right-hand scale). These would imply that the S&P500 could still push higher into the 3’080 – 3’430 range over the few
quarters. Following that from late next year, the S&P500 may see a new correction to the downside.

S&P500 Index vs 30Y Treasury Bond Futures
Bi-monthly graph or the perspective over the next 1 to 2 years

W

hen
comparing
the
S&P500 to the 30 Years
Treasury Futures (Equity to Bond
ratio), we can note a similar situation than on the S&P500. Indeed, following its sell-off in late
2018, the ratio has managed to
recover during 2019 (despite the
huge Bond rally into early September), and since August has
been accelerating higher again.
Both oscillator series (lower and
upper rectangles) seem to point
to a continuation of this “resume
uptrend” situation probably into
H2 2020. Our I Impulsive targets
(right-hand scale) suggest upside
potential between 5 and 10%
over the next few quarters.

24

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

W

e now focus on the
medium to short term
prospects of the main market indexes and first on the
Weekly graph of the S&P500.
On our long term oscillators
(lower rectangle), the sequence we show is a re-acceleration sequence to the
upside. It started in mid/late
Q3 and the positive effect of
such set-ups usually last 6 to
12 months. Hence we believe
that the S&P500 is probably
still in an uptrend towards
next Spring / Summer. In the
meantime, however, our medium term oscillators (upper
rectangle) would suggest that an intermediate top may materialize at some point towards early/mid Q1. It could then
lead to some downside correction into late Q1, perhaps the Spring. For now, our I Impulsive targets to the upside (righthand scale) are still pointing to some potential towards 3’250 over the next few months.

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

T

he Daily graph on the
S&P500 has fulfilled
its uptrend model on our
long term oscillators (lower
rectangle).
This
doesn’t
necessarily mean that prices
should start to correct, yet
does highlight a situation
where the risk/reward is
starting to be stretched.
On our medium term
ones
(upper
rectangle),
Overbought conditions were
registered late November.
The risk has since fallen quite
rapidly (on our short term
blue oscillator especially). We
hence believe these medium
term oscillators are starting to position themselves for yet another move higher, which could start towards year-end/
early January and last into late January / February. In the meantime, the S&P500 could consolidate at high levels. On
the targets front, our I Impulsive targets tot he upside (right-hand scale) still show some potential above 3’200, possibly
up to 3’290.

25

EuroStoxx50
Weekly graph or the perspective over the next 2 to 4 quarters

I

n Europe, the EuroStoxx50
has also seen a nice run
since mid Q3 and this upside
move is still underway. On our
long term oscillators (lower
rectangle), we would expect
upside momentum to continue
into next Spring / Summer
(similarly to the S&P500).
On our medium ones (upper
rectangles), the sequence may
also reach an intermediate top
towards early/mid Q1, could
see some correction into late
Q1 / early Q2, but should then
resume up once more into H2
2020. Our I Impulsive targets
to the upside suggest more
upside potential, probably between 3’810 and possibly 4’110 over the next few quarters.

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

O

n the daily graph of
the EuroStoxx 50, our
long term oscillators (lower
rectangle) also reached the
end of an uptrend sequence
late November. Yet, here also,
the risk on these oscillators
is falling quickly, while the
continuation trade on our
medium term ones (upper
rectangle) is quite clear. Indeed,
the sequence suggests that by
year-end/early January, the
EuroStoxx 50 could start yet
another acceleration higher,
probably into late January /
February. In the meantime,
the index may see a couple of
weeks of high level consolidation. Here also, our targets are suggesting further upside into Q1, potentially up to the higher
end of our I Impulsive targets to the upside (right-hand scale) towards 3’900.
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MSCI Emerging Markets Index
Weekly graph or the perspective over the next 2 to 4 quarters

E

merging markets bottomed
early, in Q3, when considering
the downtrend model on our
long term oscillators (lower
rectangle). We believe that the
low made mid Q3 probably
starts a new uptrend sequence,
as shown on our medium term
oscillators (upper rectangle).
It suggests that Emerging
Markets could continue to
push higher towards mid Q1 in
first instance. Following that,
and a 2 to 3 months correction
period to the downside could
materialize into early Q2. The
MSCI Emerging markets Index
could then attempt a second
push higher into the Summer. Our I Impulsive targets to the upside (right-hand scale) do look aggressive for now. To the
downside, we would watch levels around 1’000 (the lower end of our C Corrective targets to the downside) as crucial
support.

MSCI Emerging Markets Index
Daily graph or the perspective over the next 2 to 3 months

O

n the Daily graph, the
rebound since August on
the MSCI Emerging Markets
Index recently broke above the
resistance of its C Corrective
targets to the upside (righthand scale). It is now eyeing
our I Impulsive targets to the
upside in the 1’147 – 1’204
range, or between 5 and
10% above current levels.
According to both our oscillator
series (lower and upper
rectangles), this potential
could be achieved towards
late January / February when
we expect an intermediate
top at least. Shorter term, the
current uptrend may retrace slightly into year-end on our medium term oscillators (upper rectangle), although the up move
is very dynamic and we don’t expect much downside.
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S&P500 vs EuroStoxx 600 (both USD denominated)
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now consider some
geographical ratios, and
first the S&P500 vs the EuroStoxx
600, both denominated in US
Dollars. Usually such ratio are
quite sensitive to the US Dollar
exchange rate and do reflect the
various flows from one region to
the other quite well. Similarly to
the US Dollar graph presented in
another article of this issue of The
Capital Observer, our oscillators
series show conflicting signals.
Indeed, while our medium term
oscillators (upper rectangle)
suggest a last period of
outperformance into mid/late
Q1 for US markets, our long
term ones (lower rectangle) indicate that the S&P500’s uptrend vs the EuroStoxx 600 is already over. We believe this
correspond to some kind of distribution period during Q1 and perhaps Q2, where the S&P500’s recent outperformance stalls
and the EuroStoxx 600 starts to strengthen on a relative basis. Given the upside potential left on both our daily graphs
above, respectively for the S&P500 and the EuroStoxx 50 (i.e. circa 3% on the S&P500, 6% on the EuroStoxx50 in local
currency), we would probably have a slight preference for European markets over the next couple of months.

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

T

he situation is similar, when
comparing the All Country
World Index vs Emerging
Markets (we use the ACWI
and EEM ETFs from the same
provider for this comparison).
Indeed, while our medium term
oscillators (upper rectangle)
suggest further outperformance
for the All Country World Index
vs the Emerging Markets’ one,
our long term ones may have
topped out in Q3 and are
pointing to further downside into
mid/late Q1. These conflicting
views probably also highlight
the distributive character of the
current market period on the
ratio. As with the S&P500 vs the EuroStoxx 600 comparison above, we would have a slight preference for Emerging
Markets though, until February, as their maximum upside potential on an absolute basis on the Daily graph above
seems higher than on the All Country World Index (10% for EEM vs 5% for ACWI).
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Nasdaq100 vs the S&P500 Index
Bi-monthly graph or the perspective over the next 1 to 2 years

O

n the sector front, we first
review the long term bimonthly graph of the Nasdaq100
vs the S&P500 Index. Other than
usually being considered as a
Growth trade, the Nasdaq 100 is
also a higher Beta trade (i.e. Beta
of circa 1.15). We hence expect
it to continue to outperform the
S&P500 during 2020 along with the
persistent uptrend we see on US
markets. Both our oscillator series
(lower and upper rectangles) do
indeed confirm this view on the
ratio as both have reached “resume
uptrend” situation following some
high level consolidation late last
year / early this year. They suggest
that the uptrend probably continues into H2 2020 at least. On the target front (right-hand scale), similar to the S&P500 itself, we
are now eyeing our I2 Impulsive 2 extended targets to the upside. They point to a further 5 to 10% of Nasdaq outperformance
during 2020.

S&P US Staples Sector vs the S&P500 Index
Bi-monthly graph or the perspective over the next 2 to 4 quarters

W

e now turn to the long term
comparison of US Staples,
a defensive sector, vs the S&P500
index. Both oscillator series (lower
and upper rectangles) seem to have
bottomed with price in Spring 2018.
Following that, they first rebounded
into late 2018, and then once again
in Q3 this year (with slightly lower
highs). This configuration usually
implies a “resume downtrend” situation, which we believe could
lead the ratio lower into midyear
/ Summer next year at least. Our
I Impulsive targets to the downside
(right-hand scale) indicate that the
ratio could retest its 2018 lows,
possibly even slightly below.
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European Cyclical sectors vs the European Food & Beverage sector
Weekly graph or the perspective over the next 2 to 4 quarters

W

e now compare Cyclical sectors to
Defensive ones and focus on Europe.
The portfolio of cyclical sectors we use
here is equal weighted among European
Automobiles, Chemicals and Natural
Resources (we already covered European
Energy and European Banks in other articles
in this issue of The Capital Observer).
We compare them to the very defensive
European Food & Beverage sector. Our long
term oscillators (lower rectangle) are still in
a downtrend, which may resume into mid/
late Q2 next year. Yet, we believe that in the
meantime, cyclical sectors could surprise
to the upside until mid Q1. This is shown
on our medium term oscillators (upper
rectangle) where we expect the ratio to
continue to bounce into mid Q1, before it
retraces back down into mid Q2 next year. This low would then match the one we expect on our long term oscillators (lower rectangle).
Following that, next Summer may then see another push higher for Cyclical sectors vs Defensive ones.

US Cyclicals vs the Nasdaq100
Daily graph or the perspective over the next 2 to 3 months

F

inally, we look at one last ratio,
comparing US Cyclical sectors to the
Nasdaq100. The portfolio is equal weighted
between US Industrials and US Materials
( US Energy and US Financials are already
covered in other articles in this issue of The
Capital Observer). We are focusing here
on the Daily graph in an attempt to find an
inflection point to the upside. Indeed, the
bi-monthly and Weekly charts are Oversold,
yet still in linear downtrends. For now, on
both oscillator series (lower and upper
rectangle), it is still difficult to identify a
potential strong rebound for these cyclical
sectors vs the Nasdaq100. That said, as
shown in the European ratio above, Cyclical
sectors do appear quite strong vs Defensive
ones until February. We would hence
probably favor a mix of Cyclical sectors (Industrials, Automobiles, Materials, Energy, Financials) and high beta/Growth sectors such
as Technology, or more simply the Nasdaq, over Defensive profiles.
Concluding remarks:

D

espite their strong performance in 2019, we all still very positive for equity markets into H2 2020. Equity markets should also
outperform Treasuries until then. In the meantime, we expect a slight retracement into Year-end, and then a new rally into mid
Q1 (late January / February) when we would probably expect an intermediate correction into late Q1 / early Q2. Geographically, we
are quite neutral on the US Dollar which we believe has entered a distribution period spanning between now and Q2 next year. Yet,
shorter term, we would probably have a slight preference for Europe and Emerging Markets over the US as their Daily graphs seem to
show more remaining upside potential into late January / February. On the sector front, we like the Nasdaq100, which still appears
strong vs the S&P500 and remains in an uptrend for now vs Cyclical sectors. Yet, these Cyclical sectors are very Oversold on a relative
basis and stronger than Defensive sectors. They are probably a good short term addition to any portfolio with a late January / early
February time horizon.
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31 / US Dollar: seasonality of liquidity flows and surging Core CPI
should push DXY higher again after the current sell off

T

he last time The Capital Observer Original graph in the October 2019 edition of The Capital Observer
discussed the US Dollar (in the
October 2019 edition) we said:
The seasonal changes in US systemic
liquidity have been reliable forecasters
of changes in bond yields, and by
implication, also of changes in the
exchange rate of the US Dollar. We know
that to be true, as the 5-year average of
the 10yr yield hews very closely to the
seasonal patterns of systemic liquidity
which varies very little, year-in, year out
for the past 10 years at least (see 1st
graph on this page). The covariance of
the US Dollar with the yields and liquidity
flows is not as well-defined, but there is
a definite rhyme in the relationships.
The correlations are lagged, however,
tripping unwary analysts.

T

This is how an updated graph of that shown above in the October 2019 Capital
he US Dollar lags behind the major Observer looks now
moves of the bond yield, and is
now due to fall as consequence of the
lagged effect of the previous decline
in yields. The DXY may fall during the
next 4 to 5 weeks. But we expect yields
to rise thereafter towards year-end.
And it’s likely that the US Dollar will
be arising alongside yields during that
period, allowing for a short time lag.
That lagged effect can clearly be seen,
as illustrated in the graph above. If the
message from the yield models are
correct, the rally in yields may extend
up to the end of the year (black, dashed
line in the 1st graph on this page).

I

ndeed, a DXY peak is upon us, and
price developments late last week tells
us the models’ forecast is likely correct.
The US Dollar (DXY) has been falling hard
since September 30, and during this
period, yields have been paradoxically
rising. Gold prices have been falling as
well, providing a rare spectacle of Gold
and the US Dollar falling together.

W

e did see the DXY peak as
expected -- the US Dollar
(proxied by DXY) fell right after the
publication of the October 2019 edition
of The Capital Observer , stayed lower

over the following month, and has been trades will unwind, and DXY will fall”.
following the contours of the various The November 2019 rise in yields
(pink line in the graph above) did see
systemic liquidity models until today.
a sharp decline in DXY as safe haven
rom June to early October, the DXY
destinations got hammered.
and yields have been on negative
positive covariance between yields
covariance, that is, the DXY firms
and the DXY has already reasserted,
when the yields fall, and vice versa.
We concluded at that time that the and so we are looking for yields (higher
DXY had been rallying in the wake of bottom) and the US Dollar to bottom
falling yields, as a safe haven asset. together sometime soon over the next
We said however that “if yields rise, few weeks. After that we should see
as we expect, then the safe haven the DXY and yields rising together until

F

A
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mid to late Q1 2020. We see this by
extending the forecast horizon of the
liquidity models until the end March,
next year (see 1st graph on this page).

W

e should again make a
distinction between the DXY
and USD/JPY. The USD/JPY currency
pair has been historically trading
as a close proxy of the 5Yr Treasury
Bond, although the relationship has
suffered lately (see 2nd graph on
this page). However, the previously
tight covariance is coming back, so
if yields should rise until Q2 2020 as
models project, then USD/JPY will rise
because JPY will weaken sharply on
safe haven outflows (see 2nd graph on
this page).

A

new up phase in yields and the US
Dollar, as suggested by our liquidity
models, is also supported by the threat
of the US Core CPI to rise further,
perhaps until mid late Q1 2020. This
projection was taken from the inherent
relationship between GDP growth and
Core CPI, with the former leading the
core inflation series by a full 7 quarters
(see 3rd graph on this page).
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T

he US Dollar (DXY as proxy), in turn, also
lags behind Core CPI by several months, so
the current rise in Core CPI should be a positive
factor for the US Dollar, probably until late Q2
2020. We have shown our Core CPI analysis
elsewhere in previous Capital Observer issues,
our conclusion being a sustained rise in the
Core CPI until Q2 2020. That should also help
the US Dollar, on a lagged basis, as it follows the
trajectory of Core CPI by circa 4 months behind
it (see 1st graph on this page).

T

he US Dollar prime mover over the nearterm is the differential between US yields
and comparative yields of other currencies. And
yields are also driven in large part by inflation
expectations via the term premium component
of yields (see 2nd graph on this page). The term
premium is, in significant part, driven in turn by
outlook for inflation over the life of the bond.
Bond yields, therefore, tend to follow the course
of core inflation, although after a short lag (see
2nd graph on this page).

T

he relevant point today is that if US Core CPI
is expected to rise further into Q2 2020, then
yields should be impacted by that event and
should tend to rise as from the next few weeks,
from this factor alone. That should support the
DXY as soon as a week or two, and the US Dollar
should rise until mid/ late Q1 2020, which is
consistent with the liquidity models.
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34 / MJT - TIMING AND TACTICAL INSIGHT

The US Dollar has probably started its distribution process

S

ince September, at The Capital Observer, we had been flagging the current US Dollar correction. We expected the Dollar Index to travel 2 to 3 figures to the downside probably into late November / early December, before making a last comeback into mid Q1 where
it could have topped more permanently. Currently vs many currencies, the US Dollar is still range-bound. Yet, its persistent weakness into
December, especially vs some Asian and Commodity currencies, or vs the Pound in the run-up and on the back of this week’s UK parliamentary election, has us thinking that a more significant distribution process is already under way. In this article we review the US Dollar’s profile vs a selection of currencies in an attempt to map out the leaders and laggards in this gradual reversal process.

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

O

n this Weekly graph, the downtrend on
EUR/USD remains quite resilient. On our
medium term oscillators (upper rectangle),
we are still in an downtrend sequence, which
could resume lower once more from year-end
into late Q1 2020. Yet, on our long term oscillators (lower rectangle), a significant bottom may
have been made late Q3 2019. This downtrend
sequence is rather unorthodox as its start in Q3
2017 doesn’t correspond to the high in EUR/
USD in Q1 2018. Yet, it does appear quite clear,
and when considering other currencies, some
of them did make an important price high vs
the US Dollar in Q3 2017 (e.g. AUD, NZD, CAD
or NOK). Our scenario on EUR/USD is hence
one of conflicting forces during Q1 2020, with
further downside momentum on our medium
term oscillators (upper rectangle), while our
long term ones are already indicating potential strength (i.e. a gradual reversal process). On the target front (right-hand scale), EUR/USD recently made it slightly below an important support level around 1.11 (the lower end of our C Corrective targets to the downside). Theoretically,
our I Impulsive targets to the downside indicate further weakness towards the 1.02 – 0.96 over the next few quarters (our I Impulsive targets
to the downside). Yet, given our conflicting scenario above, these impulsive targets seem far-fetched for now, and we would hence expect
EUR/USD to trade around its recent 1.12- 1.09 range during Q1. Following that, EUR/USD may then bounce more decisively towards mid
next year and H2 2020.

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

F

or now, on this Daily graph, EUR/USD does
not confirm an upside reversal yet. It has
been bouncing since late October, but has not
managed to break above its 1.12 resistance
(the upper-end of our C Corrective targets to
the upside; right-hand scale). On both oscillator series (lower and upper rectangles), we
expect EUR/USD to top out again between
now and year-end and possibly retrace down
into January, perhaps even into February. Indeed, while our long term oscillators (lower
rectangle) would suggest a true downside retest into February, the sequence we show on
our medium ones (upper rectangle) indicates
a shorter period of retracement into mid January before EUR/USD attempts to test its 1.12
resistance once again towards late January /
February. For now, as on the Weekly graph
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above, we are still seeing conflicting forces on EUR/USD. We suspect it will probably remain range bound during January
and February. March could even see EUR/USD weaken again. Only once, it clearly and durably breaks above its 1.12
resistance, will we be able to confirm that an upside reversal has taken place.

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

C

able on the other hand,
has seen a strong reversal vs the USD and most currencies (EUR/GBP is probably
heading down to 0.80 and
below) in the run-up and on
the back of this week’s parliamentary elections, which
saw Tories securing an absolute majority, thereby opening the path to a conclusion
of the Brexit process. Both
oscillator series (lower and
upper rectangles) suggest
that the upside reversal has
taken place, probably leading GBP/USD higher towards mid, perhaps late next
year. Our I impulsive targets to the upside (right-hand scale) are pointing to strong upside potential back towards 1.50,
although in the meantime, we would probably expect initial resistance in the higher 1.30s (the upper end of our C Corrective targets to the upside, which are not shown here, point to resistance levels around 1.38).

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

S

horter term, on the Daily
graph, both oscillator
series (lower and upper
rectangles) are very much
uptrending probably towards late January / February in
first instance. Our I Impulsive
targets to the upside (righthand scale) point to initial
upside potential between
1.35 (which was briefly
achieved this week) and
1.39.
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US Dollar vs Commodity Currencies
Weekly graph or the perspective over the next 2 to 4 quarters

T

heoretically, our Commodity currencies equal
weighted portfolio which comprises AUD, NZD, CAD, NOK,
BRL, ZAR and RUB could still
be uptrending into January on
our long term oscillators (lower
rectangle). Yet, our medium oscillators (upper rectangle) are
already in a “High Risk” position,
which our automatic messaging
seems to confirm, i.e. the reversal down may have started.
Going forward, the US Dollar
may retest up during early Q1
vs Commodity currencies. Following that, it could then start
to reverse down towards the
Summer. The downside C Corrective potential could be quite compelling, towards the 102 – 98 range on this equal
weighted portfolio (right-hand scale), or 6 to 10% lower than today.

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

O

n the Daily graph, the US
Dollar should continue to
slide vs Commodity currencies
until year-end on our medium
term oscillators (upper rectangle). It then bounces until
mid/late January, before resuming lower into February /
March. Over the next couple of
weeks, the US Dollar may find
support within our C Corrective
targets to the downside (around
104 - 103 on this portfolio, righthand scale). Vs the specific currencies in this portfolio, the US
Dollar is still quite high vs NOK
or BRL (and could even attempt
to make new highs in January),

while it is already weaker vs RUB or NZD for example, indicating a weaker January bounce.
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USD/BRL
Weekly graph or the perspective over the next 2 to 4 quarters

G

oing into specific currencies, we first look to the
US Dollar vs the Brazilian Real
on a Weekly basis. Our long
term oscillators (lower rectangle) indicate a top on USD/
BRL towards early Q1 2020. Our
medium term oscillators (upper
rectangle) also seem to confirm
a last upside retest into Q1.
Following that from early/mid
Q1 we expect the pair to start
reversing down towards the
Summer. On the targets front
(right-hand scale), we are getting close to the lower end of
our I Impulsive targets to the upside around 4.2. These could be
tested during January. Following that, a reversal down would then imply initial C Corrective targets to the downside 45 to
70 figures lower (0.5 to 0.8 times our historical volatility measure “Delta”, here at 0.907 – medium rectangle, right-hand side)
towards 3.75 – 3.50, probably into the Summer.

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

O

n a Daily perspective, we
focus on the New Zealand
Dollar, which is the more advanced among the Commodity
Currencies in its reversal to the
upside, along with the Russian
Rubble. Both oscillator series
are suggesting here that an intermediate top could be made
between now and year-end,
and that NZD/USD could then
correct down into mid/late January. It then resumes higher
towards late February / March
and should then break above
the upper end of our C Corrective targets to the upside (righthand scale). This would open
the door to much higher targets (I Impulsive up targets), which we can calculate in the 0.69 – 0.72 range (1.3 to 1.7 times our
historical volatility measure “Delta”, here at 0.0536 – middle rectangle, right-hand side).
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USD vs Asian Growth Currencies
Weekly graph or the perspective over the next 2 to 4 quarters

C

onsidering the Weekly
graph of the US Dollar vs
Asian Growth Currencies, an
important top may have been
made mid Q3 on our long term
oscillators (lower rectangle).
This is the opposite of what we
see on these same long term
oscillators on EUR/USD a few
pages above (i.e. it coincides).
This portfolio of Asian Growth
currencies is equal weighted
among CNY, TWD, KRW and
INR. On our medium term
oscillators (upper rectangle),
however, as with EUR/USD in
reverse, a further push higher
may materialize into early /
mid Q1. These conflicting signals between our long term (lower rectangle) and medium term oscillators (upper rectangle) probably highlight the distributive character of the current period for the US Dollar vs Asian Growth Currencies
during Q1. Then, late Q1/early Q2, we would expect the US Dollar to start weakening vs these currencies, probably into
the Summer, and towards our C Corrective targets to the downside in the 99 – 96 on this portfolio (right-hand scale) or 3 to
6% below current levels.

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

L

ooking to the specific currencies in this portfolio, we
believe the distribution process
above may be explained by the
disparity between the different
Asian currency profiles. Indeed, KRW and TWD are more
cyclical than CNY and INR. They
were indeed, the first ones to
start reversing up vs the US Dollar, USD/KRW and USD/TWD
having topped out early August, while USD/CNY and USD/
INR did so a month later. In this
analysis, we will first start with
the analysis of USD/CNY and
then move on to USD/TWD and
USD/KRW (we will skip USD/
INR, which we believe shows similar dynamics than CNY). The sequence we show on our long term oscillators suggests than
an intermediate bottom may be near for USD/CNY (lower rectangle), while on our medium oscillators (upper rectangle),
USD/CNY could continue to slide slightly longer into year-end. Following that, the rebound may last into mid January, perhaps
into late January, before USD/CNY resumes lower into late February/March. More generally, USD/CNY has probably started
to reverse down. Yet, an upside retest, or a rebound at least, could materialize during January. On the targets front (righthand scale), the lower end of our C Corrective targets to the downside at 6.9 should provide support over the next few
weeks. It may then break towards mid Q1, opening the door to much lower targets, probably towards 6.7 into the Summer.
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USD/TWD
Daily graph or the perspective over the next 2 to 3 months

U

SD/TWD was the one
of the first Dollar pairs
to reverse down this year
with a double top structure
between late May and early
August. It has since been in
a strong downtrend. According to the sequence we show
on our long term oscillators
(lower rectangle), the downside momentum is still strong
and could continue into February. On our medium term
oscillators however (upper
rectangle) an intermediate
low may materialize towards
late December (as with other
USD pairs) for a short rebound
which could last into mid January. Furthermore, our I Impulsive targets to the downside (right-hand scale) have pretty much
been achieved which should provide some potential for a bounce in the near term. All in all, USD/TWD is weaker than other
US Dollar pairs, yet it should also see a short rebound during early/mid January.

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

U

SD/KRW also topped out
early, at the beginning of
August. It has since followed
a downtrend sequence on our
long term oscillators (lower
rectangle), although it hasn’t
been as deep as the one on
USD/TWD. Indeed, the support
of our C Corrective targets to
the downside around 1’150
still seems to hold for now
(right-hand scale) and could
continue to do so over the next
few weeks. Hence, considering alternative scenarios, the
sequence we show on our medium term oscillators (upper
rectangle) could also be quite
valid. It suggests a couple more weeks of downside pressure on USD/KRW into year-end before a bounce materializes
into mid January (in synch with most other US Dollar pair, yet slightly weaker). Following that, USD/KRW could accelerate lower into February and perhaps into March. and towards our I Impulsive targets to the downside (right-hand scale) in
the 1’115 -1’083 range, 6 to 10% below current levels.
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USD/CHF
Weekly graph or the perspective over the next 2 to 4 quarters

T

he recent sell-off on USD/CHF
and our analysis of other US
pairs is leading us to negatively
revise our scenario on the pair.
Indeed, on both oscillator series
(lower and upper rectangles),
USD/CHF is probably now in a
downtrend, which started in Q2
2019. It may however still see a
decent bounce into early/mid Q1
as the Swiss Franc remains quite
defensive and the environment
remains risk-ON into late January
/ February. Yet, following that, it
probably resumes lower into late
Q1 / mid Q2 as risk assets could
see some correction. This negative
update is leading us to probably
dismiss our I Impulsive targets to the upside for now, as these are well above previous highs (right-hand scale) and focus on
the downside risk. Indeed, any move towards 0.95 next Spring (i.e. below our C Corrective targets to the downside; righthand scale) would probably confirm further downside for USD/CHF towards late 2020.

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

D

espite the US Dollar’s
weakness since October
vs most currency pairs, USD/
CHF has held its range. Indeed, the environment has
been rather risk-ON and the
Swiss Franc is defensive. This
situation should continue into
Q1, and USD/CHF probably
attempts a move up into
late January/February if risk
assets remain bid (probably
back above parity). Yet, thereafter, the risk assets environment could turn more defensive at some point during
mid/late Q1, we would then
expect USD/CHF to start heading down quite aggressively. Our I Impulsive targets to the downside (right-hand scale) suggest that it could reach down to
the 0.96 – 0.94 range by this Spring. In the meantime, it should bounce back above parity at least during January.
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USD/JPY
Weekly graph or the perspective over the next 2 to 4 quarters

T

he Yen remains the most defensive currency pair and USD/
JPY does show a similar profile than
USD/CHF with perhaps even a bit
more short term upside potential.
Indeed, while our medium term oscillators (upper rectangle) are reaching a
High Risk zone, which extends into Q1,
our long term ones (lower rectangle)
would point to mid Q1 as a possible
reversal point. Until then USD/JPY
should continue to move higher along
with risk assets. That said, when the
next market correction hits, probably
towards mid/late Q1, USD/JPY should
then start moving down quite aggressively, first towards its support at 106
(C Corrective targets to the downside;

right-hand scale), then possibly towards below 100 (I Impulsive targets to the downside).

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

O

n the Daily graph, USD/JPY is indeed still ascending. On both
oscillator series (lower and upper
rectangles), we expect it to resume
higher between now and late December, probably towards mid/late
January / early February. By then,
it may even break above our C Corrective targets to the upside (around
110), and perhaps even attempt to
move up towards the lower end of
our I Impulsive targets to the upside
which we calculate towards 112. Thereafter, as mentioned on the Weekly
graph above, we expect USD/JPY to
start reversing down towards mid/
late Q1.

Concluding remarks

F

rom our analysis of the various currency profiles vs the USD (EUR, GBP, Commodity Currencies, Asian Growth Currencies,
CHF and JPY), it appears that on many, the US Dollar probably already started to roll over in H2 2019. GBP and some Commodity and Asian Growth Currencies appear the strongest (e.g. RUB, NZD, TWD, KRW). Yet, shorter term, most profiles do point
to an intermediate low on the US Dollar towards year-end this year, which should trigger a bounce during January. EUR/USD,
AUD/USD may retest down to their lows, respectively USD/CHF, USD/JPY, USD/NOK or USD/BRL may retest up to their highs,
NZD/USD could retrace down without making new lows, USD/CNY could retrace up without making new highs, GBP/USD could
see only a slight retracement, while USD/RUB, USD/TWD and USD/KRW could only see a slight bounce. Following that, the US
Dollar could weaken again vs most currency pairs (yet rise vs JPY and CHF) into February. It then bounces again (yet retraces
again vs JPY and CHF) on risk-off considerations towards late Q1. Such is the nature of distribution processes.
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42 / Crude Oil: the new bull market phase has started; Brent oil
at $90.00/bbl in Q2/Q3 2020 is now very much on track

T

he last two times the Capital This is how that graph looks today
Observer discussed crude oil prices
was in the August 2019 and in the
October 2019 issues, and in October,
oil prices were testing the firmness of
multiple troughs made in the previous
weeks. We said in October:

I

t is time again to compare what oil
prices have been doing relative to our
price models. Here (1st graph on this
page) is an updated chart of the oil price
models that we have been tracking:

I

t is clear to us that a price baseline at
above $50/bbl has been established
by the market. Despite fears of an
imminent recession (which we at Capital
Observer do not share) prices have
become stable above those levels. What This is how that graph looks today
this tells us is that there is substantial
upside risk to crude oil that the market
may not be pricing in. The market is
seriously mispricing the OPEC cuts and
that in the coming months, the price of
crude oil will strongly increase.

W

e also believe that weak demand
is currently being trumped by lack
of supply, which has led to large drops
in stocks this year. Therefore, if we see
even a moderate uptick in demand,
crude inventories could plummet, and
prices could rise significantly. The crude
markets remain fundamentally tight
and bullish.

L

ooking for Brent Oil at $90/bbl by
June 2020 is a very optimistic claim
but we believe it to be reasonable
because a global-centric analytical
methodology was providing us the
correct framework for forecasting
future oil prices, vs. a US-centric
approach. And those targets are what
we are getting from these constructs.
We discussed the analytical framework
in the August edition of The Capital
Observer, and it is worthwhile revisiting
the discussion of its underpinnings
which were discussed in some details.
We said then:

A

t the Capital Observer, have been
hammering on the primacy of the
variance between global oil demand
and oil supply as the prime mover for
global oil prices in the longer run. We
have not seen any other model yet that
surpasses the efficacy of the simple
equation having the changes in the
delta of supply versus demand as proxy
for the changes in global oil price. And
the beauty of this simple equation is
that the supply-demand delta leads
changes in the global oil price by 7 to
8 months (see 1st graph on the next
page).
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T

he supply-demand delta
leads changes in the global
oil price by 7 to 8 months

Original graph from the August 2019 Capital Observer

T

he leading influence of the global
supply-demand delta leads on
global oil price as shown in the graphs
on the previous page. We have already
made a transition to a different phase
which has not been seen since 2016
(see 1st & 2nd graph on this page).
We have entered a period of time
in which crude stocks are poised to
decline for the first time in over two
years (supply data inverted in the 1st
chart of this page). We have gone past
a key inflection point in the oil market
(in July) which we believe is largely
unobserved by many oil market
participants.
This is how that graph looks today

I

t is our opinion that in the coming
months, we will see one of the
largest price rallies in several years
and investors and traders should
consider being invested in the oil
sector now to participate in the move.

T

here are also other oil fundamentals
which support the positive upslope
of global supply and demand balance.
We have, as we said, a global-centric
analytical platform. But since US oil
fundamental data is available is fine
details, we can use US data to finetune
our global outlook.

W

e do the exposition presentationstyle due to space limitations.

Balance

W

e start looking at oil balance with
an examination of the five-year
range of inventories. As we can see,
crude inventories have followed the
typical seasonal pattern, however the
distance between key benchmarks
like the 5-year average and 2018’s
figures have shrunk throughout the
year. Specifically, we are just a few
barrels away from the first year-overyear decline seen since 2017 (see 3rd
graph on this page). We will dig into the
fundamental data to find out exactly
why this is happening.

Demand
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A

t present, we are seeing strong
surges in refining demand which
have brought the level of utilization
from under the 5-year range (very
weak) to nearing the 5-year average
(moderate strength) since around
October. ( see 1st graph on this page)

A

s we discussed in the October 2019
edition of The Capital Observer, this
increase in utilization could be clearly
anticipated due to declining product
stocks in the October timeframe (see
second and third on this page).

T

hat has led to some respectable
margins as proxied by the 321 oil
crack spread (see 1st graph on the next
page).

T

hese good enough margins
(driven by low product stocks) in
the October-November timeframe
led to the current wave of refining
strength and has since driven gasoline
stocks back above the 5-year range.
Given that gasoline stocks are once
again moderately elevated, we expect
moderate weakness in refining demand
through year-end. However ongoing
distillate strength could keep runs
moderately elevated.

T

he refining demand throughout
2019, “call on demand” has really
just been “business as usual”. It’s been
a terrible year in terms of runs and
this call is basically just stating that it’s
going to continue in its usual seasonal
pattern but moderately weak. In terms
of the overall balance, this isn’t really
noteworthy in either a bullish or bearish
direction.
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H

owever, when we come over
to exports, things start to get
interesting. As always, exports
continue to surge. Crude exports
have continued to grow in basically
every year following legalization of oil
exports. ( see 2nd graph on this page)

W

hile exports have not reached
new heights following the
contraction in November, the uptrend
of oil exports is still largely intact. That
was the case, despite a highly volatile
Brent-WTI spread (a rough benchmark
for export economics); ( see 3rd graph
on this page)

E

xports are currently very bullish for
the crude balance. Despite trade
wars, price volatility, hurricanes, and
more, US oil exports have continued
to grow. Its ceiling hasn’t fully been
explored yet and we don’t know the
limit exports could reach. But until
then, this remains a very bullish piece
of the balance.
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Supply

O

n the supply side, we have a few
interesting dynamics – each of
which are positive. Let’s start with
production.

C

rude production has been the
poster child of American capitalism
as we’ve seen outright production
thunder higher in most years since the
Shale Revolution.

N

onetheless, despite glowing media
headlines of how the US will soon
supply the world and supplant OPEC
nations as the globe’s top oil producer,
there’s another side to the tale – output
growth is actually slowing (see year-onyear growth, 1st graph on this page).

T

his slow down in US oil production
is being flagged by all the pertinent
data: we have seen drilling slow,
completions slow, and Drilled But
Uncompleted (DUC) wells count drop
(see 2nd graph on this page).

I

believe an instructive case can be seen
from the graph above – US production
will slow during H1 2020.

T

he inescapable conclusion:
US oil output will fall during
H1 2020.

T

he basic story here is consistent
across the board. At current
prices, the industry is not sufficiently
incentivized to continue increasing
production. And the big problem here
is this: the only way to correct this
situation is higher prices. The market
is giving a very clear signal that oil
prices must rise for production to
continue rising.

I

n 2014, US crude production started
to slow due to collapse in the price of
crude oil. This production growth rate
slowed (and actually declined) until
the price of crude had rallied by over
60% between 2015 and 2016. It took
growing prices for several quarters
before production growth actually
started to rise once again. (see 3rd
graph on this page)
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W

e are currently in an environment
in which oil production growth is
slowing. At the current trend, we will
see growth rate enter year-over-year
declines within a year. As you can see
in the graph above, declining growth
is fixed by rising prices. For growth to
continue, the market will need higher
crude prices.

Conclusion
Here’s a quick summary of the main
elements of the US oil supply and
demand balance:

R

efining runs – Neutral to bearish
due to weak demand through yearend

E
P
I
T

xports– Bullish due to ongoing
growth and no demonstrated limit
roduction – Bullish due to higher
prices being the only cure

mports – Strongly bullish due to
additional contractions expected

he common element among most
of the above elements is “bullish”.
This is the theme of the market and
the reason why crude oil is currently
up 15% from the lows of October – the
balance is largely positive and whatever
weak trends in place will be corrected
by even higher prices.

E

ven the US-centric oil price analytical
platform agrees with our thesis that
Brent oil $90.00/bbl may be a viable
target by Q2/Q3 2020.

47

48 / MJT - TIMING AND TACTICAL INSIGHT

Oil and Energy, very promising prospects for 2020

O

ver the last few months we, at the Capital Observer, had stressed than Oil was starting to stabilize, that it would probably hold its June lows, and that from October, it should gradually start to rise again. It did indeed follow this path. In
this article we consider the prospects for Oil and Energy for 2020, which we believe are very promising.

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

O

il reversed up in early
2016 following 2 years of
an aggressive bear market. It
since made an intermediate
top early Q4 2018, which was
followed by another strong
sell-off. Yet, it has since held its
ground and we now believe that
both our oscillator series (lower
and upper rectangles) are well
positioned into 2020. Indeed,
we expect them and Oil to rise
until the second half of the
year, probably into Q4 2020.
Until then, Oil could retest its
2018 highs as suggested by
our C Corrective targets to the
upside (right-hand scale) with
targets up to 79 US$/barrel on WTI ( up to 88 on Brent). Any price move above these would open the door to much higher
targets over the next few years.

Light Crude Oil, WTI (USD/barrel)
Weekly graph or the perspective over the next 2 to 4 quarters

O

n the Weekly graph, our
long term oscillators (lower
rectangle) are also very supportive, having made higher lows
this Summer compared to last
December’s sell-off lows. Our
medium term oscillators (upper
rectangle) also point to a positive sequence into late 2020, yet
with an intermediate correction
at some point during Q1 and
perhaps early Q2. On the target
front, our I Impulsive targets to
the upside confirm the strong potential we expect over the next
few quarters possibly towards the
77 – 89 USD/barrel on WTI (and
perhaps 5 to 10 USD/barrel above
on Brent).
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Light Crude Oil, WTI (USD/barrel)
Daily graph or the perspective over the next 2 to 3 months

O

n the Daily graph, our long
term oscillators (lower
rectangle) are showing a series
of higher lows since October,
which should provide support
into late January / February. On
our medium term ones (upper
rectangle), we would expect
an intermediate top at some
point early January, probably
followed by a couple of weeks of
consolidation (US Dollar rebound
?) and then a resume uptrend
situation until late February /
perhaps March. In general, we
expect Oil to continue to grind
higher, probably into February.
By then, it may have tested
above the upper end of our C Corrective targets to the upside around 62 USD/barrel. Breaking above this resistance would
open the door to further upside over the next 6 to 12 months, probably into the 70s / 80s USD/barrel as mentioned on our
Weekly graphs above.

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

B

rent shows a very similar
configuration, with also supporting lows on our long term
oscillators (lower rectangle) and
an upward sequence on our
medium term ones (upper rectangle). Here also, we expect,
Brent to continue its current
leg up, probably into February
as also suggested here by our
automatic messaging. On the
target front (right-hand scale),
Brent could test above its corrective resistance at 70 USD/
barrel until then, thereby also
opening the door to much higher targets into the Summer.

49

S&P US Energy sector
Weekly graph or the perspective over the next 2 to 4 quarters

A

series of choppy oscillators
here on the US Energy sector
(lower and upper rectangles).
Yet, they seem to point to an
important intermediate low
towards late this year / early
2020.
Remaining downside
risk (right-hand scale) is not
negligible, but if our timing is
correct, there is very little time
left to achieve these (hence
probably not). From early Q1, we
then believe that the US Energy
sector will probably bounce
into next Summer, perhaps into
year-end 2020. The C Corrective
targets we can calculate for this
rebound are in the 485 – 530
range or circa 0.5 to 0.8 times our historical volatility measure “Delta” (middle rectangle, right-hand side) added to the graph’s
low point at 412.5. This suggests targets approximately 10 to 20% above current levels during H2 2020.

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

V

s the S&P500, the US Energy
sector is still downtrending.
Our long oscillators (lower rectangle) indicate that the sector
could start to reverse up on
a relative basis at some point
during Q1, while on our medium term oscillators (upper
rectangle) this reversal may
already be starting. Its first leg
up may last until mid Q1 before
some retracement could materialize into late Q1 / early Q2. Following that, Energy may see a second period of outperformance
into H2 2020 (i.e. such oversold
conditions on a Weekly graph
often trigger up to 12 months of
rebound). The current downtrend is also exhausted in terms of targets as our I Impulsive targets to the downside have been
achieved (right-hand scale).
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S&P Energy sector
Daily graph or the perspective over the next 2 to 3 months

W

e now focus back to the
standalone graph of US
Energy on a Daily timeframe.
Prices have been in a tight
triangle since June. Although we
cannot exclude a last sell-off into
early/mid January as suggested
by our long term oscillators
(lower rectangle), our preference
goes to the more positive
outcome shown on our medium
term ones (upper rectangles).
The US Energy sector should
hence consolidate slightly until
year-end, perhaps early January
at then start moving up into
February when it could make an
intermediate top. As with Oil,
we believe that by then, the sector may have tested above the resistance of our C Corrective targets to the upside (right-hand
scale), thereby confirming that this reversal is turning into an impulsive uptrend with much higher price potential over the next
6 months.

European Stoxx Energy Sector Index
Weekly graph or the perspective over the next 2 to 4 quarters

T

he European Energy Stoxx
Sector Index is also showing
oscillator series which are quite
difficult to read (lower and upper
rectangles). On our long term
oscillators (lower rectangle),
we have drawn a similar
configuration as on Oil itself
(despite the fact that the Q3
lows were slightly lower than the
ones made in December). This
sequence would suggest higher
prices for the sector for at least
6 to 12 months into next Spring
and perhaps next Summer. On
our medium term ones (upper
rectangle), we have started a
new sequence up from the Q3
lows. It leads us up to an intermediate top towards mid Q1 and then following some consolidation into Q2, to a continuation of
the uptrend into next Summer. Over the next few months, it will crucial to hold above the support of the lower end of our C
Corrective targets to the upside (around 300; right-hand scale) in order to justify that this nascent uptrend can continue.
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European Stoxx Energy Sector Index vs the Europe Stoxx 600 Index
Weekly graph or the perspective over the next 2 to 4 quarters

V

s the Europe Stoxx 600,
the

sector

has

widely

underperformed in 2019. Yet,
according to both oscillator series
(lower and upper rectangles),
it

will

probably

make

an

intermediate low in early Q1 next
year. The bounce we can then
expect could last between 3 to
6 months at least, or a period
of outperformance that extends
into the Spring and perhaps next
Summer. For now, the downside
risk vs the Europe Stoxx 600 is
still quite compelling, but there is
little time left to fulfill it.

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

O

n a standalone basis, the
European Energy sector is

in a weak uptrend sequence for
now on both our oscillators series
(lower and upper rectangles).
It started in August, made an
intermediate top in November and
could soon, probably between
now and year-end, resume its
uptrend into mid/late February.
By then, the European Energy
sector will probably test above
the upper end of our C Corrective
targets to the upside around 332
(right-hand scale). Breaking above
this resistance, would open the
door to much higher targets into
next Summer, probably towards

the 350 – 380 range (or circa 0.5 to 0.8 times our historical volatility measure “Delta”, here at 52.14 – middle rectangle, right-hand side
– added to the graph’s low point at 290.3).
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Light Crude Oil (WTI) vs the S&P Energy Index
Bi-monthly graph or the perspective over the next 1 to 2 years

I

n this environment, we consider the ratio
of Oil vs the US Energy sector, which we

believe is very positively oriented into late
next year. Indeed, both oscillator series
(lower and upper rectangles) suggest that
the ratio should now start to accelerate
into H2 2020. This is indeed very positive
for the whole Energy space as the physical
is much more volatile than the related
equity sector and hence its outperformance
would confirm that Oil is in a strong uptrend
until late next year. It also highlights that for
investors that can, buying Oil physically (or
through Futures and ETFs) rather than the
Energy sector may be more promising in
terms of targets.

S&P Energy Sector vs the European Stoxx Energy Sector Index (currency hedged
ratio)
Bi-monthly graph or the perspective over the next 1-2 years
Another long term ratio, which we believe
is very positive for Oil and the Energy
sector is the one comparing the US Energy
sector with the European one, hedged for
currency fluctuations. After 5 years of a
strong downtrend, it has now reached an
important intermediate bottom and could
bounce into late next year. In our view,
this first implies that the US Energy sector,
which is more weighted towards smaller
Exploration and Production companies that
the European one (which includes more large
integrated companies), may benefit from a
strong revaluation. This can only happen if
Oil and the Energy sector are strong as the
US Energy sector does indeed have a higher
beta than the European one (circa 1.4 vs
1.0). It is also interesting to consider that
over the last few years (since 2015), the US
Energy Sector has usually outperformed the European one when EUR/USD was rising. This could be the case for at least parts of 2020 and it
would probably provide tail wind for both Oil and the US Energy sector.
Concluding remarks :

A

s expected, Oil has indeed stabilized during the Summer and since October has probably initiated a new uptrend. We believe it
could last well into H2 2020 with targets towards, or even above the October 2018 highs. Shorter term, Q1 may see an intermediate

correction at some point, probably from February, yet the trend then resumes higher from early / mid Q2 into the Summer. The Energy
sectors in the US and Europe are still weak vs their respective indexes, yet could be bottoming out in Q1 2020, while on a standalone basis
we expect them to confirm their recent uptrend and start moving higher again as early as January. All in all, we believe the whole Oil nexus
should be strong next year. Our preference though in terms of potential would probably go for Oil itself, rather than related equities. In
the equity space, we would favor the US Energy sector vs the European one (when hedged for currency risk) as it is higher beta and should
outperform in a strong Oil and Energy scenario.
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54 / Splicing the markets – Things To Know About Pozsar's
Potential 'Repocalypse' At Year-End, Which 'May Precede' QE4

Z

oltan Pozsar, a US term (money)
markets icon, just stunned the
financial markets with a "doomsday"
report about upcoming crisis in repo
markets, predicting the Fed may lose
control of overnight rates by year-end.

P

ozsar, formerly with the NY Fed and
the US Treasury, warned that as a
result of collapsing systemic liquidity and
a drought of "(bank) excess reserves,"
the market could see a seizure of the
FX swap markets, which could send the
US Dollar and bond yields soaring and
a stock market collapse, as massively
levered hedge funds liquidate risk asset
holdings. These events could happen by
year-end, he said in the report, which
we quote:

T

he Fed’s liquidity operations have
not been sufficient to relax the
constraints banks will face in the
upcoming year-end turn. Reserves
are still insufficient; there are no true
“excess” reserves; and large U.S. banks’
G-SIB scores are shaping up to be a
severe binding constraint heading into
the year-end turn.

P

ozsar identified the FX swap market
as proximate cause and conduit for
the massive deleveraging hedge funds
are supposed to endure. He added:

T

L

ike anyone involved in cross-asset
investment, we looked at the data
that he used in his analytical matrix,
specifically focusing primarily on the
most direct indication that something
is broken in the repo market: the
overnight general collateral (GC) repo
rate. And there's nothing even remotely
wrong with this series at this time.

Z

oltan Pozsar has written extensively
about the "plumbing" of the
"shadow banking sector," and he is
certainly familiar with the high fidelity of
the liquidity flows' seasonal tendency.
We have often illustrated that very welldefined seasonality by showing yearly
plots of the Treasury Cash Balance.

W

e think Zoltan Pozsar is being
somewhat alarmist at this point
- repo rates are at their seasonal lows
(see chart above). Nonetheless, we at
Capital Observer expect repo rates to
rise sharply, as well, as we go into yearend, as the seasonal liquidity drought
continues to bite.

he FX swap market becoming
unglued is the biggest risk for RV
hedge funds’ assumption that they will
have balance sheet to fund their bond
basis trades around the year-end turn
at not-too-punitive rates, if at all . . .
ut the forthcoming systemic liquidity
they don’t know the rates they’ll have
squeeze that he is highlighting is real.
to pay on these trades, or if banks will
Treasury Cash Balances have already
be able to fund these trades – and they
fallen, suggesting that bank reserve
are missing the incentives at play.
balances will start falling any day now.
Mr. Pozsar concluded:
That will add to the low-liquidity stress,
and repo rates should begin to rise
f we’re right about funding stresses,
significantly as consequence.
the Fed will be doing “QE4” by yearend: the safe asset – U.S. Treasuries – is
ote that the change rate of the
funded by RV hedge funds on the margin
2019 SOMA transaction has already
and if the FX swap market pulls balance fallen significantly, and is behaving
sheet and funding away from them, according to its modeled behavior (light
the safe asset will go on sale. Treasury blue line. graph above). That always
yields can spike into year-end, and the precedes changes in bank reserves,
Fed will have to shift from buying bills to and that change SOMA change rate is
buying what’s on sale – coupons.
already showing declines towards yearend, and a sharp rise early in the year
" . . . and the Fed will have to shift from (see chart above, light blue line).
buying bills to buying what’s on sale –
coupons" - in more direct terms: QE4.

B

I

N
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T

he forthcoming behaviour of the
markets, described by Pozsar, by the
way, occurs every year (see 1st graph
on this page). The seasonal liquidity
drought going into year-end occurs
yearly, and only the positional condition
of the financial institutions differ.
Note the 5-year history of the SOMA
transactions shows similar behavior
(see 2nd chart on this page, black line)
- a plunge in liquidity towards third
week of December, then sharp liquidity
inflows from there until early January,
the next year.

W

e are surprised by this brouhaha
over a potential QE4. We
already have QE4 - it is called "Not QE"
and the Fed is scheduled to add $60B
per month to their balance sheet, and
the program runs until March 2020.
The only reason why Fed Chair Jerome
Powell says it is not QE is because the
Fed has been buying Treasury Bills,
instead of coupon-bearing securities
with longer maturities.

Z

oltan Pozsar did acknowledge that
there are no stresses in the repo
markets yet, and points to potential
issues about the FX swap market
becoming unglued as potential trigger
for QE 4. But those issues could be
temporary and may be addressed by
the NY Fed's Temporary Open Market
Operations (TOMO). A QE4 would be
implemented via Permanent Open
Market Operations (POMO), and we
already have an ongoing $60B per
month stimulus program, scheduled,
as we said, to end in March 2020.

B

ut Zoltan Posar may know something
that we don't - after all, he is still
working in an Investment Bank (Credit
Suisse) which is very active in the
repo market. Also, Pozsar was one of
the architects of the modern US term
(money) markets. Nonetheless, the
Fed has already started to address the
issues that he highlighted, and we don't
see any reason why the Fed can't preempt those issues and not wait for the
year-end to do it. That is when most
institutions need liquidity to square up
balance sheet accounts.

I

f the Fed is up to something, they will
do it well before the Christmas and NY
celebrations. Or for that matter, they can
wait until early January, with a POMO if
the issues become systemic. Otherwise,
a TOMO well before Christmas will do.

B

I

ut just the same, we should be f a tighter liquidity situation continues
careful. Last year, yields and what is supposed to happen, according
equities spiked on December 24, to Pozsar?
2018, due to the Fed's overt market
Pozsar said:
intervention due to similar issues. But
first, yields and equities have to fall n other words, the already thin liquidity
significantly from here before Pozsar's at year end (which as a reminder, last
dire predictions can come to pass.
December 31 sent repo rates soaring
even though excess reserves were
about $100 billion more than they are
now) could get far worse as a result of
the Fed's inability to properly address
the reserves ((cash)) shortage plaguing
banks."

I

W

hat happens when repo rates
soar? We ask that because repo
rates are the ultimate expression of any
stress in this universe. So it is fair to ask
- what happens when repo rates surge?
So assuming Pozsar is correct, what is
the reflex response of risk assets?
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Yields fall and equities collapse,
that's what.
“Treasury yields will spike", Pozsar warns,
identifying the trigger of forced sales of
Treasuries around year-end as the FX swap
market. It gets worse, because the selloff
that is triggered by a freeze in the FX swap
market will promptly lead to a crash in the
bonds market, and sprea d from there.
Or as Pozsar puts it, "these funding market
stresses will likely pull away capital and
hence balance sheet from equity longshort strategies which could spill over
into a broader equity selloff… during a
Treasury selloff – that’s not the right kind
of risk parity Christmas."
Nonetheless, even if Pozsar did not
provide a timeline for his predictions, it is
clear that the disaster he is anticipating is
composed of two stages. Let's look at this
chart again (see 1st graph on this apge):

Observations:

R
R

epo rates are shown as inverted in the
1st chart on this page.

epo rates are at cycle lows. For the
stress to happen, they have to rise
sharply first. The liquidity models are
already anticipating that.

L

ong bond yields are inverse to repo
rates. In fact the 10-yr yield refuses to
go back down because the repo rate is still
falling.

L

ook at the current state of bank
reserves - the blue line in the chart
above. It is keeping pace with the rise in
SOMA transactions (pink line). Both are
still rising smartly. No signs of stress there
at all.

S
F

o these are the phases, if you may, of
how Pozsar's dire prediction will come
to pass:
irst Stage: first we get into trouble with
a decline in bank reserves, something
that is already being flagged by the falling
Treasury Cash Balance.
Then the Second Stage kicks in. The
market gets into even deeper trouble
at year-end when (1) TCB is already at
seasonal lows, (2) Bank Reserves have
fallen, after a short lag, as should be the
case following a TCB decline, and (3) the
SOMA transactions (which currently are
still rising sharply) start falling as well.
n other words, triple whammy decline
in liquidity flows, and the most
damaging is a prospective sharp fall
in bank (excess) reserves. That is the

I

trigger. Only then will the issues come to
a head at year-end. That is when yields
rise sharply, and possibly, stocks will
decline, if Pozsar is right.

(2019 repo rate in red line) -- that's clear.
But for now, repo rates at cyclical lows.
Due to the seasonality of liquidity flows,
the repo rate acquires some of that
seasonality feature, too (see 2nd chart
There are other clues regarding the timing
on this page). And repo rates have that
of these events, some from Pozsar's notes.
seasonal tendency to weaken towards the
For instance, he emphasized:
third week of December, then shoot up
“Furthermore, some large U.S. banks are afterwards.
selling Treasuries to lower their G-SIB
Conclusion:
scores and scrape together some excess
reserves to harvest higher repo rates over Pozsar's thesis is obviously hitching a ride
year-end.”
on the seasonal tendency of liquidity
flows at this time, and therefore has
hat is the tell. A lot of investment
powerful underpinnings. The conditions
banks understand that the repo rate
that he described as currently prevailing
will be higher by year-end (not a big
or will soon prevail in the shadow banking
secret if you follow liquidity trends - even
sector are also evident. His alarmist tone
us at Capital Observer know that). To
may be unfortunate, but he has predicted
understand the impact of bank reserves
the September "repocalypse" accurately,
on repo rates, study the chart below
so it is foolhardy not to take precautions,
closely (bank reserves data, dashed blue
or at least be mindful of the data that we
line, is shown inverted in the Y-axis).
highlighted that could provide advance
Falling reserves make repo rates rise
warning of danger.

T

56

57/ 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 Trend direction: the direction of FinGraphs’ large envelope will
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)

help you decide either to apply an uptrend or a downtrend model.
Contacts between the wider and thinner envelopes will help you
anticipate and confirm market turning points ( e.g. S&P500 bimonthly, extracts from the 2005-2011 period).

Price targets: based off historical volatility, they can highlight
price potential or risk and, once achieved, define take profit or
stop loss areas (e.g. below S&P500 in early 2011, Brent in October
2014).
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Ideal Uptrend Model

(left to right) from an oscillator black bottom (usually a Low Risk or a Case 2), the oscillators and prices will start moving up. An uptrend
is confirmed once a red top can be made above a blue one. The correction down that follows delivers a buying opportunity (“Resume
Uptrend”) followed by an intermediate top (Case 3). A new period of consolidation down or sideways then starts, ending with a Case 5
acceleration up towards an important top (usually a High Risk or a Case 1). For each time frame, a fixed time unit separates each timing
incidence, so that the distance between a blue and red top is usually X, the distance from the red to the black top is then 2X and the
distance between the first and second black top is 3 to 4X.

Ideal Downtrend Model

(left to right) from an oscillator black top (usually a High Risk or a Case 1) the oscillators and prices will start moving down. A downtrend
is confirmed once a red bottom can be made below a blue one. The correction up that follows delivers a selling opportunity (“Resume
Downtrend”) followed by an intermediate bottom (Case 4). A new period of consolidation up or sideways then starts, ending with
a Case 6 acceleration down towards an important bottom (usually a Low Risk or a Case 2). For each time frame, a fixed time unit
separates each timing incidence, so that the distance between a blue and red bottom is usually X, the distance from the red to the black
bottom is then 2X and the distance between the first and second black bottom is 3 to 4X.
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General Disclosure
This document or the information contained in does not constitute, an offer, or a solicitation, or a recommendation to purchase or
sell any investment instruments, to effect any transactions, or to conclude any legal act of any kind whatsoever. The information
contained in this document is issued for information only. An offer can be made only by the approved offering documentation,
especially the prospectus of the Fund mentioned herein. The prospectus may only be distributed in accordance with the laws
and regulations of each appropriate jurisdiction in which any potential investor resides. The investments described herein are not
publicly distributed.
This document is confidential and submitted to selected recipients only. It may not be reproduced or passed to non-qualifying
persons or to a non professional audience.

This document is only made available to professional clients and eligible counterparties as defined by the Financial Conduct
Authority. The services of Diapason may be restricted in some jurisdictions to persons who are professional clients and institutional
investors. In such case, they are not available to retail clients and are not subject to the same protections afforded to retail clients.
To the extent that this message concerns such products and services, then this message is communicated only to and/or directed
only at professional clients and institutional investors and the information in this message about such services should not be relied
on by any other person. For distribution purposes in the USA, this document is only intended for persons who can be defined as
“Major Institutional Investors” under U.S. regulations. Any U.S. person receiving this report and wishing to effect a transaction
in any security discussed herein, must do so through a U.S. registered broker dealer. The investment described herein carries
substantial risks and potential investors should have the requisite knowledge and experience to assess the characteristics and
risks associated therewith. Accordingly, they are deemed to understand and accept the terms, conditions and risks associated
therewith and are deemed to act for their own account, to have made their own independent decision and to declare that such
transaction is appropriate or proper for them, based upon their own judgment and upon advice from such advisers as they have
deemed necessary and which they are urged to consult. Diapason disclaims all liability to any party for all expenses, lost profits
or indirect, punitive, special or consequential damages or losses, which may be incurred as a result of the information being
inaccurate or incomplete in any way, and for any reason. Diapason, its directors, officers and employees may have or have had
interests or long or short positions in financial products discussed herein, and may at any time make purchases and/or sales as
principal or agent. Certain statements in this presentation constitute “forward-looking statements”. These statements contain the
words “anticipate”, “believe”, “intend”, “estimate”, “expect” and words of similar meaning. Such forward-looking statements are
subject to known and unknown risks, uncertainties and assumptions that may cause actual results to differ materially from the
ones expressed or implied by such forward-looking statements. These risks, uncertainties and assumptions include, among other
factors, changing business or other market conditions and the prospects for growth. These and other factors could adversely
affect the outcome and financial effects of the plans and events described herein. Consequently, any prediction of gains is to
be considered with an equally prominent risk of loss. Moreover, past performance is not a guide to future performance and
investment may result in loss of capital. As a result, you are cautioned not to place undue reliance on such forward-looking
statements. These forward-looking statements speak only as at the date of this presentation. Diapason expressly disclaims any
obligation or undertaking to disseminate any updates or revisions to any forward-looking statements contained herein to reflect
any change in Diapason’s expectations with regard thereto or any change in events, conditions or circumstances on which any
such statement is based. The information and opinions contained in this document are provided as at the date of the presentation
and are subject to change without notice.

Electronic Communication (E-mail)
In the case that this document is sent by E-mail, the E-mail is considered as being confidential and may also be legally privileged.
If you are not the addressee you may not copy, forward, disclose or use any part of it. If you have received this message in error,
please delete it and all copies from your system and notify the sender immediately by return E-mail. The sender does not accept
liability for any errors, omissions, delays in receipt, damage to your system, viruses, interruptions or interferences.
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Copyright

© Diapason Commodities and Currencies (DC&C) / Diapason Commodities Management UK LLP (“Diapason UK”)
Any disclosure, copy, reproduction by any means, distribution or other action in reliance on the contents of this document without
the prior written consent of Diapason is strictly prohibited and could lead to legal action.

MANAGEMENT JOINT TRUST SA
Disclaimer, No warranty, Copyright
Management Joint Trust SA is an editor of on-line financial graphics platforms as well as an independent research company. The
information and graphics in this publication represent the opinion of Management Joint Trust SA and are not intended to be a
forecast of future events and this is no guarantee of any future result. Nobody can predict the future and thus fluctuations of
market prices (including market crashes). Past trends are not necessarily signs of future trends. Management Joint Trust SA warns
you of the risks involved with any financial transactions (for example on stocks, bonds, raw materials). Derivatives or foreign
exchange trades entail even greater risks. You need to be aware that chances of winning are in no way guaranteed and potential
of losses may be very significant. As a reader of this publication or a user of our websites, you must take into consideration, as
you select investments, of this uncertainty. This publication or any information provided through Management Joint Trust SA’ s
websites do not constitute a solicitation or offer, or recommendation to acquire or dispose of any investment or to engage in any
other transaction. Any reference to a transaction, trade, position, holding, security, market, or level is purely meant to educate
readers about our methodology as well as possible risks and opportunities in the marketplace and are not meant to imply that any
person or entity should take any action whatsoever without first evaluating such action(s) in light of their own situation either on
their own or through a professional advisor. To establish its statistical analysis, Management Joint Trust SA relies on data provided
by first class outside providers; however, Management Joint Trust SA does not guarantee you the permanence of such supply, nor
its content. More generally, Management Joint Trust SA, their members, shareholders, employees, agents, representatives and
resellers or partners do not warrant the completeness, accuracy or timeliness of the information supplied in this publication or
on its websites, and they shall not be liable for any loss or damages, consequential or otherwise, which may arise from the use
or reliance of the any information or content in this publication or available on the Management Joint Trust SA’s websites. Hence,
neither you can nor may hold for certain analysis and interpretations provided in this publication or by our websites. Any financial
transaction you may instruct is at your own risks. You can not claim nor obtain from Management Joint Trust SA compensation
or indemnification for your damages (for example, incidental or consequential damages, losses, unrealised gains, liabilities,
Management Joint Trust SA’s service fee). If a person or entity does not believe they are qualified to make such decisions, they
should seek professional advice. The prices listed are for reference only and are in no way intended to represent an actual trade.
This information is not a substitute for professional advice of any nature, including tax, legal, and financial. While we believe the
information contained herein to be accurate, all numbers should be verified by the reader through independent sources. Again,
trading securities, options, futures, or any other security involves risk and can result in the immediate and substantial loss of the
capital invested and every reader/recipient is responsible for his or her own investment decisions. The employees, officers, family,
and associates of Management Joint Trust SA may from time to time have positions in the securities or commodities covered in
its publications or on its websites. Corporate policies are in effect that attempt to avoid potential conflicts of interest and resolve
conflicts of interest that do arise in a timely fashion. MJT is the owner of all its brands and websites (especially www.mjt.ch, www.
mjtsa.com or any related websites). These are protected by intellectual property rights, among other copyright, trademark and
competition rights. As reader of this publication or a user Management Joint Trust SA’s websites, you acquire no rights on the
various softwares, services, and information made available by Management Joint Trust SA. In particular, you do not acquire
ownership rights. You undertake especially not to: a) Copy, save, reproduce, publish, post, transfer, transmit, exploit or distribute
in any way data or components produced or any information or content made available by Management Joint Trust SA (including
but not limited to its publications, its software, Internet pages and graphic displays); b) Mention or use in any non-purely private
way the name Management Joint Trust SA or any of its trademarks, its or their logos, its or their texts and graphic displays; c)
Interfere with or modify data or components published or edited by Management Joint Trust SA (including but not limited to its
publications, software, Internet pages and graphic displays); d) Use Management Joint Trust SA in a way not consistent with its
natural purpose; e) Access Management Joint Trust SA in an illegal way or without having filled the requested questionnaires,
accepted these Terms and Conditions paid the requested fees. These Copyright and Trademark provisions mentioned above do
not limit your right to print on paper, for your personal/private use only, pages of this publication or any other content produced
by Management Joint Trust SA that you are interested in. Professional use of the printed pages is however strictly forbidden.
Similarly you are forbidden to resell these pages. If you want to use any content produced and edited by Management Joint Trust
SA not for your personal/private use, you must obtain in advance from Management Joint Trust SA a written authorization by
writing to:
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Diapason Commodities and Currencies
20 North Audley Street
London, W1k 6WE
UK
+44 207 290 2260

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

61

DECEMBER 2019

A DC&C publication,
featuring MJT’s timing methodology
A DC&C publication,
featuring MJT timing methodology

