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INTRODUCTION
The events of the past month confirmed the ongoing deterioration in the global geopolitical environment
and remind us of the ultimately negative consequences for the global economy and, hence, markets.
The absence of the United States from its traditional role as leader of the West and global “policeman”
has emboldened authoritarian regimes to take provocative actions they would not have considered
previously for fear of retribution. This trend is troubling and symptomatic of the deteriorating geopolitical
picture. The murder of Saudi journalist Jamal Khashoggi is a recent example. The Saudi royal family
presumably counted on their substantial arms purchases and their role as Iran’s adversary to shield the
country from paying a significant price for this action. Thus far, their calculation appears correct, as apart
from outraged rhetoric from Western nations, there doesn’t yet appear to be a significant price to be paid
by the Saudis.
The shift to far-right governments also continued in October with the election of Jair Balsonaro as
President of Brazil. Balsonaro’s rhetoric includes the same talking points common to other right wing
“populist” governments elected in the past few years. This trend in the election of far-right governments
is troubling as eras dominated by authoritarian regimes historically exhibit very volatile economies and
elevated risk of military conflict.
The European Union continues to grapple with a host of problems, including the recently elected
“populist” government in Italy. The EU rejected Italy’s proposed 2019 budget, arguing that the size of the
projected deficit posed unacceptable risks to both Italy and the EU. The proposed budget forecasts a
deficit of 2.4% of GDP. This level is three times the size of that agreed upon with the previous
government and significantly higher than the deficit of 1.8% of GDP incorporated into the 2018 budget.
The EU has argued that the projected deficit is too large given Italy’s debt-to-GDP ratio of 131%, which is
second only to that of Greece within the EU. This is the first time the EU has rejected a member’s budget.
While it cannot prevent the Italian government from implementing its proposed budget, the EU can
decide to exact financial penalties on budgets viewed not in the larger interests of EU members. The
controversy over the budget will provide the euro-skeptic Italian government with considerable political
ammunition that could be used in an attempt to ultimately withdraw from the EU should it decide to do
so. Meanwhile, Moody’s recently downgraded Italian debt to just one level above junk.
October also containedthe announcement by German Chancellor Angela Merkel that she will not seek reelection in 2021, following a series of poor showings in state elections by her Christian Democratic Union
(CDU) and affiliated parties. Many don’t expect Merkel to remain in office for the full length of her
remaining term. The exit of Chancellor Merkel leaves the West without a strong leader with moderate
views. President Macron of France can be expected to attempt to fill the void, but he likely lacks the
gravitas to be successful in this endeavor. Angela Merkel’s tenure as Chancellor will be hotly debated,
with some saying she was a bulwark against right wing "populism" and others suggesting her immigration
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policies encouraged the election of “populist” governments in Hungary, Poland and Italy. In either case,
she was a voice representing the values of traditional Western liberal democracies in a time when those
values are under attack. Her absence, combined with the continuing rise in support for right wing parties
in German, will make the next German general election in 2021 very important indeed.
The ongoing Brexit negotiations have made little or no headway, with the probability of either an
extension of the March 2019 exit date or a Brexit with no accompanying deal continuing to rise. The
uncertainty surrounding Brexit and the rising possibility of no deal at all is being felt by the British
economy. The residential property market, for one, has slowed considerably.
Trade tensions between the United States and China continue, with the Trump administration recently
suggesting that it would impose tariffs on essentially all Chinese goods entering the United States. The
impact of protectionist trade policies is unambiguously negative and it is hoped that a resolution to the
dispute can be reached before too long. One can expect the Trump administration to eventually turn its
attention to the European Union and Japan in its efforts to renegotiate trade agreements with major
trading partners. The potential effect of American tariffs on a broad range of imports from the EU and
Japan is much greater for those nations than for China. The net impact on the global economy of such
tariffs will also be more significant.
The past month saw a selloff in global equities that is not “terra incognita” for the month of October and
will be discussed in the following pages.
Moving forward, the evolving global geopolitical situation combined with efforts by the Fed and other
central banks to tighten monetary policy means that future investment returns will be influenced by
macro factors much more than what has been typical in the last 30-35 years. Investors who fail to consider
these factors will expose themselves to additional risk and missed opportunities. The past month
illustrates how quickly the sands can shift.
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EQUITIES COMMENT
S&P 500

The anticipated fall pullback did indeed occur in October, once again attesting to the historic seasonal
weakness often demonstrated by equity markets. The move below the 40-week moving average by the
S&P 500 is troubling as it had proven to be a reliable source of support on many previous occasions in this
bull market.
The strength in the last week of the month is certainly positive as is the move into the seasonally positive
November to April period. Moreover, the market often rallies following mid-term elections, which are
upcoming in November.
Most troubling is the weakness being demonstrated by the so-called FANG stocks. We wrote in last
month’s issue of the Global Investment Letter of our concerns about Facebook. Amazon closed the month
of October trading very near its 40-week moving average, while Apple’s decline is also moving it close to
this long-term average. The market leadership at this stage of the bull market has become very narrow,
making the near-term performance of the FANG stocks very important to maintaining the current trend.
The 40-week moving averages must hold for this bull market to continue. A break below this level by the
FANG group would be very bearish indeed. One member of the group, Facebook, has been trading below
its 40-week moving average for some time already.
Despite a raft of potential bull market killers, i.e., rising interest rates, market breadth, valuation etc., U.S.
equities may continue to surprise on the upside. Aside from the positive seasonal consideration, U.S.
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equities benefit from a strong dollar, which attracts foreign capital flows, as well as an absence of more
attractive investment alternatives.
The proper posture at this point is caution. Renewed market weakness in November should be viewed as
very negative given the positive seasonable bias. Particular attention should be paid to the behaviour of
the FANG stocks and/or the Nasdaq index. The leading role of the Nasdaq versus the S&P has been
discussed in previous issues of the Global Investment Letter and the Nasdaq led the S&P lower in the latest
month. Should the Nasdaq continue to weaken versus the S&P in November, the probability of a trend
change from bullish to bearish will rise significantly.
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FTSE 100 (WEEKLY)

The FTSE 100 continued its decline that began in June. The FTSE is trading at an important support level
at circa 7000 which, if penetrated, would suggest much lower prices ahead. The “phoney war” period
that I have discussed previously in there pages is over and both the British public and markets are coming
to grips with the consequences of Brexit. The maladroit negotiations of the May government could result
in no deal being in place when Britain withdraws from the E.U. That would be undesirable because it
would cause administrative chaos in a wide variety of areas on both sides of the English Channel. It is for
this reason that there is talk of extending the deadline past March 2019.
Whether there is an extension, a second referendum or, still most likely, status quo as we move through
the winter, Brexit will be the largest influence on British equities. Our view has been and remains bearish.
There will likely prove to be an excellent buying opportunity at a time of maximum fear, but that appears
some time away. In the meantime, patience is required.
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DAX INDEX (WEEKLY)

The Dax participated in the pullback in global equities, though the decline was mitigated by its lower
weighting in technology stocks. How the balance of engineering (e.g., the auto companies) vs. technology
in the Germany economy evolves will be a major factor for the German economy and equities in the
decades ahead. Stock indices in the United States have clearly benefited from America’s leadership role
in developing the digital world. The German economy will have to adapt accordingly to maintain its global
economic presence.
Our bearish view of the Dax continues. Germany’s turbulent domestic politics in addition to the general
challenges facing the E.U. are exacerbated by the general weakness of global equity bourses. The
likelihood of America eventually focusing its attention on trade with the E.U. would impact Germany most
as its auto sector has already been publicly identified as a point of contention by the Trump
administration. Purchases should be deferred until a clear buying opportunity presents itself.

8
© Global Investment Letter

November 5, 2018
22222018 22222018
____________________________________________________________________________________
CAC 40 (WEEKLY)

Our view on the CAC 40 remains bearish. The CAC faces many common issues with the DAX and continues
to trade below its 40-week moving average. Like the DAX, purchases of the CAC should be deferred
pending a clear buying opportunity. The risk/reward for equity markets generally remains unattractive
and the CAC is no exception.
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NIKKEI INDEX (WEEKLY)

The failed breakout attempt by the Nikkei in early October pushed the index below its 40-week moving
average despite month-end strength.
Whether the Nikkei can muster the strength for another breakout attempt remains to be seen. The circa
20,500 level remains very important. A break below that level would suggest significantly more downside.
With the index continuing to trade in the broad range it has been occupying for all of 2018, there appears
little reason to commit to the Nikkei until it indicates a definite trend by breaking out up or down.
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SHANGHAI COMPOSITE (WEEKLY)

Our negative call on the Shanghai composite continues to be rewarded. The SSEC continues to trade well
under its long-term moving average, with no clear evidence of a bottoming process. The ongoing trade
dispute with the United States and concerns about the health of the Chinese economy continue to put
downside pressure on the index.
There is not as yet reason to change from a bearish view, particularly in light of the prospect of further
yuan weakness, which will further reduce the potential for non yuan-based investors.
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HANG SENG INDEX (WEEKLY)

The Hang Seng has suffered along with its mainland counterpart this year. While the Hang Seng posted
a sharp reversal in the last week of October, which is certainly worthy of attention, the absence of a real
selling climax suggestive of investor capitulation makes it unlikely that this market has found a bottom.
The factors that affect the Shanghai largely affect this Hong Kong based index as well, limiting its
appreciation potential until prospects improve for the Shanghai. In sum, it appears too early to become
bullish.
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SENSEX (WEEKLY)

The Indian SENSEX market had a most difficult month in October, as the chart above illustrates. The effect
of equity price declines in developed markets in addition to the existing weakness in most emerging
markets combined to produce a sharp decline this past month.
We had warned in previous issues of the Global Investment Letter that a fall below the high established
earlier this year would be bearish and that a decline through the 40-week moving average would be even
more so. Such proved to be the case.
The action of the past month suggests a change of trend from a bullish to a bearish mode. A return to a
bull market will require a rise above the 200-day moving average and/or a clear buying opportunity
presented through extreme fear-based capitulation selling.
India remains the preferred long-term emerging market for investment, but the shorter-term dictates of
market behaviour cannot be ignored. The SENSEX currently does not represent attractive risk/reward as
the potential exists for more significant downside in the near term.
The SENSEX was trading at the 30,000 level in May 2017 when the merits of investment in India were first
discussed in these pages. Last month, with the penetration of the 40-week moving average at the circa
35,500 level, we suggested leaving the trade to await a more attractive risk/reward re-entry point.
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EMERGING MARKETS ETF (EEM) (WEEKLY)

Emerging markets, as represented by the EEM ETF, posted a noteworthy rebound in the last week of
October. However, a sharper selling climax with a rebound would have produced a more compelling signal
of a market bottom. Therefore, we believe it is best to wait for confirmation of a change of trend before
becoming bullish. The strength of the U.S. dollar against emerging market currencies must also be a
consideration for dollar-based investors.
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FIXED INCOME COMMENT
10-YEAR US TREASURY NOTE (WEEKLY)

Yields continue to rise and put pressure on fixed income instruments in many parts of the world. The Fed,
the Bank of Canada and now even the European Central Bank have or are signaling a monetary tightening
process. There is debate in some quarters over whether the rate increases are the result of anticipated
economic strength or incipient inflationary pressure. The answer is likely a little of both. However, the
major driver of rate increases is an attempt to return interest rates to a level where decreases canhave a
positive affect in addressing the inevitable next recession. Central banks are well aware that they
substantially depleted their ammunition in fending off the 2008 financial crisis.
We remain of the view that interest rates will continue to trend higher until evidence of a recession
becomes apparent. Without compelling evidence of an economic slowdown, the prudent course is to
treat the bond market as remaining in a bearish trend. The 40-week moving average will be a useful
indicator of a trend change when the time comes.
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CURRENCY COMMENT
US DOLLAR INDEX (DXY) (WEEKLY)

The U.S. dollar index continued to strengthen last month, and our forecast is for more of the same. The
next meaningful resistance point is much higher, at circa 103. The U.S. dollar is continuing to to be pushed
higher by a number of factors, including ongoing Fed rate increases, the lack of an attractive currency
alternative and the effects of American trade protectionist policies.
Ironically, while the trade policies of the Trump administration will likely damage the U.S. economy longer
term, they serve to strengthen the dollar in the shorter term because the tariffs imposed will hurt
American trade partners more immediately. The deteriorating global geopolitical environment also serves
to establish a bid for the dollar given America’s role as the largest economy and military power.
The trend of the U.S. dollar is expected to remain bullish. A break below the 40-week moving average is
required to suggest a change of trend.
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CAD/USD(WEEKLY)

The Canadian dollar softened against its American counterpart in October. Our view on the Canadian
dollar remains bearish based on poor pricing for Canadian oil and the ongoing desirability on the part of
Canada to maintain a weaker dollar in trade with the United States. We have commented previously in
these pages on the great importance the price of oil plays on the Canadian currency. Not only did the
price of oil decline in absolute terms in October, but the price of Canadian oil for export had to be
discounted heavily due to pipline bottlenecks. There doesn’t appear to be a short-term remedy for this
issue.
The Bank of Canada has committed to continue raising rates but can be expected to do so only in reaction
to moves by the Fed. The Bank of Canada can also be expected to be swifter with interest rate cuts when
the next recession appears. Thus, Canadian central bank policy will serve to dampen the appreciation
potential of the Canadian currency.
The Canadian dollar is prone to further weakness, with the .71 level likely being longer-term support.
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EUR/USD(WEEKLY)

The euro weakened this past month before settling at the 1.14 level, which provided price support during
the summer. We may see a short-term bounce higher, but the trend of the euro remains distinctly bearish.
A break below 1.14 suggests much lower prices ahead.
There is nothing to suggest that a higher euro is in the offing. The various geopolitical challenges of the
E.U. have been well discussed in these pages. While the European Central Bank is making noise of ending
its hyper-accomodative monetary policies, it has yet to do so in a meaningful way, and European interest
rates remain much lower than those in the United States. Moreover, there is reason to believe that the
Trump administration will return its attention to the E.U. with regard to tariffs, trade policy, etc.
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POUND/USD

We remain bearish of the pound until there is some clarity around the terms of Brexit. As with the FTSE,
an important buying opportunity for the pound may present itself in time, particularly in the case of a nodeal Brexit. In such a case, negative sentiment might drive pound denominated assets to unduly low
levels.
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YEN/USD(WEEKLY)

The yen continues to be a relatively unexciting currency, with a bias of weakness against the U.S. dollar.
There is little reason to expect a strengthening of the yen considering the policies of the respective central
banks, with the Bank of Japan remaining far more accommodative than the Fed.
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YUAN/USD(WEEKLY)

As anticipated, the yuan continued to trade lower versus the U.S. dollar In October. Of note was the
bounce back off resistance at the important circa 7 price level. Such a bounce would ordinarily suggest a
strengthening of the yuan. However, we obviously do not live in ordinary times, and the performance of
the yuan versus the U.S. dollar will continue to be largely influenced by the state of the trade war between
the two countries.
There is little reason for optimism on the trade front at time of writing, with the Trump administration
indicating that it intends to impose tariffs on essentially all Chinese imports in the near future. As stated
previously in these pages, currency devaluation has significant precedent in trade disputes and is certainly
a reason for the conspicuous weakness of the yuan since last summer.
We can anticipate further yuan weakness unless the tone of the trade dispute improves substantially. The
circa 7 level remains important. A concerted move above that level would suggest a much weaker yuan
ahead.
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OIL COMMENT
CRUDE OIL (WTI) (WEEKLY)

Crude oil suffered a significant reversal in October, falling below its 40-week moving average. The decline
below the two previous highs of 2018 is indicative of a trend change and an expectation of lower prices.
As is often the case with oil, geopolitical developments played a major role in price action. The Saudis
have committed to raise production in an attempt to assuage Western nations over the Khashoggi killing.
The Saudis stated that they have as much as 1.3 million barrels per day of spare capacity in reserve. In
addition, an agreement is said to have been reached over the Khafji and Wafra oil fields in the Neutral
Zone between Saudi Arabia and Kuwait. These jointly-owned fields are said to be able to produce upwards
of 500,000 barrels a day.
The real effectiveness of U.S. led sanctions against the purchase of Iranian oil remains murky. The current
consensus view is that the sanctions have succeeded in removing between 1-1.5 million barrels per day
from global supply. I remain skeptical that the ultimate effect will be that pronounced. If Iranian oil is
badlly needed, it will find a home.
The current trade war, tightening monetary policy in the United States and perhaps Europe and concerns
about the strength of the Chinese economy all played a role in reining in expectations for oil demand and
contributed to the softer crude prices of this past month.
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In summary, the trend in oil is now bearish and the market should be approached accordingly. A shift back
to a bullish tone would require, at minimum, a recapture of the 40-week moving average and ideally a
move to a new 52 week high. A quick rebound in the oil price seems unlikely in the absence of major
geopolitical developments.
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DEFENCE SECTOR COMMENT
US AEROSPACE & DEFENCE ETF (ITA)(WEEKLY)

The ITA ETF, which we use as a proxy for the defence sector, declined sharply with the market in October
(even penetrating its 40 week moving average) before reversing smartly near month end. Both the extent
of the decline and the strength of the rebound suggest that this sector experienced capitulation selling
and will likely resume strong relative strength versus the overall market. The ITA chart looks much more
constructive than that of the overall market. We continue to believe the convergence of a deteriorating
global geopolitical environment and the requirement to replace weapon systems in response to rapidly
evolving technology will provide a powerful tailwind for this sector for some time.
As discussed in previous issues, we prefer companies whose products, such as aerospace and missile
systems, employ the most sophisticated technology. As well, geographic diversification would be wise as
the turbulent geopolitical scene could produce shifting alliances and, hence, shifting buying patterns from
the various militaries. Therefore, a basket of North American and European defence contrators would be
desirable.
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GOLD COMMENTARY
GOLD(WEEKLY)

Gold rose in October in response to weakness in global equities and troubling geopolitical developments.
However, it weakened near month end and still remains well below its 40-week moving average. The tone
of the gold market remains poor despite the strength shown in October.
The circa $1360 level remains the important hurdle for gold to cross to signal an important breakout to
higher prices. The $1360 area has proven to be a formidable resistance point so the best risk/reward
strategy would seem to be to wait for a clear breakout. Purchasing at current levels doesn’t represent
good risk/reward.
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Jonathan has been a lifelong student of history and uses the lessons of history to help interpret and
provide context to current events. Jonathan no longer invests money for others, managing only his own
account. The Global Investment Letter represents his personal thoughts and opinions.
Jonathan well understands the difficulty of the investment process, and the essential role that quality
information and opinion play in successful investing. Each monthly issue will contain comments on major
markets, economics, geopolitics as well as investment ideas. There may also be discussion of investment
philosophy or practices and reviews of books deemed of potential interest to readers.
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