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Highlights
 � The recent political developments in Saudi 

Arabia are remarkable. The crown prince is 
strengthening his power by eliminating all those 
who could potentially stand in his way. He 
wants to transform Saudi Arabia and reduce its 
dependence on oil revenues. It is a bold move 
that shows how dedicated the new strong man 
is, which helps crude oil to continue its recovery.  
We expect that the Saudi tightening of supply 
will work until the partial Aramco privatization is 
executed in 2018.

 � Surprisingly, global bond yields are softening 
against the consensus of a strengthening 
world economy. Either the bond markets or the 
economists are wrong. At present, we side with 
the bond market, as we think a tightening liquidity 
will unfold over time – particularly after the US 
debt ceiling expires in December. Yield curves 
are flattening in the major economies worldwide, 
usually a harbinger of slower economic growth.

 � The US dollar’s medium-term recovery continues. In the short-term, 
sentiment is now excessively optimistic and short-term momentum 
warns of a temporary pause or setback. However, if our thesis of 
tighter global dollar liquidity comes true, the US unit will resume its 
advance after a pause.

 � Global equity markets are in the late stage of their bull cycle. 
The current rise is marked by euphoria and complacency. The 
fundamentals will weaken after liquidity conditions deteriorate, as 
markets are now primarily liquidity and not fundamentals driven, as 
the mainstream believes.

 � In the commodity arena, we expect crude oil to remain strong, while 
the strength in base metals could begin to fade after the recent 
strong rally. Gold may have a bounce when the US dollar pauses or 
corrects, but we view this as temporary and not as the start of a 
new major bull run.
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Important Changes in the House of 
Saud – Implications for the Oil Price
Crown Prince Mohammad bin Salman is proving that 
he is in the driver seat in Saudi Arabia. His father, King 
Salman bin Abdul-Aziz, signed a decree to lock up 11 
princes, 4 ministers and dozens of former ministers, 
high-ranking military and administration officers for 
potential involvement in corruption. However, we 
suspect that this action is the handwriting of the 
young prince, who wants to change Saudi Arabia 
and seems to be the most influential person in the 
kingdom. The side effect could be to confiscate up to 
$800 billion from those being blamed for corruption.

The Crown Prince’s plan is to reduce Saudi Arabia’s 
dependence on oil revenues and diversify into other 
industries. He is also implementing some soft liber-
alizations in Saudi society, including allowing women 
to drive cars, which is a major concession to the 
progressive forces in the kingdom. He obviously 
wants to remove all obstacles – including people 
– that could be a hindrance in his efforts to initiate 
change.

Part of the plan is to privatize 5% of Aramco, the state 
oil company, in 2018. For that reason, he needs to 
elevate the price of crude oil and to have a market 
that is hungry for such a large privatization. The 
current estimates range between $50-70 billion. 
He is behind the move of the OPEC supply cuts, of 
which Saudi Arabia is bearing the brunt. We believe 
that the price of crude oil could achieve a price in the 
low $60s within the next 6 months. However, we do 
not expect the price to sustain that level (chart 1). At 
present, it seems that US shale oil companies are 
acting in a more disciplined way than before, which 
increases the chances of success for the Saudis. Too 
high a price could cannibalize their effort, as shale oil 
supply would begin to pick up. Thus, we can expect a 
managed oil price going into the privatization.

While rising oil prices are good news for producers, it acts like a tax 
increase for the world’s consumers.

The Bond Market Conundrum 
Economic indicators in the emerging and industrialized world have been 
improving since mid-2016, confirming the third mini-cycle expansion, 
as we have highlighted many times in this publication. CPI inflation 
has also been creeping up for months - although still at a historically 
low level. Aside from energy, other commodity prices (base metals 
in particular) have been rising, too. Thus, we are looking at a world 
economy that is currently growing close to its growth capacity, which in 
our view is lower than before the Great Financial Crisis.

One would assume that bond yields would rise under such conditions, 
particularly because real bond yields are either extremely depressed or 
negative, as is the case of many European bonds. To our own surprise, 
our technical work points just in the opposite direction (see chart 2 & 3). 

Our working hypothesis is that global bond yields are in a secular 
bottoming process that stretches over many years. The important 
cyclical lows within this secular bottoming process are several years 

CHART 1

Oil Price

BUY

Source: The Notley Information Service, Taniscott Capital Inc.
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behavior of the Treasury with its issuance. Our view was that the Treasury 
was running down its accounts with the Fed to blackmail Congress 
to increase the debt limit or take the blame for the government not 
paying its bills. Due to Hurricane Harvey, the debt limit was increased 

apart, beginning with 2012, then 2016 and the next 
cyclical low will probably be in 2019/20. We expect 
bond yields to trade cyclically, within a bottoming 
range of between the lows of 2016 and the highs of 
2014 in case of the 10-year US Treasury Note. Our 
expectation was that we could see 3.00% for this 
paper at the cyclical highs of this mini-cycle. We are 
somewhat surprised to see bond yields softening 
in the face of strengthening economic and inflation 
indicators.

Our working hypothesis is 
that global bond yields are in 
a secular bottoming process 
that stretches over many 
years.

One of the reasons for this strange behavior could be 
that the world economy’s mini-cycle is peaking, and 
will lose momentum. The only factor currently pointing 
to such a development is the global credit impulse 
that has shown a remarkably stable pattern of rising 
for 8 months followed by contracting for 8 months 
(chart 4, next page). The reason for this cycle is when 
bond yields rise enough, credit demand weakens and 
when yields decline enough, credit demand picks up 
again. In chart 4 you see the 6-month credit impulse 
that points to a peak of the mini-cycle around the turn 
of the year.

Two other factors may be of help to bonds. One is 
the continued liquidity creation by central banks in 
Europe and Japan, as well as the liquidity created 
by crypto currencies that are creating money out of 
nothing. Part of that liquidity could find its ways into 
bonds.

In the US there is one other factor helping bonds; the 

CHART 2

US Treasury 10-Year Bond Yield - Monthly
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Source: The Notley Information Service, Taniscott Capital Inc.

CHART 3

US Treasury 10-Year Bond Yield - Weekly

SELL PENDING

Source: The Notley Information Service, Taniscott Capital Inc.
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next 18 months, as the major companies cannot make a return from 
shrinking chips further.

In 1974, Robert H. Dennard, stated that as transistors get smaller their 
power density stays stable, which really meant that as semiconductor 
chips get smaller they use less and less power for the “work” they 
perform. However, according to experts (we are not technology experts 
but rely on what they tell us), that law ended a bit over 10 years ago.

Softer yields have been a help to 
equities, of course, and perceived high 
growth stocks like FANG.

Mark Kryder stated in 2005 that the data that can be stored in a 
magnetic disc rises much faster than Moore’s law of a doubling every 
two years. In fact, since the introduction of magnetic disc drives in 1956, 
the density of information it can record has increased from 2’000 bits 
to 100 billion bits (gigabits) all crowded into the small place of a square 
inch, which represents an increase of 50 million times. According to 
industry experts, that trend of ever lower storage costs broke down in 
2015/16.

slightly but ahead of time, and the next necessary big 
increase was postponed to mid-December. Thus, the 
Treasury keeps its accounts low to be unable to pay 
bills when the debt limit is not increased in mid-De-
cember. Once the debt limit is increased, the Treasury 
will issue more bonds and replenish its account with 
the Fed, which in turn may then withdraw liquidity 
from the system. Thus, the whole liquidity deterio-
ration we had expected for Q4 will not begin until very 
late Q4. Which is why bond yields have softened in 
the US.

Virtually all other economy related factors continue 
to point to decent economic growth and CPI inflation 
creeping higher. 10-year Treasury yields have some 
moving average support in the range of 2.27-2.30. A 
break below this range would open the door for more 
yield declines, which would certainly catch many 
investors wrongly footed. Bond bulls have fallen from 
60% to 41% recently, which is a constructive reading 
for bond prices.

As the Fed intends to hike rates further, short rates 
continue to firm, and the yield curve is flattening. In 
fact, the 2/10 yield curve shows a difference of only 
69 bps and is now the flattest since November 2007. 
Does it ring a bell?

Tech Mania – But Questionable 
Fundamentals
Softer yields have been a help to equities, of course, 
and perceived high growth stocks like FANG. While we 
do believe the equity market mania is in a late cycle 
stage, we do not know when it will end. But there are 
a few important factors to consider.

Gordon Moore said in 1965 that the number of 
transistors in an integrated circuit will double every 
2 years. And his prediction has been proven right for 
many decades. Now, the international semiconductor 
association reports that Moore’s law will end over the 

CHART 4

Global Credit Impulse Shows Regular Wave Like Pattern

Source: BCA Research 2017
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on the changes mentioned above. The current hoopla in the markets 
may be increased by China’s dedication to enter this business of which 
semiconductor equipment manufacturers are benefiting, at present. 

We mention this because equity investors are currently going crazy 
about high tech again. While industry leaders like Intel trade at 17 
times (peak?) earnings, others like Broadcom trade at over 200 times 
earnings. And there are many in between. While valuation is not a useful 
timing tool, it tells something about potential risk and reward. The just 
announced takeover of Qualcomm by Broadcom amounting to $105 
billion is the largest technology takeover ever. This is simply another 
sign usually seen near a top.

Melting-up?
A cycle ends when all the potential buyers have bought what they 
wanted to buy. As long as liquidity continues to grow at the margin, the 
game continues. But once liquidity dries up and all the potential buyers 
have bought what they wanted to buy - and more - a decline begins. 
As long as central banks continue to push more liquidity into financial 
markets, and crypto currencies do the same (the largest three Bitcoin, 
Ethereum, Bitcoin Cash already represent a market capitalization of 
over $165 billion) the game can run further. And as we have said many 
times, China is most likely the decisive factor determining how long this 
cycle runs.

If China continues its stimulating policy attempting to push the economy 
forward at 6-7% real growth in coming years, the whole scenario can 
continue for a while longer. However, if they try to do so, China will run 
into certain difficulties. 

First, continued stimulation of consumption will increase prices. Unlike 
a fixed asset investment, where future supply capacity is constantly 
increased, it is demand that is pushed over proportionately. This will 
lead to rising inflation. As you can see in chart 5 (next page), China’s 
government bond yields are rising in nominal and real terms and in real 
terms they are even hitting new multi-year highs.

Second, continued growth requires huge amounts of new debt, and the 
banks simply do not have the deposit base to finance it. If the central 
bank eased reserve requirements to make high growth in bank lending 

Efforts to shrink batteries for such handheld products 
like smartphones or tablets have also not been 
successful, as proven by Samsung devices catching 
on fire and other technological failures have shown. 

All of this means that the capability to upgrade your 
pc, tablet or smartphone every 18-24 months for the 
same price has come to an end. The implications of 
this will be that the time length for your next upgrade 
lengthens, and the necessity to buy a new product is 
pushed out by time. As a result, sales of such products 
will not continue to rise in a linear extrapolated way 
from the past into the future, and will begin to flatten 
or even decline. This matters for many of the current 
stock market darlings from Nvidia to Microsoft to 
Google, as advertisement will also decline when sales 
of such products decline. This is obviously not what 
the market is currently taking into consideration with 
these stocks.

Presently, the semiconductor industry feels on fire 
with spot DRAM prices having virtually quadrupled 
since this mini-cycle started in early 2016. While 
this latest increase may have been helped by a 
delayed new manufacturing plant by one of the large 
manufacturers, it still shows the excesses as they 
usually appear late in the cycle. It is all very familiar. 
Chips are commodities and commodities get scarce 
late in the cycle, not the least because first signs of 
scarcity lead to double or triple ordering, which in turn 
pushes prices further up. We recall the craziness in 
2000 when a local company whose founders we knew 
increased its capacity due to that sharp increase in 
prices and the huge ordering they received at the 
time, which is a typical late cycle phenomenon but 
led them to a wrong business decision. A few years 
later the company was bust.

What we are driving at is: technology is a cyclical 
business and while it is cyclical growth, the risk is that 
its future growth may turn out much lower than what 
the investment community presently expects, based 
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possible, they would surely push inflation rates higher 
by such policy. Moreover, the president of the Chinese 
central bank has recently made several important 
statements, after his remark that China runs the risk 
of a Minsky moment if credit growth continued at 
current pace. Among other statements he said: “High 
leverage is the ultimate origin of macro financial 
vulnerability” and “In sectors of the real economy, 
this is reflected as excessive debt, and in the financial 
system, this is reflected as credit that has been 
expanding too quickly”. He also described the risks 
as being “hidden, complex, sudden, contagious and 
hazardous” and laid out a list of things they have to 
do to safeguard things, by reducing leverage, further 
opening up their capital markets, continue on a path 
to capital account convertibility, etc.

Moreover, we also noticed that the current account 
is no longer improving and in contrast to 20 years 
ago when China ran a current account surplus of over 
10% of GDP, it is now less than 1%. If the consumption 
boom continues, the current account would go 
negative and forex exchange reserves would melt. 
Recent statistics show an outflow of capital despite 
the closed capital account. This demonstrates that 
the desire to move capital out of China is still high, 
and if the consumption boom continues this appetite 
would increase.

In other words, if China continues to carry through to 
2021/22 – when there is the 100th anniversary of the 
Communist Party and the next National Congress to 
elect the leader – they could run into major problems 
at a very inopportune time. Thus, our view is that in 
2018/19, China would not be unhappy to see some 
slowing of the economy and therefore attempts some 
of the necessary restructuring. But at the end, it is Mr. 
Xi Jinping’s call, not ours.

Our point simply is that the longer China attempts 
to carry through, the bigger the risk that China’s 
economy completely overheats with rising inflation, 

rising interest rates and eventually a hard landing. For a while, Chinese 
imports could stimulate many emerging economies, Europe and Japan 
in such a scenario - but all of these countries will eventually pay the 
price once the downturn in China begins.

The US economy is the least dependent on China, although it is inter-
linked with the world economy. A tax reform (if the Republicans can 
ever get their act together) may support the US economy through 2018 
although the consumer is not really in great shape. The decline of the 
savings rate to a 10-year low and the small real income increases will 
limit consumer expenditures. We still believe that 2019/20 will be a 
recession period. Thus, corporate earnings will then be hurt by a soft 
economy and the leverage that will work in reverse.

But markets will do what is necessary to fool the majority. Cyclical tops 
are either round or spiky. In a cycle with one dominant theme, as is the 
case with FANG in this current cycle (see charts on page 10), that theme 
usually spikes in a buying climax. Such a spike top or buying climax 
shows a sharp increase in trading volume as at that point all potential 
buyers have bought, and the selling and a bear cycle begins from there.

Near a top, sentiment is getting extreme and focused on that particular 

CHART 5

China 5-Year Government Bond Yields

Source: Ned Davis Research, Inc.
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topic. The ICE just announced the upcoming launch 
of a futures contract trading FANG stocks, which 
fits in perfectly well with the late stage approaching 
a final top. Such a futures contract will allow specu-
lators to buy these stocks on much higher leverage 
than simply on the usual margin. It reminds us of 
tulips and chart 6 shows perfectly well how markets 
go from one bubble to the next. And the next one is 
here to peak during 2018, most likely in the first half.

We recommend investors to stay with the outper-
formers – we know some are outrageously priced – 
as we do not know how long and how far they will run. 
And at the same time, we recommend staying away 
from the underperformers as buying laggards late in 
a cycle is usually not rewarding. They rise less than 
the market, if at all, and when the market weakens, 
they decline more than the market. They are only of 
interest at a cyclical turning point in their absolute 
and relative performance. We include a table of the 
economic sectors in the US and Europe and our 
assessment of the expected relative performance for 
reference.

A Pause in the US Dollar?
We have made our case for a stronger US dollar in our recent publica-
tions, and the dollar has indeed recovered nicely. The euro has broken 
down from a head and shoulder pattern with a measured move target 
of 1.13-1.14. While the dollar is intrinsically a weak currency, two factors 
are working in its favor.  First, the diverging monetary policy and second, 
potential tax incentives for US multinational corporations to potentially 
increase capital flows from overseas into the greenback. Should the 
world economy weaken next year, against the consensus view, it would 

Overweight Neutral Underweight

Basic Resources Autos Banks

Chemicals Construction Health Care

Industrials Financial Services Media

Oil & Gas Food & Beverage Retail

Technology Insurance Telecom

Personal & Household Products

Travel & Leisure

Utilities

Relative Performance Outlook by Economic Sectors
European Stoxx Sectors

TABLE 2

Overweight Neutral Underweight

Technology (XLK) Consumer Cyclicals (XLY) Consumer Staples (XLP)

Energy (XLE) Health Care (XLV)

Financials (XLF) Real Estate (IYR)

Industrials (XLI) Telecom (IYZ)

Materials (XLB) Utilities (XLU)

Relative Performance Outlook by Economic Sectors
US Sectors

TABLE 1

CHART 6

E-Commerce into bubble territory

Source: BofA Merrill Lynch Global Investment Strategy, Bloomberg
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also support the case for dollar strength.

While our short-term technical indicators suggest 
a temporary pause or correction is possible, the 
medium-term trend remains supported by the kicking 
in of our expected liquidity tightening from mid-De-
cember onward.

For investors, we would stay with a long dollar position, 
but sentiment data and momentum indicators 
warn of a temporary pause or correction within the 
medium-term trend. Thus, short-term operators may 
take some chips off the table. And this is true against 
virtually all major and the leading EM currencies.

Crypto Fever Beats Gold Fever
Bitcoin has almost doubled in less than six weeks. 
That is even more extreme than when gold ran from 
$300 per ounce to $850 within six months, into the 
top of January 1980. Perhaps we are still living in the 
dinosaur age within the investment field, but crypto 
currencies are not our expertise and from where we 
sit this appears to be a bubble, perhaps comparable 
to the internet boom in 2000. While we think we 
understand the blockchain technology that makes a 
lot of sense, we are not sure how crypto currencies 
will develop over time. There are more than 1000 
different cryptos and new ones are coming to the 
market every day, as it seems to be the new thing to 
get rich quickly. 

When a new technological trend begins, it is easy 
for a 25 years old who knows nothing to take a risk 
and just ride with it. Our days of taking excessive risk 
have long passed and we are aware of the pitfalls of 
speculative manias. Even if cryptos are here to stay 
– and one can make a good case for a few to stay – 
there will be a painful shakeout at some point. That 
shakeout may go parallel with the next bear market 
in equities. Or will there never be a bear market 
again? Those making that case must believe in the 

John Laws of this world to drive our planet to ever greater riches, all 
manufactured by pushing a button in a central bank office. We seriously 
doubt the world works that way.

We are aware of the pitfalls of 
speculative manias. Even if cryptos 
are here to stay – and one can make 
a good case for a few to stay – there 
will be a painful shakeout at some 
point.

A lot of speculative money seeking a home that usually went into gold is 
now going into cryptos. And while gold may have a short-term bounce 
here in line with a temporary pause in the dollar’s advance, we doubt it 
will be the beginning of a new powerful bull run. That will come once 
the equity market leaders begin to crumble, as they surely at some 
point will. At that time, gold will start its renaissance, by our estimates 
it looks likely in 2018.

This Week 100 Years Ago
This week one hundred years ago, communism started with the Russian 
revolution. The October revolution (they used a different calendar then, 
but it is this week 100 years ago) communism began. Lenin was the 
Russian leader who started it. Just before the revolution, he lived in 
Zurich/Switzerland for over a year with his wife, where he prepared the 
revolution and coup against the Czar. The difficulty for him was to get 
from Switzerland to Russia because the Russians did not want to let 
him in, as they were aware of the risk. The Germans helped and let him 
ride in a railroad car where he could hide. Germany was at that time 
in an alliance with the Austria-Hungary Monarchy while the Russians, 
French and British were together in another alliance. Germany thought 
Lenin would make enough noise and trouble in Russia to weaken Russia 
internally, which would be of help to Germany. That was the reason 
Lenin could get to Moscow and start the Communist Revolution.

While communism had its origins in the feudal system and the hardship 
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The bottom line is that communism has done a lot of harm to people 
and prevented freedom and market based economies and therefore, 
well-being and economic rise toward prosperity. It is a sad story, has 
failed its test in history, and can easily be named a big flop. Hopefully, 
our governments and voters understand this well, as the drive toward 
a more centralized and government directed system is in full force in 
today’s “democratic countries.” Unfortunately, and to the detriment of 
broad based prosperity and freedom for individuals and corporations, 
today’s prosperity is superficial and not sustainable, as it is based on 
current policies that resemble more and more central planning.

Felix W. Zulauf 
November 9, 2017
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for average people and the ensuing revolt against 
the feudal lords, it eventually turned into a horrible 
history, as dictators killed almost 100 million people, 
including many of their own, simply at will or because 
those later victims did not believe in that ideology. 
The wars the communists started were bloody and 
the wars democracies fought to prevent communism 
from spreading further were not only costly in lives 
but also in monetary terms.

What has communism achieved? When you look at 
Russia, North Korea, Cambodia, Cuba, etc.: not much 
and certainly no well-being or prosperity for most of 
the people, as standards of living are still way below 
those of developed Western nations. Moreover, 
individual freedom has been absent and is still bad 
in many places.

The story in China is different but even there, Mao 
killed 20 million of its own people and enslaved many 
of the intellectuals and the educated elite on farms 
or prison camps for years, including the founder of 
the new China, Deng Xiaoping, who opened the door 
for China to move toward a market based economy – 
although the current leader seems to turn the wheel 
backwards away from a market based direction to a 
more government directed planning economy. In fact, 
China could only begin to rise once it began to move 
away from communism and toward a market based 
system, although it has not arrived there, yet.
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