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4/ Executive Summary

The Capital Observer editors team, London / Geneva, August  30th 2017
to view previous issues, please visit our website at: http://www.thecapitalobserver.com

From January 2017 to June our central theme was a pause in the reflation trade. From early July we have 
considered that we had entered the transition phase into reflation wave 2 but our models are clearly 
showing conflicting forces at work. However reflation wave 2 seems that have begun with the low of 
commodities and oil and many cyclical assets in June and early July. It seems that this transition into re-
flation wave 2 is happening sequentially ( similarly to 2016), one asset after the other and this transition 
phase could take a few more months before it becomes obvious again that the reflation mode is still on.

8 / Shrinking the Fed’s balance sheet: it will start in September – the ongoing risk assets correction may extend to the 
fall leading to an interesting buying opportunity - The Fed’s intention to shrink its balance sheet is the most profound 
known unknown confronting financial markets in the near- and medium-term. The Fed had been under fire for tightening 
policy in June under the flimsiest macro cover, and so the FOMC may be leery of pulling off the same trick in September 
(although we do not discount another notch higher in the FFR if Core CPI rises in Q3, as we expect). However, we do not 
see any constraints the Fed has in shrinking its balance sheet next month and over the rest of the year. Our assessment – 
they will likely do it – it seems a done deal. This is will be first time the central bank does this in its history, so we naturally 
expect some fall-out on risk assets. That’s is why the weak period for risk assets may extend somewhat longer than the late 
August-early September that we have been flagging since the last quarter. Nonetheless, that is a general consideration, and 
indeed, nothing stops risk assets from rising before the September FOMC meeting, and then weakening in the wake of any 
Fed decision to shrink its balance sheet, or to tighten policy (or both!). But we urge you to keep a tight focus on the after-
math of the FOMC meeting on September 19-20. The best that could happen is that we are wrong, and the Fed does not 
do anything. Risk assets will therefore rise sharply. The worst that could happen is that we are right, and the Fed tightens 
policy, either way. Risk assets fall – and you should be a buyer of those risk assets in due time.

11 / Timing and Tactical Insight - The reflation trade is still bouncing off and re-testing its retracement lows; the botto-
ming process could extend into late October /early November –  US long term yields, US equity market or High Yields 
may be getting ready to bounce into September. Yet, the move up on yields may be relatively short lived. It could start 
to reverse back late September and re-test lows into end October / early November.  Meanwhile, US equity and US High 
Yields may extend up into early October and even make new highs. That said, their Risk/Reward is quite stretched and 
we would also expect a new risk-off period for them into late October / early November. The articulations are similar, 
yet  the S&P500 and HYG are still trending up, while US yields for example are finishing off a downtrend. For the prudent 
investors, it might wise to wait it out to enter these instruments late October/ early November, just before the year-end rally 
we expect.

15 / From the Fall, the stage is set for a weaker Japanese Yen and stronger Nikkei – the harbingers of Reflation Wave 
II  - We have always maintained that the impact of the Bank of Japan`s huge balance sheet (nominally second only to the 
Federal Reserve`s, but larger in terms of % to GDP – 94% vs 23% for the Federal Reserve), which filters into the real eco-
nomy after a long lag (almost 10 quarters), will eventually show up in the hard data – and it is now in the process of doing 
so. The stimulus also directly benefits the domestic stock markets as the BoJ also buys equity ETFs to bolster its balance 
sheet. The latest BoJ foray: an extraordinary $2 billion buying spree of Japanese equity ETFs over the course of last week. 
Improvement in growth prospects due to the stimulus should ironically weaken the Yen, which itself, has positive implica-
tions for the Nikkei Index as well. However, in the final analysis, the fate of the Yen (and thereby of the Nikkei Index) may lie 
at the doorsteps of the Federal Reserve in Washington D.C. The Nikkei is strongly linked to a weaker yen, and the domestic 
currency itself, is tied up with US long term interest rates – falling US rates strengthen the Yen which will therefore under-
cut the Japanese stock market.  Our outlook is for US bond yields to rise from a Q3 trough. That could give the US Dollar 
a significant bounce after a multi-month of declines, and should therefore weaken the Yen and lift the Nikkei in a broad, 
intermarket reflation process which could persist into  H1 2018.

18 / Timing and Tactical Insight - A weaker Yen and a stronger Nikkei will require hedging for currency risk  –  USD/JPY 
and the Nikkei may be getting ready to bounce in September. Following that, a new period of retracement to the downside 
should materialise into October before both start accelerating up towards year-end and H1 2018. US and European inves-
tors should definitely hedge the Yen currency risk out in order to fully capture the strong performance we expect on the 
Nikkei over the next few quarters. This is especially true on a relative basis vs other major markets.
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23 / Base Metals Outlook Reaffirmed: getting long on base metals and China is optimal in Q3 2017. Base metals are 
leading the way in Reflation Wave II - Base metals have been the true performers among commodity sectors since most 
commodities bottomed in Q1 2016, and we expect them to continue leading the pack into a likely cycle high by mid-year 
next year. Global economic activity (special mention: China) is picking up, especially in the manufacturing sectors of major 
economies, which will be supportive for copper and other metal prices. The Trump administration has been having difficul-
ties in pushing through legislation, but tax reform and infrastructure spending may make a difference, if the Republicans get 
their act together. US infrastructure spending is a potential game-changer for industrial metals. Only a Federal Reserve hell-
bent on raising US policy rates or withdrawing stimulus by sharply reducing its balance sheet poses the only significant risk 
to the positive outlook for base metals and commodities over the medium-term. Only a resurgence of CPI inflation, which 
we expect during Q3 2017, could possibly renew talks of further tightening, which indeed may be seen in September. But 
any CPI inflation uptick in Q3 should quickly disappear, and that lays the groundwork for base metals (and commodities) 
outperformance over the next three quarters at least. 

26 / Timing and Tactical Insight - China and base metals are re-accelerating; these trends should continue into H1 2018 –   
In our on article last month we saw “multiple opportunities in H2 2017 for commodities” and favored “Industrial metals 
over Precious metals and Agricultural commodities” towards year-end. Indeed, China and Industrials Metals are leading 
the reflation trades back up into H1 2018. They’ve bottomed in May/June, have since accelerated up impressively and 
should continue to so towards yearend at least. Some retracement into late September / October would provide great 
“Buy the Dips” opportunities.

32 /  EUR/USD, EU stock markets are hostages to the inflation data, as the ECB waits for further developments - A good 
backdrop which provides confidence is the fact that the elements which compose the EU HICP inflation measure have 
all become subdued in recent months – this leads us to believe that the ECB may not tighten anytime soon. Mr. Draghi 
may indeed limit himself to further jawboning the market, rather than tighten actual monetary policy, which could push up 
the EUR even higher – and indeed, he may even talk the common currency down. A stronger EUR is something Mr. Draghi 
instinctively does not want, a feeling that is shared by many in the ECB board. The confluence of factors outlined above 
will also serve to push down the value of the common currency in the near-term. Most market participants believe that 
an adjustment in the European Central Bank’s (ECB’s) monetary-policy settings looks likely to be made soon. The argument 
was that it would be surprising if the central bank continued on its current highly accommodative course for much longer, 
considering the recent stronger-than-expected recovery in the eurozone economy. But the ECB may opt to wait just a little 
longer, waiting for further development in the inflation front. That would tend to weaken the EUR, during a period which 
is considered a period for the US Dollar to “correct” some of its recent large losses.

35 / Timing and Tactical Insight - Strong Euro into October should keep European markets under pressure, following that 
we would consider them a Buy  –  Since May, European markets have been in a consolidation to the downside and have lar-
gely underperformed US markets. This underperfomance has been mostly due to the strength of the Euro vs the Dollar and 
indeed in Dollar terms European markets are currently re-testing their year to date highs. Going forward, we expect EUR/
USD to remain strong into October, while more generally September should be risk-on and October risk-off again. This 
combination could provide quite a negative mix for European markets from late September into late October. Yet, in the 
meantime, we would expect a slight bounce during September. Over the next two months, we hence remain defensive 
on European equity markets, probably until late October, early November, where we expect them to start accelerating 
towards year-end and H1 2018.

41 / Splicing the markets – Gold: the “canary in the gold mine” for reflation trades –  Reflation trades have retraced since 
the Spring, yet have started to rebound since June. This rebound is lead by China and the Commodity space, while inte-
rest rates still seem to lag. Gold is the « canary in the Gold mine ».  Gold has just broke above 1’300 USD/oz, a resistance 
it had tested several times over the last few months. We don’t believe it will go much higher over the next few days and 
that it will probably correct to the downside into mid September. Following that, it could re-accelerate up again to make 
a final top for the year in the high 1’300s during October.  Gold strength’s into October is telling us that reflation trades 
may see further re-tests to the downside, before they finally accelerate up again, sometime from late October / early 
November towards year-end. 
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General comment
From January 2017 to June our central theme was a pause in the reflation trade. From early July we have considered that 
we had entered the transition phase into reflation wave 2 but our models are clearly showing conflicting forces at work. 
However reflation wave 2 seems that have begun with the low of commodities and oil and many cyclical assets in June and 
early July. It seems that this transition into reflation wave 2 is happening sequentially (similarly to 2016), one asset after 
the other and this transition phase could take a few more months before it becomes obvious again that the reflation mode 
is still on.

Looking at the next couple of months, we believe that the correction to the downside initiated early August has probably 
finished a first leg down. The stronger risk assets will now extend into September, early October at the latest, while the 
weaker ones should only see a bounce into mid/3rd week September. Following that a new risk off phase should materialize 
into mid October / early November. It should constitute a great buying opportunity for reflation trades into year end and 
next year.

On the rotation front, China and Commodities are leading. They should make higher highs into September and higher lows 
in October. Europe, the Dollar and Interest rates, on the other hand, are still retracing. They could see a slight bounce in 
September and lower lows into end October. Again, this is very similar to what happened in late H1 2016. 

Equity markets
Volatility Following its double headed rebound, the VIX should now retrace down towards its base 

possibly into mid/end September

World markets
p 14, 19, 35, 40

The S&P500 is due to resume its uptrend into September, while the EuroStoxx 600 could 
make a bounce. Generally, we remain cautious on equity markets over the next two months. 
This will especially be the case from end September/early October once the extension/
rebound we expect dies out.

Regional picks
p 21, 22, 35, 36

The relative performance of Europe and Japan vs the US will continue to suffer from the 
weaker Dollar over the next couple of months. A slight consolidation on EUR/USD and more 
generally the rebound/extension we expect on USD/JPY and equity markets could trigger a 
limited counter-trend move into mid/3rd week of September

Emerging markets
p 26, 27

China and Commodity related Emerging market are leading the way up at the beginning 
of this reflation wave II. They may correct into late September and October, but generally 
they are now positioned in a strong uptrend towards year-end. Inversely, other Emerging 
markets (commodity importers such as India, South Korea, Mexico) have already started to 
underperform the Emerging markets benchmark, a trend which should also continue into 
year-end. 

Relative Sectors Cyclical sectors and Financials are either oversold or have started to resume their uptrend  
towards year-end. They should continue to bounce during September, yet a last defensive 
re-test may lead to new relative lows on some into late October / November. Following, their 
rebound should be confirmed and continue into year-end and early next year. 

Profiles/Themes The Value vs Growth relationship aligns with the sector dynamics above. Value is Oversold, 
yet could retest once more into late October. The outperformance of Growth is nearing 
exhaustion. Size is still very much a currency play as smaller companies are usually less 
exposed to the translation of foreign earnings.

6/ Mapping the markets (part I)

Interest rates

US rates and Yield curve
p 11, 12

US 10 Year yields did bounce back late June, but the move has since been retraced. We 
expect a further bounce into September and a further fall into end October. Following that 
yields should be in a position to start rising until year end and early 2018.

The US yield curve spread (10Y - 3M) is continuing its bottoming process, which could linger 
on into late October, when we expect steepening to start again towards year-end.
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Other countries
p 39, 40

Yields and Yield curves in other developed countries are following similar dynamics as in the 
US, yet with a more positive tilt. For example, the German 10 year yields made new highs 
in July and their consolidation since then has been quite mild. Going forward, we however 
expect the same dynamic as in the US, with slightly higher yields into late September, a new 
retracement towards end October and finally a year-end acceleration to the upside.

Credit
p 13

High Yield should follow equity up during September and could consolidate down again with 
them into October.



Rate Differentials
p 39

The US yield curve has recently flattened more than elsewhere. Hence, while the short term 
rates differentials (2 years tenures) of the US vs the Eurozone and Japan are still holding up, 
longer term US yields (10 year tenures) are retracing vs their US and Japanese counterparts. 
They may stabilize towards end October together with the yield curve.

Tips
p 13

TIPs are still in a downtrend vs US Treasuries of the same tenure. They may bounce during 
September, yet could underperform again towards end October. This downtrend reflects 
continued pressure on inflation expectations in the US as reflation assets and commodities 
finish off their retracement from the Spring. On an absolute basis, TIPs are following Gold 
and Other Bonds up, possibly into mid Q4.
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Commodities

Oil
p 42

Oil bottomed in June and should now continue to trend up until early next year, where it 
could make new post 2016 highs in the USD 60s/oz. Following some retracement in August, 
we expect Oil to make a further leg up towards late September, before it retraces again into 
October.

Base metals
p 28 - 31

They are following a similar dynamic than Oil with an intermediate top expected mid/late 
September, followed by a mild consolidation into October and re-acceleration up towards 
year-end.

Gold & PMs
p 41, 42

Gold is moving counter-trend to the weaker reflation trades (Dollar and Rates). It has just 
broken above its 1’300 USD/oz resistance, yet could see these levels rejected once more as 
reflationary assets correct to the upside during September. During the last move down we 
expect on reflation assets (from late September to possibly early November), Gold should 
make a last acceleration to the upside which could reach into the high 1’300s. Silver is 
attempting to bounce versus Gold, yet may see also see a last downside re-test against the 
golden metal into October.

Agriculture Agricultural commodities are back in a downtrend as expected last month and should remain 
the weaker commodity segment into year-end.

Foreign Exchange
Dollar Index
p 37

The Dollar may have reached intermediate lows in late August and a slight bounce into 
September may materialize. Overall, the Dollar remains weak and should resume its 
downtrend sooner that later, possibly into late October / early November, when it could start 
to bottom as reflation trades finally reverse and start to accelerate up towards year-end.

Euro
p 36 - 38

The strong uptrend on EUR/USD will probably continue into October. In the meantime, a 
slight consolidation may still materialize during the 1st half of September. We don’t expect 
too much of it for now. The Euro also remains strong towards October vs other majors (Yen, 
Pound, Swiss Franc)

Yen
p 18, 38

The Yen probably just made an intermediate bottom vs other majors and could remain weak 
into the second half of September, possibly early October. Following that, it should follow 
defensive assets up towards end October as a new risk-off period materializes. From late 
October / early November, it should start to weaken substantially as reflation trades re-
accelerate.

Sterling Following some consolidation during August, the Pound should probably resume its uptrend 
during September vs the Dollar and the Yen, while it could make a rebound vs the Euro and 
Swiss Franc. October, however seems quite weak for the Pound across the board.

Oil & Commodities 
currencies

These have started to strengthen against the US Dollar, a trend that is likely to continue 
towards next year. Against the Euro, on average, they are still weakening and could continue 
to do so until late October, before they reverse up until year-end. That said, NOK and CLP 
seem to lead and could already be reversing up vs the Euro. A further re-test to the downside 
into October is however still likely.

Asian currencies
p 28

INR, KRW or TWD remain weaker yet similar to the Euro vs the US Dollar. They should hence 
remain strong versus the Dollar and weak against the Euro into Q4. Vs Commodity currencies, 
they have started to reverse down since June. The move should continue into next year as 
reflation trades and commodities accelerate up again from mid Q4 into early next year. The 
Chinese Yuan remains strong until early November.

7/ Mapping the markets (part II)

7



The FOMC, at its June meeting, 
again raised the target range 
for the Federal funds rate by 25 

basis points to 1-1¼ percent -- despite 
evidence that inflation was moderating, 
and that the second estimate of Q1 
2017 GDP growth was clearly below 
trend-growth, at 1.2%. In addition, 
7 of the 12 Federal Reserve district 
banks had described growth in Q2 as 
«modest,» as compared with only 4 
banks that described it at «moderate». 
The NY Fed was more blunt -- it simply 
said that growth had flattened.  The 
key takeaway from that meeting? The 
Federal Reserve remains on track in its 
objective (and desire) to “normalize” 
monetary policy, and is unlikely to 
be side-tracked by falling inflation 
and less-than-optimal growth rate. 
Fed Chair Janet Yellen gave away the 
game during the conference call that 
followed by showing a Summary of 
Economic Projections (SEP) which was 
largely unchanged, except for a slight 
downward revision of projections 
for the Unemployment Rate in 2017. 
Making an apparent link, it seems to 
us that prevailing and expected jobs/
labour conditions are all that matter 
to monetary policy at this point. 

Providing more support to our 
thesis that we have a Fed which 
wants to “normalize” (tighten) 

monetary policy given the slightest 
cover to their behind, the FOMC also 
provided more details on its plan to 
normalize (reduce) its balance sheet, 
an elaboration to the preliminary 
outline of the plan it provided during 
the March meeting. The effect of the 
double whammy of tighter Fed Funds 
Rate and the outlook of reduction 
of the central bank`s balance sheet 
was, of course, predictable -- the 
10yr bond yield rose from 2.14% on 
June 26 to 2.39% (July 7) in less than 
three weeks. That jolted the markets, 
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8 / Shrinking the Fed’s balance sheet: it will start in September – 
the ongoing risk assets correction may extend to the fall leading 
to an interesting buying opportunity
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and the news flow erupted with dire 
imprecations to the effect that reducing 
the Fed’s balance sheet will have severe 
implications for the financial markets. 
Indeed, this puts the Fed in uncharted 
waters – never before has the central 
bank had to shrink its balance sheet – 
it will be flying blind. The process may 
therefore be fraught with surprises 
and possible setbacks. The stakes are 
high – hence, the markets are duly 
concerned. It is not only the reputation 
of the Federal that is at stake – a major 
misstep by the central bank can cause 
a recession or a major growth setback. 
That`s why we add our voices to the 
din, as we focus on the likely negative 
impact systemic liquidity withdrawal 
has on US growth prospect. Since the 
QE program started in November 
2008, US GDP has been going up and 
down (after a 3-month lag) behind 
corresponding changes in the Fed`s 
balance sheet and bank reserves 
parked at the Fed (see 1st graph on 
previous page). What worries us is the 
link between perceptions of future 
growth and asset prices.

We are not concerned that 
a balance sheet reduction 
will trigger large-scale 

changes in the growth outlook, but 
some financial assets may be more 
vulnerable due to the implications 
of such changes. The first to come to 
mind is of course US equities. The US 
stock market (proxy: S&P 500) has been 
a big beneficiary the Fed`s balance 
sheet and bank reserves parked at the 
Fed by commercial banks. We are now 
familiar with the refrain that the “real 
economy” did not benefit from the 
tsunami of electronic money created 
by the Fed (and other, global central 
banks). This is not exactly true (as 
illustrated by the graph above), but 
the stock market was the recipient of 
most of the manna coming from the 
central banks (as shown in the second 
and third charts on previous page). It 
could be the most vulnerable asset 
class if (when) the central bank does 
get around to purging its balance 
sheet in earnest.

We have always said that the 
central bank balance sheet/
bank reserve combo are 

“the only flows that matter” – and that 
is true for the fixed income asset class 
as well. There is a humorous aspect 
to the financial market tizzy about the 
forthcoming event. Some pundits raise 
alarm that attempts to reduce global 
systemic liquidity may finally usher 
in the end of the equity bull market. 
Some also speculate that with moves 
to reduce global systemic liquidity, 
the almost 4 decades of bond bull 
markets will end as well. This presents 
an awkward situation where both the 
equity and bull markets are supposed 
to shudder to a halt, when the global 
central banks take away the proverbial 

«punch bowl». Indeed, the bond 
market is not far off base in fearing 
higher bond yields if systemic liquidity 
is withdrawn. It is easy to show 
that lower liquidity is followed by 
generally higher long bond yields. The 
proximate reason for this rise comes 
from the corresponding increase 
in bond term premium as systemic 
liquidity falls. And with all these, the 
slope of the 10yr-3yr spread declines 
(see two graphs above). 

So far, we have been lumping 
the Fed’s balance sheet with 
the reserves that commercial 

banks have parked with the central 
bank. What`s the link between the 
two variables? The Fed´s balance 
sheet started to grow in November 
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2008, when it could no longer lower 
its short-term interest rate target to 
support the recovery from the Great 
Financial Crisis. The Fed Funds Target 
Rate (FFTR) reached zero percent, 
so the Fed began purchasing long-
term treasury and mortgage-related 
securities in order to lower long-term 
interest rates – the Fed hoped that 
would help stimulate the economy. 
The large increase in the Fed›s holding 
of treasury and mortgage-related 
assets was matched by a large increase 
in its liabilities -- the money created by 
the Fed to purchase those assets. But 
you reduce the assets (as planned 
by the Fed) and the liabilities (bank 
reserves) will also have to shrink. 
Pre-November 2008, most of the 
Fed´s liabilities were currency; a small 
portion were bank reserves. The ratio 
flipped after November 2008 with 
most of the Fed liabilities being the 
bank reserves parked with it – that’s 
the other, more active, variable in the 
combo, ex-currency holdings. To keep 
the article brief (no need to explain 
the minutiae), and in keeping with 
journalistic terminology, we label this 
variable “excess reserves” (see 1st 
graph on this page).

With the FFTR at the zero-
bound, and to effectively 
manage this large increase 

in bank reserves, the Fed began paying 
banks to deposit their excess reserves 
at the Fed -- the contentious “Interest 
On Excess Reserves” (IOER), which 
was eventually shortened to “Interest 
on Reserves” (IOR). As it turned out, 
there was a very facile reason for the 
change in nomenclature. This interest 
payment on excess reserves was ultra-
safe (guaranteed by the Fed) and 
higher than what banks could earn on 
other short-term safe investments like 
treasury bills. Banks, understandably, 
began parking their funds at the Fed. 
These excess reserves, along with the 
Fed´s assets, kept increasing through 
to October 2014 (after Q3 ended), 
declined somewhat until late 2016, 
but has risen since then, and remained 
elevated until today (see 2nd graph 

above). Some say this is the reason 
why lending by commercial banks have 
been stingy, although spokesmen for 
banks say that is not the case. What 
is clear is that paying IOR/IOER is bad 
optics for the Fed. The largest part of 
those excess reserves come from US 
chartered bank with foreign origin 
(see above graph). With the Fed 
committed to tightening policy, it 
will have to pay higher interest rates 
on IOR/IOER – and the largest part 
of that increasing payment will go to 
the coffers of foreign banks. True, the 
Fed makes money out of the spread 
between the assets (five-year average 
duration) and the liabilities (the current 
FFR), but under certain circumstances, 
the Fed (read: US taxpayers) will end up 
losing money (see graph above). Not 

an easy issue to explain to the House 
of Congress, if someone ill-informed 
politician will ask. This is probably one 
of the unspoken reasons why the Fed is 
hell-bent on reducing its balance sheet, 
and consequently, the bank reserves. 
And that is why we believe the Fed’s 
balance sheet will shrink sooner, 
and at much faster pace, than many 
supposed. Get ready.
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The reflation trade is still bouncing off and re-testing its retracement lows; 
the bottoming process could extend into late October /early November. 

Whichever way you look at, be it 10 years Treasury yields, USD/JPY, the US Yield Curve or the Dollar, since late last year, 
they’ve all be retracing down. Inversely, Gold, EUR/USD, Bonds and more generally defensive assets have been strong. Both 
sides are all part of the same trade, a trade we’ve been advocating since February, i.e. the retracement of reflationary assets. 
We believe this retracement may be coming to an end, potentially now, but more likely following a last downside re-test 
into October / early November.  

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

The US 10 years Trea-
sury Yield stalled last 

December and started to 
retrace down  in March. Fol-
lowing a first low point in 
June, it is currently retesting 
these lows. On our medium 
term oscillators (upper rec-
tangle), we show a sequence 
down since March.  It seems 
to be reaching completion, 
and  US 10 years Treasury 
yield could bounce into Sep-
tember. That said, the down-
side sequence we show our 
long term oscillators (lower 
rectangle), may indicate that 
this bounce could be short 

lived, and that, from mid/end September, 10 years Treasury yields could retrace once again into end October / early No-
vember. “Down” to now, and since March, this whole retracement move has held above its ‘C’ Corrective price targets down 
(above 2.0%; right-hand scale).  This should continue to be the case over the next couple of months.

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

Despite 6 to 9 mon-
ths of retracement to 

the downside, we are still 
showing positive sequences 
on both our oscillator se-
ries. Our long term oscilla-
tors (lower rectangle) are 
showing higher lows from 
the ones made last year, 
and they would still justify 
that support holds, before 
the uptrend resumes into 
H1 2018. Our medium term 
oscillators (upper rectangle) 
show that we could bounce 
up again in late Q3, that fur-
ther retracement is expec-
ted in Q4, before yields start 
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US 10 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

The US yield curve is in a 
similar dynamic. Indeed, 

although its retracement has 
been much more aggres-
sive (sharp flattening of the 
curve since December last 
year), it is now approaching 
its ‘I’ Impulsive targets to the 
downside (right-hand scale) 
and could start to bounce 
between now and year-end: 
while the sequence we show 
on our long term oscillators 
(lower rectangle) may justify 
a reversal now, on our me-
dium term oscillators (upper 
rectangle), following some 
steepening into late Q3, the 

yield curve could flatten one last time into Q4. More generally, we believe that we could see a steeper yield curve as we 
move into H1 2018.

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

Moving to a Daily graph 
and using the 10Y-3Y 

spread which is slightly smoo-
ther than the 10Y-3M above, 
we confirm the sequence we 
analysed on the 10 years yield 
above in this section. Our 
medium term oscillators are 
making a potential low this 
late August (upper rectangle) 
and could bounce into Sep-
tember. Yet, from late Sep-
tember, on our long term os-
cillators (lower rectangle), we 
would expect one last move 
down towards late October / 
early November. The spread 
could then make new lows.

12

moving up again towards next year. The higher end of our ‘C’ corrective targets to the downside (2.0%; right-hand scale) 
has held, up to now. Below that, the risk is towards 1.6%. Yet, this is not our preferred scenario, and we would favour the 
one where 10 years Treasury Yields move back up and reach above 3.0% sometime in H1 2018 (‘I’ Impulsive targets up; 
right-hand scale). 
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TIP - iShares TIPS Bond ETF / IEF - iShares 7-10 Year Treasury Bond ETF
Daily graph or the perspective over the next 2-3 months

Switching to the markets’ 
perception of inflation, 

we now consider the ratio 
of Inflation protected bonds 
(TIPs) vs the Treasury Bonds 
of the same duration (IEF). 
The ratio usually rises when 
investors seek more inflation 
protection than the future 
inflation which is already 
priced into Treasuries. Inver-
sely, it falls when the market 
believes that there is already 
too much inflation priced 
into Treasuries (i.e. when 
inflation expectations are 
being revised down). As with 
Treasuries, our medium term 

oscillators (upper rectangle) indicate that future inflation perception is probably reaching a potential low point late August / 
early September and that during September, the propensity to seek inflation protection could bounce. That said, our long 
term oscillators (lower rectangle) suggest that from late September, the ratio should move down again into late October / 
early November, i.e. we expect that it could take a couple more months for inflation expectations bottom out.   

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

High Yield bonds also pro-
vide protection against 

inflation. Indeed, although 
they are bonds, they are 
highly pro-cyclical. Since Fe-
bruary and the start of the 
retracement of reflation 
trades, their performance 
has stalled. Yet, as we show 
on both our oscillator series 
(lower and upper rectangles), 
they may be getting ready 
to start a further move up. 
It could develop during Sep-
tember, potentially top out 
late September / early Octo-
ber (our medium term oscil-
lators; upper rectangle). Our 
sentiment is that they will 

probably retrace thereafter into late October / early November. Risk/Reward is neutral (up and down targets pretty much 
the same; right-hand scale), so that at this stage, we will use HYG as an indication of timing, rather than a promising trade. 
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S&P500 Index - Daily graph or the perspective over the next 2-3 months

The S&P500 shows a si-
milar situation than the 

one considered on HYG. Risk/
Reward is stretched at this 
stage (right-hand scale): we 
are above our ‘I’ Impulsive tar-
gets and considering our ‘I2’ 
extended Impulsive targets, 
while our ‘C’ corrective targets 
down are potentially showing 
a 100 points of risk. That 
said, as with HYG, we expect 
the S&P500 to embark on a 
continuation trade, which ac-
cording to both our oscillator 
series (lower and upper rec-
tangles) could lead it into late 
September / early October 

and possibly even new highs. We would then expect it to correct to the downside towards late October / early November.

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

With the graphs above 
in this section in mind, 

we now consider the Weekly 
graph of the S&P500. On our 
long term oscillators (lower 
rectangle), we would now 
expect the S&P500 to have 
reached its retracement 
low and to start moving up 
towards H1 2018. That said, 
our automatic messaging 
has just identified a “High 
Risk” situation (see graph) 
and our medium term oscil-
lators (upper rectangle) may 
justify that a slightly different 
sequence may also be under 
way. As with many other mar-

kets (Europe, Japan), this other sequence up would have started mid 2016. Since earlier this Summer, it is consolidating at 
high levels and could see more retracement into Q4. On the Risk/Reward front (right-hand scale), our ‘I’ Impulsive targets up 
would still justify between 5% to 10% upside potential towards next year, yet our ‘C’ Corrective targets to the downside are 
quite menacing. Given this situation, we would probably expect that in order to ride the market up towards H1 2018, a 
better / safer entry point may be found mid Q4.

Concluding remarks

US long term yields, US equity market or High Yield Bonds may be getting ready to bounce into September. Yet, this 
move up on yields may be relatively short lived. It could start to reverse back late September and re-test lows into end 
October / early November.  Meanwhile, US equity and US High Yields may extend up into early October and even make 
new highs. That said, their Risk/Reward is stretched and we would also expect a new risk-off period for them into late 
October / early November. Both articulations are similar, yet the S&P500 and HYG are still trending up, while US yields for 
example are finishing off a downtrend. For the prudent investors, it might wise to wait it out to enter these instruments late 
October/ early November, just before the year-end rally we expect.    14
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Japan’s fastest expansion in more 
than two years — as revealed in 
forecast-beating GDP figures last 

week — didn’t come as a complete sur-
prise to us and our readers. We have 
always maintained that the impact 
of the Bank of Japan’s huge balance 
sheet (nominally second only to the 
Federal Reserve’s, but larger in terms 
of % to GDP – 94% vs 23% for the Fe-
deral Reserve), which filters into the 
real economy after a long lag (almost 
10 quarters), will eventually show up 
in the hard data – and it is now in the 
process of doing so (see 1st graph on 
this page). The stimulus also directly 
benefits the domestic stock markets 
as the BoJ also buys equity ETFs to 
bolster its balance sheet. The latest 
BoJ foray  an extraordinary $2 billion 
buying spree of Japanese equity ETFs 
over the course of last week. Improve-
ment in growth prospects due to the 
stimulus should ironically weaken the 
Yen, which itself, has positive implica-
tions for the Nikkei Index as well.

On 14 August, the Cabinet 
Office announced that 
Japan’s economy grew by an 

annualised 4.0 percent in Q2 2017, 
exceeding the consensus estimate of 
2.5 percent. A Japanese Economic 
Sentiment Indicator (ESI) juxtaposed 
with GDP points to an upswing in 
economic activity that was yet to be 
reflected in the growth hard data (see 
1st graph on this page). But eventually 
it will be. Japan’s Cabinet Office takes 
up to seven weeks after the quarter-
end to publish its preliminary GDP 
estimate -- it the last of the ‘Big Four’ 
to do so. But some caveat: Cabinet 
Office also makes the largest revisions 
to that initial estimate, so it may be a 
few months later before we will know 
the full scale of the ongoing uptick in 
growth. 

The forthcoming improvements, 
as pointed to by the ESI, appear 

to have been driven by improving 

corporate sentiment, related both to a 
weakening yen and increasing demand 
from China. Japan’s export growth to 
China has picked up sharply since the 
world’s second-largest economy began 
a significant fiscal expansion at the 
beginning of 2016 (see the base metals 
story in this issue for more details). A 
weakening of the Yen in Q4 2016 and 
Q1 2017, something that the BoJ has 
been desiring for a long time, was 
motivated by market expectations of 
policy divergence and a global more 
‘risk on’ environment. It also appeared 
to have contributed to improving 
business sentiment, and eventually 

into the real economy. Last week’s 
provisional GDP estimate suggests 
that both business investment and 
household consumption drove growth 
in the second quarter, with net trade 
exerting a small drag as export volumes 
fell by 1.9 percent – this is at odds with 
survey-based data, which continue 
to point to rising optimism among 
firms, particularly manufacturers. That 
optimism does appear to have fed 
through to investment, which rose 11.7 
percent on the quarter, contributing 
2.6 percentage points to quarterly, 
annualized GDP growth (see  2nd graph 
above). 
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We have to scrutinize some of 
those correlations in detail, 
as there has been a change 

in the relationship of the domestic 
currency versus domestic growth and 
activity. Prior to the US recession 
which started in December 2007, the 
relationships between growth/activity 
and the Yen was positive. After the 
onset of the US 2007 recession, the 
correlations turned negative (see 1st 
graph on this page). This information 
should be internalized, as it impacts 
the way investors look at the domestic 
equity markets. The Nikkei, the main 
Japanese Index, has now a very strong 
negative correlation versus the Yen 
– Yen strength hammers Japanese 
equity prices, and vice versa. The 
other implications are enormous 
– stronger growth and activity will 
now lead to a weaker yen. This is 
essentially a looped dynamical process 
– a stronger yen, on the other hand, 
leads to a weaker economy and slower 
activity (see 1st graph on this page). 
The administration of Prime Minister 
Shinzo Abe has therefore put a lot of 
effort in trying to generate a weaker 
currency – their success record is 
spotty, however. It is proving to be 
difficult to weaken the Yen.

The reason why global (and 
domestic investors) like the 
Yen so much is because Japan 

is one of the very few countries which 
can still boast of a current account 
surplus, although today, the current 
account surplus has nearly vanished 
after several years of decline. The 
composition of that surplus has been 
changing -- household and government 
savings have been waning since 1990, 
but Japan`s corporate sector’s net 
savings compensated by climbing 
even higher. The Japanese population 
holds an astonishing ¥1,654 trillion of 
financial assets, or 341% of GDP. Highly 
liquid currency and deposits account 
for 52.6% of the total. Households can 
effectively dis-save (spend) for decades 
by liquidating their financial assets 
in order to maintain their lifestyles. 
That surplus has diminished, but it 
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is still relatively large compared to 
other developed economies – that 
had served as a magnet for the Yen. 
Nonetheless, the message is clear – the 
country`s bleak demographics profile 
could set it on an irreversible course 
towards a lasting deficit at some time 
in the future. Japan’s dependency 
ratio, which is projected to decline until 
mid-century, can itself alone explain 
the majority of the secular decline in 
the gross national savings rate. That 
has removed some cachet off the 
Yen, but the rate of weakening is not 
satisfactorily quick enough for the 
Abe administration, which is looking 
for further ways to accelerate the 
weakness of the local currency. 

The government has been forced 
to run chronically large budget 
deficits since the mid-1990s 

in an attempt to soak up the excess 
savings from the private sector. But with 
gross debt amounting to 245% of GDP 
today, and heeding the alarm expressed 
by global inventors, the current 
government has made long-term fiscal 
consolidation one of the cornerstone 
policies of “Abenomics”. That, ironically, 
has provided another way to cut down 
the Yen strength, and at the same 
time, provide a high profile public 
relations effort – the government’s 
targets a primary balance surplus by 
fiscal 2020. The last time Japan had a 
primary government balance was Q1 
1993. And most attempts to go back 
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to balance had been stymied by a 
series of economic setbacks. Attaining 
primary balance, after all, requires 
a growing economy. It is a condition 
where the government can pay for its 
annual policy-related expenses out of 
its basic income such as tax revenue 
without incurring new debts. Japan will 
face a paradox as it attempts to rein 
in social spending. Difficult reforms 
required to reduce the cyclically-
adjusted budget deficit may have the 
unintended consequence of further 
depressing private sector savings. The 
net effect on Japan’s structural current 
account from any improvement in 
government balances could therefore 
be neutral, and will have achieved 
not much. And, for one thing, a lot of 
irony abounds as well. It is ironic that 
a debt-free situation is required to 
weaken the currency, which redounds 
to economic growth, and a robust 
domestic stock market (see 2nd graph 
on previous page).

In the final analysis, the fate of the Yen 
(and thereby of the Nikkei Index) may 
lie at the doorsteps of the Federal 

Reserve in Washington D.C. The Nikkei 
is strongly linked to a weaker yen, and 
the domestic currency itself, is tied 
up with US long term interest rates 
– falling US rates strengthen the Yen 
which will therefore undercut the 
Japanese stock market (see graph on 
this page).  Our outlook is for US bond 
yields to rise from a Q3 trough (see 
the article in the June 2017 Capital 
Observer). That could give the US 
Dollar a significant bounce after a 
multi-month of declines, and should 
therefore weaken the Yen and lift 
the Nikkei in a broad, intermarket 
reflation process which could persist 
into  H1 2018.



A weaker Yen and a stronger Nikkei will require hedging for currency risk
As with long US Treasury yields considered in the previous chapter, we are positive USD/JPY and the Nikkei towards year 
end and H1 2018. In the meantime, we would expect a bounce in September, but cannot rule out a last sell-off into late 
October / early November.

USD/JPY - Weekly graph orthe perspective over the next 2 to 4 quarters

Over the last couple of 
years, USD/JPY has been 

following a similar dynamic 
than US long term yields (see 
previous chapter). On our 
long term oscillators (lower 
rectangle), we show that the 
retracement to the downside 
since last December may be 
nearing support to create a 
new low, higher than the one 
made in Q3 2016. Our larger 
envelope (larger dark yellow 
band; middle rectangle) is 
heading up and our automa-
tic price objective calcula-
tions (‘C’ Corrective up price 
targets; right-hand scale) are 

calling for higher prices in the near term towards 118 (above that, the ‘I’ Impulsive targets we can calculate would reach into 
the 130s). All this is quite positive and possibly signalling that USD/JPY is getting ready to resume its uptrend. That said, 
the sequence up on our medium term oscillators since Q3 2016 (upper rectangle) would still imply a further retracement 
into mid Q4 2017. This is something we are still watching out for before USD/JPY really starts to accelerate up.

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

We now turn to the Daily 
graph of USD/JPY to 

gain more precision. On our 
medium term oscillators 
(upper rectangle), we show 
a downtrend sequence star-
ting for the lower highs made 
in May (following the April 
rebound). This downtrend 
could bounce a bit during 
September, but may resume 
lower towards end October 
/ early November. On our 
long term oscillators (lower 
rectangle) and although our 
larger envelope is still hea-
ding down (larger dark yel-
low band; middle rectangle), 

we endeavour to follow an uptrend sequence from the April lows. It should find a bottom now, end August, and move up into 
early October. Following than, USD/JPY should correct down again into late October / early November. ‘C’ Corrective targets 
down above 108 have provided support since December and ideally, these levels  should continue to do so, until USD/
JPY finally resumes its uptrend into year-end.
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The Nikkei 225 Index
Daily graph or the perspective over the next 2 to 3 months

Since June, the Nikkei 225 
seems to be making a 

rounding top. Yet on both our 
oscillator series (lower and 
upper rectangles), its situa-
tion is not much different than 
what we’ve seen a few graphs 
above on USD/JPY. On our 
medium term oscillators (up-
per rectangle), a downtrend 
sequence may have started in 
June. It could bounce during 
September. Yet, should re-
sume its downtrend into late 
October. On our long term 
oscillators (lower rectangle), 
the uptrend since April is still 
in place and could lead the 

Nikkei 225 up towards early October. Following that, on both oscillator series, a correction should materialise into late 
October / early November. ‘C’ Corrective target to the downside (right-hand scale) could then justify a retracement 
somewhere back in the 18’000s.

Initial remarks

USD/JPY and the Nikkei 225 both seem well positioned to rise towards year-end and into H1 2018. We would first expect 
a rebound during September, a further period of weakness into late October / early November before prices accelerate 
up until year-end.

The Nikkei 225 Index
Weekly graph or the perspective over the next 2 to 4 quarters

The Weekly graph of the 
Nikkei 255 Index broadly 

ressembles the one on USD/
JPY. Yet, since the begin-
ning of the year it has been 
somewhat stronger, making 
new highs as USD/JPY conti-
nued to retrace. This is a po-
sitive sign for Japan, or any 
country where equity mar-
kets are rising in sync with 
their currency. It is especially 
remarkable for Japan, where 
export driven companies re-
present a large part of the 
index. Going forward, the 
projection we show on both 
oscillator series (lower and 

upper rectangles) do lead us higher into H1 2018, possibly even more than 25% higher and above 24’000. That said, 
before that happens, both oscillator series are rather cross-current during H2 2017 and could still justify some retracement 
before the Nikkei actually takes off. We will look to the Daily graph below for more precision.
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Investors considerations – hedging for Yen weakness when investing in 
Japan
As we have seen above, we are positive on the Nikkei towards next year (targets towards 24’000). Yet, as the Yen and the 
Nikkei are often inversely correlated, it is crucial for international investors to understand when to hedge the currency 
or not. We will first consider possible tactics over the next 2 to 3 months for both US and European Investors. We will then 
go on to review considerations for longer term investors both on an absolute and relative basis.

The Nikkei 225 Index – in US Dollars
Daily graph or the perspective over the next 2 to 3 months

The Nikkei has remained 
relatively strong in USD 

terms throughout the year. 
This is mostly due to the sus-
tained strength of the Yen vs 
the Dollar since December, 
while the Nikkei has conti-
nued to progress rather well.  
Indeed, this progression of 
the Nikkei has been helped 
by the fact that although 
the Yen has been stronger 
against Dollar, it has general-
ly been weaker versus most 
other currencies, thereby 
lifting the all important Ja-
panese export industry and 
ultimately the Nikkei itself. 

On this graph, both our oscillators series show that the Nikkei in USD should continue up possibly until end October / early 
November, or until USD/JPY finishes it last re-test to the downside (as mentioned at the beginning of this section). Hence, in 
our view, US investors may continue to buy the Nikkei unhedged until late October, but should start hedging for currency 
risk thereafter as we then expect USD/JPY to accelerate up towards year-end and H1 2018.

The Nikkei 225 Index - in Euros
Daily graph or the perspective over the next 2 to 3 months

Now looking at the Nik-
kei denominated in Eu-

ros, the story is rather diffe-
rent. Indeed, the Euro has 
been strong versus the Yen 
throughout the year, recent-
ly made new highs early Au-
gust and will probably move 
higher again into early Oc-
tober (see graph on page 38 
of this document). This Euro 
strength is having a strong 
negative effect of the Nikkei 
denominated in Euros and 
we would advise European 
investors to already start 
hedging for currency risk if 
they are considering to invest 

in Japan.  Indeed, on both oscillator series (lower and upper rectangles), we would expect the Nikkei to remain weak in 
Euro terms until at least early October, and following a bounce during October, to weaken again towards year end. This 
is substantially different from the scenario we have on the Nikkei standalone. This is due to the continued strength we expect 
on EUR/JPY over the next few quarters. Our ‘I’ Impulsive targets down (right-hand scale) indicate that the Nikkei could lose 
another 10% in Euro terms over the next few months. 
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We now move one to consider the long term perspectives of the Nikkei 
vs other equity markets

The Nikkei 225 Index vs the S&P500 Index (both in US Dollar, i.e. not 
hedged)
Bi-monthly graph or the perspective over the next 1 to 2 years

In Dollar denominated 
terms, the Nikkei vs the 

S&P500 has been in a weak 
consolidation to the upside 
since early 2015. We be-
lieve, it is now getting ready 
to resume its downtrend 
possibly into mid / end 
2018 (perhaps even 2019) 
as shown on both our oscil-
lator series (lower and upper 
rectangles). Looking at the 
history of the ratio, the Nik-
kei in USD versus the S&P500 
seems to perform well in risk-
off situations and very ear-
ly in the cycle. This was the 
case in 2008-2009 or in 2015 

(less so in 2013) and it is probably due to the strength of the Yen during such periods.  This will probably not be the case over 
the next few quarters given our global scenario, where we expect another (and last) leg up in reflation assets into H1 2018 
as well as a weaker Yen.  

The Nikkei 225 Index vs EuroStoxx 600 Index (both in Euros, i.e. not 
hedged)
Bi-monthly graph or the perspective over the next 1 to 2 years

Since 2008, the Nikkei 
has outperformed the 

Eurostoxx 600 on a Euro de-
nominated basis. It howe-
ver topped out mid last year 
when a “High Risk” situa-
tion was identified on our 
long term oscillators (lower 
rectangle). Such situations 
usually trigger 1 or 2 years 
of consolidation to the 
downside. That said, the se-
quence we show on our me-
dium term oscillators (upper 
rectangle) may still resume 
its uptrend, yet the poten-
tial acceleration point to the 
upside is at least 2 quarters 

away and the risk/reward situation shown by our price targets (right-hand scale) is rather neutral (similar ‘I’ Impulsive poten-
tial up than ‘C’ Corrective downside risk). So, the Nikkei vs EuroStoxx 600 not hedged for currency risk is not a relative trade 
we would actively pursue for now.

21



The Nikkei 225 Index vs the S&P500 Index (like to like comparison, i.e. 
currency hedged)
Bi-monthly graph or the perspective over the next 1 to 2 years

This graph reviews the 
relative performance of 

the Nikkei vs S&P500, yet 
on a hedged currency basis. 
It hence captures any Nikkei 
outperformance even if the 
Yen weakens substantially. 
On both our oscillator se-
ries (lower and upper rec-
tangle), we would expect 
this ratio to bounce from 
Q4 2017 into mid 2018 at 
least (even end 2018 if the 
last leg of the reflation trade 
is stronger than we currently 
expect). Following that, the 
Nikkei should start underper-
forming again as the business 

cycle starts to turn and the Yen strengthens again.

The Nikkei 225 Index vs the EuroStoxx 600 Index (like to like comparison, 
i.e. currency hedged)
Bi-monthly graph or the perspective over the next 1 to 2 years

Finally, we look at the Nik-
kei vs the EuroStoxx600 

on a hedged currency basis. 
A “High Risk” situation was 
identified more than 2 years 
ago by our automatic messa-
ging. The consolidation since 
then has been relatively ta-
med and both our oscillator 
series (lower and upper rec-
tangles) could now suggest, 
that the Nikkei (hedged 
for currency risk) is getting 
ready for a last move up vs 
the EuroStoxx 600 towards 
H1 2018. Following that, we 
would expect the Nikkei to 
underperform again as the 

Yen gathers strength vs most currencies, sometime towards mid 2018, and Japanese exporters start suffering again.

Concluding remarks

USD/JPY and the Nikkei may be getting ready to bounce in September. Following that a new period of retracement to the 
downside should materialize into October before both start accelerating up again towards year-end and H1 2018. US and 
European investors should definitely hedge the Yen currency risk out in order to fully capture the strong performance 
we expect on the Nikkei over the next few quarters. This is especially true on a relative basis vs other major markets. We 
believe, it is probably also more urgent for European investors to do so as EUR/JPY seems much stronger that USD/JPY, 
over the next couple of months at least.  
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In a report dated March 2, 2017 (“Base 
Metals slow further in Q2 2017, but 
may pick up pace by mid-Q3 until 

Q2 2018”) we highlighted our short-
term concerns about base metals: “An 
unexpected surge in LME copper stocks 
partly offset supply-side concerns due 
to the strikes in Chile. Slowing Chinese 
demand growth as reflationary poli-
cies take a pause, will also prevent a 
sharp rally in copper prices in the short 
term, as policy actions taken by Bei-
jing to slow the property market, have 
also recently taken a toll on copper and 
base metal prices. However, we ex-
pect conditions to be more favourable 
to base metals by Q3 this year, and 
that benevolent period could extend 
to Q2 2018.”  The second quarter has 
come and gone, and base metal prices 
did correct as expected, and now at 
mid-Q3, it is time to revisit the outlook 
for base metals and China. That assess-
ment had been proven to be on track.

Steady improvement in economic 
numbers coming out of China, 
impressive activity coming from 

the industrial sector in the United 
States, the eurozone and stable PMI 
in China have lifted industrial com-
modities prices from their troughs in 
May. These resource materials thereaf-
ter underwent a brief correction (as 
we expected) as China`s money supply 
briefly declined as a lagged response to 
previous changes in fiscal and budget 
expenditures. But China fiscal expens-
ditures expanded thereafter, and so the 
prices of many resource materials have 
also been trending higher since late July 
(see 1st graph on this page). It’s a good 
time to be bullish on base metals, and 
indeed, China, again. 

Money supply, along with 
Total Social Financing, are 
the primary transmission 

of fiscal and budget expenditures to 
the real economy in China. These two 
Chinese micro variables exert a large 

influence on the price of base me-
tals (see 1st graph on this page). The 
lagged effect of a even a short-term 
change in Chinese fiscal policy had ne-
gative reverberations in systemic liqui-
dity during Q2 – hence, the slowing of 
TSF and money supply have negative 
impact the global prices of base metals. 
But the negative impact is gone, as we 
will show in additional details provided 
below. 

The recent Q2 sell-off in the 
commodity pits was not a har-
binger of slower global growth 

as some investors supposed – our 
expectation is that base metals will 

likely lead the commodities in a re-
flation wave in H2 2017 that will have 
have support from improving growth 
dynamics in China (see 2nd graph on 
this page). This should do wonders on 
the demand side -- we see sustained 
global economic expansion and rela-
tively healthy demand from China pro-
viding stable support. Chinese demand 
growth should slow only gradually even 
as the country rebalances its economy 
toward consumption. The primary risk 
to this supportive backdrop is an escala-
tion of trade tensions between the U.S. 
and China (which we do not expect, in 
the immediate future at least).
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Reflationary policies launched 
since late 2015 continues to 
provide a floor to the Chinese 

economy in 2017, and that may well 
extend into Q2 2018. Nonetheless, 
the fiscal and monetary impulses from 
those factor will wane sometime by the 
middle of next year. China’s manufac-
turing sector, fixed-asset investment 
and the property sector should remain 
strong over the next three quarters at 
least, which will support the demand 
for base metals. The government of 
President Xi Jinjiang has been re-direc-
ting policy stimulus to support consu-
mer- and services-led growth, but also 
continues to invest in the country’s elec-
tricity grid, which accounts for about a 
third of China’s copper demand. So, ex-
pect base metals demand in China to be 
sustained at a moderating pace, but a 
significant source of global demand for 
base metals nonetheless.  

As far as we can see, the trans-
mission mechanism between 
the Chinese economy and 

prices of raw materials is the To-
tal Social Financing. TSF is a liquidity 
measurement tool invented by China 
in 2011 to serve as economic barome-
ter that sums up total fundraising by 
Chinese non-state entities, including 
individuals and non-financial corpo-
rates. It has become a better indicator 
of monetary policy than traditional 
measures of money supply (see 2nd 
graph on previous page and 1st graph 
on this page). On the other hand, TSF 
is being influenced to a large degree by 
the Federal fiscal and budgetary policies 
over the preceding 8 quarters. In that 
respect, base metal prices have become 
beholden to the lagged impact of Chi-
na’s government expenditures and bud-
getary allocations.  

Meanwhile, a more accom-
modative approach by the 
Federal Reserve, alongside 

a weaker dollar, have been a potently 
positive combination for the commo-
dities markets. We have already seen 
the prices of many industrial commo-
dities move sharply to the upside over 

recent weeks. Steel rebar prices are 
highest level, since early 2013, in China 
– the world`s biggest consumer of that 
item. Zinc and lead prices have been 
pacing the resource material market as 
well – zinc at its highest level since late 
2007 (when the US recession started). 
The price of copper broke out to the 
upside and is trading at over $6600 per 
metric ton which is the highest price 
since mid-2015 (see 2nd graph on 
this page). The commodities market 
is currently in broad uptake as global 
growth continues to take hold, the Fe-
deral Reserve and other central banks 
have notched down their rhetoric re-
garding tighter policy, and the US Dol-
lar as a consequence had been tren-
ding lower, and may weaken further a 
little bit more. In fact it was the “do-

vish” July FOMC statement which lit a 
bullish fuse for commodities prices.

The policy gridlock in Washing-
ton DC has contributed to the 
weakness of the US Dollar. 

The Trump administration is not at all 
concerned with the weakening dollar 
(both Mr. Trump and his Treasury se-
cretary have stated, on multiple occa-
sions, they would like to see a weaker 
dollar), so there is no risk in sight of an 
official intervention to arrest the cur-
rency’s slide. Moreover, it seems like 
every time there is a news flow which 
is negative to the Trump administra-
tion, the dollar plunges further. The US 
Dollar will likely be under pressure for a 
while, as we do not envisage an imme-
diate end to the governance travails of 
The Donald. 
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Base metals, as part of the Com-
modities asset class, should 
therefore continue to perform 

well until mid-year 2018, following 
a favourable environment provided 
by the previous decline in long terms 
rates, and decline in loans (which 
also helped weaken the US Dollar , 
see graph on this page). Industrial 
metals have generally outperformed 
other commodity sub-sectors this year, 
as zinc, lead and copper hit new highs 
almost every week. There is also ano-
ther big reason for the rally: produc-
tion has been falling from last year’s 
levels. The so-called “stock glut” from 
the 2012-2013 period is largely gone. 
In fact, there has been the transition 
of many of the sectors’ components 
from surplus to deficit, some of them 
extremely so (see graph on this page) . 
From here, we expect the supply situa-
tion or the market balance of the indi-
vidual metals to continue driving the 
price gains as years of neglect on the 
investment side (due to multi-years 
of low prices) have left a gap between 
immediately available supply and the 
increasing global demand for raw ma-
terials. We do not expect the supply 
deficit to go away anytime soon. This 
is a good foundation for firmer future 
base metal prices.
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China and base metals are re-accelerating; these trends should continue 
into H1 2018

In our on article last month we saw “multiple opportunities in H2 2017 for commodities” and favored “Industrial metals 
over Precious metals and Agricultural commodities” towards year-end. This month we review these Industrials Metals 
in more detail and consider them in light of the rising Chinese equity markets. We will start with China as it is probably 
the main motor behind this trend.

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

Following its strong re-
bound last year (plus 

25% from through to high), 
China corrected down into 
May creating an important 
low on our long term oscilla-
tor series (lower rectangle). 
This base should allow it 
to move higher into year-
end at least. The uptrend 
sequence we project on our 
medium oscillators started 
early last year (as with other 
“Reflation trades”) and it 
should continue upwards at 
least until early 2018. Our ‘I’ 
Impulsive price targets (right-
hand scale) are too aggres-

sive. Indeed, the historical volatility we base them on, is unusually high due to the 2015 spike. We will revert to other time 
frames to assess the price potential over the coming quarters.

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

Taking a longer term view, 
we look at the bi-mon-

thly graph of the Shanghai 
Index. Both oscillator series 
we project continue to the 
upside into H1 2018 (lower 
and upper rectangles). Our 
‘C’ prices targets to the up-
side (right-hand scale) are 
probably best suited to as-
sess the potential of the cur-
rent uptrend. They allow us 
to calculate a price target 
zone between circa  3’300 
(current levels) and the 
lower 4’000s.
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Shanghai Index
Daily graph or the perspective over the next 2 to 3 months

During the last few weeks, 
The Shanghai Compo-

site has been accelerating 
strongly. On both oscillator 
series (lower and upper rec-
tangles), the sequences we 
project are calling for some 
consolidation between now 
a mid October. Following 
that, the Shanghai Compo-
site then re-accelerates into  
year-end. Hence, downside 
consolidations over the 
couple of months should 
provide good Buy the Dips 
opportunities. The ‘I’ Impul-
sive potential to the upside 
on this Daily graph (right-

hand scale) is towards 3’550 over the next few months (or plus 5-6 % percent, possibly more thereafter into next year).

Shanghai Composite vs the MSCI World Index (Currency hedged)
Daily graph or the perspective over the next 2 to 3 months

On a relative basis vs the 
MSCI World, the Shan-

ghai Composite started to 
rebound in May. This circa 
7% rebound is quite strong 
as it is considered without 
the currency effect (on a cur-
rency hedged basis) and the 
Yuan has also been moving 
up as we will describe in the 
graph below. We correctly 
anticipated this move in our 
the May edition of The Ca-
pital Observer published on 
the 26th of May. On both our 
oscillators series (lower and 
upper rectangles), we could 
expect some consolidation 

to the downside from late September into mid October before the Shanghai Composite starts accelerating up again 
towards November and possibly year-end. In first instance, it could reach the higher end of our ‘C’ Corrective targets up 
some 3% higher (without the currency effect).
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Yuan per US Dollar
Daily graph or the perspective over the next 2 to 3 months

The recovery in China, on 
both an absolute basis 

and versus the MSCI World 
Index, is even more impres-
sive as it has been accom-
panied by the headwinds of 
a strong currency. Indeed, 
the Yuan has also gained 
almost 4% against the USD 
since May. Indeed, when it 
is considered in US Dollars, 
the outperformance of the 
Shanghai Composite versus 
the MSCI World is more that 
10%.  Such strength on both 
the equity and the curren-
cy sides are relevant of a 
sound and strong recovery. 

Both our oscillator series (lower and upper rectangles), suggest that following a slight bounce during late August and the first 
half of September, the US Dollar should remain weak versus the Yuan, probably into November. 

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

With the rebound in 
China since May, In-

dustrial Metals have been 
flying. They were the first re-
flation assets to finish their 
retracement down from the 
Spring and to resume their 
uptrend. This uptrend is 
now well underway again, 
and the move should conti-
nue possibly into Spring 
next year. This is shown by 
the models we project on 
both oscillator series (lower 
and upper rectangles). Since 
May, this Index has perfor-
med more than 16% and our 
‘I’ Impulsive targets up (right-

hand scale) are calling for another 15% to 20% of upside into next year.

28



28

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

On a Daily graph basis, 
Industrial metals have 

been very strong with prac-
tically no correction to the 
downside since June. As 
shown on both oscillator 
series (lower and upper rec-
tangles), the move could 
continue towards late Sep-
tember, when a correction 
to the downside may ma-
terialize into mid October. 
The short term potential is 
almost exhausted, i.e. our ‘I’ 
Impulsive targets to the up-
side (right-hand scale) have 
pretty much been achieved. 
Hence mid/late October 

may constitute a better “Buy the Dips” opportunity for a move that may extend up to at least year-end. We would refer 
you to the Weekly graph above and its 15 to 20% target potential to the upside until next year.

Goldman Sachs Industrial Metals Index vs Goldman Sachs Precious Me-
tals Index
Daily graph or the perspective over the next 2 to 3 months

The ratio of Industrials 
versus Precious Metals 

has re-accelerated since it 
bottomed between April and 
June.  The sequences on 
both oscillator series (lower 
and upper rectangles) re-
main uptrending into the 
2nd Half of September and 
even early October. The out-
performance potential until 
then as measured by our ‘I’ 
Impulsive targets up (right-
hand scale) is circa 5%. This is 
relatively low given the vola-
tility of both instruments (the 
move is already extended). 
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Copper Spot (LME, in USD)
Weekly graph or the perspective over the next 2 to 4 quarters

Copper is the largest com-
ponent of the industrial 

metals space. It is often 
considered as a bell-weather 
for the Chinese market. It has 
been accelerating up again 
rapidly since the Spring 
and may climb towards the 
8’000 a ton levels into early 
next year (‘I’ Impulsive tar-
gets up; right-hand scale). 
Indeed, the timing of both 
our oscillator series (lower 
and upper rectangles) show 
tops that could materialize 
into late 2017 / early 2018. 
Our automatic messaging is 
calling for an intermediate 

top in September so that we might see a bit of retracement over the next month or so before prices accelerate up again 
towards year-end. 
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Aluminum Spot (LME, in USD) 
Weekly graph or the perspective over the next 2 to 4 quarters

The re-acceleration of 
Aluminum had lagged a 

bit (vs Copper). Yet, over the 
last month, it has been im-
pressive. Both our oscillator 
series suggest that it should 
continue to the upside until 
Q2 2018 (lower and upper 
rectangles). The ‘I’ Impul-
sive price potential (right-
hand scale) is still important 
as Aluminum could reach 
into the 2’400s a ton towar-
ds next year or another 15% 
higher.
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Zinc Spot (LME, in USD) 
Weekly graph or the perspective over the next 2 to 4 quarters

Zinc does seem a bit more 
advanced. Both our os-

cillator series (lower and 
upper rectangles) suggest 
that it may start to make an 
intermediate top later this 
year. That said, the poten-
tial to the upside is still in-
teresting: our ‘I’ Impulsive 
targets to the upside (right-
hand scale) could extend 
into the 3’400s (or another 
6 to 8% higher).

Nickel Spot (LME, in USD)
Daily graph or the perspective over the next 2 to 3 months

Finally, we look at Nickel. Vs 
other industrial metals, it had 
seen a weaker first move up 
in 2016, as well as a stronger 
retracement during H1 2017. 
Over the last 18 months, it 
had been the weakest of the 
larger Industrial metals. We 
believe it might be currently 
catching up. We review here 
its Daily graph and the strong 
acceleration it initiated in 
June. On both our oscillator 
series (lower and upper rec-
tangles), this acceleration 
could continue over the 
next few weeks, consolidate 
a bit from end September 

into October and then re-accelerate up again towards year-end. The ‘I’ Impulsive potential up over the next few months 
is above 10% (right-hand scale). The Weekly graph (not shown here) indicates an additional 10% upside potential towards 
next year (so altogether, circa 20% upside potential into next year).

Concluding remarks

China and Industrials Metals are leading the reflation trades back up into H1 2018. They’ve bottomed in May/June, have 
since accelerated up impressively and should continue to so towards yearend at least. Some retracement into late Sep-
tember / October would provide good “Buy the Dips” opportunities.  
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Eurozone equities were competi-
tive with, and even led US equity 
valuations during H1 2017, until 

the EUR soared in June after Mr. Ma-
rio Draghi`s uncharacteristic “Sintra” 
verbal gaffe, which pushed the com-
mon currency sharply higher, and EU 
equities started to spiral lower (see 
first graph on this page). The impact 
of the EUR will continue to be a major 
bugaboo for EU equities, as the ECB 
looks to balance its footing – given the 
uncertainty of the current path of infla-
tion and growth in the common mar-
ket.  A recent Ifo survey showed a third 
monthly slide in investor confidence in 
Germany. The wavering in sentiment 
comes even as economic data shows 
the exporting nation is on track for its 
strongest growth since 2011 – German 
angst can be pinned largely on the rapid 
appreciation of the euro. 

Global equity markets, ex-Eu-
rope, have been resilient over 
the rest of summer, but some 

cracks have appeared, with the MSCI 
World down 1.5% so far in the 3rd week 
of August. The global index has been led 
down by weakness in the US, but other 
major equity markets. e.g., eurozone, 
further contributed to the wobble. The 
German DAX has been more resilient, 
but it too succumbed to the onslaught 
of a resurgent EUR. Stock-to-bond ra-
tios can provide a good perspective of 
what is happening. Trailing 12-month 
stock-to-bond returns in Germany have 
been rolling over since Q1 2017. In 
Germany, the performance of the DAX 
30 is now a significant 8% decline on a 
three-month basis (see 2nd graph on 
this page). This should be amusing in 
light of earlier consensus expectations 
that eurozone equities would beat their 
peers, especially the US, during the 
entire year. A similar deterioration of 
stock-to-bond ratios is going on all over 
the developed world – which suggests 
further downside for equities relative 
to fixed income. This fits our thesis that 

we should see one more fall in global 
long-term bond yields, which should 
clear the deck, ahead of a future, new 
rate regime.

Equities and credit tend to price 
in the economic news ahead of 
the hard data. But sometimes, 

a lagging indicator will take the front-
seat. In the case of the eurozone, that 
lagging, but singularly important nu-
mber, is the EU-wide HICP. This piece 
of information is generally perceived 
as one of the factors that could im-
pact the decision of the ECB whether 
or not to lift stimulus at some point. 
It has come as an irony that after the 

injection of massive global, systemic 
liquidity, rising inflation and the ex-
pected corresponding rise in bond 
yields, have become positive factors 
for equity markets. And the opposite 
produces the inverse effect  (see first 
graph on next page). This is not hard 
to fathom, as a reflationary process 
(typified by uptick in inflation, expec-
ted or actual, along with rise in rates) 
follows any decision to curtail stimu-
lus, on the grounds that it is no longer 
needed, and that the danger has gone 
by.
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A return to a low-inflation regime 
may therefore be devastating 
to the EU stock markets, in our 

opinion. We expect the DAX and other 
European equities to continue falling as 
consequence of a failing inflation im-
pulse (as can be seen in the 1st graph 
on this page). There has been a burst 
of extreme euphoria during the first 
half of the year, as inflation measures 
soared (proxy: the Citi Inflation Surprise 
Index), along with sharply higher infla-
tion expectations. But alas, the surge 
peaked, and the Citi inflation index (CIS) 
is now deflating as fast as it expanded. 
Looks like the global disinflation im-
pulse may still have some life left in 
it – and now we understand why Ger-
man bond returns have been outper-
forming Dax returns, as the CIS peaked 
and fell everywhere in the developed 
world (see 2nd graph on this page).

The Citi Inflation Surprise Index 
literally collapsed after soaring 
for the most of 2017. The disin-

flation pulse, as shown by the chart 
above, is by no means limited to the 
Eurozone, so there is a global scope to 
the forthcoming decline in inflationary 
pressure. Even as we limit our illustra-
tions and discussion to conditions ob-
taining in the eurozone, the lesson has 
a bearing to US and Japan discussions 
as well.

The CIS index is also very useful 
in that it tends to lead changes 
in actual HICP inflation, and 

therefore the changes in the EU bond 
yields and the EUR currency (EUR/USD 
as proxy).  The confluence of factors 
shown in the third graph of this page 
suggests the significant likelihood of a 
weaker EUR in the medium term. That 
would come as a relief to Mr. Draghi, 
who started the recent EUR rally in the 
first place. The common currency re-
mains below the middle of its 10-year 
range, but it has been up 12% against 
the dollar this year. Half of that of 
those gains started with Mr. Draghi’s 
now infamous Sintra «hiccup» where 
what the ECB president probably 
thought was an insignificant comment 



about «transitory» inflation, ended up 
triggering a rates mini-tantrum across 
developed markets and a EUR surge. 
The currency further gained strength in 
July after reports indicated that Draghi 
would be speaking at Jackson Hole in 
August. The assumption -- very wrong 
as it turned out -- was that he would 
use his appearance in Wyoming to tele-
graph the ECB’s next move. 

Mr. Draghi had finally spoken 
at the Wyoming soiree on 
Friday. He spoke about 

openness of trade, commented that a 
global recovery is finally firming up, but 
made it clear that Europe`s recovery 
phase is at an earlier stage versus the 
US. During the Q&A session he also 
made clear that a significant degree of 
accommodation is still needed, QE has 
worked well, and ECB isn’t there yet on 
inflation and must remain on guard. But 
it did not matter – the EUR rose more 
than 1% on Friday. The EUR strength 
also stemmed from even more indis-
crete comments from US President Tru-
mp, blasting his fellow-Republicans for 
failure to pass his initiatives. In pushing 
the EUR up, we believe the market mis-
read Mr. Draghi. A conservative but 
reasonable assumption, we believe 
the balance sheet will still expand by 
more than 400 bln euros by the middle 
of 2017. The ECB’s extraordinary mea-
sures still include the minus 40 bp de-
posit rate. By the time, that deposit rate 
is no longer negative, how many times 
has the Fed raised its target rate? Our 
read is that the ECB and Mr. Draghi are 
not in a hurry to tighten policy – and 
the Federal Reserve is.

What provides a good back-
drop which provides confi-
dence for that belief is the 

fact that the elements which compose 
the EU HICP inflation measure have 
all become subdued in recent mon-
ths – thus, we expect that the ECB will 
not tighten anytime soon. A stronger 
EUR is something Mr. Draghi instinc-
tively does not want, a feeling that is 
shared by many in the ECB board (with 
the possible exception of the board 
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member from Germany, Ms. Sabine 
Lautenschläger). The confluence of 
factors outlined above will also serve 
to push down the value of the common 
currency in the near-term. 

However, the EUR will fight a 
rear-guard action, and no sharp 
de-rating is expected soon, as 

manufacturing continues to perform 
well. In Europe, the weakness in ser-
vices in July was offset by the strength 
of manufacturing, leaving the over-all 
composite virtually unchanged at 55.8 
(vs. 55.7). Manufacturing PMI rose to 
57.4 from 56.6, matching the cyclical 
high seen in June. The service reading, 
which covers a larger part of the eco-
nomy, slipped to 54.9 from 55.4. The 
index peaked in April at 56.4. Some key 
takeaways from the eurozone PMI: (1) 
the economy continues to operate at 
a strong level, but the momentum has 
moderated; (2) price components sug-
gest that the decline in inflation since 
February may be moderating, as well 
and we cannot rule out a small bounce 
from here; (3) the euro’s appreciation 
has so far not undermined export or-
ders, where the sub-index rose to its 
best level in six years. We are sure that 
Mr. Mario Draghi and company would 
like to keep it that way. 

Other activity and sentiment 
measures have deteriorated: 
morale among German inves-

tors deteriorated for a third consecutive 
month in August, according to survey

data released earlier in the week.  The 
ZEW research institute said its monthly 
survey showed its economic sentiment 
index fell to 10.0 from 17.5 points in 
the previous month. Economists had 
forecast a reading of 15. The economic 
sentiment indicator for the eurozone 
fell to 29.3 points this month from 35.6 
in July. However, the indicator for the 
current economic situation in the eu-
rozone climbed to its highest level since 
January 2008, rising to 38.4 points. 
Since November 2016, the indicator for 
the economic situation in the eurozone 
has been steadily increasing.

Most market participants be-
lieve that an adjustment in 
the European Central Bank’s 

(ECB’s) monetary-policy settings looks 
likely to be made soon. The argument 
was that it would be surprising if the 
central bank continued on its current 
highly accommodative course for much 
longer, considering the recent stron-
ger-than-expected recovery in the eu-
rozone economy. But the ECB may opt 
to wait just a little longer, waiting for 
further development in the inflation 
front. That would tend to weaken the 
EUR, during a period which is conside-
red a period for the US Dollar to “cor-
rect” some of its recent large losses.  
Moreover, a stronger EUR depresses 
import prices when inflation is still 
low, looping back to lower inflation 
even further, increasing the risk that 
the EUR rally brings about its own re-
versal.
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Strong Euro into October should keep European markets under pressure, 
following that we would consider them a Buy
Across this section, we will look at the interplay of the strong Euro with the performance of European markets.

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

EuroZone markets have 
been consolidating to 

the downside since May, or 
since EUR/USD really started 
to take off. On both our os-
cillators series (lower and 
upper rectangles), they may 
be making intermediate 
lows, which should see 
them bounce somewhat 
into September. Between 
mid and end September, 
they should then resume 
their downtrend possibly 
until late October / early 
November. The move down 
since May is still within our 
‘C’ Corrective targets down 

(right-hand scale) and the bottom end of these, around 3’330, should provide worthwhile support.

Eurostoxx 600 vs the S&P500 (hedged for EUR/USD currency risk) 
Daily graph or the perspective over the next 2 to 3 months

Indeed, the EuroStoxx’s 
performance contrasts 

with the one of the S&P500, 
which recently made new 
all time highs in July. Since 
May, the EuroStoxx 600 
has underperformed the 
S&P500 by almost 7% on a 
hedged currency basis (like 
to like comparison). Both 
our oscillators series (lower 
and upper rectangles) are 
in downtrend sequences, 
which could bounce a bit 
during September, but 
should then resume their 
downtrend from mid / end 
September into late Octo-

ber / early November. During this last move, the underperfomance could extend to another 5 to 10% (‘I’ Impulsive targets 
down; right-hand scale).
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EUR/USD
Weekly graph or the perspective over the 2 to 4 quarters

So the Euro is leading the 
game here and according 

to this Weekly graph, should 
continue to do so over the 
next couple of months. Our 
medium term oscillator se-
ries (upper rectangle) would 
suggest that an intermediate 
top was made end May, 
with little counter-reaction, 
and that EUR/USD should 
now continue to the upside 
towards the second half of 
Q4 2017. Our ‘C’ Corrective 
targets up between 1.16 
and 1.23 (right-hand scale), 
which we first talked about in 
March, could imply that the 

current move still has another 2 to 3 figures to rise. 
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Eurostoxx 600 vs the S&P500 (not hedged, both USD denominated) 
Daily graph or the perspective over the next 2 to 3 months

We now look at the 
same pair with no 

currency hedging, i.e. in 
USD terms. It is currently 
reaching new YTD highs as 
the EUR/USD strength has 
compensated for all of the 
EuroStoxx600 nominal un-
derperformance. Both our 
oscillator series (lower and 
upper rectangles) suggest 
that it is now getting ready 
to break to the upside and 
continue up, possibly into 
October. If recent history is 
any guide, this could only 
happen if the Euro remains 
strong (December/January, 

April/May, July/August rallies).  We see no reason for now as to why this relation should reverse. Our ‘I’ Impulsive up tar-
gets would suggest another 4% of outperformance (right-hand scale).



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

Scoping into the Daily 
graph would confirm 

these price targets with our ‘I’ 
Impulsive targets up pointing 
towards the 1.18 – 1.23 range 
(right-hand scale). Both our 
oscillator series (lower and 
upper rectangles) would 
suggest further upside pro-
gression towards October. 
A slight consolidation is pos-
sible during the first half of 
September, but it should 
be short lived and EUR/
USD should then resume its 
uptrend towards mid / end 
October. 
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Dollar Index 
Daily graph or the perspective over the next 2 to 3 months

The Dollar Index is 
showing a similar dyna-

mic. Its ‘I’ Impulsive targets 
down would suggest that it 
could break below 90 be-
fore the current move is over 
(right-hand scale) and both 
our oscillator series (lower 
and upper rectangles) do 
lead us lower into end Oc-
tober / early November. 
In the meantime, a short 
rebound to the upside may 
materialise in the first half of 
September, before the Dollar 
Index resumes to the down-
side again.
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EUR/CHF
Daily graph or the perspective over the next 2 to 3 months

Another Euro pair, which 
has rocketed recent-

ly is EUR/CHF. Indeed, the 
ECB tapering rhetoric has 
contrasted with the SNB’s 
pledge to continue its loose 
monetary policy.  On both 
our oscillator series (lower 
and upper rectangles), EUR/
CHF reached an interme-
diate top early August and 
has been consolidating since. 
This rather flat countertrend 
move could continue until 
mid September, where we 
expect EUR/CHF to start a 
new move to the upside, 
possibly until late October, 

early November. ‘I’ Impulsive targets up points to the 1.16 levels (right-hand scale), while ‘C’ Corrective targets down could 
justify a return to the 1.12-1.11 levels (which we believe is too aggressive at this stage given the strong uptrend). In general, 
we see a rather neutral risk/reward situation in a strong uptrend.
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EUR/JPY
Daily graph or the perspective over the next 2 to 3 months

Recent Euro strength also 
extends to other currency 

pair. Against the Yen, the Euro 
has been back in a strong 
uptrend since mid April. Fol-
lowing some consolidation 
since mid July, we would ex-
pect it to resume its uptrend 
between now and early Sep-
tember into the first half of 
October as shown on both 
oscillator series (lower and 
upper rectangles).  Following 
that, we would expect it to 
consolidate to the downside 
into late October / early No-
vember. ‘I’ Impulsive targets 
up (right-hand scale) could 

justify more potential towards 134, yet in general Risk/Reward is slowly getting stretched at this stage (‘C’ Corrective targets 
down are further away than ‘I’ Impulsive targets up)



IEF - iShares 7-10 Year Treasury Bond ETF vs Bund Future (Sep) – currency 
hedged
Daily graph or the perspective over the next 2 to 3 months

So, as we have seen above, 
the Euro has been strong 

vs most other currencies. 
Yet, the Dollar is at the other 
extreme and has been weak 
across the board. Dollar 
weakness has suffered from 
the retracement of the refla-
tion themes and the revision 
of the strong optimism that 
prevailed in the US following 
the Trump election last year. 
US Growth and inflation pro-
jections have been revised 
down. On the other hand in 
Europe, and although they 
have softened a bit recently, 
growth and inflation expecta-

tions surprised to the upside in H1 2017. This graph which compares long term US treasuries to the Bund captures these di-
verging trends. Naturally, it is well sync-ed with the progression of EUR/USD this year, and going forward would probably 
confirm a last move up towards October for EUR/USD (both oscillator series; lower and upper rectangles).
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Bund Future (Sep)
Daily graph or the perspective over the next 2 to 3 months

Looking at the Bund on a 
standalone basis, we note 

that its strength has been 
quite accurate in flagging 
and even anticipating risk-
off phases on Equity mar-
kets since the beginning of 
the year (March into April, 
May into June, July into Au-
gust). On both our oscilla-
tor series (lower and upper 
rectangles), the current rally 
could be coming to an end 
at the end August. This could 
imply some relief for equity 
markets as we move into 
September. While the Bund  
corrects to the downside. 

Both oscillator projections then diverge from the 3rd week of September. The more risk-on version would see the Bund 
bottoming early October and bouncing into late October (lower rectangle). The more risk-off version would see it resume its 
uptrend earlier, late September, into late October (upper rectangle). Hence, as we move into September, it will be crucial to 
monitor the Bund to gauge the status of the risk-off / risk-on relationship. Any re-acceleration of the Bund to the upside 
during the second half of September would probably be a negative sign for Equity markets.  
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EuroStoxx 50
Weekly graph or the perspective over the next 2 to 4 quarters

We conclude this sec-
tion with the Weekly 

graph of the EuroStoxx 50. 
In line with what we’ve dis-
cussed above, our medium 
term oscillators (upper rec-
tangle) would show a first 
intermediate low pretty 
much now, end August. It 
could support prices into 
September. That said, it also 
shows the further risk-off 
period we expect from late 
September into October with 
another low sometime early 
to mid Q4. This corresponds 
to the end of the retrace-
ment period since May we 

expect on our long term oscillators (lower rectangle). We would hence remain prudent until then, but would expect a 
strong acceleration up thereafter, into H1 2018 (in line with both the models we show). ‘I’ Impulsive price potential up is 
still important (right-hand scale), probably into the 4’000s or circa 15 to 25% above current prices into next year.  

Concluding remarks

Since May, European markets have been in a consolidation to the downside and have largely underperformed US markets. 
This underperfomance has been mostly due to the strength of the Euro vs the Dollar and indeed in Dollar terms European 
markets are currently re-testing their year to date highs. Going forward, we expect EUR/USD to remain strong into Oc-
tober, while more generally September should be risk-on and October risk-off again. This combination could provide 
quite a negative mix for European markets from late September into late October following the  slight bounce we expect 
during September. Longer term, we remain defensive on European equity markets, probably until late October, early 
November, where we expect them to start accelerating up towards year-end and H1 2018.
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EuroStoxx 600 vs Bund Future (Sep)
Daily graph or the perspective over the next 2 to 3 months

To gain more insight, we 
now turn to the Equity 

to Bond ratio in Europe. On 
both our oscillators series 
(lower and upper rectangles), 
we would expect European 
Equity to bounce vs the Bund 
during September. Again, the 
length of the bounce into 
September will probably 
be revealing of the actual 
strength or weakness of Eu-
ropean markets and of the 
extent of the subsequent 
retracement / sell-off we ex-
pect into October and pos-
sibly until early November.
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41 / Splicing the markets – Gold: the “canary in the gold mine” 
for reflation trades
Gold has just broke above 1’300 USD/oz, a resistance it had tested several times over the last few months. We don’t be-
lieve it will go much higher over the next few days and that it will probably correct to the downside into mid September. 
Following that, it could re-accelerate to make a final top for the year in the high 1’300s during October. The Strength of 
Gold does indeed raise some questions on the timing of the re-acceleration of the reflation trade.  

Gold Spot (in USD) 
Daily graph or the perspective over the next 2-3 months

Gold finally broke above 
1’300 USD/oz, a level 

that had provided strong re-
sistance this year and was 
already an important pivot 
point last year. Both our os-
cillator series (lower and up-
per rectangles) would sug-
gest that it may now retrace 
over the next few weeks be-
fore it makes a new attempt 
to the upside into  October. 
This is consistent with our ge-
neral scenario where we ex-
pect risk assets to bounce in 
September and then retrace 
back into October. ‘I’ Impul-
sive targets to the upside are 

pointing towards 1’350 USD/oz and above. We believe it will probably take this second push up to reach them.

Gold Spot (in USD) 
Weekly graph or the perspective over the next 2 to 4 quarters

Taking the longer term 
view, with the Weekly 

graph of Gold, we want to 
stress Gold’s strong invert 
correlation with longer term 
US Interest rates. Our ge-
neral scenario is that these 
rates continue to retrace / 
re-test down into early/mid 
Q4 before they accelerate 
up again into H1 2018.  This 
would confirm the second 
wave of reflation we expect 
into next year. In a such a 
scenario, Gold should react 
invertedly : push and re-test 
up until early/mid Q4 be-
fore it consolidates to the 

downside into next year. Our long term oscillators (lower rectangle) suggest that this consolidation to the downside may be 
starting soon, while our medium term oscillators (upper rectangle) would imply one last push into mid Q4. Our Daily graph 
above also suggests that this last push to the upside is indeed possible.  
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GDX Market Vectors Gold Miners ETF
Daily graph or the perspective over the next 2 to 3 months

Gold mines have recent-
ly turned for the better 

and started to accelerate 
up again. There have finally 
broken out from the down-
side consolidation they had 
been in since February (as 
shown on our long term os-
cillator series; right-hand 
scale).  Our medium term 
oscillators (upper rectangle) 
are monitoring the current 
move up. We expect them 
to retrace a bit into mid 
September and then move 
higher again into October. 
Following that, they should 
resume their downtrend. 
This is similar to our timing 

on Gold above. ‘I’ Impulsive target potential  (right-hand scale) is into the high 20’s over the next couple of months.

Gold Spot vs Brent Spot
Daily graph or the perspective over the next 2 to 3 months 

Rising interest rates are 
the weakest / lagging 

end of the reflation trade 
while oil and commodities 
have been the leaders. This 
is what happened in 2016 
(think about the different 
environments in H1 and H2 
2016) and we believe it is 
probably happening again. 
Gold is very much inversely 
correlated to interest rates 
and hence comparing Gold 
to Oil helps us monitor the 
transition from the leaders 
to the laggards of the refla-
tion trade. Remember last 
year, the ratio made a strong 

rebound between June and July before it accelerated down again towards year-end. Our long term oscillators suggest that 
such a rebound could continue from mid September into late October (lower rectangle), while our medium term oscillators 
(upper rectangle) paint out a more reflation friendly scenario: down into mid/late September, rebound into October and 
then down again. Monitoring this ratio over the next couple of months will help assess if the reflation trades are due to 
re-accelerate sooner or later.

Concluding remarks 

Reflation trades have retraced since the Spring, yet have started to rebound since June. This rebound is lead by China and 
the Commodity space, while interest rates still seem to lag. Gold is the « canary in the Gold mine ». Its strength is telling us 
that reflation trades may see further re-tests to the downside before they accelerate up again, sometime from late Oc-
tober / early November towards year-end. In the meantime, early September could see some retracement in Gold and 
a bounce in reflation assets. In a way, the current period, feels like early May last year, a few weeks before the June sell-off, 
two months before Brexit and the huge central bank liquidity injection that followed. That period also marked the beginning 
of the gradual improvement in US economic data.
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MJT’s proprietary methodology uses Timing Oscillators to help investors position themselves either in an uptrend 
or downtrend. It will hence allow them to anticipate and project the future sequence of events. Coverage extends 
over 5’000 instruments, long term to intraday, across all asset classes. Relative charts, Opportunity filters, Multi 
charts monitoring screens and a Portfolio Simulation tool complete the functionality set. See below a description 
of What’s on the Chart, a Methodological brief and an outline of the ideal Uptrend/Downtrend Models (read more 
on www.mjtsa.com)

Timing oscillators: Different prices cycles are captured by 
our 3 Timing oscillators. Monitor how their relative positioning 
defines specific situations (Cases) to always know where you 
stand within the Trend (e.g. please see below the ideal Uptrend 
Case succession sequence)

Trend direction: the direction of FinGraphs’ large envelope will 
help you decide either to apply an uptrend or a downtrend model. 
Contacts between the wider  and thinner envelopes will help you 
anticipate and confirm market turning points ( e.g. S&P500 bi-
monthly, 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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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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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 issued by Diapason Commodities and Currencies (DC&C) / Diapason Commodities Management UK LLP 
(“Diapason UK”). Diapason UK is authorised and regulated by the Financial Conduct Authority.
 
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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