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4/ Executive Summary

The Capital Observer editors team, London / Geneva, June 28th 2017
to view previous issues, please visit our website at: http://www.thecapitalobserver.com

7/ So far in 2017, the US Dollar has been retrenching but it could start strengthening in Q3 - Reflation Wave 1 was predi-
cated on this major narrative – that the Trump administration would provide an economic boost in the form of tax cuts and 
fiscal stimulus in the form of structure spending. But after the Republican majority in Congress stumbled in passing health-
care reform, investors are reevaluating the extent to which the administration can deliver its promises – and the verdict is 
that tax cuts and stimulus will likely arrive late, in a smaller package -- or perhaps not at all. This naturally has caused inves-
tors to recalibrate their growth and interest rate expectations, which in turn has made bond yields fall, and that negatively 
impacts the dollar, as a consequence. But with the Fed determined to tighten policy, sentiment should provide a floor for 
the US Dollar sometime soon. Since December, the dollar’s gone from a superstar to a has-been. Model-driven funds are 
now predominantly short dollars, and macro traders have largely given up on the long-dollar trade. When sacred cows get 
taken to the abattoir, that’s usually a sign that position-squaring has run its course. The time is ripe for the buck to fight back.

10 / Timing and Tactical Insight - The Dollar is ready to rebound - The Dollar is within its sixth month of correction down 
and may be getting ready to rebound into the Summer. Commodity Exporters currencies should also see a last leg down into 
August vs the Dollar. Longer term however, from mid/end Summer into year-end, we would expect that EUR/USD resumes 
its uptrend, while commodity currencies become particularly strong and the Yen weakens across the board.

18 / Risk parity heaven or risk parity shock– which one will prevail, as S&P 500, the Dow, and Nasdaq 100 diverge - In 
recent weeks, both stocks and bonds had been rallying, which some analysts described as “risk parity” heaven. The diver-
gences within the equity asset class, and among the general assets classes, have almost always been driven by uncertainty 
going into the next Fed monetary policy decision. We expect the FFR and bond yields to rise, the US dollar to strengthen 
(and for gold to weaken), and the equity markets will probably resume their uptrend, in due time. It is the equity markets 
performance post-FOMC, which presents the biggest known unknown for us, this time around. We believe they will revert 
to the old positive comovement, post-FOMC, but we could well be very wrong on expecting that the relationship will persist. 
Caveat emptor on equities.

20 / Timing and Tactical Insight - The secular trends favoring Risk Parity strategies could take a pause until early 2018 - 
Declining interest rates are beneficial to risk parity strategies.  We believe the current reflationary push, along with interest 
rates, will see a second leg to the upside into late 2017 / H1 2018. Risk parity strategies should then underperform.   Conco-
mitantly, we would also expect some rotation out of Long Duration and Defensives, back into Value and Cyclicals. Broadly, we 
expect the whole Reflation nexus to start accelerating up again from mid Summer towards year-end and early 2018. 

28 / Silver to gold ratio a structural shift may come this summer - Silver is still severely underperforming Gold, probably 
into mid summer but we note that the relationship between silver and gold (SGR) being at depressed levels could adjust to 
historically normal levels -- that opportunity may come in H2 2017. Growing industrial demand, sharply diminished supply, 
a shallower Fed policy trajectory, and better environment for cyclicals in H2 should all play their part in supporting higher 
silver/gold prices into Q1 2018.

31 / Timing and Tactical Insight - Silver and the Silver to Gold ratio -  Our positive scenario for the Dollar into the Summer 
could have a strong negative influence on the evolution of precious metals. That said, Silver is more cyclical than Gold and 
may start to outperform Gold again from mid Summer as oil and commodities resume their uptrend.   

35 / The US financial sector is set to outperform during H2 2017 - We think the banks have been undervalued for too 
long, and the day for that undervaluation to stop is nigh. The easier policy trajectory that the FOMC recently unveiled could 
provide a strong tailwind for the financial sector, as ratcheting monetary policy higher has always flattened the yield curve. 
If the Fed indeed does slow its tightening rhetoric (which will keep short term rates steady), then we could see a start of a 
steeper yield curve. That would be positive for the US financial sectors stocks. The currently depressed sector valuation is 
therefore an opportunity for investors to take another look at this sector, which we believe will do well for the rest of the 
year and possibly into Q1 2018.

38 / Timing and Tactical Insight - Financials could accelerate up again from mid Summer to year-end - Considering that the 
US yield curve has re-flattened aggressively since December, US Financials have held up quite nicely. In Europe, the flattening 
move has been shallower, but the dynamics are similar. We would expect Financials to have one last retest to the downside 
in late July / August before they start accelerating up again towards year-end and early 2018. On a relative basis, we would 
expect more potential for banks in Europe than in the US.

43 / Splicing the markets – Looking at the topline (MSCI World, S&P500 and SX5E) - we consider top-line equity markets 
and their potential evolution over the next few months and towards year-end. On our Weekly charts, we are still bullish 
towards year-end on World, European and US markets. The current Daily situation is however treacherous. Indeed, although 
both European and US markets could extend into July, we do expect further consolidation into late July / early August.
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General comment
Since December, we had been anticipating that by mid Q1 2017, the Dollar and Reflation trades should start to retrace 
their H2 2016 run-up. We confirmed these projections in late February as the Dollar was failing to make new highs and 
Oil was getting ready to sell-off. At the time (mid January), we also recommended a shift out of Small Value and Cyclical 
sectors back into Big Growth and Defensives. By and large, these projections have proven correct, although due to rotation 
dynamics, top line equity indices have proven very resilient to the upside (we advocated some take profiting towards end 
April / early May).  Today, 3 to 6 months down the line, we are looking to re-enter the Dollar as well as these reflation 
trades. The inflexion points we are considering range between now and early July (for the Dollar) and early / mid August 
(for Commodities, Value plays, Cyclical sectors or Financials). We expect strong potential to the upside for these trades 
from mid Summer to year-end.

In the meantime, top line equity indexes seem stretched for now and breadth is deteriorating. Hence, although rotation at 
high levels may continue, we believe that risk/reward on equities is clearly disadvantageous at this stage and would look 
for safer entry points potentially towards August.

Equity markets
Volatility VIX is still retesting at all time lows, the risk of a rebound is mounting, especially 

from mid July. 

World markets We are still very positive on equity markets towards year-end and early 2018, yet 
in the meantime risk/reward seems stretched and we would advocate prudence 
until early /mid August.

Regional picks We expect the Dollar to rebound into August, possibly September. We would 
hence favor Europe and Japan vs the US.

Emerging markets EEM has reached an intermediate top. Although Asian Growth may linger on 
during early July (India, South Korea, Taiwan), these markets are at risk going 
into August as the Dollar rebound is confirmed. Commodity producers should 
also remain weak into August as Oil initiates one last sell-off. China may provide 
an interesting alternative, as it is positively correlated to the Dollar and has 
reached worthwhile intermediate lows vs other emerging markets.

Relative Sectors Growth (Technology and Consumer Discretionary) seems exhausted, Defensives 
and Healthcare especially could continue to outperform into August, Cyclicals 
and Financial have rebounded, yet could see further retests into August (among 
these reflationary sectors, where we see strong potential towards year-end, 
Industrials may be an early starter). 

Profiles/Themes Value could probably retest once more to the downside into August before 
it starts to reverse up towards year-end. Growth and long duration seems 
exhausted. Small caps in the US may start to bounce with the Dollar. In general. 
Low volatility remains in favor until mid Summer. 

5/ Mapping the markets (part I)

Interest rates

US rates and Yield curve The consolidation on US Yields and the flattening of the US Yield curve are 
approaching their downside targets. This move to the downside may extend 
into August. 

Other countries Yields and Yield curves in other developed countries are also retracing down, yet 
the correction is milder than in the US: consolidation at high levels that probably 
also extends into the Summer. 

Credit High Yield has reached intermediate tops and could consolidate mildly into the 
Summer.

Rate Differentials US vs Eurozone and Japan rate differentials have consolidated at high levels and 
may retest their highs during the Summer

Tips Tips may have reached an intermediate low vs Treasuries and could bounce 
on a relative basis, yet in absolute terms, they do seem capped for now (an 
intermediate top was just made).
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Commodities
Oil Oil is Oversold and could bounce a bit into early July, yet we expect one last 

retest into early August before it resumes its uptrend and accelerates up into 
year-end.

Base metals following their mild consolidation from February / March, we expect strong 
upside potential for Base metals towards year-end.  We still see some risk into 
August for now.

Gold & PMs Gold has reached an intermediate top during June, we expect limited potential 
over the Summer. The Dollar rebound we expect may lead it to consolidate 
possibly into end Summer. Silver has been weaker and is still under pressure. 
It will probably resume its uptrend from mid/end Summer along with other 
commodities.

Agriculture Agricultural commodities have seen renewed pressure in June. If the Dollar 
rebound we expect materializes, they should continue to be under pressure. We 
will reconsider them towards late Summer.

Foreign Exchange

Dollar Index The Dollar may be approaching an intermediate low which could see it bounce 
into August, possibly September.

Euro The Euro should take a Summer break vs the Dollar. The tops may have been 
done early June, yet a last retest cannot be excluded during the first half of July. 
We expect EUR/USD to strengthen again from end Summer.

Yen The Yen has been slightly firmer since May, yet it has failed to  accelerate up. We 
believe that it is reaching important tops vs the Euro and the Dollar and could 
weaken substantially towards year-end.

Sterling Sterling is weakening again vs the Euro and the Dollar and will probably remain 
weak until Q4 2017.

Commodities currencies Oil related currencies have followed oil and commodities lower. We expect them 
to find lows towards mid Summer and would then expect them to strengthen 
substantially towards year-end (BRL, RUB, CAD, NOK). We are neutral on AUD 
and ZAR  given the rebound we expect on the Dollar and its potential incidence 
of Gold prices. 

Asian currencies INR, KRW or TWD are following similar dynamics vs the USD than EUR/USD. 
We expect them to consolidate during the Summer before they move up again 
towards year-end.

6/ Mapping the markets (part II)
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Bond yields and the US dollar had 
fallen since the US government 
appointed former FBI director 

Robert Mueller as special counsel to 
look into the Russian situation, inclu-
ding looking into charges that Mr. Do-
nald Trump may have obstructed jus-
tice when he “hoped” that erstwhile 
FBI director James Comey will drop the 
investigation into former white House 
staff Michael Flynn. But the decline in 
yields and the US Dollar stopped on 
June 6 when it was seen that Comey’s 
prepared statement for a Congressio-
nal inquiry did not seem to contain a 
“smoking gun” which could lead to the 
impeachment of President Donald Tru-
mp. Moreover, the USD movements in 
these two variables has been far from 
extraordinary, belying the FX market`s 
anxiety about the greenback (see 1st 
graph on this page ).

The recent sharp USD losses drive 
some investors to wonder whether 

this is the start of a long-term dollar de-
cline. We are highly skeptical. Instead, 
something more mundane is probably 
happening – the markets are reeva-
luating the post-election narrative, 
exactly as we had been anticipating: 
the “Trump trade” hits a bump in the 
road, and has to make a pause, then 
Reflation Wave 2 will commence in 
early Q3 2017. Reflation Wave 1 was 
predicated on this major narrative – 
that the Trump administration would 
provide an economic boost in the form 
of tax cuts and fiscal stimulus in the 
form of structure spending. But after 
the Republican majority in Congress 
stumbled in passing healthcare re-
form, investors are reevaluating the 
extent to which the administration 
can deliver its promises – and the ver-
dict is that tax cuts and stimulus will 
likely arrive late, in a smaller package 
-- or perhaps not at all. This naturally 

is causing investors to recalibrate their 
growth and interest rate expectations, 
which in turn is making bond yields fall, 
and that negatively impacts the dol-
lar, as a consequence (which pushes 
up gold prices); (see 2nd graph on this 
page).

It did not help that just as Mr. Trump 
is having all these troubles, the macro 

data started to become mixed. The U.S. 
Citigroup Economic Surprise Index fell 
in negative territory earlier in Q1. At 
the same time, most measures of in-
flation are decelerating, not accelera-
ting – we expect Core CPI to be mainly 
falling during the rest of the year, until 
early Q1 2018. US growth prospects 
have been leading for most of the post-
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Great Financial Crisis period, but other 
parts of the world are starting to stage 
their own rebounds. Real US GDP was 
1.2% in the first quarter, while it was 
1.7% in the eurozone. When the Rest 
of the World, ex-US, firm up, the US 
Dollar tends to weaken (see 1st graph 
on this page).

However, market data are provi-
ding evidence that a US dollar 

recovery soon follows, at least over 
the summer. Model-driven funds are 
now predominantly short dollars, and 
macro traders have largely given up 
on the long-dollar trade. When sacred 
cows get taken to the abattoir, that’s 
usually a sign that position-squaring 
has run its course. From there it just 
takes a relatively small amount of USD 
longs to flip the market sentiment. Fa-
ding market consensus has been a pro-
fitable strategy for much of the post- 
GFC era. Since December, the dollar’s 
gone from a superstar to a has-been. 
The time is ripe for the buck to fight 
back. We expect to see a USD trough 
very soon, and we could have another 
bull phase for most of 2017. The out-
look for the greenback further out is 
not as clear-cut to us, however.

The macro drivers of the US 
Dollar

It is generally assumed (wrongly, as 
it turns out) that there is a positive 

correlation between long-term interest 
rates and the US Dollar. There might be 
short-term positive impact from news 
of rising US rates, but those effects ge-
nerally dissipate after a few days. 

The reality is more convoluted than an 
assumed, simple valuation boost to the 
USD by higher US interest rates (assu-
ming other countries’ interest rates 
stay at the same level – which is unlikely 
at most times). It is important to take a 
longer view on the impact of rising in-
terest rates, especially its deleterious 
effect on US GDP growth. Moreover, a 
firmer US dollar boosted by rising rates 
will as well directly impact GDP via the 
net exports component, which is com-
puted as part of GDP. In the longer-run, 

rising rates, in due time, will negatively 
impact the US currency when domestic 
growth slows down. Or it could hap-
pen via the currency channel, as was 
the case of the strong US Dollar (from 
late 2014 to late 2016) depressing the 
US industrial production sector, which 
could not compete.   

Distilling the correlation between in-
terest rates and the US Dollar is not 

straight-forward as there is a reflexive 
(looped) relationship between the two 
variables. One of the most obvious is 
that rising interest rates improve the 
allure of the US currency, but that same 

upwards trend in rates makes US debt 
(government and private) lose value 
(price-wise), which discourages capi-
tal inflows and encourages outflows – 
both detrimental to the US currency’s 
long-term appreciation. So, it becomes 
a short-term positive, long-term nega-
tive situation for the US currency when 
interest rates head (up) during a tighte-
ning regime. Conversely, that is also 
true when interest rates go the other 
way (down), during an easing regime. 
The two charts below illustrate this 
coupled phenomenon.
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The 2nd graph on the previous 
page shows that short-term posi-

tive correlation between the US Dollar 
and bond yields are episodic and not 
consistent. Moreover, the relationship 
got skewed every time the Fed under-
took a QE program. Bond yields went 
higher (due to the sharp rise in term 
and inflation premia), but the US Dollar 
fell (due to the effect of the Quantity 
Theory of Money – increased amount 
of US Dollars in circulation lowers the 
value of the currency). These digres-
sions from the conventional wisdom 
which believes that higher rates pu-
shes the value of the currency higher, 
is cautionary tale that currency valua-
tion can not be gleaned from a simple 
comparative interest rate differential 
analysis. 

This signifies that the impact of in-
terest rate on the US Dollar takes 

a long time before it dissipates as its 
effect is very likely transmitted via 
macro-economic variables – one of 
them being the US Capital Account (see 
graph on this page). A rise in yields un-
derscuts the USD 6 months thereafter, 
as the Capital Account weakens. This 
deserves some explanation, as most in-
vestors have learned from “conventio-
nal wisdom” that it is the trade balance 
that impacts the currency the most. 
The traditional view is that a trade defi-
cit in goods needs to be financed by ex-
porting assets like Treasury bonds and 
real estate so that the two accounts 
balance out. Capital pays for the goods, 
and the country’s external balance nets 
out to zero. But the new reality is that 
the conventional wisdom is only ap-
plicable when there is no free global 
flow or trade in capital – which there 
is.  There is empirical evidence which 
suggests that trade in capital is now 
more important than trade in goods, 
and that free trade in investment ca-
pital leads to imbalances in the trade 
account.

The market’s original role as a 
mechanism for preventing trade 

imbalances from getting out of hand 
via currency adjustments has been lost 
as a result, so the Capital Account is 
now one of the de facto primary deter-
minants of the US Dollar’s relative va-
luation against other global currencies.   
Rising bond yields trigger a US bond 
sell-off by foreign holders of US debt 
(government and private), weakening 
capital inflows and increasing capital 
outflows. This weakens the US currency 
via the demand channel, a much more 
potent determinant of currency valua-
tion, compared to simple, comparative 
interest rate diferentials.  

Conclusion

With the Fed determined to 
tighten policy, sentiment should 

provide a floor for the US Dollar some-
time soon. The Yellen Fed is determined 
to “normalize” policy so if some deve-
lopments provide them cover, then 
they could have another hike in Sep-
tember, as they indicated they would. 
The inflation situation will be primary 
in deciding whether or not a December 
(or even a September) policy hike will 
be warranted later in the year. We will 
be watching the inflation data like a 
hawk over the rest of the year.
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The Dollar is ready to rebound

The Dollar is within its sixth month of correction down. Late last year, we were outside of consensus when we were 
anticipating its top. We confirmed it late February as it became apparent that  its latest leg up would probably not 

make new highs (our February newsletter). Over the next few weeks we believe the Dollar is getting ready to make an 
intermediate low and possibly rebound into the Summer. 

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

The downtrend se-
quences we show on 

both our oscillator series 
(lower and upper rec-
tangles) are due to reach 
intermediate bottoms 
between end June and ear-
ly July. The rebound we ex-
pect , will probably materia-
lize in July and extend into 
late August. The support of 
our corrective targets to the 
downside  (around 97, right-
hand scale) has pretty much 
held for now. Yet given our 
‘I’ Impulsive targets to the 
downside (right-hand scale), 
which still show risk into the 

lower 90s, we cannot exclude a last sell off. We would probably look to pick up then Dollar early July for a rebound that 
could amount to 4 to 6 figures (our 0.5 to 0.8 times our historical volatility measure ‘delta’; middle rectangle, right-hand 
side). The 100-101 is indeed an interesting target area as it has proven to be a worthwhile support and resistance area in 
the past.

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

Inversely to the Dollar In-
dex graph above, EUR/

USD is approaching inter-
mediate tops on both our 
oscillator series (lower and 
upper rectangles). Although 
our automatic messaging 
(message in the middle 
chart) has already confir-
med it end May, the models 
we project would suggest 
that a retest of its highs, 
and possibly towards 1.15, 
is still possible towards end 
June / early July (‘I’ Impul-
sive targets up; right-hand 
scale). Following that EUR/

USD could correct to the downside into August and possible early September. The correction to the downside we proect, 
«C» Corrective targets down (right-hand scale) could lead us back towards the 1.09 - 1.06 area.

10
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USD/JPY 
Daily graph or the perspective over the next 2-3 months

On both our oscilla-
tor series, USD/JPY 

should finish a correction 
to the downside towards 
end June / early July (lower 
and upper rectangles). 
Since April, the move down 
has lost momentum and we 
would probably expect it 
not make new lows (higher 
lows usually indicate that 
the next move up could be 
quite strong). At worse, we 
would expect strong sup-
port towards the lower end 
of our ‘C’ corrective targets 
down around 108 (right-
hand scale). Given our cur-

rent ‘delta’ of 13.29, the next move up could register between 7 and 11 figures to the upside (0.5 to 0.8 times ‘delta’), pos-
sibly retesting highs during the Summer. This new move to the upside could extend into August, potentially September 
in first instance.

Gold
Daily graph or the perspective over the next 2-3 months

Although Gold has had 
a strong reaction up 

since December, it’s latest 
leg up since early May has 
deceived. As we had men-
tioned in our April newslet-
ter, it did go up to test its 
April highs just above 1290, 
but failed to foray above it 
into the 1’300s. Given the 
limited time left on both 
our oscillator projections 
(lower and upper rec-
tangles), which point to an 
intermediate top between 
the end of June and early 
July, it seems that gold will 
probably consolidate to the 

downside into August and possibly September before it could start to accelerate up again. The long term inverted corre-
lation of Gold with the Dollar is very strong and the fact that it is approaching intermediate tops is a further confirmation 
of the Dollar rebound we expect.
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Emerging Markets Commodity Importers currencies (equal weighted 
basket) vs USD 
Daily graph or the perspective over the next 2-3 months

These Emerging markets, 
which are mainly com-

modity importers (rather 
than exporters), have made 
a strong comeback since the 
reflation trades and commo-
dities topped out earlier this 
year.  With their usually large 
domestic customer base, and 
often a promising focus on the 
technology sector, they are 
considered the Growth por-
tion of the Emerging Markets 
space. This basket includes 
the following currencies (ab-
breviations): INR, KRW, TWD, 
TRY, ILS, HUF, PLN, MXN. As 
with EUR/USD, the basket 

is approaching an intermediate top vs the Dollar on both our oscillator series (lower and upper rectangles), possibly 
between now and early July. We would expect them to correct to the downside in Dollar terms into August, possibly 
early September.   

Cyclical Commodity Exporters currencies (equal weighted basket) vs USD
Daily graph or the perspective over the next 2-3 months

These Commodity exporters 
are on the opposite side 
of the currency spectrum. 
Their strong linkage to cycli-
cal commodities has made 
them beneficiaries of the 
2016 reflation trade. Since 
Commodities have started 
to retrace this year, their 
currencies have followed 
suit. This basket includes 
commodity exporters most-
ly focused on cyclical com-
modities (abbreviations): 
BRL, RUB. NOK, CAD, CLP, 
NZD and excludes AUD and 
ZAR which are more tainted 
towards precious metals. 

On both oscillator series (lower and upper rectangles), the correction to the downside since February still has potential-
ly one more downside movement left to complete, possibly between now and early August. Following that, they should 
resume their uptrend into late Summer and the Fall as reflation trades start to reaccelerate. 

Concluding remarks

While Commodity Exporters currencies should see a last leg down into August vs the Dollar, other currency profiles 
(Euro, Yen, Emerging Markets Commodity Importers), which have been strong performers vs the Dollar in 2017 

should top out soon. Their correction to the downside could last into August, possibly September.
12



Weakest links
Looking at the various profiles mentioned above (Euro, Yen, Commodity Importer Currencies, Commodity Exporter Cur-
rencies), we look into their crosses to better understand the dynamics at play.

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

While the Yen has 
started to strengthen 

again vs Dollar since mid 
May, EUR/JPY has remained 
firm. Going forward, we be-
lieve EUR/JPY should conti-
nue to consolidate at high 
levels before its starts to 
reaccelerate up again from 
mid/end August. Indeed, 
while our long term oscil-
lators have marked a High 
Risk situation during the 
second half of May (lower 
rectangle), the sequence on 
our medium term oscilla-
tors would suggest that the 
upside momentum is still 
there, with a new push to 

the upside into mid July and then a new period of retracement into early/mid August (upper rectangle). 

Exporters vs Importers
Daily graph or the perspective over the next 2-3 months

As reflation trades and 
commodities have 

started to correct earlier 
this year, so did the cur-
rencies of Commodity Ex-
porting Countries. This was 
especially true vs the cur-
rencies of countries with a 
strong growth profile such 
as India, Korea or Taiwan, 
which are net commodity 
importers. On both  our 
oscillator series (lower and 
upper rectangles), the un-
derperformance of the cur-
rencies of countries, which 
are Commodity Exporters 
should continue until late 

July / early August.
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Dollar weakness should resume from late Summer to year-end

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

Taking the longer term 
view on the Dollar, we 

would expect that the cor-
rection to the downside 
initiated last December 
should probably last until 
early 2018. Indeed, on this 
bi-monthly graph of the Dol-
lar Index, the top made on 
both oscillators series (lower 
and upper rectangles) is of 
important nature. It would 
suggest a high level consoli-
dation on our medium oscil-
lators (upper rectangle) until 
early 2018 and an outright 
correction to the downside 
on our long term oscillators 

(lower rectangle). Hence, despite the bounce we expect towards mid/end Summer, the Dollar should remain under 
pressure towards yearend.

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

Shifting to the Weekly 
graph of EUR/USD, we 

can clearly see that it is ap-
proaching the end of a first 
leg up since its December 
lows (both our oscillator 
series; upper and lower 
rectangle). Following a cor-
rection to the downside du-
ring Q3 2017, it should start 
to resume its uptrend from 
mid/end Summer towar-
ds year-end. We maintain 
our price objective of 1.15 
– 1.22 indicated by our ‘C’ 
Corrective targets up (right-
hand scale). The “Low Risk” 

situation that was identified by our automatic messaging in late December (lower rectangle) confirms that an important 
bottom has probably been made, thereby supporting the correction to the upside until year-end. In addition, our ‘I’ Im-
pulsive targets to the downside (right-hand scale) had been achieved in December, a further confirmation that the move 
down since 2014 was exhausted.
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Emerging Markets Commodity Importers currencies vs USD
Weekly graph or the perspective over the next 2 to 4 quarters

The currencies of Emer-
ging Markets coun-

tries, which are Commo-
dity Importers have shown 
a similar profile that EUR/
USD vs the US Dollar. There 
were also exhausted to the 
downside early in 2017: a 
“Low Risk” situation was 
identified in January (lower 
rectangle) and our ‘I’ Impul-
sive targets to the downside 
(right-hand scale) had been 
achieved. On both our os-
cillator series (lower and 
upper rectangles), we are 
potentially approaching 
the end of a first leg up 

(midyear / early July). Following some consolidation to the downside during the Summer, the basket should move up 
again towards year-end. 

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

Since December, the Yen 
has strengthened, while 

reflation trades have cor-
rected to the downside (i.e. 
USD/JPY has weakened). 
This retracement, however, 
has remained fairly tamed 
compared to the strong 
move up the Dollar had ex-
perienced vs the Yen in H2 
2016. On both our oscilla-
tor series (lower and up-
per rectangles), the retra-
cement down on USD/JPY 
could to be coming to an 
end between now and mid 
Summer.  With our enve-
lopes now heading up, we 

would dismiss our ‘I’ Impulsive targets down (right-hand scale) for now and favor the scenario shown by our medium term 
oscillators (upper rectangle). Indeed, as reflation starts to accelerate up again from mid Summer, we believe that the Yen 
may be the weakest currency. We would hence be positive on USD/JPY towards year-end. If we calculate ‘I’ Impulsive tar-
gets up using our 22.76 historical volatility ‘delta’ (middle chart; right-hand side), it would imply USD/JPY upside targets 
towards 130-140 (or 1.3 to 1.7 times our delta from the 100.2 graph low). These projections seem aggressive, yet would 
sync well with a re-acceleration of the reflation trades.
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Importers vs JPY 
Weekly graph or the perspective over the next 2 to 4 quarters 

Similarly to EUR/JPY, we 
look at the currencies 

of Emerging Markets which 
are Commodity Importers 
countries vs the Yen. We 
are using the same bas-
ket as the one mentioned 
above (INR, KRW, TWD, TRY, 
ILS, HUF, PLN, MXN). This 
Weekly graph is indeed very 
similar to the EUR/JPY one 
above, with a slightly more 
positive twist (the sequence 
shown on our medium term 
oscillators, upper rectangle, 
is ascending and hence even 
more positive). We may ex-
perience some consolida-

tion at high levels into the Summer. Yet, following that, both our oscillator series (lower and upper rectangles) show a 
continuation of the uptrend into late 2017 and 2018.  Such Yen weakness across the board will probably reveal that, 
from mid Summer, any remaining risk-off sentiment should subside.  This again syncs very well with the re-acceleration 
of reflation trades we expect towards year-end and early 2018.  

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

Considering the com-
ments above, we can 

conclude that we are 
still positive on EUR/USD 
towards year-end (once 
the Summer correction to 
the downside is behind us), 
while at the same time, 
USD/JPY could probably 
prove very strong from now 
towards year-end. This sce-
nario should translate into 
an equally positive view 
on EUR/JPY. While both 
our oscillator series would 
suggest some correction 
to the downside during Q3 
2017 (the daily chart above 

shows that we expect a rather flat, high level consolidation into mid Summer), EUR/JPY should then accelerate again until 
year-end. This move could be strong and provided it breaks above our ‘C’ Corrective targets up (132; right-hand scale), the 
next level of targets we can calculate towards year-end and early 2018 is between 144 and 154 (‘I’ Impulsive targets up 
or 1.3 to 1.7 times our 25.58 ‘delta’ added to the 111.1 graph lows). This very bullish scenario would indeed fit with both 
our rather positive scenario on EUR/USD and 130 targets on USD/JPY.
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Exporters vs USD 
Weekly graph or the perspective over the next 2 to 4 quarters

The currencies of Com-
modity exporting coun-

tries vs the Dollar are again 
relevant of the state of the 
reflation trade (our basket 
includes BRL, RUB. NOK, 
CAD, CLP, NZD). Indeed, 
since February, they have 
corrected to the downside. 
On both our oscillator se-
ries (lower and upper rec-
tangles), we can project 
that this correction down 
will probably come to an 
end by mid Summer (ear-
ly August as mentioned 
above on our Daily graphs). 
Following that, this basket 

should accelerate up again towards year-end and early 2018. As we did in February when we called the correction to the 
downside for Commodity linked currencies, we would extend this call again to their respective equity markets: from mid 
Summer, we would expect Russia to outperform again vs Eastern Europe as well as Brazil vs Mexico, Norway vs Denmark, 
China vs India).

Exporters vs Importers
Weekly graph or the perspective over the next 2 to 4 quarters

As a further confirma-
tion of this reaccelera-

tion of the reflation trades, 
we now compare the cur-
rencies of Commodity Ex-
porting Countries to the 
ones of Emerging Markets 
countries which are com-
modity importers. Further 
up in this document, on 
the daily graph comparing 
these two baskets, we es-
tablished that Commodity 
Exporters should underper-
form Importers once more, 
probably into early August. 
Following that, on this 
Weekly chart, we would ex-

pect strong outperformance by Commodity Exporters into end 2017 and early 2018 (both our oscillator series; lower and 
upper rectangles). Our ‘I’ Impulsive targets up (right-hand scale) would suggest 10 to 20% outperformance from current 
levels from mid Summer into early next year.

Concluding remarks

As discussed in the earlier part of this article, we expect the Dollar to rebound during the Summer, potentially into Au-
gust / September. Longer term however, from mid/end Summer into year-end, we would expect that EUR/USD resumes 
its uptrend, while commodity currencies become particularly strong and the Yen weakens across the board.
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In recent weeks, both stocks and 
bonds had been rallying, which 
some analysts described as “risk 

parity” heaven – in essence, stocks 
and the bond assets they have been 
hedged with, were both making mo-
ney. That ended after the advance pu-
blication of former FBI director James 
Comey`s summary of his encounter 
with President Donald Trump, who 
allegedly asked Mr. Comey to drop an 
ongoing investigation of former White 
House staffer Michael Flynn regarding 
unreported contacts with Russian au-
thorities. Legal scholars determined 
that there was no “smoking gun” which 
could lead to Mr. Trump`s impeach-
ment. Bond market safe haven trades 
were immediately reversed, leading 
to a sharp rally in bond yields, accom-
panied by a stronger US dollar and a 
weaker gold price. The reflex reaction 
of the S&P 500 index was to rise mo-
derately as well, but inexplicably, the 
Nasdaq 100 subsequently fell sharply, 
as $100 bln of tech stocks got sold (see 
graph on this page).

It gets stranger: volatility didn’t really 
move; there were no real flows, and 

there were no big options positioning, 
even as $100bln of tech stocks got sold, 
which drove the Nasdaq 100 down 4%, 
while the S&P 500 and Russell 2000 
stayed unchanged and the Dow Jones 
hit a new high. The NDX 100 blood-let-
ting was led by Nivida ($89bln market 
cap) which fell 15% on Friday from in-
traday high-to-low, that left the stock 
+4% on the week and +46% on the 
year. Some analysts speculated that 
moves like that seen in the NDX on Fri-
day are not one-day phenomenon, and 
there could be follow-through selling.

Our analysis is sympathetic to 
those speculations in the very 

short-term but we do not believe that 
the NDX sell-off will go very far if the 
broad indices remain indifferent. And 

so far, the broader markets have been 
steady, or have even gained. 

How the S&P 500 (and the rest of 
the broad indices) respond to the 

NDX sell-off is more than of academic 
interest of course. Some large investors 
have lately been suggesting that the 
equity markets are ripe for a significant 
correction. And the NDX 100 collapse 
does bolster those speculations. For 
those investors that have gone the way 
of the so-called “risk (premia) parity” 
trades, how the S&P 500 respond to 
the NDX 100 air pocket becomes excee-
dingly important. Risk parity investors 
were double winners when the S&P 
500 was rising and US Treasury bonds 
yields were falling (bond prices were 
rising) – risk parity heaven, they called 
it. What the NDX 100 sell-off threatens 
is the other side of the coin – risk pa-
rity shock – when both investments 
in the asset allocation equation lose 
money as US equity markets fall even 
as bond yields rise. This would be op-
posite of the prevailing market situa-
tion up to about two week ago. Under 
this circumstance, both investments in 
equities and in its bond hedges will lose 
money. 

Here is Wikepedia describing “risk 
(premia) parity:  “The risk parity 

approach attempts to equalize risk 
by allocating funds to a wider range 
of categories such as stocks, govern-
ment bonds, credit-related securities 
and inflation hedges (including real 
assets, commodities, real estate and 
inflation-protected bonds), while maxi-
mizing gains through financial levera-
ging.” The concept/process attempts 
to provide a lower risk and lower fee 
alternatives to the traditional portfo-
lio allocation of 60% stocks and 40% 
bonds which carries 90% of its risk in 
the stock portion of the portfolio. The 
main thrust of the concept is to equa-
lize the inherent risk on both sides of 
the allocation by applying leverage 
(usually via volatility plays) to the bond 
part of the portfolio in such a way 
that both stock and bond investments 
achieve true risk parity or equality in 
their risk profiles. The primary idea is 
to bump up the returns from the bond 
portfolio without unduly increasing the 
risk from this sector, or diminishing the 
yield potential from the equity part of 
the general portfolio. 
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It could also be that various investors 
in different parts of the market are 

shifting their focus to different points 
of time in the future, e.g., (1) Nasdaq 
investors looking ahead at Q3 2017; 
(2) Dow Jones Industrials investors are 
looking further forward in time to Q4 
2017, and (3) while the broader in-
dexes combine the better expectations 
for Q4 2017, which offset almost all 
of the more negative expectations as-
sociated with Q3 2017, insofar as the 
expected changes in the year-over-year 
growth rate of the S&P 500’s dividends 
per share are concerned. This analysis 
is not far-fetched as investors showed 
similar divergent behavior towards 
the asset classes coming into Q1 2017, 
when there was extensive debate at 
that time whether the Fed would next 
raise interest rates within Q1 2017 or 
delay the next tightening episode to Q2 
2017 (see 1st graph on this page). One 
thing for sure – the schizophrenic be-
havior of the different stock indices and 
the various risk assets today are all tied 
down to the ramification of the June 14 
FOMC meeting.

The implications of any forthco-
ming FOMC decision, whatever 

the time period is, has often derailed 
the comovement among risk assets, 
which started to manifest after the Fed 
and other developed economy central 
banks started implementing quantita-
tive easing. Systemic liquidity from the 
central banks has been the primary dri-
ver of assets classes in a positive way, 
except in the case of gold. Curiously, 
asset prices also display positive como-
vement with the Fed Funds Rate, when 
it is lagged by two months. In practical 
terms then, the Fed’s tightening bias 
since 2011 has paced the rise in asset 
prices (again, with the exception of 
gold), and has not been the negative 
factor that some analysts have made 
it to be on asset prices. It is the uncer-
tainty about the next Fed policy which 
often times drives the temporary diver-
gences, but after the policy tightening 
has been announced, risk assets usual-
ly go up together again, except for gold 
which falls (see 2nd Graph right).

Conclusion: 

The divergences within the equity as-
set class, and among the general as-
sets classes, have almost always been 
driven by uncertainty going into the 
next Fed monetary policy decision. So 
it had not been different over the past 
few weeks of schizophrenic asset class 
behavior, as the FOMC just met last 
week. The immediate response from 
the asset classes could vary, with the 
response from equities the biggest 
question mark. But based on histori-
cal performance since November 2008 
(when systemic liquidity became the m
ajor determinant of assets prices), af-
ter a clearing out of a few days, asset 

classes will likely resume the positive 
comovement that has defined their 
relationship post the GFC recovery. 
We expect the FFR and bond yields to 
rise, the US dollar to strengthen (and 
for gold to weaken), and the equity 
markets will probably resume their 
uptrend, in due time. It is the equity 
markets performance post-FOMC, 
which presents the biggest known 
unknown for us, this time around. We 
believe they will revert to the old posi-
tive comovement, post-FOMC, but we 
could well be very wrong on expecting 
that the relationship will persist. Ca-
veat emptor on equities.
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The secular trends favoring Risk Parity strategies could take a 
pause until early 2018

“Risk parity seeks to equalize the risk contribution from each underlying asset class within a portfolio. The 
potential to generate alpha with this approach is derived from two sources. First, risk based allocations 
allow managers to avoid over-allocating their risk budget to a specific, risky asset class thus subjecting 
their portfolio to asset class–specific tail risk. Second, to achieve risk parity between asset classes over 
time, it is necessary to tactically rebalance the portfolio to account for short-term changes in asset class 
correlation and volatility … Although the results show that risk parity benefits from dynamic allocation, the 
benefit appears to be minimal, with portfolio Sharpe ratios being largely driven by structural risk-based 
allocation rather than dynamic rebalancing. This is consistent with the principal criticism of risk parity—its 
performance could be replicated with a buy and hold, risk-based allocation.” 

(Lazard Asset Management, July 2016).

60/40 proxy portfolio 
Bi-monthly graph or the perspective over the next 1 to 2 years

Proxy: 60% S&P500 Total return / 40% CitiGroup WGBI US All maturities: Total return

Based on the statement 
above, we first aim to 

compare the long term 
performance of a traditio-
nal balanced portfolio vs a 
risk parity one (long term 
Buy and Hold strategy). Our 
60/40 simplified balanced 
portfolio is statically allo-
cated into the S&P500 Total 
Return Index (60%) and the 
All World USD Government 
Bond Citigroup Total Re-
turn Index (40%). We have 
chosen these two proxies 
as it was practical to extract 
long dated total return data 
for both of them. As we can 

see from both our oscillator series (upper and lower rectangles), this portfolio should continue to perform possibly into 
late 2017 / mid 2018. Over the last ten years, it has registered a performance of circa 70% while the long term historical 
volatility we calculate (our ‘delta’ = 46.44, middle rectangle, right-hand side)  is around 27% of the current portfolio value 
(i.e. 171.4). We can note that during the 2008/09 financial crisis, the portfolio experienced a 20% drawdown.
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20/80 Risk Parity proxy portfolio
Bi-monthly graph or the perspective over the next 1 to 2 years
Proxy: 20% S&P500 Total return / 80% CitiGroup WGBI US All maturities: Total return

On average, Equities 
are circa 3 to 4 times 

more volatile than Bonds 
(daily data, 12 mon-
ths standard deviation). 
Hence to equalize the 
risk between both asset 
classes, we have construc-
ted a portfolio contai-
ning 20% Equity and 80% 
Bonds (using the same in-
dexes as above).  Over the 
last 10 years, its perfor-
mance was plus 55.7% or 
only marginally below the 
performance achieved by 
our 60/40 portfolio above, 
while our “delta” was only 

12% of current portfolio value, i.e. a much lower volatility for the Risk Parity portfolio over the last 10 years, a much 
higher Sharp ratio in risk adjusted returns and practically no drawdowns. While our long term oscillator series (lower 
rectangle) is flagging a High Risk situation on this 20/80 portfolio, on our medium term oscillators (upper rectangle), we 
would at least expect some correcction to the downside until year-end.

20/80 vs 60/40 
Bi-monthly graph or the perspective over the next 1 to 2 years

So the Risk Parity port-
folio is in a High Risk 

situation, while the 60/40 
portfolio continues up 
towards next year.  Looking 
at their relative perfor-
mance, we can notice how 
much protection the Risk 
Parity portfolio delivered 
during the 2008/09 finan-
cial crisis (30% outperfor-
mance). Obviously this is 
due to its 80% allocation to 
Government bonds. That 
said, from 2009 on, the 
20/80 has given back all of 
that outperformance and 
more. This trend is meant 

to continue possibly into late this year and into 2018 as shown on both our oscillator series (lower and upper rectangles).
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US 10 years Benchmark Bond Yield
Bi-monthly graph or the perspective over the next 1 to 2 years

With 80% of its allo-
cation to Bonds, the 

Risk parity portfolio is very 
sensitive to the evolution of 
interest rates. Theoretically, 
such strategies have widely 
profited from the long term 
secular downtrend in yields 
since the early 1980s. If the 
projections we show on 
both oscillator series are 
correct (lower and upper 
rectangles), they should be 
well positioned again from 
2018 into 2019. Indeed, we 
would expect one additio-
nal leg up for yields into 
late 2017.  Following that, 

yields should roll-over gain in 2018 as the US business cycle reaches maturity. The long term chart of the S&P500 (not 
shown here) features similar dynamics as the 60/40 portfolio shown above, i.e. we expect equity markets to top out 
somewhere between late 2017 and mid 2018.

Initial remarks

Although, it may seem like an obvious statement, over the last 30-40 years, risk parity strategies would have widely 
benefited from the declining interest rates environment. This trend should continue to be beneficial to risk parity 

strategies once the current reflationary push initiated in early 2016 comes to an end during H1 2018. In the meantime 
however, we would expect risk parity strategies to underperform as interest rates experience a second leg up into end 
2017 / early 2018. Over the next few pages, we will concentrate on this time window to understand how the second leg up 
we expect on the reflation trades and rates could materialize.

20/80 vs 60/40
Weekly graph or the perspective over the next 2 to 4 quarters

This Weekly graph com-
pares a risk parity proxy 

portfolio (20% equity, 80% 
bonds) to the classic 60/40 
allocation. It provides ano-
ther confirmation of the 
dynamics we see at play. 
On both our oscillator se-
ries (lower and upper rec-
tangles), we would expect 
that, from mid Summer, the 
bonds side of the portfolio 
starts to suffer again, lea-
ding the 20/80 portfolio to 
underperform until early 
2018. This is in essence, 
the opposite trade to the 
reflation trades, which we 

would see accelerating up again from mid Summer to year end. 
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Long duration vs benchmark (60/40 portfolios: Nasdaq and 30Y Trea-
suries Futures vs S&P500 Index and 5Y Treasuries Futures)
Weekly graph or the perspective over the next 2 to 4 quarters

We now move to consi-
der another trade 

which could be impacted by 
the renewed rise in yields 
and interest rates during 
H2 2017, namely “Long Du-
ration” vs the benchmark. 
In this study, we compared 
two 60/40 portfolios, one 
composed of 60% Nasdaq 
and 40% 30 Year Treasury 
Futures with the bench-
mark portfolio (60% in 
S&P500 Index and 40% in 5 
Year Treasury Futures). The 
“Long Duration” portfolio 
underperformed during the 
first leg up in interest rates 

in H2 2016. Since December, however, it has re-accelerated to the upside with the retracement of reflation trades (and 
interest rates). It recently made new highs. On our medium term oscillators (upper rectangle), we believe that “Long Du-
ration” is topping out vs the benchmark (“High Risk” position), while on our long term oscillators (lower rectangle), we 
would expect the correction to the downside that follows to last into early next year.

Defensive sectors (XLP, XLV, XLU) vs Mid Cycle sectors (XLI, XLB, XLE), both 
cap. Weighted
Weekly graph or the perspective over the next 2 to 4 quarters

We now look at bond 
proxies or more pre-

cisely Defensive, late cycle 
sectors (Staples, Health-
Care and Utilities) vs Mid 
Cycle, reflationary sectors 
(Industrials, Materials and 
Energy). On both our oscil-
lator series (lower and up-
per rectangles), the effect 
of the 2016 reflation and 
its subsequent retracement 
during H1 2017 are clear 
to see. While defensive 
sectors have widely under-
performed during 2016, 
they have made a strong 
come-back starting in De-

cember last year. We believe this correction to the upside will be coming to an end towards mid Summer. Mid Cycle 
sector will then strengthen again and the ratio should resume its downtrend until early 2018.  

22 23



AMUNDI ETF MSCI Europe Minimum Volatility Factor / AMUNDI ETF MSCI 
Europe
Weekly graph or the perspective over the next 2 to 4 quarters

This Weekly graph shows 
a similar situation in Eu-

rope. We hereby compared 
two ETFs from Amundi, na-
mely the risk premia related 
European Minimum Vola-
tility Factor ETF vs its Euro-
pean benchmark. Minimum 
Volatility means less risk 
and consequently more de-
fensive characteristics than 
the benchmark. The chart 
is very similar to the US De-
fensive vs Mid Cycle sectors 
we show above. On both 
our oscillator series (lower 
and upper rectangles), the 
Minimum Volatility factor 

underperformed throughout 2016 and then rebounded in H1 2017.  It should reach the end of this correction to the 
upside during the Summer and should then underperform again until early 2018.

Concluding remarks

During H2 2017, we expect reflation trades to resume their uptrend initiated last year. The rotation into Long Dura-
tion and Defensives we have seen since December, should start to reverse and we would expect these lower volati-

lity strategies (including Risk Parity) to underperform again from mid Summer into early 2018. 
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From Long Duration, Growth and Defensives to Cyclicals and 
Value: the rotation should happen during the Summer

As shown above, reflation trades have retraced since last December so that Cyclical assets and Value themes have 
underperformed Long duration, Growth and Defensives. We believe this trend is getting ready to reverse so that 

reflation trades may outperform again into early 2018. The transition to this new regime could happen between now 
and August. 

DJI - Dow Jones Industrial Index / QQQ - PowerShares Nasdaq 100 ETF
Daily graph or the perspective over the next 2 to 3 months

The Dow Jones Industrial 
Index is more cycli-

cal than the S&P500 and 
especially more cyclical 
than the Nasdaq 100 index. 
Indeed, its selection of 30 
large stocks include only 
one FANG, Apple, while the 
index weights attributed 
to technology stocks are 
in general quite low (price 
weighted methodology). 
Following six months of cor-
rection to the downside, our 
longer term oscillator series 
(lower rectangle) may have 
reached an intermediate 

low. The Dow Jones Industrial has started to react up vs Nasdaq 100. It may push up a bit further into July and could then 
retrace some into August. This is shown by the model we project on our medium term oscillators (upper rectangle). More 
generally, however, we believe that the pair is now probably back in an uptrend, which could continue to develop 
towards late Summer / early Autumn at least.

IWM - iShares Russell 2000 ETF / SPY - SPDR S&P 500 ETF
Daily graph or the perspective over the next 2 to 3 months

Small Caps are also more 
cyclical than the ge-

neral market. Their other 
factor of influence is the 
Dollar. Indeed, being smal-
ler often means being more 
domestic and less exposed 
to translation risk on your 
foreign earnings when the 
USD rises. Given our views 
mentioned above on both 
the Dollar and the state of 
the reflation trades, it is 
reassuring to note that the 
IWM Small Caps ETF may 
have reached an interme-
diate low early June vs the 

S&P500 (long term oscillators; lower rectangle). On our medium term oscillator series (upper rectangle), we would see 
Small Caps build a base between now and early August vs the S&P500, before they start to accelerate to the upside 
towards late Summer / Autumn.  24 25



IWN - iShares Russell 2000 Value ETF / IVW - iShares S&P 500 Growth ETF
Daily graph or the perspective over the next 2 to 3 months

We had already cove-
red this relative pair 

in our January newsletter. 
At the time, we suggested 
that Big Growth should out-
perform Small Value, pro-
bably for the next 6 months, 
as reflation trades retraced. 
We now believe that this 
retracement is coming to 
end and that small Value 
may soon outperform Big 
Growth again. The chart is 
similar to the Small Caps / 
Big Caps comparison shown 
just above, although it is 
just a bit weaker. Indeed, 

while on our medium oscillators (upper rectangle), we have probably reached an intermediate low and could react into 
July, a last retest may still happen towards early August. Similarly, on our long term oscillators (lower rectangle), while 
we may be close to important lows (our automatic messaging expects them towards the 5th of July), the configuration 
of descending tops we show on our model, still calls for prudence into End July / early August. Following that the pair 
should start to resume up towards late Summer / Autumn in first instance. This last period of weakness into August may 
correspond to the final sell-off we expect on oil and commodities.

Dow Jones EURO STOXX / TECHNOLOGY - Dow Jones EURO STOXX
Daily graph or the perspective over the next 2 to 3 months

In Europe, the dynamics 
are similar. On this pair 

comparing the EuroStoxx 
600 Index to its Technology 
sector, we can see that the 
underperformance of the 
broader market since late 
last year may be coming to 
an end: an intermediate 
low was probably made 
on our longer term oscil-
lators early June (lower 
rectangle) and our medium 
term oscillators (upper rec-
tangle) could see one more 
retest towards late July / 
early August to confirm 
this low. Following that, 

the broader market should start to outperform technology again into late Summer / Autumn, i.e. Growth should fade 
vs the rest of the market.
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SPY - SPDR S&P 500 / IEF - iShares 7-10 Year Treasury Bond ETF
Daily graph or the perspective over the next 2 to 3 months

We now shift to the 
classic, Equity to 

Bond ratio (S&P500 ETF vs 
Treasuries 7-10 Years ETF). 
It has been consolidating 
at high levels since late Fe-
bruary / early March, i.e. 
since yields topped out 
and started to retrace to 
the downside. On our me-
dium oscillators (upper 
rectangle), we expect the 
ratio to retest highs once 
more during July, before it 
retraces into early August. 
On our long term oscilla-
tors (lower rectangle), we 
would also expect this high 

level consolidation to continue until early August before Equities really start to re-accelerate up again vs Bonds.

Dow Jones EURO STOXX / Bund Future (Sep)
Daily graph or the perspective over the next 2 to 3 months

The Equity to Bond ra-
tio in Europe has also 

been consolidating since 
early May. Prior to that, it 
had remained strong on 
the back of the European 
Equity rally. On both our 
oscillator series (lower and 
upper rectangles), we be-
lieve this initial period of 
consolidation is coming to 
an end, and that the ratio 
could retest highs into circa 
mid July. Following that, a 
new period of retracement 
could materialize until ear-
ly August before European 
equities really start to acce-

lerate up again vs Bunds into late Summer / Autumn.

Concluding remarks

Over the last 3 to 6 months. Reflation trades, Cyclicals and Value have been retracing vs Growth and Defensives. They 
are now starting to stabilize. We believe that following a further period of rotation during July and into early August, the 
whole Reflation nexus could start to accelerate up again from mid Summer towards year-end and early 2018. 
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Silver is still severely underperfor-
ming Gold, but we note that the 
relationship between silver and 

gold (SGR) could adjust to historically 
normal levels -- that opportunity may 
come in H2 2017 Indications and our 
analysis show that the US dollar, could 
start turning up and  move higher over 
the summer, but should embark on 
a sideways to lower regime later in 
the year. That period may provide a 
time-window for a positive environ-
ment for a long-silver, short-gold trade.

Growing industrial demand, shar-
ply diminished supply, a shal-

lower Fed policy trajectory, and better 
environment for cyclicals in H2 should 
all play their part in supporting higher 
silver/gold prices over the rest of the 
year at least.

We noted in earlier articles that 
Silver has been seriously un-

derperforming Gold, but that it could 
be just a matter of time before an 
opportunity arises as the relationship 
between silver and gold adjusts to his-
torically normal levels. We believe that 
this opportunity is upon us -- silver 
could start outperforming gold soon, 
and adjustments in their relative value 
via the Silver-to-Gold ratio present a 
good investment opportunity for inves-
tors.

Since the April 17 precious metals 
peak, the price of silver has fallen 

by 9.23%, and gold fell by 2.10%, in-
creasing silver`s valuation gap versus 
gold. Precious metals found a trough 
on May 9, and the common trough in 
these two metals may mark what could 
be the cyclical trough for the SGR. From 
a ratio of 1.323 SGR closed at 1.329 on 
Friday, last week. We believe that this 
so-called «test of the low» will be over 
soon, and the SGR should continue to 
rise over the second half of the year, 
as cyclical assets again outperform de-
fensive assets. If our thinking proves 

correct, the SGR could rise to a ratio of 
circa 1.75 – 1.80 over the next 3 quar-
ters (see graph above).

SGR measures the amount of silver 
required to purchase an ounce of 

gold and it is an important metric of the 
value of silver relative to gold. Basical-
ly, it indicates whether gold or silver 
is undervalued or overvalued relative 
to each other. When the ratio is high 
(«high» being above the historic mean) 
it indicates that silver is overvalued re-
lative to gold, and the opposite is true 
when the ratio is «low». The SGR had 

fluctuated widely during and after the 
Great Financial Recession of 2008, as 
investors bought Gold (and dumped 
Silver) during the height of the GFR in 
2008, and did the opposite (bought 
Silver and dumped Gold) in the sharp 
reflation of risk assets from early 2009 
to the 2011 top of the SGR. The outper-
formance of silver over gold is one im-
portant feature (and indeed a harbin-
ger of asset price reflation) when the 
cyclical sectors outperform defensives 
or “safe havens.”

28

28 /The Silver-To-Gold Ratio waits in the wings, as supply 
constraints, looser Fed policy and rising global growth could 
trigger a significant move in H2 2017



US Dollar changes impact the SGR 
in a big way: There are indications 

that the US dollar may move higher in 
the short-term after having been ge-
nerally lower since the  beginning of 
2017. But in the longer-run, the US 
currency is probably due for further 
declines, and this will help support 
further rises in the value of silver and 
the SGR, as silver outperforms gold, 
during the general uptake of all major 
commodity sectors. In other words, 
that is when cyclical assets dominate 
defensive assets.

As the US dollar is negatively corre-
lated with Global growth, then it 

follows that the Silver is highly sensitive 
to the inverse changes in the USD TWI 
valuation -- even more so than Gold 
(see that relationship in the 2nd graph 
on previous page):

There are issues that are preven-
ting a quicker recovery of silver 

over gold. There is still a tremendous 
volume of paper silver, a glut in silver 
futures contracts, still in place. Some 
analysts estimated that there is about 
one ounce of physical silver to over 
250 ounces of paper silver. These pa-
per contracts have effectively created 
a virtual silver supply without putting 
pressure on the physical silver mar-
ket. There have been unsubstantiated 
charges of price manipulation. This has 
helped depressed the price of silver, 
and is also creating considerable vola-
tility in the silver price – as the large 
volume of futures contracts is creating 
a considerable disconnect between pa-
per and physical silver.

Physical silver supply is severely 
constrained. Nonetheless, even as 

silver industrial demand grows, there 
is an increasingly constrained supply 
situation with miners in recent years 
investing substantially less in explora-
tion and development. The situation in 
fact has been worse than 2011, when 
silver prices rallied sharply. Most silver 
stock comes as a by-product of base 
metals mining, and so the depressed 
prices of copper and nickel have re-
cently moved miners to slash capital 
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expenditures as they seek to shore up 
balance sheets and protect their cash 
flows.

Moreover, of the world’s largest 
producers of silver, global miner 

BHP Billiton had previously slashed ca-
pital expenditures – the impact is now 
becoming due. Primary silver miners, 
on top of slashing capital expenditures, 
had also shuttered uneconomic pro-
duction over the past two years. This 
has severely degraded the output pro-
file for silver, laying the groundwork for 
future up move in prices (see 1st graph 
below). 

As a virtual cyclical asset, the SGR is 
sensitive in a positive sense to the 

impact of Headline CPI inflation. And 
here lies the link of the SGR with Crude 
Oil, as oil leads the Headline CPI by a 
month (see 2nd graph below).

If an investor thinks that oil prices, gi-
ven the same capex cuts seen in silver 

(in much more severe degree) will be 
higher down the road, then it is wor-
thwhile investigating the utility of the 
SGR. It could be the right vehicle for a 
trade that takes both the Oil and CPI 
elements without any direct nominal 
market exposure. It is true that the sil-
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ver-gold ratio does not totally remove 
the market beta risk, but the spread 
may minimize it, and yet it does not 
curtail the upside potential which is lin-
ked to potentially higher oil prices over 
the next few years. Here is how it would 
look like, if everything goes according 
to plan -- a move back to circa 5.0 in the 
SGR in 4-6 years (see 1st graph on this 
page). The pink rectangle is where we 
believe the market is, in the context of 
the 1970s environment.

On a  final note, one frequently 
reads articles underlining the pri-

macy of real interest rates as movers 
of precious metals (gold, silver) prices. 
That is not exactly right. It is better to 
look at the US Dollar as the main key 
driver in SGR and in precious metals 
price discovery. Real rates lag too far 
behind the evolution of the Dollar and 
PM prices (by up to 6 months), so they 
are useless as forecasting variables 
for future PM prices. The determina-
tion of real rates require CPI inflation 
as the modifier of interest rates (as 
subtrahend in the mathematical ope-
ration). Since changes in the CPI can 
easily be proven to lag behind the 
changes in the USD, or even PM prices, 
there is no need to resort to real rates 
in forecasting the likely trajectory of 
the SGR and PM prices (see those cor-
relations in the 2nd graph on this page) 
-- understanding what the US dollar 
will do is sufficient.

There are still niggling issues, like 
the large volume of paper silver 

contracts still extant, which distorts 
silver’s price discovery process and 
promotes unwanted volatility. But the 
market should balance out over the 
longer term, and those issues should 
be resolved over time, making now the 
appropriate time to start acquiring ex-
posure to silver. And if the factors that 
make this trade very attractive align 
well as we expect, the upside potential 
of the SGR could be significant.
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Silver and the Silver to Gold ratio

Our positive scenario for the Dollar into the Summer could have a strong influence on the evolution of precious me-
tals (12 months inverted correlation for both Gold and Silver vs the Dollar are currently very high: close to 80% for 

Gold vs EUR/USD and close to 60% for Silver). That said, Silver is more cyclical than Gold. Indeed, lately, it has suffered 
more than Gold as other commodities have corrected. If we follow our current global scenario, it may start to outper-
form Gold again from mid Summer as oil and commodities resume their uptrend.   

Silver Spot 
Daily graph or the perspective over the next 2-3 months

Before we go into to the 
Silver to Gold ratio, we 

first look at the price of Sil-
ver on a standalone basis. 
It initiated its uptrend with 
other precious metals, EUR/
USD and defensive assets in 
December. From mid April 
on, however, it was hit hard 
by the correction in com-
modities (and the sell-off in 
oil especially) and has failed 
to recoup its losses in June, 
while on the contrary Gold 
retested its April highs. On 
our long term oscillator se-
ries (lower rectangle), we 

show this failed uptrend sequence which is now complete and we would hence expect Silver to continue to the downside 
into early August. The sequence on our medium term oscillators (upper rectangle) may justify a slight bounce into early 
July, but is generally still negative until late July / early August.  Our ‘I’ Impulsive down targets would suggest target 
prices to the downside somewhere between 14 and 15 USD/oz.

Silver Spot in Euros
Daily graph or the perspective over the next 2-3 months

Striping out the USD effect 
by looking at Silver in Eu-

ros, we can measure the 
extent of the late April / ear-
ly May cyclical sell-off, which 
led to new lows in Silver in 
Euros early May. Reverting 
to the graph above of Silver 
in Dollar, we can see that 
Silver’s negative correlation 
to the Dollar could only 
compensate for a small part 
of it. On both our oscillator 
series (lower and upper rec-
tangles), we show that this 
downtrend could continue 
possibly towards mid July / 
early August with ‘I’ Impul-

sive targets to the downside between 13 and 14 Euros/oz. This is slightly less aggressive than the ones we calculate on 
Silver in Dollar, which would indirectly confirm that the Dollar could strat to rebound vs the Euro during this period. 31
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Gold Spot in Euros 
Daily graph or the perspective over the next 2-3 months

As a mean of compari-
son, we also look at 

Gold’s recent performance 
in Euros. Gold in Euros did 
also see a strong sell-off 
from mid April to early May. 
Whereas Gold is circa a third 
less volatile that Silver, the 
sell-off was also less drastic 
as far as support  and resis-
tance goes. Indeed, Gold in 
Euros did hold previous sup-
port around 1’120 Euros/oz 
and did not make new lows. 
Comparing this graph with 
the one of Gold in Dollars 
on page 11, we can also 
note that the negative cor-

relation of Gold vs Dollars was much stronger than the one for Silver: Gold in Dollars did manage to retest its April highs, 
while Silver in Dollars substantially failed to do so. Going forward, on both our oscillator series (lower and upper rec-
tangles) we would also see Gold in Euros continue its downtrend possibly into mid July / early August.  In Dollar terms, 
this move could be quite drastic if, as we expect, the Dollar starts to rebound. 

Silver / Gold ratio
Daily graph or the perspective over the next 2-3 months

Based on the comments 
above, we can identify 

two main forces affecting 
the Silver to Gold ratio. 
First, the Silver is more 
cyclical than Gold and cur-
rently more correlated to 
commodities (this correla-
tion has been a negative for 
the ratio in recent months). 
Second, the inverted corre-
lation of Silver to the Dollar 
is less strong than for Gold 
(which has also been nega-
tive for the ratio recently). 
While the latter could help 
the ratio to some extent 
(Dollar bounce) as shown 

on the model we project on our long term oscillators (lower rectangle), we believe the former factor remains the stron-
gest. Indeed, on the sequence we project on our medium term oscillators (upper rectangle), we would expect the ratio 
to continue down until late July / early August. This is confirmed by our automatic messaging, which calculates a low point 
on the “7th of August”. We hence expect the ratio to continue down towards early August. The Dollar rebound could slow 
the pace of its descent, but will probably not stop it
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Brent 
Daily graph or the perspective over the next 2-3 months

As a first confirmation, 
we look at the Daily 

graph of Brent. The re-ba-
lancing of the Oil market 
has been the driving force 
behind the reflation trade 
since it started to correct 
up in early 2016. It has also 
been the main driver of its 
retracement since February. 
Oil’s dynamic is quite similar 
to the Silver to Gold ratio. 
Although we may expect 
a slight rebound into early 
July as shown on our long 
term oscillators (lower rec-
tangles), the downtrend 
still seems dominant for 

now, as shown by the following indications: 1) the sequence we project on our medium term oscillators (upper rectangle) 
is still negative, 2) our automatic messaging does indeed calculate a low point towards the “3rd of August”, finally, 3) our ‘I’ 
Impulsive targets to the downside highlight further risk towards 40 USD/barel over the next couple of months.

GDX Market Vectors Gold Miners ETF 
Daily graph or the perspective over the next 2-3 months

As a further confirma-
tion, we also look at 

Goldmines and the GDX 
ETF. Following their strong 
bounce into February, they 
have since widely deceived. 
On both our oscillator se-
ries (lower and upper rec-
tangles), we would now 
expect them to continue 
lower possibly into late July 
/ early August. This scena-
rio is not dissimilar to the 
Daily Gold, Silver, Silver to 
Gold and Brent scenarios 
articulated above. 

Initial remarks

Until early August, Precious metals will probably continue to correct lower, i.e. both Silver and Gold are following com-
modities lower, and both should also be negatively affected by the rebound of the Dollar.  That said, over the next few 
months, we expect that the Silver to Gold ratio could start to stabilize. With the rebound we expect on the Dollar, it 
should first slow the pace of its descent (Silver is less negatively correlated to the Dollar than Gold). Then from August, it 
could bottom and start to accelerate up again as commodities begin their comeback. Over the following pages, we consider 
this longer term perspective. 
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Silver / Gold ratio
Weekly graph or the perspective over the next 2 to 4 quarters

As commodity markets 
(and the oil market 

especially) started to reba-
lance, the Silver to Gold ra-
tio accelerated up strongly 
in H1 2016. This indeed re-
flects that Silver is more cy-
clical than Gold. While the 
progression of oil prices did 
slow down a bit during H2 
2016 and started to correct 
in Q1 2017, the ratio failed 
to make a new highs. It is 
currently within an acce-
leration down on our long 
term oscillators (lower rec-
tangles) which could lead 
it into lows towards mid 

Summer / early Fall (“September 2017” according to our automatic messaging). Looking at this situation with a more 
positive bias, the sequence we show on our medium term oscillators (upper rectangle) would see the ratio accelerate up 
again once these lows have been reached. We would hence remain prudent for now, but would look for confirmations of 
a strong move up towards the Fall and possibly into early 2018. 

Brent / Gold ratio 
Weekly graph or the perspective over the next 2 to 4 quarters

The Brent to Gold ra-
tio may provide this 

confirmation. On both our 
oscillator series (lower and 
upper rectangles), it should 
finish off its consolidation 
to the downside during the 
Summer. Following that, it 
should start to re-accelerate 
up again towards year-end 
and early 2018. Silver looks a 
bit weaker, yet should follow 
suit with a slight delay (from 
September rather than Au-
gust for Brent).

Concluding remarks

While the Silver to Gold ratio is still under pressure until mid / end Summer, we would expect it to follow Brent up vs 
Gold during H2 2017. 
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The US Financial Sector has come 
under scrutiny again as it re-
sumes underperforming the 

broad market S&P 500 Index after a 
promising uptrend during Q1 2017. 
One of the reasons which encouraged 
us to write this article is that we be-
lieve that the financials will catch up to 
the broad S&P 500 index, for the eco-
nomist’s famous reason - «if a trend 
cannot continue forever, it will stop.» 
And we think the banks have been un-
dervalued for too long, and the day for 
that undervaluation to stop is nigh. 

By Q1 this year, the financials were 
on track to finally reach parity with 

the broad S&P index. And the motive 
force for that uptrend was the election 
of Mr. Donald Trump as president of 
the United States. The markets were 
buoyed by the promise of less regula-
tory overload for the banks, lower cor-
porate taxes, and a reflationary envi-
ronment which should be positive for 
financial intermediaries. But by early 
March, GDP growth surprised to the 
downside, then Mr. Trump`s agenda by 
tripped up by the Republican Congress` 
failure to pass an alternative to the 
ObamaCare, and subsequent scandals 
along with unfortunate backlash from 
the Trump`s dismissal of James Comey 
as FBI director. 

There is no benefit going into the 
merits (or lack thereof) of the latest 

allegations of malfeasance against Pre-
sident Trump. It is widely covered by 
old-fashioned media and the internet 
news outlets, and it is up to the talk-
ing heads on the TV news to debate. 
We will only discuss the effect of Mr. 
Trump`s predicament on the markets. 
And, for now, we are not too concerned 
about the perceived, growing risk that 
President Trump will be impeached, 
which will undercut his agenda, which 
the banks find positive for the finan-
cial sector in general. The US has ex-
perienced only three impeachment 

episodes over the past 100 years: the 
Teapot Dome Scandal (April 1922 to 
October 1927), Watergate (February 
1973 to August 1974), and President 
Clinton’s Lewinsky Affair (January 1998 
to February 1999). 

There was not much negative im-
pact on the markets, or specifi-

cally on the financials, except for the 
Watergate crisis which happened 
while the US economy was, at that 
time, undergoing one of the deepest 
recessions in the post-war era. The 
present economic situation is not dire 

at all. After a weak Q1 growth, activity 
is rebounding during the second quar-
ter. The Atlanta Fed’s GDPNow model 
is predicting growth of 3.2% while the 
NY Fed’s Nowcast is calling for 2.3%.

The Q1 2017 earnings season was a 
strong one. Moreover, our leading 

indicators predict continued healthy 
profit growth for the remainder of the 
year in the U.S. and into Q1 2018 at 
least (see graph above). As long as cor-
porate earnings are rising, investors 
will largely shrug off the reality show 
in Washington DC.
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Moreover, the litany of scandals af-
flicting the Trump administration 

will unlikely derail large parts of Tru-
mp’s market and bank friendly policy 
agenda. Tax reform and deregulation 
are two key areas where the president 
and congressional Republicans agree 
with, and so progress looks certain 
by year end. The prospect of deals on 
those subjects should buoy investor 
sentiment during H2 2017. Thus, while 
equities may indeed remain under 
pressure near term, the outlook for 
the next 3 quarters (at least) look rea-
sonably good.

The June FOMC meeting provided 
some support and clarity to our 

long-standing call that there could be 
just one rate hike in H2 2017, probably 
by September. The easier policy trajec-
tory that the FOMC recently unveiled 
could provide a strong tailwind for the 
financial sector, as ratcheting moneta-
ry policy higher has always flattened 
the yield curve. A static curve, or better 
– a steepening curve – is exceedingly 
crucial to the recovery in the financial 
sector`s future valuation. This requires 
some explanations as the historic rela-
tionship between the yield curve and 
the financial sector has radically shif-
ted. It used to be that there was a nega-
tive correlation between the financial 
sector`s valuation and the slope of the 
yield curve – a flatter slope of the curve 
has been beneficial to the sector (see 
2nd graph previous page). But that 
changed during Q1 2009, when the 
QE-fuelled recovery from the Great Fi-
nancial Crisis started.

Since the recovery from the GFC started in Q1 2009, the relationship 
between the yield curve and the financial sector has turned positive – 

a steeper yield curve boosts the sector valuation. While a flattening curve 
pushes down the stocks in the sector. That is one reason why tightening 
monetary policy, the dynamics of which always flattens the yield curve, is 
devastating to financial stocks 
(see  1 st and 2nd graph above).
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With the Fed slowing down the pace of policy tightening during H2 2017, we look forward to a much more impro-
ved outlook for financials for the rest of the year, and possibly into Q1 2018. In fact, the sector`s recovery has 

started with the friendlier June FOMC statement, and the ratio between the financial sector and the broad S&P 500 index 
has begun to rise (see last graph previous page).  We also expect the 10yr yield to rise over the next few weeks, and if the 
Fed indeed does slow its tightening rhetoric (which will keep short term rates steady), then we could see a start of a 
steeper yield curve. That would be positive for the financial sectors stocks. The currently depressed sector valuation is 
therefore an opportunity for investors to take another look at this sector, which we believe will do well for the rest of 
the year.



Financials could accelerate up again from mid Summer to year-
end

Considering that the US yield curve has re-flattened aggressively since December, US Financials have held up quite nicely. 
In Europe, the move has been more tamed, but the dynamics are similar. We would expect Financials to have one 

last retest to the downside in late July / August before they start accelerating up again towards year-end and early 2018

XLF Financial Sector SPDR Fund
Weekly graph or the perspective over the next 2 to 4 quarters

On both our oscillator 
series (lower and upper 

rectangles), the US Finan-
cials sector is in an uptrend, 
possibly until early 2018. In 
the meantime, the conso-
lidation period that started 
mid Q1 2017 is still un-
derway. We believe, it could 
find a low point probably 
towards mid Summer.  Fol-
lowing that, US Financials 
will probably start to re-acc-
celerate to the upside again. 
Our ‘I’ Impulsive price tar-
gets up suggest that US Fi-
nancials do have a further 

10 to 15% price potential towards early 2018 (right-hand scale).  

SX7P BANKS - Dow Jones STOXX
Weekly graph or the perspective over the next 2 to 4 quarters

Following the strength of 
European markets this 

Spring, European banks 
topped out a bit later than 
their US counterparts in 
early May. On our medium 
term oscillator series (upper 
rectangle), we would now 
expect them to consolidate 
down towards mid Summer, 
before they resume their 
uptrend into H1 2018. In-
deed, our view is that they 
are currently making a base 
(with a higher low over the 
next couple of months).  
They will then move higher 

into year-end and H1 2018. This is the sequence we show on our long term oscillators (lower rectangle). ‘I’ Impulsive price 
targets are quite aggressive (right-hand scale): they show 25% to almost 50% potential for European banks into H1 2018. 
This would match our view, that generally, there is more potential up for European markets and that sector-wise, European 
banks have lagged their US counterparts. We would hence expect some catching up into H1 2018. Please note that for 
the analysis, we have chosen to focus on the European banking index (SX7P) rather that the Eurozone one (SX7E), as a fair 
number of the large banks in Europe are located outside the Eurozone. 
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XLF - Financial Sector SPDR Fund / SPY - SPDR S&P 500
Weekly graph or the perspective over the next 2 to 4 quarters

On a relative basis vs the 
S&P500, US Financials 

are also still in an uptrend, 
probably into late 2017 / 
early 2018. On our medium 
term oscillators (upper rec-
tangle), the consolidation 
down from early March may 
have found a low early June 
and could be in the process 
of resuming its uptrend. On 
our long term oscillators 
(lower rectangle), US Finan-
cials are building a base to 
move higher vs the S&P500. 
It could be another month 
or so before this support is 

confirmed. Our ‘I’ impulsive targets to the upside (right-hand scale) would suggest that US Financials could outperform 
the market by 5 to 10% into early next year.

SX7P BANKS - Dow Jones STOXX / Dow Jones STOXX (SXXP)
Weekly graph or the perspective over the next 2 to 4 quarters

On a relative basis, Euro-
pean Banks have been 

retracing since December 
vs the Dow Jones Stoxx 600 
Europe. On both our oscilla-
tor series (upper and lower 
rectangles), we believe that 
they are currently making a 
base to move higher in H2 
2017 and into H1 2018. Over 
the next couple of mon-
ths, they could still weaken 
a bit on a relative basis. 
Following that, we would 
really need to see them ac-
celerate up to confirm our 
positive view into year-end. 
In first instance, we would 

need to see SX7P vs SXXP move beyond its December highs or above the top-end of our ‘C’ Corrective targets up (right-
hand scale). Such a break-out would prove that the move to the upside since mid 2016 is more than just a correction and 
that it has much more upside potential towards H1 2018.
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XLF - Financial Sector SPDR Fund 
Daily graph or the perspective over the next 2 to 3 months

US Financials resumed 
their uptrend mid April. 

Theoretically, this move up 
could continue until mid 
July / August as shown on 
our long term oscillators 
(lower rectangle). Since April 
however, Financials haven’t 
managed to achieve new 
highs (although the rest of 
the market did). Because of 
that, we would probably fa-
vor a slightly more prudent 
scenario. Indeed, we expect 
US Financials to hold close 
to previous highs into until 
mid July, but would await 
further consolidation into 

early August as shown on our medium term oscillators (upper rectangle). Following that, US Financials should start to 
accelerate up again in line with our Weekly graph analysis above. 

SX7P BANKS - Dow Jones STOXX
Daily graph or the perspective over the next 2 to 3 months

European banks have 
been correcting along-

side European markets since 
early May. On both our os-
cillator series (lower and 
upper rectangles), we show 
that this first leg down may 
be coming to an end. We 
would hence expect prices 
to bounce in early July, pos-
sibly retesting their highs. 
Following that, a further pe-
riod of consolidation could 
materialize into early/mid 
August.  We would then 
expect European Bank to 
start to accelerate up again 
towards year-end as shown 

by our Weekly graph analysis further up in his document.
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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 retracement on Fi-
nancials stocks over the 

last 3 months is closely lin-
ked with the rapid flattening 
of the US yield curve. The 
spread between the US 10 
year and the 3 months Trea-
sury yield has now almost 
fully retraced the move up 
it achieved during H2 2016. 
On both our oscillator se-
ries (lower and upper rec-
tangles), we believe that 
this spread could be making 
a base over the next few 
weeks and start correcting 
up possibly towards late 

Summer in first instance and then until year-end. 

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

Looking at the Daily graph 
and switching to the 3 

year minus the 3 months 
US Treasury spread, we can 
draw similar conclusions. 
This spread is very interes-
ting as it shows that the flat-
tening is largely happening 
at the front of the curve (al-
most 70 basis points since 
December). The trend down 
is quite linear and picking 
lows is quite complicated. 
From the models, we project 
on both our oscillator series 
(lower and upper rectangles) 
we would tentatively antici-

pate a low point between mid July and mid August. What we can confirm for now is that most of the flattening seems 
behind us, i.e. our ‘I’ Impulsive targets down show “only” 10 to 30 bps potential left to the downside (right-hand scale).
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KBE - SPDR S&P Bank ETF / RWR - SPDR DJ Wilshire REIT ETF
Daily graph or the perspective over the next 2 to 3 months

This ratio compares Banks 
with REITS or both sides 

of the interest rate sensiti-
vity. Interestingly enough, 
the issuer did separate Real 
Estate (XLRE) from Financials 
(XLF) last year to take these 
diverging sensitivities into 
account.  As we do not have 
sufficient price history on 
XLRE yet, we use the RWR 
REITS ETF which is a close 
proxy.  Since yields started 
to retrace down in early 
March, banks have been 
underperforming the REITS 
ETF. According to the mo-
dels, we project on both our 

oscillator series, this underperformance should continue until it reaches a low towards early / mid August. We believe 
this inflexion point could mark the beginning of the rally on Financials we expect during H2 2017.

SX7P BANKS - Dow Jones STOXX vs KBE - SPDR S&P Bank ETF (currency 
hedged)
Daily graph or the perspective over the next 2-3 months

As we have mentioned 
above looking at the 

Weekly graphs of US Finan-
cials and European banks, 
the sector in Europe seems 
to have more price poten-
tial up towards year-end. 
On this Daily graph, we now 
compare European and US 
banks on a currency hedged 
basis (the currency effect is 
hedged, both sectors are 
compared like to like). On 
both our oscillators series, 
the European banking sec-
tor is in an uptrend vs its 
US counterpart (lower and 
upper rectangles). Following 

some consolidation from mid May, we expect it to outperform again possibly from early July into August in first ins-
tance. The outperformance potential is substantial as shown by our ‘I’ Impulsive targets up (right-hand scale).

Concluding remarks

Since early March, Financials and Banks on both sides of the Atlantic have been consolidating at high levels both on an 
absolute basis and against the market. This consolidation isn’t over yet and could extend into mid Summer (August). 

We would also expect that, by then, the yield curve would have finished its flattening. This would potentially confirm 
that Banks and Financials can start moving up again towards year-end. On a relative basis, we would expect more po-
tential for banks in Europe than in the US.
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Throughout this document, we have looked at currencies, precious metals, sector rotation and Financials.  We will use 
this “rSplicing the markets” section to consider top-line equity markets and their potential evolution over the next 

few months and towards year-end.

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

Longer term, until early 
2018, we are still posi-

tive on equities. Indeed, on 
both oscillator series (lower 
and upper rectangles), this 
Weekly graph of the MSCI 
World Index shows upside 
model projections which 
could extend up into early 
2018. The ‘I’ Impulsive price 
targets we calculate are 
between 5 and 10% to the 
upside towards year-end 
(right-hand scale). In the 
meantime, we can expect 
the current high level conso-
lidation to continue possibly 
until mid Summer, where a 

low point on our models would justify the start of a new period of acceleration to the upside.

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

Although our ‘I’ Impul-
sive targets to the up-

side (right-hand scale) have 
been reached and surpassed 
for some time, the S&P500 
Index has proven resilient-
ly strong over the last two 
months. Both our oscilla-
tors series (lower and upper 
rectangles) suggest that the 
current progression could 
linger on into July. Risk/
Reward is still stretched at 
this stage and we would re-
main cautious given that a 
further period of consolida-
tion is potentially expected 

between mid July and early August (upper rectangle).
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EuroStoxx 50 Index
Daily graph or the perspective over the next 2 to 3 months

The EuroStoxx 50 did top 
out early May and has 

since been consolidating to 
the downside. This down-
side move has been quite 
shallow and has remained 
well above our ‘C’ Corrective 
targets down (right-hand 
scale). At the worst of the 
correction, mid June, the 
draw-down was less than 
minus 4%. Considering both 
our oscillator series (lower 
and upper rectangles), the 
EuroStoxx 50 could now 
start a new extension up 
which could lead it into mid 

July and possibly new highs. Following that, as with the S&P500, we expect a further period of consolidation to materia-
lize between mid July and early August. Hence, although the EuroStoxx 50 has indeed consolidated a bit to the downside, 
Risk/Reward remains stretched with our ‘I’ Impulsive targets up having been reached and surpassed (right-hand scale).

EuroStoxx 600 vs S&P500 Index (Currency hedged)
Daily graph or the perspective over the next 2 to 3 months

This graph compares the 
EuroStoxx 600 with the 

S&P500 Index on a hedged 
currency basis (the currency 
effect is hedged, both sec-
tors are compared like to 
like). Between March and 
mid May, the EuroStoxx 600 
was very strong, especially 
when considering the risks 
involving the French Elec-
tion as well as the strength 
of the EUR/USD pair. Since 
mid May, the European 
markets have started to 
consolidate while the US 
has remained resiliently up. 
On both our oscillator series 

(lower and upper rectangles), we would expect this situation to reverse from early July with the EuroStoxx 600 possibly 
outperforming until early August in first instance. This may reflect the Dollar rebound we expect.

Concluding remarks

On our Weekly charts, we are still bullish towards year-end on World, European and US markets. The current Daily 
situation is however treacherous. Indeed, although both European and US markets could extend into July, we do expect 
further consolidation into late July / early August. More generally, Risk / Reward remains stretched with our ‘I’ Impulsive 
targets to the upside having been reached on both US and European equity markets. If we had to have a slight preference 
at this stage, it would be for Europe. Looking into late summer and potentially year-end, we remain very positive on all 
three indices mentionned above.



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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