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4/ Executive Summary

The Capital Observer editors team, London / Geneva, May 11th 2018
to view previous issues, please visit our website at: http://www.thecapitalobserver.com

12 / Geopolitics and fundamentals are colliding in the oil price discovery process: which one will win? - As we approach 
the summer period two key trends are on way to collide in the oil market: Geopolitics and Fundamentals
The reality is that oil fundamentals have, or will become less price-friendly very soon, but the slow simmer in adverse geo-
political events is keeping sentiments of oil speculators still bullish. The re-emergence of a Mideast risk premium and still 
strong global growth (but is now showing signs of flagging) will be competing with deteriorating oil-bullish fundamentals 
for dominance in the near-term. Oil production is being ramped up, following the hefty rises in oil prices since February last 
year. Shale oil output is especially relevant in that regard -- it is 6 to 9 times more responsive to oil prices than production 
from conventional wells. Thus, a price shock that will take oil price to $80/bbl would result in an extra 1.2 million bpd of US 
production hitting the market within a year. This rapid response ability will limit how long or how high oil price shocks would 
rise. Not long after the EIA recent data dump, the IMF came up with story that Saudi Arabia needs much higher oil prices, 
at US$85 a barrel, to fill its budget gap. And so, oil prices actually rose in the wake of that news. Investors' thinking is that 
Saudi Arabia will do everything in its power for oil to reach those higher levels. So, oil prices ignored the wholesale bearish 
fundamental news, and cast their lots in accordance with the Saudi Arabia/OPEC jawboning.  Geopolitics vs fundamentals: 
which one will win? At the moment geopolitics has the upper hand, but not for very long, in our opinion.

17 / Timing and Tactical Insight - Oil and Energy should continue higher until mid Summer - Oil prices, the Energy sector 
as well as the related segments, geographical and currency comparisons, would suggest that the Oil nexus continues higher, 
possibly until early, perhaps mid Summer. By then, oil prices may have reached into the higher 80s USD/barrel, perhaps even 
higher. Following that, we would expect this move to retrace, starting late Summer, probably throughout the Fall and until 
year-end. Shorter term, a slight counter-trend move lower may materialize between mid May and early June, which could 
provide one last/late “Buy the Dip” opportunity.

24 / After 10 Months Of Outperformance, Will Commodities Keep On Outperforming Equities ? - In the July 2017 edition 
of The Capital Observer we underlined the potential for commodities to outperform equities into Spring 2018 (There will be 
multiple opportunities in H2 2017 for Commodities). This trend seems well in place with an outperformance of 20% from the 
Diapason Commodities Index (DCI) versus the S&P 500 since the June 2017 ratio low. However, few analysts have now noted 
that the current recent stock-commodity correlation has been at the upper end of its historic range – in fact it is approaching 
unity (at 1). The current convergence towards +1 looks set to play out for a few months more, which should correspond to 
a period of optimal conditions for both commodities and equities. Since 1975, the stock-commodity correlation has been 
close to zero, on average. A fall in correlation could be accomplished in two ways: (1) commodities could rally while equities 
decline (or vice-versa); and (2) commodities and equities fall together but equities decline at a faster and larger degree 
relative to commodities (or vice-versa). If a divergence occurs soon, we believe that the more likely case will be (1), where 
commodities continue to rally, and shares will pullback lower. At that time, the correlation should fall back to zero or even 
go back to negative.

27/ Timing and Tactical Insight - As the Equity Bull market is showing signs of exhaustion, some Commodities may conti-
nue to outperform  - The long term uptrend on Equities since 2009 seems to be approaching its exhaustion. We expect it to 
top out sometime this Summer, and enter a period of correction to the downside, which could last between 12 and 18 mon-
ths. Similarly, some of the more pro-cyclical commodities such as Oil or Industrial Metals could also be topping out during 
Q3. They should follow equities lower, possibly until early 2019, at least.  Concomitantly, in both the Equities and Commo-
dities asset classes, we are expecting important long term lows on Defensive segments. We expect Staples to bottom vs the 
Market during the Summer. At the same time, Agricultural Commodities should bottom vs Oil.  These defensive trades could 
move up between 3 to 6 quarters. These Defensive uptrends will then imply that a broad and important risk assets correction 
is underway. In this context, as the situation gradually deteriorates during late Summer and the Fall, we would expect Gold to 
shrug off any remaining USD strength. It should then start to accelerate up, probably from Q4 into late next year.

33 / What's Up With Core Inflation? Core CPI YoY Will Rise Over The Next 5 To 6 Quarters - We have been suggesting for 
some time in previous editions of Capital Observer, that Core CPI will become an issue going into Q3 2018. So, we are not 
surprised that suddenly, Core Inflation is back in the limelight. Sharp gains over the past several months refocused market's 
attention to this very lagged variable which, if you properly think about it, does not deserve the attention of the market, 
much less the Federal Reserve. Why? Because Core CPI (or Core PCE, for that matter) is nothing but a "residue" of GDP 
growth. Properly defined, core inflation is a linear and lagged function of GDP growth change rate -- therefore GDP growth 
rate is a valid predictor of core inflation. GDP change rates lead changes in Core Inflation by 5 to 6 quarters. Core CPI, in turn, 
leads changes in the Fed Funds Rate (proxy of Fed policy changes) by 2 quarters. Our models suggest that if GDP growth 
peaks in Q3 or Q4 2018, as we expect and discussed elsewhere, then we will see stagflation from Q1 to Q3 2019. We will see 
falling growth and rising core inflation -- interesting dynamics for the bond market and for commodities, which are linked to 
inflation. Finally, Simply put -- all the Fed's focus on core inflation is a sham and masks the fact that what the Fed is actually 
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regulating is GDP growth. Think about it -- how can you ameliorate (with policy rates) the effect (core inflation)? You try to 
regulate the cause (growth).

37 / Timing and Tactical Insight -  The current inflation acceleration is very much late cycle. This is not good news for 
risk-assets - We believe that the current business cycle is well past the recovery stage. While the current progression in long 
term yields may come to a halt over the next few months (somewhere in the 3.1% - 3.6% range on the US10Y), inflation 
expectations may continue to rise for another 2, perhaps 3 quarters. This is typical of late cycle dynamics and implies than 
real rates may start to fall again. At the same time, the FED policy will probably remain quite hawkish. It will trigger renewed 
flattening of the yield curve which may even approach inversion towards year-end or during H1 2019. These are negative de-
velopments for the economy and point to a deceleration of growth over the next few quarters, and possibly towards a reces-
sion over the next couple of years. Gradually, Flight to quality type of assets should start to regain strength, we believe that 
the US Dollar is first in line, along with Gold denominated in Euros. Gold in US Dollar will probably follow later in the year as 
it becomes apparent that the situation is worsening.  Gold could then start to rise against all currencies and most assets. On 
the other hand, Emerging markets may be one of the first asset classes to get hit. Then, as the risk asset correction spreads, 
even emblematic assets such as “Big Growth” could experience a return to the mean. Indeed, their long term uptrends vs 
other assets are extended, and their valuations are stretched. All these projections are quite aggressive and set a tight sche-
dule for the deterioration of financial conditions. The reversal could be more gradual, yet we believe the framework we set 
out above is certainly an important one to monitor as the year progresses.

44 / Devaluing The CNY: China's Secret Weapon In The "Trade Wars"? Not Really, But An Opportunity Too Juicy To Ignore, 
Or Waste - The media believes, and marshals the argument, that the recent cut in PBoC bank reserve ratio is revealing  this 
“trade wars” strategy consequently injecting liquidity and pressuring down the CNY. Our opinion: the thrust of that policy 
action is directed elsewhere. In fact, it confirms our observation about a likely slowdown in Chinese activity. We find that 
growth has been declining for the past four quarters, although the fall has not yet reached critical dimensions, based on 
current prices. However, based on official, seasonally adjusted data, the GDP medium term outlook remains dismal . Go-
vernment expenditures in China have virtually collapsed since January 2016. And like everywhere else, if the government 
does not spend, economic activity slows down in proportionate degree. And the government tightening in China had been 
severe.  Chinese governments have previously used this tool as another defensive action in forestalling growth declines. For 
us, we conclude that devaluing the CNY is not a secret weapon in the "trade wars" -- China has to do it to kickstart a flagging 
economy. It is also an opportunity that is too juicy to ignore or waste.

47 / Timing and Tactical Insight - A rising Dollar should strengthen the Trade Weighted Yuan. In the past, China has 
devalued to counter this effect - If we are correct in projecting that the US Dollar could strengthen into the Fall, and then 
perhaps again into late 2019, the Chinese Yuan will probably feel some upside pressure. Indeed, historically the currencies 
of its main trading partners on average tend to weaken more than the Yuan when the Dollar is strong. Such Yuan revaluation 
would create additional pressure on an economy which is already showing signs of deceleration. That said, the People’s Bank 
of China is currently set on financial discipline, and over the last few quarters it has considerably tightened onshore financial 
conditions to curb financial leverage. Any widespread easing, for example to weaken the currency, would be considered a 
complete reversal of its current policy. That said, an aggravation of the trade war with the US, may at some point, provide an 
excellent excuse to justify such a change of course.

51 / Splicing the markets - A EUR/USD rebound would also offer one last chance to exit Gold - The Dollar rebound has 
accelerated over the last few weeks. Yet, it is now approaching important levels of resistance (1.18 support on EUR/USD, 111 
resistance on USD/JPY), and could retrace a few figures from now until early June (before it reverses back up and eventually 
breaks to the upside towards late Q2). Gold on the other hand seems to be climbing in Euro terms on political risk and could 
continue to do so over the next few weeks. Hence, both projections should be quite positive for Gold in US Dollars, and we 
would expect it to attempt a retest of its highs probably between now and early/mid June. Following that, it should move 
lower until late Q3 2018 on renewed US Dollar Strength
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Our current view is that the long term uptrend on Equity markets is getting close to exhaustion, while the business cycle 
is well past its recovery stage and maturing. Indeed, since early this year, Equity market have been struggling, inflation 
anticipations and rates have accelerated up and commodities are also pushing higher. Such cross assets developments are 
typical of late cycle dynamics. That said, as we mentioned in our last letter, and reiterate in this one, we remain constructive 
for now on the short term outlook for risk assets. Medium to long term Risk/Reward may be stretched on many markets, but 
the actual timing points, when we expect these risk assets to top out for this cycle could still be several months away. Our 
current thinking is that these could happen between late June and mid Summer. 

More precisely we expect US markets to continue their recent rally, with the S&P500 probably retesting highs by mid-year, 
while the Nasdaq 100 could reach new highs. Europe and Japan also continue higher. They may slightly underperform the US 
as the bounce in the US Dollar takes a pause until early June, yet should then pick up the lead again, possibly from mid June 
into July/August. We expect that Commodities also continue to rise, with Oil potentially reaching towards the the 85-90 U$/
barrel range by this Summer, Copper also making new highs in the 7’500 - 8’000 U$/t range and Agricultural Commodities 
potentially moving up on average by another 10%. Emerging markets could also retest up over the next few weeks, yet vs 
developed markets they will probably resume lower from June as the US Dollar begins a second leg higher. Indeed, the US 
Dollar is the key differentiating factor in this environment, we believe that following its break-out to the upside last month, it 
may retrace some until early June (2 to 3 figures vs the other majors) yet will not make new lows. Following that from June 
to mid/late Summer, it moves up again with 5 to 10 figures upside potential. Inversely, Gold attempts one last retest of its 
highs until June, and then corrects down into late Summer.

Longer term, however, following the last risk asset rally we expect into the Summer, we believe that rising inflation 
expectations will gradually meet a decelerating economy. Nominal yields should top out, while real yields begin to drop-off, 
and the yields curve resumes its flattening course. These are negative signals for the economy, and as investors begin to 
consider the likelihood of a Growth deceleration, equities and risk assets should start moving lower. Credit and Emerging 
markets may be first in line to suffer, while defensive assets should gradually regain strength between late Summer and the 
Fall (Gold, Defensive sectors, Treasuries, the Yen).  

6/ Mapping the markets 

Main 
Equities

US

S&P500

We are still positive of US equity markets pos-
sibly until early Summer, when we expect an 
important top between late June and late Ju-
ly, perhaps August.

From this Summer, the S&P500 could 
top out for this cycle. The Bear market 
that follows could last 12 to 18 months. 
We would start reducing risk in Q3.

Europe
   
EuroStoxx50

European markets may slightly underperform 
the US until early June (EUR/USD bounce), 
yet should then outperform again into July/
August, making new highs.

Despite the US Dollar strength we expect 
in Q3, European Equities  should also top 
out for this cycle during the Summer and 
start reversing down into the Fall.

EMs

MSCIEM USD

Emerging markets will attempt a last move 
up between now and June, yet on a relative 
basis, the trend seems to have reversed at 
they may not make new relative highs.

On an absolute basis, Emerging markets 
should be topping out towards mid year. 
They could be first in line to correct giv-
en that the USD rally we expect in Q3.

Treasuries US10Y

Bond prices

US Treasuries should bottom out between 
late June and July, US10Y yield should reach 
the 3.1%-3.6% range (i.e the downside risk 
on treasury bonds is still important for now)

During the Summer, US Treasuries start 
reversing down. 10  Year Yields may re-
trace 70 to 100 bps into 2019. 

Germany 10Y

Bund prices

The Bund Futures continue to consolidate 
within a range. We do not expect a wide-
spread sell-off. New lows seem less and less 
likely.

Bund Futures should resume their up-
trend from mid year, probably towards 
year-end at least.

Next 2 months 3 to 6 months ahead

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight
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Main Asset Allocation Drivers

Main Equities
World markets
p 27 -28

Equities markets have probably started their last leg up for this cycle. We expect it to last into 
the Summer (into early/ mid Q3) and many markets could make new highs. Following that, 
we then expect them to start reversing down and gradually enter a Bear market which could 
last between 12 and 18 months.

Main Regional picks The USD rebound has broken above the range it had been trading in since February. It could 
now retrace a bit until early June, but should then accelerate up again into late Q3. US 
markets may hence outperform over the next few weeks, yet from June, Europe and Japan 
should take up the lead again into mid Summer. In general, all equity markets continue to 
move up over the next 2 months.

Main Equities & Government Bonds
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Volatility Volatility continues to move lower, potentially towards mid-year and perhaps mid Summer. 
We still suspect that it will probably not make new lows given the environment of rising rates, 
rising inflation expectations we should experience until then.

Emerging markets
p 23, 42, 43, 49 - 50

As with other equity markets, Emerging markets may hold into the Summer. That said, on a 
relative basis, they are currently suffering for the strong US Dollar rebound. Over the next 
few weeks, they may outperform again as the US Dollar retraces a bit, yet from June, we 
expect the US Dollar to resume up and Emerging markets to start underperforming again, 
quite substantially. Commodity producing countries and the MSCI China Index (loaded with 
Big technology stocks) may resist better vs developed markets, possibly until mid Summer.

Government Bonds
US & European Benchmarks   
p 41

US 10 year yields should continue higher into mid-year/early Summer, probably breaking 
above the 3.1s% mark and in extreme cases possibly reaching above 3.5s%. In Europe long 
term yields follow a similar path, yet the move is starting to look less dynamic, and they may 
not make new highs.

Equity / Bonds US Equities should extend higher, while Treasur-
ies make a last sell-off. The ratio continues to 
rise into the Sunmer.

From early/mid Summer, Equities and 
Treasury Yields top out for this cycle, the ra-
tio starts to reverse down, possibly towards 
year-end.

Europe Bund Futures continue to consolidates in-
to early Summer, while European markets 
should remain strong into mid Sumer. 

As European markets start to top-out mid 
Summer, the Bund gathers steam again. The 
ratio probably consolidates down towards 
year-end at least.

Duration The Yield curves could remain range bound 
until mid year on both sides of the Atlantic. 
Yields are still pushing higher.

Yield Curves on both sides of the Atlantic 
start flattening again from mid year. The 
trend acclerates as H2 2018 progresses.

Credit High Yields and other Credit instruments 
should follow Equities up into June. Credit 
spreads hence make a last move down.

From mid-year, Credits starts to top out as 
the business cycle starts to turn and gradu-
ally deteriorates towards year-end. 

TIPs/Treasuries The uptrend on TIPs vs Treasuries is still alive 
as inflation expectations continue to rise into 
the Summer.

The TIPs/Treasury ratio may be one of the 
last reflation trades to top-out towards late 
Fall, as inflation expectations extend be-
yond the top in long term yields.

Oil Oil continues to accelerate up towards early 
Summer (in the high 80$/barrel), short term 
retracement is still possible until early June.

Following  a potential blow-off into early 
Summer, Oil gradually rolls over as the busi-
ness cycle starts to top out and risk assets 
start to correct.

Industrial metals Industrial Metals move up one last time to 
new highs during the Summer. Copper could 
reach towards 8’000$/t.

Along with other Commodities, Yields and 
Equity markets, Industrial metals should 
gradually top out for this cycle during the 
Summer.

Gold Gold may still manage to move up one last 
time towards the higher 1'300s into June as 
the US Dollar retraces a bit and political risk 
remains high.

As the USD begins a second leg up from 
June, Gold reverses its Q2 gains, probably 
until the Fall when it will find support from 
the deteriorating Financial Conditions.

Next 2 months 3 to 6 months aheadMain Asset Allocation Drivers

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight
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Equity to Bond Ratios, Fixed Income Dynamics & Commodities

Equity to Bond Ratios
US & Eurozone Markets Equities and Yields resume their uptrend. Equity to Bond ratios in the US and in Europe hence 

continue higher, probably towards mid-year/early Summer. The Summer should see them 
gradually reverse down, as both Equities and Yields gradually top-out. 

Fixed Income Dynamics
Duration (10Y - 3Y)
p 38

Yield Curve spreads in the US and Europe should hold up until mid-year, before the yield 
curves start flattening again quite rapidly into year-end / early 2019, i.e. the FED rate hikes 
will probably kill any attempts for the US curve to steepen, while in Europe, long term yields 
will start to retrace as the economy starts to show signs of decelerating.
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Foreign Exchange

USD vs EUR EUR/USD has probably found support around 1.18, it 
may now bounce, possibly towards early June and to-
wards the lower end of its previous range (1.21-122)

From June, at the latest mid year, EUR/USD gradual-
ly starts to turn down again, probably towards late 
Q3 in first instance, and the 1.14-1.10 range.

GBP GBP/USD has probably found support around 1.35, it 
may now bounce, possibly towards early June and to-
wards the lower end of its previous range (1.39-1.40)

From June, at the latest mid year, EUR/USD gradual-
ly starts to turn down again, probably towards late 
Q3 in first instance, and the 1.30-1.26 range.

JPY USD/JPY has probably met resistance around 111, it may 
now retrace, possibly towards late May and towards the 
1.08-1.07 range.

From June, USD/JPY gradually starts to turn up 
again, probably towards late Q3 in first instance, 
and the 115 - 118 range.

CHF USD/CHF may retrace some of its recent gains into late 
May, and the 0.99 - 0.98 range.

From June, USD/CHF starts to turn up again, 
probably towards late Q3 in first instance, and the 
1.02 - 1.05 range.

EUR vs GBP EUR/GBP could retest lower one last time into June, pos-
sibly towards 0.86-0.85

From mid-year, EUR/GBP should resume its up-
trend towards 2019 on risk-OFF considerations. 
Indeed, long term, the EUR does seem more de-
fensive than the GBP.

JPY EUR/JPY should rebound up with the Euro into June, 
possibly back towards the 133-135 range.

EUR/JPY may continue up towards the Summer, 
and could retest its 137 highs. From mid/late Sum-
mer, EUR/JPY should reverse down on defensive 
considerations.

CHF EUR/CHF could push towards new highs above 1.20 
between now and June.

EUR/CHF may continue up towards early Summer 
(1.21-1.22). From early/mid Summmer, EUR/CHF 
should reverse down on defensive considerations.

GBP vs JPY GBP/JPY should rebound up with Cable into June, 
possibly back towards the 152-155 range.

GBP/JPY may continue up towards the Summer, 
and could retest its 156 highs. From mid/late 
Summmer, EUR/JPY should reverse down on 
defensive considerations.

CHF GBP/CHF could push towards new highs above 1.38 
between now and June.

GBP/CHF may continue up towards early Summer 
(1.39-1.40). From early/mid Summmer, GBP/CHF 
should reverse down on defensive considerations.

Next 2 months 3 to 6 months ahead

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight

Rate Differentials
p 40

The progression of the Rate differentials remains in favor of the US (vs Europe, Japan or the UK) 
probably until the late Summer and even into the Fall. 

Tips
p37, 38

Inflation expectations (TIPs/Treasuries ratio) remain high and could continue to rise, towards late 
Summer, even the Fall. That said, we expect TIPs and Treasuries yields to start reversing down from 
early Summer, hence real yields may start to fall more rapidly than nominal yields. This would explain 
why TIPs continue to outperform Treasuries until later this year. 

Commodities p29
Oil
p 17, 18, 30, 32

Oil (Brent) continues to rise on political risk in the Middle East. Beyond that, Oil uptrend’s is typical 
late cycle as growth and inflation expectations are probably starting to overshoot. We expect oil to 
reach above the 85-90 $/barrel range by the Summer. Short term, the recent move looks extended 
and may retrace a bit.

Industrial metals
p 30, 32

Industrial metals should follow Oil higher and resume up towards mid Summer. Copper, for example, 
could reach up towards 8’000 USD/t (LME) by then.  

Gold & PMs
p 31, 32, 39, 43, 52

Over the next few weeks, the US Dollar rebound may take a slight pause, while political risk remains 
high. Gold may make a last attempt to break-out to new highs in the high 1’300s. That said, we believe 
this move could be short lived and Gold should then retrace down quite substantially as the US Dollar 
enters a second leg up between June and September. Gold in Euros, on the other hand, seems to hold 
until the Summer, and could then start to move up as the potential for economic deceleration becomes 
more apparent. Finally, from late 2018, Gold should then start to move up again vs all currencies and 
most assets, as the financial conditions really start to deteriorate

Agriculture
p 31, 32

Agricultural Commodities are typical late cycle commodities. They are more defensive than Energy or 
Industrial Metals and should perform well in the current environment. On average, we expect them to 
move up 10% until the Summer, and probably another 10% until year-end

Credit As long term yields make a last move up into early Summer, credit should remain bid as a way to 
diversify bond portfolios away from the risk of rising interest rates. From the Summer however, Credit 
spread gradually start to reverse up as economic conditions start to deteriorate.
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Equities Markets Segmentation

US Sectors - S&P500 We will remain Underweight Defensive 
until mid Summer and Overweight Tech-
nology and Energy. We would take profit 
on Consumer Discretionary and put Finan-
cials on hold.

From July/August, we expect Equity, Com-
modities and Yields to start topping out for 
the cycle. Our sector allocation will hence 
turn defensive to reflect this view.

Sectors ETF 
symbol

Benchmark-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Technology XLK 26%

Financials XLF 15%

HealthCare XLV 14%

Discretionary XLY 12%

Industrials XLI 10%

Staples XLP 8%

Energy XLE 6%

Next 2 months 3 to 6 months aheadCore Sector Weightings
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Euro
p 40, 51

Inversely to the Dollar, EUR/USD should attempt to resume higher one last time towards early June. We do 
not think it will retest its highs towards 1.25 and rather expect it to reach into the lower end of its previous 
trading range (around 1.22). Following that, from June, we expect EUR/USD to move lower, probably breaking 
below 1.18, which we see as an important support point and then lower towards the 1.14 – 1.10 range by end 
Q3. Vs GBP, EUR could push lower one last time towards June as reflationary assets enter a last acceleration 
up (GBP is more reflationary than EUR). From mid-year, however, EUR/GBP should then resume its uptrend 
as reflationary assets start to retrace. The uptrend on EUR/GBP may then continue up well into 2019. On the 
other hand, vs JPY and CHF, EUR is the more reflationary currency. It should hence continue up possibly into 
mid-year, and potentially even into the Summer on EUR/JPY. That said, at some point during the Summer, as 
the risk asset picture really starts to deteriorate, the Yen and Swiss Franc should regain their defensive bias. 
EUR/JPY and EUR/CHF should start to retrace down. The move could also last well into 2019.

Yen
p 51

The rebound on USD/JPY has been strong and we expect to continue towards the Summer. That said, short 
term, a first leg up may have been completed and a short period of retracement (2 to 3 figures) may materialize. 
Following that, from June, we expect USD/JPY to accelerate up again to break above 111 (a strong resistance 
point we believe) and then move up towards the 115 – 118 range by end Q3. Following that as the financial 
conditions start to deteriorate during the Fall we will expect the Yen to regain its risk-OFF profile and start 
reversing its Q2/Q3 uptrend and probably more into 2019. 

Sterling Sterling had been very strong up until recently and vs most currencies. Yet, since the rebound in the US Dollar 
started a month ago, it has turned weaker, vs the US Dollar of course, but also against the other Majors. We 
expect GBP/USD to find support around 1.35 and start to retrace some of its recent fall, probably between 
now and early June. Yet, we now doubt it will able to make new post-Brexit highs. It may bounce back to the 
1.39-1.40 range. Following that, we would expect it to resume lower against the Dollar with other Majors, 
possibly breaking below 1.35 during the Summer and potentially reaching back down to the 1.30 – 1.26 range.

Oil & 
Commodities 
currencies
p 23

Commodity currencies (our equal weighted portfolio containing AUD, BRL, CAD, NOK, NZD, RUB and ZAR) 
topped out in early February against the Dollar and has been consolidating down since. We expect it to 
rebound between now and early June. Following that the USD continues to strengthen. Vs the EUR, Commodity 
currencies should remain strong until late Summer.

Asian 
currencies
p 23, 47, 48, 49

Our Asian Growth equal weighted portfolio (CNY, INR, KRW, THB and TWD) should correct down vs the Dollar 
along with other currency pairs, probably until late Summer. Following that however, it may attempt to 
retest its recent highs towards early 2019. In general, these Asian Growth currencies are quite defensive and 
provided China doesn’t let the Yuan weaken, they should consolidate less than EUR or GBP vs the US Dollar. 

US Dollar 
p 41, 48

Over the last few week, the US Dollar rebound has broken above the range it had been trading in since the 
February lows. We believe this move is the beginning of a more substantial US Dollar rebound that could first 
last until late Q3 and then following some consolidation down into year-end, reaccelerate up in 2019. In the 
meantime, however, we believe that the first leg up in the US Dollar has probably been completed and that it 
may now retrace for a few weeks until early June. We do not believe the US Dollar will make new lows (i.e. we 
rather see a retracement of 2 to 3 figures against the Majors).
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All World Country Index
Currency hedged

We expect a slight retracement of the USD 
until June, but do not expect it to be sub-
stantial enough to change our Neutral Eu-
rope/US stance.  We remain OW in China 

until early Summer

Overweight Europe and Japan until late 
Summer as the USD strengthens further, 
Underweight Commodity producers from 
mid Summer. Neutral on China on possible 

further CB easing
Sectors Index 

symbol
Benchmark-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

US S&P 500 52%

Canada TSX 3%

Europe SXXP 21%

     -UK FTSE 6%

     -France CAC40 3%

     -Germany DAX 3%

     -Switzerland SMI 3%

Japan N225 8%

China MSCICN 3%

Next 2 months 3 to 6 months aheadCore Countries Weightings

Main Sectors Allocation
p 18 - 22, 28
Our scenario on equities is still positive until early, perhaps mid Summer (July/August). This move up is potentially the last 
one to the upside before equity markets top out for the cycle and start to reverse down towards year-end and 2019.  Hence, 
our sector allocation is quite neutral as the visibility is quite short coming into an important turning point. We will hence 
remain underweight Defensive sectors for now and overweight Technology and Energy, which should perform well in 
the current late cycle environment. 

Then, from July/August, we expect Equity, Commodities and Yields to top out for the cycle. Our sector allocation will gradually 
turn very defensive during the Summer.

European Sectors - Europe Stoxx 600 We will remain Underweight Defensive 
until mid Summer and Overweight Tech-
nology and Energy. We would take profit 
on Consumer Discretionary and put Finan-

cials on hold.

From July/August, we expect Equity, Com-
modities and Yields to start topping out for 
the cycle. Our sector allocation will hence 
turn defensive to reflect this view.

Sectors Index 
symbol

Benchmark-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Banks SX7P 13%

Industrials SXNP 12%

HealthCare SXDP 11%

Pers. & HH Goods SXQP 9%

Food & Beverage SX3P 7%

Insurance SXIP 6%

Energy SXEP 6%

Countries allocation

Next 2 months 3 to 6 months ahead



General Comment We are favoring Factors and Themes re-
lated to late cycle dynamics (Growth and 
Commodities)

From mid Summer onwards, we would 
favour defensive profiles as we expect eq-
uity markets to top out, and move away 
from cyclical themes

Themes Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Strong 
Under-
weight

Under-
weight

Neutral Over-
weight

Strong
Over-
weight

Nasdaq 100 (vs S&P500)

DJ Industrial (vs S&P500)

Russell 2000 (vs S&P500)

Wilshire REITs (vs S&P500)

US Value (vs US Growth)

Southern EuroZone (vs Stoxx EZ 600)

EuroZone Small Cap (vs Stoxx EZ 600)

Japanese Small Cap (vs N225)

GDX - Goldmines

XME - Diversified Mining

Core Factor/Themes Weightings Next 2 months 3 to 6 months ahead

Core factors and Themes
p  42, 43

Our scenario on equities is positive until the early/mid Summer, yet we believe this further leg up is probably the last one 
before an important top is made on risk assets towards July/August. Hence over the next couple of months, we will favor late 
cycle themes such as Commodities and Growth.  

Over the next few weeks, we expect the US Dollar to retrace a bit, yet from June it should start moving up again in what we 
believe could be a strong move towards September. We will hence avoid any Themes or Factors with a negative correlation 
to the US Dollar until late Q3.

More generally, we are rather risk-ON until July and thereafter will switch to more defensive profiles and avoid themes and 
factors linked to cyclicality and reflation.
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Main Country allocation
p 23, 42, 49, 50

Over the next few weeks, we expect a slight retracement in the US Dollar. It should benefit US and Emerging markets, yet we 
don’t believe that the move will be strong and long enough to justify a switch out of European equities to overweight US and 
EM ones (hence our neutral stance for now). China should also profit from this short term Dollar retracement. In addition, 
the MSCI China index featured here is very skewed towards Chinese “Big Growth” technology companies (the so called 
“BATs”). Such a growth profile should perform well late in the cycle, hence our Overweight position on the MSCI China index.

Looking into the Summer, we expect reflation trades to top out and start retracing down towards year-end, hence from 
early/mid Summer, we will underweight geographies linked to Commodities (e.g. Canada), as well as Emerging markets. Yet, 
China may benefit from further easing by the People’s Bank of China and may outperform other Emerging markets (hence 
our neutral position here). 

From mid/late June into September, we believe that a second leg up could materialize in the US Dollar. Europe and Japan 
could then outperform, at least in the first months of a deceleration. Once the sell-off accelerates towards the Fall, the Yen 
will probably regain strength vs all currencies. Japan will then have to be moved to Underweight again.

Core factors and Themes



EIA reported for the previous week a 
crude storage build of 6.218 million 

bbls vs. average estimates for a draw of 
0.46 million bbls. Crude imports came 
in spectacularly higher at 8.549 million 
b/d versus market median estimate 
of 7.9 million b/d. Crude exports 
decreased week-on-week by 183k b/d; 
refinery throughput decreased week-
on-week despite capacity increasing. 

Gasoline storage this week came 
in more bearish than seasonal 

averages. The build of +1.171 million 
bbls was higher than the 5-year average 
of +437k bbls. Overall total crude and 
products increased by 5.364 million 
barrels for the week, largely because of 
the large crude build. 

And the piece-de-resistance: US oil 
production increased to 10.619 

million b/d, a 33k b/d increase week-
on-week (see both graphs on this page).

Bearish data, but oil prices are still 
rising:

Ordinarily, a set of data like this 
would have hammered oil price, 

but what happened afterwards was 
almost surreal. Not long after the EIA 
data dump, the IMF came up with 
story that Saudi Arabia needs much 
higher oil prices, at US$85 a barrel, to 
fill its budget gap. And so, oil prices 
actually rose in the wake of that news. 
Investors' thinking is that Saudi Arabia 
will do everything in its power for oil 
to reach those higher levels. So, oil 
prices ignored the wholesale bearish 
fundamental news, and cast their lots 
in accordance with the Saudi Arabia/
OPEC jawboning. 

The other geopolitical situation in 
the back of investors' mind is the 

Iran-Israel war of words. While it is 
currently just a war of TV soundbites 
and presentation slides, it has the 
potential to ignite a shooting war in 
Syria between Israel, Syria itself, Iran 
and its proxies, the Hezbollah. If trouble 
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12 / Geopolitics and fundamentals are colliding in the oil price 
discovery process: which one will win?

erupts and is confined to Syria, then 
the fallout (of higher oil prices) will 
be contained. But if Israel extends the 
battlefield to the Gulf of Arabia, then 
the globe is facing a much less nuanced 
condition -- oil prices will rise sharply 
and stay high for some time. 

And then, there is the oil markets 
anticipation that President Trump 

will decide to pull out of the Iran nuclear 
deal by May 12, which could lead to 
a spike in prices, although how high 
a spike, and for how long it will be, is 
anyone’s guess. However, that decision 
has been expected for a few weeks 
already, and has already been built-in 
into the market's price structure. 

Oil fundamentals turning less 
friendly:

The reality is that oil fundamentals 
have, or will become less price-

friendly very soon, but the slow 
simmer in adverse geopolitical 
events is keeping sentiments of 
oil speculators still bullish. The re-
emergence of a Mideast risk premium 
and still strong global growth (but is 
now showing signs of flagging) will 
be competing with deteriorating oil-
bullish fundamentals for dominance 
in the near-term. The balance may 
be tipped by expectations that, while 
production and consumption are in 
equilibrium right now, large global oil 
production (especially out of the US) 
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will swamp global consumption from 
next month to early 2019 (see 1st graph 
on this page).

On the other hand, Venezuela’s 
oil production is collapsing and 

this graph with data from the EIA 
captures the extent of the sudden 
implosion of the country’s oil output 
(see 2nd graph on this page). The graph 
also captures the fact that almost 
everywhere, oil production is being 
ramped up, following the hefty rises 
in oil prices since February last year. 
Shale oil output is especially relevant 
in that regard -- it is 6 to 9 times 
more responsive to oil prices than 
production from conventional wells. 
Thus, a price shock that will take oil 
price to $80/bbl would result in an 
extra 1.2 million bpd of US production 
hitting the market within a year. This 
rapid response ability will limit how 
long or how high oil price shocks would 
rise. This capability is relevant today, 
as prices have gone above $70/bbl and 
still being driven higher by geopolitical 
events.

That of course raises the question: how 
much longer can oil prices stay up 

for geopolitical reasons? While nobody 
can honestly answer that with certainty, 
we can have a look at how the universe 
of oil fundamentals are currently faring 
along. When the geopolitics finally settle 
down, oil fundamentals are expected to 
reassert. Geopolitics vs fundamentals: 
which one will win? At the moment 
geopolitics has the upper hand, but not 
for very long, in our opinion. 

This is the current state of oil 
fundamentals: 

The most visible of all the oil 
fundamental data is the Total US 

oil Inventories. We have always said 
that US Total Inventories, as a matter 
of functionality, are product of the 
interaction of Total Global Oil Supply and 
Total Global Oil Demand. But the data 
that we get in the end lags behind by a 
significant length of time relative to its 
prime movers (4 to 5 months, see last 
graph on the right and 1st on next page).     

Delayed response of US oil inventories to global supply, demand
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long positions have been flat for several 
months and are actually declining. 
Long-only positions fell 15,495 lots 
to 453,111 in the week ending May 

This why US inventories lag 
significantly behind Crude Oil 

price, which usually lags behind 
changes in Global Supply and Global 
Demand by just one month (see last 
graph on previous page and 1st on this 
page). 

Nonetheless, a significant number of 
oil investors take the movements 

of the US Total Oil Inventories as an 
important element in their decision-
making process regarding Energy Sector 
investments. The weekly inventories 
data can sway the sentiment of many 
investors, so we have to see how it 
evolves from week to week. And right 
now, we are at the cusp of significant 
build in inventories. Put simply, 
inventories will soon disappear as driver 
of higher prices. 

The recovery of oil prices in 
February has been primarily 

engineered by the Kingdom of Saudi 
Arabia (KSA) and Russia. It was also 
helped by the significant decline in 
oil inventories in the US and in the 
OECD (see 2nd graph on this page). But 
those tailwinds are starting to become 
headwinds. Global consumption has 
been rising in 2018, and that is having 
an impact on the behaviour of oil 
producers, mid-stream owners – they 
stockpile (on delayed basis) in the 
wake of increasing demand for crude 
oil. But it is interpreted differently by 
some investors, seeing it as a gauge for 
plentiful or scarce supplies. Very wrong, 
but a significant number of investors 
depend on it in making decisions, so it 
becomes important, nonetheless.

But primarily, the impetus for the 
recent rise in oil prices has been 

the concerted jawboning exercises 
from OPEC. However, the OPEC-
Russia tandem seems to be running 
out of creative narratives to drive oil 
prices even higher. How much further 
into the future can they promise to 
keep production low to incentivize 
hedge funds to keep on adding to 
long crude oil positions? And even in 
this aspect, the hedge funds seem to 
be having a long-oil-fatigue syndrome – 

1. Long-only total was the lowest in 
almost four months. Also, short-only 
positions fell 424 lots to 35,064 (see last 
chart above).

The oil price lags global supply and demand changes by two months
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However, it may not be difficult to 
promise to hold production steady 

for even longer, because both OPEC 
and Russia are already hitting peak 
production. In the case of OPEC, they 
have already exceeded their production 
capacity as calculated by the EIA (see 
1st graph on this page). 

We could expect further attempts 
by the OPEC and Russia to 

continue ramping up pressure ahead 
of the schedule 2019 IPO of the Saudi 
Aramco oil conglomerate.  

Oil demand, consumption – watch 
for flagging economic growth:

At some point, real oil 
fundamentals (not rhetoric-

driven) will reassert. None more so 
than economic growth. This is actually 
one of the factors that we are starting 
to worry about, with regards to oil 
investments. US GDP growth is very 
sensitive to interest rates, although its 
hard to make the connection sometimes 
because of the long lags before the 
negative impact of higher interest rates 
are felt in the real economy. 

This is similar to the way the yield 
curve impacts economic growth. As 

an example, an inverted yield curve is a 
harbinger of recession, but you only see 
that fact after 5 to 6 quarters. That is 
the case today – rates have been rising 
since 6 quarters ago, and the yield curve 
has flattened during that time as well – 
and at a time within the next quarter or 
two, the bill comes due – GDP growth 
will start to fall. 

Of course, when that happens, the 
US demand for crude oil will suffer. 

If US oil demand falters, so does the 
rest of the globe (see two last graphs 
on this page). 

The portents for China, the second 
largest oil consumer in the world, 

is also not too hunky-dory. China is 
slowing down from self-inflicted blows 
as fiscal consolidation continues. Even 
as the government retrenched, the 
central bank (PBoC) decided to rein-
in its shadow banking sector, and has 
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curtailed dubious corporate lending, 
leading to a virtual collapse of its 
Total Social Spending (TSF) aggregate. 
This is significant because TSF is also 
a function of fiscal expenditures and 
is a bellwether of China’s Leading 
Economic Indicators (LEI). China LEI, 
when tracked alongside TSF, is great 
advance indicator of China oil imports 
(by volume and by value). The collapse 
of the TSF will soon lead to a decline in 
LEI, and a corresponding fall in China’s 
oil imports (see two first charts on this 
page).

The cracks are starting to show in 
China’s real economy, as industrial 

production has collapsed. The bad 
tidings were ushered in by a sharply 
falling Citi Economic Surprise Index 
for China (CESI) and it is now being 
reflected in the flagging manufacturing 
new orders index. (see last graph on 
this page)

Conclusion:

Our modelling work suggest that 
if the basis for oil price is merely 

supply and demand, oil prices should be 
cascading lower soon on deteriorating 
fundamentals. The price of oil is still 
rising and if Iran sanctions are re-
imposed, we could possibly have one 
more price spike up. However, we do 
not expect it to last at those high prices, 
although we do not know how long 
the oil price will stay levitated. But the 
spike up will not last forever – oil prices 
will start to correct soon after the price 
adjustments are made, as fundamentals 
reassert, probably starting in Q3. 

16
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Oil and Energy should continue higher until mid Summer
And this week, the US withdrew from the Iran nuclear deal. The decision was widely anticipated, and over the last few 
weeks, it had probably been fully priced in. Now that the withdrawal is behind us, the market may return to some norma-
lity. The risks of an escalation in the Middle East remains and a political risk premium is certainly warranted, yet supply and 
demand dynamics should regain focus as the current late cycle commodity rally meets a maturing business cycle. In such a 
complex environment, it’s often best to focus on the graphs and this is what we attempt to do below.
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17 / MJT -  TIMING AND TACTICAL INSIGHT

Brent Oil
Bi-monthly graph or the perspective over the next 1 to 2 years

Oil’s bottom in early 2016 
marked the beginning of 

the reflation trade. The move 
has been underway for some 
27 months and according to 
both our oscillator series, it 
should reach an important in-
termediate top between mid-
year and the Summer. Fol-
lowing that, we would expect it 
to correct to the downside for 
several quarters at least (me-
dium term oscillators; upper 
rectangle) or perhaps even into 
late 2019 (long term oscillators; 
lower rectangle). In the mean-
time, price could push higher 
in the C Corrective price target 

zone up, between 75 and 101 USD/barrel before they start to reverse.   

Brent Oil
Weekly graph or the perspective over the next 2 to 4 quarters

On our long term term oscil-
lators (lower rectangle), oil 

completed an initial sequence 
up, which started in Q1 2016 
and ended early this years. 
That said our medium oscil-
lators (upper rectangle), are 
more in line with our projec-
tions on the bi-monthly graph 
above: Oil could now extend 
up further into the Summer, 
possibly until late July/August. 
Our I Impulsive price targets on 
this Weekly graph would sug-
gest similar price targets as the 
one above, with oil possibly 
reaching the 85 – 102 USD/
barrel zone before it tops out 

and eventually starts to reverse into the Fall.  

 



XLE - Energy Select Sector SPDR Fund
Weekly graph or the perspective over the next 2 to 4 quarters

The Weekly graph of Energy 
shows similar timing that 

the one above on Oil. It also 
reached an intermediate top on 
our long term oscillators earlier 
this year (lower rectangle), yet 
on our medium term oscilla-
tors (upper rectangle) could 
extend up further into mid 
Summer. Since, it started up 
in early 2016, the sector has 
pretty much remained within 
the resistance zone of our C 
Corrective targets to the upside 
between 68 and 76 (right-hand 
scale). If XLE manages to break 
above these over the next 
couple of months, the next le-

vels of targets (I Impulsive targets o the upside) is much higher, somewhere towards the 89 -100 zone.
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Brent Oil
Daily graph or the perspective over the next 2 o 3 months

On our medium term oscil-
lators (upper rectangle), 

there are several short term 
oscillator sequences that we 
can identify. Whichever we 
choose, they seem to indi-
cate that Oil may see a slight 
correction lower at some 
point between now and ear-
ly June. This scenario is cor-
roborated by the fact that for 
now, our I Impulsive targets to 
the upside (right-hand scale) 
have been achieved, signaling 
some temporary exhaustion in 
this uptrend. Following that, 
possibly from early June, Oil 
should then re-accelerate up 

towards mid Summer on both our oscillator series (lower and upper rectangles). I2 Impulsive 2 extended price targets we 
can calculate to the upside would imply an 86 - 92 $/barrel target range.
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XLE - Energy Select Sector SPDR Fund / SPY - SPDR S&P 500
Weekly graph or the perspective over the next 2 to 4 quarters

The sector widely under-
performed the S&P500 in 

2017, as Growth trades have 
performed better than Value 
and especially Energy. Indeed, 
as shown on page 38 of this 
document, the yield curve has 
struggled to steepen favoring 
long dated cash flow streams 
vs more cyclical ones. Going 
forward, the situation should 
remain the same, although a 
slight pick up in Energy vs the 
S&P500 is probably still expec-
ted between now and early/
mid Summer. Following that, 
we would expect Energy to 
underperform again into the 

Fall and towards year-end.   
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XLE - Energy Select Sector SPDR Fund 
Daily graph or the perspective over the next 2 to 3 months

Shorter term, on an abso-
lute basis, the sector has 

already started to accelerate 
up on both oscillators series 
(lower and upper rectangle). 
XLE may enter a slight correc-
tion between mid May and 
early June, but in general, the 
move should continue higher 
into mid-year, possibly even 
towards mid Summer. Our I 
Impulsive price targets to the 
upside would suggest price 
potential towards the 80 – 
85 range by then (right-hand 
scale), or towards the lower 
end of the I Impulsive price tar-
gets mentioned on the Weekly 

graph on the previous page.
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ENERGY - Dow Jones STOXX
Daily graph or the perspective over the next 2 to 3 months

Shorter term (Daily graph), on 
an absolute basis, the European 
Energy sector shows similar dy-
namics as in the US. On both 
oscillator series (lower and 
upper rectangles), it broadly 
continues higher until the 
Summer, while our medium 
oscillators (upper rectangle) 
would also suggest a slight pe-
riod of consolidation from mid 
May to early June. On the price 
target front the upside seems 
somewhat limited (I Impulsive 
targets up between 353 and 
375; right-hand scale), yet on 
our longer term Weekly graph 
(not shown here), prices have 

the potential to extend up above 400 until the Summer.

ENERGY - Dow Jones STOXX / Dow Jones STOXX
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe, the potential for the 
Energy sector vs the market 

seems even more promising 
over the next few months. On 
both oscillator series (lower and 
upper rectangles), European 
Energy should outperform the 
Europe Stoxx 600 at least into 
the Summer, possibly even 
late Summer. According to our 
I Impulsive targets to the upside 
(right-hand scale), Energy could 
beat the markets by a further 
10 to 20% by then. 



20

IEO - iShares Oil & Gas Exploration & Production ETF / XLE - Energy Select 
Sector SPDR Fund
Weekly graph or the perspective over the next 2 to 4 quarters

Oil & Gas Exploration & 
Production represents 

the more dynamic segment 
of the US Energy sector, and 
probably the one that shows 
the most elasticity in terms of 
valuation when Oil prices are 
moving quickly (as opposed to 
for example to the larger Inte-
grated producers). Its uptrend 
vs the sector is still very strong 
and should extend up into the 
Summer on both our oscillator 
series (lower and upper rec-
tangles). Price potential for the 
segment could extend up ano-
ther 5 to 10% above the broa-
der sector over the next few 

months (right-hand scale).

OSX - PHLX Oil Service Sector / XLE - Energy Select Sector SPDR Fund
Weekly graph or the perspective over the next 2 to 4 quarters

Oil services on the other 
hand represent the deep 

value end of the Energy sector. 
Our medium term oscillators 
(upper rectangle) would sug-
gest that it may push up until 
mid Summer, possibly outper-
forming the sector by 5 to 15% 
(right-hand scale). Yet, a lot 
may depend on general market 
conditions, and especially the 
potential for further rotation 
from Growth into Value. Our 
analysis of the yield curves on 
page 38 suggest that from the 
Summer at the latest, the yield 
curve should flatten again. This 
would then favor Growth over 

Value, and hence the time window for any Oil services outperformance vs the Energy sector is probably quite short (from 
now into mid Summer). Our long term oscillators (lower rectangle) suggest a more negative scenario, where the ratio stalls 
until the Summer before it moves lower again until year-end. 
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ICLN - iShares S&P Global Clean Energy Index Fund / IXC - iShares Global 
Energy ETF
Weekly graph or the perspective over the next 2 to 4 quarters

At the other end of the 
Value/Growth spectrum, 

Alternative Energy represents 
the more Growth oriented, 
even the Defensive side, of 
the Energy sector. Since the 
Summer of 2017, the ratio 
has been moving sideways in 
a range. On our medium term 
oscillators (upper rectangle) 
we present the sequence as a 
weak downtrend, while on our 
long term oscillators (lower 
rectangle), we would view it as 
an uptrend, which has stalled. 
Both suggest that Alternative 
Energy should continue to 
move sideways vs the broader 

Energy sector, possibly until mid-year, perhaps mid-Summer, before it starts to outperform again until year-end. This 
suggests a more defensive environment for Energy from late Summer into the Fall.  

OSX - PHLX Oil Service Sector / ICLN - iShares S&P Global Clean Energy 
Index Fund
Daily graph or the perspective over the next 2 to 3 months

Taking the above relations 
to an extreme, we com-

pare Oil Services vs Alterna-
tive Energy on a Daily basis. 
This ratio should allow to 
capture the Value/Growth  
dynamics over the next few 
months. Generally, on both os-
cillator series (lower and upper 
rectangles), we expect that Oil 
Services (Value) should out-
perform Alternative Energy 
(Growth) probably until ear-
ly, perhaps mid Summer. On 
our medium oscillators (up-
per rectangle), we show that 
a slight counter-trend is pos-
sible between mid May and 

early June.  This is in line with our projections on the Energy sector as a whole.
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Oil exporting countries vs Oil importing countries – relative Equity basket 
comparison
Weekly graph or the perspective over the next 2 to 4 quarters

As we have done in many 
previous issues, we like 

to corroborate our projec-
tions on Oil with the dyna-
mics inherent to Oil related 
geographies (importers vs 
exporters, or countries more 
or less levered to rises in the 
price of Oil). In this graph we 
compare two basket of equity 
markets, one including Norway, 
Brazil, Russia, China (the more 
levered one to rising oil prices), 
the other including Denmark, 
Mexico, Poland and India (less 
levered, even negatively cor-
related to rising oil prices).  On 
both oscillator series (lower 

and upper rectangles), countries which are more correlated to Oil prices do seem to outperform the others until early/
mid Summer, which confirms our general view on Oil prices and the Energy sector.

Oil exporting countries vs Oil importing countries – relative Currency bas-
ket comparison 
Weekly graph or the perspective over the next 2 to 4 quarters

We now perform the 
same analysis on the 

currency front by comparing 
two baskets of currencies, one 
more positively correlated to 
oil prices (NOK, BRL, RUB and 
CNY) to the other less sensitive 
to Oil prices (DKK, MXN, PLN 
and INR). The picture is simi-
lar, yet somewhat weaker as 
the current USD rebound is 
probably acting as a headwind 
on the more volatile Oil re-
lated currencies (BRL and RUB 
especially). That said, both os-
cillator series (lower and upper 
rectangles) still suggest than 
the currency basket more cor-

related to Oil outperforms the other until early Summer, before it resumes lower until year-end.

Concluding remarks

Oil prices, the Energy sector as well as the related segments, geographical and currency comparisons, would suggest 
that the Oil nexus continues higher, possibly until early, perhaps mid Summer. By then, oil prices may have reached 

into the higher 80s USD/barrel, perhaps even higher. Following that, we would expect this move to retrace, starting 
late Summer, probably throughout the Fall and until year-end. Shorter term, a slight counter-trend move lower may 
materialize between mid May and early June, which could provide one last/late “Buy the Dip” opportunity. 22 23



In the July 2017 edition of The Capital 
Observer we underlined the potential 

for commodities to outperform 
equities into spring 2018 (There will be 
multiple opportunities in H2 2017 for 
Commodities). This trend seems well 
in place with an outperformance of 
20% from the Diapason Commodities 
Index (DCI) versus the S&P 500 since 
the June 2017 ratio low. However, 
few analysts have now noted that 
the current recent stock-commodity 
correlation has been at the upper 
end of its historic range – in fact it 
is approaching unity (at 1). As the 
graph below shows, this has not often 
been the case. In fact, the overall low 
correlation between commodities and 
equities has been touted as one of 
the three main benefits of commodity 
investing (the other two being equity-
like returns and a positive correlation 
with inflation).  Since 1975, the stock-
commodity correlation has been 
close to zero, on average. 

However, these point estimates 
conceal wide degrees of variation. 

For instance, the historical spread of 
the annual correlation between stocks 
and commodities has ranged from 
-0.92 to 0.98 (see graph on this page). 
The current 1-yr rolling correlation 
between the two is at 0.94, close to 
the high of the range, and should not 
long after, revert to zero, or even make 
another trip to the area of -0.92. 

A fall in correlation could be 
accomplished in two ways: 

(1) commodities could rally while 
equities decline (or vice-versa); and 
(2) commodities and equities fall 
together but equities decline at a 
faster and larger degree relative 
to commodities (or vice-versa). If a 
divergence occurs soon, we believe 
that the more likely case will be (1), 
where commodities continue to rally, 
and shares will pullback lower. 
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24 / After 10 Months Of Outperformance, Will Commodities Keep 
On Outperforming Equities ?

For whatever, it is worth, about 
60 percent of money managers 

surveyed by Bank of America Merrill 
Lynch believe 2018 could be the peak 
year for equities. A recent J.P. Morgan 
survey found that three-quarters 
of ultra-high net worth individuals 
forecast a U.S. recession within the 
next two years. However, that does 
not mean that in the near-term these 
two asset classes will not perform 
satisfactorily. 

It should be noted that despite the 
historic low correlation between 

these two asset classes, commodity 
price increases often come on the back 
of buoyant demand due to booming 
economic activity, which corresponds 
to optimal conditions for stock bull 
markets. Therefore, the sign of the 
correlation converges to 1 (unity) as 
both equity and commodity prices 
could increase on positive global 
macroeconomic outlook. That is what 
is happening now. 

The current convergence towards 
+1 looks set to play out for a 

few months more, which should 
correspond to a period of optimal 

conditions for both commodities 
and equities. After a few months, 
we anticipate a situation when 
commodities would remain steady 
while equities embark on a corrective 
course. At that time, the correlation 
should fall back to zero or even go 
back to negative. 

When that happens, the 
commodity-equity relationship 

has substantial room in favour of 
commodities, as commodities revert 
to the mean in the relationship, 
similar to the one seen in the early 
2000s. Today, the relationship is at 
the lowest point in recent history, and 
had some analysts talking about the 
ratio’s reversion to the mean, which 
is at 4.1 (it is currently at 1.04) taking 
into stock the somewhat spotty prices 
available during the late 1960s (see 1st 
graph on next page). Some analysts (us 
included) reason that the divergence 
in the commodity-equity relationship 
is so extreme, therefore a snap back 
into more reasonable levels looks 
inevitable.
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This theme was also brought 
forth by Mr. Jefrrey Gundlach, 

CEO of DoubleLine Funds in a recent 
presentation to clients. Mr. Gundlach 
forecasted that commodities will 
outperform in 2018. As reasons, 
Mr. Gundlach cited possible higher 
inflation and the current extreme 
weakness of commodities relative to 
stocks, which is historically low. He 
also cited that we could be late in the 
economic cycle, and it during the run-
up to a recession when commodities 
have historically rallied. 

He said commodities are about 
two standard deviations cheap 

relative to equities (see both graphs 
on this page). Mr. Gundlach pointed 
out that going into each of the last 
five recessions, commodities have 
rallied extremely strongly, sometimes 
by as much as four-times, reckoned 
from previous cycle lows. “. . . buy 
commodities in a broadly diversified 
basket,” he advised.

Analysts at Goldman Sachs have 
also turned enthusiastic about 

commodities. The wrote in a recent 
note that “the strategic case for 
owning commodities has rarely been 
stronger.” The bank recommends an 
overweight position, estimating that 
commodities will yield at least 10 
percent over the next 12 months, with 
most of the gains being made by crude 
oil and aluminium.

As we first reported during the 
July 2017 edition of the Capital 

Observer, at no other time in the 
history of commodities has the asset 
class been as weak against equities, 
as it is today. Over the past 50 
years, commodities have never been 
cheaper relative to equities than they 
are at present. The divergence has 
reached historic levels in the back of 
a 246%-plus move on the S&P Index 
(SPX) since the trough of the Great 
Financial Crisis in Q1 2009, compared 
with a 31.2% decline for the Goldman 
Sachs Commodity Total Return Index 
over the same period.

We earlier pointed out that 
the correlation between 

commodities and equites is highly 
cyclical -- the history of US stock 
and commodity prices has been 
characterized by recurring super cycles 
that last several decades. Similar 
extremes were seen in the early 1970s, 
in 1986 and in 1998, leading up to the 
dot-com equity bubble. In all of those 
cases, of course, stocks eventually 
crumbled, which led to commodities 
outperformance – a situation that 
could repeat later in the year, possibly 
after Q3. That should mark the trough 
of the commodities against equities, 
during this cycle. 

In depth analysis shows that the 
commodity-equity ratio has 

been driven less by the relative 
strength of commodities, but mostly 
by a variable that impacts both 
commodities and equity markets 
– the US Dollar Trade Weighted 
Index. As the chart below illustrates, 
commodity underperformance vs 
equities have always happened 
during episodes of USD strength 
(see chart on next page). This makes 
complete sense as commodities are 
the antithesis of the US currency. The 
reality is that commodities simply 
cannot prosper during periods of US 
Dollar strength. We therefore used 
this other relationship to project the 
likely trajectory of the ratio between 
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commodities and equities. The result: 
commodity outperformance should 
carry well into late 2020s (see graph to 
the right).

This is literally a once-in-a-
generation opportunity that 

investors with a long-term view should 
seriously consider. For perspective, had 
you invested in a fund tracking the S&P 
GSCI or an equivalent commodities 
index in 2000, you would have seen a 
compound annual growth rate (CAGR) 
of around 10 percent for the next 10 
years.
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As the Equity Bull market is showing signs of exhaustion, some Commodities 
may continue to outperform
Since early this year, equities have started to struggle. The 9 years Equity Bull markets seems to be reaching exhaustion, while the 
cross asset context is typical of late cycle developments: commodities and inflation expectation are rising, long term yields are 
moving higher and the FED is tightening at a sustained pace. These dynamics are usually not sustainable over the long run, and its 
probably only a matter of months before economic prospects start to falter and Equity markets enter a correction. During the initial 
stages of such a downturn, inflation will usually overshoot, and commodities will outperform. Below, we will consider the long term 
absolute and relative trends of Equities and Commodities. We will also try to differentiate between the performance profile of the 
different Commodity segments.

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

We have reached the very mature 
stages of the 9 years Equity Bull 

market. On our long term oscillators 
(lower rectangle), the S&P500 has fol-
lowed our full uptrend sequence up and 
has now entered a “High Risk” position 
(implying 1 to 2 years of correction to 
the downside), while on a medium os-
cillator (upper rectangle), one last se-
quence up may lead us into the Sum-
mer, before the S&P500 starts to correct 
down into early 2019 at least. On the  
price target front (right-hand scale), our I 
Impulsive targets to the upside have been 
achieved, the move to the upside is hence 
pretty much exhausted, while our C Cor-
rective targets to the downside would 
suggest risk towards the 2’240 – 1’870 

range over the next 1 to 2 years. Hence, we expect equities to top out soon and enter a Bear market which could last well into 2019 and 
initially correct between 20 and 30%.

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

Our Weekly graph of the S&P500 
has also reached its I Impulsive tar-

gets up (right-hand scale), the move is 
hence also well exhausted and any at-
tempt to retest to the upside over the 
next couple of months will probably 
be met with strong resistance. When 
considering both our oscillator series, 
the medium term one (upper rectangle) 
probably finished an uptrend sequence 
in Q1 2018, while on our long term oscil-
lators (lower rectangle) we may be able 
to justify/project, one last upside attempt 
towards mid-year. Again, it may, but will 
not necessarily make marginal new highs. 
Following that, from the Summer, we 
expect the S&P500 to start reversing 
down, first into its C Corrective targets 
to the downside back into the 2’560 - 

2’390 range (right-hand scale). Below that, the I Impulsive targets to the downside we can calculate using our historical volatility 
measure “Delta” (here at 560 points; middle rectangle, right-hand side)  are between circa 2’100 and 1’900 (1.3 to 1.7 times “delta” 
subtracted from the 2’839 highs) . This is in line with the C Corrective targets down in the Bi-Monthly graph above and corroborates our 
negative scenario on Equities into 2019, especially if the 2’390 levels were to break sometimes later this year.
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S&P500 
Daily graph or the perspective over the next 2 to 3 months

Following the 2 legged sell-
off from late January, the 

S&P500 may be attempting to 
build a base following its April 
bounce. While our long term 
oscillators (lower rectangle) 
may justify that an uptrend 
sequence is still underway, 
possibly until late June, 
perhaps July, our medium term 
oscillators (upper rectangle) 
may have started a new short 
term uptrend, which we 
expect to develop until mid-
year. Considering both, we are 
hence still constructive on the 
S&P500 and would expect it to 
attempt to retest its January 

highs between now and early Summer. On the target front (right-hand scale), both in early February and late March, the 
S&P500 tested below our C Corrective targets to the downside. This theoretically opened the door to much lower targets 
in the 2'500 - 2'400 range. That said both these attempts lower have been rejected around the 2’550 mark. We will hence 
use this 2’550 level as our ultimate support point in the last uptrend we expect on the S&P500 until early Summer. 

XLP - Consumer Staples Select Sector SPDR Fund / SPY - SPDR S&P 500
Bi-monthly graph or the perspective over the next 2 to 4 quarters

Looking to confirm our ne-
gative long term views 

on Equities, we look at the 
bi-monthly graph of the ratio 
of the US Staples sector (a 
very defensive sector) vs the 
S&P500 Index. Indeed, you 
can notice on the graph the 
strong moves up in the ratio in 
previous economic downturns. 
On both oscillator series (lower 
and upper rectangles), the ra-
tio is approaching an impor-
tant low, probably towards 
this Summer. It should then 
see a rebound which could 
last between 3 and 6 quarters, 
possibly into late 2019.  On 

the targets front, the upper end of our I Impulsive targets to the downside has been reached (right-end scale), yet the move 
may still extent another 10 to 15% lower over the next few months (the lower end of the range).  Hence, more patience 
seems to be required to enter such defensive equities vs the market, yet once it materializes, the bounce we expect from 
the Summer is of significant scope. It will probably continue well into into 2019 confirming our negative bias on equities 
over the next 12 to 18 months.
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Reuters CRB Future Price Index
Bi-monthly graph or the perspective over the next 1 to 2 years

We now switch to Com-
modities and specifi-

cally to the the Reuters Com-
modity Futures Price Index. 
The index is quite representa-
tive of the broader Commodity 
space as it contains less Oil/
Energy in its composition than 
other Commodity Index (circa 
40% , vs rather 70% for most 
other indexes). Since the re-
flation trade bottomed in early 
2016, this index has reboun-
ded by about 20% to 25%. Mo-
ving forward, as with equities, 
it may also be reaching an im-
portant top this Summer, yet 
for now it is still unclear how 

strong the correction down from there may be, i.e. either a sell-off to new lows on our long term oscillators (lower rec-
tangle), or a temporary consolidation into early 2019 as shown on our medium term oscillators (upper rectangle).

Reuters CRB Future Price Index / MSCI WORLD INDEX
Bi-monthly graph or the perspective over the next 1 to 2 years

More interestingly in our 
view, we now consi-

der the relative graph of the 
Reuters Commodity Futures 
Price Index vs the MSCI World 
Equity Index. Following years 
of underperformance, the 
ratio now looks Oversold on 
both our oscillator series (lower 
and upper rectangles). Indeed, 
both sequences have recently 
reached “Low Risk” situations, 
and could be starting to reverse 
up into a new secular uptrend. 
On the targets front, our I Im-
pulsive targets to the downside 
have been achieved (right-hand 
scale). This usually signals trend 

exhaustion in terms of price downside potential. Looking to the upside, over the next 2 to 3 years, our C Corrective targets 
(right-hand scale) would imply that Commodities may continue to outperform Equities, possibly by as much as 70 to 
100%.
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Goldman Sachs Energy Index / MSCI WORLD INDEX
Weekly graph or the perspective over the next 2 to 4 quarters

That said, not all Commo-
dities are made the same, 

especially when it comes to 
their timing during the late 
stages of the business cycle. 
We first focus on Energy, which 
already started to outperform 
Equities with the beginning of 
the “reflation trade” in early 
2016. On our long term oscilla-
tors (lower rectangle), the ratio 
of Energy vs MSCI World Index 
may have reached an interme-
diate top earlier this year. The 
sequence should now conso-
lidate until early next year. On 
our medium term oscillators 
however (upper rectangle), En-

ergy seems to be extending up. The sequence may last until this Summer, before it also starts to consolidate until next year. 
Combining both, we would expect Energy, and Oil, to continue higher and outperform Equities possibly until this Sum-
mer, before they both correct down during H2 2018. 

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

Industrial Metals also started 
to reverse up vs Equities with 

the beginning of the reflation 
trade (even slightly earlier, in 
late 2015). The sequence we 
show on our medium term os-
cillators (upper rectangle) may 
suggest that an important top 
was made late last year. That 
said, on our longer term oscilla-
tors (lower rectangle), another 
uptrend sequence still seems 
underway. It should allow In-
dustrial Metals to continue to 
outperform Equities, possibly 
until late Summer. Following 
that, Industrial Commodities 
should correct down vs Equi-

ties until Spring next year. 
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Goldman Sachs Agriculture Index. / MSCI WORLD INDEX
Weekly graph or the perspective over the next 2 to 4 quarters

Agriculture Commodities 
are less pro-cyclical than 

for example Oil or Industrial 
Metals. We would hence ty-
pically see them as late cycle 
performers. As it happens, 
they may have just bottomed 
vs Equities. Indeed, our long 
term oscillators (lower rec-
tangle) are suggesting that a 
“Low Risk” situation was made 
earlier this year, while our I Im-
pulsive targets to the downside 
had been reached (right-hand 
scale). On our medium term 
oscillators (upper rectangle), 
we are starting to project an 
uptrend sequence. Initially it 

should lead us upinto early next year and could generate up to 10% of outperformance vs Equities (C Corrective targets 
to the upside, right-hand scale).  

Goldman Sachs Precious Metal Index / MSCI WORLD INDEX
Weekly graph or the perspective over the next 2 to 4 quarters

Over the last 2 years, the 
reflationary environment 

has taken its toll on Precious 
Metals vs Equities. Indeed, 
although their performance 
has been decent on a abso-
lute basis (Gold especially), 
their defensive profile has led 
them to underperform other 
risk assets quite substantial-
ly. We believe this situation 
should soon reverse, as the 
reflation trades gradually dies 
out during the Summer, and 
Precious Metals regain their 
defensive purpose.  That said, 
both oscillators series (lower 
and upper rectangle) are still 

down-trending for now, possibly until early, perhaps even late Summer. Considering the downside risk, which for now is 
still compelling (I Impulsive targets down; right-hand scale), we would probably wait until late Summer before we would 
consider entering the Precious Metals space.
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Copper Spot (London Metal Exch.) / Gold Spot (USD/Oz)
Weekly graph or the perspective over the next 2 to 4 quarters

As an additional insight, we 
hereby benchmark Copper vs 

Gold. The ratio is often used by 
Jeffrey Gundlach, the famous bond 
manager to justify why the refla-
tion trade is still underway.  On 
both our oscillator series (lower 
and upper rectangle), this is in-
deed still the case, possibly until 
late Summer, perhaps even early 
Fall. That said, the ratio doesn’t ne-
cessarily imply that Copper conti-
nues to rise until then, just that Gold 
underperforms it. This may well be 
the case if the current US Dollar rally 
extends and continues to accelerate 
during the Summer.

32

Agricultural Commodities / Brent Oil
Bi-Monthly graph or the perspective over the next 1 to 2 years

Finally, we compare Agricultural 
Commodities to Oil on a longer 

term basis. This graph is the Com-
modity equivalent of the Staples vs 
the Equity Markets’ graph shown 
on page 28. The charts, which are 
very similar are great indicators to 
highlight long term risk-on and risk-
off phases. Following almost 2.5 
years of reflation trade, Agricultural 
Commodities may now be approa-
ching an important low vs Oil on a 
relative basis. On both oscillator se-
ries (lower and upper rectangle), we 
expect it to materialize during the 
Summer. The bounce that should 
follow could last between 3 to 6 
quarters. This is indeed identical to 

the conclusions we make from the Staples vs the S&P500 graph a few pages above. It is also quite worrying for risk assets 
in general beyond Q3 2018.

Concluding remarks:

The long term uptrend on Equities since 2009 seems to be approaching its exhaustion. We expect it to top out sometime 
this Summer, and enter a period of correction to the downside, which could last between 12 and 18 months. Similar-

ly, some of the more pro-cyclical commodities such as Oil or Industrial Metals could also be topping out during Q3. They 
should follow equities lower, possibly until early 2019, at least.  Concomitantly, in both the Equities and Commodities asset 
classes, we are expecting important long term lows on Defensive segments. We expect Staples to bottom vs the Market 
during the Summer. At the same time, Agricultural Commodities should bottom vs Oil.  These defensive trades could move 
up between 3 to 6 quarters. These Defensive uptrends will then imply that a broad and important risk assets correction is 
underway. In this context, as the situation gradually deteriorates during late Summer and the Fall, we would expect Gold to 
shrug off any remaining USD strength. It should then start to accelerate up, probably from Q4 into late next year.
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We have been suggesting for 
some time, in previous editions 

of Capital Observer, that Core CPI will 
become an issue going into Q3 2018. 
So, we are not surprised that suddenly, 
Core Inflation is back in the limelight. 
Sharp gains over the past several months 
refocused market's attention to this very 
lagged variable which, if you properly 
think about it, does not deserve the 
attention of the market, much less the 
Federal Reserve. Why? Because Core CPI 
(or Core PCE, for that matter) is nothing 
but a "residue" of GDP growth, in the 
same way that the exhaust smoke of a car 
is a residue of the internal combustion 
that is powering the car. To extend the 
analogy further, the greater the output 
generated by the combustion engine, 
the greater the exhaust smoke at the 
end -- there is a distinct proportionality 
in the relationship of the output and 
the residue. That holds true for GDP 
growth and Core CPI (even Core PCE) -- 
the higher the GDP growth, the higher 
the resultant core inflation. Simply put, 
inflation is a function of GDP growth. 
(see 1st graph on this page)

It is therefore a mystery to us why 
the Fed chose to couch its monetary 

policy in terms of controlling inflation. 
We don’t think core inflation has 
any real significance to the Fed (or 
more properly, there should not be). 
The variable lags so far behind GDP 
growth (which is the prime generator of 
inflation) that core inflation is virtually 
worthless as a macro data (except as 
input in bond valuations). If the Fed is 
not aware of this, then it's a pretty dumb 
Fed. But they are not dumb -- they just 
have other agenda -- they know what 
they are doing. Let's explore that at a 
later part of this article. 

Some background info on inflation

There is a unique link between the 
change rate of core inflation and 

GDP change rate in the US, as can be 
obtained since 1950 (the earliest data 
available to me, see 2nd graph on this 33

33 / What's Up With Core Inflation? Core CPI Will Rise Over The 
Next 5 To 6 Quarters YoY

page). Properly defined, core inflation 
is a linear and lagged function of GDP 
growth change rate -- therefore GDP 
growth rate is a valid predictor of core 
inflation. As we are interested in using 
GDP growth as a predictor of inflation, 
we use GDP growth rates (both year-
on-year, and quarter-on-quarter) in 
order to match the dimensions of core 
inflation (also, y-o-y and q-o-q). There 
are certain issues which we will ignore 
in this study; for instance, both variables 
are non-stationary, so the validity 
of regression results could be under 
doubt. But as we are merely illustrating 
the relationships between growth, core 
inflation and corresponding Federal 
Reserve monetary policy, we dispense 

with statistical proofs. Consequently, in 
the studies which we have undertaken 
for this article, we treated the links 
between GDP and core inflation as 
"mechanical," so that any change in 
the defining parameters of GDP is 
always fully transmitted into a strictly 
proportional change in core inflation. 

There is a distinct cadence in the 
relationship between GDP growth, 

core inflation and the subsequent, and 
corresponding, reaction function of the 
Federal Reserve.  This is the timeline: 
GDP change rates lead changes in Core 
Inflation by 5 to 6 quarters. Core CPI, 
in turn, leads changes in the Fed Funds 
Rate (proxy of Fed policy changes) by 
2 quarters.

Fed policies, GDP growth and Core Inflation rate in the past 50 years
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Read that again and refer to the 2nd 
graph on the previous page.

The very lagged response of core 
inflation to growth is what gives 

rise to one of the least understood 
economic phenomenon -- stagflations. 
This economic equivalent of a lose-
lose situation happens because the 
lagged response of core inflation does 
not correspond to the general business 
cycle  (see 1st graph on this page). That 
is exacerbated further by the very 
late reaction function of the Federal 
Reserve to the changes in growth 
and changes in core inflation. The 
relationships are circular but not non-
linear. 

How stagflations occur, and why?

Stagflations arise when GDP growth 
starts falling, but the lagged 

response of core inflation from the 
previous up cycle is still rising. An 
example of a period when stagflation is 
rampant is shown in the graph shown 
above. Stagflations are not a creation 
of economic policies, per se -- these 
periods are the delayed manifestation 
of the "residue" of the economic 
combustion engine, as it travels to the 
back of the car.  These periods are 
baked in the GDP cake as well, and 
anyone with an understanding of the 
sequence and timeline of growth, core 
inflation, and Fed policy changes will 
be able to predict those periods at ease 
well ahead of time -- as long as 5 to 6 
quarters before (see 2nd graph to the 
right).  

Not to be left unsaid, knowledge of 
those dynamics enables anyone to 

predict the path (and to some degree, 
the extent) of core inflation changes 5 
to 6 quarters ahead  (see 2nd graph to 
the right).

What the 2nd graph to the right 
suggests is that the year-on-

year Core CPI will be rising well into 
September this year. The quarterly Core 
CPI however will tend to decline over the 
next two or three months. 

The 2nd graph on this page above 
also suggests that if GDP growth 

peaks in Q3 or Q4 2018, as we expect 
and discussed elsewhere, then we 
will see stagflation from Q1 to Q3 
2019. We will see falling growth and 
rising core inflation -- interesting 

dynamics for the bond market and 
for commodities, which are linked to 
inflation. 

Commodities should perform 
particularly well during stagflation 

periods due to the coupling of this asset 
class to inflation. Commodities are 
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generally linked to GDP, but the changes 
in this asset class lag behind changes 
in growth by 4 to 5 quarters. Hence it 
shares the same periodic signature with 
inflation but Commodities lead Core 
CPI slightly (by 1 to 2 quarters). We are 
convinced that Commodities provide 
the transmission mechanism of the 
causality which begins with GDP growth 
and ends up in Core CPI approximately 
one-a-half years later. 

And as we said before, it does not 
need extraordinary obtuseness 

in monetary and fiscal policy to make 
this happen – it just happens due to 
the dynamics of the vectors in the mix. 
The variances in the lagged response 
of inflation to changes in GDP growth, 
and the lagged monetary response to 
those developments make stagflations 
inevitable, even if known beforehand 
(see last graph on previous page).
 
The Fed's focus on inflation is a sham

Inflation is a natural offshoot of GDP 
growth, and as we said, "baked in 

the cake." Therefore, it's really no big 
deal, whether or not the Fed allows 
core inflation to stay or rise beyond 
their 2% "line in the sand". Inflation will 
inevitably decline at some point in time 
after GDP growth has already fallen 
(due to tighter monetary policy), and 
after the FFR has already started easing 
off (due to the Fed's easing response 
to falling GDP). The graph below shows 
how that dynamic works (see 1st graph  
on this page):

Simply put -- all the Fed's focus on 
core inflation is a sham and masks 

the fact that what the Fed is actually 
regulating is GDP growth. Think about 
it -- how can you ameliorate (with policy 
rates) the effect (core inflation)? You 
try to regulate the cause (growth). But 
they could NOT say so in those terms 
-- they will be flayed alive if they say 
they are raising rates because they fear 
higher GDP growth rates. They have to 
use inflation as the bogeyman.

The Fed has not been very concerned 
about Main Street which will lose 

jobs if they engineer a recession by 

over-tightening -- which they have 
consistently done so in the past, and 
they will continue doing so in the future. 
There is that Fed academic arrogance 
which revels in the fact that they have 
the wherewithal to make the claim that 
they have "mastered" inflation (after 
inflation came down). Hence, they will 
try to "control" inflation at any cost 
(inevitably, via a recession). And of 
course, showing that they are doing 
"something" perpetuates the need for 
the Fed as "regulator" of the economy 
-- and of the commercial banks.

Some questions remain: if 
"controlling" inflation is a major 

remit of the Fed (the one that is most 
relevant to their policy making), how 

hard can that be to regulate something 
that tends to be "baked in the cake"?  
Making core inflation come down is 
an easy thing to do. Anyone can do 
it. Just engineer a recession by raising 
rates hard, and core inflation will 
come crashing down 5 to 6 quarters 
after GDP has collapsed.

Actionable ideas:

Understanding that Core CPI lags 
behind GDP growth, we know 

that inflation will be rising over 
the course of summer -- knowing 
that provides solid cues into some 
investment ideas. For instance, rising 
Core CPI into August - September 
provides support for our thesis that 
commodities will be ascendant into 



Q3 2018. For that matter, the long 
lead of GDP growth also implies that 
commodities will be performing well 
into Q3 2019. This supports our other 
thesis that commodities will continue 
outperforming equities (+20% since 
mid last year). (See last graph on 
previous page)

There are other ideas in the shorter-
term. The CPI report was published 

this week on May 10. Based on our 
work, we expect Core CPI year-on-year 
to keep rising, but Core CPI quarter-to-
quarter to start falling. This behaviour, 
if it happens, is consistent with our 
outlook that the year-on-year Core 
will keep rising and the quarter-on-
quarter Core should have peaked last 
month (see graph on this page) and 
will continue to fall over the next 5 to 
6 months.
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The current inflation acceleration is very much late cycle. This is not good 
news for risk-assets
The Reflation trade has come, and may soon be gone. Since early 2016, market dynamics have all been about a return to 
normal levels of growth and inflation. Thanks to global liquidity injections, the mission has been accomplished (Europe and 
Japan are growing again, the US is accelerating, Growth in China has stabilized).  Yet, early cycle reflation is very different from 
late cycle inflation. Rapidly rising yields, extended equity market and rising commodities are signaling that we are now well 
past the recovery stage. In a normal business cycle, deceleration will ultimately follow, and this not good news for risk assets. 

TIP - iShares TIPS Bond ETF / IEF - iShares 7-10 Year Treasury Bond ETF
Weekly graph or the perspective over the next 2 to 4 quarters

The ratio of TIPS vs Treasuries is 
a good indicator of inflation ex-

pectations as it measures the pro-
pensity of investors to seek inflation 
protection. When investors believe 
that not enough inflation is priced 
into Treasuries, they will increase 
their proportional holdings of TIPs, 
and the ratio will rise (and vise-versa). 
Since mid 2017, the ratio has been ri-
sing rapidly again. Both our oscillator 
series are suggesting that this move 
is not finished. Our medium term 
oscillators (upper rectangle) are ex-
pecting it to top-out towards mid/late 
Summer. On our long term oscillators 
(lower rectangles), the current acce-
leration may extend into year-end. 

Our I impulsive targets to the upside (right-hand scale) show that there is still some room for the ratio to rise in terms of price 
targets.

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

Since mid 2016, long term 
yields have been following 

short term yields up. Indeed, 
rate hikes  have shifted the 
whole curve upwards. Inflation 
expectations have helped long 
term yields keep up. In the ear-
ly stages of reflation, long term 
yields did overshoot (H2 2016 
steepening), yet this exagge-
ration was retraced during H1 
2017, and since last September 
the yield curve has been stuck 
in a tight range (long term yields 
are keeping up with short term 
hikes).  On both our oscillator 
series (lower and upper rec-
tangles), we expect long term 
yields (US10Y) to top out towar-

ds early Q3, somewhere in the 3.1 – 3.6% range. Following that we expect them to retrace back down into 2019. Our estimate 
based on our historical volatility measure “Delta” (here at 1.308 %; middle rectangle right-hand side) is that the US 10Y Yield could 
retrace between 70 and 100 bps into early next year (0.5 to 0.8 times “Delta”). 37
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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

A few graphs above, we brie-
fly mentioned the strong 

steepening in the yield curve 
in H2 2016, its retracement 
in H1 2017 and the range-
bound price action since then. 
On both our oscillator series 
(lower and upper rectangle), 
we would expect the 10Y - 3M 
yield curve spread to break 
lower, possibly from this Sum-
mer, and into year-end. Our I 
Impulsive targets to the down-
side (right-hand scale) would 
suggest that the curve could 
flatten down towards the 0.8 – 
0.3% range or possibly 80 basis 
points lower than today. Add a 

potential acceleration in historical volatility (our “Delta” measure; middle rectangle; right-hand side, currently at 1.208%) 
and the curve could even invert by late 2018, early 2019. If we are correct in forecasting this move, other yield curve 
spreads such as the 30Y – 5Y or the 10Y – 3Y, will probably all be in the red. Such flattening would certainly signal a 
noteworthy deceleration in the economy.  

TIP - iShares TIPS Bond ETF 
Weekly graph or the perspective over the next 2 to 4 quarters

In the first graph of this 
article, we expect inflation 

expectations to continue 
upwards towards late Summer, 
perhaps even year-end. In 
the second graph, we expect 
long term US10Y yields to 
top out earlier, towards early 
Summer. If these projections 
are correct, perceived real 
yields (nominal yields minus 
inflation expectations)  could 
start reversing down from this 
Summer. TIPs should capture 
this move as they are inversely 
correlated to them. On both 
our oscillator series (lower and 
upper rectangles), we would 

expect TIPs to start reversing up from early Summer together with Treasuries.  The fact that the TIP/IEF ratio may 
continue to rise, implies that TIPs may start to rebound faster than Treasuries. Real yields could be falling quite rapidly, 
quicker than nominal yields, which is not a good omen for the economy.
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Gold in Euro/oz
Weekly graph or the perspective over the next 2 to 4 quarters

We cannot talk about in-
flation, deceleration 

and potentially dis-inflation 
without talking about Gold. 
Indeed, Gold protects against 
inflation (the loss of value of 
Fiat currencies), yet it is also 
the ultimate Flight to Safety 
asset in case of political risk, 
or financial turmoil.  Given 
the weakness of the US Dollar 
since late 2016, it is interesting 
to strip out the currency effect 
and first focus on Gold in Eu-
ros. It has done nothing over 
the last 3 quarters. Previously, 
it had moved up on the 2016 
market sell-off, and then in the 

run-up towards the Brexit vote. In early 2017, it moved up on fears about the French election. Both our oscillator series are 
now bottoming out though. On our medium term oscillators (upper rectangle) a low may have just been made (Middle East 
turmoil ?). Our long term oscillators (lower rectangle) would suggest another support point around mid Summer, perhaps 
as it becomes apparent that the economy is on the verge of decelerating. Interestingly, over the last 2 years, Gold in Euros 
has held above the support of its C Corrective targets down (right-hand scale). This highlights the strength of the build-up 
towards the next move up.

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

For Gold in US Dollar terms, 
we believe more patience 

is required. As we describe 
below, our view is that US 
Dollar has probably turned up 
for this cycle, and that initial-
ly it should rise towards late 
Summer. Gold should suffer 
in this first US Dollar rally as 
economic conditions remains 
relatively benign. And indeed, 
our medium term oscillators 
(upper rectangle) would sug-
gest a slight bounce between 
now and mid-year and then a 
new period of weakness until 
end Q3. On our long term os-
cillators (lower rectangle), we 

would expect more consolidation work, probably also towards late Q3, when Gold in USD could start accelerating up again. 
Until then, the downside risk could be as high as 140 USD (or 0.5 times or historical volatility measure “Delta”; middle rec-
tangle, right-hand side). Following that, from late Q3 and into 2019, Gold could re-accelerate up towards our I Impulsive 
targets to the upside towards the 1’420 – 1’540 range (right-hand scale). 
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EUR/USD
Weekly graph or the perspective over the next 2 to 4 quarters

Our negative projection 
on Gold above is very 

much linked to the rebound 
we expect on the US Dollar. 
Indeed, following 14 months of 
uptrend since December 2016, 
the EUR/USD seems to have 
topped out in February this 
year. Both our oscillators series 
(lower and upper rectangles) 
would now suggest that EUR/
USD could see a first move 
down, probably towards mid/
late Summer. Our price targets 
are still heading up for now 
(right-hand scale), yet if we 
calculate our Corrective targets 
to the downside using our 

historical measure of volatility “Delta” (here at 20.8 figures; middle rectangle; right-hand side), these would imply that EUR/
USD could move back down in the 1.15 – 1.09 range (or 0.5 to 0.8 times “Delta” subtracted from the recent 1.252 weekly 
top).

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

The latest US Dollar bounce 
was probably overdue. 

Better late than never though, 
given the surging interest 
differential between the US 
and the EuroZone. On both 
our oscillators series (lower 
and upper rectangle), we 
believe that the spread could 
continue to rise possibly until 
late Summer, perhaps even 
year-end. I Impulsive targets 
(right-hand scale) are pretty 
much fulfilled, although these 
could still justify circa 30 bps 
of widening of the spread over 
the next quarter or so.
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Bund Future (Jun)
Bi-monthly graph or the perspective over the next 1 to 2 years

Our projection in the pre-
vious graph is that the US 

to EuroZone Treasury spread 
will continue to rise towards 
late Summer, perhaps even 
year-end, while on the first 
page of this article, we ex-
pect US yields to top out ear-
lier towards early Summer. If 
both projections are correct, 
something must give in, and 
we believe it is probably long 
term yields in the EuroZone. 
Indeed, over the next 3 mon-
ths, we expect the Bund Fu-
ture to reverse and start mo-
ving up again quite rapidly. 
This is not a mere correction 

in our view, but rather a further extension of its secular Bull market. This is shown on this bi-monthly graph where both 
oscillator series (lower and upper rectangles) would suggest further rises of the Bund into year-end and beyond. The recent 
plunge in the European economic surprise index would comfort this view.

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

The Dollar may also be anti-
cipating this rapid deterio-

ration in the Europe. On this 
bi-monthly graph, the Dollar 
correction down since late 
2016 seems to have found 
support. It has held above 
our C Corrective targets to the 
downside, above 86 (right-hand 
scale). On both our oscillator 
series (lower and upper rec-
tangles), it may now be getting 
ready to resume its uptrend 
towards early next year, and 
possibly beyond.



IWM - iShares Russell 2000 ETF / SPY - SPDR S&P 500
Weekly graph or the perspective over the next 2 to 4 quarters

The recent outperformance 
of Small Caps is also inte-

resting and is probably directly 
linked to the current US Dollar 
rebound. Indeed, Small Caps 
are more domestic in terms of 
their revenue base that Large 
Caps. They are hence less im-
pacted by revenue translation 
risks when the US Dollar rises. 
The causality is quite strong and 
hence US Small Caps tends to 
outperform Large Caps when 
the US Dollar rises. According 
to both our oscillators series 
(lower and upper rectangles), 
this outperformance is set to 
continue, probably until late 

Summer, and possibly towards year-end. Our I Impulsive targets to the upside (right-hand scale) would suggest circa 10% 
of outperformance potential.

EEM - iShares MSCI Emerging Index Fund / SPY - SPDR S&P 500
Weekly graph or the perspective over the next 2 to 4 quarters

Another cross-market ra-
tio which is often linked 

to the US Dollar, is the one 
of Emerging markets vs the 
S&P500. Indeed, when the 
USD rises, Emerging markets 
usually underperform quite 
substantially. On our long term 
oscillators (lower rectangle), 
the uptrend since 2016 seems 
to have been completed and 
could now enter a correction 
phase lower, possibly until 
year-end at least. On our me-
dium term oscillators (upper 
rectangle), we are already pro-
jecting a downtrend: it may see 
a last attempt to the upside 

over the next month or so, and should then start falling more rapidly during Q3. 
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QQQ - PowerShares QQQ Trust / IWM - iShares Russell 2000 ETF  
Bi-monthly graph or the perspective over the next 1 to 2 years

Switching to the long view again, we 
look at the ratio of the Nasdaq 100 

(Big Growth) vs the Russel 2000 Small 
Cap Index. The uptrend in this ratio has 
been quite linear over the last 10 years. 
Yet, on both our oscillators series (lower 
and upper rectangles), we believe it may 
be approaching an important top and 
could be getting ready for a strong cor-
rection, possibly from the Summer into 
next year. This negative projection recalls 
what happened in both previous down-
turns (2000, 2008), as Growth themes got 
very extended and then corrected more 
than the rest of the market. We believe 
that it could happen again (think about 
the FANGS), according to this graph at 
least.

Gold Spot (USD/Oz) / MSCI Emerging Markets
Bi-monthly graph or the perspective over the next 1 to 2 years

Finally, we compare two assets, which 
are both usually negatively corre-

lated to the US Dollar. Yet, one is rather 
pro-cyclical, while the other is clearly de-
fensive: Emerging Markets vs Gold. On 
this long term bi-monthly graph, the 
cyclicality is very clear with substan-
tial Gold rallies vs Emerging markets 
in all previous recessions/slowdowns 
(2008, the 2011 Euro Crisis, and the 
2014/2015 growth recession). On both 
our oscillator series (lower and upper 
rectangles), we would expect the ratio 
to bottom out again soon, probably 
during the Summer and start moving 
up again towards 2019.

Concluding remarks

We believe that the current business cycle is well past the recovery stage. While the current progression in long term yields may 
come to a halt over the next few months (somewhere in the 3.1% - 3.6% range on the US10Y), inflation expectations may conti-
nue to rise for another 2, perhaps 3 quarters. This is typical of late cycle dynamics and implies than real rates may start to fall 
again. At the same time, the FED policy will probably remain quite hawkish. It will trigger renewed flattening of the yield curve 
which may even approach inversion towards year-end or during H1 2019. These are negative developments for the economy and 
point to a deceleration of growth over the next few quarters, and possibly towards a recession over the next couple of years. 
Gradually, Flight to quality type of assets should start to regain strength, we believe that the US Dollar is first in line, along with 
Gold denominated in Euros. Gold in US Dollar will probably follow later in the year as it becomes apparent that the situation is 
worsening.  Gold could then start to rise against all currencies and most assets. On the other hand, Emerging markets may be 
one of the first asset classes to get hit. Then, as the risk asset correction spreads, even emblematic assets such as “Big Growth” 
could experience a return to the mean. Indeed, their long term uptrends vs other assets are extended, and their valuations are 
stretched. All these projections are quite aggressive and set a tight schedule for the deterioration of financial conditions. The 
reversal could be more gradual, yet we believe the framework we set out above is certainly an important one to monitor as the 
year progresses.  



It’s all over the financial pages of the 
business media.  Business and popular 

media claim that as part of the trade 
wars, China may have the ultimate 
weapon at hand, i.e., inject further 
liquidity and devalue the Yuan (CNY). 
The media claims that this squeezes 
the US Dollar strongly higher, thereby 
worsening the US competitive situation. 
On the other hand, it allows China to 
come through relatively unscathed 
through the upcoming economic crisis 
by having a competitive currency. 
Thereby it can continue to export its 
products even in the event of a US 
economic crisis (and subsequently, a 
global crisis).

The media believes, and marshals 
the argument, that the recent cut 

in PBoC bank reserve ratio is revealing 
of this strategy. Our opinion: yes, it 
does, but the thrust of that policy 
action is directed elsewhere. In fact, it 
confirms our observation about a likely 
slowdown in Chinese activity. Chinese 
governments have previously used 
this tool as another defensive action 
in forestalling growth declines. We 
elaborate further in the article. 

For us, we conclude that devaluing 
the CNY is not a secret weapon in 

the "trade wars" -- China has to do it 
to kickstart a flagging economy. It is 
also an opportunity that is too juicy to 
ignore or waste. 

We illustrate and help explain the 
logic of these conclusions with 

the sequence of graphs presented here 
after: 

In the 1st graph on this page, we see 
that China's External Trade Balance 

(Trade Surplus, in this case) is inversely 
correlated with the domestic currency 
(CNY). In fact, the trade surplus is 
a function of the level of the CNY 
-- weaker CNY begets a bigger trade 
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surplus, as China's exporters become 
more competitive.

Likewise, China's Foreign Direct 
Investments (FDI, Capital Actually 

Used) has an inverse correlation with 
CNY.  A weakening currency tends to 
attract FDIs, in China's case. 

It is the same graph as the one before 
(see 2nd graph above), but this time 

we converted the data into their year-
on-year changes (to make comparisons 

possible). We also added a year-on-year 
change of China's GDP (current prices, 
not seasonally adjusted) to get a sense 
of how the growth outlook may be 
influencing the Chinese's viewpoint on 
these factors.

We find that growth has been 
declining for the past four 

quarters, although the fall has not yet 
reached critical dimensions, based on 
current prices. However, based on 
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official, seasonally adjusted data, the 
GDP medium term outlook remains 
dismal (see 1st graph on the right).

It’s is not hard to fathom why. 
Government expenditures in 

China have virtually collapsed since 
January 2016. And like everywhere 
else, if the government does not 
spend, economic activity slows down 
in proportionate degree. And the 
government tightening in China had 
been severe. The heady rise of the 
central government expenditures from 
January 2015 to January 2016 has been 
essentially erased over the past two 
years (see 2nd graph on the right).

These have been the consequence 
of such a slowdown: (1) Total 

Social Financing is now collapsing. As 
a consequence, (2) China's Leading 
Economic Indicator (LEI) will also 
decline soon, as soon as the next few 
months. (3) The fall in M1 Money 
Supply dropped precipitously from 
January, this year, and no bottom 
in sight, so far (see 2nd graph on the 
right).

As for the cut in the banks' Reserve 
Requirement Ratios (RRR), it 

is nothing more than a realization 
that domestic growth prospects 
have deteriorated (see graph on 
next page). Since the government of 
President Xi Jinping seems unwilling 
(it's inconceivable that they are unable) 
to loosen the government purse strings, 
every little will help. The Chinese banks 
will now have more leeway to lend, 
but that would add further to the debt 
burden of domestic corporations that 
are already heavily indebted. 

The cut in domestic banks' Required 
Reserve Ratio (RRR) merely 

confirmed our observation about a 
likely slowdown in Chinese activity. 
Chinese governments have previously 
used this tool as another defensive 
action in forestalling growth declines. 

Note that historically, five quarters 
after a change in growth outlook, 

the RRR is altered to help direct 

the economy towards the desired 
direction. That increased lending is 
again a favoured option of President 
Xi’s government in kickstarting growth 
shows that China is dipping deep into 
its policy toolbox, in lieu of fiscal action. 

However, the point is, if the 
government does not deploy 

fiscal policy to forestall a slowdown, 
Chinese growth and activity will 
decline further.



Conclusion:

A CNY devaluation, if it happens, 
will be a decision taken with not 

the looming "trade war" between 
China and the US as prime mover. 
China has to devalue the CNY at some 
point. The reference to the trade war 
is just piggy-backing on something that 
they really have to do anyway -- either 
slowly, or in one fell swoop. If they opt 
for quick devaluation, they can blame 
the US for pushing them towards that 
the countermove. In that aspect, the 
Chinese are probably hoping The 
Donald provides them the ammunition 
for a quick devaluation, and not get 
blamed. That is an opportunity for a 
counterpoint that is too juicy to ignore 
or waste. China might just do it. 
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A rising Dollar should strengthen the Trade Weighted Yuan. In the past, China 
has devalued to counter this effect.

The People’s Bank of China recently lowered the reserve-requirement ratio on commercial lenders. The move should unleash 
a strong inflow of onshore liquidity and boost lending to small and medium sized companies. It is seen as a clever move as 

it is very targeted on easing funding conditions for lenders allowing them to lend more to dynamic companies, without being 
assimilated to full blown easing, which would be contrary to China’s current push to curb financial leverage. That said, it may be 
revealing of a growth situation that is currently deteriorating amid the strong contraction in on-shore liquidity over the last few 
quarters, and the looming risk of a trade war with the US. Rather counter-intuitively, if the recent Dollar bounce does continue to 
gather momentum, it will probably add additional pressure for further easing. We attempt to show why below.

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

The Yuan has strengthened substantial-
ly vs the US Dollar in 2017. This was 

the resultant of a weak Dollar across the 
board, but also of a significant tightening 
in China’s onshore liquidity in order to 
curb financial leverage. With the recent 
Dollar bounce, both our oscillator se-
ries (lower and upper rectangles) have 
made an important low, and could now 
continue to rebound towards the Sum-
mer.  We wonder about the scope and 
length of this potential move up in USD/
CNY, especially if economic conditions 
in China are slowing down. Will the 
People’s Bank of China stick with its cur-
rent financial and monetary discipline, 
or could it reverse course and consider 
more widespread easing initiatives, pe-

rhaps even a Yuan devaluation. This is a question we cannot answer today, yet over the next few pages, we will try to highlight the 
underlying trends that we can currently read from the markets. 

Traded Weighted Yuan top 9 positions (i.e. ex USD)
Weekly graph or the perspective over the next 2 to 4 quarters

Our first observation is that, the re-
cent tightening of onshore liqui-

dity in China has led to a stronger Yuan 
across the board since Q3 2017. In this 
graph we have excluded the Dollar from 
the equation and have concentrated on 
the Yuan weighted against the curren-
cies of its other 9 top trading partners 
(e.g. circa 21% EUR,  14% JPY, 14% KRW, 
25% USD – which we have excluded 
from the basket). That said, and rather 
counter-intuitively, the move seems 
to be accelerating with the recent US 
Dollar bounce. On both our oscillator 
series we expect it to continue higher 
at least until the Summer and then, 
following some consolidation towards 

year-end, potentially into 2019. Our point is that the Yuan is less volatile than other currencies against the Dollar and that as the Dol-
lar strengthens, the Yuan also strengthens vs the currencies of its other trading partners. This may add additional pressure on China’s 
export industry, on top of the looming trade war with the US. 
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Traded Weighted Yuan top 10 positions (including the USD)
Bi-Monthly graph or the perspective over the next 1 to 2 years

The observation in the 
graph above wouldn’t be 

too worrying if there wasn’t a 
precedent. Indeed, during the 
2011 – 2015 period that’s exac-
tly what happen. Considering 
this graph (where we’ve added 
the USD 25% weighting back 
into the basket) and the one 
below of the USD Index, we 
can notice that as the US Dollar 
started to rise mildly between 
2011 and late 2013. The reac-
tion up of the Yuan vs the cur-
rencies of its Top 10 trading 
partners was more than pro-
portionate during that period, 

leading to a deterioration of China’s competitive situation. From 2014 however, the proportionality reversed and the 
Yuan started to strengthen at a slower pace that the Dollar Index. This reversal corresponded to the effect of the Yuan 
devaluation (see first graph on the next page). Hence, when the US Dollar strengthens, the Yuan strengthens across the 
board vs the currencies of its trading partners (i.e. strength in USD/CNY is usually more than compensated by the weakness 
of other currencies vs CNY and the USD, unless China decides to devalue). 

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

We now look at our cur-
rent projections for 

both graphs on this page. 
Both the US Dollar Index and 
our CNY Trade Weighted bas-
ket above, may have finished 
their recent corrections to 
the downside on all oscillator 
series (upper and lower rec-
tangles on both graphs). Both 
Indexes could now be getting 
ready to resume up towards 
late 2018 and potentially even 
towards late 2019/2020. If 
history is any guide, the Yuan 
trade weighted basket should 
strengthen even more than 
the Dollar Index, unless China 
decides to devalue once more.
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MSCI China
Weekly graph or the perspective over the next 2 to 4 quarters

We now switch to the 
Chinese equity markets 

to examine if they are due for 
a strong correction (or not) 
thereby signaling potential 
trouble for the Chinese eco-
nomy.  The MSCI China Index 
is mostly composed of Chinese 
large cap shares which are in-
vestable off-shore. The 3 lar-
gest technological stocks on 
their own, Tecent, Alibaba 
and Baidu represent 35% of 
the index. These are called the 
BATs and are equivalent to the 
US FANGs. The index is hence 
very much skewed towards 
“Big Growth”. No wonder it 

was one of the best performing indexes in the world last year. As with other large equity markets, we expect the MSCI 
China index to top out at some point between now and the Summer. The sequence up since early 2016 on our medium 
oscillators (upper rectangle) has already been completed, while on our long term oscillators (lower rectangle), we may ex-
pect once last push up, probably towards midyear.
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Yuan Renmimbi per USD
Bi-monthly graph or the perspective over the next 1 to 2 years

This graph of USD/CNY 
is especially telling as it 

shows the scope and speed 
of the strong CNY devaluation 
between 2014 and late 2016. 
Since late 2016, this move has 
pretty much been retraced, yet 
on both our oscillator series 
(lower and upper rectangles) 
it may be getting ready to re-
sume up probably into late 
2018 and possibly even into 
late 2019 on our long term os-
cillators (lower rectangle). As 
precise as it may be (or not) 
to monitor Chinese monetary 
policy, a strong weakening of 
USD/CNY is what the graph is 

currently forecasting over the next 3 ti 6 quarters.



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

The picture for stocks listed on the 
domestic Chinese market is howe-

ver much weaker. Indeed, the Shanghai 
Composite Index, which is featured here, 
already seems to be weakening. Com-
panies in the index on average generate 
80% of their revenue domestically, and 
the tightening of on-shore liquidity condi-
tions over the last few quarters is pro-
bably starting to bite. On our long term 
oscillator series (lower rectangle), the in-
dex could be rolling over, and from mid-
year may start to accelerate down, pro-
bably towards year-end. On our medium 
term oscillators (upper rectangle), the se-
quence we show is already in a downtrend. 
It may bounce slightly between now and 
early Summer, but thereafter also conti-

nues lower towards year-end. The picture seems to signal some kind of deceleration in the Chinese onshore economy.
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Shanghai Composite Index/MSCI Emerging Markets Asia (currency hedged)
Bi-Monthly graph or the perspective over the next 1 to 2 years

Chinese A shares will soon be included 
in the MSCI World index (gradually in 

June and September this year). From what 
we can see from this graph, over the last 
2 years they have massively underperfor-
med other Asian Emerging markets equi-
ties (main index weightings ex China are in 
South Korea, Taiwan and India). Yet, both 
our oscillators series (lower and upper 
rectangles) are signaling an important re-
versal, and we expect the Shanghai Com-
posite to bounce probably from midyear 
towards year-end, and perhaps well into 
2019. What will be the trigger for this 
move is difficult to anticipate. It may be 
that China today is more defensive than 
other Emerging Asian markets, and that 
if we are headed for a global risk asset 

correction it may resist better than other Emerging markets in the region. It may also be that China eventually devalues as it did in 
2014/2015. It might also be a bit of both, as China attempts to mitigate the  market downturn that may lie ahead.

Concluding remarks
If we are correct in projecting that the US Dollar could strengthen into the Fall, and then perhaps again into late 2019, the Chinese 
Yuan will probably feel some upside pressure. Indeed, historically the currencies of its main trading partners on average tend to 
weaken more than the Yuan when the Dollar is strong. Such Yuan revaluation would create additional pressure on an economy 
which is already showing signs of deceleration. That said, the People’s Bank of China is currently set on financial discipline, and 
over the last few quarters it has considerably tightened onshore financial conditions to curb financial leverage. Any widespread ea-
sing, for example to weaken the currency, would be considered a complete reversal of its current policy. That said, an aggravation 
of the trade war with the US, may at some point, provide an excellent excuse to justify such a change of course.
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51 / Splicing the markets – A EUR/USD rebound would also offer one 
last chance to exit Gold
Late April, EUR/USD broke below its recent range, probably confirming that the tops than were made in February will not be re-
tested, and that a more important correction to the downside may be under way. This month we will use the opportunity of this 
“Splicing the markets” section to review the short term prospects for EUR/USD, USD/JPY and Gold in order to analyse if a coun-
ter-trend reaction is now possible, and if so, how far it may travel.   

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

EUR/USD seems to have broken down 
from the distribution zone it traded in 

from early February to mid April. On both 
our oscillators series, we are now projec-
ting downtrend models lower. One from 
the early February top on our medium 
term oscillators (upper rectangle), the 
other from the mid February retest on our 
long term oscillators (lower rectangle). 
Both would suggest that a support point 
should be found between now and mid 
May (next week), and that EUR/USD 
may then start to rebound, possibly un-
til early June. We will view this move as 
counter-tend, and will probably expect it 
to move back up within the lower end 
of the previous range (towards 1.22), be-

fore it reverses down again in June. For now, to the downside, our C Corrective targets down (right-hand scale) have been reached, 
and their lower end (around 1.18) should provide strong support confirming the possibly of a rebound. If these were to break (now or 
some point towards late Q2), the next level of targets to the downside we can calculate using our historical volatility measure “Delta” 
(here at 8.99 figures; middle rectangle, right-hand side) is between 1.14 and 1.10 (or 1.3 to 1.7 times ”Delta” subtracted from the 
1.251, top of the graph). 

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

USD/JPY has also rebounded strongly 
over the last 6 weeks, that said it 

may also consolidate a bit until early June. 
This is what we show on both our oscil-
lator series. On our long term oscillators 
(lower rectangle), we may still see a new 
leg down towards mid June. That said, the 
sequence we show on our medium term 
oscillators is now uptrending. USD/JPY 
may push slightly higher over the next 
few days and then should retrace down 
towards early June (perhaps a couple of 
figures). We prefer this second scenario as 
the environment we expect om risk assets 
more generally is still quite positive over 
the next 4 to 6 weeks. Hence, any retra-
cement down in USD/JPY will probably 
be limited. Looking upwards and beyond 

this retracement, we expect USD/JPY to break above its C Corrective targets to the upside (above 111; right hand scale). The next 
level of targets we can already calculate using our historical volatility measure “Delta” (here at 8.098 figures; middle rectangle, right-
hand side) is between 115 and 118 (or 1.3 to 1.7 times “Delta” added to the 104.7 graph low).
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Gold in Euros (EUR/oz)
Daily graph or the perspective over the 2 to 3 months

Before looking at Gold in US 
Dollars, it is interesting to 

analyse Gold in Euros. It strips 
out the USD denomination ef-
fect, yet highlights Gold’s pro-
file in terms of Flight to Safety 
(against political risk and finan-
cial turmoil). Indeed, over the 
last few weeks, Gold in Euros 
has reacted strongly to the pos-
sibility of an escalation of the 
Syrian conflict. Both our oscil-
lators series (upper and lower 
rectangles) would suggest that 
Gold in Euros may progress up 
a while longer, possibly until 
late May, early June. Our C 

Corrective targets up (right-hand scale) are signaling some resistance though at current levels. Any move higher from here 
may hence kick-start a new acceleration to the upside above this resistance. 

Gold Spot (USD/oz)
Daily graph or the perspective over the next 2 to 3 months

Our analysis of the graphs 
above would suggest than 

the US Dollar may retrace some 
of its recent gains over the next 
few weeks. Concomitantly, we 
also expect Gold in Euro to re-
main bid for now, possibly into 
late May, early June in first ins-
tance. For Gold in USD, these 
positive effects should cumu-
late and we would probably 
expect a new rally into early, 
perhaps even late June. The 
sequences we show on both 
oscillators series (lower and 
upper rectangles) confirm this 
view. Our medium term oscil-

lators (upper rectangle) which are already in a downtrend, would suggest a weaker retest to the upside, while our longer 
term oscillators (lower rectangle) are more positive with Gold potentially reaching new highs during June. Both howe-
ver, seem positive for Gold in USD from mid May to early June.

Concluding remarks

The Dollar rebound has accelerated over the last few weeks. Yet, it is now approaching important levels of resistance 
(1.18 support on EUR/USD, 111 resistance on USD/JPY), and could retrace a few figures from now until early June 

(before it reverses back up and eventually breaks to the upside towards late Q2). Gold on the other hand seems to be 
climbing in Euro terms on political risk and could continue to do so over the next few weeks. Hence, both projections 
should be quite positive for Gold in US Dollars, and we would expect it to attempt a retest of its highs probably between 
now and early/mid June. Following that, it should move lower until late Q3 2018 on renewed US Dollar Strength.
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MJT’s proprietary methodology uses Timing Oscillators to help investors position themselves either in an uptrend 
or downtrend. It will hence allow them to anticipate and project the future sequence of events. Coverage extends 
over 5’000 instruments, long term to intraday, across all asset classes. Relative charts, Opportunity filters, Multi 
charts monitoring screens and a Portfolio Simulation tool complete the functionality set. See below a description 
of What’s on the Chart, a Methodological brief and an outline of the ideal Uptrend/Downtrend Models (read more 
on www.mjtsa.com)

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

Trend direction: the direction of FinGraphs’ large envelope will 
help you decide either to apply an uptrend or a downtrend model. 
Contacts between the wider  and thinner envelopes will help you 
anticipate and confirm market turning points ( e.g. S&P500 bi-
monthly, extracts from the 2005-2011 period).

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

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

Ideal Downtrend Model 

(left to right) from an oscillator black top (usually a High Risk or a Case 1) the oscillators and prices will start moving down. A downtrend 
is confirmed once a red bottom can be made below a blue one. The correction up that follows delivers a selling opportunity (“Resume 
Downtrend”) followed by an intermediate bottom (Case 4). A new period of consolidation up or sideways  then starts, ending with 
a Case 6 acceleration down towards an important bottom (usually a Low Risk or a Case 2).  For each time frame, a fixed time unit 
separates each timing incidence, so that the distance between a blue and red bottom is usually X, the distance from the red to the black 
bottom is then 2X and the distance between the first and second black bottom is 3 to 4X.
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General Disclosure
 
This document or the information contained in does not constitute, an offer, or a solicitation, or a recommendation to purchase or 
sell any investment instruments, to effect any transactions, or to conclude any legal act of any kind whatsoever. The information 
contained in this document is issued for information only. An offer can be made only by the approved offering documentation, 
especially the prospectus of the Fund mentioned herein. The prospectus may only be distributed in accordance with the laws 
and regulations of each appropriate jurisdiction in which any potential investor resides. The investments described herein are not 
publicly distributed.
 
This document is confidential and submitted to selected recipients only. It may not be reproduced or passed to non-qualifying 
persons or to a non professional audience.
 
 
This document is only made available to professional clients and eligible counterparties as defined by the Financial Conduct 
Authority. The services of Diapason may be restricted in some jurisdictions to persons who are professional clients and institutional 
investors. In such case, they are not available to retail clients and are not subject to the same protections afforded to retail clients. 
To the extent that this message concerns such products and services, then this message is communicated only to and/or directed 
only at professional clients and institutional investors and the information in this message about such services should not be relied 
on by any other person. For distribution purposes in the USA, this document is only intended for persons who can be defined as 
“Major Institutional Investors” under U.S. regulations. Any U.S. person receiving this report and wishing to effect a transaction 
in any security discussed herein, must do so through a U.S. registered broker dealer. The investment described herein carries 
substantial risks and potential investors should have the requisite knowledge and experience to assess the characteristics and 
risks associated therewith. Accordingly, they are deemed to understand and accept the terms, conditions and risks associated 
therewith and are deemed to act for their own account, to have made their own independent decision and to declare that such 
transaction is appropriate or proper for them, based upon their own judgment and upon advice from such advisers as they have 
deemed necessary and which they are urged to consult. Diapason disclaims all liability to any party for all expenses, lost profits 
or indirect, punitive, special or consequential damages or losses, which may be incurred as a result of the information being 
inaccurate or incomplete in any way, and for any reason. Diapason, its directors, officers and employees may have or have had 
interests or long or short positions in financial products discussed herein, and may at any time make purchases and/or sales as 
principal or agent. Certain statements in this presentation constitute “forward-looking statements”. These statements contain the 
words “anticipate”, “believe”, “intend”, “estimate”, “expect” and words of similar meaning. Such forward-looking statements are 
subject to known and unknown risks, uncertainties and assumptions that may cause actual results to differ materially from the 
ones expressed or implied by such forward-looking statements. These risks, uncertainties and assumptions include, among other 
factors, changing business or other market conditions and the prospects for growth. These and other factors could adversely 
affect the outcome and financial effects of the plans and events described herein. Consequently, any prediction of gains is to 
be considered with an equally prominent risk of loss. Moreover, past performance is not a guide to future performance and 
investment may result in loss of capital. As a result, you are cautioned not to place undue reliance on such forward-looking 
statements. These forward-looking statements speak only as at the date of this presentation. Diapason expressly disclaims any 
obligation or undertaking to disseminate any updates or revisions to any forward-looking statements contained herein to reflect 
any change in Diapason’s expectations with regard thereto or any change in events, conditions or circumstances on which any 
such statement is based. The information and opinions contained in this document are provided as at the date of the presentation 
and are subject to change without notice.
 
 
Electronic Communication (E-mail)
In the case that this document is sent by E-mail, the E-mail is considered as being confidential and may also be legally privileged. 
If you are not the addressee you may not copy, forward, disclose or use any part of it. If you have received this message in error, 
please delete it and all copies from your system and notify the sender immediately by return E-mail. The sender does not accept 
liability for any errors, omissions, delays in receipt, damage to your system, viruses, interruptions or interferences.
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Copyright 
© Diapason Commodities and Currencies (DC&C) / Diapason Commodities Management UK LLP (“Diapason UK”)
Any disclosure, copy, reproduction by any means, distribution or other action in reliance on the contents of this document without 
the prior written consent of Diapason is strictly prohibited and could lead to legal action.

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