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

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

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

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

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

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

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

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

41 / Splicing the markets – Gold: the “canary in the gold mine” for reflation trades –  Reflation trades have retraced since 
the Spring, yet have started to rebound since June. This rebound is lead by China and the Commodity space, while inte-
rest rates still seem to lag. Gold is the « canary in the Gold mine ».  Gold has just broke above 1’300 USD/oz, a resistance 
it had tested several times over the last few months. We don’t believe it will go much higher over the next few days and 
that it will probably correct to the downside into mid September. Following that, it could re-accelerate up again to make 
a final top for the year in the high 1’300s during October.  Gold strength’s into October is telling us that reflation trades 
may see further re-tests to the downside, before they finally accelerate up again, sometime from late October / early 
November towards year-end. 
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