
The US Dollar is torn between residual late cycle inflation pressures in the US and 
an early deceleration tail-wind from Europe
Memories of the recent December / January inflation scare on the US Dollar are still vivid, yet gradually fading. Indeed, since mid Q1, 
the European Surprise Index has gone from bad to worse culminating with the climax of the recent Italian political crisis. For the rest 
of the year, we expect late cycle inflationary pressures on the US (Dollar negative) to continue a while longer, while the deceleration in 
Europe's economic and financial conditions may gradually gain momentum (Dollar positive). Both factors of influence may take turns 
at being the strongest. In this article, we will try to assess the timing of their relative influence on the US Dollar.

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

Inflationary pressures against the Dollar 
culminated between last December and 

January as interrogations over the change 
of leadership at the FED met rising infla-
tion expectations. This quote from late Ja-
nuary summarizes the dynamics: "Late-cycle 
inflation does little for the Dollar since it’s 
priced in most of the Federal Reserve cycle 
… Meanwhile, the Euro recoupling with in-
flation expectations is a sign that market is 
responding to eventual policy normaliza-
tion." (Toronto-Dominion Bank). According 
to both our oscillators series (lower and up-
per rectangles), inflation expectations (TIP/
IEF: or the propensity for investors to switch 
from Treasuries into inflation protected ins-
truments) should continue higher until mid 
Summer on our medium term oscillators (up-

per rectangle), and potentially until year-end on our long term oscillators (lower rectangle). That said, since mid Q1, the second element of 
the equation, the “EuroZone” recoupling story, has taken a hit (deterioration in the EuroZone economic surprise Index / the recent Italian 
political crisis). This second theme has dominated the EUR/USD sentiment lately. 

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

Except for the slight pause it saw in late 
2017 / early 2018 (which was conco-

mitant with the January USD sell-off and 
the strong acceleration up in US inflation 
expectations), the interest differential of 
the US vs the EuroZone has been rising 
again since the Summer of 2017. Its in-
fluence on the US Dollar has probably 
been positive since then (although weak 
at the beginning). We expect this trend 
to continue over the coming quarters. 
Indeed, while our medium term oscil-
lators (upper rectangle) are suggesting 
that the differential could top towards 
late Summer, our long term oscillators 
(lower rectangle) extend up towards 
year-end. These projections are very si-
milar to the ones on the TIP/IEF  graph 

above, which highlights the fact that their contradictory influences on the USD will be won at the margin, i.e. residual inflationary 
pressures in the US vs the deceleration of economic perspectives in the EuroZone. 28
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TIP - iShares TIPS Bond ETF / iShares Germany REXX Gov. Bond Index 5.5-
10.5yr ETF (currency hedged ratio)
Daily graph or the perspective over the next 2 to 3 months

Scoping down to the Daily 
graph, we can notice the 

negative dynamics in this ratio 
since the EUR/USD topped out 
late January / early February. 
While our long term oscillators 
(lower rectangle) were very 
much Oversold late May (“Low 
Risk” message), the sequences 
we show on both oscillators 
series (lower and upper rec-
tangles) would suggest that the 
current bounce may last until 
late June / early July, before  
the ratio resumes lower into 
mid/late August. This forecast 
may give us a hint as to what to 
expect on EUR/USD. It is also 

very similar to the one featuring the European Banking sector on page 45 of this document.

TIP - iShares TIPS Bond ETF / iShares Germany REXX Gov. Bond Index 5.5-
10.5yr ETF (currency hedged ratio)
Weekly graph or the perspective over the next 2 to 4 quarters

In order to understand the 
relative strength of these two 

influence factors (rising US 
Inflation expectations vs the 
deceleration in the EuroZone 
re-coupling theme), we’ve 
compared both extremes 
in the ratios above, i.e.  US 
Tips vs German Government 
Bonds, and hedged the 
resulting ratio for currency 
movements. The parallels 
between this ratio and 
periods of EUR/USD strength 
since early 2016 are clear to 
see. On our long term oscillator 
series, the ratio completed its 
uptrend sequence started early 

2016 in Q1 2018 (lower rectangle). On our medium term oscillators (upper rectangle), we project the possible path ahead 
considering that the ratio may have started a new downtrend sequence. In first instance, this analysis would imply, that 
the EUR/USD continues lower into mid Summer, before it bounces into the Fall.
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Italy 10 years - Germany 10 years Benchmark Yields
Weekly graph or the perspective over the next 2 to 4 quarters

We now focus on recent 
events. Indeed, while 

the European Surprise Index 
has been deteriorating since 
mid Q1, the real negative ca-
talyst on the EuroZone is the 
Italian Political crisis. As we 
can see on this Weekly graph 
of the spread between Italian 
and German 10 years Govern-
ment Bond Yields, the impact 
has been substantial. Although 
such violent moves are difficult 
to analyze graphically, our me-
dium term oscillators (upper 
rectangle) would suggest that 
the current rebound may last 
into early/mid Summer (Au-

gust?) in first instance. On our long term oscillators (lower rectangle), we have positioned the sequence in a resume uptrend 
situation. Indeed, following the recent spike, this Sovereign spread is now back to levels not seen since 2013, probably 
signalling a reversal of the trend to the upside. According to these projections the spread could now continue higher, at 
least into late 2018 / early 2019.  

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

Not wanting to focus solely 
on Italy, we are also 

considering the graph of the 
Sovereign spread of France 
vs Germany. We believe it 
delivers a more general/ta-
med picture of the Sovereign 
spread situation in Europe. 
We’ve reversed it for cosmetic 
reason (Germany – France) as 
we believe it shows the recent 
loss of momentum in the Eu-
roZone re-coupling theme. On 
both oscillators series (lower 
and upper rectangles), we 
would expect this spread to 
continue to widen (downtrend 
move on this graph) until mid/ 

late Summer. Thereafter, it could make a new attempt to contract (uptrend on this graph) towards year-end and early 
2019. The crucial question will be if this inverted spread can achieve higher highs towards year-end, or if the peak of the 
EuroZone re-coupling story is already behind us with the tops which were reached a couple of months ago (our preferred 
scenario at this stage).
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EUR/USD
Weekly graph or the perspective over the next 2 to 4 quarters

It may not come as much of 
a surprise that the Weekly 

Germany to France inverted 
Sovereign spread graph above 
is very similar in term of rhythm 
to EUR/USD. They basically 
proxy the same story, i.e. the 
EuroZone recoupling theme. 
This graph needs thorough 
analysis as its outcome is not 
clear cut yet. On our medium 
term oscillators (upper 
rectangle), we show a scenario, 
which is still positive for EUR/
USD until early next year. The 
pair entered a correction to the 
downside in February, recently 
found support, could bounce 

for few weeks, before it retests down into August without making new lows. EUR/USD then accelerates up towards year-end 
and possibly new highs. On our long term oscillators (lower rectangle), we show a more negative scenario for EUR/USD, 
which we believe is a better match for our more defensive cross assets views over the next few quarters. The sequence 
would imply that the current bounce is relatively short lived, and that EUR/USD resumes lower towards lower lows in 
the 1.14 - 1.08 range into mid/late Summer (C Corrective targets to the downside; right-hand scale). It then bounces 
into year-end without making new highs, before it resume much lower in 2019. For now this is out of consensus, yet 
our favored scenario.

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

Our more defensive view 
on EUR/USD going 

forward corroborates our 
long term positive bias on 
the Dollar. Over the last few 
quarters, we have been voicing 
our support for the Dollar 
advocating that the correction 
to the downside since late 
2016 was just a counter-trend, 
and that the Dollar would find 
support at some point in H1 
2018 above the lower end of 
its C Corrective targets to the 
downside (here at 86; right-
hand scale). We still believe 
this is correct and that the US 
Dollar is now in the process of 

resuming up towards 2019 on our medium term oscillators (upper rectangle), and even potentially towards late 2020/2021 
on our long term oscillators (lower rectangle).
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EUR/USD
Daily graph or the perspective over the next 2 to 3 months

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

consider the perspective over 
the next few months. The pic-
ture seems to indicate that the 
current downtrend is not over 
yet, and that it could make 
new lows in the 1.14 – 1.10 
range towards mid Summer (I 
Impulsive targets to the down-
side; right-hand scale). The se-
quence we show on our long 
term oscillators (lower rec-
tangle) starts with the highs in 
February and recently reached 
an intermediate low. The sell-
off into late May lasted a few 
days longer than we expected 

due to the Italian crisis, yet EUR/USD is now rebounding on a “Low Risk” situation. This rebound could last into early 
July and reach the 1.20 – 122 range (C Corrective targets to the upside; right-hand scale), before it resumes lower into 
mid/late August.  The sequence on our medium oscillators (upper rectangle) implies a short rebound towards late June 
and then new lows into mid July.  These negative dynamics, which would see a bounce into late June/early July, before 
a new sell-off towards mid July/August will remain valid as long a EUR/USD doesn’t break above its C Corrective targets 
to the upside (i.e. above 1.22).

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

Cable (GBP/USD) is also 
at important crossroads. 

Indeed, the sell-off since mid 
April has made it below the 
support of our C Corrective tar-
gets to the downside (below 
1.34; right-hand scale). This 
break-down theoretically opens 
the door to much lower levels, 
towards our I Impulsive targets 
to the downside in the 1.28 – 
1.23 range.  Cable may hence 
have started to turn down for 
this cycle. Indeed,  in order to 
maintain its long term upside 
momentum, Cable will now 
need to hold at current levels, 
probably  until mid/late July. It 

will then find support to move higher again into the Fall (the sequence on our long term oscillators; lower rectangle). Any 
negative divergence from this rather constructive scenario, will probably trigger a continuation of the initial downtrend 
started in April. This is the sequence we show on our medium term oscillators (upper rectangle): Cable bounces until late 
June, then resumes lower below 1.34 again towards mid July, and then following a bounce, lower again into late August/
September. The more time we spend below 1.34 over the next couple of months, the more likely this more negative 
scenario will become.



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

Following a promising first 
move up since late March, 

USD/JPY is trying to find new 
support to move higher into 
the Summer. On both oscillator 
series (lower and upper rec-
tangles), these support points 
should come between now 
and late June. Following that, 
we would expect USD/JPY to 
move up first into July, then 
towards August. In its recent 
upside attempt, USD/JPY did 
briefly move above our C Cor-
rective targets to the upside 
(right-hand scale). In order to 
confirm our positive scenario 
into the Summer, USD/JPY will 

need to break above these again, and start accelerating up, probably towards its Impulsive targets up, which we can cal-
culate in the 1.15 - 1.18 range, i.e. 1.3 to 1.7 times our historical volatility measure “Delta”, here at 8.066 (middle rectangle; 
right-hand side) added to the graph low at 104.7.

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

Vs Swiss Franc, the Dollar 
has seen one of its stron-

gest reactions since February. 
The pair reached an interme-
diate top early/mid May and 
according to both our oscil-
lator series (lower and upper 
rectangles) should start resu-
ming higher again between 
now and end June. We then 
expect it to move up above 
parity again (I Impulsive tar-
gets to the upside; right-hand 
scale) probably towards late 
July / early August. Alterna-
tively, a move back below 95 
would be very negative for the 
long term prospects on USD/

CHF (C Corrective targets to the downside; right-hand scale), yet for now this is not our preferred scenario.
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EUR/CHF
Daily graph or the perspectives over the next 2 to 3 months

The dynamics on EUR/CHF 
are similar to the ones 

on Cable (GBP/USD) analysed 
above. Both pairs had resisted 
quite well despite the increased 
volatility on equities since Fe-
bruary, and both made new 
highs in April. The Italian Politi-
cal crisis may have reversed this 
situation for both pairs. Indeed, 
Swiss Franc is usually risk-off vs 
the Euro, and over the last 18 
months, the European re-cou-
pling story has allowed EUR/
CHF to move up quite subs-
tantially (risk-on).  We wonder 
if this situation has now re-
versed. Indeed, our C Correc-

tive targets to the downside (right-hand scale) were recently taken out (break below 1.14), which opened the door to 
much lower levels towards our I impulsive targets to the downside in the 1.11 -1.08 range. On our medium term oscilla-
tors (upper rectangle), we picture this negative scenario, where following a bounce into end June, EUR/CHF resumes lower 
first into mid/end July, then into the Fall. To justify  the more positive scenario on our long term oscillators (lower rectangle), 
EUR/CHF will need to hold above 1.14 until mid/late July, before it finds new support to move up into the Fall. This positive 
scenario may be starting to look quite wishful.

FTSE MIB (Italy) / Dow Jones EuroStoxx 600
Daily graph or the perspective over the next 2 to 3 months

Indeed, to a certain extent, 
EUR/CHF represents risk-on/

risk-off dynamics in Europe, 
and the recent sell-off in Italy is 
starting to look rather serious. 
This graph compares the Ita-
lian Mib Index to the EuroS-
toxx 600. On both oscillator 
series (lower and upper rec-
tangles), the ratio has clearly 
reversed, and its downtrend 
seems set to continue into Au-
gust at least (following a slight 
bounce from mid June to early 
July). Our I impulsive targets to 
the downside (right-hand scale) 
calculate that Italy could under-
perform the EuroZone by a fur-
ther 5 to 6% by then. 



WIG Index (Poland) / Dow Jones Europe Stoxx 600 (currency hedged ratio)
Daily graph or the perspective over the next 2 to 3 months

Other parts of Europe are also suffe-
ring. Indeed, since September and 

especially since February, Poland has 
been underperforming the rest of Eu-
rope, possibly on the back a stronger Dol-
lar, but also due to new political tensions 
with Brussels. Poland is just another 
example of how various parts of Europe 
(the South, the East) are gradually des-
tabilizing the European re-coupling sto-
ry. On both our oscillator series (lower 
and upper rectangle), we would expect 
that from late June / early July, Poland 
resumes its underperformance vs Eu-
rope, probably into mid/late August. 
Our I impulsive targets to the downside 
(right-hands scale) would suggest up to  a 
further minus 10% of underperformance.

CAC40 Index
Daily graph or the perspective over the next 2 to 3 months

On the other side of the spectrum, 
the CAC40 has been one of the 

strong performers in the EuroZone. On 
an absolute basis, it made new highs 
for the year in May, and its retracement 
down since then has been relatively ta-
med. According to both our oscillators 
series (lower and upper rectangles), we 
would probably expect it to find support 
between now and late June, and then 
move up towards August and new highs 
in the 5’780 – 6’000 range (I Impulsive 
targets to the upside; right-hand scale).  
This is in sharp contrast with what we 
are expecting for Italy or Poland, and in 
our view, it highlights a certain flight/
concentration to the Core of the Eu-
roZone. Indeed, while problems on the " 

Fringe" may be destabilizing the Euro, the "Core" (e.g. Cac40) is profiting from its weakness. Such differentiation may not last for long. 
Either the  "Fringe" needs to stabilize soon, or the "Core" will suffer from contagion.

Concluding remarks

The US Dollar is balanced between two factors of influence. On the one hand, rising late cycle inflationary expectations in 
the US are putting pressure on the FED to continue hiking, which may in time flatten the yield curve and ultimately weaken 

the US Dollar as at some point the FED may need to signal a pause. On the other hand, the re-coupling theme in Europe has lost 
momentum, the Economic Surprise Index has turned down since mid Q1, and the Italian Political crisis further exacerbates this 
reversal. We believe that until mid Summer, the US should manage to hold up its positive momentum, while Europe continues to 
decelerate. This should be positive for the US Dollar until then. Coming this Fall, the US may start to face its own deceleration (ra-
pidly flattening yield curve), while the political situation in Europe may have stabilized somewhat. A rebound in EUR/USD is then 
possible towards year-end. Our view for 2019, is that the business cycle will have probably turned, that inflation expectations will 
have subsided, and that any further political/economic instability in Europe, or elsewhere, will be very positive for the US Dollar 
and other defensive currencies (JPY, CHF) on Flight to safety concerns. 3534


