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4/ Executive Summary

The Capital Observer editors team, London / Geneva, February 8th 2018
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12 /  Commodities’ Allure As Diversifier, Growth Participation Asset And Inflation Hedge Enhanced As The Fed Poises To 
Tightens Monetary Policy Even Further - An article about commodities today feels very compelling, particularly so, given 
that commodity indices reached their high about seven years ago. The years 2016 and 2017 did manage to advance again 
and we have recommended to come back in the sector from mid-last year. Today, commodities are underperforming equities 
by a proverbial mile . But the seven-year drought may be coming to an end, as the Federal Reserve is set to put in place an 
even tighter monetary policy as US growth and activity remain on the strong side.  The incipient backwardated structure in 
the commodities market, which started to appear during Q4 last year, will continue to contribute to a positive roll yield on 
commodity indices. The environment for commodities could not be better as it is the best since 2011 – we have a global eco-
nomic recovery, with a low level of commodity inventories and severe supply constraints. The  lack of production capacity, 
brought about by sharply diminished Capital Expenditures during the GFC period, should come around and help to push up 
commodity prices to incentivize new capacity to cope up with increased global demand. Consequently, after a short term 
healthy set back to digest recent gains, commodities could spike in the summer months.

18 / Timing and Tactical Insight - Commodities may consolidate towards late Q1, they should then re-accelerate up again 
towards late Q2 / midyear - Industrial commodities (oil, metals) have had a great run since mid last year, and more generally 
since early 2016. During these periods, they have fulfilled our targets, both in terms of price projections and timing, and Q1 
may now see them retrace some of their recent gains. That said, their uptrends, and the reflation trade to which they are 
related, still seems to show some strength towards late Q2 / mid year. We would hence expect  them to resume up one last 
time from late Q1 to late Q2. We cannot exclude that this further/last move up turns into a late cycle commodity blow-off.

24 / EM economies and assets are outperforming, but a US dollar resurgence later in the year may derail MSCI EM$ and 
EM currencies - Emerging markets have been star performers since early 2017. Over the past few quarters, the allure of EM 
markets has been their cheap valuations and potential for growth, amidst an environment of falling US Dollar, easy US and 
global financial conditions and low market volatility  – optimum circumstance for EM equities’ outperformance. For the first 
time in many cycles, all the BRIC countries (Brazil, Russia, India and China) are growing at the same time, along with the deve-
loped world. That has historically weakened the US dollar, a primary requisite for the performance of EM assets. In addition, 
even as EM growth returned, price pressures have mostly remained contained. High inflation has historically been the bane 
of EM economic policy makers, who had to make a choice between looser monetary policy and higher inflation. Will the 
outperformance of EM assets continue? Cheap EM valuations are disappearing and easy US and global financial conditions 
are being whittled away. EM equities now trade at 14.4 times estimated 2018 earnings (by some analysts) – up from 10 times 
in the early years of the decade – one side effect of money flowing back into EM funds. We believe EM risk assets will likely 
be in a more precarious situation later in the year. Global monetary policy changes are usually first reflected through the 
valuation of the US Dollar, so an EM watch is tantamount to a US dollar watch.  And as we saw in several financial cycles, the 
combination of rising global rates and stronger US Dollar had been toxic for EM currencies and equities.

26/ Timing and Tactical Insight - Emerging Markets still look strong towards late Q2, yet may underperform until March - 
Emerging markets have had a great run over the last few months, and recently during the sell-off they held up better than 
developed market. That said, we believe the tide is turning, at least momentarily. We expect them to correct down vs deve-
loped markets over the next 3 to 6 weeks, possibly underperforming between 3 and 5% during this period. Following that, 
from late Q1, Emerging Markets  should  accelerate up again and outperform developed markets probably until late Q2 / mid 
year. This is in line with our bullish projections on commodities for Q2. During this later period, China and Commodity related 
geographies should be the leaders in the Emerging markets space.   

32 / Inventories’ negative seasonality and outlook of large US oil output threaten a pullback in oil and E&P equity prices 
- The oil market has recently been bombarded with news about prospective large US crude oil output which is set to rise by 
1.8 million barrels per day from the nation’s largest shale producing areas over the next year, according to new forecasts by 
the US Energy Information Administration (EIA). The EIA’s survey showed that US production of crude oil in November 2017 
was 10.038 million barrels per day, matching the historical record achieved by the US in 1971. The milestone was reached 
significantly earlier than many observers had anticipated (us included). What the news often fails to emphasize is that the 
1.8 million-jump in US production equals the volume of production cuts agreed upon by the Organization of Petroleum Ex-
porting Countries (OPEC) and their allies (NOPEC) which include Russia. US oil inventories have been declining sharply since 
early 2017, after massive builds in 2015 and 2016, and that has been one of the primary drivers of the sharp rallies in crude 
oil prices over the past 7 months.  However, EIA reported a crude storage build of 6.776 million bbls last week – a level that 
was not expected by many in the oil market. The start of the seasonal build of oil inventories usually comes at the end of De-
cember and lasts until mid-to late April. A sustained decline in Refinery Oil Inputs should negatively impact the current bullish 
sentiment on gasoline and oil prices, as that removes one of the primary drivers of the current decline in US oil inventories. 
We believe that last week’s oil inventories build of 6.776 million bbls marks the start of a sequence of stockages which could 
extend into May. This may have significant impact on energy prices.
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35 / Timing and Tactical Insight -  The latest Sell-off is probably an initial warning of the end-game to unfold later this 
year - The recent sell-off in equities probably provides a wake up call for many complacent equity investors. Indeed, from a 
technical perspective, equity markets are certainly very extended, and the parabolic ascent over the last few months has left 
little indications as to where the support levels lie.  One may wonder how deep this correction could go, or if it may even be 
signaling the beginning of an outright Bear market. We believe not, at least not for now. Indeed, we expect the rise in infla-
tionary pressures and interest rates to moderate over the next few weeks. This in turn should help USD/JPY rebound, could 
create an worthwhile intermediate top on EUR/USD, push Gold retrace down, while putting a floor on equities. Provided 
most equity markets manage to hold above the support of their C Corrective targets down over the next few days, we would 
expect them to gradually stabilize during February, and even attempt a further move up towards March. If we are correct, 
these last few days would have provided a strong initial warning of what may potentially unfold, later in the year, with more 
magnitude.

41 / Eurozone will keep growth momentum going in 2018 on weaker EUR/USD, but political risks will become even more 
elevated -European economic growth accelerated after two years of steady but flat recovery, demonstrating once again the 
institutional resilience of the economic bloc. The outstanding performance was driven primarily by exports, despite a surging 
currency . For 2018, we expect the cyclical economic upswing to continue; however, this year, we expect political risk to re-
main high or more likely, even escalate. Germany is catching up with its neighbours, as recent elections across Europe show 
that electorates are increasingly favouring alternative or populist parties over mainstream parties and candidates. Expect 
more political fragmentation, and the emergence of unusual government coalitions and that will mean a more complicated 
policymaking outlook across the region in 2018 and beyond. However, the biggest potential political risk to the eurozone is 
the Italian election on the 4th of March 2018. This is the immediate political hurdle that the eurozone needs to clear. Matteo 
Renzi and his party (strong proponents of the EU), have collapsed in the polls, in part because of the fading popularity of 
the EU. All polls project a highly-fragmented parliament, and tough negotiations will be needed to form a new government, 
which will have to deal with an ailing financial system and relentless weak economic growth and elevated debt levels. The 
underlying economic strength of the bloc has so far, superseded concerns around the prospective change in monetary policy 
outlook and the recent gains in the euro. But how long will it last?

44 / Timing and Tactical Insight - Strong potential, yet will it be fulfilled? Financials still look strong at least - As we write, 
the current market sell-off could still be underway. That said, for now, European markets are holding onto the support of 
their August 2017 lows.  Below that , the downside risk is probably towards the support of the January 2017 intermediate 
highs, 3 to 6% lower. This is non negligible, but not compelling. On a relative basis, European markets vs World markets are  
Oversold. We expect them to bounce back and outperform over the next 3 to 6 weeks. If the US Dollar manages to hold onto 
its recent short term gains, this may happen as global equity markets rebound. On the sector front, Defensives still look weak 
until mid year. Energy, Basic Resources and Industrials could retrace some of their recent outperformance during Q1 and 
then re-accelerate up towards mid year. Financials still look strong.  Geographically, the DAX and the CAC could outperform 
over the next few weeks, as markets stabilize and the USD rebounds. Following that, our dynamic Europe portfolio (Italy, 
Greece, Portugal, Austria) should outperform again, probably towards mid year.

52 / Splicing the markets - Could H1 2018 see the return of the Yen carry trade ? - During the January  Dollar sell-off, the Yen 
was the only Major currency not to have made new highs vs the Dollar. Just recently, during the brisk Equity market sell-off 
we have seen (or may still be seeing), it has also held above support and previous lows. We take this as a sign of medium term 
weakness for the Yen, and indeed, when we compare most currencies vs the Yen, these look strong from mid/late Q1 into 
the Summer. These dynamics could fit quite well with our commodity acceleration scenario in Q2, as the Yen has traditionally 
been the main funding currency of such trends.
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In our last letter, we were expecting inflation expectations to rise followed by new highs for this cycle on benchmark bond 
yields (our projections were towards 2.8 % on the US 10Y by March). These dynamics in our view would temporarily steepen 
yield curves, increase the US to Europe interest rate differential, and start to bring some support for the Dollar to turn up.  
Yet, inflationary pressures had reached a crucial tipping point and the speed of the rise in long term interest rates started 
to accelerate, correlations went astray, and the Dollar got hammered while interest rates continued to rise. As this negative 
feed-back loop progressed and equity markets continued up into uncharted territory, fear finally took hold, volatility started 
to creep up, then early February finally exploded, taking its toll on Equity indices, which plunged almost 10 %  in 2 days. This 
inflation scare, the subsequent volatility spike and their dire consequences are now labeled Volmageddon.

As we write, Equity markets are still trying to stabilize. From an overnight low on the Futures on Monday morning, which 
was   12 %  below their late January highs, the S&P500 has bounced back, plus 5 % over the last 3 days. It is now pretty much 
flat for the year, trying to hold on to this rebound. Other equity markets are slowly getting there too. Looking at our Daily 
oscillators, an intermediate low is approaching. It may help put a floor on equity market and bring support to the rebound. 
Gold and Yen, traditionally two defensive assets, had resisted well during the panic, but failed to make new highs. They 
have now reversed their respective trends and started to move in the opposite direction, a trend, which according to our 
projections, could gain momentum over the next few weeks until early March.

Looking out to the next few weeks, we expect that short term inflationary pressures should consolidate. The negative feed-
back loop is probably pausing and indeed,  the Dollar has started to rebound against European and Commodity currencies. 
Our analysis suggests that this reversal may also be the trigger point for a more sustained consolidation on commodities, 
possibly until the end of Q1. This could create a more friendly environment for equities, in developed markets at least. On 
the other hand, Emerging markets could start to underperform.

If we are correct, by the end of Q1, developed markets will have potentially recuperated their recent losses, and Emerging 
markets and Commodities will probably be oversold, on a relative basis at least. Volmageddon may become a more distant 
memory. That said, we believe it is an essential warning! Indeed, our graphs are pointing to the possibility of a new commodity 
acceleration in Q2, i.e. a potential late cycle commodity blow-off, and we now all have some clues as to how it could end.
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Main 
Equities

US

S&P500

The S&P500 is trying to hold and consolidate 
its bounce. We expect it to succeed and re-
sume up towards recent highs. Yet, the out-
come is still quite uncertain for now.

The S&P500 should top out between late 
Q1 and late Q2. Above 2’900, the upside 
potential is exhausted on all frequencies

Europe
   
EuroStoxx50

If Europe can hold and bounce, and the US 
Dollar rebounds, Europe should outperform. 
Yet, the outcome is still quite uncertain for 
now.

During Q2, the EuroStoxx 50 may tag 
along other markets (the Dollar could re-
test down again) until it tops out towards 
mid year.

EMs

MSCIEM USD

Global Emerging Markets have probably 
topped out for Q1 and may correct down un-
til late February / March

Late Q1 and into Q2, Global Emerging 
markets could accelerate up one last 
time to circa 5% above recent highs

Treasuries US10Y

Bond prices

US Treasuries may bounce short term, yet 
the downtrend is still in place and US 10Y 
yields could reach 3% during Q1

US Treasuries bottom out during Q2, yet 
before that US10Y could reach the mid 
3s%. The move then reverses down in 
H2 2018.

Germany 10Y

Bund prices

Bunds may bounce short term, yet may con-
solidate down a further 2 to 3% during Q1.

The Bund could remain under pressure 
until mid/end Q2 2018 (towards circa 
151), this Dip should be bought as the 
Bund should perform strongly during H2 
2018

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 35

Following their early February sell-off, equity markets are still trying to stabilize. We believe 
that inflationary pressures could moderate over the next few weeks and that the environment 
may become more friendly for equities. That said, these must hold their current levels over 
the next few days. If they failed to do so, the risk towards the next support levels is circa 5 
to 10%.

Main Regional picks
p 36, 44

On a relative basis, Europe still seems oversold and Japan could still deliver strong potential. 
We continue to favour these markets over the US and Emerging Markets in Q1. The Dollar, 
which has probably started to rebound, should also help these market outperform in their 
local currencies, at least over the next few weeks

Main Equities & Government Bonds
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Volatility Volmageddon has hit and volatility registered a record volatility spike. VIX is now retracing 
down, yet may take time to stabilize. It should settle at higher levels than before the crisis, 
given that a higher interest rates environment is ultimately more risky for equities.   

Emerging markets
p 26 - 31

Emerging Markets have resisted better than developed ones during the sell-off. Yet the tide 
has probably started turn.  A USD rebound and a consolidation on Commodities over the 
next couple of months should lead Emerging markets to underperform. Late Q1 and into 
Q2, they should then start to accelerate up again towards mid year, when we would expect 
a secular top.

Government Bonds
US & European Benchmarks   
p 37

US 10 year yields should continue to progress, yet the pace of this progression may moderate 
during Q1. That said, they could still reach  3 %  over the next couple of months, and probably 
more during Q2. In Europe, the Bund is correcting lower, some 2 to 4 % more until mid year. 
It may stabilize a bit over the next few weeks.

Equity / Bonds US If Equities manage to stabilize, they will out-
perform bonds. We favour a positive out-
come, yet the risk/reward is rather on the 
bond side given their lower volatility

If Equities manage to stabilize, they will out-
perform bonds. We favour a positive out-
come, yet the risk/reward is rather on the 
bond side given their lower volatility

Europe If Equities manage to stabilize, they will out-
perform bonds. We favour a positive out-
come, yet the risk/reward is rather on the 
bond side given their lower volatility

If Equities manage to stabilize, they will out-
perform bonds. We favour a positive out-
come, yet the risk/reward is rather on the 
bond side given their lower volatility

Duration Yield Curve spreads in the US and Europe 
should continue to progress during Q1, yet at 
a slower pace

The steepening bounce gradually dies out 
during Q2, yield curves then flatten again 
until end 2018.

Credit High Yield, Corporate, EM and Sovereign 
Credit Spreads may retrace some during Q1, 
but the lows for the cycle were probably 
made last year

Between late Q1 and mid Q2 , Credit Spread 
start to move up towards end 2018/2019

TIPs/Treasuries TIPs continue to progress vs Treasuries until 
end February/March yet at a slower pace

TIPs continue to progress vs Treasuries until 
mid year, then inflation expectations world-
wide will start to fall as risk assets top out

Oil Oil consolidate down into the low 60s (Brent) 
until late Q1

A last push higher during Q2 2018 will prob-
ably materialise. From mid year, Oil should 
start to reverse down

Industrial metals Industrial Metals continue to consolidate at 
high levels until late Q1.

Industrials Metals may extend up from 
late Q1 to mid year. Copper reaches above 
8’000 USD/ton on the LME

Gold Gold retraces back down into late February/ 
March, retesting lows towards 1´250 USD/oz  
and possibly below.

From late Q1, Gold gradually starts to move 
up again. It may reach 1’5

00 USD/oz by year-end. Accumulate!

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 Markets If equities manage to stabilize the ratio will probably make new highs in H1 2018, yet by mid 

year, we would expect the ratio to roll-over more permanently as risk assets start to correct. 
Short term, the risk/reward is probably in favour of bonds. Indeed, the possibility of a further 
strong sell-off in equities, although unlikely in our view, outweighs the impact of further 
declines in Bonds. 

Eurozone Markets Similarly in Europe, we expect the ratio to retest up until mid year. Yet, shorter term the 
higher risk on equities outweighs the probably of further declines in Bonds.

Fixed Income Dynamics
Duration (10Y - 3Y) Yield Curves have started to bounce. We expect them to continue to do so, until late Q1 in 

the US and possibly towards mid year in Europe. Following that they should retrace down 
during H2 2018 and make new lows towards year-end. Real bearish steepening will then 
start. 
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Foreign Exchange

USD vs EUR EUR/USD consolidates at high levels, possibly towards 
1.20-1.19

From late Q1 into Q2, EUR/USD attempts to move 
to new highs (1.25 – 1.28). It then weakens substan-
tially during H2 2018

GBP GBP/USD moves back down to the 1.37 – 1.35 range dur-
ing February, perhaps March

Late Q1 into Q2, GBP/USD moves up once more and 
may make new highs towards 1.44 – 1.45. It then 
weakens substantially during H2 2018

JPY USD/JPY moves up towards end February / early March 
with prices targets towards 114- 119

USD/JPY could extend into late Q2 above 119 and 
even possibly challenge previous 2015 highs above 
125, even 130

CHF USD/CHF rebounds towards late February / March and 
possibly the 0.96 – 0.98 range

USD/CHF may then retrace some or all of these 
gains and build a base during Q2, before it moves 
up again from midyear

EUR vs GBP EUR/GBP weakens until late February / March, as the 
Dollar correction may be slightly stronger on the EUR 
than on GBP

Late Q1 and during Q2, asset rotation shifts to 
Growth and then Defensive assets, which should 
benefit EUR/GBP

JPY During Q1 EUR/JPY should continue up towards 140 Following some consolidation in late Q1 / early Q2, 
EUR/JPY extends towards 150 and even 160 by mid 
year.

CHF EUR/CHF may consolidate at high levels until mid/late 
February.

From late February, EUR/CHF re-accelerates up 
into mid/late Q2, when it could top out in the mid 
1.20s

GBP vs JPY During Q1 GBP/JPY extends up another 5% towards 
159/160

GBP/JPY continues up during late Q1 / Q2, possibly 
towards 165/166.

CHF During Q1 GBP/CHF extends up another 3 to 5% towards 
1.35 - 1.39

GBP/CHF continues up during late Q1 / Q2 and 
extends above 1.40

Next 2 months 3 to 6 months ahead

Legend: Strong OverweightOverweightNeutralStrong Underweight Underweight

Rate Differentials Rate differentials are still moving in favour of the US (vs Europe, Japan or the UK) probably until mid 
year.

Tips
p 20, 40

TIPs should follow Gold and the whole fixed income space lower until March at least, considering 
the rising interest rates environment we expect. That said, inflation expectations are rising and the 
inflation break-even ratios (TIPs vs Treasuries) should continue higher until mid year. As Commodities 
consolidate some, it may also retrace a bit towards end Q1.

Commodities
Oil
p 19, 20

Oil has reached the targets we have been projecting since early 2016 for Q1 2018. Our daily graphs 
now seem to have made an intermediate top. We expect Brent to retrace in the low 60s over the next 
3 to 6 weeks, yet believe that from late Q1, Oil may re-accelerate up again, probably towards mid year. 
Price targets for this move are anywhere from 75 to 100 USD/barrel.

Industrial metals
p 21

Similarly, following their strong rally in H2 2017, Industrial metals have probably made an intermediate 
top. They could consolidate at high levels over the couple of months. From late Q1, we expect them 
to resume up towards mid year and potentially accelerate in a typical late cycle Commodity blow-off. 
Our targets for Copper for example are above 8’000 USD/t on the LME.  

Gold & PMs
p 21, 22, 38, 39, 40

If interests rates continue up and the US Dollar rebounds (which could happen over the next few 
weeks), we expect Gold and Precious Metals to sell-off once more (for Gold possibly back to below 
1’250 USD/oz until March). We will then be positive for Gold for the rest of the year, and it could 
possibly reach 1’500 USD/oz by year end.

Agriculture
p 23

Agricultural Commodities as a whole are still lingering lower, possibly until mid year. They may bounce 
in  Q1 as other Commodities retrace.

Credit While long term interest rates continue to rise, we expect Investment Grade Corporate debt to 
continue to outperform Treasuries, possibly until mid year. At the end of the spectrum, High Yield 
is looking weaker. It sold off quite aggressively with equities over the last few days, and could now 
make a weak comeback over the next couple of months. In general, however, we believe Credit has 
probably already topped-out for this cycle, on the highs made last Summer. High Yield remains one of 
the weakest link in these last months of the reflation trade.
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Equities Markets Segmentation

US Sectors - S&P500 The current environment of rising interest 
rates is beneficial to Financials. We are 
neutral on other pro cyclical sectors and 
still negative on Defensive profiles

We expect Commodity related themes 
to re-accelerate up from end Q2 into mid 
year, Financials should continue to be 
strong

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 38, 52

Following its break-out and subsequent rally to above 1.25 in January, the EUR/USD topped out just before the 
equity market sell-off and has been correcting down since. We expect this consolidation to continue during 
February, possibly down to the 1.20 – 1.19 range, or the top of its consolidation range between September 
and December last year.   Thereafter, during Q2, it could resume its uptrend and attempt to make new highs 
in the 1.25 – 1.28 range. Longer term, we believe that the uptrend on EUR/USD since late 2016 is only a 
correction, which should die out during H1 2018 / mid year, before it resumes down quite aggressively in H2 
2018. Vs GBP, EUR may correct down a bit during Q1 and then gradually move up again during Q2, and even 
towards year-end as GBP could be particularly vulnerable in a market downturn. Vs JPY and CHF, EUR could 
consolidate at high levels until late February/March and then accelerate to new highs towards mid Q2 and 
possibly the Summer vs JPY. As the risk asset correction takes holds from mid year, JPY and CHF should regain 
some of their defensive profile. EUR/JPY and EUR/CHF will then correct back down towards 2019.

Yen
p 37, 52, 53

The Yen remains the ultimate defensive currency, and although we just saw a strong Dollar sell-off, followed 
by a strong equity market sell-off, it hasn’t made new lows vs USD. We interpret this as a sign of upcoming 
weakness for the Yen vs most currencies. USD/JPY should start to move down during Q1 if as we believe equity 
markets stabilize. This downtrend should then accelerate up in Q2 as the Commodity Bull market reaches its 
final stages and accelerates up.  Towards midyear, our targets for USD/JPY are at 130 and for EUR/JPY at 150. 
The Yen could then bottom out between mid year and the Summer as markets and risk assets top-out, and 
recoup all of its losses, and perhaps, more until mid/end 2019.

Sterling In the Dollar rebound we are expecting in Q1, Cable could consolidate towards the 1.37 – 1.35 range, yet 
during Q2 it could then make new highs towards 1.44 - 1.45. Following that, we expect it to weaken vs most 
currencies during H2 2018 as we believe the UK to be particularly vulnerable in an important market downturn 
such as the one we are expecting.

Oil & 
Commodities 
currencies
p 31, 53

Commodity currencies have seen a strong rally vs the US Dollar since December (our equal weighted portfolio 
containing AUD, BRL, CAD, NOK, NZD, RUB and ZAR). Over the last few days, they have started to reverse 
and we would expect them to retrace most of this performance and perhaps slightly more until early March. 
Following that, Commodity currencies seem well positioned until mid year (which may confirm a scenario, 
where Commodities accelerate up), before they roll-over and underperform aggressively into 2019. Vs EUR, 
the articulations we anticipate are similar yet with slightly less volatility (they are positively correlated for 
now).   

Asian 
currencies
p31, 53

Our Asian Growth equal weighted portfolio (CNY, INR, KRW, THB and TWD) could consolidate against USD and 
EUR over the next couple of months and then resume up towards mid year and possibly the Summer. In the 
downturn that follows (late 2018 into 2019), they will correct down vs the USD and the Yen, and should gain 
further strength vs European currencies as they seem more defensive than them for now. 

US Dollar 
p 37, 38, 52

Since the start of the recent Equity sell-off a few days ago, the Dollar has started to bounce vs most currencies.  
Going forward, we believe this move can continue mostly on the back of a consolidation in Commodities and 
a temporary loss of momentum in inflationary concerns.  Following that, it should retrace these gains during 
Q2, and possibly make new lows as Commodities start to accelerate up again. Its downside risk is probably 
towards 86 on DXY. Finally, the Dollar should regain strength in H2 2018 as risk assets start to correct from mid 
year / the Summer, possibly into 2019.
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All World Country Index
Currency hedged

European Markets may be starting to 
bounce vs World markets. Indeed, the USD 
may have started to reverse. Inversely, the 

US and EMs could underperform. 

As Commodities re-accelerate up, related 
geographies and Emerging Markets should 

outperform until mid year.

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 46 - 49

Satellite sectors and Segments

Over the next couple of months, even if inflationary pressures do moderate some with the consolidation we expect on 
Commodities, rates should continue to rise, perhaps at a slower pace. Long duration equities (Technology) and Defensive 
sectors should continue to be under pressure. Financials still seem to be the strongest sector in this environment. Commodity 
related sectors are now neutral and could even underperform during this period.

From end Q1, early Q2, Commodity related sectors should resume their uptrend, while Financials continue higher. Defensive 
sectors should continue to underperform until equity markets top out towards mid year.

Along with Industrials metals and Emerging markets, which we see consolidating during Q1 (before they accelerate up 
again in Q2), alternative Energy and related sectors, which have performed strongly in H2 2017 (solar, lithium) could also 
consolidate during Q1, before they re-accelerate up in Q2.

European Sectors - Europe Stoxx 600 The current environment of rising interest 
rates is beneficial to Financials. We are 
neutral on other pro cyclical sectors and 

still negative on Defensive profiles.

We expect Commodity related themes 
to re-accelerate up from end Q2 into mid 
year, Financials should continue to be 
strong.

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 Over the next 2 months, we would favour 
Themes, which could benefit from a USD 
rebound and a steepening bounce in the 
Yield Curve. 

From late Q1 and into Q2, pro-cyclical and 
Commodity related profiles are favoured, 
while defensive profiles remain weak

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 39 (Goldmines)

Over the next 2 months, we continue to underweight Growth (Nasdaq100) and Defensive (REITs) themes as well as 
Goldmines and Small Caps profiles outside of the US. Value and Small caps profiles in the US continue to be overweight given 
the rebound we still expect on the USD.  
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Main Country allocation
p 26 - 31 ( EMs) - p 44, 45, 50, 51 (Europe)

Satellite Country allocations
p 26 -31

The Dollar rebound may have started. Provided Equity markets can stabilize over the next few weeks, it should benefit 
European markets, and especially the EuroZone. We hence continue to Overweight the EuroZone and its Core markets 
(France and Germany) during Q1. Japan should also continue to outperform, although its strong performance in H2 2017 
leaves less upside potential.  In this environment, over the next couple of months, we are underweighting the US and 
Emerging markets (and hence China).

Going forward and looking into Q2, we expect a potential Commodity blow-off scenario until mid year and a Dollar that 
could retrace vs most currencies, except for the Yen. Hence, we would favour Commodity related geographies and Emerging 
markets, as well as Japan on the back of a weaker Yen.   

Note: the country and regional allocations in the table above are considered hedged for currency risk, ie. the relative 
performances are anticipated in local currency.

In Emerging markets, Asian Growth countries may outperform other EMs during Q1, while China and Commodity related 
geographies should re-accelerate up in Q2. In Europe, we would favour France and Germany over the next couple of months. 
From late Q1 and into Q2, we would shift to more dynamic geographies such as Italy, Portugal, Austria or even Greece. 

Core factors and Themes



An article about commodities today 
feels very compelling, particularly 

so, given that commodity indices 
reached their high about seven years 
ago. The years 2016 and 2017 did 
manage to advance again and we have 
recommended to come back in the sector 
from mid last year. But the S&P GSCI 
Commodity Spot today is still circa 30% 
below the Great Financial Crisis (GFC) 
high seen on April 2011. Commodities 
thereafter still did well for almost three 
years, but by early 2014, US equities 
have firmly outpaced commodities. 
After the giddy recovery from the 2009 
trough, commodities slowly lost ground 
to equities. Today, commodities are 
underperforming equities by a proverbial 
mile (see 1st chart on this page). But the 
seven-year drought may be coming to 
an end, as the Federal Reserve is set to 
put in place an even tighter monetary 
policy as US growth and activity poises 
to take off.  This has significant impact on 
the valuation of commodities and their 
importance to asset allocation strategies. 

We have written about and lamented 
the commodity underperformance 

before relative to equities, as the 
absurdity of the comparison between 
one real asset (equities) to another real 
asset (physical commodities) became 
even more stretched. The commodity 
index we have chosen to illustrate here 
is the S&P GSCI Commodity Spot Index, 
as it does not include the drag (boost) 
from contango (backwardation), which 
provides better comparisons. There were 
times when commodities and equities 
were tightly bound in their relationship. 
The most recent example of such episode 
is during the last equity bull market of 
2002 to 2007, when the coefficient of 
determination of the regression work 
between the two asset classes were close 
to 80% -- very tight positive relationship 
indeed (see 2nd chart on this page).
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Asset And Inflation Hedge Enhanced As The Fed Poises To Tightens 
Monetary Policy Even Further
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And during this period, commodities 
have solidly outperformed equities 

by almost 120 percent on comparative 
performance (see 3rd chart on previous 
page).

These are fair comparisons, which 
provide perspectives for a forward-

looking analysis. A longer term outlook, 
from the trough of the great commodity 
cyclical trough in 1999, provides a 
correct reference and inference about 
the comparative historic  returns to 
these two markets. Using these metrics, 
commodities have not done badly at 
all, with a circa 100 percent spread 
between spot commodity prices and 
the equity index, in favor of the former, 
even today (see 1st chart on this page).

There’s, of course, nothing which 
requires that these two asset 

classes should move in lock-step as 
they did from 2002-2007 (which, with 
the perspective of history, is not typical 
of their relationship). In fact, over 
long periods of time, we have seen 
periods of tight positive correlations 
and periods of very loose correlations, 
as well. However, these two markets 
are bound by the same set of macro-
economic conditions so they should 
at least behave similarly. Based on the 
performance of the two asset classes 
since the start of the recovery in early 
2009, we can categorically state that 
commodities are currently relatively 
very cheap to equities, on the basis 
of one risk-asset versus the one of 
the other risk-asset. This situation is 
illustrated by the ratio of commodities 
to equities, enhanced by the directional 
bent of the US Dollar (which rise and fall 
with the inverse of commodity prices 
(see 2nd chart on this page).

However it is not enough that 
commodities are cheap (or 

cheaper than it was before) relative 
to equities – there has to be other 
rationales for investing in the asset 
class. We start with the natural 
functionality of commodities price 
dynamic -- commodity indices offer 
inflation protection. Commodities 
have the potential to hedge against 

unexpected inflation. Prices of physical 
(tangible) assets have historically 
tended to move in line with broad 
inflation metrics. And the historical 
fact is that commodity prices rise well 

ahead (by as long as 6 quarters) of Core 
CPI and Core PCE inflation, the latter 
being the benchmark of the Fed in 
gauging domestic inflation levels (see 
3rd chart on this page).
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“To obtain a significant benefit, however, 
requires a commodity allocation of 
greater than 5%. Interestingly, adding 
a commodity exposure enhances an 
equity portfolio’s return only during 
periods when the Federal Reserve 
is increasing interest rates, which is 
consistent with the belief that a major 
attraction of commodities is that they 
serve as an inflation hedge.”

Investing in commodities requires 
a not-so-steep learning curve, and 

once learned, what are left are just 
nuances that differentiate them from 
equities and bonds. For instance, 
the returns earned from investing in 
commodities differ from those earned 

And the commodity supply and 
demand is generally correlated 

to the cyclicality of the global 
economy, especially those of the 
Emerging Markets, and prominently 
among those is China. In fact, for 
base metals, the demand cycle has 
shifted from the requirements of the 
developed economies to the demand 
of the Chinese industrial powerhouse. 
In reality the fiscal position of the 
Chinese government has become a 
leading indicator for the price of base 
metals, with copper as proxy. The 
compound indicators provide clues 
to the future behavior of metal prices 
(and other raw materials consumed by 
China) a full 8-quarter, projected into 
the near-future (see 1st chart on this 
page).

Market participants also 
have historically invested in 

commodity futures-based indices for 
their diversification benefits, given 
their generally low, over-all correlation 
to stocks and bonds. The findings of 
economists (“Is Now the Time to Add 
Commodities?”, Jeffrey M. Mercer , 
Mitchell Conover , Robert R. Johnson 
and Gerald R. Jensen) suggest that 
commodity futures offer considerable 
benefits to equity investors regardless 
of the targeted equity strategy. 
The authors added further that the 
benefits of adding commodity futures 
to an equity strategy are enhanced 
dramatically by using a tactical 
strategy that relies on policy rate 
shifts by the Federal Reserve.

“Specifically, adding a modest exposure 
to commodity futures when the Fed 
is raising policy rates (i.e., a restrictive 
policy stance) significantly increases 
portfolio returns and significantly 
decreases portfolio risk. In contrast, 
when the Fed is decreasing policy 
rates (i.e., an expansive policy stance), 
supplementing a portfolio with a modest 
exposure to commodity futures results 
in a significant risk reduction; however, 
portfolio returns fall significantly.”(see 
2nd chart on this page).

from traditional asset classes. For one, 
commodities have no expected book 
value or expected cash flow (e.g., 
coupon or dividend payments) – the 
value of commodities arises from 
the fact that they are consumable 
(like grains) or transformable (like 
petroleum) assets. The so-called “roll 
yield” from the commodity term 
structure is intrinsic to the commodity 
indices built from futures contracts and 
might be the biggest difference between 
them and equity indices. Equity 
holdings can be held indefinitely with 
no additional cost and effort, while the 
commodity roll yield has to be realized, 
and parameters adjusted periodically. 
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There are also investment conduits in 
commodities that differ from paper 
assets; for instance, the presence of 
physical markets. Physical commodities 
may be accessed through the cash 
spot market, but storage is costly and 
difficult. Investing in commodities via 
physicals is not the preferred choice of 
most market participants. 

And then there are the commodity 
futures markets. Investing in 

commodities can also be done by 
using long or short positions in futures 
contracts on physical commodities. The 
value of these futures contracts are 
based on the price of the underlying 
physical commodity plus yield – these 
futures instrument  trade on public 
markets that provide adequate liquidity 
and transparency, with negligible costs 
and no storage deterioration risk. 
From the point of view of practicality, 
the futures markets offer the most 
convenient and efficient method to 
gaining commodities exposure. 

The drivers of commodity index 
returns in the long run are not 

primarily spot commodity prices. 
Profits or returns from commodity 
investments using futures contracts 
come from five sources: (1) 
rebalancing or roll yield (return); 
(2) insurance risk premium; (3) 
collateral returns; (4) convenience 
yield; and (5) expectational variance. 
Insurance risk premium represents 
the value which accrues to investors in 
commodity futures, and it comes from 
the producers of these raw materials, 
who wish to transfer the risk of price 
fluctuations to speculators (which in 
most case, are financial institutions). 

Collateral return is the return from 
an initial margin, (which is a small 

amount of cash that is calculated as a 
percentage of the notional amount of 
the commodity) and the available cash. 
Convenience yield is the implied return 
on inventories and is regarded as the 
additional payment which a commodity 
consumer is willing to pay for the 
necessary raw material to ensure that 
stock is available in a timely manner, in 

order to avoid delays or disruptions in 
the supply chain. After all, commodities 
are valued as consumption goods, 
rather than merely as financial assets.

Expectational variance is a notional 
value provided by unexpected 

inflation (supply-side shocks such as 
shortages) that results in sudden spikes 
in the price of a commodity. That 
produces positive skewness and kurtosis 
in commodity return distributions, 

which means that while stocks “crash” 
downwards, commodities tend to 
“crash” upwards – disruptions in supply 
cause much bigger price movements 
to the upside relative to the negative 
impact on prices when there is surfeit 
of supply. There is a simple reason for 
this:  commodity supply curves become 
very inelastic (steeper) when the level 
of actual, current inventory is fully 
allocated. But at low levels of demand 
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and lower prices, the supply curve gets 
more and more elastic (flatter), which 
means large declines in demand don›t 
drop prices as sharply as large increases 
in demand can increase them at the 
other end of the curve.

We only need to understand the 
most significant one – the “roll 

yield” – to acquire the expertise to 
invest in commodity futures markets 
successfully.  Rebalancing or roll return 
can figuratively make or break a futures-
based investment in commodities. 

The roll return is the difference in the 
price of the expiring contract and the 
next eligible, most optimum contract.  
Historically, the optimum roll yield has 
been derived between the first and 
the third futures contract (C1-C3).  
Futures contracts expire on a regular 
basis, generally monthly or quarterly.  
Futures-based indices must roll their 
long (or short position) into the next 
most optimum contract (usually, from 
the 3rd contract up to the 6th contract) 
to maintain their exposure.



Obtaining the roll yield is straight-
forward: if a commodity’s forward 

price curve is downward sloping (in 
backwardation), then the roll process 
involves rolling into (buying) a futures 
contract that is trading cheaper than 
the current futures contract. 

If the futures in the index are in 
backwardation regularly over time, 

and if the incidence of backwardation 
is higher relative to the degree of 
contango, then market participants 
tracking the indices will tend to profit 
from the roll process. The inverse of 
course is also true; market participants 
tracking the indices will tend to make a 
loss from the roll process. 

Over the GFC years, commodities 
markets have been in contango 

-- nearby prices have been below 
forward prices. The effect of this on a 
long commodity index strategy is that 
when futures positions are rolled to a 
new contract month, they are being 
rolled to higher prices. This drag had 
been endemic during the GFC. The 
2nd graph on this page  shows the S&P 
GSCI 1st Mo. Forward, compared to 
the S&P GSCI 3rd Mo. Forward, since 
March 2009, when the recovery from 
the GFC started. The markets haven’t 
all been in contango, and not all of the 
time. But they have been in contango 
long enough to cause the slight drag 
to performance that you can see in 
that graph. This is the rationale why it 
pays to roll from the 1st forward month 
into the 3rd forward month (or even 
as far as the 6th month if necessary) 
in a dynamic way – a powerful 
strategy to compensate for the drag 
from a contango term structure. The 
roll yield can, therefore, work both 
ways for the commodity investor, 
depending on market conditions. It 
can add a substantial performance to 
a commodity index in a backwardated 
environment or negatively impact the 
index performance in a contangoed 
environment. The sharp run-up in 
energy and base metal prices have 
turned around the situation for the 
asset class, in this regard. 

And, indeed, we have good 
news. Currently, the previous 

futures market contango has all but 
disappeared. In the last two years, the 
term structure from the front contract 
to the 5 mo.-out contract has gone from 
circa -3% contango or so to about 2.5% 
backwardation. That 1st graph on next 
page implies a substantial change in the 
drag from roll yield – in fact, depending 
on weights in various commodities 
the roll yield may currently be already 
be additive, and this is owed to the 
impressive run-up of crude oil and 
energy prices since early 2016. Energy 
prices typically comprise circa 60% of a 
commodity index – so the ongoing rally 

in energy prices is forcing a re-rating of 
the total commodity universe’s term 
structure (see 1st chart on next page). 
And we believe the backwardated 
condition can only get better, as 
energy prices continue to firm up on 
constriction of global oil supply by 
the OPEC-NOPEC consortium, and by 
oil demand growth arising from the 
synchronized upswing of the global 
economy. 
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In conclusion: The incipient 
backwardated structure in the 

commodities market, which started 
to appear during Q4 last year, will 
continue to contribute to a positive 
roll yield on commodity indices. The 
environment for commodities could 
not be better as it is the best since 2011 
– we have a global economic recovery, 
with a low level of commodity 
inventories and severe supply 
constraints. As an example, the base 
metals› supply glut during 2012-2013, 
which has triggered the de-rating of 
the commodities universe at that time, 
has all but disappeared (see 2nd chart 
on this page) . This should continue 
to support the backwardated term 
structure into the future. Commodity 
investors should soon benefit fully 
from the positive roll yield environment 
provided by the backwardated price 
structure in many commodity markets. 
The lack of production capacity, 
brought about by sharply diminished 
Capital Expenditures during the GFC 
period, should come around and 
help push up commodity prices to 
incentivize new capacity to cope up 
with increased global demand. 
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Commodities may consolidate towards late Q1, they should then re-acce-
lerate up again towards late Q2 / midyear
Over the last 2 years, we have monitored the reflation trade up. Our models have been especially proficient in forecasting 
the related Commodity rally: the rebound in Q1 2016, the continuation trade that followed towards early 2017, the retra-
cement period of last Spring, and the re-acceleration up to today. Taking Oil as an example, last year in February (27th), we 
were calling for an 8 to 13 USD/barrel correction on Brent, possibly towards midyear. Then, in July (28th), we came back 
with  a projection for Brent in the high 60s USD/barrel, towards year-end / early 2018. Now, that these projections have 
come true, we will attempt to map out the following 6 to 12 months.  

Reuters CRB Future Price Index
Weekly graph or the perspective over the next 2 to 4 quarters

We first look at the Weekly 
graph of the Reuters CRB 

Future Price Index. On our long 
term oscillator series (lower rec-
tangle), our model has reached 
an important intermediate top. 
The correction that follows could 
theoretically last 3 to 6 months 
at least. That, said, on our me-
dium term oscillators (upper os-
cillators), the uptrend sequence 
doesn’t seem finished yet. Fol-
lowing some consolidation du-
ring Q1, it may accelerate up 
once more into mid year. Our 
C Corrective targets (right-hand 
scale) are pointing to a further 
10% of potential until then at 

least, and that is without the Index even accelerating up into Impulsive territory (i.e. above our C Corrective targets up).  

Reuters CRB Future Price Index
Daily Graph or the perspective over the next 2 to 3 months

On the Daily graph, or the 
perspective over the next 

2 to 3 months, the uptrend on 
Commodities seems more ad-
vanced. Indeed, our long term os-
cillators (lower rectangle) would 
suggest a consolidation period 
that may last into late Q1. Our 
medium term oscillators (upper 
rectangle) would suggest a more 
resilient outcome, a high level 
consolidation with a retrace-
ment in February, possibly new 
highs in March and further retra-
cement towards early April, be-
fore Commodities accelerate up 
into Q2. Over the next 2 months, 
our I Impulsive targets up (right 

hand scale) would suggest circa 4% further upside potential, while our  corrective risk down calculates to between minus 6 and 
10% (0.5 to 0.8 times our historical volatility measure “Delta” at 24.40; middle graph, right-hand side). Risk/reward is hence 
neutral at best suggesting an environment during Q1, where investors should Buy the Dips, rather than the Break-outs. 18
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Brent Oil
Bi-monthly graph or the perspective over the next 1 to 2 years

The long term Bi-monthly 
graph leaves more leeway 

in term of price projections. 
On this long term time frame, 
the uptrend on Oil since early 
2016, is, and will remain cor-
rective until we break above 
the 100 USD/barrel mark. 
Indeed, our C Corrective tar-
gets up suggest that this long 
term bounce, should die out 
somewhere between 75 and 
102 USD/barrel. Both our os-
cillators series (lower and up-
per rectangles) indicate that 
this could happen somewhere 
towards mid year. Following 
that, Oil should correct back 
down again into 2019.  
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Brent Oil
Weekly Graph or the perspective over the next 2 to 4 quarters

Focusing on Oil, and Brent in 
this case, the Weekly graph 

suggests similar dynamics as on 
the above Reuters Commodity 
Index. Our long term oscillators 
(lower rectangle) have now 
reached intermediate tops, and 
the higher end of our C Cor-
rective targets up (right-hand 
scale) towards 70 USD/barrel. 
This fulfils the objectives that 
we’ve been forecasting for 
the last 6 months. Here again, 
however, our medium oscilla-
tors (upper rectangle) suggest, 
that following some consoli-
dation during Q1, Brent may 
accelerate up once more from 

late Q1 / early Q2, into midyear and possibly the Summer. Our I Impulsive targets up point towards the 100 USD/barrel 
mark (right-hand scale). This seems aggressive, yet once we clear 70 USD/barrel, there are practically no historical resis-
tances levels left that could stop the ascent.   



Brent Oil
Daily Graph or the perspective over the next 2 to 3 months

We now turn to the Daily 
graph in order to assess 

the potential risks related to a 
retracement on Brent during 
Q1. Indeed, from both our os-
cillator series, we can confirm 
that we have probably reached 
a worthwhile intermediate 
top (High Risk position on our 
medium term oscillators; up-
per rectangle), and that the 
following consolidation could 
last well into March, even into 
early April (longer term oscilla-
tors; lower rectangle). Further, 
the upside price potential also 
seems exhausted for now (we 
have reached our I Impulsive 

targets up in the 66-72 USD/barrel range; right-hand scale).  If we now calculate the C Corrective potential down to assess 
the potential risk of a correction to the downside over the next couple of months, it amounts to between minus 8 and 
13 USD/barrel (minus 0.5 to 0.8 times our historical volatility measure “Delta”, here at 16.46; middle rectangle, right-hand 
side). Q1 should hence deliver an interesting Buy the Dips opportunities on Brent in the low 60s / high 50s USD/barrel.   

20

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

Oil and inflation expecta-
tions often go hand in 

hand, and TIP/Treasury breake-
ven ratios are the best proxy 
to monitor changes in these 
inflation expectations. Indeed, 
when the market consider than 
not enough future inflation is 
priced into Treasuries, investors 
buy TIPS, and the ratio rises 
(and vis-versa). On this Weekly 
graph of the TIP/IEF ratio, our 
medium term oscillators are 
currently reaching an interme-
diate top (as for Oil). Our long 
term oscillators would howe-
ver suggest, that the ratio 
re-accelerates up thereafter, 

from late Q1 into the Summer, even perhaps into the Fall.   
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Gold to Copper ratio
Weekly graph or the perspective over the next 2 to 4 quarters

Comparing Copper to Gold 
helps us monitor positive de-
velopments for the reflation 
trade. Indeed, Copper is more 
pro-cyclical, while Gold remains 
more defensive. The ratio’s as-
cent has been taking a pause 
since Q4, which in a way may 
explain the inflation/stagflation 
fears that have appeared in the 
market in recent weeks. This 
situation should be transitory 
as on both our oscillator series 
(lower and upper rectangles), 
the ratio resumes up from 
mid/late Q1 into the Summer. 
According to our I Impulsive 
targets up (right-hand scale), 

Copper could outperform Gold by 15 to 30% by then, which would imply that the current pro-cyclical environment 
extends another couple of quarters.

Copper Spot LME (USD/t)
Weekly graph or the perspective over the next 2 to 4 quarters

We now move to Cop-
per, which has also had 

a great run in H2 2017. Again 
in our July (28th) newsletters, 
we had forecasted that Indus-
trial metals (of which Copper is 
the largest component) should 
move up 15 to 25% during H2 
2017. This projection has now 
been fulfilled. Our long term 
oscillators (lower rectangle) 
just reached an intermediate 
top, which usually implies 3 to 
6 months of consolidation at 
least. On our medium oscilla-
tors (upper rectangle), howe-
ver, we are expecting that 
Copper finds support towards 

late Q1, and then re-accelerates up towards mid year, perhaps even the Summer.  Our I Impulsive targets up (right-hand 
scale) would suggest a further 15 to 20% upside potential for Copper over the next couple of quarters.



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

Since December, the sell-off 
in the Dollar and rising in-

flation fears have helped Gold 
rally back to new 12 months 
highs. We expect these positive 
influences to subside in Q1. 
As mentioned above, Oil and 
Copper may correct some over 
the next couple of months, 
while the Dollar, which is cur-
rently Oversold should initiate 
a bounce. Our oscillator series 
(lower and upper rectangles) 
would confirm this view. In-
deed, both point to some re-
tracement on Gold, possibly 
towards end Q1. Our belief is 
that it could retrace much of 

the recent move (back towards 1’250 USD/oz). Following that, we would expect Gold to gradually pick up steam again 
during Q2 2018, and accelerate up as equity markets start to correct in H2 2018. On our I Impulsive targets up (right-hand 
scale), we expect Gold to reach into the 1’500 USD/oz by year-end.  

Gold Spot in Euros/oz
Weekly graph or the perspective over the next 2 to 4 quarters

Gold in Euros is also inte-
resting. It allows us to 

strip out the Dollar effect, and 
concentrate on Gold’s defen-
sive profile. According to both 
our oscillator series (lower and 
upper rectangles), Gold is still 
down-trending in Euro terms, 
probably towards late Q2, 
even early Summer. For now, 
we do not expect an aggres-
sive sell-off for Gold in Euros, 
but rather a shallow conso-
lidation that lingers on until 
it finds support towards the 
lower end of our C Correc-
tive targets down (right-hand 
scale) at 1’036 EUR/oz (or 5% 

below current levels). This could fit with our strong Commodity scenario for Q2 2018 (higher inflation expectations and 
higher Gold), while on the other hand the Euro also remains relatively strong (following the Q1 Dollar bounce we still expect).  
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Goldman Sachs Agriculture Index / Reuters CRB Future Price Index
Weekly Graph or the perspective over the next 2 to 4 quarters

That said, Agricultural Com-
modities are less pro-cy-

clical on average than Metals 
and Energy. Hence, while these 
may consolidate during Q1, 
Agricultural Commodities may 
briefly outperform over the 
next couple of months. Indeed, 
on both oscillator series (lower 
and upper rectangles), Agricul-
tural Commodities  may have 
just reached an intermediate 
low vs the Reuters Commo-
dity Index, and may bounce 
against it during Q1. Howe-
ver, the sequence we show 
on our medium term oscilla-
tors would suggest that this 

out-performance reverses back down again in Q2, possibly towards midyear / early Summer. 

Concluding remarks

Industrial commodities (oil, metals) have had a great run since mid last year, and more generally since early 2016. Du-
ring these periods, they have fulfilled our targets, both in terms of price projections and timing, and Q1 may now see 

them retrace some of their recent gains. That said, their uptrends, and the reflation trade to which they are related, still 
seems to show some strength towards late Q2 / mid year. We would hence expect  them to resume up one last time 
from late Q1 to late Q2. We cannot exclude that this further/last move up turns into a late cycle commodity blow-off.

Goldman Sachs Agriculture Index
Weekly Graph or the perspective over the next 2 to 4 quarters

On average, Agricultural 
Commodities have re-

main subdued during 2017, es-
pecially when comparing them 
to Oil, Copper or Gold. The se-
quences we show on both our 
oscillator series (lower and up-
per rectangles) would suggest 
that this situation continues 
until mid/late Q2. The down-
side risk represented by our I 
Impulsive targets down (right-
hand scale) is still compelling, 
possibly between minus 10 
and 20%.   



Emerging markets have been star 
performers since early 2017, and so 

the question in many analysts’ minds 
is how much longer can EM equities 
outperform developed stock markets. 
Over the past few quarters, the 
allure of EM markets has been their 
cheap valuations and potential for 
growth, amidst an environment of 
falling US Dollar, easy US and global 
financial conditions and low market 
volatility  – optimum circumstance 
for EM equities’ outperformance. For 
the first time in many cycles, all the 
BRIC countries (Brazil, Russia, India 
and China) are growing at the same 
time, along with the developed world. 
That has historically weakened the 
US dollar, a primary requisite for the 
performance of EM assets. In fact, the 
current outperformance of EM equities 
can be attributed to a large part to the 
weakening US Dollar, which has been 
then case since year-end 2017. It is no 
surprise then that MSCI EM$ has been 
outperforming the S&P 500 on relative 
basis since that time (see 1st chart on 
this page) .

EMs economies and assets have 
been through some rough periods, 

especially in the latter part of the Great 
Financial Crisis recovery which started in 
Q1 2009. The first two years of recovery 
were giddy times for EM assets, as they 
outperformed developed markets. 
But the outperformance ended in late 
2010, which coincided with the peak 
of commodity prices and the sharp 
appreciation of the US Dollar – the 
broad de-rating of EM assets since 
then did not really stop until early last 
year. Many EM local markets turned 
a corner in 2017, as recovering global 
growth and corporate earnings, made 
the US greenback less dominant, 
allowing a robust recovery in 
commodities, paced by raw materials 
– staple exports of many EM 
economies. In addition, even as EM 
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growth returned, price pressures have 
mostly remained contained, even in 
high-inflation markets Brazil, Russia, 
India and Indonesia. This bodes well 
for further growth, as EM central banks 
have not been driven to raise policy 
rates to contain consumer inflation. 
High inflation has historically been the 
bane of EM economic policy makers, 
who had to make a choice between 
looser monetary policy and higher 
inflation. 

The IMF reported that EMs are 
now delivering roughly twice the 

growth of developed markets, and 

some analysts expect that differential 
to grow to 2020. That has ignited the 
EM currencies – an adjustment that 
has been long in coming. After the 
sharp declines of EM currencies in 
recent years, some analysts estimated 
(to which we concur) that on average, 
these currencies had been as much 
as 20% undervalued versus their fair 
value on a purchasing-power parity 
(PPP) basis. But again, the losses of 
these currencies on PPP basis had been 
triggered by the US Dollar dominance 
pre-2017, and those adjustments are 
happening as a direct cause of the 
US dollar’s current weakness. The 
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mechanics is simple – a strong US 
dollar begets relatively weaker EM 
currencies, and vice versa. 

Will the outperformance of EM 
assets continue? Cheap EM 

valuations are disappearing and easy 
US and global financial conditions 
are being whittled away. EM equities 
now trade at 14.4 times estimated 
2018 earnings (by some analysts) – 
up from 10 times in the early years 
of the decade – one side effect of 
money flowing back into EM funds. 
The ill-effects of the GFC are waning, 
and central bank crisis policy measures 
are ending, with rate rises on the 
cards in much of the world. Bond 
yields in the US are rising sharply, the 
Fed has embarked on a Quantitative 
Tightening cycle, the Bank of Japan 
is slowing its monetary stimulus, 
and the European Central Bank has 
slowed some of its own Quantitative 
Easing. Of course, all risk assets are 
in danger if global monetary policy 
reverts to tight pre-GFC status, but we 
believe EM risk assets will likely be in 
a more precarious situation. Global 
monetary policy changes are usually 
first reflected through the valuation 
of the US Dollar, so an EM watch is 
tantamount to a US dollar watch.  And 
as we saw in several financial cycles, 
the combination of rising global rates 
and stronger US Dollar had been toxic 
for EM currencies and equities. 

The current EM outperformance 
has been continuing, despite the 

rise of US rates simply because higher 
rates have not translated into stronger 
US Dollar. But we have strong reasons 
to believe that the US Dollar is on its 
terminal stage of weakness. We have 
discussed this hypothesis in full at the 
January edition of Capital Observer 
(“The US Dollar will be boosted by 
capital inflows in 2018 and should rise 
again – that could push the economy, 
markets over the tipping point”). 
Simply put, the US currency is close 
to making a trough (as soon as this 
month), and most of 2018 may see a 
resurgent US currency on the back 

of expected capital inflows. The US 
currency will likely be boosted by 
repatriation of domestic capital and 
inflows into US assets, especially now 
that bond yields have reached levels 
that many foreign investors could 
consider attractive. This dynamic 
strengthens the US Capital Account, 
and that has historically boosted the 
US Dollar after a certain time lag (see 
2nd chart above). When this happens, 
both the US Dollar and US bond yield 
will be ascendant – that could only 
spell trouble for commodities, and 
therefore EM economies and assets 
could be negatively impacted for the 
rest of the year.



Emerging Markets still look strong towards late Q2, yet may underper-
form until March
In 2017, Emerging markets beat all developed markets (even Japan). Also, since the reflation period started in early 
2016, they have performed almost 80% in US Dollar terms. As with the Commodities covered in the previous article in 
this issue, one may wonder how long this winning streak can continue. Similarly, we believe that it may extend to mid-
year, perhaps the Summer before it starts to retrace.

MSCI Emerging Markets
Bi-monthly graph or the perspective over the next 1 to 2 years

Like Oil, covered in the 
previous article in this 

issue, Emerging Markets first 
bottomed in late 2008 / early 
2009, following the Great 
Financial Crisis, then rallied 
into 2011-2012, before they 
suffered a painful bear market 
until early 2016. Since then, 
they have been rallying up 
along with other reflation 
trades. On both oscillator series 
(lower and upper rectangles), 
we expect this strong uptrend 
to continue towards mid 2018, 
when it should top out, and 
start correcting back down 
towards 2019.  According to 

our I Impulsive targets up (right-hand scale), the upside price potential left for this last move is compelling, somewhere 
between 10 and 30% (1’350 to 1’620 range; right-hand scale). 

MSCI Emerging Markets vs MSCI World Index
Bi-monthly graph or the perspective over the next 1 to 2 years

Vs the MSCI World Index, 
Emerging Markets also 

seem to continue to outper-
form, possibly until mid this 
year according to both our 
oscillator series (lower and up-
per rectangles). For now, and 
despite its two years rebound, 
the move is considered as just 
a correction. Once it subsides, 
from H2 2018, we would ex-
pect the ratio to reverse down, 
possibly into mid/late 2019. 
The outperformance potential 
left towards mid year is still 
important according to our C 
Corrective targets up (right-
hand scale), somewhere 

between 15 and 30%. This is similar to our absolute targets above, which may imply, that Emerging Markets should be the 
main drivers of Equity performance as we approach the last stages of the current and long standing equity Bull market.  
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MSCI Emerging Markets vs MSCI World Index
Weekly graph or the perspective over the next 2 to 4 quarters

On a relative basis, vs the 
MSCI World Index, the 

outperformance potential 
seems more compelling. In-
deed, the ratio has just made it 
above our C Corrective targets 
up and is now on path to acce-
lerate up towards its I Impulsive 
up price targets to the upside 
(right-hand scale). They would 
point to a further 10 to 20% of 
outperformance for Emerging 
Markets vs the MSCI World, 
probably until late Q2 / mid-
year 2018 (the sequences we 
show on both oscillator series; 
lower and upper rectangles).

MSCI Emerging Markets
Weekly graph or the perspective over the next 2 to 4 quarters

On our medium term 
oscillators (upper 

rectangle), the uptrend 
sequence we show is pretty 
much completed, and it 
is currently signalling a 
worthwhile intermediate 
top. Yet, momentum still 
seems strong and recently re-
accelerated in December, which 
better fits the projection on our 
longer term oscillators (lower 
rectangle). Combining both, we 
expect some consolidation in 
Q1, as has already started to 
happen over the last few days, 
before Emerging Markets re-
accelerate up in Q2. A final top 

is expected towards late Q2 / mid year. Our I Impulsive targets up (right-hand scale) could justify a further 10% in upside 
potential. This is towards the lower end of the potential we read on our bi-monthly graph above, and would constitute a 
more conservative scenario.
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Emerging Markets Commodity Exporters (Brazil, Russia, Chile, South Afri-
ca) vs MSCI Emerging Markets
Weekly graph or the perspective over the next 2 to 4 quarters

Looking into the different seg-
ments of the Emerging Mar-

kets space, we first compare 
Commodity Exporting Coun-
tries to the MSCI Emerging 
Markets Index. For Commo-
dity Exporters, the basket we 
are using is an equal weighted 
one between the market in-
dexes of Brazil, Chile, Russia 
and South Africa. Following a 
strong sell-off in H1 2017, the 
ratio stabilized in H2 2017, and 
more recently, since December, 
has been accelerating up. Our 
long term oscillators (lower 
rectangle) suggest that this rise 
could continue until mid 2018, 

while on our medium term oscillators (upper rectangle), Commodity Exporting countries may first underperform in Q1, and 
then outperform again in Q2. Combining both, we expect a slight consolidation down on the ratio in Q1, before it re-acce-
lerates up towards mid 2018. More generally, this would fit our scenario on commodities.

Asian Growth Emerging Markets (South Korean, Taiwan, India) vs MSCI 
Emerging Markets
Weekly graph or the perspective over the next 2 to 4 quarters

This equal weighted basket 
of Asia Growth countries 

contains the equity indexes of 
South Korea, Taiwan and India. 
It peaked out vs the MSCI Emer-
ging Markets Index in mid 2017 
at the same time Commodities 
bottomed out. Indeed, these 
Asian Growth countries are 
mostly Commodity Importers. 
The ratio has since been under-
performing quite significantly 
(minus 10%), yet it is now ap-
proaching the lower end of 
our C Corrective targets down 
(right-hand scale). These levels 
should offer some support.  In-
deed, our long term oscillators 

(lower rectangle) would suggest that a bounce is possible during Q1.  That said, it should be short lived, as our medium 
term oscillators (upper rectangle) are due to resume down quite aggressively in Q2 2018 (towards mid-year). Logically, 
this scenario would fit our scenario on Commodities in reverse.
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MSCI China / MSCI Emerging Markets
Weekly graph or the perspective over the next 2 to 4 quarters
          

Last, but not least, we 
look at China, which is 

the dominant motor behind 
the current Commodity and 
Emerging markets boom. 
It has outperformed other 
Emerging Markets for both 
of the last 2 years, and still 
seems to be accelerating 
up vs the MSCI Emerging 
Markets Index. According to 
both our oscillators series 
(lower and upper rectangles), 
it could outperform other 
Emerging Markets until mid 
year, possibly the Summer. 
Our medium term oscillators 
(upper rectangle) may however 

suggest that, in the meantime, a slight consolidation may materialise towards late Q1, before it resumes up once more. 
Our I Impulsive targets up (right-hand scale) point to possibly 10 to 15% of Chinese outperformance vs other Emerging 
Markets until mid year.

EEM - iShares MSCI Emerging Index Fund
Daily Graph or the perspective over the next 2 to 3 months

Shorter term, we now 
consider the EEM iShares 

Emerging Markets ETF, where 
our Automatic Messaging 
detected a “High Risk” situation 
(lower rectangle) the 1st of 
February. Both our oscillators 
series would now suggest 
3 to 6 weeks of downside 
price action, possibly into 
late February / early March. 
Over the last few days, our C 
Corrective potential down has 
been reached in the 49 – 47 
range. As with Global equity 
markets, we expect these levels 
to hold over the coming weeks 
(although we are slightly more 

prudent that on developed markets, given that we expect EMs to underperform during this period). If however, EEM does 
break below 47, the next levels of support we can calculate are into the 44 -42 range. 
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FXI - iShares FTSE China 25 Index Fund
Daily Graph or the perspective over the next 2 to 3 months

We now focus on Chi-
na and the FXI iShares 

Chinese Large Cap ETF. A “High 
Risk” position was identified 
on our Automatic messaging 
on the 1st of February (lower 
rectangle). Such situations 
usually trigger several weeks 
of consolidation, possibly un-
til late February / March as 
shown on our medium term os-
cillator series (upper and lower 
rectangles). During the recent 
sell-off, China was quite resi-
lient and held nicely above the 
lower end of its C Corrective 
price targets down between 50 
– and 48. Going forward, we 

believe these levels will hold (although we are slightly more prudent that on developed markets, given that we expect EMs 
to underperform during this period). If however, FXI does break below 48, the next levels of support we can calculate are 
into the 44 -42 range. 

MSCI Emerging Markets / MSCI World Index
Daily Graph or the perspective over the next 2 to 3 months

We now compare the 
Emerging Markets to 

the MSCI World on a daily ba-
sis. Our medium term oscilla-
tors (upper rectangle) would 
suggest that we have reached 
an intermediate top and than 
we may expect circa 3 weeks 
of Emerging markets under-
performance. Our longer term 
oscillators (lower rectangle) 
would offer a slightly more ne-
gative scenario with a correc-
tion period (Emerging Markets 
underperformance) that could 
last into mid March. Our I Im-
pulsive targets up (right-hand 
scale) have been pretty much 

achieved. When calculating the risk inherent to a potential correction, we would expect 3 to 5% Emerging markets un-
derperformance over the next 3 to 6 weeks (or minus 0.5 to 0.8 times our historical volatility measure “Delta” at 7.935%; 
medium rectangle, right-hand side).  Indeed, Emerging markets have resisted better during the recent sell-off, yet the 
consolidation we expect on Commodities during Q1 should help reverse this trend over the next few weeks. 
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MSCI EM Eastern Europe / MSCI Europe
Daily Graph or the perspective over the next 2 to 3 months

We perform the same 
exercise in Europe by 

comparing the MSCI Europe 
Index to the MSCI Emerging 
Eastern Europe Index. The pic-
ture is quite similar as the one 
above. Again our oscillator 
series (lower and upper rec-
tangle) would suggest 3 to 6 
weeks of Emerging Eastern Eu-
rope underperformance. The 
underperformance potential 
we can calculate using our his-
torical volatility measure “Del-
ta” (middle rectangle, right-
hand side) is between 6 and 
10% (minus 0,.5 to 0.8 times 
“Delta” at 13.44%).  Again, it is 

interesting to note that following its outperformance vs European Markets during the sell-off, Eastern Europe should un-
derperform them during the next few weeks, possibly the result of a consolidation on Commodities, or a rebound in the US 
Dollar, or both.

EM Currency Basket vs Dollar Index Weighted Components
Weekly graph or the perspective over the next 2 to 4 quarters

Finally, we look at Emerging 
markets currencies vs de-

veloped market ones. In the 
Emerging basket we have equal 
weighted the Real, the Rand, 
the Rubble, the Chilean and 
Mexican Pesos, the India Rupee, 
the Won, and the Taiwan Dol-
lar. For the Developed basket 
we have used the Dollar Index 
weightings and components. 
This excludes the US Dollar 
from the equation, yet it is 
more the  Emerging vs Deve-
loped currencies relationship, 
than the Dollar strength, that 
we are trying to monitor here. 
On both oscillator series (lower 

and upper rectangles), Emerging Currencies should remain weak vs Developed ones until late Q1. Following that, in Q2, 
they may bounce, before they resume lower from the Summer into year-end. This comparison fits our scenario on Emer-
ging markets and Commodities quite well.

Concluding remarks

Emerging markets have had a great run over the last few months, and recently during the sell-off they held up better 
than developed market. That said, we believe the tide is turning, at least momentarily. We expect them to correct down 
vs developed markets over the next 3 to 6 weeks, possibly underperforming between 3 and 5% during this period. Fol-
lowing that, from late Q1, Emerging Markets  should  accelerate up again and outperform developed markets probably 
until late Q2 / mid year. This is in line with our bullish projections on commodities for Q2. During this later period, China 
and Commodity related geographies should be the leaders in the Emerging markets space.  30



The oil market has recently been 
bombarded with news about 

prospective large US crude oil output 
which is set to rise by 1.8 million bar-
rels per day from the nation’s largest 
shale producing areas over the next 
year, according to new forecasts by the 
US Energy Information Administration 
(EIA).  Meanwhile, the US oil industry 
posted another impressive monthly 
production increase, demonstrating 
the competitiveness and fast response 
of North America’s crude supply. The 
EIA’s survey showed that US produc-
tion of crude oil in November 2017 
was 10.038 million barrels per day, 
matching the historical record achie-
ved by the US in 1971 (see 1st graph on 
this page). The milestone was reached 
significantly earlier than many obser-
vers had anticipated (us included). 

The agency also said that by Februa-
ry, this month, total domestic oil 

output will climb up 111,000 bpd. The 
latest Drilling Productivity Report (DPR), 
which tallies the production from the 
seven most prolific shale basins in the 
US, also said production in January, this 
year, should reach 6.438 million barrels 
per day, which is 24,000 bpd higher 
than December output levels from the 
shale regions.

What the news often fails to 
emphasize is that the 1.8 

million-jump in US production equals 
the volume of production cuts agreed 
upon by the Organization of Petroleum 
Exporting Countries (OPEC) and their 
allies (NOPEC) which include Russia. 
OPEC and NOPEC have agreed to curtail 
output to contribute to a global market 
rebalancing plan.

Oil prices have risen steadily 
through H2 2017 and January 

this year, after large money managers 
(hedge funds) amassed record long 
positions in oil, looking for further 

increases in oil price. But for the first 
time in many months, oil and gasoline 
prices fell, on signs of rising gasoline 
and product inventories, as gasoline 
consumption fell sharply in the wake of 
extremely cold weather in most of the 
US in late December-early January (see 
graph below). The news about large 
US oil production in the whole of 2018 
also did not help, as well as the rise 
of US November oil production above 
10mmb/d. 
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One consequence of sharply 
lower gasoline consumption 

was a subsequent decline in refinery 
oil inputs, which tend to lag the 
consumption data by several weeks. 
We have already seen four weeks of 
declining oil input, and we believe that 
the falling trend will be sustained until 
at least late February-early March, if 
normal seasonal tendencies will prevail 
this year. Refinery oil inputs have been 
contributing to the significant draws 
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in total US oil inventories, which is 
a closely watched measure of how 
much oil supply there is in the US oil 
distribution system. 

US oil inventories have been 
declining sharply since early 2017, 

after massive builds in 2015 and 2016, 
and that has been one of the primary 
drivers of the sharp rallies in crude 
oil prices over the past 7 months. 
However, EIA reported a crude storage 
build of 6.776 million bbls last week – 
a level that was not expected by many 
in the oil market. This has been long 
in coming – the inflection point of the 
build cycle has been delayed by almost 
three weeks. The start of the seasonal 
build of oil inventories usually comes 
at the end of December and lasts until 
mid-to late April. But since the start 
of the build was delayed until the 3rd 
week of January, we believe that the 
stockage of oil this season could last 
until May. As the 1st graph on this 
page shows, the inflection points 
of both gasoline and oil inventories 
lag far behind the inflection points 
of consumption and production of 
gasoline. It should also be noted that 
changes in crude oil inventories lag the 
changes in gasoline consumption and 
output fundamentals, more than the 
lag between the changes in gasoline 
inventories and its fundamentals. This 
too can a useful indicator, as the gap 
between the inflection points of the 
two inventories data do not diverge 
by more than 7 weeks.

A sustained decline in Refinery Oil 
Inputs should negatively impact 

the current bullish sentiment on 
gasoline and oil prices, as that removes 
one of the primary drivers of the 
current decline in US oil inventories. 
Of course, the magnitude of the 
negative impact depends on how much 
further gasoline and product demand 
will decline, which will determine when 
gasoline production will restart. Based 
on recent historical perspective and 
our modeling work, the turn-around in 
gasoline demand and production may 
still be about 3 to 4 weeks away (see 1st 
graph on this page).

The impact of the recent decline 
in refinery throughput on actual 

oil inventories levels is yet to register, 
given the lagged relationship between 
the two variables. But we believe 
that last week’s oil inventories build 
of 6.776 million bbls marks the start 
of a sequence of stockages which 
could extend into May. This may 
have significant implications on energy 
prices, as the crude oil and gasoline 
price rallies from June were predicated 
on the huge inventory draws which 
started in late March last year. If crude 
oil and gasoline prices rose on inventory 
draws, then it stand to reason that 
inventory builds will take away some of 
those price gains. 

Moreover, we already see 
indications from our leading 

constructs that the onset of huge 
inventory builds are just a matter of 
time – in fact, it might have already 
started, as we said earlier. We see that 
crude oil & liquid fuels supply for the 
entire OECD has already been rising for 
the past three months – we assiduously 
track this data because it tends to 
lead US oil inventory trends by several 
months (see 2nd graph on this page), 
and often provides advance indications 
of what US oil inventories will eventually 
do, in terms of timing and magnitude.
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If US oil inventories will continue to rise 
from here (and for us, it is a matter of 

conviction that it will), then it is very 
likely that some of the legs of the bullish 
narrative for oil and gasoline will be cut 
down. At this juncture, the evolution 
of global oil fundamentals (production, 
supply, consumption, demand) has 
also become less supportive of the 
continuance of the bullish narrative. 
The aggregate vector of production, 
supply, consumption, demand, which 
plays the stellar part in the oil price 
discovery process, is necessarily ahead 
of the oil price (by definition). And that 
aggregate vector is now signaling a 
downslope trajectory over the course 
of the next two quarters, suggesting 
lower oil and gasoline prices during that 
period (see 1st graph on this page).

In summary, if the fundamentals 
and seasonal tendencies during 

this period are not overridden by 
geopolitical news, it is possible that 
the underlying (oil) and the equities 
and ETFs could have a sharp set 
back. E&P equities and Oil ETFs have 
been strong outperformers of late, as 
they have latched into the coattails 
of resurgent oil prices. But current 
developments put E&P equities in a 
critical situation because significantly, a 
short-term negative outlook has already 
been baked into the cake by data points 
that have already gone past. 

OPEC/Saudi Arabia jawboning has 
basically trumped oil fundamentals 

in the past four months. Already, Saudi 
Arabia’s energy minister, Khalid Al-
Falih, was talking about extending the 
production cuts/freeze well into 2019 
-- so watch the geopolitics space 
carefully. But the bullish narrative 
is starting to falter, with significant 
US oil inventory builds commencing 
soon, and all signs pointing to a 
resurgent US oil production in H1 
2018. Moreover, the OPEC-NOPEC head 
honchos are running out of scraps to 
throw to the oil market -- but like what 
we said, be on the lookout for further 
jawbone exercises. 

We expect that the primary focus 
over the next few months will 

be how US oil production will actually 
pan out, relative to the forecasts of the 
oil agencies (if OPEC/KSA do not hijack 
or neutralize that narrative). If the 
forecasts of EIA and IEA prove correct, 
and furthermore, if our modeling work 
captured the proper linkage of the 
aggregate fundamental vector to the 
oil price discovery process, then there 
could be an oil price take down over 
the next few weeks. That might provide 
a new platform for long positions in oil 
and E&Ps, looking for the last rally into 
the summer months.
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The latest Sell-off is probably an initial warning of the end-game to unfold 
later this year
A mature Bull market, growing economies, an acceleration in commodity prices, perspectives for further monetary 
tightening, a spike in interest rates, and a plunge in stocks markets, the last several days have a feeling of the end game. 
In this article we consider these dynamics and aim to assess if this situation will settle over the next couple of weeks, if 
markets can resume up further into Q1 and Q2. 

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

Obvious to say that World 
equity markets are/were 

extended, and indeed our I Im-
pulsive targets up (right-hand 
scale) have been met, while our 
medium term oscillators (up-
per rectangle) have reached a 
High Risk position. That said the 
sequence we show on our long 
term oscillators recently re-ac-
celerated in December. This 
should theoretically imply new 
highs towards late Q2. Hence, 
when considering this Weekly 
graph, we believe the market 
is expensive, could consoli-
date during Q1, yet should 
carry on thereafter with one 

last leg up into late Spring (June 2018 as shown on our Automatic Messaging; lower rectangle).

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

We now focus on the 
Daily graph of the MSCI 

World Index. Our Automatic 
messaging is in a “High Risk” 
position, which was identi-
fied on the 1st of February. 
Both oscillator series (lower 
and upper rectangles) confirm 
this configuration, which usual-
ly triggers between 1 and 3 
months of consolidation. Going 
forward, the scope of the cor-
rection may be limited as long 
as prices can hold above the 
lower end of our C Corrective 
targets down at 2’108 (right-
hand scale). These have held 
for now. Below these, the next 
level of support is towards the 

2’050 – 2’000 range. We will now turn the US and European equity indexes for further guidance.
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S&P500 Index
Daily graph or the perspective over the next 2 to 3 months

Now focusing on the 
S&P500, our Automatic 

messaging is also in a “High 
Risk” situation, which was 
identified on the 31st of 
January. The move is also 
extended as it has reached into 
our I2 Impulsive 2 extended 
target range up, between 2’880 
and 2’976 (right-hand scale).  
That said, on our longer term 
oscillators (lower rectangle), 
the sequence, which best 
fits our current oscillators 
configuration is rather a 
continuation move than to an 
important top. It may weaken 
into mid February, but should 

then stabilize and start moving up again towards late March / April (limited upside potential though). To justify such a 
high level continuation, prices would probably need to hold above the lower end of our C Corrective targets downat 2’681 
(right-hand scale). Alternatively, breaking these levels would open the door to the 2’600 – 2,500 range, probably towards 
mid March, or even April, as showed on our medium term oscillator series (upper rectangle). 

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

The price action on the Eu-
roStoxx 50 since November 

has been very choppy, mostly 
thanks to the counter effects 
of rising stock markets global-
ly coupled with a rising Euro. 
Following a strong move up 
in early January, the recent 
sell-off does come as a strong 
set-back. Our long term oscil-
lators (lower rectangle) would 
suggest further downside (pro-
bably into March and even 
April).  The fact that we have 
plunged through our C Correc-
tive targets down (right-hand 
scale) may support this nega-
tive view. The next level of sup-

port would be 3 to 6% lower (I Impulsive targets down). That said, the EuroStoxx 50 Index is probably one of the only Euro-
pean Indexes to have broken through (see our analysis on the DAX and the CAC40 on page 45 of this issue). This is probably 
due to the fact that by being a cross European average, the EuroStoxx 50 is less volatile than for example the DAX or the 
CAC40, so that the recent selling of the Indexes, has had a stronger impact in comparison to its historical level of volatility 
than for example on the DAX or the CAC40. Not dismissing, the 3 to 6 % short term risk mentioned above, we would hence 
remain constructive for now. Our medium term oscillators (upper rectangle), would support this view: they should in-
deed see a possible intermediate bottom materialise  over the next week or so. It may help the EuroStoxx 50 to initiate 
a bounce back up.  36



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

Rapidly rising rates on the 
back of rising inflation ex-

pectations have been the trig-
ger behind the recent sell-off. 
Over the last few months, we 
had expected US 10Y rates to 
reach 2.8% by early March. 
We’re now in early February, 
and these levels have already 
been met. On both our oscil-
lators series (lower and upper 
rectangles), the move up does 
continue a few more weeks, 
yet its potential is slowly get-
ting exhausted as shown by our 
I Impulsive targets up between 
2.7 and 3.0% (right-hand scale). 
Indeed, these levels have now 

been reached. We would hence expect the rapid rise of rates to slow over the next few weeks, and even to retrace down  
slightly during February, and then again towards late March. This should bring some relief to equity markets. Following 
that, as mentioned in our previous newsletter, rates could accelerate up once more in Q2.

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

Since September, rates and 
USD/JPY had been mo-

ving up in sync. Indeed, their 
moves are usually correlated. 
Yet, as the rate rise started to 
move parabolic from early Ja-
nuary, the correlation comple-
tely reversed (rates up, USD/
JPY down). As Mr Gundlach, 
the famous Bond manager re-
cently put it, 2.6% was the red 
line, where rising rates could 
start to hurt equities. Several 
weeks before the recent equity 
sell-off, USD/JPY has started to 
anticipate that. Such inversions 
in correlation, especially in this 
direction (rates up, USD/JPY 

down) have been fairly rare in recent years. They’ve always corresponded to rapid rate rises. 2 occurrences stand out: mid 
June 2013, following the rapid rate rise triggered by the Bernanke Tappering speech, and late December 2015 following the 
Yellen first rate hike. In both cases, the correlation reversed back to normal within 3 weeks. In the former, USD/JPY followed 
rates up and gained 6 figures, in the latter, rates followed USD/JPY lower, which eventually lost a further 4 figures. In this case, 
as we expect rates to continue to rise (although more moderately), we would expect USD/JPY to rebound, possibly into 
late February / early March according to both our oscillator series (lower and upper rectangles). Both could then retrace 
back down during March.    3736



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

Last month, we had expec-
ted EUR/USD to retest its 

highs, not to break-out as it did.  
Going forward, we believe that 
EUR/USD has reached a High 
Risk situation on our long term 
oscillator series (lower rec-
tangle). Its I Impulsive targets 
up (right-hand scale) have also 
been reached, and overrun, in-
dicating that for now, the move 
is extended. We would hence 
expect some consolidation on 
EUR/USD during February and 
perhaps March. We would be 
shy on being too aggressive 
and would probably consider 
3 to 5 figures of downside po-

tential during this retracement period. Indeed, our medium term oscillators (upper rectangle) may be suggesting that EUR/
USD just consolidates at high levels, with a retracement during February, a retest of highs in March, and a further retrace-
ment towards early April. 

Gold in USD/oz
Daily graph or the perspective over the next 2 to 3 months

Gold has also had a great 
run since December and 

recently made marginal new 
12 months highs. From a tar-
gets perspective, it may even 
extend further (right-hand 
scale). Yet, both our oscillators 
series (lower and upper rec-
tangles) would rather suggest 
that it retraces back down du-
ring February, perhaps even 
towards early March. Given 
our current measure of his-
torical volatility “Delta”, here 
at 127.3 (middle rectangle; 
right-hand side), the move 
back down may amount to 
between 60 and 100 Dollars 

(0.5 to 0.8 times “Delta”), somewhere back below 1’300 and possibly down to 1’250. It is also surprising that it hasn’t been 
stronger during the recent equity sell-off. That said, Gold doesn’t like higher interest rates either.   
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Gold in Euros/oz
Daily graph or the perspective over the next 2 to 3 months

Gold in Euros strips out the 
Dollar effect, which has 

been the strong motor behind 
its continued January rise. 
On both our oscillator series 
(lower and upper rectangles), 
Gold started to resume down 
early January and should 
continue to decline into late 
February / March. This may 
also be quite positive for equity 
markets as Gold, despite its re-
cent inflationary run, remains 
a defensive asset. Our I Impul-
sive target range down is quite 
wide, between current levels 
and 40 Euros lower.

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

Goldmines seem to be lea-
ding the way lower for 

Gold. During December and 
January, they’ve bounced wi-
thout making new 12 month 
highs and now seem to be re-
suming their downtrend. On 
both our oscillator series, we 
would expect GDX to decline 
into late February / March. 
Our I Impulsive targets to the 
downside are pointing towards 
the 20 – 19 range for a poten-
tial low.
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Gold vs the S&P500 Index 
Daily graph or the perspective over the next 2 to 3 months

Gold and the S&P500 Index have 
both been suffering from the 

recent sell-off. Indeed, rapidly ri-
sing rates are good for neither. Yet, 
Gold remains more defensive and 
hence its ratio to the S&P500 usually 
corrects up in risk-off periods. Since 
the recent sell-off, it has indeed 
started to correct up again. The se-
quence we show on our long term 
oscillator series (lower rectangle) is 
still downtrending and is suggesting 
that the ratio should soon resume 
down towards late February / 
March.  Our medium term oscilla-
tors also suggest some retracement 
over the coming weeks, but a fur-
ther jump in March. Provided these 

short term projections come true, it would probably confirm a stabilization of equities, before they begin to rise again until 
late February at least.    
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TIP - iShares TIPS Bond ETF / IEF - iShares 7-10 Year Treasury Bond ETF  
Daily graph or the perspective over the next 2 to 3 months

Finally, we look at inflation breake-
vens and the TIPs to Treasuries 

ratio. Previously in the Commo-
dity section of this edition, we had 
considered its Weekly graph. We 
had expected it to consolidate some 
towards late Q1 and then start to 
accelerate up again. On this Daily 
graph, the trend still looks strong and 
probably still extends up until late 
February / early March on both our 
oscillator series (lower and upper 
rectangle). That said, what is more 
important in our view, is that its up-
side potential is slowly getting ex-
hausted for now. Indeed, we have 
pretty much reached our I Impul-
sive targets up (right-hand scale). 

Inflation expectations may hence continue to rise in coming weeks, yet at a more moderate pace. They may even retrace 
down a bit during March. This may deliver a more friendly environment for equities during February, and possibly March.

Concluding remarks:

The recent sell-off in equities probably provides a wake up call for many complacent equity investors. Indeed, from a 
technical perspective, equity markets are certainly very extended, and the parabolic ascent over the last few months 

has left little indications as to where the support levels lie.  One may wonder how deep this correction could go, or if it 
may even be signaling the beginning of an outright Bear market. We believe not, at least not for now. Indeed, we expect 
the rise in inflationary pressures and interest rates to moderate over the next few weeks. This in turn should help USD/
JPY rebound, could create an worthwhile intermediate top on EUR/USD, push Gold retrace down, while putting a floor 
on equities. Provided most equity markets manage to hold above the support of their C Corrective targets down over the 
next few days, we would expect them to gradually stabilize during February, and even attempt a further move up towards 
March. If we are correct, these last few days would have provided a strong initial warning of what may potentially unfold, 
later in the year, with more magnitude.



Last year, European economic growth 
accelerated after two years of steady 

but flat recovery, demonstrating once 
again the institutional resilience of 
the economic bloc -- consumer and 
business sentiment surged and the 
pace of economic growth was relatively 
unaffected by the political uncertainty 
that erupted during the year. The 
outstanding performance was driven 
primarily by exports, despite a surging 
currency (see 1st chart on this page) . For 
2018, we expect the cyclical economic 
upswing to continue; however, this 
year, we expect political risk to remain 
high or more likely, even escalate. 
Domestic political tensions have been 
seen recently even in countries that 
are registering solid rates of growth 
(Ireland), and in traditionally politically 
stable countries, such as Germany. In 
Ireland, a long-running policing scandal 
brought Leo Varadkar›s Fine Gael-led 
minority coalition government to the 
brink of collapse in November 2017. 
Political analysts say that the embattled 
Varadkar›s government will likely call a 
snap parliamentary election in the first 
half of 2018, which the incumbents will 
likely lose. 

In Germany, the difficulties of 
Madame Angela Merkel in forming 

a government dealt a severe blow to 
her image of authority. Furthermore, 
the inclusion in the Bundestag (the 
lower house of parliament) of the far-
right populist Alternative for Germany 
(AfD) caused an uproar, despite polls 
having indicated for two years that this 
would happen. Germany is not alone in 
this respect – the country is catching 
up with its neighbours, as recent 
elections across Europe show that 
electorates are increasingly favouring 
alternative or populist parties over 
mainstream parties and candidates. 
Expect more political fragmentation, 
and the emergence of unusual 
government coalitions and will mean 

a more complicated policymaking 
outlook across the region in 2018 and 
beyond. 

Political unrest remains high in Spain 
following the victory of separatist 

parties in the 21 December regional 
election in Catalonia. Although the 
central government is effectively 
ruling the region after Prime Minister 
Mariano Rajoy invoked Article 155, and 
there are doubts as to whether former 
Catalan President Carles Puigdemont 
will be able to head the new Catalan 
government, a separatist government 

with a solid parliamentary majority 
will likely be formed in the coming 
days. Tension between the IMF and 
some euro zone members on the 
sustainability of Greece›s public 
debt could flare up again in 2018. 
The discussion of debt relief has been 
deferred until after the third bail-out 
programme, which ends in August. 
However, another round of anxiety over 
possible PIIGS default is largely remote, 
if measured by market-related risk 
constructs (see chart below). 
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weaker EUR/USD, but political risks will become even more 
elevated
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However, the biggest potential 
political risk to the eurozone is the 

Italian election on the 4th of March 
2018. This is the immediate political 
hurdle that the eurozone needs to 
clear. Former Prime Minister Silvio 
Berlusconi’s coalition is topping the polls, 
followed by a neck-to-neck race between 
a coalition of center-left parties and the 
populist Five Star Movement. The left-
of-centre Democratic Party (PD), which 
runs the current government, remains in 
third place. Matteo Renzi and his party 
(strong proponents of the EU), have 
collapsed in the polls, in part because 
of the fading popularity of the EU. 
All polls project a highly-fragmented 
parliament, and tough negotiations will 
be needed to form a new government, 
which will have to deal with an ailing 
financial system and relentless weak 
economic growth and elevated debt 
levels (see 1st chart on this page). There 
remains a significant risk that the anti-
EU position of the Italians has risen to a 
significant level that once again we are 
witnessing a backlash against the current 
political systems everywhere, which of 
course first manifested as Brexit in the 
UK. Nonetheless, the anti-EU sentiment 
in Italy has not yet reached the tipping 
point, and we do not see an Italexit 
during the course of the year. 

Rising employment, high levels 
of positive sentiment and a 

loose monetary policy stance should 
continue to underpin domestic demand 
in the entire Eurozone this year. Low 
inflationary pressures should allow 
the ECB to maintain its ultra-loose 
monetary policy stance, while robust 
global growth will support the exports 
sector. Last month, the ECB halved the 
pace of monthly asset purchases under 
its quantitative easing (QE) programme, 
but they will run at this level (EUR30 bln) 
for most of the year, until September, 
after which markets expect a very 
gradual tapering of purchases. In a sign 
that the ECB’s ultra-accommodative 
monetary policy stance is bearing fruit, 
corporate lending in the bloc hit a post-
crisis high in December. (see 2nd chart 
on this page)



The positive momentum from 2017 
is expected to be carried over into 

2018; business sentiment remained at 
multi-year highs in France and Germany 
in January, while preliminary composite 
PMIs for both countries for the same 
month signaled that their economies 
continue to grow robustly. Another 
healthy expansion in real GDP of 2.1% 
is expected this year by the IMF. This 
follows the IMF’s estimated growth 
of 2.4% in 2017—the fastest annual 
growth rate since 2007. If confirmed, 
the euro zone’s economy would have 
expanded for 17 consecutive quarters. 

The eurozone economy is 
enjoying the strongest period 

of economic growth in more than a 
decade, despite lingering political 
uncertainty and strong currency. The 
underlying strength of the bloc has 
so far, superseded concerns around 
the prospective change in monetary 
policy outlook and the recent gains 
in the euro. The positive momentum 
in economic indicators has initially 
heightened speculations that the 
European Central Bank (ECB) may 
hasten the reduction its monthly asset 
purchases, but Mr. Mario Draghi has 
tamped down on that speculation for 
fear of pushing the exchange rate of the 
EUR even higher, forestalling growth. 
The euro posted its strongest year 
against the US dollar in over a decade 
in 2017, but the single currency 
remains well below its long-term 
average versus the US dollar. As such, 
European equities have been able to 
withstand the euro’s appreciation and 
have pushed higher in spite of it. But 
the impact of a strong EUR on equity 
valuations has a long distributed lag, 
and so it is only now that the impact of 
the recent EUR strength will negatively 
impact European equities. The negative 
influence should dissipate in a few 
weeks however. 

As for the EUR itself, the current 
resurgence is primarily a reflection 

of the weakness of the US Dollar – its 
main competitor in the global FX arena. 
And our outlook is for a recovery of the 

US Dollar soon (as early as this month), 
and by extension, a weaker EUR 
should underpin the Eurozone growth 
prospects even further later this year 
(see 2nd chart on this page).
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Strong potential, yet will it be fulfilled? Financials still look strong at least 

Depending on which European index you look at,  over the last few days, prices have dived below or held at our Daily C 
Corrective targets down. Holding these levels is what we would usually expect from an intermediate correction down. 

August 2017 lows have pretty much been retested everywhere. Below that, the next support levels are towards the January 
2017 highs, some 3 to 6% lower than today. In this article, we will consider the business case for European Equities, try to 
assess if they will manage hold up, and if so, how much untapped upside potential they may have left, and what countries 
or sectors to favor in Q1 and/or in Q2 2018.   

EuroStoxx 50 Fut (Mar) 
Weekly graph or the perspective over the next 2 to 4 quarters

As we write, the EuroStoxx 
50 Future is holding around 

3’400, or towards the lower end 
of the August 2016 retracement 
range. Although these levels can-
not be seen yet on this Weekly 
graph, the uptrend on our long 
term oscillators (lower rectangle) 
is still in place, for now, possibly 
until June according to our Auto-
matic messaging (message box in 
middle rectangle). The I Impulsive 
up price potential could still reach 
towards the 3’800 – 4’200 range 
or 10 to 20% higher than today. 
That said, the current sell-off (pro-
vided it halts) has weakened the 
picture. It took out the early Janua-

ry lows, which theoretically served as a base for the upside move towards June. In order to reconfirm our positive projection, 
the EuroStoxx will probably need to bounce back quite strongly over the next few weeks. If not, a sequence of declining highs 
could materialise on our medium term oscillators (upper rectangle) during Q1, a configuration which is usually quite negative.   

EuroStoxx 600 vs MSCI World (hedged for currency risk)
Daily graph or the perspective over the next 2 to 3 months

On a relative basis the EuroS-
toxx 600 has systematically 

underperformed world markets 
since the Euro accelerated up in 
May. This ratio is hedged for cur-
rency risk and hence does not take 
the Euro appreciation into account. 
Indeed, usually, the stock market 
with the stronger currency under-
performs. On both our oscillator se-
ries (lower and upper rectangles), 
the ratio is now positioned to 
bounce, possibly over the next 3 
to 6 weeks. Its downside I Impul-
sive price potential down (right-
hand scale ) is also exhausted. This 
rebound, if it materialises, will 

certainly be linked to a rebound in the US Dollar. Will it happen as Equity markets continue to fall (flight to quality towards 
the US Dollar), thereby cushioning European markets, which may fall, but less that others, or will Equities and the Dollar rise 
together on reduced inflationary pressures as a result of the consolidation we expect on commodities.
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Dax Index
Daily graph or the perspective over the next 2 to 3 months

Yet, it may be slightly early 
to cheer up completely. 

Indeed, the time window for 
the current sell-off is not quite 
closed yet, i.e. the interme-
diate low we think could halt 
the sell-off may still be a few 
days away as shown on both 
oscillator series (lower and 
upper rectangles). That said, 
prices have pretty much held 
above or at  the lower end 
of  our C Corrective targets 
down on an End of Day basis 
(around 12’460, right-hand 
scale). If they can continue to 
do so, this may lay the ground 
for a rebound that could last 

into March. This projection is weighted against a  6% downside risk, if these C Corrective down  levels break and prices 
move towards our I Impulsive targets down (top of the graph at 13’560 minus 1.3 times our historical volatility measure 
“Delta” at 1’375 equals circa 11’780, or the levels reached 12 months ago during January 2017)

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

The picture on the CAC40 is 
more positive. The inter-

mediate low that could stop 
the sell-off is theoretically 
only a day or so away as shown 
on both our oscillator series 
(lower and upper rectangles), 
and even on an intraday basis 
(overnights), the lower end of 
our C Corrective targets down 
(right-hand scale) has pretty 
much held overnight (at or 
around 5’150 ). Provided these 
support levels continue to 
contain the sell-off, the CAC40 
could start to rebound soon, 
possibly towards early / end 
March. Theoretically it may 

even move back up to retest its highs.  
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Healthcare sector Europe Stoxx 600 vs Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

Looking at another European 
Defensive sector, yet on a 

Daily graph, we turn to the 
European Healthcare sector vs 
the Europe Stoxx 600. On both 
our oscillator series (lower and 
upper rectangles), the slight 
rebound since mid January 
is coming to an end over the 
next few days. Healthcare 
should then resume down 
vs the market. Over the next 
month or so, the underperfor-
mance potential is somewhat 
exhausted (our I Impulsive tar-
gets down have been reached; 
right-hand scale), yet on a lon-
ger term basis (on our Weekly 

graph, not shown here), Healthcare could underperform the Stoxx Europe 600 index by a further 8 %. This again, confirms 
that the risk-on environment probably resumes during Q1, possibly until mid year. 
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Food & Beverage sector Europe Stoxx 600 vs Europe Stoxx 600
Weekly graph or the perspective over the next 2 to 4 quarters

We now focus on the 
long term picture of 

our Weekly graphs, where the 
sell-off early this week is not 
yet integrated, and will first 
look at Defensive sectors. In 
this graph, we will compare the 
Europe Stoxx Food & Beverage 
index vs the Europe Stoxx 600 
(the sector is a good proxy for 
defensive profiles). According 
to both our oscillator series 
(lower and upper rectangles), 
Food & Beverage should conti-
nue to underperform the mar-
ket, possibly until June. Our I 
Impulsive targets down (right-
hand scale) would suggest a 

further 5 to 15% of underperformance potential until then, and hence continues to justify our risk-on bias towards mid 
year.



Energy sector Europe Stoxx 600 vs Europe Stoxx 600
Weekly graph or the perspective over the next 2 to 4 quarters

We now look at sectors 
linked to commodities 

and first at the European Ener-
gy sector vs the Europe Stoxx 
600 Index. Since 2016, our long 
term oscillator series (lower 
rectangle) have worked per-
fectly in timing the inflection 
points of the sector vs the mar-
ket. Energy has now reached 
an important intermediate top 
on a relative basis (similar to 
Oil and other Commodities). 
We expect it to consolidate 
down during Q1, yet would 
still expect one last rebound 
from early Q2 until year end. 
This is shown by the sequence 

on our medium term oscillators (upper rectangle).

Basic Resources sector Europe Stoxx 600 vs Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

On this Daily graph, we 
look at European Basic 

Resources vs the market. The 
sector is also very much linked 
to Commodities. As mentioned 
by our Automatic Messaging 
(lower rectangle), the sector as 
now reached a High Risk posi-
tion vs the market. At best, we 
would now expect a high level 
consolidation towards late Q1 
as shown on our medium term 
oscillator series (upper rec-
tangle). Yet, our favored scena-
rio (shown on our longer term 
oscillators; lower rectangle)  
would rather point to a correc-
tion into March, before the 

sector gradually startst to rebound towards the Spring. The C Corrective potential to the downside (right-hand scale) is 
pointing to possibly 10 to 15% underperformance for the sector vs the market over the next 1 to 2 months (indeed, Basic 
Resources are quite volatile).   
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Industrials sector Europe Stoxx 600 vs Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

We also look at Industrials, 
another sector, which 

has performed strongly during 
H2 2017. On both our oscilla-
tors series (lower and upper 
rectangles), it has probably 
reached an intermediate top 
and should correct during 3 to 
6 weeks into March. Following 
that, it may resume up from 
late March/April into mid year. 
We can also note that for now 
its outperformance potential 
has been fulfilled. Indeed, our 
I Impulsive targets up (right-
hand scale) have been reached. 

Banking sector Europe Stoxx 600 vs Europe Stoxx 600
Weekly graph or the perspective over the next 2 to 4 quarters

One sector, we’ve been 
promoting over the last 

few months is Financials, and 
especially European Banks. 
Indeed, their Weekly graph 
vs the Europe Stoxx 600 still 
looks favorable, possibly until 
mid year: our medium oscilla-
tors (upper rectangle) have fi-
nished their retracement, while 
our long term oscillators (lower 
rectangle) are suggesting the 
resurgence of a strong uptrend. 
It could last into mid year, and 
its upside potential is compel-
ling, possibly towards our I Im-
pulsive relative price targets 
15 to 20% above current levels 

(right-hand scale). Financials is a typical sector that performs well late in the cycle. They should remain strong until 
equity markets top out sometime later this year. 
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Banking sector Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

We now lookat the Euro-
pean Banking sector on 

a standalone basis, On both 
our oscillator series, the sector 
is still uptrending and shows 
potential I Impulsive poten-
tial up above 200 (right-hand 
scale). That said, following the 
recent correction, prices are 
now within our C Corrective 
targets down. Although, we 
will worry some if they break 
below these (below 179), re-
tracements into Corrective 
price targets often deliver in-
teresting Buy the Dips oppor-
tunities. 

XLF - Financial Sector SPDR Fund vs SPY - SPDR S&P 500
Weekly graph or the perspective over the next 2 to 4 quarters

We also take this oppor-
tunity to reiterate our 

positive opinion on the US Fi-
nancials sector vs the market. 
Although in terms of price po-
tential the trend seems more 
advanced than in Europe, it 
may still deliver 5 to 10% out-
performance until mid year 
(right-hand scale). Both our os-
cillator series are also showing 
that the trend should continue 
up until then, possibly even 
into the Summer. 
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Europe Core (equal  weighted CAC40 + DAX Kurs Index) vs Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

We now compare a Core 
Eurozone portfolio to 

the Europe Stoxx 600. The Core 
EuroZone portfolio is simply 
equal weighted between the 
DAX and the CAC40. Histori-
cally, the DAX and the CAC40 
are slightly more defensive 
than the general index (large 
markets), and are also more 
sensitive to changes in the 
EUR/USD exchange rate than 
the general European index. 
Indeed, their constituents are 
often large, international com-
panies, which on a relative 
basis benefit during periods of 
EUR weakness. On both our os-

cillator series (lower and upper rectangles), we are expecting them to outperform the rest Europe, from now into March.  
This may indirectly confirm that the USD could rebound over the next 3 to 6 weeks.

Dynamic Southern Europe basket vs Europe Stoxx 600
Daily graph or the perspective over the next 2 to 3 months

The possible outperfor-
mance of Core Europe 

above, may however be rela-
tively short lived. We now look 
a portfolio we label dynamic 
Europe, which includes Italy, 
Portugal, Greece and Austria. 
We have left out Spain, which 
has underperformed recently 
(the Catalonia events?) and 
included Austria, which is 
benefiting strongly from its 
exposure to Eastern Europe. 
These countries usually out-
perform the rest of Europe 
when the Euro is strong as 
their economic dynamics are 
less influenced by it. On Both 

our oscillator series, they may consolidate down into late February / early March, before they resume their uptrend 
from late Q1 into Q2. Indeed, for now their outperformance potential seems a bit exhausted as they have reached our I 
Impulsive targets to the upside (right-hand scale). From this graph, we may tentatively conclude that the outcome of the 
Italian election should not be too disruptive after all.
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UK FTSE Index vs Europe Stoxx 600 (hedged for currency risk)
Weekly graph or the perspective over the next 2 to 4 quarters

Turning outside the Eu-
roZone, we first look at 

the FSTE vs the Europe Stoxx 
600. Following a slight bounce 
into late Q1 (our medium 
term oscillators; upper rec-
tangle), we expect to FTSE 100 
to underperform, possibly un-
til mid year on both oscillator 
series (lower and upper rec-
tangle). This may be explained 
by the EUR/GBP cross rate. We 
believe that as Commodities 
retrace a bit in Q1, and then 
accelerate up in Q2, EUR/GBP 
should do the opposite along 
with the FTSE to EuroStoxx 600 
ratio.

Swiss SMI Index vs Europe Stoxx 600 (hedged for currency risk)
Weekly graph or the perspective over the next 2 to 4 quarters

Turning to Switzerland and 
the SMI vs the Europe 

Stoxx 600, both our oscilla-
tors series (lower and upper 
rectangles) would suggest 
that the SMI retraces down 
vs other European markets 
during Q1. During Q2, it then 
builds a base, before it acce-
lerates up towards year end. 
The relative performance of 
the Swiss market is influenced 
by the EUR/CHF rates, but also 
by the fact that it is heavily 
weighted towards Defensive 
stocks. Its relative underperfor-
mance in Q1 may result from 
a retracement in the EUR/CHF 

cross rate (which is possible, especially during a Dollar rebound, as in Q4 2016), but could also happen on the back of  a 
rather risk-on environment, which would penalize defensive stocks.

Concluding remarks

As we write, the current market sell-off could still be underway. That said, for now, European markets are holding 
onto the support of their August 2017 lows.  Below that , the downside risk is probably towards the support of the 

January 2017 intermediate highs, 3 to 6% lower. This is non negligible, but not compelling. On a relative basis, European 
markets vs World markets are  Oversold. We expect them to bounce back and outperform over the next 3 to 6 weeks. If 
the US Dollar manages to hold onto its recent short term gains, this may happen as global equity markets rebound. On 
the sector front, Defensives still look weak until mid year. Energy, Basic Resources and Industrials could retrace some of 
their recent outperformance during Q1 and then re-accelerate up towards mid year. Financials still look strong.  Geogra-
phically, the DAX and the CAC could outperform over the next few weeks, as markets stabilize and the USD rebounds. 
Following that, our dynamic Europe portfolio (Italy, Greece, Portugal, Austria) should outperform again, probably towar-
ds mid year. 5150



52 / Splicing the markets – Could H1 2018 see the return of the 
Yen carry trade ?
All eyes on EUR/USD at the moment. It’s strong break-out is fuelling projections of potentially much higher levels. That 
said, on our Daily graph (mentioned page 38 of this issue), EUR/USD seems probably extended for now, and may have 
entered a high level consolidation, which could last over the next 2 to 3 months. The January breakout on  EUR/USD was 
followed by other major  Dollar pairs, The Pound, Swiss Franc or the Chinese Yuan, all expect one, the Yen, which hasn’t 
made new highs vs the Dollar, and could even be starting to reverse. 

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

2017 has been a dull year 
for USD/JPY. Following its 

strong move up in Q4 2016, it 
spent the year retracing in a 
tight range, mostly between 
114 and 108.  Yet, it never 
managed to break down, and 
on both our oscillator series 
(lower and upper rectangles), 
we would still consider its price 
action as an uptrend, although 
weak. Following its recent re-
tracement since November, 
USD/JPY may be getting ready 
to resume up, sometime from 
now on our medium term oscil-
lators (upper rectangles), or at 

the latest from late Q1 on our long term oscillators (lower rectangle). The C Corrective potential up (right-hand scale) we 
still envisage is towards 119 in first instance.
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EUR/JPY
Weekly graph or the perspective over the next 2 to 4 quarters

EUR/JPY is traditionally a 
gauge of the Risk-on/Risk-

off relationship and for now 
on both our oscillator series 
(lower and upper rectangles), it 
is still heading higher. Indirectly, 
this may confirm our view, ex-
pressed elsewhere in this issue, 
that “Volmageddon” is now 
probably behind us, and that 
global financial Armageddon  is 
still probably some time away 
(perhaps later this year).  Here 
too, EUR/JPY is in the process 
of re-accelerating up, from last 
December on our medium term 
oscillators (upper rectangle), 
and from late Q1 on our long 

term oscillators (lower rectangle). The price potential, we could expect over the next 6 to 9 months is important, towards 
our I Impulsive targets up  (right-hand scale) in the high 140s, possibly even in the high 150s.  
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Commodity currencies vs Yen
Weekly graph or the perspective over the next 2 to 4 quarters

We would also expect 
some re-accleration of 

Commodity currencies vs the 
Yen (the Commodity curren-
cy basket is equal weighted 
between the Rand, the Real, 
the Rubble, the Australian, 
New Zealand and Canadian 
Dollars, the Chilean Peso and 
the Norwegian Krone). Indeed, 
if as we expect, Commodities 
accelerate up again in Q2, their 
currencies should follow. His-
torically, this would be a great 
set-up for the usual Yen carry 
trade, with Yen funding (rates 
are still low in Japan) allowing 

for investments in Commodities and their related currencies.  On our medium oscillators (upper rectangle), a bit more pa-
tience may be required towards March. This could be due to the consolidation period we expect on Commodities during 
Q1. Yet, on our long term oscillators (upper rectangle), the sequence is potentially already accelerating up again, possibly 
towards late Q2 or the Summer. C Corrective targets up (right-hand scale) are almost reached. Above these, there may be a 
further 10% potential for Commodity currencies vs the Yen. 

Asian Emerging Markets currencies (including the Chinese Yuan) vs Yen
Weekly graph or the perspective over the next 2 to 4 quarters

Vs Asian Growth currencies 
(an equal weighted basket 

containing the Chinese Yuan, 
the South Korean Won, the In-
dian Rupee and the Taiwan Dol-
lar), the Yen also seems weak 
as it moves into H1 2018. On 
both our oscillator series (lower 
and upper rectangles), Asian 
Growth currencies should re-
sume their uptrend vs the Yen, 
between now and late Q1, 
possibly until the Summer, and 
potentially even the Fall. Our C 
Corrective targets up have al-
most been reached (right-hand 
scale). If they were to be taken 

out, Asian Currencies may have more than 10% additional upside potential vs the Yen towards the summer

Concluding remarks

During the January  Dollar sell-off, the Yen was the only Major currency not to have made new highs vs the Dollar. Just 
recently, during the brisk Equity market sell-off we have seen (or may still be seeing), it has also held above support 

and previous lows. We take this as a sign of medium term weakness for the Yen, and indeed, when we compare most 
currencies vs the Yen, these look strong from mid/late Q1 into the Summer. These dynamics could fit quite well with 
our commodity acceleration scenario in Q2, as the Yen has traditionally been the main funding currency of such trends. 
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MJT’s proprietary methodology uses Timing Oscillators to help investors position themselves either in an uptrend 
or downtrend. It will hence allow them to anticipate and project the future sequence of events. Coverage extends 
over 5’000 instruments, long term to intraday, across all asset classes. Relative charts, Opportunity filters, Multi 
charts monitoring screens and a Portfolio Simulation tool complete the functionality set. See below a description 
of What’s on the Chart, a Methodological brief and an outline of the ideal Uptrend/Downtrend Models (read more 
on www.mjtsa.com)

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

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

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

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

Ideal Downtrend Model 

(left to right) from an oscillator black top (usually a High Risk or a Case 1) the oscillators and prices will start moving down. A downtrend 
is confirmed once a red bottom can be made below a blue one. The correction up that follows delivers a selling opportunity (“Resume 
Downtrend”) followed by an intermediate bottom (Case 4). A new period of consolidation up or sideways  then starts, ending with 
a Case 6 acceleration down towards an important bottom (usually a Low Risk or a Case 2).  For each time frame, a fixed time unit 
separates each timing incidence, so that the distance between a blue and red bottom is usually X, the distance from the red to the black 
bottom is then 2X and the distance between the first and second black bottom is 3 to 4X.
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Copyright 
© Diapason Commodities and Currencies (DC&C) / Diapason Commodities Management UK LLP (“Diapason UK”)
Any disclosure, copy, reproduction by any means, distribution or other action in reliance on the contents of this document without 
the prior written consent of Diapason is strictly prohibited and could lead to legal action.

MANAGEMENT JOINT TRUST SA
Disclaimer, No warranty, Copyright
Management Joint Trust SA is an editor of on-line financial graphics platforms as well as an independent research company. The 
information and graphics in this publication represent the opinion of Management Joint Trust SA and are not intended to be a 
forecast of future events and this is no guarantee of any future result. Nobody can predict the future and thus fluctuations of 
market prices (including market crashes). Past trends are not necessarily signs of future trends. Management Joint Trust SA warns 
you of the risks involved with any financial transactions (for example on stocks, bonds, raw materials). Derivatives or foreign 
exchange trades entail even greater risks. You need to be aware that chances of winning are in no way guaranteed and potential 
of losses may be very significant. As a reader of this publication or a user of our websites, you must take into consideration, as 
you select investments, of this uncertainty. This publication or any information provided through Management Joint Trust SA’ s 
websites do not constitute a solicitation or offer, or recommendation to acquire or dispose of any investment or to engage in any 
other transaction. Any reference to a transaction, trade, position, holding, security, market, or level is purely meant to educate 
readers about our methodology as well as possible risks and opportunities in the marketplace and are not meant to imply that any 
person or entity should take any action whatsoever without first evaluating such action(s) in light of their own situation either on 
their own or through a professional advisor. To establish its statistical analysis, Management Joint Trust SA relies on data provided 
by first class outside providers; however, Management Joint Trust SA does not guarantee you the permanence of such supply, nor 
its content. More generally, Management Joint Trust SA, their members, shareholders, employees, agents, representatives and 
resellers or partners do not warrant the completeness, accuracy or timeliness of the information supplied in this publication or 
on its websites, and they shall not be liable for any loss or damages, consequential or otherwise, which may arise from the use 
or reliance of the any information or content in this publication or available on the Management Joint Trust SA’s websites. Hence, 
neither you can nor may hold for certain analysis and interpretations provided in this publication or by our websites. Any financial 
transaction you may instruct is at your own risks. You can not claim nor obtain from Management Joint Trust SA compensation 
or indemnification for your damages (for example, incidental or consequential damages, losses, unrealised gains, liabilities, 
Management Joint Trust SA’s service fee). If a person or entity does not believe they are qualified to make such decisions, they 
should seek professional advice. The prices listed are for reference only and are in no way intended to represent an actual trade. 
This information is not a substitute for professional advice of any nature, including tax, legal, and financial. While we believe the 
information contained herein to be accurate, all numbers should be verified by the reader through independent sources. Again, 
trading securities, options, futures, or any other security involves risk and can result in the immediate and substantial loss of the 
capital invested and every reader/recipient is responsible for his or her own investment decisions. The employees, officers, family, 
and associates of Management Joint Trust SA may from time to time have positions in the securities or commodities covered in 
its publications or on its websites. Corporate policies are in effect that attempt to avoid potential conflicts of interest and resolve 
conflicts of interest that do arise in a timely fashion. MJT is the owner of all its brands and websites (especially www.mjt.ch, www.
mjtsa.com or any related websites). These are protected by intellectual property rights, among other copyright, trademark and 
competition rights. As reader of this publication or a user Management Joint Trust SA’s websites, you acquire no rights on the 
various softwares, services, and information made available by Management Joint Trust SA.  In particular, you do not acquire 
ownership rights. You undertake especially not to: a) Copy, save, reproduce, publish, post, transfer, transmit, exploit or distribute 
in any way data or components produced or any information or content made available by Management Joint Trust SA (including 
but not limited to its publications, its software, Internet pages and graphic displays); b) Mention or use in any non-purely private 
way the name Management Joint Trust SA or any of its trademarks, its or their logos, its or their texts and graphic displays; c) 
Interfere with or modify data or components published or edited by Management Joint Trust SA (including but not limited to its 
publications, software, Internet pages and graphic displays); d) Use Management Joint Trust SA in a way not consistent with its 
natural purpose; e) Access Management Joint Trust SA in an illegal way or without having filled the requested questionnaires, 
accepted these Terms and Conditions paid the requested fees. These Copyright and Trademark provisions mentioned above do 
not limit your right to print on paper, for your personal/private use only, pages of this publication or any other content produced 
by Management Joint Trust SA that you are interested in. Professional use of the printed pages is however strictly forbidden. 
Similarly you are forbidden to resell these pages. If you want to use any content produced and edited by Management Joint Trust 
SA not for your personal/private use, you must obtain in advance from Management Joint Trust SA a written authorization by 
writing to:
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General Disclosure
 
This document or the information contained in does not constitute, an offer, or a solicitation, or a recommendation to purchase or 
sell any investment instruments, to effect any transactions, or to conclude any legal act of any kind whatsoever. The information 
contained in this document is issued for information only. An offer can be made only by the approved offering documentation, 
especially the prospectus of the Fund mentioned herein. The prospectus may only be distributed in accordance with the laws 
and regulations of each appropriate jurisdiction in which any potential investor resides. The investments described herein are not 
publicly distributed.
 
This document is confidential and submitted to selected recipients only. It may not be reproduced or passed to non-qualifying 
persons or to a non professional audience.
 
This document is issued by Diapason Commodities and Currencies (DC&C) / Diapason Commodities Management UK LLP 
(“Diapason UK”). Diapason UK is authorised and regulated by the Financial Conduct Authority.
 
This document is only made available to professional clients and eligible counterparties as defined by the Financial Conduct 
Authority. The services of Diapason may be restricted in some jurisdictions to persons who are professional clients and institutional 
investors. In such case, they are not available to retail clients and are not subject to the same protections afforded to retail clients. 
To the extent that this message concerns such products and services, then this message is communicated only to and/or directed 
only at professional clients and institutional investors and the information in this message about such services should not be relied 
on by any other person. For distribution purposes in the USA, this document is only intended for persons who can be defined as 
“Major Institutional Investors” under U.S. regulations. Any U.S. person receiving this report and wishing to effect a transaction 
in any security discussed herein, must do so through a U.S. registered broker dealer. The investment described herein carries 
substantial risks and potential investors should have the requisite knowledge and experience to assess the characteristics and 
risks associated therewith. Accordingly, they are deemed to understand and accept the terms, conditions and risks associated 
therewith and are deemed to act for their own account, to have made their own independent decision and to declare that such 
transaction is appropriate or proper for them, based upon their own judgment and upon advice from such advisers as they have 
deemed necessary and which they are urged to consult. Diapason disclaims all liability to any party for all expenses, lost profits 
or indirect, punitive, special or consequential damages or losses, which may be incurred as a result of the information being 
inaccurate or incomplete in any way, and for any reason. Diapason, its directors, officers and employees may have or have had 
interests or long or short positions in financial products discussed herein, and may at any time make purchases and/or sales as 
principal or agent. Certain statements in this presentation constitute “forward-looking statements”. These statements contain the 
words “anticipate”, “believe”, “intend”, “estimate”, “expect” and words of similar meaning. Such forward-looking statements are 
subject to known and unknown risks, uncertainties and assumptions that may cause actual results to differ materially from the 
ones expressed or implied by such forward-looking statements. These risks, uncertainties and assumptions include, among other 
factors, changing business or other market conditions and the prospects for growth. These and other factors could adversely 
affect the outcome and financial effects of the plans and events described herein. Consequently, any prediction of gains is to 
be considered with an equally prominent risk of loss. Moreover, past performance is not a guide to future performance and 
investment may result in loss of capital. As a result, you are cautioned not to place undue reliance on such forward-looking 
statements. These forward-looking statements speak only as at the date of this presentation. Diapason expressly disclaims any 
obligation or undertaking to disseminate any updates or revisions to any forward-looking statements contained herein to reflect 
any change in Diapason’s expectations with regard thereto or any change in events, conditions or circumstances on which any 
such statement is based. The information and opinions contained in this document are provided as at the date of the presentation 
and are subject to change without notice.
 
 
Electronic Communication (E-mail)
In the case that this document is sent by E-mail, the E-mail is considered as being confidential and may also be legally privileged. 
If you are not the addressee you may not copy, forward, disclose or use any part of it. If you have received this message in error, 
please delete it and all copies from your system and notify the sender immediately by return E-mail. The sender does not accept 
liability for any errors, omissions, delays in receipt, damage to your system, viruses, interruptions or interferences.
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