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7/ It could get worse before it gets better: allow for risk asset prices to fall in August-early September before Reflation 
Wave II gets underway -  The QE programs, and the surfeit of systemic liquidity it unleashed, also skewed the relationships 
between and among financial variables, especially as it pertains to inflation, bond yields, yield curves and even the US 
Dollar. Case in point – M2 money supply (after having been impacted by QE) has become an important variable in the 
determination of equity prices since November 2008, when the first QE program was launched. Prior to November 2008, 
the relationship between M2 and the stock market (with S&P 500 Composite as proxy) was episodic and often, seemingly 
random. But after November 2008, the correlation became much tighter -- whenever the quarter-on-quarter growth of 
M2 goes to zero, equity prices crumble several weeks thereafter. Note that after any sell-off triggered by liquidity-related 
issues, the subsequent counter-trend move is powerful and decisive. This was the case in all the equity episodes post-Nov 
2008, and it should be the case again this year. We expect a sharp recovery in equities and risk assets after a sell-off in late 
August-early September (if it happens), and the rally could extend until late in the year or even until mid-Q1 2018.

10 / Timing and Tactical Insight - 10 Daily charts to summarize our current tactical outlook: Risk/reward is stretched on 
our Daily charts for so called risk assets. We hence expect some consolidation to the downside into the 1st Half of August 
for the S&P500, the Eurostoxx 600, EUR/USD, USD/JPY or EUR/JPY. At the same time, reflationary asset should make their 
final sell-off, while defensive assets could bounce. From mid August/early September, risk and reflation assets should re-
sume their uptrend towards October and then early 2018.

16 / All that you know before Nov 2008 is now all wrong: understanding how QE skewed the relationship of financial 
variables - The Fed will raise its policy rate of interest just one more time this year, and will begin to reduce the size of its 
securities portfolio later this year -- September being the best guess for the initial reduction of the Fed’s balance sheet.
So inevitably “Quantitative Tightening” is in the pipeline , but let’s be careful with the semantics here. Central banks, 
courtesy of the Eurozone and Japan, are still buying financial assets with both hands, despite impressions of Mr. Draghi 
about to turn off the tap. The fact is that global monetary authorities have snapped up a record amount of financial assets 
in the year to date, in addition to the previous 8 years of cumulative stimuli.
However, the blessings come with some cleverly disguised, insidious pit-falls. The first Quantitative Easing program, ini-
tiated by the Fed on November 2008, altered the relationships and correlations among financial variables, and those 
skewed relationships will probably stay with us for as long as global systemic liquidity remains very high.
So, to summarize, one should understand that the relationships among financial variables prior to November 2008, are 
now all wrong and you should update one’s analytical tool kit.

20 / Timing and Tactical Insight - Yields and the Yield Curve remain soft until September, yet the downside is limited from 
here: US 10 Years Treasury Yields have started to react up in June, yet they may still retest during the Summer probably 
within their recent range. From late August / September onwards, we expect them to accelerate up until early next year. 
German Yields are stronger, yet quite well synchronized and confirm this positive picture following some retracement into 
August. Finally, the US Yield curve has probably reached a “Low Risk” situation that should see it rebound into next year.
 

28 / Oil is still susceptible to a last decline/setback in August-September but this will be followed by sharp gains during 
the rest of H2 2017 - The next tactical move may still  be a last sell-off that we have been flagging for some time, a last 
decline toward the lower part of this year range, which we have always said will happen in late Q3 2017. It should act like 
some kind of reset -- and a new upcycle should commence thereafter. This may be a spoiler for the bullish surge which has 
been going in the past 4 weeks in the back of favourable oil news flow.
US oil inventories also respond to lower oil prices by building (after a 2-month lag), and so it is just at this time that inven-
tories should start rising soon due to this factor. Oil inventories continue to draw however, as demand from refineries en-
abled some spectacular weekly drawdowns in recent weeks. However, although the inventory decreases paint a seemingly 
bullish picture, several of the contributing variables are not necessarily indicative of global supply and demand rebalancing, 
and will likely be confronted by increasing U.S. production.
This is the confluence of events which we believe could  trigger a last sharp decline in oil towards the $45/40 level. Howe-
ver, the adverse situation should not last long. All those factors would quickly realign so that global production will decline, 
supply will fall and inventory withdrawals will accelerate during the last quarter of the year. That would be extremely 
price-friendly and we expect a surge in oil prices which should challenge the $60.00 level by year-end.
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31 / Timing and Tactical Insight - Oil is building a base, late Summer could see it rising again: Oil may have already reached 
its retracement low. Yet we are weary of possible retests into the Summer as well as of the downside risk we still calculate 
on our Daily graphs (towards USD 40 a barrel). That said, the dynamics, which we have been considering since late last year 
(retracement into the Summer, re-acceleration towards year-end and early 2018) still appear to be valid. Sectors, Coun-
tries play and Commodities currencies seem to confirm this view. On our Daily graphs, we see quite a few indications that 
investors should probably wait until mid / end August for a better opportunity to enter Oil and its promising related plays.

35 / Is it time to allocate funds away from equities to commodities? An opportunity of a lifetime to do that may be close 
at hand
At no other time in the history of commodities has financial interest in the asset class been as weak as it is today. Over the 
past 50 years, commodities have never been cheaper relative to equities than they are at present. The good news is that 
the correlation between commodities and equites is highly cyclical -- the history of US stock and commodity prices has 
been characterized by recurring super cycles that last several decades. Similar extremes were seen in the early 1970s, in 
1986 and in 1998, leading up to the dot-com equity bubble. Of course, the ratio can fall further from here, and this year 
may not be the time when the reversion begins. But with talks of equity markets being in a bubble, and the Fed making 
noises about wanting to reduce the level of its balance sheet, which has been significantly responsible for pushing up 
equity prices, the elements that could trigger a reversion to the mean are starting to get into their proper places. Those 
relationships are due for a major change soon, as soon as next year, and we look forward to a radical change in regime, 
when commodities will again outperform equities. Asset classes inevitably take turns in outperformance, and sometime 
next year commodities should switch over to the driver’s seat.

38 / Timing and Tactical Insight - There will be multiple opportunities in H2 2017 for commodities: Most commodity play 
are expected to resume their uptrend from mid Summer to Spring next year. The outperformance potential for both com-
modities and their related equity sectors is substantial. Shorter term, the bounce which materialized from mid June will 
probably be retraced somewhat into mid August. Our view is that it will probably make higher lows already. We see this 
retracement as an opportunity to pick up Commodities before their prices really take-off.

43 / Splicing the markets – The trend is now heading upwards on GBP/USD, Buy the Dips: The uptrend, which started ear-
lier this year on GBP/USD, now seems quite robust and we would expect it to continue towards next year. In the meantime, 
some retracement may materialize into August. We see this potential pull-back as a ‘Buy the Dips’ opportunity.
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