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they did. Figure   2.5   shows the upward spike in crude oil (up arrow) during the second half of 1990 
coinciding with a stock downturn. A plunge in crude oil (down arrow) the following January turned 
stock prices back up again.

   Intermarket trends witnessed during the 1990–1991 Desert Storm era were remarkably simi-
lar to those witnessed during the second Iraq crisis over a decade later in 2002–2003. During the 
second confl ict, gold and oil prices soared in the months leading up to the outbreak of the Iraq war 
while stocks and bonds fell (just as they had done during 1990). And, once again, the actual outbreak 
of hostilities saw a complete reversal of those intermarket trends. The week that hostilities started 
(March 17, 2003) the U.S. stock market surged 8 percent, which was the biggest weekly gain in 

Treasury
bond
price

The October 1987 market crash
followed a peak in bond prices

six months earlier

FIGURE 2.4   Intermarket trends leading to 1987 market crash 

 

Crude 
oil

The January 1991 plunge in oil during
Desert Storm helped pushed stock

prices sharply higher

 
FIGURE 2.5   How oil impacted stocks during fi rst Persian Gulf War 
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 A second intermarket change was that commodities started to become more closely correlated 
with stocks, just as they did in the defl ationary 1930s. That closer link between stocks and com-
modities became even more pronounced after the collapse in the housing market during 2007, 
which led to the fi nancial meltdown in 2008 (which brought back painful comparisons to the Great 
Depression of the 1930s). The defl ationary implications of that historic event tightened the link be-
tween stocks and commodities after 2008. That was because both asset classes became closely tied 
to the global economic cycle. Rising commodities like copper and oil implied economic strength, 
which was good for stocks. Falling commodity markets suggested economic weakness, which hurt 
stock values. 

 The fi rst decade of the new millennium witnessed the resurgence of hard assets (like gold and 
other commodities), which was largely the result of the Fed’s weakening the dollar in order to 
combat the threat from defl ation. That had also been tried during the 1930s when the dollar was 
devalued by taking the United States off  the gold standard. The result in both instances was higher 
gold prices. Contrary to popular belief, gold assets do very well in a defl ationary climate, as wit-
nessed during the 1930s and the decade after 2000. In the four‐year period from 1929 to 1932, 
stocks and commodities tumbled together. The only two assets that bucked that defl ationary de-
cline were Treasury bond prices and gold‐mining stocks. I’ll cover the upturn in commodities (and 
the collapse in the dollar) later in the book, at which time I’ll draw more comparisons between the 
Fed’s plan after 2002 and the 1930s.   

 �  The De”  ation Scenario 

 In the 1999 revision of my book entitled  Technical Analysis of the Financial Markets , I included a 
chapter on intermarket analysis, which reviewed the historic relationships that dominated the post-
war era. I inserted a new section, however, entitled “The Defl ation Scenario.” That section described 
the collapse in Asian currency and stock markets that started in the middle of 1997 that had an espe-
cially depressing eff ect on global commodity markets. For the fi rst time in a generation, that collapse 
in commodity prices to the lowest level in 20 years caused market analysts to start expressing con-
cern that a benefi cial era of  disin� ation , when prices of goods rise at a slower pace, might turn into a 

  JOHN•S TIPS  

 Bond yields turned down before stocks in 2000 and 2007 and gave early warning of a stock 
market decline. 

 harmful period of  de� ation , when prices actually fall. How the fi nancial markets reacted to that initial 
threat of defl ation has defi ned the intermarket model since then. 

  disin� ation  when prices of goods rise at a slower pace 

de� ation  when prices actually fall 

 Commodity prices fell sharply while bond prices surged. That was nothing new, because falling 
commodity prices usually produce higher bond prices. What was new was how stocks reacted to the 
combination of falling commodities and rising bond prices. Instead of rising, stock prices fell. During 
1998, stocks were sold all over the world while money poured into U.S. Treasury bonds in a global 
fl ight to safety. In other words, stocks fell while bonds rose. That was unusual and represented a huge 
departure from the old intermarket model (the  old normal ). 
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  C H A P T E R    3 

 The 1997–1998 
Asian Currency 
Crisis  

  This chapter covers intermarket reactions to the Asian currency crisis that occurred between 1997 
and 1998. The most important result of that crisis was the dramatic decoupling of bond and 

stock prices. Those market reactions were a dress rehearsal for the intermarket model that dominated 
the following decade. One intermarket lesson resulting from that crisis was a warning that falling 
bond yields (rising bond prices) after 2000 would not have the same positive eff ect on stocks that it 
had prior to 1998. The two defl ationary events of the 1990s were the collapse in Japanese stocks in 
1990 and the collapse of Asian currencies during 1997. Japanese defl ation over the last two decades 
may help explain the persistent decline in bond yields in the United States. A positive correlation has 
existed between the trend of Japanese stocks and U.S. bond yields.   

 �  The Asian Currency Crisis Starts in 1997 

 During the summer of 1997, the currency of Thailand started to tumble. It was a trend that soon 
spread to other currencies in that region. The collapse in Asian currency markets caused a corre-
sponding collapse in Asian stock prices, which had a ripple eff ect around the globe. Fears of global 
defl ation pushed commodity prices into a free fall and contributed to a worldwide rotation out of 
stocks and into Treasury bonds. Over the following year and a half, the CRB Index of commodity 
prices fell to the lowest level in 20 years. 

  JOHN•S TIPS  

 The CRB Index is a basket of 19 actively traded commodity markets and is the oldest measure of 
commodity price trends. 

 Figure   3.1   shows the CRB Index of 19 commodity markets during 1998 falling below its 1986 and 
1992 lows to reach the lowest level in 20 years. That ended a plateau period in commodity prices that had 
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 �  1997 and 1998 Were Only a Dress Rehearsal 

 The way the fi nancial markets reacted to the initial defl ationary threat during 1997 and 1998 was only 
a dress rehearsal for the devastating bear market in stocks that started in the spring of 2000. During 
the worst three stock market years since the Great Depression, bond prices rose continuously while 
stock prices fell. The Fed lowered interest rates 12 times over an 18‐month period with no apparent 
eff ect on stocks. Those who heeded the warnings given during the Asian currency crisis a few years 
earlier were alerted to the fact that rising bond prices (and falling rates) don’t necessarily help stocks 
in a defl ationary climate. 

  JOHN•S TIPS  

 During an economic downturn, the Fed lowers interest rates, which helps to stabilize the stock 
market. During a de� ationary downturn, however, Fed policy becomes much less effective. 

    Figure   3.3   compares the trend of stocks and bond yields before 1998 and after that watershed year. 
Prior to 1998, falling bond yields were positive for stocks (left arrow). Starting in 1998, however, bond 
yields started trending in the same direction of stocks (right arrow). After 1998, falling bond yields be-
came bad for stocks. That can be seen very clearly in the three bear market years from 2000 through 2002. 
Figure   3.3   also shows bond yields turning down ahead of stocks during 2000. (They would do that again 
during 2007.) That maintained the historical tendency for bonds to change direction ahead of stocks—
except that instead of bond  prices  turning down before stocks (which had been pattern prior to 1998), the 
new relationship between the two markets made bond  yields  the new leading indicator for stocks.

 

30-year
Treasury
bond
yield

The relationship between
stocks and bond yields

changed after 1998

 
 FIGURE 3.3   Falling bond yields have been bad for stocks since 1998 

 Since bond  yields  and bond  prices  trend inversely, that means that bond  prices  and stocks trended 
in opposite directions after 1998. 

  Did You Know.�.�.?  
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 Figure   3.4   shows those two 1990 defl ationary events that happened eight years apart. The fi rst 
down arrow shows the collapse in Japanese stocks that started in 1990 and continued through the end 
of the decade. The Japanese stock market was the only major market in the world that didn’t turn 
back up after the fi rst Persian Gulf  War during 1990–1991. The second down arrow shows commod-
ity prices turning down during 1997 and falling below their 1992 low during 1998 in the midst of the 
Asian currency crisis (as did the Japanese market). That commodity plunge during 1998 had the more 
obvious and dramatic impact on bond yields.

 �      De” ationary Effect on Bond Yields 

 Figure   3.5   shows the 10‐year trend of the U.S. Treasury bond yield from 1990 to 1999. Bond yields 
had been dropping since 1981, which was the year after commodities peaked. The two arrows in 
Figure   3.5   show how the bond market reacted to the two defl ationary events described previously. 
The fi rst arrow shows bond yields falling after the Japanese stock market peak during 1990. After 
falling to 6 percent in 1993, bond yields rallied sharply during 1994 (which contributed to the stock 
market decline that year) and trended sideways for the next three years between its 1994 high and its 
1993 low. The second arrow marks the point where commodity prices started dropping during the 
Asian crisis in 1997.

Commodity prices and Japanese stocks
both hit 20-year lows during 1998

FIGURE 3.4   Two defl ationary events at the start and end of the 1990s  

  JOHN•S TIPS  

 Bond yields normally trend in the same direction as commodity prices.   

      Within a year, the long bond yield had fallen below its 1993 low to reach the lowest level in 20 
years (just as the CRB Index did the same year). That plunge in the bond yield was a direct result of 
the two defl ationary events that started in Asia.   
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 �  Summary 

 This concludes Part I of the book. Chapter   1   gives an introduction to intermarket analysis, and 
describes the impact it has on asset allocation and sector rotation strategies, as well as its role 
in economic forecasting. The emergence of exchange‐traded funds (ETFs) has revolutionized 
intermarket trading. The first chapter also explained the advantages of using charts and how 
intermarket work adds a new dimension to technical analysis. The crucial role of oil was men-
tioned as well. The first chapter ended with a recap of intermarket principles. Chapter   2   reviews 
intermarket relationships that existed during the last three decades of the last century (the  old 

normal ). The year 1980 was a crucial turning point for the four asset classes (bonds, stocks, 
commodities, and currencies). A peak in commodity prices that year ended the hyperinflation 
of the 1970s, and ushered in two decades of disinflation and bull markets in bonds and stocks. 
Chapter   2   showed how intermarket relationships worked during the 1987 stock market crash, 
the 1990–1991 Iraq war, and the stealth bear market of 1994. Chapter   3   reviewed the Asian 
currency crisis during 1997 and 1998, and the emergence of deflation for the first time since 
the 1930s. The main result of that new deflationary threat was the decoupling of bond and stock 
prices, which remains to this day. 

 Part II moves into the 21st century, starting with events leading up to and following the 2000 stock 
market top in Chapter   4  . Chapter   5   will show how a major decline in the U.S. dollar starting in 2002 
led to a major upturn in commodity prices. Chapters   6   and 7 will review events leading up to the 
2007–2008 stock market crash and will show how to combine intermarket analysis with traditional 
charting principles.     

U.S.Treasury
bond yield

Nikkei 225
stock index

The deflationary impact of falling Japanese stocks
may have had a depressing effect on U.S. rates.

FIGURE 3.6    Link between Japanese stocks and Treasury yields since 1990 
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    C H A P T E R   4 

 Intermarket Events 
Surrounding the 
2000 Top   

  This chapter covers events leading up to and surrounding the 2000 stock market top. A tripling in 
the price of oil during 1999 prompted the Fed to raise short‐term rates enough to cause a dan-

gerous inverted yield curve at the start of 2000. Money fl owed into consumer staples and real estate 
investment trusts (REITs) that spring as the Nasdaq tumbled. Bond yields, stocks, and commodities 
peaked in that order. The Fed acknowledged the defl ation threat in the spring of 2003. The falling 
 dollar during 2002 caused commodities to bottom a year ahead of stocks.   

 �  Events Leading up to the 2000 Top 

 The previous chapter described how the global defl ation fear that gripped the fi nancial markets in 
1998 caused a fl ight out of commodities and stocks and into the bond market. During 1999, those 
trends reversed. The stock market soared to a new record high while bond prices suff ered one of 
their worst years in history. Part of the reason for the fall in bond prices was a sharp rise in the price 
of oil, which pushed interest rates higher around the globe. A collapse in Asian markets had pushed 
commodity prices sharply lower throughout 1997 and 1998. A rebound in those same markets in 
1999 pushed commodity prices higher and resulted in heavy losses in global bond markets. While the 
rotation out of bonds helped stocks initially in 1999, the longer‐lasting eff ects were more damaging. 
A recovery in Asian stock markets also contributed to global demand for industrial commodities like 
copper and aluminum. The rise in commodity prices prompted the Federal Reserve to start raising 
interest rates in the middle of 1999, a move that contributed to a major top in the stock market the 
following year (2000).      

  JOHN•S TIPS  

 Most stock market tops have been caused by the Fed raising short�term rates to stem the rise in 
the price of oil. 
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 When an inverted yield curve develops, stocks that become the most vulnerable are those with 
the highest price/earnings ratios (which are generally viewed as the market’s most expensive stocks). 
At the start of the new millennium, those overvalued stocks happened to be in the dot‐com world of 
Internet and technology that resided in the Nasdaq market. By that spring, the bubble fi nally burst in 
the Nasdaq market and ended the longest bull market in history. 

 Figure   4.1   shows the technology‐dominated Nasdaq Composite Index peaking during the fi rst 
quarter of 2000. It was the fi rst major U.S. stock index to do so. By May, the Nasdaq had lost 
40 percent of its value, which qualifi ed as an offi  cial bear market. A  bear market  exists when a market 
falls 20 percent from a previous peak.

a  bear market   exists when a market falls 20 percent from a previous peak 

It then rallied to the end of August before turning down again. Later that year, the Nasdaq fell below 
its late‐spring low, which put it in a major downtrend . A  downtrend  is defi ned as a series of lower 
highs and lower lows.

a  downtrend  is a series of lower highs and lower lows 

 While this proved disastrous for the Nasdaq market, it benefi ted defensive market sectors that 
usually do better in the early stages of an economic slowdown, like consumer staples and utilities. (I’ll 
cover sector rotation around market tops in a later chapter.) Real estate investment trusts also turned 
up as interest rates plunged along with the stock market. Stocks tied to housing did well during the 
ensuing bear market in stocks because of their sensitivity to falling rates.      

Broken support level

The breaking of its spring low signaled
a major downtrend in the Nasdaq

FIGURE 4.1   Nasdaq Index fell below its spring 2000 low, which signaled bear market  

  JOHN•S TIPS  

 The rally in housing stocks helped the economy to escape more serious damage during the ensu-
ing recession. 
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 As I suggested earlier, one way we can tell when rising energy prices are starting to slow the 
economy is when market leadership starts to shift from  energy  stocks to  consumer staples.  Since that shift 
takes place gradually, the real danger becomes evident when energy and consumer staples are the two 
strongest sectors in the stock market. That was the case during the fi rst half of 2000.   

 �  Market Lessons from 2000 

 If ever a year demonstrated how technical, intermarket, and economic analyses work together, 2000 
was that year. Traditional technical signs of serious market deterioration were plainly evident. One of 
those signs was the breaking of 200‐day moving averages by major U.S. stock indexes. 

 Figure   4.4   shows the S&P 500 falling deeply below its 200‐day moving average during the second 
half of 2000. The 200‐day moving average is the line that divides major uptrends from major down-
trends. A signifi cant drop below that long‐term support line is a warning that a major decline has 
begun. The fact that the 200‐day average for the S&P 500 itself turned down during the fourth quarter 
of 2000 was another clear sign that a major bear market had begun (see arrow). Most traditional stock 
market technical indicators were fl ashing  sell signals  during 2000.     

 Intermarket warning signs had been fl ashing during the second half of 1999 in the form of rising 
commodity prices and rising interest rates. The result was a round of Fed tightening that resulted in 
an inverted yield curve during the fi rst quarter of 2000, which had led to every recession (and market 
top) since 1970. Sector rotations followed the sequence that normally takes place at the end of an 

The downturn in the 200-day
average signaled a more

serious market drop 

FIGURE 4.4   S&P 500 broke its 200‐day moving average during 2000  

  JOHN•S TIPS  

 A downturn in the 200�day moving average is usually a warning of a more serious market drop. 
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 Figure   4.6   shows the CRB Index peaking during January of the following year (2001). That was 
fi ve months after the S&P 500 peak around Labor Day of the previous year. The eventual drop in com-
modity prices is usually a sign that a recession has begun or is close to doing so. The offi  cial recession 
began two months later during March 2001.  

 Figure   4.7   puts all three markets on the same chart and shows them peaking in the normal order 
(bonds fi rst, stocks second, and commodities last). We’ll see later in the book that the three mar-
kets followed the same peaking order during the 2007–2008 period. Bond yields peaked during 
June 2007, which was four months before stocks peaked that October. Commodities didn’t peak 
until the following July.       

 

The S&P 500 peaked 
five months before 

commodities

 
 FIGURE 4.6   Stocks peaked before commodities during 2000  

Bond
yield

Bond yields peaked first, stocks second, 
and commodities third, which is the 

normal sequence

FIGURE 4.7   Bonds, stocks, and commodities peaked in that order during 2000  
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   C H A P T E R   5 

 The 2002 Falling 
Dollar Boosts 
Commodities  

  This chapter deals with the major peak in the U.S. dollar during 2002, which led to a major up-
trend in commodity markets. Gold experienced a major upside breakout as the dollar broke a 

seven‐year support line. Gold ended a 20‐year secular bear market just as stocks ended their secular 
bull market. Commodities outperformed stocks for the fi rst time in two decades. A peak in crude oil 
during March 2003 contributed to the stock market upturn.   

 �  Commodities In”  ate 

 The previous chapter mentioned the Fed’s sudden concern about defl ation in May 2003 and the U.S. 
government’s abandonment of its strong dollar policy. The plan was to sacrifi ce the dollar in an at-
tempt to boost prices. By the time the Fed became concerned that prices were falling, commodity 
markets had already been rallying for over a year. A lot of that had to do with the falling dollar. 

 The U.S. dollar hit its fi nal peak during the fi rst quarter of 2002. From that point, it dropped 
sharply for the balance of that year and for the rest of the decade. The CRB Index (a basket of com-
modity markets) turned up at the exact point that the dollar peaked. For the rest of 2002, commodity 
prices continued an uninterrupted advance (which was also to last for several years). That action was 
consistent with the intermarket principle that a falling dollar usually results in higher commodity 
prices. That’s just what it did during 2002. 

  JOHN•S TIPS  

 The complete name for the CRB Index is the Thomson Reuters/Jefferies CRB Index. 

 Figure   5.1   shows the peaking process in the U.S. Dollar Index that lasted from October 2000 to spring 
2002. Chartists refer to that type of topping pattern as a    head-and-shoulders top  that shows three peaks 
with the middle peak slightly higher than the two surrounding peaks (see arrows). That bearish pattern 
is completed when the trendline drawn under the two reaction lows is broken. During April 2002, the 
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U.S. Dollar Index fell below the trendline drawn under its January and September 2001 lows (see circle). 
That began the major decline in the U.S. dollar. At the same time, the CRB Index turned up.

a head-and-shoulders top shows three peaks with the middle peak slightly higher than the two sur-
rounding peaks with that bearish pattern completed when the trendline drawn under the two reaction 
lows is broken 

 Figure   5.2   shows the CRB Index (of commodity prices) rising above its 200‐day moving average 
during April 2002 just as the dollar was breaking down (see circle). The ability of the CRB Index to 

 

Dollar Index completes 
major top

 
 FIGURE 5.1   Dollar completes topping pattern during 2002    

 

CRB Index began major 
upturn during 2002

 
 FIGURE 5.2   CRB Index rises above 200‐day average early in 2002    



49

C
O

M
M

O
D

ITIES G
A

IN
 FRO

M
 BATTLE AG

A
IN

ST D
EFLATIO

N

climb above its 200‐day line was a sign to chart followers that the trend in commodities was turning 
higher. The fact that it was happening while the dollar was breaking down gave the commodity upturn 
more credibility. Longer‐range charts suggested that these weren’t minor turns.

   Figure   5.3   compares the trends of the U.S. Dollar Index to the CRB Index over the decade from 
1995 through 2004. The peak in the dollar (down arrow) coincided exactly with the upturn in the 
CRB Index (up arrow) during spring 2002. From that point, the dollar fell to the lowest level in 
10 years while the commodity index hit the highest level in more than a decade. The 2001 bottom 
in commodity prices represented a successful retest of its 1999 bottom. That formed a bullish  double 

bottom  reversal pattern that was completed when the CRB Index exceeded its 2000 peak near the end 
of 2002. Those trend changes were clearly visible on the price charts. That was a good example of how 
to blend traditional charting techniques with intermarket principles.

 

U.S. Dollar
Index

Dollar peak coincided
 with commodity bottom

 
 FIGURE 5.3   2002 dollar top coincides with major commodity bottom    

  JOHN•S TIPS  

 The longer a chart pattern has been forming, the more signi� cant it becomes. 

 �            Commodities Gain from Battle against De”  ation 

 A falling dollar is normally considered to be infl ationary. The collapsing dollar in the early part of 
2002 had already started to push commodity prices sharply higher. By the end of 2002, the CRB 
Index had risen to the highest level in fi ve years. That was clear evidence that the falling dollar was 
having the desired eff ect of creating some commodity infl ation. That was good news for commodity 

 A  double bottom  pattern exists when a market shows two prominent bottoms around the same 
price level (see circles) and is completed when prices exceed the middle peak. 

  Did You Know.�.�.?  



52

TH
E 

20
02

 F
A

LL
IN

G
 D

O
LL

A
R

 B
O

O
ST

S 
C

O
M

M
O

D
IT

IE
S

2001. A trendline is drawn under the dollar’s reaction lows. (Up trendlines are drawn upward and 
to the right under previous reaction lows. The longer it has been in eff ect, the more important it 
becomes.) The chart shows that the dollar had been dropping throughout 2002. During December 
2002, the dollar broke the rising seven‐year trendline (see circle). In chart work, that was a seri-
ous breakdown and was indicative of the start of a major decline in the U.S. currency. At the same 
time that the dollar was breaking down, the price of gold was achieving a bullish move of its own 
in the other direction.

      Figure   5.5   shows that the price of gold had been trending sideways in an apparent bottoming 
formation for several years. Near the end of 2002, the price of gold rose above its 1999 peak 
near $320, which put bullion at the highest level in five years. A five‐year high qualifies as a ma-
jor event in any market. That upside breakout signaled the start of a major bull market in gold. 
An  upside breakout  occurs when a price of a market rises above a previous peak. The further 
back in time the previous peak is, the more significant is the upside breakout. That’s an excellent 
example of how to blend traditional chart work with intermarket principles. Both gold and the 
dollar were experiencing major trend changes at the same point in time. And they were trending 
in opposite directions.

 an upside breakout occurs when a price of a market rises above a previous peak 

  

Gold
Gold achieves major 

upside breakout

FIGURE 5.5   Gold hits new fi ve‐year high near end of 2002    

  JOHN•S TIPS  

 While  daily  charts are good for short�term trends,  weekly  and  monthly  charts are better for  long�
term trend analysis. 
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 �         Gold Breaks 15-Year Resistance Line 

 Long‐term charts are most useful for spotting major trend changes. This is true for all markets. When 
prices break trendlines that have been in existence for several years, it is usually an indication that 
something important is happening. Earlier in this chapter, we talked about how the breaking of a 
seven‐year rising trendline by the U.S. dollar during 2002 coincided with a bullish breakout in gold. 
However, that was only part of the intermarket story. As 2003 was starting, the price of gold had risen 
to the highest level in over fi ve years. Even more impressive was the fact that bullion had risen above a 
15‐year trendline extending all the way back to 1987 (as you’ll see shortly). That was another impor-
tant chart sign that the rally in gold had staying power behind it and was more than just another rally 
in a long‐term downtrend. Something else happened that gave even more credibility to the upturn in 
gold: Stocks were breaking a long‐term support line.   

 �  Stocks End Secular Uptrend 

 Long‐term chart analysis of the two markets also revealed that those trend changes that started in 2000 
were very signifi cant changes. In fact, they represented changes to each market’s secular trend. A  secular 

trend  is a very long-term trend that can last for decades. In the case of gold and stocks, their secular 
trends had lasted for two decades. But each one of those secular trends was changing.

a secular trend is a very long�term trend that can last for decades 

 Figure   5.7   compares the 20‐year trends of the S&P 500 and the gold market. The price scale to the 
right of the chart uses a  logarithmic scale , which measures percentage price changes instead of absolute 
changes. Long-term trendline analysis is more valid on a log scale. A rising support line is drawn under 
the reaction lows that defi ned the 20‐year secular bull market in stocks. To the upper right, you can see 
the S&P 500 falling below that long‐term support line during 2002 (see circle). That signaled that the 
S&P 500 had ended its 20‐year secular uptrend and was entering a secular bear market.

 logarithmic scale measures percentage price changes instead of absolute changes 

Gold

Gold bottomed as 
stocks peaked

FIGURE 5.6   Gold bottom coincides with 2000 stock market top    
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 Figure   5.7   also shows the 20‐year secular downtrend in the gold market. It also shows the price 
of gold rising above the falling 15‐year trendline referred to earlier. The ability of the gold market to 
exceed that long‐term trendline was a very convincing sign that gold had entered a new secular bull 
market. 

 Most impressive of all was the fact that gold was breaking a 15‐year resistance line at the same 
time that stocks were breaking a 20‐year support line.  Support and resistance  are used in chart 
analysis to represent a point above a market where resistance (selling) might occur, or below a 
market where support (buying) is likely to occur. Taken one at a time, each trend change looked 
important. Taken together, they reinforced each other’s major trend reversals. Using traditional 
charting tools, it could be seen that each market had experienced a major change in trend. From 
an intermarket perspective, it could also be seen that both trend reversals were taking place at the 
same time, and they were traveling in opposite directions. What was bad for one market (stocks) 
was good for the other (gold). Because gold is also a harbinger of trends in other commodity mar-
kets, the bullish turnaround in bullion after 2000 also signaled a likely major upturn in commodity 
markets. That indicated a major change in the relationship between stocks and commodities.

 support and resistance  represent a point above a market where resistance (selling) might occur, or be-
low a market where support (buying) is likely to occur. 

Gold

Gold and S&P 500 break 
long-term trendlines 

at the same time

FIGURE 5.7   Gold breaks 15‐year resistance line as stocks end 20‐year bull market    

  JOHN•S TIPS  

 Logarithmic scaling works better on long�term charts extending back several years. 

  JOHN•S TIPS  

 Ratio analysis is extremely helpful in spotting major shifts in leadership between asset classes. 
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 �     The Oil Peak Coincides with the 2003 Stock Bottom 

The previous chapter off ered the falling dollar near the start of 2002 as an explanation as to why 
commodities turned up a year before stocks. That was unusual since stocks have a history of turning 
up fi rst at bottoms. Interestingly, one key commodity played an important role in both bottoms (com-
modities and stocks). That key commodity is crude oil. 

 The price of crude oil turned up in spring 2002 (along with other commodities) as the dollar 
was peaking and continued to rally into the following spring. As usual, the rising price of oil was 
negative for stocks. Figure   5.10   compares the price of crude to the S&P 500 during that year. 

 

Gold Miners ETF has 
done much better than 

S&P 500 over last decade

 
FIGURE 5.9   Gold miners have outperformed S&P 500 since 2000 by wide margin    

Crude 
oil

Plunge in 
crude oil 
in spring 

2003 
contributed 

to major 
stock 
bottom

FIGURE 5.10   Oil peak at start of Iraq war in March 2003 contributed to stock market bottom   
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 �  Asset Allocation 

 Some understanding of how the diff erent asset classes interact with each other is important for at least 
two reasons. First, such an understanding helps you appreciate how other fi nancial markets infl uence 
whichever market you’re interested in. For example, it’s very useful to know how bonds and stocks 
interact. If you’re trading stocks, you should be watching the direction of bond yields (and bond 
prices). That’s because the direction of bond yields off ers hints about the likely direction of stocks. 
If you’re a bond trader, you should be monitoring the direction of stocks. A sudden jump in stock 
prices is usually associated with a drop in Treasury bond prices. The previous chapter showed that a 
falling dollar usually produces higher commodity prices. A later chapter will also demonstrate that 
the direction of the dollar helps determine the relative attractiveness of foreign stocks compared to 
those in the United States. 

  JOHN•S TIPS  

 A rising dollar favors U.S. stocks, while a weaker dollar favors foreign stocks. 

    A second reason why it’s important to understand intermarket relationships is to help with 
the  asset allocation  process. There was a time not too long ago when investors’ choices were lim-
ited to bonds, stocks, or cash. Asset allocation models were based on that limited philosophy. 
Over the last decade, however, investment choices have broadened considerably. Since 2002, 
commodities have been the strongest asset class, and are now recognized by Wall Street and the 
investing public as a viable alternative to bonds and stocks. The growing availability of exchange‐
traded funds (ETFs) has made investing in commodity markets as easy as buying a stock on a 
stock exchange. 

 The same is true for currency markets. Up until recently, currency trading was limited to profes-
sional interbank traders and futures specialists. That is no longer the case. Currency exchange‐traded 
funds have put currency trading within easy reach of the average investor. Access to foreign currencies 
is especially valuable in a climate where the U.S. dollar is depreciating. Commodities aren’t the only 
markets that rise when the dollar falls. Foreign currencies rise as well. Foreign currencies of countries 
that export commodities, like Australia and Canada, get a double boost from a falling dollar and rising 
commodity prices. I’ll touch on foreign currency trading in more depth later in the book. I’ll also talk 
about gold’s role as an alternate currency, and why comparisons between gold and foreign currencies 
can be very useful. Both rise together, but not necessarily at the same pace.   

 �  The Relative Strength Ratio 

 This is perhaps the most important tool in asset allocation and sector rotation strategies. 
Sector rotation refers to movement of funds into and out of various stock market sectors depending 
on the state of the business cycle and the stock market. Most of my intermarket work is based on  rela-

tive  performance. Relative performance compares two asset classes (or markets) to determine which 
is the stronger of the two. That’s done by plotting a  relative strength ratio  (which is also referred to as 
a  relative strength [RS] line ). The relative strength ratio (or line) is created by dividing the price of one 
market by the price of another, which is easily done with any charting program.

sector rotation is the movement of funds into and out of various stock market sectors depending on the 
state of the business cycle and the stock market  
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 A  relative strength line  is most often plotted at the bottom of a stock chart to measure a stock’s rela-
tive strength against the S&P 500. A rising RS line means that the stock is rising faster than the broader 
market. That’s usually a positive sign for a stock. Ratio analysis can also be done on market sectors and 
industry groups, which is extremely useful in implementing sector rotation strategies. A rising ratio 
means that a market sector is outperforming the rest of the market. It’s generally better to be in sec-
tors with rising relative strength ratios (and out of ones with falling ratios). We’ll deal with  sector rotation

in another chapter. In this chapter, we’re using the relative strength ratio for  asset allocation  purposes. 

  JOHN•S TIPS  

 Any two markets can be compared with ratios. 

 Figure   6.1   uses a  logarithmic  price scale, which is more suitable for long‐term market 
 comparisons. 

  Did You Know.�.�.?  

  JOHN•S TIPS  

 Simple trendline analysis is usually suf� cient to spot important turns in relative strength ratios. 

 �       2002 Shift from Paper to Hard Assets 

 The previous chapter employed a relative strength ratio in order to demonstrate that the price of gold 
started to outperform the stock market during 2002 for the fi rst time in 20 years. In this chapter, 
we’re going to apply the same analysis to the entire commodity asset class. In asset allocation work, 
the idea is to compare the relative performance between asset classes (which include bonds, stocks, 
and commodities) to determine which ones are doing better. Let’s start with the relationship between 
stocks and commodities. 

 Figure   6.1   plots a ratio of the CRB Index of commodity prices divided by the S&P 500 (which is 
the benchmark for U.S. stocks). During the 20 years between 1980 and 2000, the falling commodity/
stock ratio meant that stocks were the stronger asset class. That started to change in 2000 but didn’t 
become obvious until 2002. During 2002, the CRB/S&P ratio broke a down trendline that had lasted 
for two decades. The upside break of that major trendline during 2002 signaled a generational shift 
out of stocks (paper assets) and into commodities (hard assets). By the middle of 2008, the commod-
ity/stock ratio had risen to the highest level in six years. During the seven years between 2002 and 
2008, gains in commodity markets outpaced stock gains by a factor of seven to one.         

 �   The Commodity/Bond Ratio Also Turned Up 

 The major upward shift in commodities starting in 2002 didn’t come just at the expense of stocks. It 
came at the expense of bonds as well. Figure   6.2   plots a ratio of the CRB Index divided by the price 
of the 30‐year Treasury bond. The commodity/bond ratio also bottomed during 2002 after declin-
ing for more than 20 years. From 1980 to 2000, paper assets (bonds and stocks) were in major bull 
markets, while commodities (hard assets) were in a major decline. Between 2000 and 2002, however, 
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 Figure   6.3   plots a ratio of the price of the 30‐year T‐bond divided by the S&P 500 from 1993 to 
2006. The arrows show two important shifts in their relative performance. During most of the 1990s, 
the falling bond/stock ratio meant that stocks were the better performer. During 2000, however, the 
bond/stock ratio turned up (see up arrow) as stocks entered a major bear market. The upturn in the 
ratio became more obvious when it broke a down trendline drawn over the 1995/1998 tops. From 
2000 to the end of 2002, bond prices rose as stocks fell. An investor using a bond/stock ratio could 
have benefi ted greatly by switching into bonds and out of stocks during those two years (or by increas-
ing the bond/stock weighting in favor of bonds).

T-bond/
stock ratio

Bond/stock ratio 
peaked during 2003

FIGURE 6.3   T-bond/stock ratio turned up during 2000    

  JOHN•S TIPS  

 Exchange�traded funds (ETFs) for bonds and stocks make it very easy to make switches between 
those two asset classes. 

 Trendline analysis is especially helpful in spotting turns in relative strength ratios. 

  Did You Know.�.�.?  

         During an economic slowdown or recession (like the period from 2000 to 2002), bond prices 
usually do better than stock prices as the Fed lowers short‐term rates to stabilize the economy. 
Bond yields usually drop as well as bond prices rise. That makes Treasuries a safe haven in a 
slowing economy and a falling stock market. When the stock market turns back up (as in 2003), 
investors switch out of bonds and back into stocks. At that point, the bond/stock ratio turns 
down. 

 The circle in Figure   6.3   shows the bond/stock ratio peaking near the end of 2002 and the start of 
2003. The downturn in the ratio was confi rmed by the breaking of the rising trendline drawn under 
the 2000 and 2002 lows (down arrow). Although the breaking of that rising trendline during the 



65

TH
E 2007 BO

N
D

/STO
C

K
 R

ATIO
 SH

IFTS BAC
K

 TO
 BO

N
D

S

 �  The 2007 Bond/Stock Ratio Shifts Back to Bonds 

 The downturn in the bond/stock ratio during 2003 marked a major asset allocation switch out of 
bonds and back into stocks that continued for the next four years. During those four years, a heavier 
allocation to stocks (and a smaller allocation to bonds) was the correct asset allocation mix. It took a 
major bear market in stocks starting in 2007 to turn the asset allocation trend back in favor of bonds. 

 Figure   6.5   plots the ratio of the price of the 10‐year T‐note divided by the S&P 500 through the 
rest of that decade. After peaking during 2003, the bond/stock ratio didn’t turn up again until 2007 
(up arrow). In mid‐2007, the ratio swung back in favor of bonds with a vengeance. Once again, how-
ever, the upturn in the ratio that year was pretty easy to spot. The most obvious sign was the breaking 
of the down trendline extending back to the 2004 peak. (Most of the turns in ratio lines are pretty 
easy to spot with trendlines or moving averages.)

 

T-bond/
stock ratio

Bond/stock 
ratio peaked 
during 2009

 
 FIGURE 6.5   T-bond/stock ratio turned back up during 2007    

  JOHN•S TIPS  

 The 200�day moving average can be applied to ratio charts to help spot major trend changes. 

      During that summer, subprime mortgage problems fi rst surfaced in the mortgage and banking sec-
tors (together with a sharp slowdown in the housing industry), and threatened to undermine the U.S. 
economy and end the four‐year bull market in stocks (which it eventually did). That prompted the Fed 
to start lowering interest rates during the second half of 2007 to stabilize the economy and the stock 
market, which was starting to weaken. As usually happens in times of fi nancial stress, money started 
rotating out of stocks and into the relative safety of Treasuries. Fortunately, the upturn in the bond/
stock ratio that started during the summer of 2007 was pretty easy to spot. Figure   6.5   also shows that 
the bond/stock ratio didn’t turn back in favor of stocks until the spring of 2009 (down arrow). 

  JOHN•S TIPS  

 Turns in the bond/stock ratio also tell us something about the health of the U.S. economy. 




