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The current inflation acceleration is very much late cycle. This is not good 
news for risk-assets
The Reflation trade has come, and may soon be gone. Since early 2016, market dynamics have all been about a return to 
normal levels of growth and inflation. Thanks to global liquidity injections, the mission has been accomplished (Europe and 
Japan are growing again, the US is accelerating, Growth in China has stabilized).  Yet, early cycle reflation is very different from 
late cycle inflation. Rapidly rising yields, extended equity market and rising commodities are signaling that we are now well 
past the recovery stage. In a normal business cycle, deceleration will ultimately follow, and this not good news for risk assets. 

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

The ratio of TIPS vs Treasuries is 
a good indicator of inflation ex-

pectations as it measures the pro-
pensity of investors to seek inflation 
protection. When investors believe 
that not enough inflation is priced 
into Treasuries, they will increase 
their proportional holdings of TIPs, 
and the ratio will rise (and vise-versa). 
Since mid 2017, the ratio has been ri-
sing rapidly again. Both our oscillator 
series are suggesting that this move 
is not finished. Our medium term 
oscillators (upper rectangle) are ex-
pecting it to top-out towards mid/late 
Summer. On our long term oscillators 
(lower rectangles), the current acce-
leration may extend into year-end. 

Our I impulsive targets to the upside (right-hand scale) show that there is still some room for the ratio to rise in terms of price 
targets.

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

Since mid 2016, long term 
yields have been following 

short term yields up. Indeed, 
rate hikes  have shifted the 
whole curve upwards. Inflation 
expectations have helped long 
term yields keep up. In the ear-
ly stages of reflation, long term 
yields did overshoot (H2 2016 
steepening), yet this exagge-
ration was retraced during H1 
2017, and since last September 
the yield curve has been stuck 
in a tight range (long term yields 
are keeping up with short term 
hikes).  On both our oscillator 
series (lower and upper rec-
tangles), we expect long term 
yields (US10Y) to top out towar-

ds early Q3, somewhere in the 3.1 – 3.6% range. Following that we expect them to retrace back down into 2019. Our estimate 
based on our historical volatility measure “Delta” (here at 1.308 %; middle rectangle right-hand side) is that the US 10Y Yield could 
retrace between 70 and 100 bps into early next year (0.5 to 0.8 times “Delta”). 37
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US 10 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

A few graphs above, we brie-
fly mentioned the strong 

steepening in the yield curve 
in H2 2016, its retracement 
in H1 2017 and the range-
bound price action since then. 
On both our oscillator series 
(lower and upper rectangle), 
we would expect the 10Y - 3M 
yield curve spread to break 
lower, possibly from this Sum-
mer, and into year-end. Our I 
Impulsive targets to the down-
side (right-hand scale) would 
suggest that the curve could 
flatten down towards the 0.8 – 
0.3% range or possibly 80 basis 
points lower than today. Add a 

potential acceleration in historical volatility (our “Delta” measure; middle rectangle; right-hand side, currently at 1.208%) 
and the curve could even invert by late 2018, early 2019. If we are correct in forecasting this move, other yield curve 
spreads such as the 30Y – 5Y or the 10Y – 3Y, will probably all be in the red. Such flattening would certainly signal a 
noteworthy deceleration in the economy.  

TIP - iShares TIPS Bond ETF 
Weekly graph or the perspective over the next 2 to 4 quarters

In the first graph of this 
article, we expect inflation 

expectations to continue 
upwards towards late Summer, 
perhaps even year-end. In 
the second graph, we expect 
long term US10Y yields to 
top out earlier, towards early 
Summer. If these projections 
are correct, perceived real 
yields (nominal yields minus 
inflation expectations)  could 
start reversing down from this 
Summer. TIPs should capture 
this move as they are inversely 
correlated to them. On both 
our oscillator series (lower and 
upper rectangles), we would 

expect TIPs to start reversing up from early Summer together with Treasuries.  The fact that the TIP/IEF ratio may 
continue to rise, implies that TIPs may start to rebound faster than Treasuries. Real yields could be falling quite rapidly, 
quicker than nominal yields, which is not a good omen for the economy.
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Gold in Euro/oz
Weekly graph or the perspective over the next 2 to 4 quarters

We cannot talk about in-
flation, deceleration 

and potentially dis-inflation 
without talking about Gold. 
Indeed, Gold protects against 
inflation (the loss of value of 
Fiat currencies), yet it is also 
the ultimate Flight to Safety 
asset in case of political risk, 
or financial turmoil.  Given 
the weakness of the US Dollar 
since late 2016, it is interesting 
to strip out the currency effect 
and first focus on Gold in Eu-
ros. It has done nothing over 
the last 3 quarters. Previously, 
it had moved up on the 2016 
market sell-off, and then in the 

run-up towards the Brexit vote. In early 2017, it moved up on fears about the French election. Both our oscillator series are 
now bottoming out though. On our medium term oscillators (upper rectangle) a low may have just been made (Middle East 
turmoil ?). Our long term oscillators (lower rectangle) would suggest another support point around mid Summer, perhaps 
as it becomes apparent that the economy is on the verge of decelerating. Interestingly, over the last 2 years, Gold in Euros 
has held above the support of its C Corrective targets down (right-hand scale). This highlights the strength of the build-up 
towards the next move up.

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

For Gold in US Dollar terms, 
we believe more patience 

is required. As we describe 
below, our view is that US 
Dollar has probably turned up 
for this cycle, and that initial-
ly it should rise towards late 
Summer. Gold should suffer 
in this first US Dollar rally as 
economic conditions remains 
relatively benign. And indeed, 
our medium term oscillators 
(upper rectangle) would sug-
gest a slight bounce between 
now and mid-year and then a 
new period of weakness until 
end Q3. On our long term os-
cillators (lower rectangle), we 

would expect more consolidation work, probably also towards late Q3, when Gold in USD could start accelerating up again. 
Until then, the downside risk could be as high as 140 USD (or 0.5 times or historical volatility measure “Delta”; middle rec-
tangle, right-hand side). Following that, from late Q3 and into 2019, Gold could re-accelerate up towards our I Impulsive 
targets to the upside towards the 1’420 – 1’540 range (right-hand scale). 

39



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

Our negative projection 
on Gold above is very 

much linked to the rebound 
we expect on the US Dollar. 
Indeed, following 14 months of 
uptrend since December 2016, 
the EUR/USD seems to have 
topped out in February this 
year. Both our oscillators series 
(lower and upper rectangles) 
would now suggest that EUR/
USD could see a first move 
down, probably towards mid/
late Summer. Our price targets 
are still heading up for now 
(right-hand scale), yet if we 
calculate our Corrective targets 
to the downside using our 

historical measure of volatility “Delta” (here at 20.8 figures; middle rectangle; right-hand side), these would imply that EUR/
USD could move back down in the 1.15 – 1.09 range (or 0.5 to 0.8 times “Delta” subtracted from the recent 1.252 weekly 
top).

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

The latest US Dollar bounce 
was probably overdue. 

Better late than never though, 
given the surging interest 
differential between the US 
and the EuroZone. On both 
our oscillators series (lower 
and upper rectangle), we 
believe that the spread could 
continue to rise possibly until 
late Summer, perhaps even 
year-end. I Impulsive targets 
(right-hand scale) are pretty 
much fulfilled, although these 
could still justify circa 30 bps 
of widening of the spread over 
the next quarter or so.
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Bund Future (Jun)
Bi-monthly graph or the perspective over the next 1 to 2 years

Our projection in the pre-
vious graph is that the US 

to EuroZone Treasury spread 
will continue to rise towards 
late Summer, perhaps even 
year-end, while on the first 
page of this article, we ex-
pect US yields to top out ear-
lier towards early Summer. If 
both projections are correct, 
something must give in, and 
we believe it is probably long 
term yields in the EuroZone. 
Indeed, over the next 3 mon-
ths, we expect the Bund Fu-
ture to reverse and start mo-
ving up again quite rapidly. 
This is not a mere correction 

in our view, but rather a further extension of its secular Bull market. This is shown on this bi-monthly graph where both 
oscillator series (lower and upper rectangles) would suggest further rises of the Bund into year-end and beyond. The recent 
plunge in the European economic surprise index would comfort this view.

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

The Dollar may also be anti-
cipating this rapid deterio-

ration in the Europe. On this 
bi-monthly graph, the Dollar 
correction down since late 
2016 seems to have found 
support. It has held above 
our C Corrective targets to the 
downside, above 86 (right-hand 
scale). On both our oscillator 
series (lower and upper rec-
tangles), it may now be getting 
ready to resume its uptrend 
towards early next year, and 
possibly beyond.



IWM - iShares Russell 2000 ETF / SPY - SPDR S&P 500
Weekly graph or the perspective over the next 2 to 4 quarters

The recent outperformance 
of Small Caps is also inte-

resting and is probably directly 
linked to the current US Dollar 
rebound. Indeed, Small Caps 
are more domestic in terms of 
their revenue base that Large 
Caps. They are hence less im-
pacted by revenue translation 
risks when the US Dollar rises. 
The causality is quite strong and 
hence US Small Caps tends to 
outperform Large Caps when 
the US Dollar rises. According 
to both our oscillators series 
(lower and upper rectangles), 
this outperformance is set to 
continue, probably until late 

Summer, and possibly towards year-end. Our I Impulsive targets to the upside (right-hand scale) would suggest circa 10% 
of outperformance potential.

EEM - iShares MSCI Emerging Index Fund / SPY - SPDR S&P 500
Weekly graph or the perspective over the next 2 to 4 quarters

Another cross-market ra-
tio which is often linked 

to the US Dollar, is the one 
of Emerging markets vs the 
S&P500. Indeed, when the 
USD rises, Emerging markets 
usually underperform quite 
substantially. On our long term 
oscillators (lower rectangle), 
the uptrend since 2016 seems 
to have been completed and 
could now enter a correction 
phase lower, possibly until 
year-end at least. On our me-
dium term oscillators (upper 
rectangle), we are already pro-
jecting a downtrend: it may see 
a last attempt to the upside 

over the next month or so, and should then start falling more rapidly during Q3. 
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QQQ - PowerShares QQQ Trust / IWM - iShares Russell 2000 ETF  
Bi-monthly graph or the perspective over the next 1 to 2 years

Switching to the long view again, we 
look at the ratio of the Nasdaq 100 

(Big Growth) vs the Russel 2000 Small 
Cap Index. The uptrend in this ratio has 
been quite linear over the last 10 years. 
Yet, on both our oscillators series (lower 
and upper rectangles), we believe it may 
be approaching an important top and 
could be getting ready for a strong cor-
rection, possibly from the Summer into 
next year. This negative projection recalls 
what happened in both previous down-
turns (2000, 2008), as Growth themes got 
very extended and then corrected more 
than the rest of the market. We believe 
that it could happen again (think about 
the FANGS), according to this graph at 
least.

Gold Spot (USD/Oz) / MSCI Emerging Markets
Bi-monthly graph or the perspective over the next 1 to 2 years

Finally, we compare two assets, which 
are both usually negatively corre-

lated to the US Dollar. Yet, one is rather 
pro-cyclical, while the other is clearly de-
fensive: Emerging Markets vs Gold. On 
this long term bi-monthly graph, the 
cyclicality is very clear with substan-
tial Gold rallies vs Emerging markets 
in all previous recessions/slowdowns 
(2008, the 2011 Euro Crisis, and the 
2014/2015 growth recession). On both 
our oscillator series (lower and upper 
rectangles), we would expect the ratio 
to bottom out again soon, probably 
during the Summer and start moving 
up again towards 2019.

Concluding remarks

We believe that the current business cycle is well past the recovery stage. While the current progression in long term yields may 
come to a halt over the next few months (somewhere in the 3.1% - 3.6% range on the US10Y), inflation expectations may conti-
nue to rise for another 2, perhaps 3 quarters. This is typical of late cycle dynamics and implies than real rates may start to fall 
again. At the same time, the FED policy will probably remain quite hawkish. It will trigger renewed flattening of the yield curve 
which may even approach inversion towards year-end or during H1 2019. These are negative developments for the economy and 
point to a deceleration of growth over the next few quarters, and possibly towards a recession over the next couple of years. 
Gradually, Flight to quality type of assets should start to regain strength, we believe that the US Dollar is first in line, along with 
Gold denominated in Euros. Gold in US Dollar will probably follow later in the year as it becomes apparent that the situation is 
worsening.  Gold could then start to rise against all currencies and most assets. On the other hand, Emerging markets may be 
one of the first asset classes to get hit. Then, as the risk asset correction spreads, even emblematic assets such as “Big Growth” 
could experience a return to the mean. Indeed, their long term uptrends vs other assets are extended, and their valuations are 
stretched. All these projections are quite aggressive and set a tight schedule for the deterioration of financial conditions. The 
reversal could be more gradual, yet we believe the framework we set out above is certainly an important one to monitor as the 
year progresses.  


