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7 / TIMING AND TACTICAL INSIGHT

The FED’s move to hike this week was labeled as “Dovish hike” as it gave little guidance as to where rates were headed 
in the long run. Concomitantly, with Oil on the correction path, many analysts are viewing these developments in the 
yield curve as a “Bearish flattening” (the short end rising faster than the long end). We believe that this situation is 
transitory.

S&P500 vs Treasury Notes 10 Years Contract (Mar)
(Bi-monthly hart or the perspective over the next 1 to 2 years)

We use this equity to 
Bonds ratio as a reveal-
ing agent of reflation-
ary and dis-inflationary 
periods. Following the 
lows made in Q1 2016, 
the long term trend is 
heading up again. The 
sequences on both our 
oscillators series (lower 
and upper rectangles) 
point to further accel-
eration in the reflation 
path until tops are made 
towards late 2017 or 
into H1 2018. The poten-
tial for Equities versus 
Bonds during this peri-
od (targets, right-hand 
scale) suggests an out-
performance that could 
reach 10% to 20%.     

Having reached a Low 
Risk position last July 
(lower rectangle), long 
term yields have risen 
rapidly during H2 2016. 
This move could take a 
pause until late Q2 2017 
as an intermediate top is 
forming (upper rectan-
gle). The first move up 
took US 10 year bench-
mark yields above the 
resistance of their “C” 
corrective targets up 
(right hand scale), the 
second one should see 
them accelerate towards 
3.5% in H2 2017 (“I” im-
pulsive targets up).    

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

Mild flattening of the Yield Curve, before it steepens again in H2 2017
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US 3 years Benchmark Bond Yield
(Weekly or the perspective over the next 2 to 4 quarters)

Yields on shorter term 
US benchmark tenures 
also accelerated up dur-
ing H2 2016. The move 
started from higher lev-
els and the “I” impulsive 
potential up left is now 
more limited in compar-
ison to long term yields 
(towards 2%, right-hand 
scale). Indeed, the trend 
(and effective tightening) 
has been ongoing since 
May 2013, when Ber-
nanke made his famous 
“tapering speech”. This 
2% target would theoret-
ically leave room for an-
other 2 rate hikes before 
shorter term yields top 
out during H2 2017 (the 

US 10 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
(Bi-monthly chart or the perspective over the next 1 to 2 years) 

A Flattening yield curve 
announces that a re-
cession may be coming, 
while a Steepening yield 
curve (market tightening 
of financial conditions) 
just precedes it / triggers 
it.  This was the case in 
2013, with a slight lag 
into 2014 prior to 2nd 
EURO crisis, in 2011 pri-
or to the 1st EURO crisis 
and just before the GFC 
in 2007. The curve has 
made a first leg up dur-
ing H2 2016 and could be 
already rolling over (our 
medium term oscillators, 
upper rectangle). Yet, the 
sequence on our long 
term oscillators (lower 

sequences on both our oscillator series; lower and upper rectangles). Hence, our view is that dovish hikes could con-
tinue until they are ultimately halted towards late Summer.

rectangle) suggests that it could move up again in H2 2017, i.e. our preferred scenario for now. We expect a slight 
flattening on the current top into late Q2 2017 and then a renewed steepening towards end 2017. 



USD Swap Rate 10 Years - USD Swap Rate 2 Years
(Bi-monthly chart or the perspective over the next 1 to 2 years)

The swap rate curve 
made an more pro-
nounced bottom in mid 
2016 (our longer term os-
cillator series; lower rec-
tangle) than the bench-
mark bonds one, raising 
the probability that the 
latest steepening move 
is only a first leg up and 
that a second one could 
materialize during H2 
2017. We would label this 
period “Reflation II” as 
the dynamics may prove 
slightly different from the 
period we just saw.

US 10 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
(Weekly chart o the perspective over the next 2 to 4 quarters)

The Weekly chart shows 
the dynamics of the tran-
sitory period we expect 
during Q2 2017. Theoret-
ically, both our oscillator 
series are still positioned 
in a downtrend (lower and 
upper rectangles). Yet the 
move up since mid 2016 
has been quite strong, ful-
filling the full amount of its 
“C” corrective up targets 
(right-hand scale). Further, 
our standard deviation 
envelopes are now point-
ing up (middle rectangle). 
We would hence expect a 
higher low towards late Q2 
2017, which will serve as a 
base for “Reflation II”. This 
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scenario will ultimately be confirmed once we break above the resistance of the upper end of our “C” corrective tar-
gets up around a 2.2% spread (right-hand scale). 



USD Swap Rate 10 Years - USD Swap Rate 2 Years
(Daily chart or the perspective over the 2 to 3 months)

Turning to the Swap rates 
again, which offer quite 
a smooth data series to 
view the shorter term 
perspective (daily chart), 
we notice that while our 
oscillators topped in No-
vember, the spread con-
tinued up into Decem-
ber. This leaves us with 
2 downtrend sequences, 
respectively shown on 
both our oscillator series 
(lower and upper rectan-
gles): we would expect 
the spread to hold up 
toward mid April to ear-
ly May before moving 
lower for a low in June. 
Indeed, again, we do not 
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Brent Oil
(Weekly chart or the perspective over the next 2 to 4 quarters)

Oil has been the key re-
flation asset during “Re-
flation I” and will prove 
crucial again in fomenting 
“Reflation II”. As we ex-
pected in our last letter, 
oil is now consolidating 
down following the tops 
recently made on both 
our oscillator series (up-
per and lower rectangles). 
We believe it should re-
sume its uptrend from 
late Q2 2017 to go test 
the upper end of our “C” 
corrective targets during 
H2 2017 (USD 69 / barrel). 
Above those levels, the 
next price target range is 
between USD 90 and 100 
a barrel.

expect this flattening to make new lows, potentially retracing towards the support of our corrective targets down 
around 0.7% – 0.6% (or 10 to 20 bps lower on the spread), hence creating a nice base to move higher in H2 2017.
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Trade Weighted Dollar (TWD) – simulated using effective weightings
(Bi-monthly chart or the perspective over the 1 to 2 years)

This is the Dollar the FED 
monitors as it is the one, 
the US consumers actual-
ly feel. On this long term 
chart, both oscillator se-
ries (lower and upper rec-
tangles) have confirmed 
a potential top. “I” im-
pulsive targets up (right-
hand scale) were reached 
while the “C” corrective 
potential down now indi-
cates a range from minus 
10% to minus 20%.  We 
believe this correction  
to the downside could 
accelerate from late Q2 
2017 towards year-end 
(while, as we mentioned 
above, oil moves up 

KBE – S&P Bank ETF vs S&P500 Index
(Weekly chart or the perspective over the next 2 to 4 quarters)

Banks are a great proxy 
for the trajectory of the 
yield curve. As it steep-
ens, margins on their 
lending business im-
prove, allowing them to 
shift some resources to 
less risky fee generating 
businesses. This is why 
they are often consid-
ered late cycle movers. 
Their Weekly relative 
chart to the S&P500 is 
very similar to the one of 
the Yield Curve (10Y-3M) 
above. Similarly, we ex-
pect a mild retracement 
of their outperformance 
towards late Q2 2017, 
before they accelerate 
up again in H2 2017. 

Concluding remarks:

We’ve reached the eye of the storm as far as reflation goes. During this transitory period, we expect some retracement 
of reflation trades until late Q2 2017.  Following that, a second leg of the reflation trend should materialize in H2 2017 
(“Reflation II”), fueled by a new rise in oil prices, a weakening Dollar, higher inflation expectations and a maturing 
business cycle. It will ultimately lead to further steepening of the yield curve. 
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again). Inflation expectations should also increase, long term rates should follow suit, while the short end could be 
capped by the maturing business cycle (i.e. the worst kind of inflationary pressures, not dissimilar to what was seen 
during 2007).


