
Since September, Inflation and Growth expectations have finally been 
pulling long term rates up, how long is this trend sustainable?

Following their strong retracement in the Spring, reflation trades bottomed between June (the commodity low) and 
September (the market expectations low). They have since been reaccelerating up again, led by China, Oil and Industrial 
metals. Inflation expectations are following suit, and are gradually lifting long term interest rates. These are now only a 
step away from their March highs (US10Y), which we believe will be taken out over the next few weeks. That said, we 
are probably already in the late stages of an equity Bull market, and we wonder how long this trend is sustainable, i.e. 
before it becomes counter-productive.

SPY - SPDR S&P 500 / IEF - iShares 7-10 Year Treasury Bond ETF
Weekly graph or the perspective over the next 2 to 4 quarters

We will start this section 
with an asset allocation 

graph. Namely the comparison 
between US Equity and long 
term Treasuries. Since the start 
of the reflation trade in early 
2016, Equities have been acce-
lerating up vs Bonds. Their out-
performance is above 50% over 
the last two years. That said, 
this trend may be nearing ex-
haustion. Indeed, on both our 
oscillator series (lower and up-
per rectangles), we would ex-
pect important tops between 
now and late Q1 2018, while 
our I Impulsive targets to the 
upside have been achieved 
(right-hand scale).

SPY - SPDR S&P 500 / IEF - iShares 7-10 Year Treasury Bond ETF 
Daily Graph or the perspective over the next 2 to 3 months

The Daily graph is also quite 
advanced as our I impul-

sive targets up have also been 
reached (right-hand scale). 
Yet, both our oscillators se-
ries suggest (lower and upper 
rectangles) that the uptrend 
may carry on a while longer, 
at least until early March. If 
we were to calculate our I2 Im-
pulsive 2 extended targets, we 
may be able to justify another 
5 to 10% of Equity outperfor-
mance vs bonds until March.
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Euro Stoxx 50 Future (Mar) / Bund Future (Mar)
Daily Graph or the perspective over the next 2 to 3 months

Following a painful Spring 
and Summer where it has 

gone nowhere, the Daily graph 
of the ratio should attempt to 
break-out to new highs over 
the next few weeks. Our long 
term oscillator series (lower 
rectangle) have just a made a 
low, which is typical of the end 
of a correction period to the 
downside. The Trend should 
now rise into March as shown. 
Our medium term oscillators 
(upper rectangle) are confir-
ming this support point and the 
beginning of  a re-acceleration 
phase.
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Euro Stoxx 50 Future (Mar) / Bund Future (Mar)
Weekly Graph or the perspective over the next 2 to 4 quarters

Switching to Europe, the si-
tuation looks rather diffe-

rent. Indeed, while the Bund 
has been strong over the last 
few quarters, EuroZone mar-
kets have suffered from a 
strong currency. On both our 
oscillator series (lower and 
upper rectangles), we are pro-
bably ending a retracement 
period since the Spring, and 
getting ready to resume up, 
potentially until mid 2018. Our 
I Impulsive targets up (right-
hand scale) would suggest a 
whopping further outperfor-
mance potential for European 
Equity vs Bonds, somewhere 

between 15 to 25% over the next 6 months. 



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

Following its strong accele-
ration up in late 2016, the 

US 10 years Treasury yield did 
consolidate at high levels for 
most of last year. On our me-
dium term oscillator series (up-
per rectangle), we project the 
current re-acceleration from 
the September 2017 lows. It 
could lead us to an important 
top over the next few months 
(late Q1). On our long term os-
cillators, we review the rather 
choppy uptrend since mid 
2016. Theoretically, it could 
lead us up towards another 
top mid year. Both timing sce-
narios are possible, and they 

will potentially both materialize. Indeed, our view, is that either the US 10 years yield makes a marginal new high in late 
Q1 (towards 2.8%), retraces into Q2, and then re-tests up mid year, but fails to make new highs (the less Bullish scenario 
corresponding to a Distribution top on risk assets). Or, it makes an intermediate top towards end Q1, corrects slightly 
and then re-accelerates up too much higher levels (above 3%) towards mid year (the more Bullish scenario, which may 
correspond to a late cycle Commodity spike). Our I Impulsive targets up (right-hand scale), and their wide 2.8 to 3.3% target 
range, could proxy both alternatives.
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US 10 years Benchmark Bond Yield
Daily Graph or the perspective over the next 2 to 3 months

Before we can decide on 
either one of the sce-

narios, we will first have to 
monitor the current accele-
ration up, which according 
to both our oscillator series 
(lower and upper rectangles) 
could last into late February / 
March. Our I Impulsive targets 
to the upside (right-hand scale) 
would point to marginal new 
highs between 2.6 and 2.8% 
towards March.
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US 10 years Benchmark Bond Yield - US 3 years benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

For the daily monitoring of the 
Yield Curve, we use the 10Y mi-
nus the 3Y spread as its trend 
seems to be more stable than 
on the 10Y-3M spread. On our 
long term oscillators (lower 
rectangle), we have reached a 
Low Risk position. Consequent-
ly, the yield curve spread has 
stabilized, but for now is failing 
to accelerate up. Over the next 
few days, it may find the sup-
port of a new low point on our 
medium term oscillators (upper 
rectangle). That the yield curve 
could start to bounce for here, 
is an event that could bring 
crucial support to the conti-

nuation of our reflationary scenario over the next couple of months.

US 10 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

We now focus on the 
analysis of the US yield 

curve. We believe it is crucial in 
analyzing the dynamics above. 
Over the last couple of issues of 
the Capital Observer, we have 
been forecasting a steepening 
bounce, that could start late 
November, early December 
and last into late Q1. Although 
the yield curve has stabilized 
since, it is for now failing to 
steepen. According to both 
our oscillator series (lower and 
upper rectangles), we would 
confirm our view, once again. 
The lows we are currently mo-
nitoring on the US 10Y minus 

3M spread should trigger a bounce that could last into late Q1 (upper rectangle), possibly late Q2 (lower rectangle). 
These two different timing points correspond to the two scenarios outlined above on US 10 year yields. Consequently, 
from late Q1, or late Q2, the US Yield Curve should start to flatten again, possibly into year-end. . 



USD Swap Rate 10 Years - EUR Swap Rate 10 Years
Daily Graph or the perspective over the next 2 to 3 months

Another spread, which is 
currently worth monito-

ring is the USD vs EUR 10 year 
Interest Swap Rate spread. It 
should proxy the difference 
between Growth and Inflation 
expectations in the US vs the 
EuroZone. With the US histori-
cally being the more dynamic 
economy, its uptrend is suppor-
tive for the reflation trade. By 
extension, this uptrend should 
also be supportive for the USD, 
and since September, it has 
done so to a certain extent (no 
new downside breakout on the 
Dollar since September). On 
both our oscillator series (lower 

and upper rectangles), the spread should continue up, possibly into March. According to our I Impulsive targets up (right-
hand scale), it could rise another 15 to 30 basis points over the next couple of months. This should help the USD and the 
US Equity / Bond ratio, while in Europe, the Equity / Bond ratio may be more driven by the strength of Equity markets 
on the back of a stronger USD, than by a substantial sell-off in the Bund.  

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

The 10Y US inflation breake-
ven spread is also interes-

ting. It can simply be assessed 
by comparing the US TIPs 
tracker to the US IEF Treasury 
Tracker. Both bear similar du-
rations, which make them 
adequate comparison instru-
ments. When the spread rises, 
the market is buying TIPs vs 
Treasuries considering that the 
inflation priced into Treasuries 
is too low. Vis versa, when the 
spread falls, the market consi-
ders that there is too much 
inflation priced into Treasuries. 
Hence, a rising spread proxies a 
reflationary perception by the 

market, and often translates into future rises in long term interest rates. At times, the market’s perception may be too opti-
mistic, yet it is certainly an indicator worth looking at. On both our oscillator series (lower and upper rectangles), the trend 
is up for TIPs vs Treasuries, possibly until March, confirming our anticipation of rising US long term yields until then. 
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HYG - iShares High Yield Corp. Bond ETF / LQD - iShares Investment Grade 
Corp. Bond ETF
Weekly Graph or the perspective over the next 2 to 4 quarters

Finally, we turn to the High 
Yield spread vs Investment 

Grade Corporate Bonds. For 
this comparison, we use the re-
lative graph of  HYG vs LQD. The 
HYG Tracker has a lower dura-
tion than the LQD one, yet this 
difference hasn’t prevented it 
from underperforming during 
H1 2017, i.e. the credit element 
embedded in the spread seems 
much more compelling. Hence, 
comparing HYG vs LQD seems 
to be a worthwhile proxy when 
assessing the Credit element 
of the reflation trade. On our 
long term oscillators (lower 
rectangle), it has followed the 

reflation trade up from early 2016, yet, in these later stages of the reflationary Bull Equity market, it is lagging the rest of 
the risk universe. It may attempt to push higher again in Q1 2018, yet should start to fall thereafter. On our medium term 
oscillators (upper rectangle), the spread is already in a downtrend. It could bounce slightly into Q1 2018, yet should fall 
again thereafter. Another bounce is possible towards mid Q2, into early Sumer. Credit is probably the “Canary in the 
Goldmine” for an early termination of reflation trades, late Q1. 

Concluding remarks

Equity to Bond ratios are still rising. From what we can assess today, until late Q1 for the US, and late Q2 for Europe. 
Both timing points correspond to potentially two tops on the US 10 year benchmark bond yield. For Q1, we are still 

very positive on the reflation trade. We would expect an environment of rising yields (towards 2.8% on the US 10Y), 
rising equity and probably a stronger US Dollar. Our perspective for Q2 are still split between two scenarios, one where 
markets start to distribute, US equities and yields first correct down, then re-retest up towards mid year, yet will not 
necessarily make new highs, the other, where the reflation trade follows through relatively unscathed into Q2, and ends 
with a late cycle Commodity blow-off, with US 10Y yield reaching above 3%. Perhaps, a mix of both.

LQD - iShares Investment Grade Corp. Bond ETF / IEF - iShares 7-10 Year 
Treasury Bond ETF
Daily Graph or the perspective over the next 2 to 3 months

The Corporate Bond spread 
is also a good proxy to mo-

nitor reflationary trends. As 
yields rise, Corporate bonds 
are indeed more immune to 
downfalls that Treasuries. Both 
trackers we use bear similar 
duration, which makes them 
adequate comparison instru-
ments. On both our oscillator 
series (lower and upper rec-
tangles), we expect this Cor-
porate Bond spread proxy to 
continue upwards towards 
March at least, thereby sup-
porting the reflation trade un-
til then.


