
A hawkish FED, yet limited alternatives other than Treasuries when risk assets cor-
rect
In September, we wrote about Flight to Safety and attempted to monitor its dynamics using the US yield curve. Our projections at the 
time were that the yield curve could steepen a bit until late September (risk-ON), before we expected it to flatten again until late October, 
early November (risk-OFF). These projections were slightly off in term of timing (the yield curve steepened until early October, flattened 
aggressively thereafter, then started to rebound late October), yet they allowed us to basically avoid being caught in the strong risk assets 
correction that materialized during the first 3 weeks of October. In this article, we review these yield and yield curve dynamics as well as 
the various sources of Flight to safety flows, in preparation for the next risk-OFF phase we expect, probably from late November / early 
December into early next year. 

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

Inflation is a late cycle phenomenon. Yet, 
much of this “tail” inflation may be already 

priced in. Indeed, when considering the 
markets inflation expectations as captured 
by the breakeven ratio between US TIPs 
and Treasuries, we believe that the trend 
has already started to turn down. Such re-
versals usually happen when demand from 
TIPs gradually starts to fall vs demand for 
Treasuries, when the market considers that 
enough inflation is already priced into Trea-
suries. The ratio then moves lower. This 
reversal process probably started mid Q2 
2018, and according to both our oscilla-
tor series (lower and upper rectangles), 
it should continue towards mid/late Q1 
2019 at least.  Hence, going forward, we 
expect any further rises in real long term 

yields to be offset by falling inflation expectations. At some point, nominal yields will probably come under pressure as falling inflation expec-
tations overtake the rise in real yields.

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

Talking about real yields, we now turn to the 
analysis of TIPs on a standalone basis (ave-

rage maturity of 8 years). For now, it does ap-
pear that real yields will continue to rise over 
the next few months (falling TIPs prices). In-
deed, both our oscillator series (lower and upper 
rectangles) are suggesting that their downtrend 
could continue until early/mid Q1 next year. 
Yet, the remaining I Impulsive potential to the 
downside may be quite limited. Our calculations 
suggests another 0.5% to 3% of risk (right-hand 
scale), which theoretically equates to circa 10 to 
40 basis points of additional upside in real yields. 
It will be interesting to monitor if and when 
falling inflation expectations will start to fully 
compensate for this rise in order to understand 
when long term nominal yields may gradually 
start to reverse down.
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TIP - iShares TIPS Bond ETF
Weekly graph or the perspective over the next 2 to 4 quarters

Talking about real yields, we now turn to the 
analysis of TIPs on a standalone basis (ave-

rage maturity of 8 years). For now, it does ap-
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deed, both our oscillator series (lower and upper 
rectangles) are suggesting that their downtrend 
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Yet, the remaining I Impulsive potential to the 
downside may be quite limited. Our calculations 
suggests another 0.5% to 3% of risk (right-hand 
scale), which theoretically equates to circa 10 to 
40 basis points of additional upside in real yields. 
It will be interesting to monitor if and when 
falling inflation expectations will start to fully 
compensate for this rise in order to understand 
when long term nominal yields may gradually 
start to reverse down.

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

Hence, we now review the 
Weekly graph of US 10Y 

treasury yields. Our long term 
oscillators (lower rectangle) are 
suggesting that an important 
intermediate top is due to ma-
terialize soon. We would then 
expect US10Y yields to start 
to retrace, probably into mid/
late Q1 next year in first ins-
tance. Both our oscillator series 
(lower and upper rectangles) 
are confirming this reversal. On 
the target front, we are now in 
the middle of out I Impulsive 
targets to the upside. Reaching 
their upper end towards 3.6% 
is not impossible, but looks ag-

gressive given the short time window we have left. Hence, we believe that the short term upside risk is rather limited com-
pared to the circa 60 to 100 bps retracement potential we can calculate over the next few quarters (minus 0.5 to 0.8 times 
our historical volatility measure “Delta”, here at 1.292; middle rectangle, right-hand side). To summarize, we believe that 
the uptrend up since mid 2016 could make an intermediate top soon, that the remaining upside potential is rather small, 
and that circa 6 to 12 months and 60 to 100 basis points of retracement lie ahead. 

US 30 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

We now switch to the US 
Yield Curve and first 

compare its extremes, i.e. we 
look at the 30 Years minus 3 
Months spread. The downtrend 
over the last 2 years is quite 
clear, yet it is interesting to note 
that each bounce/sell-off in the 
spread corresponds to a conco-
mitant acceleration up/down in 
long term yields (please com-
pare with the graph above), 
i.e. their cyclical rhythm is the 
same although one graph is in 
an uptrend while the other is 
in a downtrend. This is quite 
logical as both graphs are very 
sensitive to rises and falls in 

long term yields, while US3M yields have been rising steadily along with the FED’s regular rate hike policy.  Our long term 
oscillators (upper rectangle) are suggesting that the flattening trend since early 2017 is slowly coming to an end. Yet, on 
our medium term oscillators (upper rectangle), we would still expect one last sell-off into early / mid Q1. Following that, 
we may then see the beginning of a more substantial steepening counter-trend. Our I Impulsive targets to the downside 
(right-hand scale) are still pointing to further downside, possibly towards new lows (0.7% ?). 
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US 10 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

As mentioned above in this 
article, inflation expecta-

tions have probably started to 
reverse down (consolidating 
TIP/Treasuries ratio). This is an 
important headwind for further 
rises in long term yields. In-
deed, our long term oscillators 
(lower rectangle) have now en-
tered a High Risk zone, a situa-
tion that usually triggers 2 to 3 
months of consolidation to the 
downside.  Our medium term 
oscillators (upper rectangle) 
are still uptrending, yet should 
probably top out towards the 
end of November. Combining 
both projections, we are ex-

pecting a last push to the upside over the next few weeks, possibly reaching marginal new highs (i.e. our I Impulsive 
targets to the upside; right-hand scale), and then, from end November, the beginning of a reversal with a first move 
down into February/March next year. 

US 30 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

Again, the 30Y minus 
3M US treasury spread 

confirms this timing. Indeed, 
this spread has been bouncing 
since late August, reached 
an intermediate top in early 
October and could soon rise 
again towards another top 
late November. Following 
that, it probably resumes 
lower until February/March 
next year. This is what we show 
on both oscillator series (lower 
and upper rectangles). On the 
target front (right-hand scale), 
the spread remains below our 
C Corrective targets to the up-
side, which confirms that the 

downtrend since February this year is probably still in place, and that the probability of a further sell-off is still strong.  
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US 3 years Benchmark Bond Yield - US 3 Months benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

As we pointed out in pre-
vious The Capital Obser-

ver issues, the long term end 
(30Y-10Y) and the medium 
term part (10Y-3Y) of the US 
yield curve have already flat-
tened quite substantially. The 
flattening may continue ano-
ther couple of months, yet 
the scope of these moves is 
probably limited (exhausted 
downside potential). On the 
other hand, the Shorter end of 
the US yield curve seems more 
interesting. Over the last three 
years, the 3 Years minus the 3 
Months Treasury spread has 
indeed been very reactive to 

reflation/deceleration dynamics. For example, it shot up late last year as an increase in US Treasury issuance met with 
a pick-up in US Inflation and Growth expectations. The move was particularly strong as the spread steepened by 50 basis 
points and this despite the headwind of a 50 basis points increase in the US 3M yield (rising Fed Funds Rate). The spread 
eventually saw a first top in January, just prior to the Equity market correction, and then another one in May. It has since 
been reversing down. Both our oscillator series (lower and upper rectangles) are suggesting that it could continue to acce-
lerate down lower, probably into late Q1 next year at least. On the target front (right-hand scale), the I Impulsive targets to 
the downside we can calculate are pointing towards inversion, possibly by late Q1 next year. This is 60 basis points below 
current levels (1.3 to 1.7 times our historical volatility measure “Delta”, here at 76.3 bps, subtracted from the late 2016 highs 
at 1.142, i.e. downside targets for the Spread between plus 0.15% and minus 0.15%). If these projections come true, expect 
a strong deceleration in inflation dynamics and widespread Flight to the Safety towards US Treasuries.

German 10 Years Bund Yield
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe, we are also expec-
ting some retracement on 

Bund Yields. They did bounce 
quite nicely during the Sum-
mer, yet from early October, we 
expected them to start to re-
sume down again. Both our os-
cillator series (lower and upper 
rectangles) are suggesting that 
they will probably continue 
lower towards mid Q1 next 
year at least. Our C Corrective 
targets to the downside (right-
hand scale) are suggesting that 
10Y Bund yields should retrace 
back down below 0.3% and 
possibly even retest 0.0% over 
the next few quarters. 
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30 Years US Treasury Futures vs the S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

Over the last few graphs, we 
have described how we be-

lieve US and European yields will 
probably correct down / resume 
lower from late November into 
February. We expect this move to 
be concomitant with a strong risk 
asset correction and hence with 
Flight to Safety flows towards 
Treasuries and Bunds. Over the 
next few graphs, we will consi-
der where these flows may come 
from, and first from equities with 
this relative performance graph 
of US 30Y Treasury Futures vs 
the S&P500 Index. On both os-
cillator series (lower and upper 
rectangles), the downtrend of 

Treasuries vs US equity markets seems exhausted and may have just made an important low. The bounce that follows 
could last first into mid/late Q1. On the target front, our I Impulsive targets to the downside have been reached (right-hand 
scale), while the C Corrective potential to the upside we can calculate is between 10 and 20% in favor of  Bonds over the 
next couple of quarters (0.5 to 0.8 time our historical volatility measure “Delta”, here at 33.97 – middle rectangle, right-hand 
side – added from the low of the graph). This is quite substantial. 

10 Years Bund Futures vs EuroStoxx 50 Futures
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe, the ratio of the 
Bund Futures vs the EuroS-

toxx50 Futures has been buil-
ding a base since last year. Both 
our oscillators series (lower 
and upper rectangles) are sug-
gesting that the Bund could 
now continue to outperform 
European equity markets, pro-
bably into mid Q1 next year in 
first instance. Our C corrective 
targets to the upside (right-
hand scale) are suggesting that 
over the next few quarters, the 
ratio could continue to bounce 
by a further 5 to 15%.
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US Investment Grade Corporate Bonds in USD vs USD AAA-A Corporate Issuers
Weekly or the perspective over the next 2 to 4 quarters

We now look at Credit markets, 
which we believe have also 

started to reverse down since the be-
ginning of the year. We first compare 
the wider US investment grade universe 
vs Aaa-A rated USD corporate bonds. 
Indeed, there is a growing concern in 
the market, that the issuance of lower 
quality investment grade bonds has 
exploded over the last few years, and 
that many of these issues now run the 
risk of being downgraded to junk once 
the credit cycle turns. On both our 
oscillator series (lower and upper rec-
tangles), we expect the ratio to conti-
nue lower over the following months, 
possibly the next few quarters. We be-
lieve it will break below the support of 

our C Corrective targets to the downside (right-hand scale). This would imply strong Flight to Quality flows from Credit towards 
Aaa-A bonds and  probably help put a cap on the upside progression of longer term US Treasury Yields.

Emerging Markets Sovereign Debt ETF vs 7-10 Year Treasury Bond ETF
Weekly graph or the perspective over the next 2 to 4 quarters

Similarly, when we compare Emer-
ging Markets Sovereign debt to 

US Treasuries, we can also notice the 
strong deterioration. It started at the 
beginning of the year and found sup-
port between early and mid Summer. It 
has since been bouncing. Yet, on both 
oscillator series (lower and upper rec-
tangles), we now believe that it could 
soon start to resume lower, probably 
from late November towards mid 
Q1. The ratio is also close to brea-
king below our C corrective targets 
to the downside (right-hand scale). 
This would open the door to much 
lower targets over the next few quar-
ters. These projections corroborate 
our general view that the emerging 
markets troubles since this Spring are 
probably far from over.
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EuroZone Sovereigns vs Bunds
Daily or the perspective over the next 2 to 3 months

Similarly in the EuroZone, Flight to Safety 
flows seem to be flowing to the Bund. This 

trend started with the Italian political crisis in 
May and saw another sell-off during the early 
October market turmoil. Both our oscillators 
series (lower and upper rectangles) are now 
pointing to a few more weeks of rebound, 
before EuroZone Sovereign Credits spreads 
start to widen again. The ratio should then 
continue lower, probably towards late Ja-
nuary at least. 

Equal Weighted Portfolio US and European Banks vs their respective Market In-
dexes
Weekly graph or the perspective over the next 2 to 4 quarters

This environment where we expect yields 
to gradually start to retrace down, the 

yield curve to flatten once again and Credit 
to deteriorate, is not favorable to the Finan-
cials sectors. Hereby, we present a graph si-
mulation of an equal weighted portfolio of 
European and US Banks vs their respective 
market indexes. According to both our oscil-
lator series (lower and upper rectangles), the 
downtrend on Banks vs the respective mar-
ket indexes seems far from over. It should 
resume lower over the next few weeks, 
probably towards mid Q1. Then, following 
a bounce during the Spring, Banks could 
underperform once again in H2 2019. We 
expect between 7 and 12% of underperfor-
mance for the sector vs the market over the 
next 12 months (our I Impulsive targets to 
the downside; right-hand side).

Concluding remarks:

While inflation expectations have probably started to reverse down, real rates have recently continued to rise. The balance will 
determine the future path of nominal treasury yields in the US. Our analysis of US 10Y yields is confirming that a top may be 

near (i.e. that the balance is shifting). From late November, it suggests a 60 to 100 basis points retracement on US 10Y yields, probably 
over the next 6 to 12 months.  The yield curve is also helpful to time this reversal point. Indeed, while expectations for further FED rate 
hikes are still strong, the spread between long term yields and the Federal Funds Rate has provided reliable signals for risk-ON / risk-
OFF phases since the beginning of the year. Following a slight bounce, our analysis suggests that by late November, the US Yield curve 
could start to flatten again, probably towards next February. Developments in Bund yields, Corporate and Sovereign Credit spreads as 
well as for the banking sector vs the market seem to confirm this timing sequence.
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