
As Liquidity contracts, Credit markets are showing signs of weakness
Receding Central Banks liquidity is hitting marginal demand for most risk assets. This is especially true in Credit Markets where, since 
the beginning of the year, the combined effects of US Quantitative Tightening, European Tapering and rising interest rates have gradually 
started to have a negative impact. In this article, we review a selection of credit spreads ranging for corporate, high yield or sovereign 
spreads in different regions, highlighting the fact that the deterioration is widespread and that it is still accelerating.

Investment Grade USD Corporate Bonds / Aaa - A Rated USD Corporate Bonds
Weekly graph or the perspective over the next 2 to 4 quarters

This graph compares US Investment 
Grade (LQD TEF) vs AAA-A rated USD 

Corporate Bonds (QLTA ETF). Following a 
rapid rerating in 2016, Investment Grade 
stalled during 2017, and since the beginning 
of the year has started to resume lower vs 
higher quality issuers. The problem we 
highlight here is probably both structural 
and cyclical. Indeed, over the last few years, 
as investors were chasing yields, the pro-
portion of lower quality issuers has widely 
increased in the Investment Grade space. 
As of today, circa 70% of US Investment 
Grade is BBB. Historically, this is a record. 
It highlights a quality issue and the risk of 
substantial downgrades to junk if the de-
terioration in Credit markets should start 
to accelerate. In this fragile context, the 

current tightening cycle is starting to take its toll and spreads have started to widen again since earlier this year (the ratio has been falling). 
Going forward, both our oscillator series are suggesting that this downtrend could continue over the next few months, probably into late 
Q1 and perhaps even Q2 next year in first instance. From a price targets perspective, the ratio is currently working through the support of 
our C Corrective targets to the downside (right-hand scale). If these were to break, the next level of targets would probably lead the ratio 
back to its 2016 lows.

Euro Investment Grade Corporate Bonds vs German Bunds
Weekly graph or the perspectives over the next 2 to 4 quarters

In Europe, we compare the Amundi Euro Corpo-
rate Bond ETF with the 5 to 10 years German 

Bunds Index. The ratio saw a strong uptrend du-
ring 2016 and 2017 as the 2016 global rerating 
story was prolonged by the European recoupling 
theme in 2017. Yet, since the beginning of the 
year, many European economic indicators have 
started to weaken again, and the ratio has re-
versed down. Both our oscillator series (lower 
and upper rectangles) are now suggesting fur-
ther downside potential ahead, first into mid 
Q1, and then following a Spring bounce, pro-
bably towards late 2019 and 2020. On the price 
targets front (right-hand scale), the ratio is close 
to breaking through the support of its C Correc-
tive targets to the downside. Below these, it pro-
bably continues lower and could retrace most of 
its 2016-2017 uptrend over the next 12 to 18 
months.
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High Yield USD Corporate Bond ETF vs 5 Years Treasury Notes Futures 
(Dec)
Daily graph or the perspective over the next 2 to 3 months

US High Yield remained 
very resilient throughout 

the year vs High Quality Bonds 
(we are comparing the US High 
Yield HYG ETF and the 5Y US 
Treasury Note Future, which 
have similar duration). Yet, the 
ratio now seems to have top-
ped out along with equities 
and most risk assets, and since 
early October, the sell-off has 
been brutal. Indeed, in ear-
ly October, the ratio reached 
a “High Risk” situation on our 
long term oscillators (lower rec-
tangle). These situations usually 
trigger 2 to 3 months of consoli-
dation to the downside at least. 

The sequence we show on our medium oscillators (upper rectangle) suggests a further leg down into early/mid January, 
and then probably further downside retests into February/March. This is what is also suggested by our Automatic Mes-
saging which forecasts a low towards the 20th of February (lower rectangle; right-hand side). On the target front, the move 
down is now impulsive (right-hand scale) and could drop a few more percentage points at least over the next couple of 
months.

High Yield Euro Corporate Bonds vs Euro Investment Grade Corporate 
Bonds
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe, High Yield started to 
deteriorate earlier this year. 

In this graph, we compare the 
iShare Euro High Yield ETF with 
the Euro Corporate Bond ETF 
from Amundi. Both oscillator 
series (lower and upper rec-
tangles) are showing a series 
of lower tops. These situa-
tions usually confirm that the 
current downtrend probably 
continues to accelerate. In 
first instance, we expect in-
termediate lows towards mid/
late Q1 next year. Yet, fol-
lowing a Spring bounce, a new 
move down should probably 
materialize during H2 2019. 

Prices targets are already pointing to our I Impulsive targets to the downside (right-hand scale), indicating that High Yield 
could underperform by a further 3 to 6% over the next 12 months. This would imply a full retracement of the 2016-2017 
reflationary/recoupling uptrend.
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USD Emerging Markets Sovereign Debt / 7-10 years US Treasury Bonds
Weekly graph or the perspective over the next 2 to 4 quarters

Emerging Markets Soverei-
gn Spreads have also been 

widening since the beginning 
of the year (the ratio we use 
here compares the Emerging 
Markets Sovereign ETF – PCY, 
with the Treasury ETF – IEF).  
Following a strong sell off du-
ring the Spring, EM Sovereigns 
stabilized during the Summer. 
Since late September, they 
have been resuming lower, and 
both our oscillator series (lower 
and upper rectangles) are sug-
gesting that the ratio now pro-
bably continues lower towar-
ds mid/late Q1. The support of 
our C Corrective targets to the 

downside (right-hand scale) has just been broken, the ratio could now extend lower by another 5 to 10% over the next 12 
months. Here also, we would expect a Spring bounce, but then probably further downside during H2 2019.

Euro Sovereign Bonds vs German Bunds
Daily graph or the perspective over the next 2 to 3 months

In the EuroZone, we com-
pare a broad Sovereign ETF 

vs a German Bund Index with 
similar duration. The ratio al-
lows us to capture the deve-
lopment of Sovereign Credit 
Spreads within the EuroZone. 
Since late October, it has ente-
red a weak bounce and both 
our oscillator series (lower and 
upper rectangles). These are 
now suggesting that the ratio 
should soon start to resume 
lower again, broadly following 
the path of other risk assets. 
This move lower could first 
last into early/mid January, 
and then possibly retest lower 

towards February. At least, this is what our Automatic messaging is pointing to, i.e. towards the 19th of February (lower 
rectangle; right-hand side). Our I impulsive targets to the downside (right-hand scale) suggest another 2 to 3% of potential 
to the downside, which would imply a retest below the levels reached in May when the Italian/EU Commission crisis 
reached its initial climax.
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Italy 10 years - Germany 10 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months 

We now focus specifically 
on Italy and on the 10 

Years Italy minus German Bund 
Sovereign Spread. Since late 
October, the spread has ente-
red a consolidation pattern at 
high levels. According to both 
our oscillator series (lower and 
upper rectangles), we now ex-
pect it to resume its uptrend 
first into early January and 
then possibly into February/
March. Our I Impulsive targets 
to the upside are suggesting 
that a retest of highs is possible 
(right-hand scale) and that the 
spread could even reach up 
towards 350 basis points over 

the next few months, or its highest level since 2012.

Turkey 5 Years - Germany 5 years Benchmark Bond Yield
Daily graph or the perspective over the next 2 to 3 months

Interestingly, other Sovereign 
Credit spread are also poin-

ting to a period of widening 
over the next 1 to 2 months. 
The Turkey to German Bund 
5 years spread for example, 
has come down quite nicely 
since it peaked late August. 
Yet, both our oscillator series 
(lower and upper rectangles) 
are suggesting that it is cur-
rently reaching an interme-
diate low. A bounce lasting 
between 1 to 2 months could 
now materialize. This is simi-
lar to what we expect on other 
Credit Spreads. It is another 
element that highlights the 

broader credit/liquidity tightening we expect into January at least, and probably towards February/March. We may not 
expect new highs on this spread as both the price targets we show are now heading lower (right-hand scale), yet given its 
volatility, a nice bounce is possible.
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Brazil 10 years Benchmark Bond Yield - US 10 years Benchmark Bond 
Yield
Daily graph or the perspective over the next 2 to 3 months

Similarly, the sovereign spread 
between Brazil and US 10 

Years government bonds has 
come down quite aggressively 
since early September, or since 
Jair Bolsonaro started to appear 
as the uncontested frontrun-
ner for the October Presidential 
race. Mid Summer also saw an 
intermediate top of the US Dol-
lar. This also helped ease the 
upside pressure on the spread. 
Going forward, we believe that 
an important intermediate low is 
approaching on both our oscilla-
tor series (lower and upper rec-
tangles). We would now expect 
the spread to correct up over 

the next one to two months. Interestingly, the USD/BRL exchange rate could also come back with a vengeance during this 
period. As mentioned on page 20 of this issue, our scenario is that the US Dollar could strengthen quite substantially vs most 
Commodity currencies over the next couple of months. This could indeed put renewed upside pressure on Brazilian Sove-
reign spreads vs US Treasuries.

Russia 10 years Benchmark Bond Yield - US 10 years Benchmark Bond 
Yield
Daily graph or the perspective over the next 2 to 3 months

Russia in our view offers ano-
ther interesting example 

of a sovereign credit spread, 
which could widen once again 
over the next couple of mon-
ths. Indeed, both our oscilla-
tors series (lower and upper 
rectangles) are suggesting 
that the 10 Years Russia to 
US spread should resume its 
uptrend, first into January and 
then probably into Februa-
ry / March. Our I Impulsive 
target to the upside (right-
hand scale) are pointing to 
new highs during this period, 
probably towards 650 basis 
points and above. This graph is 

very similar to the USD/RUB exchange rate, which we also see accelerating up into mid Q1. Indeed, we expect negative fee-
dback loops from this renewed USD strength to have a direct impact the Russia to US sovereign spread, thereby contributing 
to its widening over the next couple of months.
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GBP Corporate Bonds/ Notional UK Gilt Futures (Dec)
Weekly graph or the perspective over the next 2 to 4 quarters

Considering another impor-
tant risk which could spark 

a widening of credit spreads, 
we now focus on the UK. As we 
write, the Parliamentary vote 
on the negotiated Brexit deal 
has been postponed. Never-
theless, Corporate spreads in 
the UK have already deterio-
rated quite substantially since 
the initial Brexit vote in June 
2016. The ratio we consider 
here compares UK Corporate 
Bonds with UK Gilts. On both 
oscillator series (lower and 
upper rectangles), we expect 
it to continue to weaken over 
the next few months, pro-

bably into mid Q1. Our I Impulsive targets to the downside (right-hand scale) suggest that the move could still accelerate 
lower by another 3% during this period. What our indicators seem to be suggesting is that more trouble probably lies 
ahead for the UK and the Brexit process.

USD 3 month LIBOR fixing - US 3 Months Benchmark Bond Yield
Weekly graph or the perspective over the next 2 to 4 quarters

Remember when Libor 
spreads shot up earlier this 

year. The new US corporate 
tax deal was leading many cor-
porates to repatriate funds to 
the US, sucking up liquidity for 
USD funding abroad. As often 
towards the end of the year, 
a new USD liquidity squeeze is 
currently underway. According 
to both our oscillator series 
(lower and upper rectangles), 
we expect it to continue into 
early next year, first towards 
mid/late January, and perhaps 
into late Q1. This is shown on 
this graph, which compares 
the 3 months USD Libor rate to 
the short term Federal Funds 
Rates. This US Dollar funding 

stress may contribute to the stronger US Dollar we expect over the next couple of months, as well as to the general upside 
pressure we foresee throughout this article on Corporate and Sovereign spreads worldwide.
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US Financials vs the S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

As we have seen throughout this article, 
we expect Credit markets to deteriorate 

once again over the next couple of months. 
In another article in this issue of The Capital 
Observer, we also forecast that the US yield 
curve should resume its flattening, probably 
between now into mid Q1 next year. Both 
trends should hit the Financials sector’s pro-
fitability in the near term. In this graph, we 
compare the S&P US Financials sector to 
the S&P500 Index. Both our oscillator series 
(lower and upper rectangles) are pointing to 
further underperformance for the sector 
towards mid, perhaps late Q1. By then, the 
ratio will probably go and retest the lower 
end of our C Corrective targets to the down-
side (right-hand scale). If these were to 
break, a full retracement of the 2016-2017 

uptrend may then be envisaged, probably over the next 12 months. We hence remain very prudent for now on the US Financials 
sector.

European Banks vs the Europe Stoxx 600 Index
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe, the Banking sector has widely 
underperformed the Europe Stoxx 600 In-

dex this year. Going forward, our medium 
term oscillators (upper rectangle) are sug-
gesting further underperformance towards 
mid Q1. This is similar to what we expect 
of many other cyclical or high beta sectors, 
and confirms that the current risk asset cor-
rection probably continues towards mid Q1 
at least. Our long term oscillators (lower rec-
tangle) are even more negative. They indicate 
that European banks could continue to un-
derperform as far as next Summer. For now, 
we would hence remain prudent on the Eu-
ropean Banking sector, probably until mid 
Q1 at least. The risk we foresee is still quite 
compelling as according to our I Impulsive 
targets to the downside (right-hand scale), 
European banks could still underperform 

the market by a further 7 to possibly 20% over the next few quarters.

Concluding remarks

While Central Bank Liquidity continues to contract, Credit markets should suffer again over the next few months. Corporate 
spreads were the first ones to move. Indeed, since early October they have followed risk assets in their correction, and have 

started to accelerate up again. Sovereign spreads on the other hand, have retraced quite substantially over the last three months. We 
now expect them to resynch with other Credit Spreads and also start to widen again. A new leg up in the US Dollar may be the main 
factor behind this trend. Hence, going forward, we would continue to reduce exposure to Credit, probably into mid/late Q1 at least. 
We would also avoid Financials and the Banking sector, which will probably continue to underperform during this period.
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