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As the economy starts to decelerate, Treasuries, Defensive sectors and Gold 
should outperform equities, probably into 2019/2020
Last month’s in The Capital Observer, we detailed the lag between the US GDP growth and the yield curve. Historically, this 
lag has been about 6 quarters, which means that the US Yield curve usually tops circa 6 quarters before GDP growth starts to 
decelerate. Following its bounce during H2 2016, from late 2016/early 2017, the US Yield curve started to flatten again. Now, 6 
quarters latter, we are expecting this flattening to gradually spill over into GDP growth, which should start to decelerate soon. 
We believe high quality bonds, bond proxies and Gold will offer worthwhile alternatives to declining equity markets. 

US 10Y - 3M Benchmark bond yield spread
Weekly graph or the perspective over the next 2 to 4 quarters

IOn both our oscillators series 
(lower and upper rectangles), the 

US 10Y-3M spread which had been 
pretty much flat over the last 3 
quarters is getting ready to resume 
its downtrend. This means that 
while the whole curve has managed 
to shift up since last Summer (i.e. 
long term yields were keeping pace 
with rising short term yields), going 
forward, we would probably expect 
long term yields to start to top out 
and reverse, while short term yield 
under the FED’s impulse continue 
higher a while longer. From a target 
perspective, our I Impulsive targets 
to the downside (right-hand scale), 
would suggest that the US10Y – 3M 

yield curve spread may flatten down to 30 basis points by late 2018 / early 2019. Such flattening probably implies that many 
other spreads along the US yield curve will probably start to move into negative territory, i.e. that they will start to invert (e.g. 
US10Y-US3Y or US30Y – US5Y). Inversion usually implies that a deceleration/recession is upon us.

US 10Y - 3M Benchmark bond yield spread
Daily graph or the perspective over the next 2 to 3 months

Shorter term, it is interes-
ting to analyse the yield 

curve spread to identify pe-
riods which are rather risk-ON 
or risk-OFF. Indeed, since the 
beginning of the year, a stee-
pening yield curve has accom-
panied risk-ON phases (the Ja-
nuary risk assets acceleration 
up, or the rebound from late 
March to May), while a flat-
tening yield curve was clearly 
risk-OFF (the February sell-off, 
the consolidation down since 
mid May). Both our oscillator 
series (lower and upper rec-
tangles) would suggest that the 
US 10Y-3M spread could still 

attempt to bounce until mid/late July, before its resumes lower towards late August/early September. Hence, our cross asset 
view is quite defensive from the end of this months, probably into late Summer. Our price targets (right-hand scale) indicate 
that the downside risk is still quite compelling over the next few months (rapidly flattening yield curve).
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US 10Y benchmark bond yield
Daily graph or the perspective over the next 2 to 3 months

The Daily graph of the US 
10Y benchmark bond yield 

does seem even more ex-
hausted. Our I Impulsive tar-
gets to the upside (right-hand 
scale) are labelled as “Done”, 
which means that it will be 
difficult over the next few 
months to push much higher 
than the 2.8 – 3.1% range. 
On the Timing front, our long 
term oscillators have entered 
a “High Risk” zone and should 
gradually start to reverse down 
during the Summer, while our 
medium term oscillator (upper 
rectangle) would suggest one 
last push up until late July / 

early August. 

US 10Y benchmark bond yield
Weekly graph or the perspective over the next 2 to 4 quarters

Our standalone graph of 
the US 10Y benchmark 

bond yield, confirms that an 
important intermediate top is 
near and that the retracement 
period could last into 2019 
(upper rectangle) and perhaps 
even into late 2019 (lower 
rectangle). Both the sequences 
we show on our oscillator series 
do indeed point towards a top 
between now and mid Summer. 
Hence, over the next month 
or so, we may expect one last 
push higher. Our I Impulsive 
targets to the upside indicate a 
possible range between 3.1 and 
3.6%, yet given the limited time 

left, we believe that we may see marginal new highs above 3.1% and perhaps towards 3.2-3.3%, but not much more. 
Following that, the Corrective targets to the downside we can calculate would imply a retracement of 70 to 110 basis 
points for US 10Y yields into 2019. 
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German 10Y benchmark bond yield
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe, the Bund 10Y 
benchmark bond yields 

already started to turn lower 
from mid Q1 2018. This is 
when the European Economic 
Surprise Index actually started 
to deceive. The recent Italian 
political crises was a further 
blow, as it was revealing that 
Europe’s and the EuroZone’s 
structural problems remain 
unresolved. The sequence we 
show on our long term oscil-
lators (lower rectangle) turned 
down prematurely earlier this 
year and it should continue to 
weigh on prices until year-end. 
On our medium term oscilla-

tors (upper rectangle), we now show a downtrend sequence. It may reach an intermediate low towards mid Summer, 
could bounce into the Fall, but will probably resume lower thereafter until early next year. On the price target front, the 
whole move up since mid 2016 never really made it above our C Corrective targets to the upside (above 0.6%). Yields should 
now revert to the downside, and the I Impulsive targets down we can calculate until next year will probably bring the 
German benchmark bond yield back below zero again. 

Bund Future (September)
Daily graph or the perspective over the next 2 to 3 months

On both oscillators series 
(lower and upper rec-

tangle), the Bund Futures are 
now in uptrend sequences. 
Their rise may take a slight 
pause during July as shown 
on our medium term oscilla-
tors (upper rectangles), but 
they will then resume higher 
during August and into early 
September. Our I Impulsive 
targets to the upside do point 
to 3-4% of additional upside 
potential for the Bund over 
the next 2 to 3 months, a pro-
jection which confirms our de-
fensive bias towards risk assets 
over the same period.
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S&P 500 Futures (Sep) vs 10 Year Treasury Notes Futures (Sep)
Weekly graph or the perspective over the next 2 to 4 quarters

In accordance with the top on 
long term yields and equities 

we currently expect, the US 
Equity to Bond ratio is currently 
in a “High Risk” position. The 
sequence we show on our 
long term oscillators (lower 
rectangle) suggests that the 
ratio should soon start to 
move lower, probably over 
the next few weeks and until 
early 2019 at least. Our I 
impulsive targets to the upside 
are exhausted and labelled 
“Done” (right-hand scale), 
while our C Corrective potential 
to the downside is compelling. 
We believe that investors 

should probably shift an important portion of their portfolios out of equities and into high quality bonds before the end 
of July.

EuroStoxx 50 Futures (Sep) vs Bund Futures (Sep)
Weekly graph or the perspective over the next 2 to 4 quarters

In Europe the situation is 
similar, but the Equity to 

Bond ratio may have already 
topped out for this cycle. 
Following almost 12 months of 
distribution (i.e. range-bound 
price action at high levels), we 
expect the ratio to start breaking 
lower during the Summer, first 
into late Q3 (medium term 
oscillators; upper rectangle) 
and then towards 2019 
(long term oscillators; lower 
rectangle).  On the target front, 
our I Impulsive targets to the 
upside are probably much too 
aggressive.  Indeed, while the 
ratio did make it slightly above 

our C Corrective targets to the upside, it never really broke above them. We believe that the time window to accelerate up 
is now closing, and that the next strong move will be to the downside, i.e. the mid 2016 – early 2018 uptrend was just a 
temporary rebound, and the long term downtrend should come back in force.
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LQD - iShares iBoxx $ Investment Grade Corporate Bond ETF / IEF - iShares 
7-10 Year Treasury Bond ETF
Weekly graph or the perspective over the next 2 to 4 quarters

Since mid Q1 2018, credit 
spreads in the US have 

started to move higher again 
(the ratio of investment grade 
corporate bonds vs treasuries 
is hence moving lower). Ac-
cording to both our oscillator 
series (lower and upper rec-
tangles), this first leg down on 
the ratio could reach an inter-
mediate low by mid Summer 
(mid/late August probably). 
Following a slight rebound du-
ring the Fall (upper rectangle), 
Investment Grade Corporate 
Bonds will probably continue 
to underperform until late 
Q1 2019 at least. Following 2 

years of reflation (Q1 2016 – Q1 2018), the Credit Cycle has probably topped out, i.e. corporate spreads will continue to 
widen over the next few quarters. 

HYG - iShares iBoxx $ High Yield Corporate Bond ETF
Weekly graph or the perspective over the next 2 to 4 quarters

Since mid last year, High Yield 
Bonds have also started to 

move lower again, i.e. the bene-
fits from declining credit spreads 
could not compensate for the rise 
in interest rates anymore. We be-
lieve this downtrend could acce-
lerate over the next few quarters 
as credit spreads now continue 
to widen again, while interest 
rates move lower, yet to a lesser 
extent. Our long term oscillators 
(lower rectangle) show the cycli-
cal rebound of High Yield bonds 
since early 2016.  According to 
our model, it topped out prema-
turely (a sign of weakness), and 
should now start to accelerate 

lower. As shown by our medium term oscillators (upper rectangle), we expect the current stabilization phase since March 
to die out over the next few weeks, before High Yield Bonds resume lower first into mid/late Summer and then into next 
year. 



US Defensive sectors vs the S&P500 Index
Weekly graph or the perspective over the next 2 to 4 quarters

On the equity side, we be-
lieve it’s almost time to 

start shifting some exposure 
towards more defensive sec-
tors. The portfolio above is 
capitalization weighted and 
includes the four larger US 
defensive sectors (Staples, 
HealthCare, Utilities, Real 
Estate), which we compare 
to the S&P500 index. On our 
long term oscillators (lower 
rectangle), the trend down 
since H1 2016 has probably 
ended These defensive sec-
tors should now outperform 
the S&P500, probably towards 
year-end in first instance. On 

our medium term oscillators (upper rectangle), we would expect a slight retest down over the next month or so, and then 
also a bounce. In general, the downside risk seems limited for defensive sectors vs the S&P500 as shown by our I Impulsive 
targets to the downside which have now been achieved (right-hand scale). We are hence in Buy The Dips mode on defensives 
sectors vs the S&P500, probably from the 2nd half of July (see Daily graph on page 19 for a more precise timing).

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

In Europe, Defensive sec-
tors have probably already 

started to reversed up vs 
European markets. We he-
reby compare a capitalization 
weighted portfolio of the Euro-
pean Food & Beverage, Health-
Care and Utilities sectors vs the 
Europe Stoxx 600 Index. Accor-
ding to the model we show on 
our long term oscillators (lower 
rectangle), the ratio started 
to reverse up prematurely (a 
sign of strength) from Q1, and 
should now be supported at 
least until early 2019. On our 
medium term oscillators (up-
per rectangle), the sequence 

we show would see an intermediate top towards mid/end Summer, some consolidation into the Fall and then a new 
move higher into Q1 2019. Risk to the downside is also pretty much exhausted with our I Impulsive targets down having 
been achieved (right-hand scale). 

30



30

Gold
Weekly graph or the perspective over the next 2 to 4 quarters

As risk assets gradually enter a 
more risk-OFF environment, 

first from late July into September, 
and then from late Autumn into 
Q1 2019, Gold should theoretical-
ly start to gather upside momen-
tum. That said, it may take some 
time before Gold really starts to 
reverse up as for now it is most-
ly influenced (negatively) by the 
strength of the US Dollar. Accor-
ding to both our oscillators series 
(lower and upper rectangles), 
Gold should remain under pres-
sure until late Summer (Sep-
tember), before it starts moving 
up again during the Fall, and then 
probably during most of 2019. 

Our C Corrective targets to the downside (right-hand scale) suggest that Gold should find support somewhere between 1’228 
and 1’145. We then expect Gold to move up towards the 1’400-1’500 range into early next year and perhaps beyond if the 
risk-OFF environment persists throughout 2019. Hence, Buy the Dip from late Summer on Gold.

Gold 
Daily graph or the perspective over the next 2 to 3 months

Our Daily graph confirms this 
view. Following a slight 

bounce over the next couple of 
weeks on our medium term os-
cillators (upper rectangle), we 
expect Gold to resume lower in 
line with our long term oscillators 
(lower rectangle) probably until 
mid/late August and the 1’208 
– 1’161 range (I Impulsive targets 
down; right-hand scale). Again, we 
believe this sell-off towards late 
August will offer a great Buy the 
Dips opportunity on the Golden 
metal.

Concluding remarks

We believe the asset environment will soon turn defensive, probably not quite yet, but from the end of this month. 
The yield curve should start to flatten quite aggressively, long term yields should soon top out in the US, while in 

Europe they will continue lower, Equity to Bond ratios are also topping out, Credit spreads should continue to accelerate up, 
while Defensive equity sector should start to outperform the market. Finally, Gold may take a bit more time to reverse up 
as the US Dollar remains strong, yet from late Summer, we expect it to turn up, and gradually gather momentum towards 
year-end and then possibly throughout 2019.
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