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Early last week, another hot U.S. 
employment data point - ADP private 

sector payrolls -- a pay rise at Amazon 
(good news for workers), and injudicious 
remarks from Fed Chair Jerome Powell, 
lit a fire under US and global bond yields, 
and Friday's steady U.S. wage growth and 
employment data did little to douse it.

We ask the following questions: 

Is this the big adjustment in interest rates 
that investors have been anticipating for 

years? Have we finally seen the impact of 
the shift in Federal Reserve policy? And 
what impact does it have on financial 
assets?

Is this the big adjustment in interest 
rates that investors have been 

anticipating for years?

The rise in bond yields, and the reasons 
for that, can also be explained several 

ways. For one, higher yields are an 
appropriate response to good economic 
news: more jobs, higher wages, faster 
growth. However, that explanation does 
not fly very well: we have had a long 
sequence of excellent labour situation 
and rising economic activity, but we have 
not seen this kind of response from the 
bond yield curve before. The entire curve 
just simply rose massively last week (see 
1st graph on this page). That leaves the 
ultimate culprit – the Federal Reserve – 
as reason for the humongous jump in 
bond yields. This is likely the primary 
cause, and it becomes more likely in 
the light of an apparent flip from dovish 
to hawkish in the stance of Fed Chair 
Jerome Powell. 

In last week’s Q&A session, Powell was 
maintaining the continued “gradual 

rate hike” mantra. He then surprised 
everyone when he said “we’re a long 
way from neutral, probably.” That 
seemed like it was a bit of a slip to a 
hawkish stance. What is even more 
remarkable is that we keep hearing from 
market analysts a dovish interpretation 
of the Fed’s recent disavowal of r-star 
(neutral rate estimate) and the related 
demise of forward guidance. These 
analysts are simply not paying attention 
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to what the FOMC members have 
been saying. What Powell let slip in 
the Q&A session is that he clearly still 
has an estimate of neutral and we are 
nowhere near it. That’s very hawkish, 
and up-ended the dovish image he 
has been projecting. The reappraisal 
caused bond yields to rip sharply 
higher. 

Other FOMC members added 
fuel to the conflagration. The 

sequential shocks have been the 
trigger for a sharp run-up in rates in the 
past few days. And if we can believe 
the other members of the FOMC, the 
rate hikes will keep coming. 

Parsing statements from FOMC 
members will show why the bias 

for higher rates will stay for a while. 
For instance, Powell also said that “we 

may go past neutral.” In this sense, 
he is arguably a bit more dovish than 
colleagues such as Chicago Federal 
Reserve President Charles Evans, 
who reiterated his expectation (and 
wish) that rates turn restrictive. It is a 
veritable admission from Powell what 
the forecasts reveal anyway -- – no 
matter where he thinks the neutral 
rate is, the majority if not all FOMC 
members, expect that rates will climb 
above their estimate of neutral. In other 
words, they all see policy as becoming 
restrictive. We don’t have r-star (neutral 
rate estimate) as a guide anymore, but 
we still have the rate forecasts (the 
so-called “SEP dots”). There is a wide 
variation in the rate forecasts, but 
indeed, there is a common element 
in all these – Fed policy will become 
restrictive (see 2nd chart above). In 23
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retrospect, this is the big adjustment 
that we have been waiting for – a move 
from pseudo-dovish stance to an overt 
hawkish position on monetary policy. 

Have we finally seen the impact 
of the shift in Federal Reserve 
policy?

The 10-year yield at 3.254% today 
is hardly the "Bondmageddon" 

that analysts were bruiting about after 
the Fed started getting serious about 
tightening policy in December last year. 
That is against a backdrop of real GDP 
growth at 3.00%-4.00%, core inflation 
at 2.2% and the prospect of the Federal 
Reserve of doing three rate hikes (of 
25 basis points each) before the end 
of next year. But realistically, the Fed 
has just started to tighten properly. 
Now that the FOMC has gotten over 
the hump, and finally shucked the 
pseudo-mantra of being dovish. 

The labor market is, on the surface, 
sufficiently strong to convince 

Powell and the rest of the FOMC 
to keep to a more restrictive policy 
path. The recent steep wage growth 
practically had the Fed mortified; 
the wage data is starting to tell an 
alarming story to the Fed. Year-over-
year growth edged down from 2.9% 
to 2.8%, but the annualized pace 
over the last three months has been 
a healthier 3.76%. Add to that the 
gains in the ISM Non Manufacturing 
and Manufacturing surveys, and you 
get a Fed with an itchy trigger finger, 
despite a tame 2.2% core inflation (see 
graph on this page).

The impact of the shift in Fed 
policy: expect more rates hikes 

in the months ahead as the early 
reads on the third quarter, primarily 
October survey data, indicate that 
the economic momentum continues, 
although at a more moderate scale. 
There is little reason anymore at this 
point for the Fed to continue making 
forecasts toward the dovish side. The 
economy is at the Fed’s target well 
ahead of schedule and the pace of labor 
force growth versus job growth looks 

likely to push the unemployment 
rate down below their target. For 
the Fed, this is not any more a time 
for dithering. That has made several 
members of the FOMC to reconsider 
their previously dovish stance. As 
an example, Atlanta Federal Reserve 
President Raphael Bostic made a 
hawkish turn two weeks ago: 

The incoming economic data on the 
real side of the economy have come 

in stronger than I had been expecting 
earlier this year. So much stronger, in 
fact, that the central question in my 
mind is whether the apparent strength 
in GDP and job growth is a signal that 
I have materially underestimated the 
underlying momentum of aggregate 
demand. If that’s the case, the 
potential for overheating would 
require a higher path for rates than 
what I had been thinking.

Bostic concluded: 

Current conditions suggest, to me, 
that we ought to get to a policy 

stance where our foot is neither 
on the gas pedal—what we call an 
accommodative policy—nor on the 
brakes—what we call a restrictive 
policy. Such a neutral policy position 
would allow the economy to stand on 
its own.

What impact does it have on 
financial assets?

Finally, bond bears get their day in the 
sun as the long end of the yield curve 

lifts up. Something had to give in the 
face of ongoing rate hikes. Either the 
yield curve would soon invert, raising 
the prospect of recession, or it would 
start shifting upward and steepen 
on the back of some mix of stronger 
growth, firmer inflation expectations, 
and a rising term premium. So far, the 
curve is steepening, which of course 
emboldens the Fed even more. That 
the yield curve is steepening in the 
wake of a Fed policy shift to a much 
tighter stance is about as good a story 
as the Fed could hope for. (see  1st 
graph on next page)

But as we will see, this apparent 
boon (from the Fed’s point of 

view) could quickly turn into a nasty 
symptom of distress. Steepening of 
the yield curves has corresponded 
to the start of growth decline that 
culminated in recessions. Tightening 
cycles impact employment and activity 
that slows economic growth. The Fed 
then turns dovish, and cut rates, as 
growth spirals lower. But steepening 
PRECEDES the growth decline, and 
the reaction function of the Fed (to 
cut rates) after GDP starts falling hard. 
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Otherwise, they have no reason to turn 
dovish coming from a tightening cycle. 
Only a growth decline will force them to 
do that (see 2nd chart on this page).

To be sure, the situation can still be 
mitigated into a situation where 

the Fed can take their feet off the gas 
pedal. For instance, the Fed can hope 
that in the short-run the additional 
wage growth shows up as narrowing 
profit margins and real wage gains 
for labor. Indeed, the Fed could take 
a gamble on this scenario as long as 
possible and not accelerate the pace 
of tightening – but that can happen 
only as long as inflation stays low. But 
obviously if inflation instead looks to be 
heading above 2.5% on a sustainable 
basis, they will be looking to engineer a 
slower economy via a faster pace of rate 
hikes. So far, inflation is not a strong 
threat, and based on this metric, the 
Fed looks to be over-reacting over the 
possibility of stronger inflation down 
the road (see 3rd charton this page) – 
the level of the Fed Funds Rate, so far 
seems appropriate to the current and 
expected level of inflation. 

To be sure, there are a few voices 
of moderation inside the Fed. The 

U.S. Federal Reserve will not need to 
raise interest rates much more to keep 
inflation under control, St. Louis Federal 
Reserve President James Bullard said 
on Monday, this week. Bullard told 
Bloomberg television: “I don’t think this 
is a situation where we need to get a lot 
higher with the policy rate in order to 
contain inflation,” adding that currently 
rates are at “good level” relative to the 
economic environment. He seems to 
be the among the few last hold-outs in 
an FOMC determined to quash future 
inflation. 

The US economy continues to power 
forward, and that had provided the 

rest of the US central bankers plenty of 
reasons to keep tightening policy rates. 
But with inflationary pressures held at 
bay, the pace of rate hikes could remain 
gradual. Rate hikes will likely continue 
until policy turns from accommodative 
to restrictive (based on the recent shift 

in the rhetoric of FOMC members), 
but the Fed may not be gearing up to 
kill the expansion on the basis that 
an inflationary outbreak is imminent. 
Run-away inflation seems unlikely 
given the apparent flatness of the 
yield curve. Instead, the Fed may be 

trying to manage the risk that inflation 
could emerge – in other words, they 
want to pre-empt the possibility that 
inflation could arise. However, that is 
scant comfort because the US central 
bank had attempted to “manage 
inflation to make growth sustainable” 
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In search of the neutral rate Graal
There’s been a lot of talk in recent weeks about the natural neutral rate of interest rates. Fed Chair Powell is telling us that it is 
probably a few more rate hikes way. Yet, it is a trial or error process, and historically the FED has had a tendency to overshoot. As in 
January, following this past week’s acceleration up in long term yields, equity markets have started to correct. This market weakness 
may constitute an early warning, i.e. for financial markets at least, the neutral rate is perhaps not that far away. 

Brent Oil (USD/barrel)
Daily graph or the perspective over the next 2 to 3 months

Since mid 2016, there’s been a strong 
co-movement between oil, inflation 

perspectives and US long term yields. 
We hence start this article on yields with 
the analysis of Brent. Last month, we ex-
pected it to retest up and make marginal 
new highs, probably until early October. 
The break-out has been slightly stronger 
than we expected. Yet, we would confirm 
our early October timing for a top and a 
subsequent correction to the downside. 
Indeed, the sequences we show on both 
our oscillator series (lower and upper 
rectangles) have now entered High Risk 
situations. On this Daily graph, these 
would usually trigger between 2 to 3 
months of correction to the downside. 
On the target front, we’ve pretty much 

reached our I Impulsive targets to the upside between 84 and 90 USD/barrel (right-hand scale). The C Correction targets to the down-
side we can calculate would imply a correction of minus 8 to 14 USD/barrel at least over the next few months (or minus 0.5 to 0.8 
times our historical volatility measure “Delta”, here at 17.15; middle graph, right-hand side). Hence, we expect oil to top out soon and 
correct down into late Fall.

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

Inflation is a typical residual phenome-
non in a maturing business cycle. What 

is important however is to determine if 
inflation expectations are continuing to be 
revised up, or if their upside momentum 
has started to stall. The TIPs vs Treasuries 
ratio tends to confirm the latter. Indeed, it 
topped out in May and has been consoli-
dating down since. Its September bounce 
was also far weaker that the recent up-
side break-outs on Oil and in long term US 
Treasuries. According to both our oscillator 
series (lower and upper rectangles), this 
relative weakness should continue into 
the Fall, and we expect the TIPs vs Trea-
suries break-even ratio to resume lower 
soon, probably until late November in 
first instance. In early September, the ratio 

rebounded on the support of our C Corrective targets to the downside (right-hand scale). During the next leg down, it may break below 
them. If such is the case, we see little chance that Oil and long term US Treasury Yields continue their acceleration to the upside. 
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several times in the past (since World 
War II), and it had always resulted in 
growth recessions. We do not believe 
that this time is different; we prepare 
for a fall-out on risk assets. 

FOMC member James Bullard 
actually gets it. The Fed’s desire 

to “manage” inflation is actually 
misplaced. Simply put, inflation is a 
function of GDP growth; the higher the 
GDP growth, the higher the resultant 
core inflation but it lags so far behind 
by at least 6 quarters (see chart on this 
page). Targeting inflation is actually 
targeting GDP growth – but the Fed 
could not put it in those terms without 
being shredded by workers who lose 
their jobs in recessions. Therefore, 
the mantra has always been trying 
to moderate growth so that we get 
moderate inflation – “making growth 
sustainable.” That logic is dubious and 
circular, and further exacerbated by the 
very late reaction function of the Fed 
(the Fed Funds Rate) to growth and to 
the resultant inflation.

Nonetheless, it is “tail-end” Charlie 
(the FFR) which does the most 

damage to asset prices, and that 
in turn feedbacks to growth and 
activity. That process involves non-
linear dynamics which can be very 
hard to tame and control because 
the modifier lags so far behind in the 
time sequence (see chart on this page). 
It takes a very long while for the effect 
of the very lagged modifier (the FFR) to 
impact core inflation, and indeed, the 
growth rate. It's like the story of the fool 
in the shower. Not getting immediate 
results, the fool continues to ratchet 
up the hot water volume, and ends up 
getting scalded when the full impact of 
the cascading hot water finally hits. 

The non-linearity of the dynamics is 
one reason why the Fed’s attempt 

to control “inflation to make growth 
sustainable” in each and every one 
of the tightening cycles since World 
War II has resulted in recession. They 
always over-tighten. Always. There 
is no reason to believe that it will be 
different this time around, as we said.


