
In the June issue of the Capital 
Observer, we wrote an article devoted 

to the yield curve: (“The yield curve 
universe is changing – shifting inflation 
expectations is prime mover for those 
changes”).  We noted that pre-QE, 
“the tendency for the yield curve was 
to steepen during bond (price) rallies 
and to flatten during (price) selloffs. 
Put simply, there was a NEGATIVE 
correlation between the 10yr yield and 
the slope of the 2y/10y yield curve. 
Described another way, when the 10yr 
yield starts falling, it won't be long 
before the yield curve steepens (see 1st 
chart on this page).”

We also explained how the current 
conundrum associated with the 

yield curve started:

“Quantitative Easing (QE) started in 
November 25, 2008, (and) the massive 
infusion of systemic liquidity and new 
monetary policy tools unleashed by the 
Federal Reserve sent the yield curve and 
bond yield comovements into a different 
direction. The relationship had turned 
POSITIVE.”

“Since November 2008, the curve has 
tended to flatten during bond price 
rallies (falling yields) and steepen during 
price selloffs (rising yields) - it was the 
complete opposite of what was seen 
pre-QE. True to the new form, when 
bond yields started to rise sharply after 
bottoming in July 2016, the yield curve 
dutifully steepened (see 2nd chart on 
this page).”

Then we noted that since September 
2017, the yield curve and the 10yr 
yield are diverging again (see 2nd 
graph on this page). The changes in 
comovements or covariances are 
symptoms of profound changes taking 
place in the US and global yield curves. 

We suggested that all these changes 
may have roots in the changing 
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46 / Why does the US yield curve continue to flatten? Taking the 
cue from Global Quantitative Tightening, and the collapsing US 
bond term premium

reaction function of investors to 
the central bank supplied systemic 
liquidity, as the changes taking place 
in the US yield curve are also taking 
place at a global macro setting. We 
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said that “we are talking about really 
grand scale – as in the aggregate QE 
proceeds of the five largest, stimulus-
addicted central banks of the world 
– the Fed, the European Central Bank, 
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the Bank of Japan, the People’s Bank 
of China, and the Swiss National Bank 
(see 1st graph on this page)”. The 
aggregated central bank balance sheets 
ballooned due to massive Large-Scale 
Asset Purchases (LSAPs) undertaken 
by the central banks in their effort to 
check the downward spiral of economic 
activity and consequent decline of risk 
asset prices.  

Those transactions were essentially 
just plain asset swaps - the Fed took 

in short-dated securities from the banks 
(many with no market price at that 
time), and gave them back Treasury 
Notes averaging 5yr-7yr duration. That 
converted the banks' illiquid holdings 
into bank reserves. Arguably, the 
effect of those huge bank reserves, 
transmitted via the portfolio balance 
channel and the signalling channel, did 
push up house and equity prices, and 
also lowered the path of short-term 
rates and reduced longer-term yields.
The relationship between QE and yield 
curves was negative – more QE resulted 
in lower bond yields, lower term 
premium, and higher equity prices (see 
1st graph on this page). 

However, something strange 
happened in June 2014. That 

month, the covariance between the 
change in the global balance sheet 
and the US yield curve turned positive 
(see 1st graph on this page, blue 
demarcation line). 

We illustrated this change in the 
2nd graph provided on this page. 

It is plain to see that after June 2014, 
the relationship between the US bond 
term premium and the flows (change 
over time) in the global balance sheet 
have turned positive. Its therefore 
no surprise that the US yield curves 
have flattened massively as the global 
balance sheet flows receded and as 
the US term premium shrunk, and 
even become negative (see 2nd chart 
on this page). 

We have always pointed out that 
the US yield curve has always 

flattened whenever the Fed started 
to tighten monetary policy – an 

observation that was not mainstream 
when we started discussion this 
phenomenon in the issues of the Capital 
Observer last year. That line of thinking 
has now become mainstream, but it 
is like the act of raising the policy rate 

itself is causing the yield curve flattening 
(see last graph above). Indeed, there 
is a very reliable covariance between 
the changes in the Fed policy rate, the 
3yr/10yr yield curve and the bond term 
premium (see last graph above):
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It is plain for all to see that the bond 
term premium is also falling in lock-

step with the flattening of the yield 
curve, as the Fed policy rates are 
tightened. Since the term premium 
comprises compensation for interest 
rate and inflation risks, it is a significant 
part of a bond rate. Rising term 
premium increases the bond rate, and 
vice versa. 

This is what is causing US yield 
curves to flatten: term premia 

have been declining since 2009 (when 
the Great Financial Crisis officially 
ended), and correspondingly, yield 
curves have flattened.

So, we can now summarize the 
function of the rising Fed Funds 

Rate in flattening the curve: rising 
policy rates diminish inflationary risks 
over the longer term. That impacts 
the long bond yield profoundly as the 
bond term premium correspondingly 
falls. The long bond will therefore tend 
to fall (or at least not rise significantly), 
even as the short rate is being pushed 
higher by upside pressure from rising 
Fed policy rates. Ergo, the yield spread 
narrows, and the yield curve flattens. 

Conclusion:

We have seen two primary 
movers of the flattening of the 

US yield curve: (1) Global Quantitative 
Tightening (or declining flows from 
the global central banks’ aggregate 
balance sheets, QT), and (2) the 
continued policy tightening modality 
of the US Federal Reserve. We have 
seen how any one of those factors can 
make the yield spreads narrow, which 
makes the yields curves consequently 
flatten. 

The Fed is acting out its normal 
reaction function to rising growth 

and full employment (when job 
openings are more numerous than 
the number of unemployed, which 
is the case today). Since after World 
War II, that has consistently produced 
an inversion of the US yield curve, 
followed by an actual recession (two 

sequential negative quarterly growth) 
6 to 7 quarters later. As we have 
pointed numerous times in previous 
issues of the Capital Observer, it is 
NOT the yield curve INVERSION that 
does the damage – it is the PROCESS 
to an inversion which kills growth 
and asset prices. The inversion is the 
symptom – analogous to a cancer 
which has become distinct enough to 
be detected by imaging techniques. But 
the harm has been done even before 
the cancer is detectable – the patient 
is already dying. “This time will not be 
different” – the Fed will overtighten 
(they always have done so) and we will 
get a recession sometime in H1 2019 
(on this metric alone).

It gets worse. Global central banks are 
also doing QT, which by itself is also 

capable of inverting the US yield curve 
and those of other lesser economies. 
And global QT will accelerate during 
Q4 when the ECB starts to pare its 
balance sheet. The Bank of Japan is 
already making noises about lightening 
up, although you have to take that with 
a bagful of salt, as that desire is more 
of a wish than actual policy. Therefore, 
global yield curves will flatten further, 
and would invert, sooner or later. 

It’s a double whammy folks. So, 
a bunch of clichés come to mind. 

“Batten the hatches”; “plug the dikes 
(with your fingers)”; and eventually, 
“away all boats”. Mixed metaphors; but 
there one thing that is singularly clear: 
after the Fed and the other central 
bankers are done with their thing, only 
those that have been forewarned, and 
have managed to keep their powder 
intact and dry, will be around to pick up 
the pieces. On the cheap. Stick with us, 
and we will try to guide you through this 
looming coming deterioration – we will 
do the cheap-picking together. 


