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• Have 10y yields peaked? The post-CPI rally suggests the economy’s sensitivity to the level of 
rates may have increased. Pressure on weaker AI borrowers, alongside losses in other high 
yield sectors suggests that tighter financial conditions may have started to dampen growth 
expectations.  

 

• That said, the equity market has continued to rally muting the tightening in financial 
conditions. We expect the Fed will need to increase the funds rate an additional 75bp to bring 
inflation to target. We look for the next rate tightening at the December FOMC meeting.  

 

• Forward curves have flattened sharply since the beginning of the year, with forward 5s30s swaps 
briefly turning negative in late September. The one-year forward curve remains near levels that 
previously coincided with a significant risk-asset correction. 

 

• Overall, investors remain underweight duration although CTAs have pared their shorts over 
the past month amid higher volatility.  

 

• The curve has flattened sharply over the past week, so some near-term retracement is likely, but 
overall, we continue to favor flatteners. Historically, 2s10s has inverted or approached zero 
in every hiking cycle, even in 1997, when the Fed hiked just once. 

 

• We look for housing starts to increase 1.8% m/m in September. Mortgage applications for new 
homes have fallen to their lowest level since 1995 as high prices and mortgage rates have 
depressed affordability.  

 

 
When credit blinks?  
 
The sharp reversal in Treasuries led by the long-end after the hotter-than-expected CPI print (Figure 1), 
raises the possibility that the 10y yields have seen their highs for now. The initial selloff reflected a higher 
probability of an October hike, but the subsequent rally suggests the market is starting to look more closely 
at the tightening of financial conditions. This seems most apparent in the weaker parts of the debt market 
where higher debt costs are starting to affect financing and investment. It follows the widening in French 
sovereign spreads a few weeks ago which also caused a flight into US Treasuries.  
 
So far, there is no evidence that strains in the high yield market are spreading. Instead, spread widening 
remains relatively modest and higher quality credit spreads remain tight. Similarly, there is no sign of 
funding market stress or a pile up of Treasuries on dealer balance sheets as investors attempt to sell their 
most liquid holdings to raise cash against their high yield holdings. Balance sheet capacity has expanded 
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since 2020 given the shift to repo clearing and eSLR relief for large banks. That said, there may be more 
stress among some high yield investors with more concentrated holdings.  
 
Overall, we wonder if it might be harder for 10y yields to rise much further if the markets remain as focused 
on the tightening in financial conditions since August (Figure 2). But while 10y yields have risen, equities 
have continued to rally so the relative, economy-wide tightening in financial conditions has been modest. 
As a result, this may not be enough to keep the Fed from raising rates an additional 75bp or more. Indeed, 
Chair Warsh in the September press conference said that he “would be hard pressed to describe financial 
conditions as restrictive”.  
 
Forward curves have flattened sharply since the beginning of the year, with forward 5s30s swaps briefly 

turning negative in late September. Despite the recent bounce, the one-year forward curve remains near 

levels that previously coincided with a significant risk-asset correction, reinforcing the tightening message 

from financial conditions. 

 

Positioning remains short  

Overall, investors remain underweight duration. Figure 3 shows that CTAs have pared their shorts over 

the past month amid higher volatility, but positioning remains net short, leaving scope for further short 

covering.  

The curve has flattened sharply over the past week, so some near-term retracement is likely. Still, 

following the stronger-than-expected inflation print and given Chair Warsh’s hawkish reaction function, we 

continue to favor flatteners. Credit stress, even if concentrated in the weakest credits, should support the 

long end on a relative basis, while a hawkish Fed keeps pressure on the front end, potentially driving the 

curve into inversion. Historically, 2s10s has inverted or approached zero in every hiking cycle, even 

in 1997, when the Fed hiked just once. 

Figure 1: 10y and NASD 100 Futures  

 

Figure 2: Fed Financial conditions, 1y lookback 

(index) 

 

 
 

Notes: As of October 14. Source: Bloomberg, SMBC Nikko;  Source: FRB, Bloomberg, SMBC Nikko 
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Week ahead   
 

• Housing Starts (Sep, Wed): We are forecasting a 1.8% m/m rebound in housing starts, following 
a 2.6% m/m decline in August. Housing starts peaked at 1.8m and have steadily declined since 
April 2022 (Figure 5). Higher prices and the recent increase in mortgage rates has reduced home 
affordability. Mortgage applications for new homes have fallen to their lowest level since 1995 
(Figure 6). We expect residential fixed investment to fall 5.2% q/q in Q3.  

 

 

Figure 3: CTA positioning (z score) Figure 4: 2s10s UST curve and Fed Funds 

  

Source: Bloomberg, SMBC Nikko;  Source: Bloomberg, SMBC Nikko 

  

Figure 5: Housing Starts (Thousands) vs. Building 

Permits (Thousands) 

Figure 6: Mortgage Applications for Home 

Purchase (March 1990 = 100) 

    

 

 

Source: Census, Haver, SMBC Nikko  Source: MBA, Haver, SMBC Nikko 
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Table 3: Economic indicator forecasts 
 

 

 

Table 4: Federal Reserve communication 
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