
The US-China trade spat had the 
financial markets going into fly-to-

safe-haven mode, pummelling equity 
indices and lowering global bond yields 
and pushing the US Dollar (DXY). For 
readers of Capital Observer, this was 
not an unexpected event. The market 
recent sell-off since June 12 is the 
last test of the May 3 lows before a 
significant rally to late July- August 
period. We have been speaking about 
the confluence of systemic liquidity 
factors, even as early as Q1 2018, during 
which we identified early May as likely 
trough of risk assets prior to a rally into a 
July-August peak. Last month, we went 
one step even further and described 
the mechanics of a market break and 
subsequent rally in risk assets (see 
“Systemic Monetary Liquidity: A Top-
Down Look To Understand Where We 
Came From, Where We're Going”). This 
is how we discussed the concept in last 
month’s (June 2018) Capital Observer 
issue: 

“After the US Federal Reserve launched 
its Quantitative Easing programs, major 
global central banks followed suit. The 
volume of the global bank reserves 
generated by those large-scale asset 
procurements were so large that for 
all intents and purposes those reserves 
have become the Monetary Base of the 
central banks of the US, the EU, Japan, 
China and the Switzerland (CB5). The 
aggregate global central bank balance 
sheet has been credited with pushing up 
the valuation of equity and other asset 
markets around the world.

The impact of those aggregate global 
reserves on financial assets was, 

and is, enormous. During the time 
global central banks were adding to 
their balance sheets, financial assets 
have become beholden to the flow of 
that global aggregate systemic liquidity. 
The prices of financial assets have risen 
as the flow of the aggregate Monetary 
Base rose, and opposite is also true. This 
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is especially true of the US stock market 
and US bond markets (see 1st graph on 
this page).”

“In the graph provided above, for 2018, 
the flows peaked in January, which 
coincided with the peak in the S&P 
500 Composite, and in the 10-year US 

Treasury Bond Yield. There is another 
peak in the liquidity flow being shown 
in July – August, this year. We therefore 
expect financial assets, especially 
equities, to make significant peaks at 
that time (see also graph below).”
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It is highly apparent that risk assets 
are in their last push higher before 

the withdrawal of liquidity world-
wide undercuts the equity bull market 
thesis, at least in the near-term. If the 
distributed lag effect does its job, equity 
markets should be in a world of hurt 
until early Q2 2019 (see the two graphs 
above). 

Liquidity flows from the US 
Treasury and Federal Reserve

At The Capital Observer, we have 
augmented the global central 

bank balance sheet flows with 
information coming from systemic 
liquidity data from the US Treasury 
and Federal Reserve. Effectively, what 
this did was to make the global central 
bank liquidity flows the broad carrier 

wave, and the liquidity flows from 
the Fed and Treasury providing the 
impetus for high-frequency turns 
in the price of risk assets. This has 
enabled us to use these tools in real 
time trading. 

Very often, it is the change rate 
in the nominal values (flows) 

from the Fed and Treasury, not 
the absolute changes in nominal 
value (the stock), which makes the 
most impact on asset prices. Note, 
however, that the response of asset 
prices to the impact of those flows is 
variable; some assets respond more 
quickly to the flows; for other assets, 
the impact of those flows come later. 
The systemic liquidity from the Fed 
and Treasury are issued in various 
guises, and those sources are not 

necessarily synchronized in their activity.

The periodic, and episodic, infusion 
and claw-back of systemic liquidity 

conducted by the Federal Reserve and 
the US Treasury can be highly variable. To 
cite one such example: the US Treasury 
Cash Balances expand and contract in 
significant degrees at least 6 times a 
year (perhaps even eight times, if minor 
episodes are included), see graph below. 
There was only one instance in the past 12 
years when the cadence of the inflow and 
outflow of the Treasury's cash balances 
deviated from historic norms. That was 
in late Q3 2008, when the Great Financial 
Crisis was full-blown. The Treasury Cash 
Balance at that time mushroomed circa 
350 times in about two months. That 
period, indeed, was crunch time, so 
the Treasury let loose a massive wave 

And this is how those two previous 
charts look now: 
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safe haven assets, which adds to our 
conviction that risk assets remain in 
ascendancy as liquidity inflows stoke 
upwards pressure for equities.

of systemic liquidity (see 1st graph 
on this page, orange line). This is just 
one example of liquidity infusion and 
claw-back from the Treasury. There are 
others.

The Federal Reserve has plethora 
of ways available to them to 

control systemic liquidity. The central 
bank may deploy its balance sheet, the 
bank reserves, the required reserves 
(although this is more used to sop up 
liquidity in the narrower sense), reverse 
repos (take out liquidity from the 
system, as well).

All these tool, and the various Open 
Market Operations which the 

New York Fed conducts on a regular 
basis (e.g., Temporary OMO Repos), or 
buying or selling securities, provide the 
means for the central banks to control 
the Monetary Base. Of course, the Fed 
has total control over the size of the 
Monetary Base (MB). It has become 
synonymous with the Fed's balance 
sheet after the central bank's Large-
Scale Asset Purchases (LSAP), more 
popularly known as Quantitative Easing 
(QE), conducted during the early part 
of the Great Financial Crisis (GFC). (see 
2nd graph on this page)

Putting it all together

The liquidity from the Fed's Open 
Market Operations and the US 

Treasury interacts with the systemic 
liquidity stemming from fiscal and 
monetary policy on cumulative basis. 
If the disparate waves of liquidity from 
various sources coincide, the aggregate, 
subsequent positive impact on risk 
assets' prices will be huge. The inverse 
is, of course, also true - the negative 
impact on safe haven assets will be huge 
as well. If the aggregated withdrawal of 
liquidity from various sources coincide, 
risk asset prices will subsequently tend 
to crumble (and safe haven asset prices 
will subsequently outperform). See the 
example in the last graph on this page.

Liquidity sources have combined to 
push up bond yields higher in the 

near term. That is not a good sign for 
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The final push higher, then a 
sharp fall

A significant short term bottom in 
the price of risk assets may have 

been seen already last week, and the 
last  bull market phase should last 
until a late July-August top, with 
intermediate pauses (see graph on this 
page). The ensuing sell-off should last 
until late September, after which we 
could see some temporary recovery  
in asset prices. But by and large, the 
trough in this forthcoming sell-off may 
be seen only by early spring 2019. 

The purpose of this series of 
articles about systemic liquidity 

is to prepare the readers of Capital 
Observer to the eventuality of a peak 
in the markets very soon, which is still 
not a part of the mainstream sentiment 
profile. An exit strategy and defensive 
strategy should now be prepared to be 
implemented over the next 2 months. 
Therefore, if this forecast actually takes 
place, the impact on asset prices will 
be significantly worse than otherwise. 
We urge readers to take measures to 
minimize the impact of a sharp break in 
risk asset prices very soon. 
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