
This time it is different?

“Many investors have said ‘it’s different 
this time’ about Tech stocks over the 
last few years, and so far they’ve been 
right – despite numerous warning signs 
of Tech, growth, and momentum being 
crowded, these stocks have continued to 
go up and dips have meant to be bought.  
Looking over the last 5 years, selloffs like 
that seen over Thurs/Fri last week (-2.8 
sigma event) have been a good signal 
to buy Tech, momo, etc.  But it’s likely 
different this time.” 

That’s from Christopher Metli, 
Executive Director in Morgan 

Stanley's Institutional Equity Division, in 
a very good summary of the situation for 
the Nasdaq 100 (July 30, 2018). But that 
is looking back at what had happened in 
the market with a perfect 20-20 vision. 
The reality is that the Nasdaq possibly 
peaked on Thursday the 26th of July 
and the continuing sell-off is an event 
that few have been expecting, given 
the pre-season build up in earnings 
expectations. At the risk of becoming 
immodest, as early as April, we have 
been talking about, and have been 
expecting, this possible outcome. At 
that time, we wrote at the April 2018 
Capital Observer about early May as 
likely trough of risk assets prior to a rally 
into a late July-early August peak.

This is what we said in the April 
Capital Observer:

“The grand-daddy of systemic liquidity 
is, of course, the aggregate stimulus 
provided by the leading global central 
banks (the Fed, European Central 
Bank, Bank of Japan, People’s Bank of 
China, and Swiss National Bank). Their 
aggregate balance sheets have been 
feeding the markets since late 2008. 
Due to their relatively large volume, 
the aggregate G5 central bank stimuli 
(in the form of bank reserves) have also 
become their de facto Monetary Base 
(MB). Due to the small percentage of 
the cash percentage (notes and coins) to 
the whole, banks reserves being held by 12
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central banks have become their MB. The 
aggregate global central bank balance 
sheet has been credited with pushing up 
the valuation of equity markets around 
the world. The models suggest a low in 
early May and a rally into late July-early 
August.”

Then in the June issue of the Capital 
Observer, we went one step even further 
and described, then illustrated, a final 
rally in risk assets in late July-early August 
(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 
the June 2018 Capital Observer issue: 
“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 
is especially true of the US stock market 
and US bond markets (see graphs 
below).”

“In the graphs provided below on this 
page, 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 late July – early August, 



12 13

this year. We therefore expect financial 
assets, especially equities, to make 
significant peaks at that time. 

In last month’s issue of the Capital 
Observer (July 2018), we revisited the 
situation that was being warned about 
by the systemic liquidity models, and we 
updated the two previous charts on the 
previous page.

Our conclusions in last month’s Capital 
Observer (July 2018): “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 peak in late 
July-early August, and be in a world of 
hurt until early Q2 2019 (see the first two 
graphs on this page).”

Today, this is how the two charts 
look like (zoomed version): 
(see  3rd graph on this page & 1st graph 
on next page).

No, this time is not different. No, the 
current sell-off is not a special one-
off event. Market fails like the one we 
are seeing is a recurring situation that 
we have been hammering on since the 
Capital Observer started publishing on 
December 2016: when liquidity flows 
recede, risk assets get into trouble; 
when liquidity flows rise, risk assets 
perk-up and rise along. Nothing more, 
nothing less. 

Our approach at the Capital Observer 
in fine-tuning the impact of systemic 
liquidity on risk asset prices, asset 
trend analysis and sequential macro 
analysis has progressed to a point that 
we have now attained the capability of 
identifying some of the key inflection 
points in markets in a fairly precise 
way. Our constraints come more from 
the lack of granularity in the liquidity 
and fundamental data being used in 
the analyses (which are in weekly and 
monthly increments). 

Nonetheless, we have managed to 
interpolate data successfully to a point 
where we can now derive a zone that are 
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optimal for inflection points, versus the 
actual risk asset price turning points. 

This is how the systemic liquidity-
asset price relationship looks 
today: (see 2nd graph on next page)

The fine-tuned systemic liquidity model 

set tells us that risk assets will likely 
be falling further until the first half of 
September. Then we will reassess the 
over-all situation. 
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Post-mortem analyses

There is of course a lot of post-mortem 
analyses explaining the collapse of the 
FAANGs. It did not help that expectations 
for the tech sector was set very high. 
With earnings season in full swing, 
investors have been focused squarely 
on the FAANGs. Most recently it was 
Amazon’s turn in the spotlight (AMZN) 
last week. AMZN got up as high as 4% 
in early trading on Friday but weakened 
as the day progressed and managed to 
close just 0.5% higher for the day after 
a sequence of weak numbers for other 
tech names. 

Wall Street had hoped that Amazon’s 
consensus-beating Q2 earnings report 
could restore some faith in the FAANG 
names- But Facebook’s (FB) 20% 
earnings-related tumble last week 
was the latest high-profile hit to some 
of Wall Street’s most widely followed 
Internet companies. FAANG member 
Netflix (NFLX) lost 11% in the last two 
weeks after missing subscriber addition 
projections for the first time in five 
quarters. Also taking a big hit last week 
was Internet darling Twitter Inc. (TWTR), 
which tumbled 20% on Friday the 27th 
after reporting a decline in monthly active 
users as well as disappointing guidance. 
Adding to the negative sentiment was 
a 9% plunge in leading chip maker Intel 
Corp. (INTC). Intel’s sell-off occurred 
despite impressive earnings, as quarterly 
revenue growth came in below the Wall 
Street consensus.

But of course, there is a reason for 
all these high-profile fails. When 

systemic liquidity recedes, the entire 
financial system, is weakened.  Systemic 
liquidity flows may be likened to gravity. 
If is a pervasive force, diffuse but 
inexorable. It is analogous to someone 
clinging to a branch. When she loses her 
grip, gravity will take over and pulls her 
relentlessly to the ground. It just needed 
something to make her release her grip. 
That analogy extends to the FAANGs fail 
last week which is continuing. It might 
also be that the demise of FAANG is the 
event that will cause the entire equity 
market to lose its grip, and likewise fall to 
the ground.

However, it is not the end of the 
world. Sometime in the first half 

of September, the aggregated liquidity 
flows bottom, and the price of risk 
assets should find support and start 
to rebound. Even if actual GDP growth 
in Q3 2018 will be lower than that of 
Q2 (primarily due to the impact of a 
previously strong US Dollar (see last 

chart above), the synergies ignited by 
a QoQ GDP growth rate above 4.00% 
should be capable of supporting risk 
assets prices until early Q4 2018. Then, 
at that time, it is really time to worry as 
both liquidity and growth should have a 
negative impact on risk assets.


