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In the June 2018 issue of the Capital 
Observer, we wrote about how we 

look at and analyse the liquidity being 
issued or being absorbed back by global 
central banks, the Federal Reserve 
and the US Treasury (real monetary 
balances flows), and model the manner 
those systemic liquidity flows impact 
asset prices.

The primary source of systemic 
liquidity is, of course, the 

aggregate stimulus provided by the 
leading global central banks (the 
Federal Reserve, European Central 
Bank, Bank of Japan, People’s Bank of 
China, and Swiss National Bank – CB5). 
Their aggregate balance sheets have 
been feeding economies and financial 
markets since late 2008 (see 1st graph 
on this page). However, flows from that 
source have been steadily declining 
since early this year, and will continue 
to fall as global central banks wind down 
their massive balance sheets acquired 
as response to the Great Financial Crisis 
of 2007-2008.

After the US Federal Reserve 
launched its Quantitative Easing 

programs in November 2008, 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 subsumed the global Monetary 
Base (MB) of the global central banks 
(CB5). The aggregate global Monetary 
Base has been credited with pushing 
up the valuation of equity and other 
asset markets around the world. We 
also credit the aggregate global MB 
for uplifting US and global growth. The 
positive impact has been the greatest 
on the US GDP and equity markets 
(see 2nd graph on this page).

The support from this source 
is however starting to dry up, 

generating speculations about just 
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how much downward adjustment 
growth and the price of risk assets 
will have to make in the wake of the 
smaller liquidity flows. The distributed 
lag between these flows and the 
maximum impact on growth and 
risk assets is circa 12 months, so the 
reduction of the global central banks’ 
aggregate balance sheet should start 
manifesting its effect in 2019 (see 2nd 
graph on this page).

As these central bank balance sheets 
have subsumed global Monetary 

Bases, these vectors have become 
important drivers of economic growth. 
And that is particularly true for the US. 

That aggregate global balance sheet 
works through linkages with growth in 
bank loans and investments (see 1st 
graph on next page). The US Federal 
Reserve, after all, accounts for one of 
the largest shares in the global balance 
sheets, an honour it shares with Japan. 

US GDP growth is very sensitive 
to the fluctuations of the flows 

of the Fed's Balance Sheet, Total 
Bank Reserves at the Fed, and Total 
US Deposits. And the growth of 
bank deposits (loans + investments = 
deposits, not the other way around), 
can be largely accounted for by the 
expansion or contraction of Federal 
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Reserve bank credit. The Fed's balance 
sheet and aggregate bank reserves at 
the Fed lead Total US Deposits (loans 
+ investment) by 2 months (see 1st 
graph on this page).

Providing ill portents, deposits have 
been plunging since November 

2017 – and the bill is expected to be 
due soon. Liquidity flows from these 
vectors have been leading changes in 
US growth by a quarter. And the sharp 
decline in the Fed’s balance sheet 
flows do not bode well for continued 
uptrend in US GDP growth (see 1st 
graph on this page).

Systemic liquidity's impact on 
financial markets

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 balance sheet 
has therefore taken over the function 
normally ascribed to money supply 
aggregates. 

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 still 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 2nd graph on this page).

In the 2nd graph provided 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 
was another peak in the liquidity flow 
being shown in August, this year, and 
indeed US equity markets peaked in 
late September. The distributed lag of 
the liquidity flows from this source is 

expected to bottom during Q1 2019. 
We therefore expect financial assets, 
especially equities, to make significant 
troughs at that time (see 2nd and 3rd 
graph above).
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A more detailed and high-frequency 
view of the relationship between 

the global central bank balance sheet 
and various US and global risk assets are 
shown in the last graph of the previous 
page. 

The aggregate balance sheet of the 
global central banks is the font of 

world-wide liquidity, but it is not the 
only source of fuel for economies and 
risk assets. As we will discuss further, 
liquidity support also comes from 
fiscal budgetary policy decisions.

Systemic liquidity from fiscal 
expenditures

We have been working on this 
thread for some time, as part 

of our long-term "scan" of systemic 
liquidity -- the very long-term variety. 
That's why were intrigued by the recent 
forecasts of the US Congressional 
Budget Office (CBO). The CBO laid in 
detail the dynamics that could lead 
to a growth slowdown as from late 
2018 to 2020 (see 1st graph on this 
page). Look closely into the CBO 
forecasts of government outlays and 
in discretionary spending, which are 
due to fall until 2020 (see 1st graph on 
this page).

What is especially relevant and 
telling in our opinion is the 

sharp decline in fiscal discretionary 
spending from H1 2018 to H1 2020 
(brown line on 1st graph on this page). 
And US growth, by late 2019, would be 
in just the right time for an inflection 
lower until mid-2020. 

Those details resonate with us 
because the changes in this data 

lead the changes in GDP and the 
changes in risk asset prices. A sharp 
fall in fiscal discretionary spending 
by 2019, along with the expiration of 
tax relief by late 2018, could lead to 
growth recession in 2020. That could 
bring down the price of risk assets (see 
2nd graph on this page).

Further monetary policy tightening in 
2019, following fiscal consolidation 

by late 2018, extending into 2019-2020, 

are scary prospects, as they would be 
happening at the same time. All of 
these are happening in a backdrop of 
falling support from dwindling global 
central bank balance sheets. 

The withdrawal of systemic liquidity 
from those policy actions will have 

adverse consequences on risk assets. 
Nonetheless, the immediate situation 
is not dire – we believe that 2019 will 
be show moderating growth (due to 
the systematic withdrawal of support 
from central banks’ (and the Fed’s) 
balance sheets). That should convince 
the FOMC to alter the monetary policy 
regime that they have pencilled in for 
2019 (four policy rate tightening). If 
the Fed takes this proactive view, this 
could provide substantial support for 
risk assets at some point next year. 

Aside from declining nominal 
amounts in the Federal Reserve’s 

balance sheet, fiscal policy remains 
supportive and is expected to do so 
until late 2019. The impact on macro 
data and financial risk assets should 
reflect that for a good part of next year 
(see graph on next page). 

Fiscal policy, through the procedural 
imperatives of the US Treasury, also 

contributes to systemic liquidity. These 
are inflows and outflows that often give 
rise to the high-frequency moves in risk 
assets and bond yields. The Treasury’s 
cash balances, for instance, have a 
great influence on the high-frequency 
turns of the US bond yields. The ebb 
and flow of those cash balances are 
highly seasonal, and yields usually front 
run the changes two weeks ahead. 
However, the effect from the expected 



higher cash balances in anticipation of 
rising cash demand for the holidays, and 
year-end corporate cash requirements, 
are not yet apparent, as we write. US 
Treasury yields have fallen instead. But 
it would be very unusual if we do not 
see a rise in yields soon when the actual 
balances started rising (see graph on 
this page). 

Also, support from the rest of 
the global balance sheet should 

continue, at least for 2019, especially 
from the European Central Bank, the 
Bank of Japan, and to a more limited 
extent, the Swiss National Bank. The 
Bank of Japan had just last week taken 
pains to assure global investors that QE 
in the form of purchases of risk asset 
ETFs, will continue with no significant 
modifications in the regime. 
 
Conclusion:

Although the Federal Reserve has 
stopped providing Monetary Base 

liquidity via its balance sheet, the 
European Central Bank and the Bank of 
Japan are still providing global systemic. 
However, the ECB will end its purchases 
of financial assets in December 2018. 

We now also understand that this 
resource is winding down, and 

in fact, after a favourable uplift last July 
and August, the flows died down. The 
negative effects have manifested in the 
current turmoil in the stock and bond 
markets, and a likely decline in growth 
in Q4 2018.

Nonetheless, from mid Q1 2019, 
we consider that it may be a 

good time to come back in risk assets, 
specially at much lower levels. The 
risk of course is if the Fed follows 
through on its rate hike regime of 
many rate hikes next year. But it looks 
like the Fed will blink and Fed chair 
Jerome Powell will throw in the towel 
with regards to further rate hikes in 
2019. We deal with this volte-face in 
another article in this month’s Capital 
Observer issue and this is a theme 
which we will continue to update in 
The Capital Observer in 2019.

26


