
During the Quantitative Easing 
(QE) programs conducted by 
the US Federal Reserve, the 

central bank created new electronic 
money in order to buy government 
bonds and other financial assets, thus 
raising the prices of those financial 
assets and lowering their yield, while 
simultaneously increasing the mo-
ney supply. The express purpose was 
to stimulate the economy by trying to 
increase private-sector spending and 
return inflation to the Fed`s target. The 
QE programs were an unconventional 
form of monetary policy, which was 
used when standard monetary policy 
had become ineffective at combating 
a falling money supply. Another side 
benefit the Fed wanted from QE was 
to push long-term rates lower, while 
keeping short-term rates close to the 
zero-bound. 

We have become familiar with the 
refrain that the QE programs did 

nothing much to stimulate the “real” 
economy, but that they provided the 
juice that pushed asset prices (espe-
cially equities) to stratospheric heights. 
And it was not just the Federal Reserve 
feeding the asset markets – the aggre-
gate balance sheets of the Big Four 
central banks (Fed, ECB, BoJ and PBoC) 
are still pushing up the prices of major 
asset classes, short and long-term US 
rates, and the US Dollar up to this time. 
However, the Fed failed in its side ob-
jective to manipulate the yield curve 
– long terms rates did fall, but short 
term rates rose, flattening the curve 
– not what they expect. Working with 
the first derivatives of the G4 aggregate 
balance sheet and asset prices, their 
coeficient of determination (R^2) was 
found to be satisfactorily high (see two 
charts on this page):

The QE programs, and the surfeit 
of systemic liquidity it unleashed, 

also skewed the relationships between 

and among financial variables, 
especially as it pertains to inflation, 
bond yields, yield curves and even the 
US Dollar. Case in point – M2 money 
supply (after having been impacted 
by QE) have become an important 
variable in the determination of equity 
prices since November 2008, when the 
first QE program was launched. Prior 
to November 2008, the relationship 
between M2 and the stock market 
(with S&P 500 Composite as proxy) 
was episodic and often, seemingly 
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8 / It could get worse before it gets better: allow for asset prices 
to fall in August-early September before Reflation Wave II gets 
underway

random. But after November 2008, 
the correlation became much 
tighter -- whenever the quarter-on-
quarter growth of M2 goes to zero, 
equity prices crumble several weeks 
thereafter. We have documented such 
events and presented them in the 1st 
graph of the next page. Note that it is 
not the level of M2 money supply that 
matters – it is its quarterly change rate 
that shows the relationship between 
the change in the money supply and 
the S&P 500 Index. . 
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This phenomenon has underpinnings 
which are similar to economists` 

and Business Cycle Theory, in that 
when the amount of money in an 
economy stops expanding after a 
period of credit expansion, boom turns 
to bust. Since the stock market reflects 
developments in the real economy, 
then the boom-bust effect gets to be 
seen in the asset markets as well, after 
a lag. Since January 2009 (post-GFC 
trough), the M2 qoq growth fell to and 
below zero seven times, and we got 
six equity sell-offs of various degrees 
during those times. If we get an 
equity decline in late August, it will be 
successful event No. 7, out of 8 times 
the M2 quarter-change made a trip to 
the zero-bound.  

The significant development at this 
time is that the the M2 qoq growth 

rate had already hit the zero level. 
Pushing out that event by 7 weeks 
brings us to Aug 14 this year as likely 
inflection point for an equity sell-off. 
Our presumption is that equity prices 
will fall during that time, or not long 
after. The degree of the equity price 
adjustment has some bearing on the 
extent of M2 growth below zero. At 
this time, the M2 quarterly change 
rate is still falling -- we won`t be able 
to make an estimate as to how severe 
a decline in equity prices will be until 
the M2 growth rate reverses and 
starts rising again. 

If you believe this hypothesis (and 
we do), now is the right time to 

implement protection strategies for 
long equity market exposures, or 
benefit from falling equity prices if 
you could. This phenomenon was 
actually first observed by one of us 11 
days before the August 24 2015 Black 
Monday flash crash. A similar warning 
from the M2 growth rate was seen on 
August 24 last year (2016), and true 
enough a subsequent equity decline 
took place not long after. There seems 
to be seasonal elements involved, 
as most of the M2-powered market 
crumbles happen in late August-early 
September each year. And if a stock 

market sell-off does happen during 
or after August 14 this year, then 
this strategy has the potential to be 
repeated next year. 



A more detailed study of the M2 
database yields some interesting 

aspects, which support the seasonality 
flavor. Whether a sell-off will occur 
in mid-to-late August in any year, 
depends on the Federal Reserve’s H.6 
Money Stock Measures report for the 
first week of July. The first week of 
July, reported on a 10-day lag by the 
Fed, almost always shows a monetary 
growth spurt. Since 2008, that growth 
spurt has been between 0.7% and 
1.5% growth from the previous week’s 
not seasonally adjusted one-week 
average. With the 13-week average 
during that period this year growing 
week-to-week below the norm, stocks 
should be in trouble in due time. 
If conditions obtaining by the first 
week of any July would have been 
otherwise, then a stock market sell-
off is unlikely to happen, under the 
defined circumstance.  But there was 
M2 sub-par growth, so we prepare for 
a putative sell-off in the equity markets 
sometime soon.  

The very low-end growth for the 
first week of July this year was very 

close to the conditions obtained prior 
to the August 2015 equity sell-off. This 
strengthens our belief that a significant 
equity market sell-off may happen 
during the second half of August this 
year. The impact will not be exclusive 
to the equity markets. We expect bond 
yields to fall sharply as well, and that 
event may provide the linkage with 
other risk assets, like USD/YEN and 
gold, as illustrated below on 2nd graph 
previous page.

It is not a stretch to link bond yields 
with the M2 money supply, if we 

ran the linkage through Core CPI. 
It is easy to show that since the QE 
programs started, Core CPI has had 
good comovements with M2, and we 
even surmise that some sort of cause-
an-effect runs from M2 to Core CPI, 
and that is exceedingly critical at this 
point, as inflation has become the most 
critical element in bond pricing at this 
time, as the graphs illustrate on this 
page.
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The impact of Core CPI on bond 
yields, and by extension, on yield 

curves, can not be over-emphasized. 
There was a historic, positive 
correlation between Core CPI and long 
rates – higher Core CPI is accompanied 
by higher long rates, after a slight 
lag. But this relationship started to 
go awry after the onset of the Great 
Financial Crisis in December 2007; 
the correlation started to break down 
in earnest after QE from the global 
central banks unleashed a tsunami of 
global systemic liquidity. (see 1st chart 
on this page)

Since the onset of the tsunami of 
systemic liquidity unleashed by the 

global central banks, starting with the 
Fed`s QE1 program in November 2008, 
the historic correlation between Core 
CPI and long bond yields broke down. 
By 2011, the correlation between the 
two variables completely flipped, 
and the relationship turned negative, 
and the effect lags by as long as 6 
months. Put simply, lower Core CPI 
is now followed by higher long yields, 
and vice versa.  Given this new set 
of relationship, it is conceivable that 
we could see a sharp decline in yields 
sometime very soon, followed a sharp 
rise towards the year-end, following 
the previous lead of the lagged 
(advanced) Core CPI as illustrated in 
the 2nd chart of this page. 

Note that after any sell-off 
triggered by liquidity-related 
issues, the subsequent 

counter-trend move is powerful 
and decisive. This was the case in all 
the equity episodes post-Nov 2008, 
and it should be the case again this 
year. We expect a sharp recovery in 
equities and risk assets after a sell-off 
in late August-early September (if it 
happens), and the rally could extend 
until late in the year or even until 
mid-Q1 2018. And we as well expect 
long bond yields (proxy: 10yr yield) 
to rise to a peak in the current up-
phase until sometime in Q4 this year. 
These moves are all consistent with 
the Reflation Wave II themes to come  
that we have been discussing in articles 
published in issues of this publication. 11


