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When froth turns to fear

1 Mark ets are reeling from a monetary triple whammy: repo tightness,
a faltering of other forms of credit creation ,and arecord $900b n in
reserves drainage

1 But all these sources of monetary tightness ought to ease

1 The question is whether this episode drives a more enduring
reduction in risk appetite and fund flows

One of the fascinating features of markets isettvay that when things go wrong, they
often seem todo so all at onceThe correction in recent weeks has had multiple stranéls
from doubts overtech valuations anchyperscaler capexto fretting about Fed easingo
the gating ofa private credit fund to theprecipitous plungein bitcoin which looks
increasinglyto befeeding directly into US equities.

In somerespects the puzzle has not been why markets corrected much as why a
correction was so long in comingzoncern aboutF-OMO, froth, and bubbkike price
action across multiple asset classes has been fermenting for monithsot longer still.
And central bankbalance sheets for long suspect number one when it comes to
explaining why saften too much moneyhas beenchasing too few asset8 have been
shrinkingfor the past three years.

But even ifthe presence of widespredfroth may help explain the simultaneous moves in
both risky and supposedly safhaven asses, that still leavesquestion marks as to why
now. Has risk appetite simplguddenlybroken?Both earnings revisions and economics
surpriseshave recently been positive.
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When bitcoin leads the way And Fed reserves have led bitcoin
Bitcoin vs S&P 500 Fed reserves chg vs BTC
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Source: S&P, Macrobond, Satori Insights. Looks even more compelling if you use intraday pricing
for SPX or ESZ5 on Bloomberg. Source: Fed, Macrobond, Satori Insights.

As usual on such occasions, we think the anssvie in theplumbing. And as usual, we
think a better uncerstanding ofthe plumbing 8 of the processa which ceate liquidity and
which cause itto flow from one place to anothedis key topredicting whether the
correction wil fizzle out or feed on itselfThis piece outlines thetiree elements of the
Imonetary triple whammyAvhich has drivenmarketsin recent weeks3 but then further
explains whythe drivers of any further selff will likely be different.

1. Record reserves reduction

The more we study markets, the more we find ourselves boiling down their moves into
two simple factors: how much money the world is creating, and where that mogegs.

From this perspective, what has made markets so difficult over the past fifteen years or so
is not just the way a high degree of economic and political uncertainty has interfered with
the traditional business cycle, but the way monetary and credit flucticats have become
dominated by technical factors.

Money creation and money rotatiodi.e. borrowing and investor flow$ used to be
determined largely by the private sectoEven if the impact seemed to come increasingly
through asset pricesnd financial markets rather than the real economthis explains

why interest ratesvorkeda by stimulating private sector borrowing when rates were low
and curtailing it when rates were high.

But over the last fifteen years, the overwhelmimlgivers ofshort-term changesn the
guantity of money being created and entering meets have come from the public sector
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in the form of reserves changes at central banks and fiscal politsnceinterest rate
changes have hadurprisingly little effecton both economies and even on asset prices.

A record pace of global QT Was always likely to affect markets
Central bank reserves changes, rolling 3m Central bank reserves changes vs credit, rolling 3m, $tn
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Source: national central banks, Macrobond, Satori Insights. Source: national central banks, Macrobond, Bloomberg, Satori Insights.
Excludes FX effects. Uses weekly data from five major central banks. Excludes FX effects; uses monthly numbers only.

Exhibit#1 in explaining the correction is therefor¢éhe fact that the pace oflobal reserves
reduction 8 which market correlations siggestis a better measure ade factoQTthan
securities holdings or total balance sheet size@hasrecently accelerated ta new record
Over the past three months, global reserves have falleroligr $900bn, nearly $500bn of
which has come from the Fed.

Credit remains closely correlated Equities have had an extra boost
Global CB reserves ($tn) vs credit, rolling 12m chg CB reserves chg ($tn) vs equities, rolling 12m
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Source: national central banks, Bloomberg, Macrobond, Satori Insights. Source: national central banks, Macrobond, Satori Insights.

1 For more on this and illustrative charts, see Replay: The limits of easy money, 23 Oct.
2 For explanation as to why this is the case, see Global QT what central banks havenét | e ar n e d
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While the orrelation between reserves changesd moves in risk assets has seemed to
weaken in recent years, it has never really gone awagnd indeed thevariations in
correlation across asset class@s our opinionshed valuable light on thélows which have
been driving each of them_.oose but ongoingsorrelations with credit point toa general
sensitivity toliquidity dynamics An apparent decouplig with equities points to the
importance ofadditional d&excesdinflows.

BTC recently mimicking Fed reserves Gold has never really correlated
Fed reserves chg vs BTC CB reserves changes vs gold prices, rolling 3m
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Source: Macrobond, Fed, CFTC, S&P Global, Satori Insights. Source: national central banks, Macrobond, Satori Insights.

Conversely theclose shortterm correlationsin recent yeardetween bitcoinand Fed
reservess suggestive od more mechanicaUSbasedlink, perhaps through the
importance of margin buyindy retail or other sources of leveragetAny rateit helps to
explain the magnitude of the recentrnre plunge which in turn seems to be feeding into
weakness in US equities, arespecially intonames popular with retail

And while goldslack ofcorrelation also points to the importance ofalternativeAflows
driving it, inits case wewould considerthesea source ofelative strength and an ability to
provide diversificationaway from the macraurrents buffeting other markets exactlyas
seems to be happening at present.

2. A faltering in fiscal flows

Two further factors help to explain whihe reserves drainagé which, after all, has been
progressng more or less steadily over the past few yearsuddenlyhad an outszed
impact. The first is a faltering ibroader credit creationfrom fiscal policy in particular.

3 Flows and liguidity analytics, daily.
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Not only has reserves growth been -ve
Central bank liquidity vs US equities, rolling 3m
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Source: national central banks, S&P, Macrobond, Satori Insights.
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US credit creation has faltered
Sources of US money and asset creation, rolling 3m, $tn
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Source: Federal Reserve, Satori Insights. Last few fiscal data points missing (see below).

While reserves creatioand destruction mayhave the mosbutsized and obvious impac
on markets, broader credit cration from loanand bond borrowing also plays a significant
role. Much ofthe money flow which has supportedsk assetdn general and equities in
particular, at elevated valuationsn the face of reservesrainagehas come fronfiscal

policy.

Even as credit creation has faltered
Sources of US money and asset creation, rolling 1m, $tn
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Source: Federal Reserve, Satori Insights. Recent fiscal data not yet released but likely negative
due to shutdown constraining federal payments.

ETF inflows remarkably durable to date
Uses of US money vs equities, rolling 1m, $bn
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Source: Federal Reserve, ICI, Macrobond, Satori Insights.

A look at what we call thésourceshand duseshof money creation in recent months shows
the extent to which markets have been out on a limbflows tomutual funds and ETFs
have continued even asdeposit growthand money market fund growthurned negative

It is as though the downs#amflow was continuing even as the source of funds had dried
up: US fscal flows turned sharply negative over the giamonth, with the shutdown

curtailing federal payments

What has made this doubly damagingtise way that the fiscal contraction has been
combined with an increasén the Treasury General Accourt the Fed, hence shrinking
reservesNot onlydid the shutdownreducebroad credit growth;through the TGA
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increase there was effectively &moval ofpart of the existing stock of credit from
marketsonto the Feds balance sheefTosee the sigrficance, imagine the opposite
scenario, in which the Treasury not only chosedeate fiscal stimulus through larger
deficits but alsosimultaneously decided to run down its balance at the Fexhd put more
money into the economy.

While theshutdown isobviously a USspecific dysfuncton, the market impat seems likely

to have been amplified by a coincidental but similar monetary sloswn in Europe! F E 9 K
well, it looks to us as though the drag from reserves draindgeugh QT in recent years

has beerpartly offset by ongoing fiscainoney creation.Fiscalborrowing looks to have

been the reason whyuarterly Edeposit growthhad beenrunning almostE  RR: F 9 : GN=
loan growth.

Fiscal driving money creation in € too But recent growth has been lacklustre
Sources and uses of € money creation, rolling 3m, €tn Sources and uses of € money creation, rolling 1m, €tn
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While(as in the US) the fiscal data are released with a sliggtrelative to reserve and
banking data the abrupt slowdownA F  E < = H GléoRsllikely td ka9elbde6 Eaused
by a reduction in fiscal borrowingAs in the UsSthis therefored at least temporarilyd
removedone of the man sources of fuel forisk assetsn recent weeksleaving them
vulnerable to ongoing QT

3. Ructions in repo

Thethird element of theltriple whammyAs the squeeze in $ repdn addition to the drect
monetary supply-demandor portfolio balanceimpact of reserves drainagéwhich we
find affects risk asset pricing regardless of reserves le¥atsso happens that tle latest
reserves drop has taken Usank reservegrom levels where they werkabundant&o
where theyare merelylamplefor evenlscarceA causing repo rates to spikand having

4 Indeed, you may not need to imagine this in the not -too-distant future.
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repercussionsacross markets Having written on thisa couple of weeks agbthere are
only two thingsto add.

First, while the imminent end of FedQT andprospect of renewedsset purchasesshould
provide some small Blp in easing reserves shortages, thenajor driver in coming months
still seems likely to béhe much larger fluctuations in TGAhe discussion in the Fed
Minutes showsome awareness of thgrowing impact on repo and the neetd adapt
policy accordingly Howeverits relatively cur®ry nature(and theapparentabsence of
any proper discussion aboutvhether it might make sense to end QT prior ioDecember
given theinteraction with the shutdown)still suggests a significant underestimation of the
impact reserves changes are having amarkets.®* Temporary OperMarket Operations of
the sort some market participants are calling fogiven the stigma attached to the SRF,
still seem unlkely 8 nevermind the sort of wholesalesterilization of TGA fluatations we
would advocateor the much more interventionist and ultimately tighter balance sheet
policy pursued by theeCB:

You'd think they would sterilize this Rates pressured but no unwind
$ repo rates vs Treasury General Account balance US repo outstanding by venue, $tn
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Source: Federal Reserve, Bloomberg, Satori Insights. *Released with lag; latest observations missing.

Second, it seems notable thathile the reporate swingsover the past two weeks have
certainlyfelt like they were driving marketswith tightness corresponding tequity and
often bitcoin selloffs and vice versa, there has actually beltie or no unwinding of
actual repo outstandingsAt most therelooks tohave been a fuher switch away from
triparty and bilateral repotowards sporsored, ard a shift fom riskier colateral towards

5 Why shutdown squeezes funding, 4 Nov.

6 As close as they come is a passing referenceby staffto i i nt e r with the Toeassiryd s
management of the federal debtd Minutes of the Federal Open Market Commitee, Oct 28-29.
" Towards a new Eurosystem balance sheet . Schnabel, 6 Nov.
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TreasuriesAs onemarket contact put it to usaltA not scarcity of fundig; it scarcity of
balance sheetThere is liquidity everywheng itAjust not getting to those who need ik

US loan growth is to the financial sector
New loans by sector, rolling 12m, % GDP
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Source: Federal Reserve, BEA, Macrobond, Satori Insights.

From sq ueeze to ease

Repo positions historically extended
US money market fund assets, $tn

8 Total
77 Private
6. repo

i Fed RRP
41 CP & CDs

T-bills

12 14 16 18 20 22 24 26 28 30

Source: Fed, Satori Insights.

The reason w think this rather intricateanalysis of the iree elements of théitriple
monetary whammyAis useful is because of whatiihplies about the future.To varying
extents, all three factors which contributed to recemtonetarytightening look set to ease.

Gobal reserves drainage looks set to continue, butasigificantly slowerpace perhaps
$200bn over the next quarters'$900bn over therior one. Aside from the Fell
abandonment of QT and pential return to small asset purchaseswhich feels like it may
come smner rather than lated BoJ reserve falls shouldlso diminish, having been
boosted by an unusual concentration of nbaring JGBSs.

April is the cruellest month
US fiscal deficit by month, $bn, 2010-2025
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due to shutdown.

2020

| u,m“H'MMIIJJIIIHi

2025

satori

insights

Peak tariffs?
US tariff revenues, monthly
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Source: USITC, PWT, U.S. Treasury, Macrobond, Satori Insights.
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Support from fiscal poligy shouldresume While the payback frordelayedUSshutdown
payments is only estimated to ba little over $50bn even normal calendar seasais 8
whenthey are not beingnterrupted by shutdowns or Covié are typically supportive until
April US tax paymentdf anything, it seemgplausible the deficit may be boosted through
additional giveaways in the rusup to midterm elections Even tariffsmay now have
peaked given the climbdown on many food items.

Finally,while repo ratesmay remain sticky over year endhey are aleady declining and
seem likely to do so further, if only because the Fed is so caomegrabout them.

From f roth to fear

None of this guarantees that the correction is ov@but it does mean thai&ny further
driver wouldlikely come from a different source: a rotation away from perceived risk,
rather thana furtherreduction in monetaryfuel.

The bear case is that too many assetsom bitcoin to BDCgare still the source of
crowded, momentumdriven longs which will now be subject to reevaluation. At a
minimum it is alarming howin many caseshe buy-the-dip mentality seems no longer to
sufficed evenwhen earnings have surprised to the upsiderivate equity and Nvidia are
two cases in point.

When earnings are not enough If fund flows follow performance...
Total return indices, Jul14=100 Bitcoin ETF flows ($m) vs price chg, rolling 6m
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Source: Morningstar, Bloomberg, Cliffwater, Macrobond, Satori Insights. Source: Bloomberg, Macrobond, Satori Insights.

Warse, there is the risk that selling begets more selling, not only because fair value is so
hard to establishbut in the case of credit because curtailment of inflows could well lead
to increased PIKing, fewer dividends and ultimately an increase in credit evévitye
fundserecting gates like Blue Owl would be a distincdrélag.
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Bulk of BDC return = reinvested income
BDC index decomposition, 2005=1000
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Source: Bloomberg, Satori Insights.
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How many divs will actually be paid?
Return since 2024, BDC indices, %
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Similarly in tech spaceyhile recent new bond issues have seemingly been well
subscribed, there is a risk that steadyidening in response to the weight of supply
ultimately undermines the equity storyand hence even confience in credit.

FCF concerns => credit often leads
Amazon credit vs equity
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Source: Bloomberg, Macrobond, Satori Insights.

Equities "ought" to outperform
Meta credit vs equity
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WhatdoughtAto happenis thetextbook response to leveraging seen at Alphabet, where
credit spreads widerbut equities rally on regardlessAnd yet so circular has been the
financingin the sector, and ® great are the doubts about future free cash flpthat this is
far from certain.Most attention has fallen on Oracle, but the potential fstronger credits
to get caught up in the competitive capex fineyd or even just the desiredr a cheap

sectoral hedged seemslarge.
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Leveraging usually drives divergence
Alphabet credit vs equity
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Many spreads still seem tight
Microsoft credit vs equity
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Before we get toocarried away with the peential for the wholecredit-funded edifice

propping upbroader asset valuationgnmediately to come crashing dowhit is worth
consideringthe case that it doesi 3 at least yet. Yes, in a-8haped economy the
potential for pessimsm to start at the bottomand work its way up through thevealth
ranks remains substantigland an asset price #eoff would reinforce that. And yes, high
yield fund flows have been notably soft in recent weeks.

But the broader fund flow backdrop has remained remarkably benigavenin the face of

the biggestreserves drainage on record, and even as fiscal support has temporarily

faltered. Both history and recent rhetoric suggest central banks are far more likelgdse
to counterfurther risk weakness than they are tighten in the face of a reewed melt

8 Ray Daliod s

big wealth gaps, Linkedln, 20 Nov.
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| aticleis garticularly good on this point. See The big dangers of big bubbles with
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