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Europe 

The “Final” Greek bailout 

Europe has finally gotten around to extending Greek debt owed to the Troika by 10 years, now 
the first maturity is 2033.  In addition, the Greeks get another tranche of bailout money.  The 
deal pretty much incorporates the evaluation criteria that the IMF wanted to insure their 
acceptance of a deal, e.g. the government running a 3.5% structural surplus for the next 20 years. 
Of course, no country has ever done that in recorded history, much less the Greeks.  Not a real 
surprise. Difficult not to do it given that Greece has incorporated most of the major reforms 
imposed by the Troika: Greece is running a current account and a structural surplus.  More 
importantly, the EMU needed to remove the potential of a Greece crisis reigniting given the 
events in Italy. In the near term, the ECB, in the short time it says it has left to buy sov debt, 
could potentially start buying Greek debt. But Greece is now the backstory, as the real problem 
for the EMU takes center stage: Italy. 

Italian and German politics and the unfolding existential crisis for the EMU 

In my view, the disruptive politics of Trumpanomics, Brexit, and now the political cycle in Italy 
and Germany are all tied to the issue of immigration.  The current immigration debate going on 
in the EMU cuts to the quick of the issue and that is a problem that will not easily go away and 
will ultimately bring in the outcome of Brexit. One of the major principals of the EMU is 
freedom of migration. Clearly, freedom of migration is crucial for the EU/EMU to achieve its 
ideal of a real political and economic union. Ideals are one thing, 1000 years of history is 
another. That is at the heart of the debate going on now between German and Italy.  A seemingly 
small issue could explode into an existential event for the EMU.  This small issue is that people 
are immigrating from Africa and land on southern Europe beaches, e.g. Italy. If they survive the 
crossing, they move into Germany because that is where there are jobs given the freedom of 
migration.   Now, after a few years of this the “real” Germans are saying enough, and they want 
the Italians to take them back and not let any others come. So, Italy will need to keep them, 
which of course is an issue because there are not enough jobs currently without new people 
coming in. However, immigrants from north Africa is not enough really to move the needle for 
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Germany. It is the much large flow of people from the rest of the EU moving from the GIIPS to 
Germany. And the “real” Germans have had enough. As the graph below illustrates, this is a real 
issue. The essence of being German is at stake. The aging of the German population is resulting 
in an absolute shrinking of domestic Germans—think Japan. Total population is growing as 
immigrants are more than offsetting the impact from aging. Putting immigration in context. 
Immigrants into the US number about 1 mm a year, roughly the size of the immigration into 
German the last few years However, Germany has about ¼ of the population. This issue is 
unlikely go away and could be seeing the start of the next existential crisis of the EMU.  

 

 

 

 

 

 

ECB Policy 

This last week, the ECB stated that they are ending QE sometime soon. The markets were 
anticipating this. However, the markets were surprised that the ECB will continue to hold rates 
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low for an extended period of time. In my view, the likelihood of the ECB actually ending QE is 
probably greater than 50/50, but there is an even higher probability that they will resume it.  
Further, the likelihood of the ECB actually reversing QE is low, do you think they would 
actually let Italian debt roll off or actually sell it? The Fed is clearly going the distance on raising 
US rates, however, the probability of the ECB raising rates anytime soon is close to zero, and 
that is what matters to the Euro.  Your sitting in Draghi’s shoes and you look at PMI of 
Germany, unchanged employment rate, the political crisis unfolding in Italy and German. My 
short on the Euro is still the right one even after the move to 1.16 from 1.18. Best case target if I 
am correct, is below parity.   

The Next Stage of the EM Meltdown 

The Recent Sell-off in EM Assets                                                                                                                                                        

The EM space has had a very difficult few weeks. I believe this is only the first salvo in a general 
EM meltdown, which means the convexity to the downside is still substantial.  As I will argue in 
a piece that I will send out in the next few days, the move in EM rates and currency is less of an 
EM specific move and just reflects the broad dollar strengthening and a lagged reaction to the150 
bp move up in US rates (see the graph below). Just keeping pace with advance economy FX and 
US rates is only the first stage of repricing of EM assets. The true force of the current dollar 
strength and higher US rates likely future strength as yet to be reflecting in EM economies and 
ultimately in EM assets.  There is even more downside from other factors as well. The first of 
these factors is the historical negative relationship between the dollar and commodity prices, 
which has not happened as of yet. In addition, EM is exposed to the risk off event of further 
detiration of European political uncertainty.  
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EM Politics 

Then there is the convexity to the downside from EM political events.  

• Is there a government in Brazil that is going to deal with the issue of pension reforms?  
• Will the new government in Mexico have a benign impact on the NAFTA negotiations or 

what is the likely future independence of the Mexican central bank?  
• Can the new government in South Africa really make fundamental changes? 
• Does it really matter what government is in power if commodity prices fall reflecting the 

historical relationship of a stronger dollar? 
• Can the outcome of the recent Turkish election change the economic dynamic of a 

country for the good? 

The point is that a negative answer to any of these questions can add substantially to the general 
downward pressure on EM economies in general from the stronger USD and higher US rates. 
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The US 

Fed Policy 

I believe that the Fed will continue to raise short term rates. Hopes that issues in Europe and EM 
will change that trajectory are unrealistic. The US economy will continue to grow particularly 
given the fiscal stimulus is only beginning to be reflected in the data. That means continue USD 
strength and higher rates, both are negative for EM. 

Trump and China Tariffs 

My central view is that the trade war with China and the rest of the world is real and is likely 
going to escalate. So, why? As shown below Trump has followed through on his most of his 
campaign promises from the election. While not getting everything he promised, he was able to 
implement substantial changes. More ominous for China tariffs is his willingness to pursue often 
unpopular polices.  One of those polices that he has focused on starting back in 2016 is China.  
One reason the tariffs are becoming an issue now is that by law he needed at least a year to create 
the case for imposing tariff. It’s now been over a year and here they come. In my view, trade is 
crucial for Trump delivering to his base. This base believes that US trade policy has led to a 
hallowing out of the rust belt, largely true.  Further, addressing the China trade issue now is the 
best scenario given the US economy can weather the negative headwinds given the fiscal 
stimulus of the next year and it is clearly better dealing with these issues now rather than ten 
years. So, at the very minimum positioning should account for the trade issue to going on for a 
while, until Trump gets China to make fundamental and near term unlikely concessions.  
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