
Oddio! Well that was certainly fun.  Over recent months we have been making the strong case 

that as a result of the normalisation of global monetary policy, global liquidity will recede 

and market volatility will rise. Well it certainly did in May as Italian yields puked and the 

global asset markets reacted.  So far this year, we have seen the flash crash of February 

which gave insight into how the market reacts when it realises that it has been caught on 

the wrong side of the liquidity door. Then in March and April, we had the widening of 

LIBOR and BBSW spreads which highlighted the competing and rising need for liquidity 

in a time of tightening policy.  This month, despite an appearance of serenity in US equity 

markets, further fragilities have been revealed in emerging markets and Europe, both of 

which were identified in our investment process and we were positioned for. Market 

returns in some of these asset classes are shown in Chart 1 below. 
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Chart 1.  

Sell (selectively) in May  

Source: Bloomberg 
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The era of Quantitative Easing (QE) boosted asset prices and brought forward future 

asset returns to today.  You don’t need to be a rocket scientist to expect that in a period 

of Quantitative Tightening (QT) the reverse is going to happen.  To be crystal clear, a 

normalisation of the QE experiment requires adjustments, and those asset prices that 

have benefited the most from the abundance of liquidity are likely to be the ones that will 

require the greatest of adjustments.  Full stop. 
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I think it’s really important early on in this piece to reiterate that we are certainly not 

calling the next global crisis and it is still too early to call the next recession. What we are 

looking for is for volatility to return to more normal levels and economies and markets to 

cycle like they did in the good old days.  I am obviously talking my own book, because as 

the great tide of liquidity rolls back, the opportunity set is opening up within our 

investment universe, and this can only be good for us as active investors.   In next 

month’s newsletter, I will delve more into the recent changes and opportunities impacting 

our domestic cash markets.  This month, however, I need to focus on the current key 

events, the casualties of May and how markets will continue to unfold. 
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Over the last few years the markets have been very well trained, like Pavlov’s infamous 

mutt, to fade all political risk.  This was doubly true on the back of Macron’s victory in last 

year’s French elections which saw all political risk in Europe removed from centre stage. 

Amidst the twin-deficit trashing of the US Dollar and questions of its reserve currency 

status earlier in the year, the Euro gained traction as an alternative and money flowed 

into European bonds and equities.  This proved to be a mistake as the Italian political 

problems were beginning to build. 

In general Italian politics have always been a complete dog’s breakfast, and I often 

wonder is that a reason for, or the outcome of the utterly dismal economic growth they 

have seen over the last twenty years.  The country has a history of encouraging coalition 

governments in which the unresolved conflicts of multiple factions lead to its ultimate 

demise, and on Friday 1 June, Italy swore in its 66th government since the end of WWII 

(72 years ago).  

The referendum on electoral law called by Matteo Renzi last year was aimed at 

enhancing political stability by reducing the chances of fringe parties forming coalition 

governments. Its failure to pass was a surprise, and ironically led to Renzi’s resignation 

as prime minister and more instability.  The failure of this referendum was a massive 

cause for concern to us, and one of the reasons we have had a short bias to Italian 

bonds for the last few months.   

As we have witnessed in so many countries since the infamous Brexit vote two years 

ago, the public voted for change and the status quo was no longer an option.  However, 

since it has paid to fade any politically-driven market volatility since the French elections 

last year, the market chose to ignore these warning signs. Even as the election results 

were announced in March this year, where the two anti-establishment parties of The 

Five-Star Movement (M5S) and Northern League (LN) had together won more than 50% 

of the primary vote, the market dismissed the risks, viewing a coalition between these 

parties as being highly unlikely. 

This sanguine view continued and the lack of market reaction to Berlusconi’s decision 

earlier this month, which granted LN the freedom to break from their existing coalition to 

form a government with M5S, was really surprising to us. But generally markets and 

investors weren’t perturbed as Italian exposures grew due to the attractiveness of yields.  

Italy: Oh briciole! 
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The leaking of a combined draft policy document between M5S and LN was the moment 

which finally lit the touchpaper for markets. What had been viewed as nearly impossible 

(a coalition between extremes) had in fact become highly probable. Not only did this 

document contain the strongest policies from both camps, it revealed two new proposals 

that triggered alarm. The first was a request to the ECB to cancel its holdings of Italian 

debt (€250bn, purchased as part of the PSPP programme), and the second was a 

proposal for a parallel currency system in Italy (the “MiniBoT”) to run alongside the Euro. 

Despite these additions being scrubbed from the final version of the policy document, the 

damage to market sentiment had been done, leading ultimately to the largest sell-off in 

Italian bonds (BTPs) since the Eurozone crisis.   

Chart 2 below barely puts into perspective the size of the moves.  I was here watching 

the screens as the Italian market melted down and for a prolonged period there were no 

prices in physical Italian bonds. Remember it’s the 4th largest bond market in the world.  

The selloff in the 2-year Italian bond was a 17sd move (a 15sd move is roughly 1 in 1 x 

1048  days).  Make no mistake it was like watching days of the GFC all over again. 

The Judean 

People's Front?  

Or the People’s 

Front of Judea? 

Chart 2.  

Europe is not okay:  

Italy 10yr yield v Germany 

Source: Bloomberg 

But the problems for Italy go further than a coalition of anti-establishment parties as it 

has now moved into the more dangerous zone of a constitutional crisis.  Part of the 

process in forming an Italian coalition government requires the nomination of a Finance 

Minister. The originally proposed 81 year-old Eurosceptic (yes really) was deemed 

unacceptable by the Italian President, blocking the forming of the government on 

constitutional grounds. Since the Italian constitution forbids the breaking of any treaties, 

and a Eurosceptic would presumably desire a break from the Maastricht Treaty, one can 

see why the President was worried. However, the direct link to the constitution was 

difficult to make at best, and farcical at worst, so this ruling is obviously being viewed  

as undemocratic.  

Looking forward, 

deal or no deal? 
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The subsequent retreat on the proposal of that particular Finance Minister by the M5S 

leader highlights the difficulty in predicting the outcome of what intends to be a very 

confrontational Italian government. Syriza was the anti-EU party of Greece which 

intended to confront Europe on the terms of its bailout, led by the anti-EU ideology of the 

Finance Minister Yanis Varoufakis. Varoufakis lasted in that position a total of five 

months, ending with Greece accepting crushing austerity and rolling over to the German 

led troika.  

The Greek experience highlights the pitfalls with attempting to predict the outcome of 

standoffs like this. At this point the new coalition hopes to implement all of the policies 

we described before, which could take the fiscal deficit in Italy from roughly 2% all the 

way to a bum-clenching 10% of GDP. Add to this an increase in the cost of debt and it 

can even deteriorate further from there. The EU membership rules limit fiscal deficit to 

3% of GDP, and require highly indebted nations to demonstrate their path back to 60% 

debt-to-GDP (by maintaining a primary surplus). Deficits of this size are clearly a middle-

finger salute to Europe and its rules. 

Rule breaking in Italy: 

go big or go home 

Chart 3.  
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Now With Fiscal Package EU Rule

The first speech from the new Prime Minister Conte was a nice copy of US Treasury 

Secretary Mnuchin’s pipe dream that you can increase fiscal spending while reducing 

debt through growing the economy, a nice idea but completely improbable.  From here 

we think the likely outcome will see the populist government pursue its agenda with 

immigration and LN’s flat tax being the first policy initiatives that will be enacted. The 

move to a two-tiered flat tax is the most costly in terms of expanding the deficit, and 

when they go down this path it will ensure an immediate confrontation with Europe. 
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We think that any selloff in Italian bond spreads as a result of this confrontation will be 

allowed by Europe to occur, and they won’t step in to support the market.  In fact we 

think Europe will welcome any selloff as it will rattle self-confident populist parties and 

act as a warning sign to other economies.  Make no mistake the elite of Europe hate the 

electorate and think they need to rule undemocratically to save the population from 

themselves.  To this end we don’t think the ECB will come in to save Italy by buying 

more bonds. In fact, purchase data from May showed that the ECB bought the least 

amount of Italian bonds as a proportion of total purchases since the start of QE. This is 

not a coincidence, and along with outgoing ECB Vice President Constancio’s view that 

“Italy knows the rules. They might want to read them again”, we are confident that the 

ECB is on the sidelines. This view is echoed through Europe with EU Commissioner 

Oettinger warning, lifelines from Europe won’t be easy to come by, and he has invited 

the markets to “teach the Italians to vote for the right thing”. 

The question of what will happen is now in the hands of the market and the new 

coalition. What yield level for Italian bonds will cause Salvini to blink? The current level of 

2.8% for 10 year Italian bonds doesn’t seem to be a concern. Will 4%? 6%? Either way 

Italian bonds offer asymmetric risk at this point given the continued confidence of the 

M5S-LN coalition. 

Europe:  

A body without limbs 

Stepping back for a bigger picture view, I don’t think it’s surprising that Europe keeps 

returning to a state of existential crisis.  It really is a complete mess. Despite being the 

world’s second largest economy in nominal terms, the EU’s hegemony is woefully lacking 

across multiple arenas. For energy, it looks to the east and relies on Russia. For defence, 

it is as impotent as a eunuch and pleads to the west for help from the US. And for 

economic growth, it looks to China and the rest of the world for trade to lift its exports. The 

EU is everyone’s whipping boy and is kidding itself if it thinks it has any negotiating power 

in pretty much any situation.  This is being brutally highlighted right now, be it in its 

lukewarm participation in Iranian sanctions or its failure to negotiate on trade with the US.  

The construction of the monetary union is also flawed for a region so diverse in the 

makeup of its member economies. A single monetary policy and currency has been 

simultaneously too restrictive for some and too loose for others. And fiscal rules that 

enforce discipline without the ability to enable wealth transfers (as we have between our 

states in Australia) only serves to drive a greater wedge between the haves and have-

nots. Mediterranean European nations such as Italy are also left to shoulder greater than 

proportional burdens of immigration problems and Europe’s refugee crisis. There is no 

easy answer here. We think Draghi is right and that Europe has come too far to turn back 

now, but populist parties will continue to gain larger shares of the electorate’s vote and the 

issues of autonomy and sovereignty will repeatedly return to centre stage. 
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The return of European politics as a source of market volatility certainly didn’t help with 

the performance of the Euro this month, but its fall began in late April and coincided with 

the move in US treasury yields higher. This stands in clear contrast to similar Treasury 

yield moves earlier in the year which were accompanied by a stronger Euro. As we 

highlighted in the February newsletter, the breakdown of the relationship between 

currencies and interest rates had started in late 2017. 

There were several likely causes for this break, leading to continued weakness in the US 

Dollar. Back then, growth momentum seemed stronger outside of the US, the twin-deficit 

argument had highlighted the Dollar’s vulnerability to the balance of payments problem, 

and the waging of trade wars by Trump had brought into question the use of the 

greenback as a reserve currency. Fast forward to recent weeks and we have a picture 

which stands in stark contrast to what went before.  

US economic surprises have been beating the rest of the world, the markets’ 

expectations have adjusted to the prospect of rising US inflation, emerging market twin-

deficit issues seem to far surpass those of the US, and Euro break-up fears have driven 

safe haven flows back to the US Dollar. Although we had been too early in calling the 

Dollar rebound in February, we had refocused our positioning to target currencies most 

vulnerable to a stronger Dollar (Euro and emerging currencies). This positioning paid off 

in May. 

Crucially, the sell-off in US Treasuries in early May was led by real yields moving higher. 

This has also happened in the previous six months, but at lower absolute yield levels, 

which did not feed through at the time to a stronger Dollar. The erosion of carry in risk-

assets and the return of carry to the US Dollar have been somewhat akin to the boiling 

frog analogy. Investors do not tend to adjust their relative weighting to risk assets based 

on every basis point change in their expected income. Rather, it is usually when those 

income levels fall below a certain threshold, or when leveraged exposures come due for 

a reset in funding rates that will cause investors to reassess the relative reward that they 

receive for certain risks.  

The upshot of this is that we have seen the end of the TINA (There Is No Alternative) 

trade to risk assets.  The USD front-end or the global risk-free rate, as I prefer to think of 

it, is now a valid investment option, and crucially as Chart 4 shows it yields more than the 

dividend yield on the S&P index. 

“We were on  

a break!” 
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Chart 4.  

The end of the There Is No 

Alternative (TINA) trade 

Source: Bloomberg 

https://www.pendalgroup.com/education-and-resources/income-fixed-interest-newsletter-february-2018/
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Why park cash in risky Indonesian bills at yields of 4-5% when US Libor is c.2.5%? The 

non-linearity in market reactions to the changing environment has been evident in the 

behaviour of emerging market assets this month, which suffered materially as volatility 

came back.  And we expect this to accelerate going forward as the Fed continues to hike 

rates on the back of wage and inflation concerns. 

Emerging Markets:   

not the safe haven  

of last year 

Virtually every client we speak to has been a big fan of emerging markets, and 

understandably so.  In spite of renewed reform rhetoric emanating from China, the 

tailwinds from their earlier stimulus were still playing out nicely for global growth; global 

trade flourished, commodity prices recovered, global liquidity remained abundant and the 

US Dollar remained weak. Add to this a supernormal year characterised by vanishing 

market volatility and emerging market assets had a great year in 2017, and looked set to 

have an even greater year at the start of 2018. 

Even though we had concerns we decided not to fight this trend for most of last year, as 

Kenny Roger’s said “You got to know when to hold 'em, know when to fold 'em, know 

when to walk away”. Despite the market uncertainty earlier in the year regarding China’s 

reform agenda, we had identified that the credit engines were still broadly ticking over 

and that the spillover effects on most of Asia would be beneficial last year. In 2017, 

based on our view of a stable Chinese growth backdrop, we were selectively long high-

carry Asian currencies, such as the Malaysian Ringgit. However, the profitability of our 

call was only partly due to our China view. The other part was due to the weak Dollar 

environment.  
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Chart 5.  

How EM performs with all the 

right tailwinds… 

The importance of the trend in the US Dollar cannot be overstated.  Despite (most) 

emerging sovereigns having learnt their lessons from earlier crises, the reliance of 

emerging nations on hard currency (usually USD) funding cannot be escaped. Whether 

proceeds are sought to fund infrastructure projects by governments, or expansion 

ambitions for corporates, no credit market is as deep and as liquid as the US Dollar 

capital market. This makes emerging markets highly susceptible to any change to global 

funding conditions. So we began to exercise caution with our emerging market 

exposures when the US tightening cycle began to ramp up. 

Source: Bloomberg 
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A weakening Dollar provides emerging economies with much needed shelter. Not only 

are new Dollar borrowings cheap and easy to come by, the servicing and repayment of 

those borrowings become cheaper so long as the Dollar continues to weaken. For 

commodity exporting emerging economies, which make up the majority weight of 

emerging market indices, a weaker Dollar boosts global demand for their (USD-

denominated) commodities exports. And a Dollar that refused to strengthen, despite a 

Fed hiking cycle which is well under way, provided emerging market central banks with 

the added cover to intentionally lag behind the Fed. Any risk of imported inflation was 

kept in check by a strengthening domestic currency. 

However a strengthening Dollar removes this shelter and leaves a storm in its place. 

Existing USD-denominated borrowings become more expensive to service, and rolling 

over of maturing debt falls to the whim of global investor sentiment. A rising Dollar no 

longer provides EM central banks with cover to lag the Fed, and instead forces 

premature tightening of domestic monetary policy in order stabilise currencies to keep 

imported inflation under control. Many of these economies had seen a strong 2017, but a 

very unbalanced growth picture.  

Just as the European recovery had relied almost solely on exports to China, the recovery 

of many emerging economies has relied on the strong momentum in global trade over 

the past year. EM central banks would have liked to see some of this external strength 

percolate into domestic demand before engaging on their own hiking cycles, but a rising 

Dollar leaves no time for this, and leaves them in a precarious situation. 

No shelter from  

the storm 

Oil’s unhelpful gains There is also another point on emerging markets where we differ from the consensus - it 

is widely believed that emerging markets, due to their strong ties to commodities, should 

benefit in an environment where oil prices are rising.  In our view the EM’s reaction to 

rising oil prices vary depending on the pace and the cause of these gains. Typically, 

when oil prices surge due to supply side shocks, even the key oil exporters struggle to 

benefit. This exact narrative has been behind the most recent oil price surges, and has 

resulted in portfolio outflows from places such as India. For EM as a whole, a US Dollar 

rebound accompanied by lofty oil prices serves as a double whammy, especially at a 

time when domestic growth drivers have yet to grow roots. 
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Oil will be the first to correct the old relationship between commodities and the Dollar, as 

we began to see towards the end of May. As prices stay high, additional supply will be 

encouraged, just as Russia and OPEC have signalled their intention to increase 

production later this year. As prices move higher, oil users start to look for substitutes 

and alternatives, and the demand for oil weakens. Oil price forecasting seems a 

notoriously difficult occupation and we are not about to branch out into that arena. Suffice 

to say, however, that from where we stand, the demand side of the picture is looking a 

little shaky. 

Oil and the Dollar  

are not typical BFFs 

Turkey: Self-inflicted 

wounds but markets 

less forgiving 

Even though it’s a bit left-field I wanted to touch on Turkey in this piece for two reasons, 

firstly it has captured the market’s attention lately as the economy has melted down and 

secondly we profited from this move as we had bought protection on Turkey 5yr CDS 

and this added to May’s returns materially.  Turkey is a classic example of a long running 

problem that has been exacerbated by the worsening global liquidity environment.  In 

itself turkey has numerous idiosyncratic problems but my strong belief is the tightening 

liquidity backdrop globally is making investors much less tolerant than they used to be. 

Turkey’s fundamental problems are structural and have been long in the making. At its 

core, its institutions are weak and unable to prevent a gradual transformation of the 

political system into a pseudo-dictatorship. Turkey’s President, Recep Tayyip Erdoğan, 

has difficulties accepting lower growth and challenges the validity of raising interest rates 

to curb inflation. The country has on ongoing struggle with double-digit inflation, fuelled 

by pro-growth fiscal and credit policies, and a central bank desperate to hike but fearful 

of going against the President’s wishes. Despite a 300 basis point emergency hike in the 

middle of May, followed by the central bank granting FX swap lines to Turkish corporates 

desperately in need of US Dollars, the situation has barely been contained. Investor 

sentiment towards Turkish assets remains balanced on a knife’s edge, and with 

dwindling FDI flows, portfolio inflows are becoming less reliable in financing the growing 

current account deficit. These fundamental fragilities have been around a long time, but it 

is the shrinking pool of global liquidity that unmasks the severity of such issues, and 

reduces investors’ tolerance for continued procrastination. 
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US Dollar vs crude oil  
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Sticking plaster for  

a gaping wound 

The good news is that these wounds have been self-inflicted. If the president would be 

willing to rein in public spending, reverse the state-directed bank lending, and engage in 

moderate fiscal reform, the market would be more than willing to provide some 

forbearance. If the CBRT could concurrently hike policy rates by another 100 to 200 

basis points whilst simplifying policy rates, it would be positively viewed as concerted 

and coordinated policy action, and there would be an almighty rally in Turkish asset 

prices. The bad news is that any chances for this kind of scenario remain slim. Turkey’s 

general election has been called for 24th June, in which polls predict that Erdogan will be 

re-elected as president. It is uncertain whether his party, the AKP, would retain majority 

in parliament, or have to share power. The latter would eventually lead to another call for 

elections from the president and more fiscal slippage as a result. 

Turkey was the focus in emerging markets for May. Which country may be next in a 

world of declining liquidity and unforgiving markets is the challenge and not surprisingly 

those with low liquidity coverage are most at risk. 

Emerging markets:  

Running out of dry powder 
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Earlier in the year, we had repositioned our short positions in EM credit into a relative 

value strategy, where we had hedged ourselves at the index level in case the market 

wanted to hum along in carry mode for a while longer. In April we had lifted those 

hedges, and early in May, we added to our shorts, rotating positioning out of US credit 

and high yield. We also rotated some positioning out of US credit shorts into Europe, 

with a view that economic indicators point to stability in US growth in the near term, 

whereas political and policy risk premium looks to be underpriced in Europe. However, 

default risk in the US hasn’t gone away, as the rating agencies have highlighted this 

month, and we have taken some profits in EM so that we can redeploy risk in US credit 

over the coming weeks. 

As the moves during May in Europe and emerging markets have highlighted, market 

liquidity is but an illusion, and is least likely to be available when you need it the most. In 

the pre-GFC era, markets were liquid because intermediaries had healthy risk appetite, 

and hedge funds and bank prop-desks stood at the ready to fade extreme moves. Crises 

and regulation have rendered those contrarian sources of flow to be non-existent. When 

alarm bells ring everyone heads for the exit. This biased liquidity picture is unlikely to 

change, and that is why a key part of the I&FI Boutique philosophy is to avoid positioning 

on the wrong side of that liquidity. 

In our March newsletter, I wrote about a new reality brought about by shrinking global 

liquidity and characterised by rising market volatility. I also highlighted that asset 

valuations had some work to do in adjusting. Our base case remains that we are not 

about to enter a full blown crisis. However, lazy beta and carry trades are no longer 

suitable for this market environment, and it is through identifying the idiosyncrasies, 

coupled with where positioning has become consensus, that will lead to the greatest 

opportunities.  

Note.  From next month onwards we will be limiting the distribution list of this newsletter 

to clients of Pendal Group.  Existing clients will receive the newsletter as usual.  If you 

have fallen off the list by mistake, or are a potential client who would like to receive it for 

a complimentary period, please contact your friendly Pendal salesperson.  We will also 

be posting more regular market updates and analysis to the Income & Fixed Interest blog 

found here. 

Summary:    

The micro in 

the macro 
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