
100 Pall Mall, London SW1Y 5NQ  |  Telephone +44 (0)203 995 4488 
macrohedgeadvisors.com  |  mha@macrohedgeadvisors.com 

 

 

 
Thursday, 04 Feb 2021 Author: Dr. Brendan Brown 
 

A NEW PHASE OF EURO DISILLUSION 
 

How Sig. Draghi as Italy PM could bolster anti-ECB sentiment in Germany    
 

Exposure of Europe to evolving geopolitical danger as Biden Administration 
changes course  
 

Monetary repression tax:  its fluctuating role  in euro carry trades and US 
stock market   
 
The invitation to ex-ECB Chief Draghi from President Mattarella to form the next 
government in Italy is a wake-up call at several levels.  In Germany and the 
Netherlands, there will be new wariness about how Italy under the magician 
Draghi will enlarge the gravy train from the EU, including the ECB  ultimately at 
their savers and taxpayers' expense.  There could yet be a surprise result (not a 
euro-centrist victory) in consequence in the German Bundestag elections this 
September. As regards Italian politics, even if Sig. Draghi successfully won the 
support of the Northern League crucial to his government's stability, the 
formation of his government could be the catalyst to a re-strengthening of 
populism, both on the Left and the Right. 
 

Let's briefly retrace Sig. Draghi's history on the European stage to form a view 
going forward about what his success in creating a government in Rome would 
mean. 
 

The centre stage of Sig. Draghi's career as a top official has been European 
Monetary Union.  According to its founding documents, the ECB was meant to 
be an institution of sound money outside the political arena.   Under Sig. Draghi 
(2012-19) the ECB voyaged much further into politicization and unsoundness – 
having doubtless already embarked on that course under his predecessors. 
 

Some in Germany viewed Sig. Draghi as essentially running the ECB for Italy 
mainly at the cost of the German savers present and future (think of the negative 
interest rates, the massive lending to weak banks especially in Italy, and 
ultimately German taxpayers' capital backing for this institution). As an expert 
diplomat, this ex-Italian Treasury head and European Goldman Sachs head 
secured a critical alliance with Chancellor Merkel for that purpose whilst playing 
his part in winning Obama Administration support for the IMF package of 
support. Obtaining IMF support was a condition of Berlin's agreement to "doing 
whatever it takes to save the euro". 
 

Now Draghi's possible ascent to the summit of political power in Rome confirms 
those German suspicions and in principle should spread resentment in Germany 
and Holland about how he was allowed to dig the euro into a pit of unsoundness 
at such cost.   And there would be a present new fear.   
 

Executive Summary 
 
Suppose Mario Draghi is successful 
in forming a government in Rome.  
In that case, we should expect 
both a strengthening of anti-ECB 
sentiment in Germany and Holland 
together with ultimately a re-
strengthening of populism in Italy, 
both on the Left and Right.    
 

Illusions in the market-place that 
EMU has been strengthened by 
the launch of fiscal solidarity 
(European Recovery Plan) last 
summer, coupled with the 
apparent victory of the euro-
centrists in Germany's CDU party, 
has been a factor in the continued 
unwind of euro carry trades over 
the past half-year (short euro long 
dollar).    Also relevant has been a 
perception that high inflation is a 
much more imminent threat in the 
US than Europe. 
 

Critically in assessing the euro's 
outlook, the carry trade unwinds, 
so strong since last Summer, are 
now likely waning under the 
influence of higher US long term 
rates, and growingly by concerns 
about European instability, 
whether financial, domestic 
political, or geopolitical.    This 
carry trade unwind is occurring in 
a broader context where popular 
investor strategies to minimize 
exposure to monetary repression 
tax should be coming under 
greater scrutiny.  
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Throughout his official career, Sig. Draghi has had a gift for negotiating with 
Northern Europe, most of all Germany.   Think back to his role in getting Italy 
ready for membership of the European Monetary Union, whether in his public 
or private sector capacity, and later to his pacts with Berlin as above.   Now at 
this crucial juncture, where Italy is to receive in the next four years a giant 
cumulative sum totalling over 10 per cent of one year's GDP from the EU's 
"Recovery Plan" over several years, there can be no doubt that Sig. Draghi will 
be consummate at preparing the way for this to occur smoothly, meeting 
Brussels' various criteria.   He would also be skilled at backdoor diplomacy with 
his ex-colleagues at the ECB regarding the continuation of the funds flow from 
its backdoors into Italy to sustain its deeply ailing banking system. 
 

Critical questions for German and Italian politics  
 

Until recently, the prevailing view has been that any anti-ECB and Italy-wary 
sentiments are unlikely to win political power in Germany's General Election this 
Autumn.  This view has been based on current polling and the early relative 
success of the Merkel government in responding to the pandemic emergency. 
But much can change here – and the vaccine policy crisis may already be a 
challenge to the consensus.  There is a possibility that Bavarian PM Soeder (CSU) 
can make it to becoming the joint chancellor candidate of the CDU/CSU instead 
of the euro-centrist Merkel loyalist Armin Laschet (Prime Minister of North 
Rhine Westphalia) who just won the vote for CDU chairmanship.  The Bavarian 
PM is at odds with Merkel euro-centrism.  One factor favouring PM Soeder's 
candidacy is the realization that if he does not prevail and the CDU seek to form 
a coalition with the Greens, the CSU might well split from the CDU and not enter 
government.  Another factor could be polling which confirms that PM Soeder 
would do much better in the General Election than PM Laschet and fears of 
expanded euro-aid to Italy could be an influence.  
 

Threats to the euro-project also come from the effect in the Italian political 
landscape of ex-Chief Draghi becoming PM.  As highlighted above, this might be 
a gift to the populists, both on the Left in the Five-Star movement, and on the 
Right, within the Northern League and to the Far Right (Brothers of Italy).   It 
would be foolish to imagine that a Draghi government would enjoy a long life 
rather than cut short at some point by the election calculations of elements 
presently supporting it. 
 

In sum, there is likely much political turbulence ahead which could provoke an 
unwind of the massive carry trades into Italian financial markets which have 
been sustaining the status quo both in Italy and in the euro-zone.  That threat is 
especially fierce if it becomes coupled with any eventual turn to asset deflation 
in present hot global credit markets.  And we should not ignore the possible 
knock-on effects of Italian political events and revelations to the Dutch general 
elections next month, where one of the most interesting themes to watch is an 
anti-ECB streak emerging in the centre-right Christian Democratic Party. 
 

Fallacies of currency carry trades and monetary repression tax avoidance 
strategies 
 

The purpose of this week's monetary viewpoint is to explore currency carry 
trades and their rationale (or not) within the broader subject of monetary 
repression tax and the risk-arbitrage transactions undertaken to avoid this.  
 

Only some assets – essentially those denominated in monetary units – are 
subject to monetary repression tax, or its cousin, inflation tax. 
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So, it is a no-brainer that individuals would contemplate shifting funds out of the 
assets subject to these taxes into assets which are not.   The extent of being 
subject varies between assets, so the more general shift would be towards 
assets which are lowly taxed or tax-exempt from those which are highly taxed. 
 

Great strategy: Such thinking lies behind such acronyms as TINA (meaning there 
is nowhere else to go except equities in our world of high monetary repression 
tax and potential high inflation tax). 
 

Hidden problems: executing the strategy is hazardous and sometimes downright 
wrong when considering that asset pricing already reflects, if not over-reflects, 
the tax advantages and the narratives spun around the favoured assets are 
incredible. We should also consider the high level of risk exposures to achieve 
the tax-saving objectives and the caution to avoid paying financial engineers for 
inserting leverage into their products when this is freely available elsewhere. 
 

Before examining the strategy and problems, then proceeding to real-life 
examples in present markets, including equity buy-backs, mortgages, and 
currency carry-trades, let's define the monetary repression tax and the inflation 
tax. 
 
Definitions of monetary repression tax and inflation tax 
 

The monetary repression tax is the average amount that interest rates in real 
terms are held below a sound money regime level. A government's capacity via 
its central bank to levy MRT depends on many factors, including the power of 
non-monetary forces depressing prices for example or the extent to which the 
monetary regime overall is depressing investment activity. Over the past 
quarter-century, capacity has been high.   If these forces had not been present, 
then a high MRT would have led to an outbreak of high inflation and likely an 
eventual response in tightening monetary policy which would mean the end of 
MRT.  
 

Inflation tax (IT) is the amount of real loss in any given period on assets 
denominated in given money due to the inflation rate proving to be more than 
expectations. 
 

MRT and IT are well-known, if not by their titles, but intuitively, by many active 
participants in present-day asset markets.   The obvious strategy to avoid them 
is to shift the portfolio's composition towards assets not subject to the tax at all 
or in full.   But where can one find assets which are not already priced to reflect 
these advantages of tax exemption?   And the shift towards tax exemption is 
likely to mean an increase in the overall level of risk beyond what investors 
would typically choose (unless they are of a mindset to pretend to themselves 
by spinning narratives that the risk has fallen). 
 
How can individuals pocket monetary repression tax for themselves? 
 

This is where some individuals turn to consider more robust strategies for the 
avoidance of MRT and IT.   What about collecting some of these taxes for their 
pocket by becoming a net borrower?   
 

A net borrower means the individual when adding his direct borrowings to that 
already embedded in asset packages (for example equities in companies which 
are leveraged) owned comes up with a total which exceeds his or her capacity 
of bonds and money (safe assets).     It would be hard to become a net borrower 
overall without having a riskier position in total than if a net lender.  
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Hence strategies to become a net borrower are an extension of moving from 
money and bond assets subject to IT and MRT into risky investments.    The 
exception might be where the individual can concentrate his holdings of tax-
exempt assets in very low-risk paper.  An example is a public utility with sure 
income streams, or perhaps monopolists elsewhere in the economy which seem 
to have stable and certain streams of monopoly rents.  
 

To obtain the net borrowing position, the individual either takes on debt directly 
secured perhaps against her overall assets, instead of buying corporate assets 
which are already leveraged. The obvious example here is the equity of 
companies  
with debt outstanding; alternatively, the individual may take a large mortgage 
on his residential real estate, where this mortgage and implicit, indirect 
borrowing in equities purchased comes to more than his holding of safe assets.  
 

Some individuals may regard homes as safe investments (ultimately in the sense 
that they live there whatever happens), so mortgaging to match this might seem 
a low-risk form of tax arbitrage if the home is a large share of their overall assets.    
If many other people think similarly, then there may indeed be a premium price 
on homes, reflecting the advantage mortgagors perceive in collecting the MRT.  
 

From these examples, we can see that a high MRT rate via its encouragement of 
certain forms of leverage might indeed drive up the price of equity in 
monopolies and in houses for which land supply is inelastic. An accounting 
caution here:  leveraged companies include the monetary repression tax (MRT) 
collected in their earnings.  But the individual should not treat these as an 
income flow for which a price is to be paid as he could obtain this without the 
companies' efforts (by leveraging his wealth in alternative forms).   Earnings data 
for the S&P 500 include the profits implicit in such leverage.  To the extent these 
are magnified by a high MRT rate, P/E ratios should be lower, not higher than 
expected! 
 
Are currency carry trades a better way to avoid MRT? 
 

With so much of the investment universe deeply corrupted and expensive due 
to the illusions of avoiding MRT and IT, it is no wonder that many individuals and 
their wealth managers, alongside a broad scope of financial institutions, turn to 
currency carry trades as an alternative strategy to the same objective.  The 
game's name is to go short on currencies that are subject to high MRT and long 
on currencies that are subject to only low or zero MRT.   The same problems, 
however, turn up here as elsewhere, including much irrationality and illusion. Of 
course, high returns can be made nonetheless, but these turn on getting right 
the shifting narratives which are tantalizing participants amongst other 
considerations. Let's take some examples.  
 

A popular theme through recent years has been that MRT is at its highest in the 
euro with its negative rate-regime and existential risks whilst at its lowest in the 
US where significant monetary normalization occurred in 2018 when the size of 
the Fed's balance sheet rolled back. The ten-year note yield almost reached 
three per cent. The abandonment of normalization and subsequent new virulent 
inflation policies through 2019-20/1 by the Federal Reserve has gone along with 
some considerable unwind of this particular carry trade. Hence all the buzz 
about a strong euro and weak dollar, amplified by narratives that Europe is, at 
last, forming a fiscal union to accompany its monetary union.   
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There is no doubt that the US side of the carry trade has become subject to 
higher MRT and potential IT.    But we should consider this in the context of what 
has simultaneously been happening on the euro-side.  Yes, the pandemic's 
economic damage in Europe has been much more significant than in the US (the 
GDP hit in 2020 two to three times as large). The botched roll-out of vaccines by 
the EU means that the rebound as the pandemic recedes will be at first slower 
in Europe than in the US, meaning that prospective IT is further into the future 
than in the US.  
 

But we should be under no illusions here. 
 

There is only one way out of the enormous extra indebtedness in Europe and 
weakening of the banking structure – high inflation or EMU break-up and 
defaults. 
 
Beware vaccine chatter in assessing currency risk (GBP, euro, dollar included) 
 

Some euro bulls chatter about the more robust rebound in Europe which will 
eventually materialize simply because there was such a big hit from which to 
recover.    But think about it: a 10 per cent fall of GDP in year 1, followed by a 
strong bounce-back of 7 per cent in year 2, is undoubtedly not to be preferred 
to a 3 per cent fall of GDP in year one followed by 5 per cent in year two. 
 

Those relative situations may describe the UK situation.   There is much buzz 
about potential carry trades from euros or even Swiss francs into pounds to take 
advantage of the "Vaccine success".  This success, however, is subject to many 
qualifications, and it is coming in the context of the economic damage at the 
start and health situation in the UK being significantly worse than elsewhere. 
Long-run questions exist about how the UK will ever join the road to economic 
prosperity when its pre-pandemic structure of the economy has become so 
adversely hit by changes now underway (London as a megacity crucially 
dependent on its role as a business hub is in a deep and likely prolonged slump).  
The risks loom large of the Johnson government using pound devaluation as a 
primary tool to stimulate the economy.   The fact of getting one to two months 
maximum ahead of Germany in the vaccine race is perhaps worth fundamentally 
one centime on the pound at most. 
 

In the bigger picture, the dollar end of carry trades could get some lift from 
either rapid growth in the US through the next two quarters, causing speculation 
to grow about Fed tapering of QE.  Even a small rate increase in 2022 or some 
sudden temperature falls in the global credit bubble could underpin the dollar.  
 

It is also possible that the geopolitical scene will produce dollar-positive (and 
likely gold-positive) shocks.  
 

For example, growing evidence of President Putin's repression could bring new 
tensions into the Washington-Berlin relationship, with the Merkel government 
unwilling to join intensified sanctions against Russia.   (One factor here is that 
Berlin is considering a Russian offer to supply its COVID-19 vaccine en-masse to 
Germany at a critical juncture where the Merkel government is suffering the 
backlash of a botched roll-out).  Meanwhile, the Biden Administration's early 
actions to freeze plane sales to Saudi Arabia and UAE (making them subject to 
review), followed up by cancelling tariff relief for UAE as agreed by the Trump 
Administration) may encourage those in the Sunni Arab world to either look for 
alliances with China or even contemplate rapprochement with Iran.  
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Bottom line 
 

In essence, a critical driving force in asset and currency markets is investors' 
efforts to devise strategies that help them avoid or reduce exposure to 
monetary repression tax or inflation tax.   Many such strategies are flawed, 
partly because there are already high premium prices on assets prevalent in 
these and partly because of widespread illusions about the role of leverage and 
risk-taking.   Currency carry trades are commonplace in which liabilities are run-
up in currencies where MRT is high and assets where MRT is low.    
 
The euro has mainly been on the liability side of these during the long monetary 
inflation starting in 2013. Still, last summer these started to unravel amidst much 
optimistic chatter about Europe.  The Fed's pandemic emergency response 
added power to the unwind.  It is highly plausible that this unwind has gone too 
far by this point according to a balanced overall perspective of risks.  
Correspondingly the euro approaches Spring in a highly vulnerable condition.    
 

Trade-Weighted Euro currency since 1983 

 

Trade-Weighted Euro Currency 
Technical Pattern 
 
The chart of the trade-weighted 
euro currency in an excess-return 
continuous futures framework to 
the left is noteworthy because of 
the unfolding symmetrical pattern 
around the origin 0 at Oct 2000. 
Prior to the birth of the Euro in 
1999, the Deutschmark is used.   
 
Moving out from the origin in both 
directions, we identify points 1, 2 
and 3 that follow a remarkable 
symmetrical pattern from the 
origin.  
 

Supporting the view that this 
pattern is significant, and may 
continue in spirit, implying that the 
euro may fall to a new trade-
weighted low in 2023, is based on 
the respective points, 1, 2 and 3 
intersecting at the parallel blue and 
slightly downward-sloping lines. 
Such a bearish evolution of the 
euro currency from a technical 
pattern-recognition standpoint is 
worth considering, including the 
implications of the potential 
underlying fundamentals. 


