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Thursday, May 14, 2020 Author: Dr. Brendan Brown 
 
Karlsruhe Court will not change course of the Euro  
 

Focus instead on Italy’s unfolding bankruptcy, the Swiss National Bank, the  
pandemic stock boom, and Mnuchin-Powell monetary shocks 
 
The Karlsruhe Court could have had a momentous impact on European history 
five years ago, but not now, despite a flurry of media excitement about its 
judgement “against the ECB”.  The horses of euro debasement have long 
escaped their stables and a tortuous (dare one say confused) legal review of lock 
failure including exhortation for better care in the future is mainly of interest to 
legal scholars.  What happens to the euro now – and to the savings of Germans 
– will turn on events far away from the Karlsruhe courthouse. Key questions to 
monitor include: how will Italy avoid a “hard bankruptcy”; whether a bursting of 
the pandemic stock bubble in Wall Street could provide respite for the euro; 
whether the Swiss National Bank will continue trying to turn back the waves 
which threaten their line in the sand for the CHF; and what further dollar 
monetary shock the Mnuchin-Powell couple might be preparing. 
 

USD (Trade-Weighted: 1977 – present) 

 
Source: Cassian Capital LLP 

 

In the chart above of the returns of the USD Effective Exchange Rate (‘EER’), the pattern 
shows two completed sharp Bear cycles which have each been followed by remarkably 
similar structures of corrective Pauses, each lasting 15 years. A ‘simple’ extrapolation of 
this ‘complex’ structure would lead us to believe that the third significant bearish USD 
cycle is imminent and would constitute a 25% or greater decline in the trade-weighted 
Dollar by year-end 2022. It is noteworthy that both Bear 1 and Bear 2 started (1985 and 
2002 respectively) as the US economy was pulling out of a sharp slowdown or recession.  
 
 

Executive Summary 

The Karlsruhe Court made a belated 
effort to escape its self-determined 
irrelevance to Germany’s monetary 
predicament.  It is too little, too 
late.  Germany will remain trapped 
in a massive continuing operation 
to stave off Italian bankruptcy risk. 

The euro undoubtedly prices in that 
bankruptcy possibility as a tail risk.  
And most likely that will remain the 
case, especially if a Green-CDU 
government emerges from 
Germany’s Bundestag elections 
(most likely next year rather than 
this).  It is not too early though for 
global investors to consider how 
bankruptcy would affect their 
holdings of German government 
bonds and deposits – a further 
factor in favour of the Swiss franc 
and dollar as haven. 
 

In the short run, the Swiss franc 
could gain from the SNB stepping 
back from its present massive 
currency manipulation to hold its 
currency down.   The franc as haven 
is enhanced by the spectre of high 
inflation in the US (and eventually 
in the euro-zone and Japan) in the 
aftermath of the pandemic.    
 

Downside risks for the dollar in 
coming months include the 
possibility that the Mnuchin-Powell 
couple will resort to new monetary 
radicalism to bolster the stock 
market ahead of Election Day, 
especially if the boom in the 
pandemic stocks (Big Tech etc.) 
starts to falter seriously. A wave of 
US credit concerns, notwithstanding 
the Fed-Treasury’s support 
operations, by contrast, could be 
dollar positive in the first instance, 
by triggering a scramble by global 
debtors for US funds – and there 
could be concerns about bank 
failures outside the US. 
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Karlsruhe – much thunder but not a game changer 
 

Let’s take the Karlsruhe (German Constitutional Court) judgement – largely 
gobbledygook to the non-constitutional lawyer expert. This has been a long-
running case in which the plaintiffs,  concerned German citizens, have sought to 
stay the hands of the ECB from bailing out through its asset purchase programs 
near bankrupt governments in European Monetary Union, most of all Italy – all 
ultimately at the cost of their savings. The plaintiffs’ strongest arguments in non-
legal jargon would have been first, that printing money to finance governments 
is against the Maastricht constitution; and second, that the ECB’s purported 
defence of its asset program – so as to keep prices stable overall – has been 
bogus, not least because the ECB has in fact been aiming for 2 percent inflation 
as against the Maastricht clauses stipulating that the aim should be stable prices. 
 

Well, the lawyers for the concerned citizens never made much of the second 
argument (illegality of 2 percent inflation standard).  Most likely in their wisdom 
they thought the judges would defer to the ECB in its argument that 2 percent 
inflation means stable prices.  That is the consensus doctrine of the central 
bankers’ club; surely German constitutional judges would not overturn such 
expert opinion, not least given the role of ordo-liberalism (experts above the 
political fray) in Germany’s post-war monetary history.   
 

Instead, the lawyers focused on two points – the Maastricht Treaty’s prohibition 
on monetary financing and a doctrine of “proportionality”. The first point is 
evident.  Let’s turn to the second point.  The ECB has defended its asset purchase 
program as essential to keeping prices stable (i.e. rising at 2 percent per annum).  
“Out of proportion” means that the wider effects of the program were so much 
greater than anything achieved towards that price objective, and so it should 
not have been followed.  
 

The Karlsruhe judges rejected the monetary financing case of the lawyers; in 
their opinion (which is non-sensical to any advocate of sound money) the ECB 
buying government bonds does not amount to money printing.  The judges 
accepted, however, the proportionality argument.   And they presented this in 
terms of a strong criticism of the European Court of Justice (ECJ), to whom they 
had referred the case in the first instance.  The ECJ had accepted the ECB’s view 
that its policy of price stabilization did more than justify the asset purchases.  
The Karlsruhe court declared that the ECJ had relied only on statements of intent 
from the ECB with no actual examination of the evidence and was thus ultra 
vires (acting or done beyond one's legal power or authority). 
 

Quick forward to the latest judgement of the Karlsruhe Court:  the German 
government and Bundestag have been remiss in allowing their citizens to have 
their rights trampled on by the ECB “going haywire” (beyond its constitutional 
limits).  Even at this late hour they should now obtain an explanation (if 
available) from the ECB as to how its actions in the asset purchase program were 
indeed proportional to the monetary objective. If they failed to get this 
explanation, then the Bundesbank should pull out of any further involvement in 
this asset purchase program. 
 

Well, for the record, that threat is quite a paper tiger!  
 

Under the way in which the asset purchase program was constructed, each 
member central bank buys only its own government debt.  So, the Bundesbank 
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pulling out from buying German government debt would not make a jolt of 
difference to the Banca d’Italia buying Italian government debt and the money 
used to buy this would still be the euro.  The outcome would be even more 
disproportional – the same amount of price support for Italian government debt 
but less monetary impact overall.    
 

Moreover, time has moved on.   There is a new asset purchase program (750bn 
euros) now initiated (the pandemic one) by Chief Lagarde in early Spring, 
doubtless with the prior approval of Chancellor Merkel; and what’s more, this 
gives the ECB added “flexibility” to focus its purchases on particular weak 
sovereigns (as compared with benchmarks based on the amount of capital 
which each member country paid into the ECB), though these should come back 
into line (with the benchmarks) by the time the program is finished (no finishing 
date, only must not be before December 2020).   
 

One point more, in coming weeks and months the ECB’s back-door operations 
are surely going to exceed those through asset purchases at its front door – and 
none of this even comes into the Karlsruhe Court’s deliberations.    The back-
door operations include all those special loan facilities for banks throughout the 
union, but most of all in Italy and Spain; and ultimately these provisions which 
allow national central banks in emergency to lend directly to their own banks 
and print money for this purpose.  
 
Oops, the Court has also asked the German government to get information from 
the ECB about how it is going to eventually run down the bonds in its portfolio.    
No doubt; the wizards of the ECB can compose a story of how the bonds will 
disposed of. 
 

So, where do we go from here?   
 

First, EU officials in Brussels and ex-ECB senior officials hum and haw about an 
assault on ECB “independence”.  Who are they trying to kid?   Who did not know 
that ex-Chief Draghi, before he boldly swaggered about “doing whatever it 
takes” or starting his QE programs, checked in first with Frau Merkel (without 
the Bundesbank president even being present)?   
 

Second, we will have the reality show of the German Chancellery together with 
the Bundesbank getting the ECB to deliver an explanation by midnight at the 
expiry of the 3-month notice period during August.  The German government 
will take its time and finally say that it is satisfied with the explanation.  (Why 
wouldn’t it be, given Draghi’s prior clearing with Merkel as above.) 
 

The concerned citizens might try to get the Court to question the government’s 
grounds for satisfaction with its explanation – but that particular dialogue could 
run and run.   Meanwhile the same group of concerned citizens could decide to 
continue the pantomime and take a new case against the ECB with respect to 
the pandemic asset market purchase program.   
 

Welcome to the verdict in 2023!  Perhaps the opposition to Merkel within the 
CDU and CSU will take up the Court lead and use it towards organizing a coup 
against the Chancellor.   Possible, but the central scenario by far is for a Green-
CDU government to emerge from next year’s Bundestag elections.  
 

From the make-believe room of the Karlsruhe courthouse to the real world of 
the currency markets, where crumbling and ailing fiat monies compete with 
each other; here a top question for appraisers of the euro is the imminence and 
possible impact of an Italian state bankruptcy. 
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The spectre of Italian bankruptcy – still only a tail risk for the euro? 
 

Italian gross government debt is climbing from 135 per cent of GDP at the end 
of 2019 to an estimated 160 percent of GDP in 2021.  That may not be a 
mountain more than the 135-140 percent of GDP to which the US government 
debt could reach by end-2021, though several mountains ahead of Germany (68 
percent 2021), Netherlands (58 percent) and Switzerland (45 percent).   Yes, Italy 
has 2450 tonnes of gold reserves (Germany 3470, US 8140, France 2436), but in 
no way are these ever going to be security for public debt.   But unlike the US, 
Italy does not have unrestricted access to the money printing machines or the 
monetary levers for holding down the real cost of its debt (unlike the US), though 
it has done a very good job of getting proximate access, especially under the 
Draghi ECB.  And unlike the US, there is no international reserve demand for 
Italy’s debt securities 
 

The possibility that one day the Italian government might write down the 
nominal value of its debt (or equivalently lower the interest paid on existing 
long-term debt) – or that it might exit EMU and pay back in Italian euros – is 
reflected in a risk premium (for example 10-year Italy BTPs now yield 230 bps 
more than 10-year Bunds).  At the present level of risk premium, if paid across 
all debt, that would amount to extra debt servicing cost of around 3 percent of 
GDP.    
 

Bund vs BTP Continuous Futures (2010 – present) 
 

          
Source: Cassian Capital LLP 

 

The bear scenario (in favour of BTP out-performance) in the chart above supposes 
that we are just about to resume a phase of strong BTP out-performance that 
commenced in Q4 2018, pausing for 6 months, having bounced from the strong trend 
support shown. Under this scenario, we would expect further BTP outperformance of the 
order of 12-15% over the course of the next 3-6 months which ultimately takes out 
the trend support, modelling the move off the shape of the Nov 2011 - Jan 2013 period. 
 

However, under present circumstances, Italy only pays this premium on a 
portion of its debt. The debt which is held by the Banca d’Italia (now around 16% 
of the total) pays the risk premium to the State of Italy (a round-trip); similarly,  
the amount in the Italian banking system (around 30%) pays the premium to the 
banks, which can fund themselves at zero or negative rates at the ECB. The profit 
on this operation from the viewpoint of the banks goes towards defraying the 
burden of their massive non-performing loans and some would say high 
administrative costs.  
 

BTP outperforance expected for 
the next 3 – 6 months.  
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The other holders are made up of Italian insurance companies, Italian asset 
managers, other European banks/asset managers, others.   Note that almost 80 
percent of the total of Italian government debt is held within Italy (including the 
Bank of Italy and Italian banks). 
 

The new mountain of Italian debt now being issued (2020-21), say 400bn euros, 
might be divided 100-150bn to the ECB (held by Banca d’Italia), 150bn to Italian 
banks and the rest to yield-seekers worldwide. All of this can start to 
unscramble, with flight out of existing stocks of debt overpowering all such flow 
considerations.  
 

The main catalyst to such an unscrambling would be enhanced anxiety amongst 
either foreign or domestic investors in Italian government debt that the 
Northern European countries (and most importantly Germany) are no longer 
ready to go along with the existing status quo.   This disruption could come due 
to a feared combination of political and economic developments within Italy and 
outside Italy.   And this wave of fear could extend to holders of deposits with 
Italian banks. 
 

Flight out of Italian banks is endemic, but it could suddenly build momentum.   
In some respects Italian banks are already an empty shell.   Their deposit base 
has shrunk as Italian savers have removed their deposits to better protected 
banks in Northern Europe, most of all Germany (in the perception that these 
have the German government behind them).   The deposit surplus with German 
banks �ueled by such inflows has in turn been lent back to Italian banks via the 
target-2 account in the ECB (technically the German banks lend their surplus to 
the Bundesbank, whose credit balance in the target 2 system grows in step, and 
to be lent on to the Banca d’Italia where the Italian banks access the vast and 
growing ECB credit facilities).  Thus the Italian banking system has become a 
camouflaged support operation for Italian government debt – and this critically 
depends on the Bundesbank as intermediary.  In any future Italian bust, Berlin 
would have to act deliberately to prevent vast collateral damage in Germany, 
via losses on the target 2 credit balance held by the Bundesbank, and such 
prevention would hurt international savers in German banks (see below) – 
including Italians.      
 

A flight of out of Italy precipitating a bust has long been a tail risk, and the 
pandemic has caused the tail to grow, but not metamorphosize into something 
else.  The ECB can try to suppress the flight quickly by unlimited lending into 
Italy, doing whatever it takes; but Germany could always call a halt (irrespective 
of any long-run rumblings out of Karlsruhe).    
 

Then the authorities in Rome, backs against the wall, can take one or more of 
several emergency actions – including a  temporary freeze on deposit 
withdrawals, haircuts on large deposits, haircuts on certain holders of long-
maturity Italian government bonds, or a “temporary” suspension of clearing 
deposits from Italy with other EMU members through the ECB (in effect the 
introduction of an Italian euro), including a suspension of paying out euro 
banknotes at one-to-one against Italian euro deposits.   
 

Note that the flight of money out of Italy into northern European banks, 
especially Germany, means the latter has an even larger credit balance with 
Target 2 in the ECB and Italy and an even bigger debit.   When Italy leaves EMU, 
that debit would fall sharply in value and correspondingly Germany as creditor 
would suffer a large loss (at the end of March Germany’s credit in the Target 2 
system was almost 1 trillion euros). 
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It would be possible for Germany to mitigate its implicit loss in such 
circumstances by ruling that any Italian deposits of euros in Germany are 
repayable only in Italian euros – and in effect drawing on its target 2 credit 
balance to do so.   Or alternatively, Germany and a group of other countries 
could leave EMU at the same time as Italy, all forming a new union, and with all 
Italian or other now non-resident deposits with the new union banks not being 
repayable in the new euros. All of this is highly messy and inherently conflict-
building, with legal resolutions ultimately proving to be intergovernmental.  
   

The central scenario here is that the Italian government debt bankruptcy risk 
continues as a tail risk only from the viewpoint at least of 2020.   A new wave of 
infection in this pandemic hitting again Italy could make that tail risk become 
actuality. Also negative would be a long delay in getting the Italian tourist 
industry re-started.    
 

Leaving that scenario to one side, a big factor in the euro-dollar is a potential 
bursting of the pandemic stock boom on Wall Street, perhaps coupled with 
growing distress in various credit markets, which could prompt new radical 
monetary action from the alliance of the Powell Fed and the Mnuchin Treasury 
before US election day. Yes, Chief Powell denied this week any intent to 
introduce negative rates;  but who would place confidence in any of his 
assurances on this point or any other radical measure.  
 
Fear of the Mnuchin-Powell couple and wariness of pandemic bubble    
 

We have already pointed out in this publication how the resurgence in the US 
equity market since mid-March has been led in part by a celebration of 
enhanced monopoly power and thereby future profits in the Big Tech sector 
together with actual sales and profits success due to the pandemic in some cases 
(one thinks of Amazon here);  along with this has been the questionable view 
that the Treasury-Fed alliance has diffused any potential credit-bubble bursting.    
Narratives such as these can change on a dime.  It is not self-evident that 
Amazon is building a secure future as a monopolist even though the waiting time 
for its sales are running up during the pandemic.   As pointed out in our recent 
alert, there may be an Indian summer for bricks and mortar competition, and 
new competition can come from unexpected quarters. All these platform 
monopolies or would be monopolies are vulnerable to technological change 
which would match buyers and sellers directly (such as blockchain). And a 
Democratic landslide in the November 2020 elections could usher in important 
labour law changes and anti-trust action which would challenge the monopoly 
profit narrative.  

FANG Index Future (2019 – present) 

 
                                                                                                                                                                                                                                   Source: Barchart 
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First comes Election Day.  And no-one should underestimate the potential action 
which the Mnuchin-Powell pair might take to bolster a sagging stock market into 
late summer or autumn.   More QE, a new asset buying program, openly talking 
the dollar down, even hints at a different attitude to negative rates – this is all 
on the table.  
 

A longer term threat to the dollar and indeed to dollar hegemony comes from a 
likely high inflation aftermath to the pandemic, most likely well beyond the 
present armed truce (where the infection wave ebbs but there is high defence 
and alert) into the final peace (vaccine, cure, or self-destruction of the virus).     
The gold market suggests concern about high inflation is already here – but that 
is not wholly a dollar story. In the euro-zone, high inflation is a likely path 
towards reducing Italian government debt in real terms,  indebtedness of 
crippled banks in Italy and elsewhere, and also a range of non-banks. In 
Germany, the political coalition in favour of inflation is much weaker than in 
Italy; nonetheless, high euro-inflation has advantages for the euro-centrists in 
Germany even though they would never admit this in public.  It would allow the 
house of cards to stay upright – staving off the blights of banking distress and 
sovereign debt bankruptcy which would cause monetary union to unravel. 
 

 
A Breakout of the Swiss Franc 
 

Enter the Swiss franc, and a contemporary aspect of its haven role. In 
Switzerland there is no strong coalition which would gain from inflation.  
Government debt to GDP is at the lowest end of the range; no political party 
would even implicitly support inflation as a way of salvaging the “European 
dream” – and in any case, high inflation in Switzerland would not materially help 
weak European debtors.   Certainly, the leadership of the Swiss National Bank is 
now a far cry from the monetarists of the 1970s - it has embraced the neo-
Keynesian consensus of the central bankers’ club.   Even so, low inflation as an 
aim in Switzerland is harder than elsewhere.  The SNB aims for inflation at less 
than 2 percent and would press the policy response button only if inflation falls 
sustainably below zero.  
 

By contrast, the ECB and Fed aim for inflation at 2 percent, and are as concerned 
in principle if inflation undershoots or overshoots that target.   Moreover, the 
Fed and ECB would be inclined in the post-pandemic world to pretend that 
inflation above 2 percent is only a blip, and in any case, should be averaged out 
with previous under-shoots.   There is no such inclination likely in the case of the 
SNB.  
 

The result of these perceptions is that investors pulling funds out of the dollar 
due to fear of the various factors mentioned here have grounds to focus on the 
franc.  Some of these might be able to obtain zero interest deposits in Swiss 
banks or build up hoards of large denomination Swiss banknotes.   Others must 
either suffer negative rates or equivalently roll over long positions in francs in 
the forward market at significant premium to the dollar (much diminished 
though since US dollar rates collapsed earlier this year). The euro and yen might 
well gain from dollar disenchantment, but they are themselves negatively 
influenced by high inflation fears in the long-run, based on crumbling public 
finances, and in the case of the euro, existential risk.  
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The SNB, though, acting in conjunction with the Swiss government, has no 
appetite for a strong franc and has been intervening heavily in the currency 
market to prevent a breach of the 1.05 level against the euro.   This effort is likely 
to fail, not least because continued heavy intervention would strain relations 
with the US (with Switzerland already on the watch list for currency 
manipulation).  Berne is already striving to negotiate a free trade agreement 
with the US and shelter from a likely Europe-US trade war beyond the US 
elections. The SNB also must watch domestic political resentment against its 
intervention – with potential losses on foreign exchange purchases if coupled 
with a bursting of the bubble in US pandemic stocks (a large position in the SNB 
reserves) earning it rebuke. 
 
 

$/CHF (inverse of Swiss Franc continuous future)  1972 – present 
 

 
                                                                      Source: Cassian Capital LLP 

 

The Bear case (Swiss Franc strengthening) is predicated on a symmetry of bull and bear 
cycles around the point labelled "Middle of Pattern". Corresponding points before and 
after the axis of symmetry are labelled accordingly as 1 and 2 and joined by parallel 
lines to highlight the similarity. It is supposed that the market is now in the equivalent 
stage 2 to 3 which calls for a rapid decline in $/CHF to a target in the region of 0.70 by 
year end 2021. Bears will be encouraged if the clearly defined rising trend support is 
broken; it comes in at around 0.92 at the time of writing. 
 
Bottom line: 
 

The Karlsruhe judgement is not a game changer for the foreign exchange 
markets and the behaviour of the euro there. Italian bankruptcy remains a 
significant tail risk for investors to consider, already priced in as such.  Not priced 
in so well could be bursting of the pandemic stock boom on Wall Street and 
devaluation strokes by the Mnuchin-Powell couple in the run-up to Election Day. 
The course of the pandemic remains a big unknown – with any deterioration in 
truce or fading of peace prospects generating dollar rebounds, unless the new 
wave of infection remains restricted to the US only (in which case the dollar 
would fall).  Amongst the non-dollar currencies, the Swiss franc stands out for 
special attention. In the short run it could gain from the SNB having to back down 
from its present massive manipulation of the currency markets.  From a longer 
term viewpoint, the franc stands out as the fiat money least subject to post-
pandemic inflation danger.    
 

 


