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Expectations in a nutshell

• Markets have been fretting
about Frexit. However,
there are factors beyond
the survival of the common
currency to consider,
when you look at Eurozone
government bonds.

• For the government in
question, sovereign default
is never an easy option.

• Just because you dislike
someone’s politics does
not necessarily make them
harmful to your bond-market
wealth.

All opinions and claims are based
upon data on 5/2/17 and may not
come to pass. This information
is subject to change at any
time, based upon economic,
market and other considerations
and should not be construed
as a recommendation. Past
performance is not indicative
of future returns. Forecasts
are based on assumptions,
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hypothetical models that may
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Fixed Income

Of Frexit, sovereign defaults and other

boogeymen

In bond markets, there is always a tendency to

overreact. To avoid knee-jerk reactions, investors should

think more carefully about why and when to worry.

On Sunday, April 23rd, socially liberal Emmanuel Macron
convincingly won the first round of the French presidential
elections. It is still too early to altogether write off Marine Le
Pen, his far-right opponent in the run-off. In recent days, Macron’s
inexperience has been beginning to show. Perhaps, he is also
exhausted. In any case, Macron has already committed several
faux-pas, notably when visiting his home town Amiens last week.
As my European colleagues have argued, however, there are few
signs as yet in the data that would suggest much of an opening for
Le Pen.

Bond and political betting markets have come to similar
conclusions. Throughout the long campaign, spreads between
French and German government bonds have moved in tandem
with the likelihood of Le Pen winning, as measured by the odds in
electronic betting markets.

Likelihood of Le Pen victory & spread France vs. Germany

Sources: Oddchecker, Bloomberg Finance L.P., Deutsche Asset Management Investment GmbH,
as of 5/2/17

Since Friday, April 21st, Le Pen’s odds of winning have receded,
according to betting markets. So, too, have spreads of French 10-
year government bonds over German ones. And so too, have the
spreads of government bonds from other Eurozone countries, such
as Spain and Italy, perceived to be vulnerable if France gets into
trouble.

In terms of tactical investor positioning, these market reactions are
completely understandable. Perhaps surprisingly, they also make
sense from a longer-term perspective. Even during the worst of
the Frexit fears, France was seen as one of the credit-worthier
borrowers. When trading Eurozone sovereign bonds there are
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factors to consider beyond how likely the survival of the common
currency area as a whole appears to be at any given point in time.

For example, the outlook for a highly indebted country like Greece is
likely to be much worse than that of another highly indebted country
like Italy. Even if they had exactly the same debt load, it seems likely
Greece would have a much tougher time fending for itself. At least,
that’s what their respective histories suggest.

That old Greek tragedy

In the days of the Drachma, Greece already had the same weak
institutions that have hampered the efforts of various recent
governments to enact reforms ever since. Most importantly,
Greece has always had a patchy track record when it comes to
collecting taxes. Following the oil shocks of the 1970s, successive
governments failed to tame inflation. Social spending and public
sector employment rose quickly in misguided attempts to boost the
economy.

All this was debt-financed; most of the bonds were held by Greek
banks, which were mostly controlled by the Greek government.
The interest rates on those bonds, as well as on bank deposits on
loans, were mostly set administratively, according to a complex set
of rules and regulations. The predictable result was a long period
of economic malaise with the Drachma continuously declining
in value. In Greece, 1970s style stagflation lasted until the early
1990s. The economic pain, in turn, reinforced public pressures for
governments to spend even more. It was only the prospect of
membership to the European Monetary Union (EMU) that finally
allowed Greece to break this vicious cycle, as a weighty, 650-
page report by the Bank of Greece and The Brookings Institution, a
Washington think tank, noted in 2001.1

In Greece, the initial result of EMU membership was a boom in the
early 2000s, thanks to falling interest rates. Unfortunately, Greece
subsequently squandered the opportunity to get its public finances
in order or to continue liberalizing its product and labor markets.
It also failed to pursue further reforms to its public sector, starting
with building a functioning tax system and making its welfare
state affordable. From a bond-market perspective, Greece has been
a basket case for more than four decades. EMU membership
temporarily plastered over its structural weaknesses – making them
all the more glaring when they moved back into the market spotlight
during the crisis.

A short Italian journey

Contrast this with Italy, which was doing pretty well throughout the
2nd half of the 20th century. Public-sector debt was a challenge,
to be sure, but a manageable one as long as the private sector
remained pretty healthy. Much of Italian government debt was held
directly and indirectly, by private households, and steadily inflated
away. Italy was by no means perfect, but from the perspective of

1Ralph C. Bryant, Nicholas C. Garganas, George S. Tavlas (editors), Greece’s Economic Performance and Prospects, Bank of Greece and The
Brookings Institution, 2001

https://deutscheam.com/cio-view


5/3/2017

All opinions and claims are based
upon data on 5/2/17 and may not
come to pass. This information
is subject to change at any
time, based upon economic,
market and other considerations
and should not be construed
as a recommendation. Past
performance is not indicative
of future returns. Forecasts
are based on assumptions,
estimates, opinions and
hypothetical models that may
prove to be incorrect. Deutsche
Asset Management Investment
GmbH

All articles are available on https://deutscheam.com/cio-view 3

foreign bond holders owing dollar-denominated Italian bonds, say,
it all worked pretty well.

Italy’s stagnation only really started under the EMU. When thinking
the unthinkable, namely what would happen to a particular country
if the Eurozone went under, it surely is appropriate to differentiate
between a country like Greece and a country like Italy.

The French connection

Which brings me back to France. To be sure, the plans unveiled by
Le Pen and her team are worrying. The core idea is creating a new
currency and redenominating the bulk of French public sector debt,
if need be. The new Franc would supposedly be “closely” linked to
the euro, eventually allowing for devaluations in an “orderly” way.

The direct and indirect effects of such re-Franc-ization would
most probably have dramatic negative consequences for the
whole Eurozone and its financial sector. It seems unlikely that the
scenario would play out quite along those lines. Le Pen would face
tremendous political and constitutional hurdles to deliver on her
Frexit promises. Most French voters are in favor of staying within
both the Eurozone and the European Union. If Le Pen somehow
won, she would have strong incentives to tone down her rhetoric
further and take all things euro-related slowly indeed as the newly
elected president. But if she somehow convinced French voters
to leave the common currency, her Eurozone partners would have
strong incentives to try to limit the fall-out.

There is little doubt, moreover, that following an orderly exit, a
country like France would have a decent chance to maintain or
fairly quickly regain credibility in bond markets. Going back over
the last 200 years, France has had a pretty good track record
in avoiding sovereign default, much better, say, than Austria or
Germany. Leaving aside the decision in 1934 not to repay the
external debts incurred during World War I, you arguably have to go
back all the way to 1812 and the Napoleonic Wars to find a clear-
cut case of French sovereign default.

Sovereign default is never an easy option

The reason for this is simple and of broader significance: for a
government of any sort, defaulting on external financial debt is not
an easy option. It carries tremendous economic and political risks,
because at least in the short term, it makes raising new funding
impossible. In the French context, it is by no means a stretch to
see the problem of public finances as a root cause of the French
revolution of 1789, as Thomas Sargent, a 2011 recipient of the
Nobel memorial prize in economics once argued.2 (The deterioration
in public finances during the waning years of the old regime, in turn,
was caused by a series of financially disastrous wars, mostly with
Britain.)

2Thomas J. Sargent , and François R. Velde , "Macroeconomic Features of the French Revolution," Journal of Political Economy 103, no. 3, 1995,
pp. 474-518
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Governments do not like to default. They do it if there is no other
option, because they are chronically unable to raise necessary
funding. That, in turn, depends on their ability to raise taxes. And
when it comes to taxation, the French are second to none.

“The art of taxation consists in so plucking the goose as to obtain
the largest possible amount of feathers with the smallest possible
amount of hissing.” That quote is variously ascribed to either Jean-
Baptiste Colbert, the finance minister under the Sun King Louis
XIV, or Louis XIV’s chief minister and Colbert’s boss, Cardinal Jules
Mazarin. Either way, the French state has had more than 350 years
of experience when it comes to “plucking the goose.” Whoever
moves into the Élysée Palace will inherit that apparatus.

Following years of quantitative easing by the European Central
Bank, no member country is likely to be able to extract itself from
the Eurozone without doing much damage to itself and its partners.
France, however, would probably be in a better position than most
in pulling off such a hazardous feat. The reason is that unlike many
of its partners, it has the sort of institutions that should keep the
French state solvent. This is not necessarily a good thing from the
perspective of French tax payers. But it is exactly the sort of thing
you tend to appreciate as a bond investor when looking at, say, a
country in emerging markets whose currency peg is under attack.
Markets tend to look more closely at the institutions of emerging
markets than they do when assessing advanced economies. This is
probably based on a misguided view of seeing advanced economies
as altogether different from emerging markets.3

A lesson from emerging markets

This takes me back to my initial source of inspiration for writing
this post. By coincidence, Bloomberg ran an interesting story a few
days ahead of the first round of the French presidential elections.4

It compared how emerging-market sovereign bonds have done in
recent years, depending on how democratic the issuing country
was. Two eye-catching examples mentioned were the diverging
fortunes between Venezuela and El Salvador. Throughout all
its recent travails, Venezuela has reliably made good on its
payments to foreign bondholders. In democratic El Salvador, by
contrast, political squabbling and brinkmanship recently caused
the government to default on a relatively small payment to a
local pension fund, leaving foreign bondholders to fret about the
implications.

These are not isolated examples. For the past few years, there
seems to have been a link between democratic rule and bond-
market underperformance, according to Bloomberg. This link
disappears, the further you look back. Lately, however, the article5

concludes that “Dictatorships are on a hot streak in the bond
market.” The statement is provocative, to be sure. But it is
also a helpful reminder applicable in developed democracies as
much as in autocratic emerging markets: Just because you dislike

3Carmen M. Reinhart and Kenneth S. Rogoff, Financial and Sovereign Debt Crises: Some Lessons Learned and Those Forgotten, Journal of
Banking and Financial Economics 2, no. 4, 2015, pp. 5–17
4Ben Bartenstein, The Bond Market Prefers Dictators to Democracies, Bloomberg, 4/20/17
5Ben Bartenstein, The Bond Market Prefers Dictators to Democracies, Bloomberg, 4/20/17
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someone’s politics does not necessarily make them harmful to your
bond-market wealth.
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Glossary

European Central Bank (ECB)

The European Central Bank (ECB) is the central bank for the
Eurozone.

European Union (EU)

The European Union (EU) is a political and economic union of 28
member states located primarily in Europe.

Eurozone

The Eurozone is formed of 19 European Union member states that
have adopted the euro as their common currency and sole legal
tender.

Eurozone

The Eurozone is formed of 19 European Union member states that
have adopted the euro as their common currency and sole legal
tender.

Frexit

Frexit describes plans to lead France out of the European Union and
the Eurozone.

Quantitative easing (QE)

Quantitative easing (QE) is an unconventional monetary-policy tool,
in which a central bank conducts broad-based asset purchases.
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Risk warning

Investments are subject to investment risk, including market
fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can
fall as well as rise and you might not get back the amount originally
invested at any point in time.

Investments in Foreign Countries – Such investments may be in
countries that prove to be politically or economically unstable.
Furthermore, in the case of investments in foreign securities or
other assets, any fluctuations in currency exchange rates will
affect the value of the investments and any restrictions imposed
to prevent capital flight may make it difficult or impossible
to exchange or repatriate foreign currency. Foreign Exchange/
Currency – Such transactions involve multiple risks, including
currency risk and settlement risk. Economic or financial instability,
lack of timely or reliable financial information or unfavorable
political or legal developments may substantially and permanently
alter the conditions, terms, marketability or price of a foreign
currency. Profits and losses in transactions in foreign exchange
will also be affected by fluctuations in currency where there is a
need to convert the product’s denomination(s) to another currency.
Time zone differences may cause several hours to elapse between
a payment being made in one currency and an offsetting payment
in another currency. Relevant movements in currencies during
the settlement period may seriously erode potential profits or
significantly increase any losses.

High Yield Fixed Income Securities – Investing in high yield bonds,
which tend to be more volatile than investment grade fixed income
securities, is speculative. These bonds are affected by interest rate
changes and the creditworthiness of the issuers, and investing in
high yield bonds poses additional credit risk, as well as greater risk
of default.

Hedge Funds – An investment in hedge funds is speculative
and involves a high degree of risk, and is suitable only for
“Qualified Purchasers” as defined by the US Investment Company
Act of 1940 and “Accredited Investors” as defined in Regulation
D of the 1933 Securities Act. No assurance can be given that
a hedge fund’s investment objective will be achieved, or that
investors will receive a return of all or part of their investment.
Commodities – The risk of loss in trading commodities can
be substantial. The price of commodities (e.g., raw industrial
materials such as gold, copper and aluminium) may be subject
to substantial fluctuations over short periods of time and
may be affected by unpredicted international monetary and
political policies. Additionally, valuations of commodities may be
susceptible to such adverse global economic, political or regulatory
developments. Prospective investors must independently assess
the appropriateness of an investment in commodities in light
of their own financial condition and objectives. Not all affiliates
or subsidiaries of Deutsche Bank Group offer commodities or
commodities-related products and services.
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Investment in private equity funds is speculative and involves
significant risks including illiquidity, heightened potential for loss
and lack of transparency. The environment for private equity
investments is increasingly volatile and competitive, and an investor
should only invest in the fund if the investor can withstand a total
loss. In light of the fact that there are restrictions on withdrawals,
transfers and redemptions, and the Funds are not registered under
the securities laws of any jurisdictions, an investment in the funds
will be illiquid. Investors should be prepared to bear the financial
risks of their investments for an indefinite period of time.

Investment in real estate may be or become nonperforming after
acquisition for a wide variety of reasons. Nonperforming real estate
investment may require substantial workout negotiations and/ or
restructuring. Environmental liabilities may pose a risk such that
the owner or operator of real property may become liable for the
costs of removal or remediation of certain hazardous substances
released on, about, under, or in its property. Additionally, to the
extent real estate investments are made in foreign countries, such
countries may prove to be politically or economically unstable.
Finally, exposure to fluctuations in currency exchange rates may
affect the value of a real estate investment.

Structured solutions are not suitable for all investors due to potential
illiquidity, optionality, time to redemption, and the payoff profile of
the strategy. We or our affiliates or persons associated with us or
such affiliates may: maintain a long or short position in securities
referred to herein, or in related futures or options, purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation. Calculations
of returns on the instruments may be linked to a referenced
index or interest rate. In such cases, the investments may not be
suitable for persons unfamiliar with such index or interest rates, or
unwilling or unable to bear the risks associated with the transaction.
Products denominated in a currency, other than the investor’s home
currency, will be subject to changes in exchange rates, which may
have an adverse effect on the value, price or income return of the
products. These products may not be readily realizable investments
and are not traded on any regulated market.

Hong Kong

The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the investments contained herein. If you are
in any doubt about any of the contents of this document, you
should obtain independent professional advice. This document has
not been approved by the Securities and Futures Commission in
Hong Kong nor has a copy of this document been registered by
the Registrar of Companies in Hong Kong and, accordingly, (a)
the investments (except for investments which are a “structured
product” as defined in the Securities and Futures Ordinance
(Cap. 571 of the Laws of Hong Kong) (the “SFO”)) may not be
offered or sold in Hong Kong by means of this document or
any other document other than to “professional investors” within
the meaning of the SFO and any rules made thereunder, or in
other circumstances which do not result in the document being
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a “prospectus” as defined in the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32 of the Laws of Hong
Kong) (“CO”) or which do not constitute an offer to the public within
the meaning of the CO and (b) no person shall issue or possess
for the purposes of issue, whether in Hong Kong or elsewhere, any
advertisement, invitation or document relating to the investments
which is directed at, or the contents of which are likely to be
accessed or read by, the public in Hong Kong (except if permitted
to do so under the securities laws of Hong Kong) other than with
respect to the investments which are or are intended to be disposed
of only to persons outside Hong Kong or only to “professional
investors” within the meaning of the SFO and any rules made
thereunder.

Singapore

Singapore Interests in the funds mentioned herein are not allowed
to be made to the public or any members of the public in Singapore
other than (i) to an institutional investor under Section 274 or 304
of the Securities and Futures Act (Cap 289) (“SFA“), as the case
may be, (ii) to a relevant person (which includes an Accredited
Investor) pursuant to Section 275 or 305 and in accordance with
other conditions specified in Section 275 or 305 respectively of
the SFA, as the case may be, or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision
of the SFA.

Important Information

Deutsche Asset Management is the brand name of the Asset
Management division of the Deutsche Bank Group. The respective
legal entities offering products or services under the Deutsche
Asset Management brand are specified in the respective contracts,
sales materials and other product information documents.
Deutsche Asset Management, through Deutsche Bank AG, its
affiliated companies and its officers and employees (collectively
“Deutsche Bank”) are communicating this document in good faith
and on the following basis.

This document has been prepared without consideration of
the investment needs, objectives or financial circumstances of
any investor. Before making an investment decision, investors
need to consider, with or without the assistance of an
investment adviser, whether the investments and strategies
described or provided by Deutsche Bank, are appropriate, in
light of their particular investment needs, objectives and financial
circumstances. Furthermore, this document is for information/
discussion purposes only and does not constitute an offer,
recommendation or solicitation to conclude a transaction and
should not be treated as giving investment advice. Deutsche Bank
does not give tax or legal advice. Investors should seek advice
from their own tax experts and lawyers, in considering investments
and strategies suggested by Deutsche Bank. Investments with
Deutsche Bank are not guaranteed, unless specified.

Investments are subject to various risks, including market
fluctuations, regulatory change, possible delays in repayment and
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loss of income and principal invested. The value of investments
can fall as well as rise and you might not get back the amount
originally invested at any point in time. Furthermore, substantial
fluctuations of the value of the investment are possible even
over short periods of time. The terms of any investment will
be exclusively subject to the detailed provisions, including risk
considerations, contained in the offering documents. When making
an investment decision, you should rely on the final documentation
relating to the transaction and not the summary contained herein.
Past performance is no guarantee of current or future performance.
Nothing contained herein shall constitute any representation or
warranty as to future performance. Although the information herein
has been obtained from sources believed to be reliable, we do
not guarantee its accuracy, completeness or fairness. Opinions and
estimates may be changed without notice and involve a number
of assumptions which may not prove valid. We or our affiliates or
persons associated with us or such affiliates (“Associated Persons”)
may (i) maintain a long or short position in securities referred to
herein, or in related futures or options, and (ii) purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation.

The document was not produced, reviewed or edited by any
research department within Deutsche Bank and is not investment
research. Therefore, laws and regulations relating to investment
research do not apply to it. Any opinions expressed herein
may differ from the opinions expressed by other Deutsche Bank
departments including research departments. This document may
contain forward looking statements. Forward looking statements
include, but are not limited to assumptions, estimates, projections,
opinions, models and hypothetical performance analysis. The
forward looking statements expressed constitute the author’s
judgment as of the date of this material. Forward looking
statements involve significant elements of subjective judgments
and analyses and changes thereto and/or consideration of different
or additional factors could have a material impact on the results
indicated. Therefore, actual results may vary, perhaps materially,
from the results contained herein. No representation or warranty is
made by Deutsche Bank as to the reasonableness or completeness
of such forward looking statements or to any other financial
information contained herein.

This document may not be reproduced or circulated without our
written authority. The manner of circulation and distribution of
this document may be restricted by law or regulation in certain
countries, including the United States. This document is not
directed to, or intended for distribution to or use by, any person
or entity who is a citizen or resident of or located in any locality,
state, country or other jurisdiction, including the United States,
where such distribution, publication, availability or use would be
contrary to law or regulation or which would subject Deutsche
Bank to any registration or licensing requirement within such
jurisdiction not currently met within such jurisdiction. Persons into
whose possession this document may come are required to inform
themselves of, and to observe, such restrictions. Unless notified
to the contrary in a particular case, investment instruments are
not insured by the Federal Deposit Insurance Corporation (”FDIC“)
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or any other governmental entity, and are not guaranteed by or
obligations of Deutsche Bank AG or its affiliates.
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