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1 Greece
At the time of publication, the latest news is that the eurogroup is meeting to discuss fresh proposals 
from the Greek government which are believed to include some form of debt restructuring. Whether 
a “last second” pre-default deal can be arranged remains to be seen.

Q Andrew Rozanov

As the second quarter draws to a close, markets continue to be dominated by the three main 
risk factors: Greece, the Fed, and China. Let’s proceed in this order and start with the Greek 
situation, not least because over the weekend we seem to have moved to a qualitatively new 
stage in this crisis. Greece seems to be dominating all the headlines and overshadowing all 
other developments, even the worrying collapse in Chinese stocks. Are we finally going to see 
what ‘Grexit’ looks and feels like next week?

A Kit Juckes

Well, the Greek debt crisis really is a ‘crisis’ now. To recap, as negotiations between Greece’s 
government and the creditors reached a stalemate at the end of last week, PM Alexis Tsipras 
announced that a referendum would be held on 5 July for the Greek population to opine on the 
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austerity-for-lending proposal. Mr Tsipras then asked the creditors to extend funding temporarily, 
which they declined to do, while he also announced that he would recommend voting ‘No’ to 
further austerity. Since then, the ECB has announced that it will keep ELA emergency liquidity 
provision to Greek banks at an unchanged level, while reviewing its position as needed. As we 
all saw over the weekend pictures in the media of queues at ATMs, the assumption is that more 
liquidity will be needed, so Greek banks have now been closed and cash withdrawal limits have 
been introduced.

On Monday, in the wake of these developments, JPY and USD strengthened across the board, 
while the EUR dropped 1.5%, which is significant, but still more of a measured response rather 
than a panic. Then on Tuesday, somewhat unexpectedly, the common currency actually bounced 
back. Some might argue that it reflects a degree of complacency, with many market practitioners 
expecting the Greeks to vote ‘Yes’ to austerity to keep the country in the eurozone and the EU. But 
in any case, as I mentioned last week, the EUR still seems to be driven less by developments in 
Greece and more by interest rate differentials between the US and the eurozone.

In the first half of this year, EUR/USD and EUR/JPY have both tracked the 2-year EUR swap rate, 
but in the second quarter EUR/USD has followed the 10-year German-US bond yield spread 
even more closely. While this situation won’t last, for now it dominates all other factors. And, 
of course, on this logic, the driver of EUR/USD hinges on two factors, which are only indirectly 
affected by Greece. Firstly, stronger US data – and on 2 July we will see the all-important US 
non-farm payrolls report for June – may push the Fed in the direction of tightening, regardless 
of how it might affect the risk sentiment in Europe and China. Secondly, we might see the Bund 
rally get going again – and here, of course, Greece has a role to play. If this scenario plays out, 
you may want to be short EUR (and higher yielding EM and commodity exporter currencies) 
against the USD and JPY.

A Neil MacKinnon

I remarked last week that trading Greek headlines was a dangerous game. And so it proved. 
The announcement that Greece will hold a referendum next Sunday on the creditors’ proposals 
roiled the markets. Essentially, this marks a key turning-point in this crisis. It certainly means that 
any further talks are out of the question, because they are pointless: if somehow, miraculously, 
there was a fresh new set of proposals, would it require yet another referendum? The recent 
developments will surely embolden the hawks amongst the creditors who will say: “I told you 
so, the Greeks are not to be trusted!”

My view is that the so-called ‘last minute deal’ that the markets were looking and hoping for 
prior to the referendum announcement was never going to solve the real problem facing the 
Greek economy, which is the rising burden of government debt. Various schemes – such as using 
ESM bank recapitalisation funds, or using the profits on the ECB’s portfolio of Greek bonds, or 
anything else that might help find the odd euro lurking in the darkest corners of the Eurosystem 
– seem designed to defuse a potential crisis in the Eurozone rather than defuse the actual crisis 
in Greece. This ‘money roundabout’ in which creditors agree to loan money to Greece so they 
can be repaid straight back is ludicrous! Nearly everyone acknowledges that the original Greek 
‘bail-out’ was actually a bail-out of the German and French banks. Adding debt onto more debt 
while imposing further fiscal austerity is a recipe for disaster. 

“... stronger US data 
... may push the Fed 
in the direction of 
tightening...”
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The creditors’ proposals of VAT increases and spending cuts would actually depress domestic 
demand further, and thus the Greek economy would remain firmly entrenched in a ‘debt trap’. 
So what next? Missing the €1.5 billion payment to the IMF on 30 June constitutes a technical 
default, though under the IMF’s own rules there can be a 30-day grace period and the missed 
payment can be treated as ‘arrears’. The main crunch point comes on 20 July, when the 
Greek government is scheduled to make a €3.5 billion payment to the ECB. The Greek 
banking system now faces a solvency crisis rather than a liquidity crisis. Contingent on a political 
decision by EU leaders on Greece, the ECB stands ready to implode the Greek banking system 
should it cut off liquidity assistance completely. Strictly speaking, for as long as Greece is inside 
the EU and therefore part of the Eurosystem, the ECB is obliged to act as ‘lender of last resort’. 
By not doing so, it sets a precedent, which will have serious consequences and will likely trigger 
a bank deposit flight from ‘southern’ banks in the EU periphery to safer ‘northern’ banks in the 
EU core (or elsewhere).

2 Continued support for Greek banks

Q Andrew Rozanov

So it seems a foregone conclusion that Greece will miss the payment to the IMF on Tuesday. But 
from what you are saying, it is not necessarily this ‘credit event’ that will be crucial, but whether 
the ECB continues to provide emergency liquidity support for Greek banks?

A Kit Juckes

Indeed, Greece will most likely fail to make the payment to the IMF today, but this is not a make-
or-break issue. In fact, the three main credit rating agencies have said that failure to pay the IMF 
would not immediately constitute a formal default. More crucial, as you say, is continuation of 
ELA support by the ECB after the expiration of the bailout programme today. The ECB will meet 
to decide on the ELA on Wednesday, and I expect assistance to be maintained, at least through 
the referendum on Sunday.

On a broader note, the ECB has done a commendable job in ‘ring-fencing’ the Greek crisis and 
making the Eurozone more resilient to Greek default and potential ‘Grexit’ than it was just a 
few years ago. They introduced a substantial armoury to insulate government bond markets 
and the banking sector from the worst of the risk aversion that will inevitably result from such 
a scenario. But the Euro is still an escape valve, and – the recent bounce notwithstanding – an 
actual ‘Grexit’ will likely result in considerable currency weakness, which, by the way, is likely to 
be welcomed. So while Eurozone bond markets are likely to be relatively resilient (Greece 
excepted), the FX market is likely to suffer broad-based negative Euro sentiment and 
broad-based risk aversion.

3 What happens next?

Q Andrew Rozanov

So what happens between now and the Greek referendum on 5 July? And what happens if the 
ECB withdraws its liquidity support?

“... the three main 
credit rating 
agencies have 
said that failure to 
pay the IMF would 
not immediately 
constitute a formal 
default.”
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A Neil MacKinnon

Well, the Greek government is reported to be considering taking out a legal injunction should the 
ECB refuse to support the banks. EU leaders of course want to make next Sunday’s referendum 
one on EU membership, since most Greeks do not want to leave the EU. At the same time, it was 
the same Greek electorate that voted in the current government with a mandate to end fiscal 
austerity. Don’t forget: the Greek economy has gone through the ‘wringer’ in terms of fiscal 
adjustment, shrinking 25% as a result. 

Gideon Rachman in the FT makes a good point when he says: “The EU has failed to deliver on 
its promise of prosperity and unity. By locking Greece and other EU countries into a failed economic 
experiment – the euro – it is now actively destroying wealth, stability and European solidarity.” 

Should the Greeks vote ‘No’ next Sunday, the probability of a ‘Grexit’ is high. The short-
term costs would be severe for the Greek economy, though in the medium to longer term 
a currency devaluation allied with monetary expansion and rising inflation expectations 
would underpin a Greek recovery (rather like the Argentine recovery post-default in 2002). 

Given that financial institutions’ exposure to Greece is somewhat limited, I do not expect a 
Lehman-style collapse. I think the contagion is more political than economic. Rising anti-euro 
sentiment throughout the EU and talk of an early EU referendum in the UK cast doubt on the 
longer-term viability of monetary union. Certainly, investors will be questioning the so-called 
‘irrevocable’ nature of monetary union, and will be concerned about the use of capital controls 
and the role of the ECB in ensuring system-wide integrity of the banking system.

4 Referendum fallout

Q Andrew Rozanov

Before we move on, let me ask you one last question on Greece: if the population votes ‘No’ in 
the referendum, how might things unfold then? What would be the sequence of events?

A Neil MacKinnon

Ideally, from the Greek point of view, a default inside the monetary union would be the best 
option, since it would allow them to reconcile two otherwise opposing preferences: restructure 
the debt and keep the country inside the Eurozone. But this can happen if, and only if, the ECB 
continue to support the Greek banking system. If that safeguard was removed, then there is 
little point staying inside the monetary union. In this scenario, the Greek government will likely 
take the view that, as a matter of emergency and to ensure the Greek economy can function in 
the normal sense of the word, it would be better off outside the Eurozone. This would involve 
nationalising the banks and re-introducing the drachma.

There would undoubtedly be severe short-term costs to the Greek economy. The new currency 
would probably devalue by at least 50% and the costs of recapitalising the Greek banking system 
would be onerous. Greek real GDP could drop by anything up to 10%, as money supply growth 
imploded. However, as I just said, the medium- to longer-term effects may actually prove positive. 

“Rising anti-
euro sentiment 
throughout the EU 
and talk of an early 
EU referendum in 
the UK cast doubt 
on the longer-
term viability of 
monetary union.”
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The dramatic one-off devaluation of the drachma would improve Greek competitiveness, while 
a recovery in domestic demand would arise from the increase in inflation expectations that 
would trigger a sharp rise in money velocity, thus easing Greek domestic monetary conditions. 
It is this channel of monetary expansion which is the key driver of nominal GDP growth. With no 
more payments on external debt and a primary budget surplus, the Greek government would 
also have some fiscal space to help revive the economy.

5 The US and the Fed

Q Andrew Rozanov

OK, now let us move on to the US economy and the Federal Reserve. Markets once again find 
themselves waiting for the non-farm payroll (NFP) report, which is due on Thursday 2 July. A 
strong print will undoubtedly increase the probability of the Fed finally taking action, which 
most market commentators expect in September. But how might this affect the situation in 
Greece and the unfolding events in China?

A Kit Juckes

Leaving Greece and China aside for the moment, the June labour market report should set 
the economic scene for the summer. As I mentioned on a number of occasions in our previous 
conversations, I have been of the view that trends in the FX and interest rate markets would 
be driven by the US rates curve this year. However, you are correct to highlight the potential 
spill-overs from the Fed’s actions in the context of Greece and China. If a strong NFP gain, or a 
further acceleration in wage growth, were to reinforce belief that the Fed ‘ought’ to raise 
rates in September, then global markets would potentially face a double-whammy. Also, 
don’t forget: with the 4 July holiday closing many US markets on Friday, liquidity will be 
reduced. So it really wouldn’t take much for risk aversion to build up and to be priced in quickly.

A Neil MacKinnon

Last week Kit mentioned that he keeps a close eye on US real interest rates, which are often 
a good indication of where the US dollar is headed. This got me thinking about real interest 
rates more broadly, and in particular, the notion of equilibrium real interest rates. From a 
market practitioner’s point of view, this concept may be somewhat esoteric, but it is at the 
heart of central bank decision-making and plays a crucial role in whether you believe the 
major economies are suffering from ‘secular stagnation’, ‘debt super-cycle’ or – if you want 
to be really gloomy – from Professor Robert Gordon’s thesis that this is as good as it gets and 
that US GDP per capita growth will halve over the next 25-50 years, reflecting demographic 
forces, absence of technological innovation, and falling educational attainment. I have 
included a chart on US and UK real interest rates. Purists can argue amongst themselves over 
the appropriate price deflator, or indeed more generally over the definition of real interest 
rates. In economic circles, the real equilibrium rate is the interest rate that equates savings 
and investment at full employment.

“... the June [US]
labour market 
report should set 
the economic scene 
for the summer.”
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The chart shows that the real equilibrium rate is variable over time. If you subscribe to the ‘secular 
stagnation’ thesis, then the real equilibrium rate will remain low. Indeed, the futures market is 
discounting very low nominal rates for some time, implying that the market believes in this 
thesis. Monetary policy ‘rules’ like the Taylor Rule assume a real equilibrium rate of 2%. Janet 
Yellen, the Fed boss, thinks it is 1.75%. Of course, the Taylor Rule also makes assumptions on 
unobservable elements like ‘full employment’ or ‘potential output’. This highlights the difficulty 
of having a precise monetary policy rule, given that some of the key assumptions might be 
incorrect! Anyway, readers might be interested in the latest speech by the Bank of England’s 
chief economist Andy Haldane, which I found very interesting, especially his claim that interest 
rates are at their lowest since Babylonian times! 

UK and US Real Interest Rates

Source:  The ECU Group, DataStream

Source: Thomson Reuters Datastream
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Source: “Stuck”, speech by Andrew Haldane, Bank of England (30 June 2015) 

6  China and EM 

Q  Andrew Rozanov 

Finally, before we conclude, let me ask you briefly about China. In an otherwise less eventful 
week, the spectacular drop  in the Chinese equity markets and the decisive action by PBOC 
over the weekend would have been front and centre of our conversation. But I suppose it is 
a testament to the seriousness of this week’s developments  in Greece that we only touch 
upon this briefly towards the end. However, what’s happening in China right now may well 
foreshadow a much more serious economic problem in the not‐too‐distant future. I expect 
we’ll be spending more time discussing China in the weeks and months ahead… 

A  Neil MacKinnon 

At the risk of sounding alarmist, I actually think that a Lehman‐style event just took place in 
the  Chinese  equity market, with  a  25%  decline  from  the  high  earlier  in  the month.  I 
previously highlighted the bubble‐type conditions in the market and the fact that margin debt 
was  at  record highs.  The Chinese  authorities  reacted  at  the weekend with  a  fresh  cut  in 
interest rates and a simultaneous reduction in reserve requirements for a select number of 
banks, which  is  a policy  combination previously  implemented  at  the height of  the  global 
financial crisis in autumn of 2008. At the start of this week, the Chinese authorities introduced 
draft rules that would allow the state pension fund to buy stocks, and it is estimated this could 
inject up to US$100 billion into the market. The Shanghai Composite reacted appropriately, 
snapping its losing streak. However, the Chinese authorities seem caught between a rock and 
a hard place.  Sure, a  ‘China Put’ will  reflate  the bubble again, but  the  threat of  financial 
instability capsizing the real economy cannot be ruled out. Achieving the 7% official economic 

http://www.bankofengland.co.uk/publications/Documents/speeches/2015/speech828.pdf
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6 China and EM

Q Andrew Rozanov

Finally, before we conclude, let me ask you briefly about China. In an otherwise less eventful 
week, the spectacular drop in the Chinese equity markets and the decisive action by PBOC 
over the weekend would have been front and centre of our conversation. But I suppose it is a 
testament to the seriousness of this week’s developments in Greece that we only touch upon this 
briefly towards the end. However, what’s happening in China right now may well foreshadow a 
much more serious economic problem in the not-too-distant future. I expect we’ll be spending 
more time discussing China in the weeks and months ahead…

A Neil MacKinnon

At the risk of sounding alarmist, I actually think that a Lehman-style event just took place 
in the Chinese equity market, with a 25% decline from the high earlier in the month. I 
previously highlighted the bubble-type conditions in the market and the fact that margin debt 
was at record highs. The Chinese authorities reacted at the weekend with a fresh cut in interest 
rates and a simultaneous reduction in reserve requirements for a select number of banks, which 
is a policy combination previously implemented at the height of the global financial crisis in 
autumn of 2008. At the start of this week, the Chinese authorities introduced draft rules that 
would allow the state pension fund to buy stocks, and it is estimated this could inject up to 
US$100 billion into the market. The Shanghai Composite reacted appropriately, snapping its 
losing streak. However, the Chinese authorities seem caught between a rock and a hard place. 
Sure, a ‘China Put’ will reflate the bubble again, but the threat of financial instability capsizing 
the real economy cannot be ruled out. Achieving the 7% official economic growth target is 
starting to look impossible. I agree that we will likely be spending considerably more time 
focusing on China in the coming weeks.

Andrew Rozanov

Gentlemen, thank you for your insights and analysis.

“...[this] is a policy 
combination 
previously 
implemented at the 
height of the global 
financial crisis in 
autumn of 2008.”
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