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“Here We Go Again” 

From an Epsilon Theory perspective, the scariest, most market risk-creating event of the past 48 hours 

had nothing to do with Iraq, nothing to do with Israel, nothing to do Russia. It was Mario Draghi’s 

press conference.  

Yesterday Draghi re-launched the Great Fiscal Consolidation War of 2012, a multi-level game where 

the ECB attempts to force spendthrift sovereigns to undertake structural reforms while ostensibly 

going about their business of maintaining their single mandate of price stability. It’s a neat trick if you 

can pull it off, as Draghi kinda sorta did with the PIIGS two summers ago, but … geez, do we really 

have to go through this all over again? 

Multi-level games live at the intersection of politics and economics. I wrote about them earlier this 

year in the Epsilon Theory note “The Play’s the Thing”, and the basic idea is that public communication 

policy has a recursive, strategic nature. That is, while there’s an ostensible meaning and an ostensible 

audience for any performance, there are almost always one or more deeper levels of real meaning and 

real audience for any political performance. And Mario Draghi is one heck of a political performer. 

The press conference delivered two ostensible messages yesterday.  

First, Draghi called out Italy and France. Why is Italian GDP back in the red? Why is France threatened 

by deflation, the Great Satan of modern monetary policy dogma? “It’s mostly the lack of structural 

reforms”, something “that has nothing to do with monetary policy.”  

Second, Draghi put the kibosh on monetary easing beyond what was announced months ago. Why 

not do more to force credit into the European economy? “If one can’t open a new business [because of 

structural impediments], there’s no point in giving more credit. You won’t know what to do with this.” 

The linkage of the messages is the real communication here. Memo to France and Italy: you want 

more easy money? Then stop spending so much and pass meaningful labor and tax reform legislation. 

It’s a giant game of Chicken, just like in 2012, and the big question now is who will blink first, 

ECB/Germany or Italy/France. 

http://www.salientpartners.com/epsilontheory/notes/The_Plays_The_Thing.html
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What do I think is going on? Why do I think that Draghi felt compelled to pull this stunt now?  

I think that the looming conflict with Russia is a big problem for the German economy, which means 

that Germany’s degrees of freedom to accommodate bad actors in the EU club are dramatically 

reduced, which means that Germany’s overwhelming macroeconomic focus – a weaker euro and fiscal 

consolidation in the periphery (and France) – is now Draghi’s overwhelming macroeconomic focus. 

I think that the ECB’s asset quality review and stress test of major EU banks has revealed just what a 

bitter pill it’s going to be to assume regulatory control (see “The Red King” for more). Does anyone else 

find it odd that Espirito Santo, which has been under troika supervision for years, is only now revealed 

as a basket case, right before the ECB becomes its primary regulator? Sorry, but it seems like a kitchen-

sink quarterly earnings announcement to me, where new management comes in and blames 

everything on the prior gang of incompetents. The last thing in the world these undercapitalized, 

overlevered, and stuffed-to-the-gills-with-sovereign-debt banks need is more pressure to finance their 

sovereigns, but that’s exactly what they will face without structural reform and fiscal consolidation. 

I also think that Draghi believes he’s mastered the Common Knowledge Game, that he is confident he 

can always save the day if markets get too squirrelly by invoking the magic spell of the OMT or some 

other phantom policy. The difference between 2014 and 2012 is that Draghi believes he has 

established a safety net of sorts, at least to prevent a sovereign-level liquidity crisis as in 2012, with his 

command and control of the Narrative.  

And trust me, the Narrative of Central Bank Omnipotence is alive and well. Want to read a really 

terrifying article? Take a look at this August 6th Op-Ed piece in the FT by Draghi’s former colleague, 

Lorenzo Bini Smaghi: “The ECB Must Move to Counteract Market Turbulence”. Are you kidding me? 

This is what we have come to … that the proper role of a central bank is to counteract “market 

turbulence” before it happens? I’d laugh, but then I remember that Yellen means exactly the same 

thing when she refers to “macroprudential policy”, and I want to cry.  

Draghi is playing a variation on this theme. He’s intentionally injecting “market turbulence” in order to 

achieve larger political goals, but only because he is of one mind with Bini Smaghi and Yellen and the 

rest of the Central Banking nomenklatura – central banks can control market outcomes. Period, end of 

story. And so far he’s been absolutely right. Will the winning streak continue? I have no idea. 

http://www.salientpartners.com/epsilontheory/notes/The_Red_King.html
http://www.salientpartners.com/epsilontheory/notes/How_Gold_Lost_Its_Luster_How_the_All_Weather_Fund_Got_Wet_and_Other_Just_So_Stories.html
http://blogs.ft.com/the-a-list/2014/08/06/the-ecb-must-move-to-counteract-turbulences/
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What I am certain of, however, is that this is a very dangerous game. It’s obviously a disaster if the 

game spirals out of Draghi’s control, if he’s unable to put the inevitable market freak-out genie back in 

the bottle as he was in the summer of 2012. But it’s a different kind of disaster, at least to my way of 

thinking, if Draghi succeeds, because then the Narrative of Central Bank Omnipotence will just be 

stronger than ever. If you like the notion of capital markets transformed into public utilities, then 

this is great news. For everyone else, not so much. 
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To subscribe to Epsilon Theory: 

 Sign up here: www.salientpartners.com/epsilontheory/subscribe 

 OR send an email bhunt@salientpartners.com with your name, email address, and company 

affiliation (optional).  

There is no charge to subscribe to Epsilon Theory and your email address will not be shared with 

anyone. 

Follow me on Twitter: @EpsilonTheory 

To unsubscribe to Epsilon Theory: 

 Send an email to bhunt@salientpartners.com with “unsubscribe” in the subject line. 

 

DISCLOSURES 

 

This commentary is being provided to you by individual personnel of Salient Partners, L.P. and affiliates 

(“Salient”) and is provided as general information only and should not be taken as investment advice. The 

opinions expressed in these materials represent the personal views of the author(s) and do not necessarily 

represent the opinions of Salient. It is not investment research or a research recommendation, as it does not 

constitute substantive research or analysis. Any action that you take as a result of information contained in this 

document is ultimately your responsibility. Salient will not accept liability for any loss or damage, including 

without limitation to any loss of profit, which may arise directly or indirectly from use of or reliance on such 

information. Consult your investment advisor before making any investment decisions.  It must be noted, that 

no one can accurately predict the future of the market with certainty or guarantee future investment 

performance. Past performance is not a guarantee of future results.  

 

Statements in this communication are forward-looking statements. 

The forward-looking statements and other views expressed herein are as of the date of this publication. Actual 

future results or occurrences may differ significantly from those anticipated in any forward-looking statements, 

and there is no guarantee that any predictions will come to pass. The views expressed herein are subject to 

change at any time, due to numerous market and other factors. Salient disclaims any obligation to update 

publicly or revise any forward-looking statements or views expressed herein. 

 

This information is neither an offer to sell nor a solicitation of any offer to buy any securities. Any offering or 

solicitation will be made only to eligible investors and pursuant to any applicable Private Placement 

Memorandum and other governing documents, all of which must be read in their entirety.  

 

Salient commentary has been prepared without regard to the individual financial circumstances and objectives 

of persons who receive it. Salient recommends that investors independently evaluate particular investments and 

strategies, and encourage investors to seek the advice of a financial advisor. The appropriateness of a particular 

investment or strategy will depend on an investor’s individual circumstances and objectives.  
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