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In physics, it is said that, “Every action has an equal and opposite reaction.”  This axiom presents itself     

in financial markets as the cycle of greed and fear for which the pendulum swings back and forth across 

the investment horizon.  During the years that lead up to the 2007-09 financial crisis, we witnessed an      

environment where the Federal Reserve moved rates steadily lower, financial institutions and speculators 

used increasing amounts of leverage, and asset values soared to higher valuations as a result.  There was  

no pot of gold at the end of the rainbow but rather an assorted array of zombie banks, government bailouts, 

quantitative easing and increasing regulation to ensure that this could never happen again.  For seven years 

in the aftermath, central banks across the globe have been working to nurse the patient back to health with 

the hope that time would heal the wounds that had been inflicted on the financial system.  Now, just when 

it seemed things were reaching a “new normal,” Deutsche Bank comes along to strike fear in the hearts of 

investors once again.  Similar to many of its European banking brethren, Deutsche Bank has struggled to 

restructure its balance sheet which has suffered mightily as a function of speculative activities ahead of the 

crisis.  This week those struggles reached a crescendo as some hedge fund investors stopped entering into 

derivatives contracts with Deutsche suggesting that they were not comfortable with the counterparty       

credit risk.  The major issue at hand is a $14 billion dollar penalty levied against the bank by the U.S.     

Department of Justice (DOJ) for its role in the subprime mortgage crisis.   

Investors are left to wonder if this will be 2008 revisited?  There is no doubt that the failure of Deutsche 

Bank would be a major crisis event for the global financial system.  Like AIG in the financial crisis, it has 

counterparty agreements  with major financial institutions across the globe and the failure of those  

 

 



 

 

agreements would have an unprecedented effect on markets just as the failure of AIG would have if it had 

actually come to pass.  The more likely reality is that this will prove to be one of many aftershocks which 

are problematic, but do not present the kind of global systemic risk that we saw during the 2007-09 period.   

With that said, there are three major reasons why failure is not a likely scenario in this case.  First, the DOJ 

is likely not willing to take credit for a global collapse so in all probability will negotiate a settlement that is 

less than the stated $14 billion.  Second, while the German government has indicated that no bailout would 

occur, they have done this in the shadow of an upcoming election where there are many dissatisfied voters.   

In all likelihood, a bailout would be engineered in some form for an institution with this size and scope 

were it to be needed.  Third, Deutsche Bank is in a much stronger liquidity reserve position today than it 

was at the height of the financial crisis.  Today, it has 223 billion euros in reserve as compared to a mere 65 

billion euros in early 2009.   

We have maintained what could be described as a cautiously optimistic approach to markets for several 

months at this stage and continue to do so for several reasons as the weight of the evidence is tipped in this 

direction.  While financial crisis aftershocks continue to surface at Deutsche Bank and Wells Fargo in the 

U.S., the response from some of our most seasoned risk indicators have been more muted.  Credit spreads 

which are an indicator of corporate default risk have not widened substantially, and have been well behaved 

since the stock market bottom back in February.  The U.S. dollar has been range bound for several months 

now and did not rally dramatically in the wake of the Deutsche Bank news last week.  We would expect to 

see a flight to quality dollar trade taking shape for a bona fide crisis event.  Finally, bond price momentum 

did not accelerate meaningfully last week which it would have if there were fears of a widespread systemic 

panic.  In the event of a major systemic event, we would expect to see a significant rally in bonds which 



 

 

was absent from the market action last week.  The days immediately following the Brexit vote, for example, 

presented a sharp move higher for bonds which is a more typical reaction. 

Our cautious optimism continues to be rooted in what we are seeing in terms of economic fundamentals  

and the risk indicators.  Recent employment metrics have continued to indicate modest growth and global 

purchasing managers activity (PMI) continues to suggest modest expansion with a majority of countries    

in expansion mode.  Credit conditions have tightened slightly since the end of quantitative easing in        

December 2014, but the Fed is on hold for the moment and anything but restrictive.  Globally, central banks 

are offering unprecedented easing policies in an effort to jumpstart activity.  We balance these positives 

with an uncertain global landscape that includes ongoing Brexit negotiations, the concerns about Deutsche 

Bank, along with concerns about other European banks in Italy and Spain that have not yet come front and 

center.  The key to success in the coming months will be to monitor our risk indicators for shifts in investor 

perceptions in a world that may not be quite as safe as we thought going forward. 
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