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BOOM or BUST

The above strap line perhaps exaggerates the first scenario BUT we face a simple binary market opportunity in the coming months. As the Bruxelles Broadcasting Company bemoans “call me Dave’s” veto the parlous state of affairs in “Greater Germany” has been virtually ignored as the Euro crisis fester’s on. 

However we can see both a potential catastrophe now or a major buying opportunity followed by, in a year or two, a catastrophe. It’s hard to know which is the better option ne c’est pas? 

As Ambrose Evans Pritchard of the Daily Telegraph said “Horrible end or endless horror”……… in our view a quite brilliant summary.

THE GREAT THREAT AND OPPORTUNITY POSED BY EURO CRISIS
The Euro crisis is busy gathering pace with the latest news including David Cameron’s veto. Whatever your view, it is obvious that with Italian 10 year bonds yielding over 7%, that something drastic has to happen soon and that the next few months will witness either a political resolution or the “endgame”. 

The implication for markets is “binary” with a massive potential re-adjustment in equity market values likely, depending upon which of the two possible outcomes occurs.

So let’s examine the opportunity/risk facing markets in the next few months via the likely alternatives.

1) The Eurozone countries engender a fiscal union in which the Germans finally agree to allow the ECB to act as a true national central bank like the Bank of England or the Federal Reserve. This obviously creates a de-facto sovereign nation and we would then see massive QE from the ECB. This printing of Euro’s will be used to buy Greek, Italian debt etc and will put a floor under all asset markets. 

This removal of fear of an imminent collapse of the Euro  together with massive money printing will almost certainly kick-start a huge rally that propels equities to new highs in 2012. Whatever the long term political and inflationary implications the markets flush with billions of freshly minted Euros will party like it is 2009 again when the Fed printed quadzillions of Dollars via QE. 

2) The continued mishmash of short term fixes that Eurocrats continually announce are never backed by German willingness to allow the ECB to become the lender of last resort. Thus without money printing via QE, Euroclub members lack the firepower to save Greece and the rest and an inevitable disorderly default begins in the most indebted nations. 

This is the great fear stalking the markets because of the default of one member will lead to a domino collapse of Italy, Portugal, Spain etc and many major European banks.  Obviously, such a scenario would cause all markets to lurch sharply lower as a global recession tightens its grip and we could certainly see markets test if not fall through the March 2009 lows.


The long term outcome of the first scenario (1) is disastrous, of course, as ongoing QE can only finally result in an even more horrendous crash. 

Thus we perceive that the above two major scenario’s provide a strange “binary” threat/opportunity in the coming months and will remain cautious until there emerges a cast iron rally based upon a workable solution to the Euro crisis that will propel markets higher. We suspect that any such rally would be likely to last many months and propel substantial gains to maybe new all-time highs.

We will however sit in a defensive position (that is why currently 65% of the Castleton Growth Fund is in short dated UK and US Treasury Bills) and await such a development and hope that we all enjoy a prosperous New Year.

CHART REVIEW

INTERESTINGLY SMALL AND MID CAP DRASTICALLY UNDERPERFORMING SINCE AUGUST FALLS

The chart below shows Ftse Small Cap (black) Ftse 250 (brown) and Ftse 100 (green) since the initial low at the start of August.  This certainly suggests a continued flight to quality and risk aversion. 
Until this trend is reversed and we see riskier Small Cap begin to outperform, it will be hard to trust any rallies that may erupt. We will continue to monitor this relationship for signs of a positive turn.
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The second chart of the Ftse Mid 250 illustrates clearly that the “weekly Barmac Indicator” (lower panel) remains firmly in ”sell” since the signal highlighted in August, the first such signal since April 2009. 
Although markets have predominantly traded sideways since the signal was issued we suspect as mentioned above that we will soon see fireworks!
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IMPORTANT NOTES


Remember that past performance is not a reliable indicator of future results.  
The value of an investment and any income from it can go down as well as up and may also decrease or increase as a result of changes in exchange rates between currencies.  Current tax levels and reliefs are liable to change. Investors may not get back the full amount originally invested. Performance is not representative of actual returns and does not take into account any charges levied.


Source of data: Sharescope and other sources believed to be reliable.

This document has been compiled, approved and distributed by Barmac Asset Management Limited. 

This document is provided for information purposes only and does not constitute investment advice or considered as an offer to sell an investment or a solicitation of an offer to buy an investment. 

Whilst all reasonable care has been taken to ensure that the information contained in this document  is true and not misleading at the time of publication, Barmac Asset Management Limited make no representation as to the accuracy or completeness.  No reliance may be placed, for any purpose, on the information and opinions contained therein.  Barmac Asset Management Limited accepts no liability whatsoever for any direct and/or consequential loss arising from use of this document or its content. 

Any forward looking statements contained within this document are based largely on expectation and are subject to a number of risks.  These risks include, but are not limited to, risks and uncertainties associated with economic, political and market factors affecting trading volumes and securities prices.
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