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Barmac Investment Update: 
As the Euro crisis deepens, why you should not forget Greece - it is still important
The real problem is if Greece leaves the Euro- as it may have to- then the whole crisis will spiral out of control .……… despite what might happen in Spain and Italy.
While everyone’s attention is diverted to Spanish and Italian bond yields climbing to the stratosphere a time bomb may still be ticking under Greece.  By openly acknowledging that Greece could abandon the Euro, Europe’s leaders may have set in motion events that will automatically force Greece to leave. 

Here is the logic ……. if Greece is ever forced to leave the Euro, it will first have to redenominate domestic corporate and household liabilities into the new currency – let’s call it the Drachma – or else domestic borrowers will be wiped out by the fall in the value of revenues relative to debt as the Drachma immediately depreciates against the Euro.  But it doesn’t end there. If a bank’s assets, i.e. outstanding loans are to be redenominated into Drachma, then its liabilities, i.e. deposits must be redenominated too, or else the balance sheet mismatch will bankrupt the bank. 

And there is where the problem lies. As soon as any depositor realises that bank deposits are likely to be redenominated into Drachma, he will pull his deposits out of the banks so as to protect the value of his savings. But obviously only a few depositors will be able to do this before forcing the bank into closing. In order to prevent the resulting collapse in the banking system, the only thing Athens can do is to freeze bank deposits long before most depositors have had a chance to cash out. 

But depositors know this. As the probability of Greece’s leaving the Euro rises – and clearly it rose dramatically this past week – anxious depositors eager to prevent their deposits from being frozen and redenominated in a weaker currency, know that they will have to speed up their withdrawal of deposits from banks. And of course as anxious depositors withdraw their deposits, the likelihood of a banking crisis rises and with it the likelihood of Greece’s being forced to freeze deposits and leave the Euro. 

A “Bagehot Intervention”?...... we are caught, it seems, in one of those self-reinforcing loops that almost always presage a collapse. Rational behaviour by individual agents leads towards a catastrophic event the threat of which reinforces the behaviour.  We don’t see any way to get out of this loop except with a Bagehot-style intervention – a very unlikely but immediately credible announcement by Germany and France that they are prepared to guarantee all deposits in the Greek banking system. I call it a “Bagehot Intervention”, but of course Walter Bagehot would never have recommended bailing out an insolvent borrower. 

Without a credible intervention this process almost always ends the same way. There is, in our opinion, a very high probability that within weeks or months at most, Greece will be forced to freeze bank deposits as a prelude to leaving the Euro. Mexico in 1994 and Argentina in 2001 chose the Christmas/New Year holiday season to announce their devaluations. Will Greece follow suit? “If history repeats itself,” footballer Andrew Johnson once pointed out, “I should think we can expect the same thing again.” 

And it probably won’t end there. In my opinion the real risk for Europe in that case becomes a contagion of deposit withdrawal, not immediately, but at the first sign of trouble in their home countries. As households from Italy, Spain, Ireland, Portugal and other vulnerable countries read every day about hardships faced by Greek families (and those, it will be noted, who trusted the authorities were the worst hit), what will they do? 

We know what many wealthy Spanish are already doing. They are moving their deposits to safer havens. We suspect that in other countries too anyone who can afford to withdraw money from the domestic financial system is at least thinking of doing so. If this process accelerates it may be very hard to maintain domestic confidence in the local banking systems anywhere. 

If Greece gets worse in the next few weeks, Europe had already better have a plan about what steps it will take to defend banks in peripheral Europe. Once Greece goes, even the least sophisticated households in other countries will know what the consequences for depositors will be. Deposit withdrawals, after all, are one of the kinds of actions that different sectors of the economy will take to protect their interests in the face of a crisis, even though this behaviour increases the likelihood of the crisis. 

This is simply part of the logic of sovereign financial distress – declining credibility causes stakeholders to act in ways that reduce credibility further. What’s more, deterioration in the political process is part of financial distress at the sovereign level. Remember, as Keynes pointed out back in 1922, that resolving these kinds of crises is always political – it is about which sector of the economy (or class) ends up paying for the adjustment. 

Workers can pay in the form of high unemployment and declining wages, the middle class can pay by having its savings inflated away, private businesses can pay in the form of confiscatory taxes and expropriation, creditors can pay through forced debt forgiveness, and so on, but ultimately someone must pay. Politics becomes about deciding which groups will be forced to foot the bill. Historical precedents suggest that political fault lines are likely to develop as different groups organise politically to protect themselves.  We will probably see this happen, for example, in Spain as on the 20th November, Spain held elections. For now it looks like the conservative Popular Party will sweep out the Socialists and take nearly 200 of the 350 seats in Parliament. This will give them a clear mandate and the power to enact any legislation they want. 

Unfortunately, as we suggested earlier in this newsletter, this doesn’t mean that they can resolve the crisis if only they figure out the “right decisions”. Although it is unlikely they will mismanage the crisis to the same extent as the Socialists under Zapatero, who seemed to place a little too much importance on charm and cleverness over leadership, we are not sure there is a whole lot the Popular Party will be able to do better than the Socialists. 

Both parties after all face the same problem. They must drive the economy back into competitiveness, but aside from tinkering at the margins with tax and structural changes, really the only two ways Madrid can make Spain competitive is to drive wages down or devalue the currency. The options for the Popular Party, in other words, are the same as for the Socialists: either abandon the Euro or accept extremely high levels of unemployment for the rest of the decade. It is unlikely that any government facing those two options can maintain popularity for very long.

The threat of such event has so far been one of the key reasons why European leaders have not let Greece go. However, looking at the data from the Greek banking sector, it seems that the erosion is well underway. Greek deposits have decreased by €69bn between September 2009 and September 2011 11 or 25%. The majority of this flight of deposits comes from Greek households. Clearly, households are burning through cash balances as austerity bites but we see ample evidence that cash is leaving the country as well. This weekend, the FT reported that Italians and Greeks have poured £406m into the London property markets compared with just £245m during 2010. The influx means the two countries now account for more than 10% of all foreign property investments in London. We see the same happening in Vienna and Zurich.

To witness fear contagion - just look at Belgian bond yields blowing out below.
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The Castleton Growth fund has no Euro exposure and has over 50% in short dated UK Treasury Bills.  We will add to this position if conditions deteriorate further.  
A return of money remains our prime objective at present BUT no doubt once the Euro crisis has run its course, then we could see one of the best rallies of all time. Still looking for a crash low in 2012 and a big recovery thereafter which the weekly indicator will put the fund back in the market.

The two charts below show the FTSE Small Cap falling to new lows indicating almost certainly more weakness for the larger indices and the FTSE Mid Cap weekly indicator remaining firmly in “sell”.  The FTSE  has now been down for ten days on the trot, so beware a snapback bear rally, but be sure that equity markets have a lot further to fall as the Euro debacle gathers pace. The only chance of ending the “death spiral” would be QE by the ECB and it might provide a temporary fix and a big rally BUT not a solution.  This is the “binary” bet many hope/fear but it is not a play that is worth risking the farm on. 

We would advise all our Eurozone readers to buy US Dollars, Canadian, Oz, Swiss and even GBP especially if you live in the periphery - it is always worth panicking early during a currency crisis.


Our advice is to stay safe.
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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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