27 November 2013

Who wants to be a billionaire?
by Richard Cluver
Because we are competitive animals, enough is never enough for most people which
is why so many of us tend to leap at surveys listing the personal wealth of the
planet’s most successful entrepreneurs: it is part of the competitive “I can do that”
function of our personalities which is the overriding reason why instead of the pure
joy of swinging through the trees we nowadays spend our time sitting at desks.
At the heart of the question, which is arguably the one I most get asked, is “How
much should one aim at achieving as an investment objective?” And of course the
answer to that is “How long is a piece of string?” Getting to grips with personal
ambition as opposed to personal greed, is a complex issue.
Now I dont want to put you off at the start of an “I can do that” pipe dream by looking
at the world’s richest men. So let us ignore the first 178 people on the Forbes
Magazine world’s richest list and set our sights on the richest man in Africa Johann
Rupert whose family assets are listed by Forbes at $6.6-billion. That sum, to convert
to our humble Rand, makes Mr Rupert worth R68.24-billion at our current exchange
rate which puts him in the humble position of 179th on the world’s wealthiest list.
Number one this year is Mexican telekoms owner Carlos Slim with $73-billion
(R755.4-billion) followed by Bill Gates with $67-billion (R693-billion) and Amancio
Ortega of the Spanish Zara fashion chain with $57-billion (R590-billion) and, finally in
fourth place investment guru Warren Buffet with $53.5-billion (R553.6-billion).
If you want my honest opinion, anyone under the age of 40 who really wants to beat
Carlos Slim, Bill Gates and Amancio Ortega in the wealth stakes can do so if they
have determination and the right tools. The real question, however, is why would one
want to. The price of being really wealthy is arguably greater than being poor when
one takes into account the threat of having one’s family members kidnapped, being
distanced from most of one’s erstwhile friends and, indeed, not really knowing which
of your friends are really your friends.
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Time to take to heart that the secret of financial
contentment, as opposed to winning some great financial
contest, is to have enough to meet all your personal
needs…plus a reasonable margin. However, for the mucho
folk out there that think it is “cool” to be known as a
billionaire, let me illustrate how relatively easy such an
objective really is.
Right now there are scores of young South Africans who
have taken a “Gap Year” working on the cruise ships doing
everything from deck entertainment to running the dive shop
and on average they are earning R18 000 a month tax free
and all found. So let us see what they could do if they used
the sample share portfolio which I publish monthly in my
Prospects to guide their buying of shares on the
Johannesburg Stock Exchange.
At the latest measure my Prospects Portfolio is achieving a
total return of compound 49.36%: that is its compound
annual average growth rate together with its average
dividend yield. Total return is another way of saying what
you would get if you re-invested every dividend you
received. The graph below traces its actual performance
since I launched it back in 2011:

Now let us assume that for just one year one of those cruising young people saved
every cent they received in salary so they were able to to achieve a starting sum of
R216 000 with which to buy into the portfolio. To make the display below readable, I
have assumed in my first column that only this sum of R216 000 was invested and
that the Prospects portfolio continued growing at the same rate for the next 60 years.
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will see that our teenage
investor would have
overtaken Mr. Rupert within
32 years and would have
overtaken the world’s
wealthiest man less than
eight years later.
The second column assumes
that our teenager decided to
save his money for two years
and you can see that he then
overtakes Mr Rupert just a
few months earlier. So the
conclusion is simple; get as
much money as you can as
early as possible into a top
performance share
portfolio…. and simply watch
it grow.

The message to take to heart
from this illustration is that
achieving great wealth
through investment requires a
combination of time and a
high growth rate. But the
most important factor is time,
not the sum you start with.
Of course there is no
guaranteeing that you would
be able to achieve the recordbreaking growth rate that I
have assumed for this
exercise. Indeed, search as
we have to find out what the
world’s top fund managers
have managed to achieve
this past 12 months, we have
not found any that came
close. And as a matter of
record, my personal portfolio
has only averaged a total
return 36.27 percent since its
inception and, practically
achieves a somewhat lower
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growth rate since nowadays I usually spend much of the dividend.
Achieving financial contentment is, however, a much less fraught issue than
achieving record-breaking portfolio returns. The rule I have spent most of my adult
life trying to impress upon everyone is that anyone can achieve financial prosperity if
they are prepared consistently save a tenth of their income and invest it in a fund
that simply tracks the average performance of the JSE. Over the past 20 years the
JSE has averaged 12.4% compound and has delivered an average dividend of 3.2%
making a total return of 15.6%.

So let us be very conservative and do the calculation again assuming our young
person starts work after graduation with a monthly take-home figure of R18 000
which increases at 5% a year and that he invests a tenth of this in a market tracker
fund delivering a total return of 15.6%.
In the calculation above you can see that after 21 years the annual income from
investment would have overtaken his annual salary and he could if he wished retire
at this point. Of course, if he then elected to draw the entire potential income the
capital would stop growing as you can see from the table above which shows that
after 30 years the income from this investment would equal 2.6 times the investor’s
salary.
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Just for fun I continued the exercise for a
total of 60 years to determine that at that
stage his annual income would be R193million. That is somewhat less than Mr
Rupert’s income which, assuming the
same total return of 15.6 percent, is
currently R10.645-billion. Of course, if you
leave out the growth element of his income
then one can see that he actually has
R2.183-billion a year from which one
needs to deduct dividend tax calculated at
15 percent leaving him with just R1.856billion a year…that is a daily income of just
R5.085-million.

Next Month: How much do you really need?
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The Ten Minute Millionaire
.

How to practically construct a portfolio
by Richard Cluver
When setting about constructing a share portfolio, the average investor usually starts out
with an understanding that diversification is desirable. Beyond that, Mr Average’s sole
criterion would appear to be to lump together a handful of companies which, by whatever
tests he is able to apply, he will attempt to achieve the highest possible rate of overall
capital growth.
Now, as I have illustrated, individual needs might vary enormously. For example, what the
average pensioner actually needs is a combination that aims at achieving the highest possible
rate of dividend growth commensurate with the lowest degree of risk. In his instance, capital
growth might be desirable, but not a priority.
At the other end of the spectrum is the young investor whose small capital resources and
potentially very long working ability means he can afford a high degree of risk. For him income is
largely irrelevant.
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In addition I have illustrated that the investor who seeks growth above all and has the capacity to
absorb greater risk than others might get away with a small portfolio consisting of no more than
five or six companies whereas the investor seeking security might safely choose between 9 and
11 companies without unduly sacrificing too much dividend and price growth potential. How
many shares one will eventually end up will, however, in practice be to a large extent determined
by market forces and events rather than by grand design.
I say this because one might well start off with a perfect shopping list and then inevitably find that
it is quite the wrong point in the annual price cycles of many of the desired shares to be able to
buy immediately. And so you might play a waiting game. Chances are, however, that you will not
be able to restrain your impatience for long enough to actually achieve your entire intended
portfolio. And even if you are blessed with both patience and caution, it is very likely that during
the waiting period, other, more attractive opportunities might arise.
So, assuming you have a lump sum and are planning to enter the share market, do not let
yourself grow too slavishly attached to either a particular quantity of shares or to a clearly-defined
list of ingredients.
Thus, while it is obviously important to start out with a plan, it is even more important to be
flexible and alive to changing circumstances. Your very first step in such a plan is to work
towards approximately equal value weightings……to have approximately the same amount of
money in each share. Accordingly, and accepting that it is generally preferable to buy shares in
multiples of 100, the cornerstone of such a portfolio will thus be the most expensive share you
have selected.
Let me give you a practical example. Let us assume you are newly retired and have a lump sum
gratuity of R1-million burning a hole in your pocket. You have recognised that for you the prime
objective is income growth along with the greatest possible security. From what you have read so
far you would then in all likelihood be initially persuaded to go almost exclusively for the Grand
Old Favourites. I have accordingly overleaf extracted the topmost 5-year dividend growth
companies from the most important investment grade categories. Which would you choose?
Share

Price

10yr Div Gro

5yr Div Gro

Risk

Div Yld

Remgro

11500

41.43

63.63

-30.3

2.7

Woolies

1320

18.49

31.70

-5.08

1.2

Richemont

2686

26.28

29.74

-1.42

1.4

Stanbank

6905

24.66

28.26

-20.5

4.4

Naspers n

10800

21.52

27.01

55.80

0.6

Old Favourites
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Absa

8900

20.69

26.56

-1.69

4

Reunert

5025

20.85

24.64

-10.6

4.4

Barworld

10795

21.82

22.27

-20.8

4.2

Sasol

22951

19.46

21.22

23.98

2.4

Average

8987

23.91

30.56

-1.18

2.81

Italtile

16000

59.53

81.17

-18.2

1.7

Ceramic

12450

50.78

67.90

-8.28

1.8

Wesco

30000

19.88

30.59

-8.28

2

CMH

7500

22.56

27.01

46.28

2.4

Average

15526

38.19

51.67

2.89

1.98

Mr Price

1585

31.05

40.06

13.32

4.5

City Lodge

4000

18.74

30.27

-9.52

5.1

Average

12437

24.90

35.17

1.90

4.80

Tight Mid Caps

Mid Caps
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Med Term Leaders

Grindrod

1250

80.62

62.62

3.6

Cadiz

402

78.93

6.41

4.4

Aspen

3140

57.33

17.86

1.5

Average

3802

72.29

28.96

3.17

At first glance, the Rembrandt Group with its extremely low risk ratio combined with the fact that
it had returned a compound annual average dividend growth rate of 41.43% over the previous
decade, improving to 63.63% in the most recent five years, would be by far the most attractive
option. But is it? Note that the shares were standing at a dividend yield of 2.7% whereas Reunert
which delivered 20.85% over the previous ten years accelerating to 24.64% in the past five
years, was standing at a dividend yield of 4.4%. So Remgro was 1.63 times more expensive than
Reunert but it had delivered twice the annual dividend growth rate.
There could thus be two ways of looking at this situation. One would be that Remgro had risen
far too high in price and might be due for a correction, or alternatively that investors were
confident that Remgro would continue delivering significantly higher dividend growth rates in the
future. Well which is it? Let us consider the price graphs of the two companies with, in the third
graph, Remgro plotted in relative strength to Reunert:

Over each of the graphs I have constructed a Least Squares Fit trend line. This is a line
generated by the ShareFinder computer programme which intersects the greatest possible
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number of graph turning points. In essence then it represents the mean trend of the graph or, to
put it another way, the average price growth over a specified period. One can thus conclude that
on average over the seven years to June 2005 Reunert share prices had been rising at 33.4%
compound annually or 1.27 times faster than Rembrandt’s 26.3%.
So, on the face of it, Reunert might be more attractive to the investor seeking capital growth
while Rembrandt might be more attractive to the investor seeking income growth. But something
does not feel quite right about this observation. Why should Reunert, with the lower compound
annual average dividend growth rate be rising faster in price than Rembrandt? Well the answer
lies in the phenomenon we have previously examined, the trend of dividend growth. The
following graph which expresses Rembrandt shares on a relative strength basis to the JSE
Industrial Index indicates that the shares had been underperforming the market for the previous
three years.

More importantly, both the dividend and earnings per share growth trends had been slowing for
the previous four years which implies that the shares were far too highly priced relative to
Reunert. Reunert thus appears to be a suitable choice. So also, on a dividend yield basis might
be Standard Bank. Let us thus consider its graph:
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Here we face a converse situation. Note that in relative strength terms the shares were
outperforming the JSE Industrial Index for all but the last seven months. Surprisingly, the
beginning of that decline coincides with a massive 141.58% increase in the interim dividend.
Here then one might conclude that since Standard Bank was unlikely to be able to repeat such a
large increase there would in future be a price decline, presumably upon the release of the yearend dividend announcement and that the market was merely anticipating this event.
This would then create a better buying opportunity than currently existed. So Standard Bank is a
possibility, but it might pay to wait a while. But, one would need to be prepared to act swiftly
should the year-end figures please the market with the result that the share might then play
catch-up for all the months that it had underperformed the market.
Another very good option for our pensioners’ portfolio might be Woolies which had the best
relationship of all between a Risk Ratio of -3.82 and a Total Return of 33.57% but again a
dividend yield of just 1.2% suggested that there might be a better time to buy this share. As the
relative strength graph highlights, the shares had been significantly underperforming the market
for the previous 30 or so months due in the main to a slow-down in the final dividend growth rate
in mid 2004. An improvement in mid-2005 however set the shares alight and it seemed likely that
the growth might continue in the future.
We will shortly turn to the use of technical analysis to time the best moment to buy and sell a
share. However, armed now with the beginnings of a shopping list, let us look at how we would
begin to allocate assets.
First of all we should decide on how many shares we would opt for and so for convenience let us
choose a ten-share portfolio. Logically then we would have approximately R100 000 to allocate
to each share. Now note that at the time of writing the price of 100 shares of each of the three
shares we have chosen was Reunert R5 025, Standard Bank R6 905 and Woolies R1 320. With
R100 000 to spend on each we would then seek to buy:
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2 000 Reunerts at a cost of R100 500
1 400 Standard Bank @ R966 700
7 600 Woolies @ R100 320
And so on. What we have so far selected would, on the basis of performance over the previous
five years, offer us an average dividend growth rate of 28.2% at an average Risk Ratio of 12.05%. Since we have agreed that a retired person, depending upon issues like how much
pension income he has and what other investments he has, can afford a risk ratio of between +5
and +20. There is thus considerable scope here to add in shares offering a higher rate of
dividend and share price growth at the price of greater risk.
In the circumstances it would be tempting to add in some from a high growth group that included
Italtile, Ceramic Industries, Wesco, Mr Price, Grindrod and Cadiz.. So one should immediately
note that the fortunes of Italtile and Ceramic Industries are so closely intertwined that one should
choose one or the other. So let us look at a relative strength graph comparison.

Just a quick glance at the relative strength graph is all it takes to show that over the previous five
years Italtile had been the better performer and there appeared to be no sign of a let up.
Of the others, it might be a little injudicious to include Mr Price since we already have another
retailer in the shape of Woolies, but in this instance I believe the would-be investor just has to
step inside the doors of the two to appreciate that the two probably quite effectively
counterbalance one another and so I would not be unduly troubled by having two retailers in a
10-share portfolio. I would, however be rather more cautious if I were putting together a 5-share
portfolio.
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So there you are, in a simplified fashion,
this is how one goes about balancing and
diversifying a low-risk portfolio.
It remains now only to explain how to use
technical analysis to aid one in as
accurately as possible trying to predict
when shares have reached their lowest
points in what is usually an annual price
cycle.
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Global events, not SA specifics, explain the rand
and the JSE lately – notwithstanding the better
foreign trade numbers
By Brian Kantor

The significant revision of SA foreign trade data announced late last week, that in turn will lead to
a revised higher GDP and a revision downwards of the current account deficit to GDP ratio, may
(as intended) help impress the debt rating agencies and also investors who worry about SA’s
less than impressive macroeconomic fundamentals.
They did not however move the financial markets as has been widely claimed in the media. The
movements in the exchange value of the rand, SA interest rates and the JSE last week yesterday
can all be fully blamed on the usual prime suspect – US long term interest rates.
US interest rates take their cue from the intentions of the US Fed to taper or not (or when) to
taper its US$85bn per month flow of extra cash into the US banking system, in exchange for
bonds and mortgage backed paper. The extra cash mostly ends up in excess cash reserves held
by the US banks, of which there is a truly extraordinary amount already on private bank balance
sheets. The taper is US economic data-dependent: the better the news the more likely the taper
and higher interest rates. Global interest rates (including SA) then follow US rates.

Good news about the US economy, as revealed by higher interest rates, is not such good news
for other economies, especially for emerging market economies, including SA, where growth
prospects are not yet improving. Thus the prospect of higher interest rates is not helpful to the
growth outlook and the ability to attract foreign investment. Hence higher (lower) interest rates
are strongly associated with currency weakness (strength) and simultaneously with equity market
weakness or strength, as in the last week as we show below.
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In the figures below we show the strong relationship between US long term interest rates and
emerging market (EM) equities. We also demonstrate the very close connection between the EM
Index and the JSE when valued in US dollars. The EM Index and the US dollar value of the JSE
are still well below their January levels while the S&P 500 is a distinct outperformer. Good news
about the US economy and its stock markets has not translated (yet) into good news for EM
equities. The JSE is at record levels in rands. It and the EM Index are still far from their record
levels in US dollars, realised in 2011.
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It seems clear that for now, or rather until strength in the US translates into a stronger global
economy, investors in EM equity, bond and currency markets should not hope for too much too
soon from the US economy. Slow but steady US growth – revealed by stable long term US
interest rates – would be the best medicine for them.
In due course, should the strength in the US economy percolate through to the global economy,
higher US interest rates will prove tolerable to the emerging markets. After all, the US still
accounts for about a quarter of the global economy and it can surely only be a question of time
before good news about the US economy is translated into good news for all other economies. If
a stronger US economy were to be accompanied by sustained Chinese growth (at rates normal
for that economy), the outlook for emerging economies would be much improved.
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Low business confidence suggests
economic activity remained subdued at
the start of the fourth quarter
By Kamilla Kaplan, Investec Group economics

In the fourth quarter business confidence, as measured by the RMB/BER index, remained largely
unchanged at 43 points versus 42 points in the third quarter. At this level, confidence remains
broadly suppressed and indicates that the majority of survey respondents (57%) still consider the
prevailing business conditions to be unsatisfactory.
In terms of the changes across the five main index
sub-categories, confidence weakened amongst
retailers but strengthened among wholesalers and
building contractors and remained largely unchanged
among manufacturers and new vehicle dealers.
Confidence among retailers decreased by a sizeable 9
index points to 40, the lowest level since the second
quarter of last year. Weaker retailer confidence is
consistent with the underlying slowing growth trend in
retail sales and the ongoing pressure on household
finances. Costs of essential items have been rising
and real income growth is insufficient to offset this
effect on disposable income. Recent guidance issued
by key retailers reveals a cautious stance with regard
to the expected performance of the retail sector over
the festive period. In the meantime, recent indicators
suggest that domestic consumption expenditure has
not been sustained at levels seen in the first part of
the year, and this is manifesting in the softer growth
experienced in the domestic economy.
Low confidence among manufacturers is likely to be a
function of this tenuous outlook for demand conditions.
Actual production is expected to rebound in the fourth
quarter versus the third as the automotive industry in
particular resumes production following the industrial
action in the third quarter. Nevertheless,
manufacturers remained less optimistic with regard to
higher levels of activity being sustained.
Notably, confidence among wholesalers and building
contractors strengthened. According to the survey
report “[a] faster rate of recovery in non-residential as
well as a continued modest upturn in residential
building activity lifted overall building confidence.”
Improved sentiment among wholesalers may have
been more a function of a correction to the possibly
exaggerated decline in the third quarter rather than signaling that companies are gaining
confidence in consumer demand and preparing for a significant increase in sales.
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As the confidence index can be considered as a forward looking indicator for broad business
conditions in the economy, the outcome for the fourth quarter signals that the rate of economic
activity will remain subdued. This prospect, coupled with the consumer confidence remaining at
decade lows in the fourth quarter, suggests that maintaining low interest rates would be the
appropriate monetary policy stance and that the downside risks to economic growth remain a
feature.
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The North American view
by John Mauldin
In 2009-10 it seemed like this column was all Europe all the time. There was a neverending crisis from one corner of the Continent to the other. That time seems to have
slowly faded from our collective consciousness, but the Eurozone crisis is not over, and it
will not end quickly or soon.
Even if it seems to unfold in slow motion – like the slow build-up in a Game of Thrones storyline
to violent internecine clashes followed by more slow plot developments but never any real
resolution, the Eurozone debacle has never really gone away. The structural imbalances have
still not been fixed; politicians and central bankers have still not agreed to solve major fiscal
problems; the overall economy still disintegrates; unemployment is staggeringly high in some
countries and still rising; and the people are growing restless.
Just as in the Game of Thrones, the Eurozone drama seems to drag on interminably. It seems to
take forever to get to the next instalment. I think GRR Martin (the wickedly brilliant creator of the
series) should be confined to his Santa Fe villa until he finishes his epic – one of the few lapses
in my personal belief that we should be allowed the freedom to control our own time. I read the
first of the books in 1996 and the fifth when it came out in 2011, and he will need to finish at least
two more. You can do the math, but it is clearly taking longer and longer between books – just as
Europe seems to be taking longer and longer between successive peaks of its crisis. Perhaps we
should confine the leaders of Europe to a far-northern Scandinavian hotel with hard beds and
minimal amenities until they resolve their problems.
In the latest instalment of the Eurozone crisis, deflation is back and winter is coming. This week
we'll look at what is shaping up to be a very interesting year in Europe. I am going to visit a
number of themes and offer links to readers who want to delve more deeply, as to develop each
one would take several months' worth of letters. Next year it probably shall.
Winter Is Coming
One of the continuing themes in the Game of Thrones is that a winter of epic proportions looms
in the immediate future, and the world is not prepared for it. "Winter is coming" is whispered by
worried wise men who urge various leaders to prepare, yet they put off the necessary in the face
of the urgent. Signs that a European winter, too, is coming have lately been cropping up.
Key measures of inflation are decelerating across the Eurozone, and the region is as close as it
has ever been to a deflationary bust. It's troubling enough that Eurozone headline CPI collapsed
from 1.1% in August to 0.7% in September and that core CPI fell from 1.0% to 0.8% over the
same period; but measures of Eurozone money supply (M1, M2, & M3) are also decelerating
rapidly, suggesting that the deflationary trend will most likely continue without decisive action
from the ECB, which has been strangely absent from the current rush by central bankers to print
mountains of money. And the ECB could actually make a case for such action!
Even worse, this new round of borderline deflationary data is coming not just from a small
number of lost causes like Greece or Cyprus. Ten out of the seventeen Eurozone countries
experienced rapidly decelerating inflation rates over the past few months, including Italy and
France. Spain officially fell into deflation for the first time since February 2010. In many ways, the
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situation is even worse than the CPI numbers suggest. Note that Italy, France, and Germany all
hover barely above 1% inflation. And their numbers are falling.

There are two major problems associated with an extended period of ultra-low inflation or
deflation in the Eurozone. First, peripheral countries will have a much harder time servicing and
retiring their debts without the extra boost to nominal GDP that positive inflation provides. Even if
you are working on lowering the absolute amount of your debt, it is impossible to improve your
debt-to-GDP ratio when GDP is falling and your debts are growing. Moreover, outright deflation
works to crush debtors (and debtor nations) by increasing the real weight of the debt and
triggering the destructive debt-deflation cycle described in Irving Fisher's Debt Deflation Theory
of Great Depressions (1933).
The second major problem is that currency appreciation always accompanies deflation – all else
being constant – so that affected economies also become less competitive in terms of exports at
the very moment that a positive trade balance is most important.
These are problems that I have written about for years. The effects of a common currency and
monetary policy are spread around very unevenly in Europe, creating a boom in certain countries
(chiefly Germany) and a sad bust in others. This disparity is the very predictable result of a
currency union sans fiscal union. And trying to fix the Eurozone fiscal structure after the fact is
akin to fixing the engine of an airplane while flying at 30,000 feet.
The rapidly weakening inflation we are seeing in Europe is a very big deal, because deflation can
become a chronic, crushing condition, making it even harder to deal with excessive debt,
undercapitalized banks, and runaway fiscal deficits in major countries like Spain, Italy, and
France. Over time the masses begin to expect falling rather than rising prices, and these
expectations can be very difficult to reverse without credible, decisive, and powerful action from
the central bank.
Up to this point, the ECB has been almost completely unwilling to squarely confront the issues at
hand. The ECB balance sheet has been inexplicably shrinking for the past year (more on that in
a moment). That is why ultra-low inflation readings should not come as a surprise. Not only has
the ECB not been easing, it has actually tightened its balance sheet considerably over the past
year. To many observers, this trend clearly demonstrates German dominance within the ECB.
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"This is just like Japan," says Lars Christensen of Danske Bank. "The central bank thought
money was easy when in fact it was much too tight. But effects could be much worse in Europe
because unemployment is so much higher." In addition to a central bank seriously behind the
curve, structural problems are holding back economies across the periphery, including Spain,
Italy, and, yes, even France.
"Like Japan, necessary structural reforms prior to the crisis were delayed and now these will
have to be implemented in an environment that is both economically and politically more fragile,"
said Takeo Hoshi & Anil Kashyap in a recent report for the IMF. Germany looks like an
exception precisely because it undertook structural reforms well before the crisis, which is
part of the reason that Germany is doing so well and much of the rest of Europe is not.
You can see the disastrous difference between German industrial production and Italian
industrial production in this chart from my friends at GaveKal. This chart would look much the
same whether it was France, Italy, Greece, Ireland, or any of the peripheral countries contrasted
with Germany. Structural reform of labour policies requires massive social disruption in the best
of times. I think we can all agree that for southern Europe this is not the best of times.
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True, the risk of government funding crises has receded since Mario Draghi's July 2012
commitment to "do whatever it takes" to preserve the Euro; but debtor countries like Greece,
Cypress, Spain, Ireland, Portugal, Italy, and France have been forced to bear most of the
economic cost. Like Japan, the Eurozone has failed to adequately recapitalize its banking
system, and troubled economies have failed to address structural problems through reforms.
Ambrose Evans-Pritchard recently noted, "While the risk of a Eurozone bond crisis has greatly
receded since the ECB agreed to act as a lender of last resort in July 2012, this has been
replaced by slow economic attrition."
Outright Monetary Transactions (or OMTs) by the ECB are limited by the size of its balance
sheet, and the German Constitutional Court may further limit the ECB's capabilities when it rules
on OMT in early 2014. No one really seems to be talking about this fact, but the ECB is losing
firepower each and every month as its balance sheet contracts. This trend is going to require
Germany to change its stance in the face of the next crisis, but the question is, what will
Germany demand in return? Germany always seems to have a price for action. While the market
was willing to give Draghi the benefit of the doubt in the last crisis without his really having to fire
a shot, it is entirely possible that it will question the limits of his ability to find the funds necessary
to solve multiple crises at once. And if France is one of those countries that needs aid? Mon
Dieu, c'est une catastrophe!
How Much Is That Euro in the Window?
ECB restraint has kept the euro entirely too strong, at least for certain countries in the EZ, again
showing the dysfunctionality of the common monetary union. A 2013 study from Deutsche Bank
says the "pain threshold" for the EUR/USD exchange rate (the level at which further appreciation
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impairs competitiveness and economic recovery) is $1.79 for Germany, $1.24 for France, and
$1.17 for Italy.

Shown against the current EUR/USD exchange rate, the "pain thresholds" make it obvious that
Germany is sitting pretty while France and Italy are getting crushed by the strong euro. Although
Spain shows a higher threshold than Germany, gains in Spanish competitiveness are really
attributable to mass unemployment and a major fall in unit labour costs. Spain has already taken
a tremendous amount of pain, while France and Italy are just starting to absorb theirs.
Arnaud Montebourg, French industry minister, claims that each 10% rise in the EUR exchange
rate costs France 150,000 jobs, and the trade-weighted EUR index has risen by 9% in the past
15 months. The strong euro is inflicting damage on the textile industry and other low-margin
sectors across Southern Europe. As Ambrose Evans-Pritchard notes, "Any policy set at this
stage for Club Med needs is destructive for Germany, and any policy set for German needs is
destructive for Club Med. You cannot set a workable policy. The intra-EMU gap is already too
wide."
Bashing Germany and Other Fun European Activities
Let's look at a few other comments on Germany in the last few weeks:
The pattern we have seen over the last decade has been the structural rise in German industrial
output and a parallel decline in the industrial activity achieved by the rest of the Eurozone's man
economies…. Too many houses in Spain, too many civil servants in France, too many factories
in Germany…. This system is inexorably causing the destruction of the industrial bases in Italy,
France, Spain, and the others.
– Charles Gave, 9/12/2013
The European landscape has changed so that Germany is benefiting at the periphery's expense
and the uncompetitive periphery is losing major export share to Asia. The European Union has
broken down as a functioning system.
France, Italy, and Spain should together pound their fists on the table, but they are not doing so
because they delude themselves that they can go it alone…. Today there is only one country and
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only one in command: Germany.
– Romano Prodi, the Italian prime minister who prepared Italy for EMU membership in the 1990s
and presided over the euro's launch as European Commission chief
Germany is living in an Alice-in-Wonderland world of intellectual confusion, thinking that it can
run a current account surplus of 7% of GDP (almost 3x China's surplus in % of GDP), with an
inflation rate of almost zero, without at the same time blocking recovery."
– Ambrose Evans-Pritchard
Martin Wolf writes in the Financial Times that the OECD is insisting that Europe's North-South
gap in labour competitiveness cannot be closed by putting all the burden of adjustment on
already depressed economies in the south.

While over in London, at Societe Generale, Albert Edwards offers the following chart:

And let's look at three more quotes from Ambrose (from separate columns over the past few
weeks) that clearly illustrate the zeitgeist in Europe:
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Conflicting narratives of the crisis are emerging, pitting creditor and deficit states against one
another. The central tenant of EMU doctrine is that countries will not reform unless they face a
crisis, and their feet are held to the fire. There is a near religious belief in Berlin – evangelized by
Brussels, and the EMU gang of five – that any let-up in austerity, any recourse to stimulus, let
alone a new deal, is a gift to shirkers who want to dodge reform.
The policy regime has become maniacally restrictive because every decision is filtered through
'game theory' calculations, belief in Berlin that the naughty Latins will somehow cheat unless
their feet are held to the fire…. Every week it seems that yet another towering figure of the
European cause joins the rebels.
Enter the Rebels
Yet the ECB surprised us all and cut its interest rates a few weeks ago. Does this signal potential
rebellion within the ECB? A recognition that perhaps the crisis is coming to a new head? Mario
Draghi denies that the Eurozone is slipping into a Japan-style deflation trap, but he admits the
trend toward deflation is alarming (which is probably the most we can expect from a central
banker trying to speak confidence into the markets). He claims the governing council is "wholly in
agreement about the need to act," but does his statement reflect a better appreciation of the
situation by German inflation hawks or a revolt by debtor countries (France, Spain, Italy,
Portugal, Greece, Ireland, et al.)? The question is, who is in control now? Does this "agreement"
signal a major policy shift or a limited compromise by credit countries?

The ECB had to do something. The rise of the euro was becoming deflationary and threatening
to choke off growth…. It is very rare for a central bank to change its policy so dramatically from
one month to the next, so something profound must have happened.
– David Bloom, HSBC
Yet all this German bashing prompts a very spirited defence of prudence from my favourite
irascible French curmudgeon, Charles Gave:
When Keynesian policies are failing, as they always do, proponents never fail to look for a
scapegoat. Usually this is Germany, rebuked for the un-Keynesian practice of earning and
saving. Our concern is that when German bashing reaches fever pitch, panic selling often
follows….
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So when I see the U.S. Treasury once again going after the Germans, and that sentiment
immediately seconded by the International Monetary Fund, the European Commission and
prominent financial commentators, then I start to worry. If these guys have gotten to the
desperate stage of rebuking Germany for being prudent and productive, then perhaps it is time to
panic.
The euro may be fairly valued versus the US dollar, but it is not "fair value" for Germany and Italy
to have the same exchange rate. German industry is slowly but surely destroying the Italian
economy (in the French and the Spanish industries). This is what has always happened in history
when two countries with different productivity rates are joined by a fixed exchange rate. The
trading goods sectors of the one country with the highest productivity destroy the trading goods
sector of the one with the lowest productivity. It cannot be otherwise.
So the cashed-up Germans will keep doing what they do best: investing in their export industry,
while the Italians are forced to stop investing. And since increases in salaries in Germany have
been lower than increases in the country's productivity, then we have both a cost of capital and a
unit labour cost that is more favourable than in Italy. One would have to be brain-dead to invest
in the trade goods sectors in Italy.
As long as the euro is around, European economies will keep diverging from each other. It
cannot be otherwise. There is not going to be a returned equilibrium. The solution proposed by
the US Treasury or various columnists in the FT is for Germany to do like everybody else: start
wasting capital and moving to lower productivity. An interesting idea, which the British
government under Mr. Brown explored at length, but the end result was not that pretty. And for
some strange reason, this idea is not very popular in Germany.
My convictions thus are that: this is not a stable system; the Germans will not change their
policies; the French or the Italians will not reform; the European economies will keep diverging;
and anti-euro political groups will continue to rise in the EMU. If even one country elects an antieuro party to the majority, then all bets are off.
Stories are beginning to percolate all over Europe but especially in France about the crisis that
will be brewing next year. President Hollande's approval rating has fallen to 15% (not a typo).
This is a precipitous comedown for someone swept into power just last year by a small majority
of French voters. Unemployment has risen to over 11%. A few months ago, the National Front
party won handily in regional elections in liberal strongholds. Led by the fiery Marine Le Pen, it is
very nationalist and anti-euro and favours protectionism and a different sort of socialism, but
radical economic socialism nonetheless. This is not your father's conservative party.
Le Figaro (a leading French newspaper) recently reported that loss of confidence in the French
government is becoming dangerous, based on a confidential report of surveys conducted by
prefects (high government officials) in each department (prefecture). "All across the country, the
prefects described the same picture of a society that is angry, exasperated and on edge. A mix of
latent discontent and resignation is being expressed through sudden eruptions of fury, almost
spontaneously."
Can Europe Handle One More Shock?
Europe is but one shock away from a true crisis. I think it will probably happen when it becomes
clear to the bond vigilantes that France is not willing to deal with its deficit issue in any
meaningful way. Yes, I know we're talking about France, but just a few years ago we thought
Spain and Italy were invincible, too. There is a pattern here that even fixed-income investors may
be able to recognize.
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Will something else trigger a crisis even sooner? There is a good chance for foreign exchange
crises across emerging markets if/when Janet Yellen's Federal Reserve starts to taper. We are
already seeing signs of currency depreciation in Brazil and India. The reversal of balance of
payments pressures following the Fed's "no taper" surprise is only a temporary reprieve.
Pressures will be greater than ever when a shift in Fed policy disrupts capital flows to emerging
markets. To think that such a development would not affect Europe is naïve. Borderline deflation
leaves the Eurozone without buffers in the event of an imported deflation shock. And Japan is not
helping. A significant thrust of our new book, Code Red, is that the latter half of this decade will
be characterized by a currency war the likes of which we have not seen for 40 years. This will
just compound the difficulty of the situation in Europe.
My friend Charles Gave, among many others, is convinced that the Eurozone cannot hold
together. Forty percent of me agrees with him, yet the other sixty percent acknowledges the
sincere desire among European leaders and many European citizens to maintain the union at all
cost. And what a cost it will be. There must first be a serious banking union, and within the next
year. If they can't create a banking union, how can they expect to create a fiscal union, which is
far more contentious and will require every one of the Eurozone nations to give up a great deal of
fiscal sovereignty?
A decisive moment is coming for Europe. If winter is coming, can a French spring be far behind?
Will we once again hear the cries of "Aux barricades, mes amis!"? Stay tuned.
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