Is “Big Government”
doomed?
by Richard Cluver
At the heart of the world’s most efficient economic systems is the
simple rule of supply and demand which guarantees efficient pricing
for consumers and jobs for everyone. So when you find situations
where a large portion of the public cannot find jobs you can be sure
that massive government interference is at the heart of it, so
distorting the economy that it is unable to function properly.
That is why, in case you have not noticed it, the tyranny of “Big
Government” is on the way out, making way for a new world order whose
shape is not yet clearly defined. For most of us, viewing a worldwide scene
of relative monetary chaos, political irresponsibility, mass refugee
movements that are swamping whole nations, small scale wars in many
quarters of the planet, not to mention issues like global warming, leaves the
average person with uneasy feelings of anxiety that would need little to
ignite into full scale panic and paranoia.
It is unfortunately true for South Africans that we could soon be on the receiving end
of this uncomfortable wave of change since it is clear that the forces of economic
pressure are reaching a critical tipping point. Red flag number one is that for some
years we have topped the list as the world’s most financially unequal nation with the
world’s highest ratio of rich to poor while, as my following report makes clear, South
Africa is now suffering from major taxpayer fatigue. A World Bank study lists South
Africa as 40th most highly taxed of a list of 189 nations while a study by accountants
PricewaterhouseCoopers of taxes paid by top OECD nation income earners puts us
at position ten behind Italy, India, Britain, France, Canada, Japan, Australia, the
United States and Germany. And remember that nearly all of these offer their
citizens significant social benefits in return.
Thus we have a population of 54-million people of which half are under the age of 24
and largely dependant upon parents and the community for their support. Of the
adult community some 27-million ( or 60 percent) are on the dole while a tiny seven

percent of the people provide the tax revenue that enables Jacob Zuma’s
government to keep functioning and, as I have already mentioned, we are
haemorrhaging our wealthiest taxpayers at a rate that puts us at the top of the world
list.
In order to balance its books, Jacob Zuma’s government needs an additional R45billion in the coming financial year and, having come perilously close to his borrowing
limit with the world’s leading rating agencies about to downgrade this country to
“Junk bond” status, the only way he is likely to find it is by increasing taxes which
will, understandably significantly increase taxpayer “resistance.”
Who would be Jacob Zuma? But if he is having sleepless nights, he might be able to
take some consolation in the fact that South Africa is not alone in this pickle. All the
big governments of the world have been wracking up debt as they struggle to
maintain economic models not that are not much different from that of South Africa
where the dictate of western socialism has tried to guarantee everyone levels of
state-funded medicare, unemployment pay and non-contributory pensions in their
retirement, all of this funded by an ever-dwindling base of taxpayers. Thus we have a
list below of the world’s most indebted nations, all of whom will NEVER be able to
repay their debts by conventional means since in a normal economic environment
the interest on their debts exceeds their tax revenue.

Their answer to the problem has been to use financial gymnastics to deliberately
debase their currencies forcing interest rates down to unrealistic levels and thereby
decimating the life savings of their peoples, desperately kicking the financial can
down the road in the hope that by successive postponements they will eventually be
rescued by some as yet undreamed-of miracle. Simultaneously they have tried to
impose frugality upon their people, taxing them to the hilt so as to appear to be doing
something to correct the situation.
Of course the financially savvy have managed to immeasurably enrich themselves in
the process, but they have also become acutely aware of how the desperately fragile

financial system could strip them tomorrow of all their gains. They have accordingly
become increasingly tax delinquent in their efforts to secure their wealth
Meanwhile, the same processes of financial gymnastics have had the effect of
pushing up the prices of basic foodstuffs effectively making the poor immeasurably
poorer and angrier in their frustrated inability to put bread on the table for their
families. And so we have rising levels of mob violence that, in this country for
example, gets labelled as “service delivery protest.” Unsurprisingly, as the crisis
deepens so do levels of protest increase and in South Africa the rate has increased
by 96 percent since 2010.
Globally, however, the problem is the same, exacerbated by the problem of
mechanisation which has marginalised millions of potentially productive workers.
Again this problem is thrown into sharp focus in South Africa where, faced with
heightened trades union activity, an extremely high level of strikes together with
legislation that makes it extremely difficult to fire underperforming workers,
businesses are opting to replace men with machines wherever possible. Indeed, a
mining industry with its back to the wall as a result of falling commodity prices, now
sees mechanisation as its only survival option.
Inevitably, those thrown out of work by these forces fall back upon their governments
for unemployment assistance who in turn turn to their taxpayers to shoulder the
burden. Globally there are, according to the International Labour Organisation, 201million jobless with more than 61-million jobs having been lost since 2008 and that
number is expected to grow by three million this year and eight-million in the
following four years.
Meanwhile, rising tax rates logically lead to growing taxpayer resistance and,
accordingly, we have seen the rise of tax migration. The sophistication of the internet
and the rapidity that data can be transmitted around the globe resulted in smart
governments, like Holland, lowering their company tax rates in order to entice major
corporations to relocate their head offices – and their tax revenue. Simultaneously,
tax havens have become a thriving modern business with small countries like Malta
offering EEC citizenship to people who are prepared to move their investment capital
into their tax regime. A dozen Caribbean island administrations, Mauritius and
several Pacific nations similarly offer tax-free company registration in return for
relatively modest annual registration fees.
Major governments have countered by applying political pressure on tax havens and,
like South Africa, introducing a residence-based concept which, for example, means
that if you are resident in this country for more that six months and one day, SARS is
entitled to tax you on your global income. But it is a war which Big governments are
losing.
Now enter the Bitcoin and governments ability to monitor the cash flows of their
citizens is steadily coming to an end. Bitcoins were a geeky concept originally, but
their use is reportedly growing by leaps and bounds since it began to dawn on
everyone that transactions in this new currency were completely untraceable which
makes it increasingly attractive to individuals and organisations which would prefer
not to be scrutinised by the world’s orthodox monetary authorities. It has earned itself
something of a controversial reputation since many of the original Bitcoin
transactions represented payment to drug dealers. However, it follows that if
governments are becoming increasingly rapacious, then the wealthy are becoming

increasingly intent upon finding means to avoid tax and so it is probable that use of
the Bitcoin will in years to come become a major currency…indeed the major
currency of world business.
Meanwhile, governments of the world have generally exceeded or are close to
exceeding the limit of their effective borrowing powers and are seeing a dwindling
base of taxpayers. The must accordingly soon find themselves forced into a
competitive spiral of lowering their tax rates in order to persuade corporates to come
home while, others will see the wisdom of giving up the unequal struggle of relying
on a bewildering plethora of taxes that are becoming increasingly difficult and ever
costlier to administer.
Ultimately one might thus foresee governments
relying solely upon something like a worldwide
value added tax tax which is easy to
administer and collect. In the short-term such a
move would be strongly resisted since the
whole process of tax collection is a massive
industry employing thousands both on the
collection and advisory sides but the world
would be a far better place for everyone else.
Will we see these changes in our lifetimes?
Probably, but we might have some very
uncomfortable times before the new reality sets
in. Hopefully too this process would see Big
Government cut down to manageable size; an
end to the “Nanny State” with most state and
municipal functions put out to transparent
public tender!

Which countries tax their
people most?
By Ben Carter – BBC News
Tax rates vary dramatically depending on which country you live in. The accountancy
firm PricewaterhouseCoopers (PWC) has crunched the numbers for the G20
nations.
For each country, they calculated how much a high earner on a salary of $400,000 in
2013, with a mortgage of $1.2m, would have left after all income tax rates and social
security contributions.They assumed this person was married with two children, one
of them aged under six. In each country, the wage earner takes home the following
proportion of his or her salary.




















Italy - 50.59% (takes home $202,360 out of $400,000 salary)
India - 54.90%
United Kingdom -57.28%
France - 58.10%
Canada -58.13%
Japan - 58.68%
Australia- 59.30%
United States - 60.45% (based on New York state tax)
Germany - 60.61%
South Africa - 61.78%
China - 62.05%
Argentina - 64.02%
Turkey - 64.64%
South Korea - 65.75%
Indonesia - 69.78%
Mexico -70.60%
Brazil - 73.32%
Russia - 87%
Saudi Arabia - 96.86% (so you take home $387,400 out of the
$400,000 salary)

In most of these 19 “ rich” countries (the 20th member is the EU) the average takehome pay is between $230,000 - $280,000.But one important thing to consider when
comparing the top rate levels of tax is the threshold where the rate kicks in, because
the differences are massive."In the UK, the 45% top rate of tax kicks in at an income
level of around $250,000 compared to Italy where the top rate of 43% comes in at
$125,000," says Ben Wilkins, a tax partner at PWC.
Most of us can only dream of earning a salary that would attract the top rate of tax,
so what about ordinary earners? The statisticians at the Organisation for Economic
Cooperation and Development (OECD) have done some analysis of average
salaries."At the top end of the distribution we have Belgium where single people pay
43% of earnings in income tax and social security contributions (or national

insurance), followed by Germany with 39.9%," says Maurice Nettley, head of tax
statistics at the OECD. "The lowest rates are paid in Chile at 7% and Mexico at
9.5%."
These tax rates apply to single people with no children, on an average salary for
their country.















Belgium- 42.80%
Germany - 39.90%
Denmark - 38.90%
Hungary- 35%
Austria -34%
Greece - 25.4%
OECD Average - 25.10%
UK - 24.90%
USA - 22.70%
New Zealand - 16.40%
Israel - 15.50%
Korea - 13%
Mexico -9.50%
Chile - 7%
The following tax rates apply to married couples with two children.
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Denmark - 34.8%
Austria - 31.9%
Belgium- 31.8%
Finland -29.4%
Netherlands - 28.7%
Greece 26.7%
UK - 24.9%
Germany - 21.3%
OECD average - 19.6%
USA - 10.4%
Korea - 10.2%
Slovak Republic - 10%
Mexico - 9.5%
Chile - 7%

Here it is worth recording that the median salary in South Africa currently is R20 000
a month which would attract R2 931.5 in tax or 14.6 percent. At the top end, people
earning R50 000 a month pay 25.8 percent.

How to beat Mr Nene’s
trust tax proposals
by Richard Cluver
Concern have been mounting among investors about Davis Tax Committee
proposals that could drastically alter the way trusts are taxed and many
readers have been in touch with me to discuss their options.
In last month’s issue of The Investor I illustrated how prudent investors who, early in
their careers had set up trusts to house their lifetime savings could effectively find
themselves double-taxed if some of the proposals are enacted in the future. And the
simplest way to avoid the problem would be to emigrate their trusts to a more
favourable tax environment. For example, a trust lodged in Mauritius would be taxfree with no attendant problems such as South Africa’s capital gains taxation which
has in recent years proved to be a nightmare for trustees needing to make prudent
adjustments to the investment portfolios of trusts. Emigrating their trust to any one of
a dozen Caribbean Islands could render them completely free of all taxation.
If you chose to follow your trust and become Mauritius-resident, your income from
the trust would attract a flat 15% income tax
Thus, it is probable that emigration would be the first choice of many trustees.
Already the trickle of trust evacuations has swelled to a minor flood because of the
capital gains hindrance and the recent 50 percent hike in dividend taxes. Most
investment analysts believe that the flood would become a torrent if the Davis
Commission proposals are enacted in full into tax law.
A recent global study of how the wealthy manage their finances suggested that
South Africa probably heads the list of global monetary emigration. By my own
calculation, if just South Africa’s dollar millionaires…. people whose assets exceed
R13.25-million at the current Rand/Dollar exchange rate….. elected to move their
assets away from the grasp of the SA fiscus, it would cost the Receiver of Revenue
not less than R15-billion in lost taxes compared with the R10.4-billion which the
Davis Commission estimates that its proposals would benefit the fiscus if they were
enacted in their entirety. If everyone benefiting from a local trust decided to follow
suit, the exodus could swell to many times this amount.
Accordingly, it must be clear that Finance Minister Nhlanhla Nene will have to think
long and hard before he opts to go with the recommendations. However, he currently
finds himself in the midst of a proverbial ‘rock and a hard place’ for he desperately
needs to plug the gap between Government revenue and expenditure which is
currently estimated to exceed R45-billion and is likely to swell dramatically further if
South Africa is gripped by a perfect storm situation in terms of which rising global
interest rates cause foreigners to withdraw the money they have invested here
coupled with a recession-led loss of jobs which labour experts estimate could result
in hundreds of thousands of workers having to be added to the State’s dole bill. Both
problems are already high on the probability list.

Nene’s only alternative to a range of wealth tax increases would be to raise VAT
which would be politically unacceptable to the powerful trades union movement and
could dramatically affect the outcome of next year’s municipal elections. Equally
impossible for the ANC-led government which depends heavily upon the largesse it
hands out to politically-connected individuals, would be to cut back on its own
expenditure to the extent that would be needed. As proof one only needs to look at
what an abject failure has been Mr Nene’s attempts to curb official spending in the
current tax year.
Meanwhile, however, only 39 nations tax their residents more heavily than South
Africa. A World Bank study lists South Africa as 40th on a list of 189 nations. And for
people earning over R670 000 a year, SA at 41% is the 25th highest taxed place in
the world.
According to SARS just 3.8-million of our population pay tax out of a total of 54million and, according to Minister Nene, 16-million receive the social grant at a total
cost to the state of R109-billion. By 2018, given the normal growth rate of this
provision for the poor, there will be 17.5-million on the dole.
The old age, war veterans, disability and care dependency grants is now R1 410.
Child support grant recipients get to R330 and Foster care grants recipients get
R860.
Compare that with the list below and it is clear why many wealthy people are leaving
South Africa:

Thus, if Mr Nene can see no alternative to raising taxes, it is probable that he will
telegraphing this in his mini-budget next month or, at the latest, in his main budget
speech in the new year. In either case investors will have ample time to make
whatever changes they need before the changes come into practical effect.
So what would I do if I did not want to emigrate and Mr Nene were to confirm in
October that he is going ahead with the double tax on trusts proposal? Lets take a
relatively modest example of a couple who are dependant upon a trust fund currently
worth R10-million invested in Blue Chip SA shares. Currently it would be yielding
around 2.6 percent annually before Mr Nene took his 15% dividend tax if it were
entirely in Blue Chips. Thus, after tax the trust would have an annual income of R221
000 or R18 417 a month which the couple could be drawing as a loan from the trust.
If that were insufficient for their needs, they would either have been selling a few
shares annually and relying on the normal value growth of the remainder to ensure
that the overall capital value were still growing. Alternatively they might have
arranged the trust portfolio to hold a portion of Government bonds which are
currently yielding 8.3 percent or perhaps some property reits which could currently
offer around 10% to make up the difference. But lets assume that R18 417 a month
is sufficient for their current needs

In terms of a Davis commission proposal, that R221 000 could be taxed as income
once it is transferred from the trust to the couple. So Assuming they had no other
income, it would attract R22 236 a year in tax reducing their monthly income from
R18 417 to R16 564. But they could avoid that tax for some years to come if, before
the end of the current tax year they took a lump sum loan which they invested as
interest-bearing to themselves.
Assume that they borrowed R2-million from the trust and
invested it in something like a Nedbank Seniors Green
Bond which would pay them 8.85 percent provided they
only withdrew whatever they needed once every six
months. Thus the R2-million would earn R177 000 a year
of which R34 500 would be tax-free in the hands of each
of the couple and so just R108 000 would be taxable.
Shared between the two, this would be R54 000 each
which I think I am correct in stating would be tax-free.
Clearly then, by treating this lump sum as an effective
annuity the capital would be gradually eroded but it is clear
that it would outlast most seniors’ life expectations.
Meanwhile, the R8-million left in the trust fund, assuming it
remained in blue chip shares, could be expected to
achieve average annual growth of 18.11 percent and with
the dividend of 2.6 reinvested each year, it would swell to
R52.54-million in ten years and R345-million in 20: a
handsome sum to pass on to the grandchildren!
Clearly then, there will be no need for retirees to panic if
Mr Nene accepts the Davis Commission proposals in their
entirety. Here, however, it should be noted that the last
time a tax commission made proposals to the Minister of
Finance only about 10 percent of the proposals actually
became law.

Wither the Rand and our
market?
by Richard Cluver
The Rand has taken a pounding lately, but it is simply part of a long term cycle that
we have seen several times before. As my graph below makes clear, we had similar
spikes in December 2001 and October 2008. However, the good news is that the
artificial intelligence projection system within my ShareFinder software (which this
week reached an accuracy average of 83.39 based upon a total of 4 302 market
predictions over the past ten years) says it is all over for now although the recovery
is likely to be a bit slower than we have seen in the past. The graph below shows
what has happened to the Rand over the past 15 years.
Note that a rising graph denotes a weakening Rand because it takes more Rands to
buy a US Dollar:

Now let us take a close-up look at what ShareFinder predicts will take place in the
months that lie ahead. If you would like the numbers, my software sees the strongest
point in the next two years will be a Rand value of R12.5 to the US Dollar in June
2017.

And what about the share market? Well despite the gloom and doom, quality shares
are recovering strongly. The ShareFinder Blue Chip Index which is a composite of all
JSE shares that have seen consistent dividend growth over a period of not less that
ten years, bottomed out on August 24 and has been gaining ever since. ShareFinder
projects that it will continue rising until March next year.

Not so the All Share Index, however. ShareFinder predicts in the graph projection
below that the market as a whole will continue falling until mid-June. If you would like
to see a list of the shares that make up the Blue Chip List together with
ShareFinder’s predictions of which shares to buy and sell, you should subscribe to
our Prospects newsletter at an annual cost of R500:

Thoughts from the
Frontline: Productivity &
Growth
The US stock market is having the most turbulent year we’ve seen in a while. It’s not
terrible by historical standards, but we have a full quarter to go. And next week it’ll be
October, a month in which the stock market has run into trouble before. With all that
in mind, this week I want to take a look at where stocks stand and maybe offer a
thought or two about the events that could bring us to the next waterfall. Not Niagara
Falls. Barely a 10% move peak to trough, and it lasted for just a few days.
Where do we go from here? Let’s start with the macro view. Back in July I showed
you some research that I did with Ed Easterling of Crestmont Research. This was
before the China sell-off accelerated into the headlines, so it is very interesting to
read again in hindsight. Our view is that we are still in a secular bear market, and
have been since the 2000 Tech Wreck.
You may find that view surprising, since the benchmarks have roughly tripled since
the 2009 low. Our analysis looks at price/earnings ratios to identify when bull and
bear markets begin or end. P/E multiples were close to 50 in year 2000. In order for
that bear market to end, they needed to drop into the very low double-digit or singledigit range, which has been the signal for the end of every long-term secular bear
cycle for over 100 years. That hasn’t happened during the intervening 15 years. Can
a secular bear market last 15 years? Yes. Some have lasted even longer, like 19661981 and 1901-1920. So this one isn’t unprecedented. And please note that the
long-term secular cycles can have cyclical movements inside them.
Again, we see secular cycles in terms of valuation and the shorter cyclical cycles in
terms of price. (Unless this time is different) long-term secular bear market cycles will
always end in a period of low valuations. Currently, P/E ratios (or any other valuation
metric you want to use) are not low enough to provide the boost that typically starts a
new bull market. They were closer in 2009 than today, but have never dipped into
the area that would mark the end of the bear market and the onset of the new bull.
We’re still riding the same bear.
What’s taking so long? Our best guess is that stocks were so richly valued at the
2000 peak that it is taking the better part of a generation to work off that excess. In
order for this bear to end – and the new bull cycle to begin – valuations need to
tumble. That can happen only if prices drop considerably or earnings rise without
pulling prices higher. Obviously, there can be many trading opportunities within a
secular bull or bear cycle, but Ed’s research says we have three long-term options
from here.
1. If P/E ratios decline toward 10 or below, we will be near the end of this secular
bear. A new bull cycle should follow.

2. If P/E ratios stay near where they are, we will be in what Ed calls “secular
hibernation.” This would mean a lot of sideways price movement, with dividends
having to deliver the lion’s share of stock market returns.
3. If P/E/ ratios rise further, we will go back into the kind of “secular bubble” that
created the Tech Wreck. I recall those years vividly, and I would rather not relive
them.
Now, combine this market situation with what appears to be a global economic
slowdown. China is a big factor, but not the only one. The entire developed world is
in slow-growth mode. At some point it will likely dip into recession territory. Canada is
already there. I don’t think they will be alone for long. Japan and Europe are weak. I
think the next true move to lower valuations will be a cyclical bear market combined
with a recession.
Can the stock market hold on to today’s valuations in a recession? Nothing is
impossible, but I wouldn’t bet the farm on it, either. I can’t find an example of stock
prices and valuations staying in place in the midst of a recession. Prices can fall
slowly or they can fall fast, but I feel confident they will do one or the other. Speaking
of Bubbles Our old friend Robert Shiller popped up last week in a Financial Times
interview. Shiller is the father of CAPE, the cyclically adjusted price/earnings
multiple, which looks back ten years to account for earnings cyclicality. He is also a
Yale professor and a Nobel economics laureate.
Shiller’s CAPE has been saying for several years that stocks are seriously
overvalued. In his FT interview, Shiller dropped the “B” word: It looks to me a bit like
a bubble again, with essentially a tripling of stock prices since 2009 in just six years
and at the same time people losing confidence in the valuation of the market. When
will the bubble burst? Shiller is less helpful there. He said the recent bout of volatility
“shows that people are thinking something, worried thoughts. It suggests to me that
many people are re-evaluating their exposure to the stock market. I’m not being very
helpful about market timing, but I can easily see aftershocks coming.
Now, if you aren’t very confident about timing, it’s arguably better not to use words
like bubble and aftershock. You can be sure the media and analysts will jump all
over them, just as I’m doing right now. In any case, Ed Easterling and Bob Shiller
reach similar conclusions (though for different reasons). Neither sees a very bullish
future, though both are unsure about timing. So when will we know the end is nigh?
Sadly, we probably won’t, unless we begin to see signs that a recession is building in
the United States. Balloons in Search of Needles As the old proverb goes, no one
rings a bell at the top. The same applies at the bottom. Let’s imagine the stock
market as a whole bunch of balloons. One or two can pop loudly and everyone will
jump and then laugh it off. You now have deflated debris hanging from your string.
Eventually, enough balloons will pop that the weight of the debris overwhelms the
remaining ability to keep the string aloft. Then your whole bunch falls down.
The last balloon to pop wasn’t any bigger or smaller than the others; it just happened
to be last. In like manner, some kind of catalyst sets off every market collapse. It is
usually something that would be survivable by itself. The plunge occurs because of
all the previous balloons that bit the dust, but pundits and the media always like to
point the finger at the most recent event. So, if Easterling and Shiller are right,
balloons are popping and making investors nervous, but there’s not enough damage
yet to drag down the whole bundle.

What are some candidates for the last
balloon? A Chinese “hard landing” is
probably the biggest, most obvious
balloon right now. And actually, China
is big enough for multiple balloons.
Their stock market downturn produced
one pop already. Beijing’s currency
adjustment may have been another
one. On the other hand – seriously – a
bubble created by millions of new,
massively overleveraged rookie retail
investors who then panicked and all
tried to get out at once should not have
much effect on US stocks.
If that event was a truly signal of an
imminent hard landing for China, I’d be
concerned. But as I have written in the
last month, the data from China shows
their growth to be slowing but still likely
to be above 4%. Not exactly disaster
territory. We say that the country is
making a huge transition. Xi Jinping
knows he must escape dependence on
exports and build a consumer-driven
domestic economy.
This transition is having a global impact
by virtue of China’s sheer size. On the
other hand, the data I trust from China
Beige Book and other sources indicates
the economy is in better shape than most Westerners think. President Xi’s
government has been up to the challenge so far. If China turns out to be the last
balloon, it will have to be popped by something we don’t currently anticipate: a
military coup, a vast peasant uprising, military clashes with the United States, a
major corporate accounting scandal, etc. I am NOT predicting any of these; I
mention them precisely because they are so unlikely.
Does China have big challenges? Absolutely, but in general I think we know what
they are, and the market is ready for them. I think the last balloon will pop elsewhere
in the world. In the following sections I’ll run quickly through some other possibilities
that come to mind. Again, I’m not predicting any of these will happen. My point is that
they are real possibilities that could set off wider problems.
German Engineering Goes Too Far The management of Volkswagen pricked its own
balloon last week. In case you haven’t heard the news, the company appears to
have engineered some 11 million diesel cars with software that lies to the owners
and regulators on emissions tests. The stupidity of this is just overwhelming. This
was not an accident, and it wasn’t one rogue programmer. Experts say many people
within the company would have known about it. How far up the management chain it
went, we don’t know yet.

The now-former CEO, Martin Winterkorn, claims not to have known. I don’t see how
in the world they thought they could get away with this scheme. The lawsuits,
branding damage, and regulatory penalties are, at the very least, going to consume
the company’s energy for several years. The chance exists that they could bring the
company down. This is not a small company. It is the largest company in Germany,
and Germany is the largest economy in Europe. Volkswagen has 600,000
employees and accounts for a big chunk of the country’s exports. Those exports are
what make Germany the continent’s de facto leader. Not to mention that 40% of
Volkswagen’s asset base is in its financing arm, which lends money to finance its
automobiles; but the company borrows that money in the short-term markets. This
short-term borrowing is what got GMAC and other financing companies in trouble
during the last credit crisis.
Attention must be paid. If the worst happens to Volkswagen, the impact on Germany,
Europe, and the euro will be noticeable. I see media speculation that other German
manufacturers could have taken similar shortcuts. If that’s the case, then all bets are
off.
Shale Field Storm Warning OK, next balloon. I said a few weeks ago that new
technology was bringing down production costs in US shale oil and gas fields.
Further, I hear stories from friends about auctions of drilling equipment where the
prices are 20 cents on the dollar, thanks to cheaper rigs, the growing number of idle
oilfield workers who will take lower pay, and declining drilling costs. There are
winners and losers. Some of the overleveraged players are in deep trouble. So are
their lenders and shareholders. Those with access to capital could do really well.
Recall the sequence here. Crude oil was near $100 a barrel in mid-2014. Then it
started to slide and moved into outright collapse when OPEC said in November that
it would not cut production quotas. By this point many of the shale firms were running
in the red. The lucky ones had hedged production at higher prices, but no one was
happy. There was much talk about loan defaults and bankruptcy. Then it all faded
away. Why? I saw the answer in an OilPrice.com article by Nick Cunningham. In the
first half of this year, the US shale industry raised an estimated $44 billion in fresh
debt and equity. Companies could roll over or refinance debt, taking on new loans in
order to retire old ones. In a low-interest-rate environment, lenders were very willing
to cooperate. More importantly, in the first and second quarters of 2015, many
lenders expected oil prices to rebound. Yes, you read that right. After the 2014
collapse subjected many companies to a near-death experience, investors and
lenders tossed another $44 billion in cash at them. Their faith in oil prices is
touching. You gotta love old-time Texas religion.
But the oil price rebound didn’t last,and now those same companies are on the ropes
again. Cunningham refers to an Energy Information Administration study that found
44 top producers were spending an average 83% of operating cash flow on debt
payments, double what they were paying three years ago. You can see in the chart
above that debt service was below 60% of cash flow in 2Q 2014. If it was 83% in 2Q
of this year, I can see it going over 90% for 3Q. That is simply insane. You cannot
run a business with that kind of debt overhead. Either you borrow more – which is
also insane (on both sides of the deal) – or you throw in the towel.
I’ve read that over $1.2 trillion of scheduled Big Oil investments have been delayed
or taken off the table. The majors have a depletion problem. They have to find new

oil, and in size, to be able to make up their losses from reduced production from
older fields. While small, independent companies can do very well drilling 10 or 20
wells at reduced costs, the majors need to find huge “plays,” which are typically in
inhospitable places and cost more per barrel to pull out of the ground. $50 oil just
doesn’t cut it. Someone is going to eat those losses. Depending who it is and how
big they are, we could see some sizable energy industry defaults and bankruptcies
over the next year. There’s an outside chance the spillover could affect some hedge
funds and make them unwind other positions. That’s how you get a “contagion”
going.
I wrote last week that the flood of Middle East refugees into Europe is setting up a
new clash between Germany and several countries to its east. That’s already
happening. This week, EU ministers voted to allocate refugees throughout the
continent – against national wishes in some cases. Hungary is particularly angry. I’ve
seen estimates of a cost of over €1 trillion for settling the present flood of refugees,
and that’s just for openers. My bet is that more and more refugees are going to be
fleeing the Middle East (honestly, wouldn’t you?) and trying to find homes in Europe.
God forbid that major instabilities crop up in Egypt or Turkey. Right now that’s
unthinkable, but a lot of things have happened in the Middle East over the past 15
years that were unthinkable.
This problem is going to apply even more strain to already stretched European
country budgets. So far this year, we’ve seen Eurozone leaders (headed by
Germany) force their will on Greece over its debt payments, and now they’re
applying pressure with regard to refugees. This again highlights the degree to which
countries are ceding their sovereignty to Brussels. Are there enough voters in these
countries angry enough to make their countries leave the Eurozone or EU? Probably
not, at least not yet, but the anger isn’t going away. And it may intensify as the
refugee flow continues and grows.
Now, combine this with the Volkswagen situation. If VW starts laying off workers, a
domino effect will tumble through the economy. Merkel’s clever plan to bring in
thousands of new workers suddenly won’t look so smart. Will she be able to reverse
the flow of migrants? That would just send more of them into Eastern Europe, where
they aren’t wanted. There’s more: the UK will likely hold a referendum sometime in
2016 on whether to stay in the European Union. Anti-immigration and populist
movements are gaining strength in Spain and France. The continent’s linchpins are
under stress. These trends could take Europe in many directions, but few will be
positive for European stocks.

