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We confess to stealing this
headline from The Economist
magazine. It appeared at the end
of an early article reporting the
discovery that Volkswagen had
successfully defeated air pollution
monitoring tests in the US. “Will
this herald the death of diesel?”
The discovery was more than a
little disappointing. We’ve recommended Volkswagen in several
client accounts precisely because
we thought the new engine technologies offered a cleaner, high
mileage alternative. VW was a
company we wanted to own.
Our reasoning was as follows.
Diesel requires less refining than
gasoline. The refining process is
an often-overlooked source of pollution. Outside the US there is a
much broader user base in small
block diesel engines. The Economist reports that nearly half of the
domestic automobiles in the EU
are diesels.
Clean Diesel
We bought into the new technology side of the self-proclaimed
‘clean’ diesels. As the long ago
owner of a Volkswagen Jetta (a
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1970s diesel), I was impressed that
modern versions of the same vehicles were getting 55+ mpg as opposed to the mid-forties achieved
by the older editions.
The higher mpg of new small
diesels is not in dispute. On that
basis alone they clearly have a
smaller carbon footprint. The issue
at hand now is Volkswagen’s effort
to systematically defeat that element of the monitoring that measured nitrous oxide – NOX.
We’re not authorities on air
pollution and the chemistry of gases produced by small diesel engines. It is hard to know how to
balance the positives of higher
mpg against the negative of higher
NOX emissions.
1998 Redux?
Watching the Volkswagen saga
unfold, we were reminded of a
similar situation with large-block,
over-the-road diesels in 1998.
Volvo, Cummins, Navistar, Ford
and a few others were caught under-reporting the level of emissions
for tractor-trailer rigs under load
pulling circumstances. This was
the fiction of the laboratory (i.e.,
testing) vs. the reality of the road.
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Billions in fines were paid.
Commitments for remedial action were made. One of the
positive consequences of that
discovery was that Cummins
Engine (CMI; Columbus, IN)
eventually emerged as a global
leader in the field of cleaner
diesel engines.
VW
The Op-ed section of the
San Francisco Chronicle’s Sunday edition is titled, “Insight.”
A recent edition of Insight carried an image of a yellow Volkswagen Beetle in the center of
the page over a single word in
large, bold type, “LIAR.”
At this stage in the corporate disclosure process it seems
clear that a systemic effort to
defeat pollution monitoring devices was undertaken by the
manufacturer.
Software was
crafted to disable pollution controls during normal driving.
The same software activated the
pollution controls during testing.
California’s higher emissions standards apparently
played a role in the software
design process. Volkswagen’s
stated corporate goal of eclipsing Toyota as the global manufacturing leader was also a motivating factor.
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Corporate Governance
The former VW CEO is
gone. Senior engineers have
been implicated and some suspended. There was a brief period of time when there was
some dissembling in the press
on the order of “… the engineers did it” and management
was not involved or aware. The
fact that the former CEO was a
career insider and an engineer
as well as the first to go, suggests otherwise.
At the same time VW and
multiple regulatory jurisdictions
are attempting to ferret out the
details, the corporation is
quickly moving to suspend all
sales in the US, issue recalls on
11.5 million vehicles sold globally and reserve billions on its
balance sheet for probable
fines. It will be interesting to
watch the process unfold from a
corporate governance perspective.
We expect as the story unfolds that some of the following
are likely consequences. EU
and UK monitoring standards
will be found to be much lower
than those in the US, not to
mention, California. (Long term
we expect to see more uniform
emission benchmarks and uniform procedures for testing
around the globe.)
Emission monitoring and
testing is already expanding to
include other, small-block
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diesel manufacturers in a search
for comparable patterns of deception. The VW ‘disabling’
software will be replaced.
NOX emissions will go down
along with actual mpg in realworld driving experiences.
We hope that something
positive on the order of the
1998 experience is possible.
Stated differently, we hope The
Economist’s prediction of the
death of diesel is wrong.
It is intriguing that the
Mayor of Paris is proposing a
near-term ban on diesels and a
more intermediate-term ban on
all internal combustion vehicles
in the city center. We find this
intriguing because Indianapolis
is just beginning to test the use
of all-electric vehicles from the
same company that has been
providing a comparable service
in Paris for years.
Crude Oil and the US
Dollar
A great deal of attention has
been devoted to the negative
impact of cheap crude (i.e., below $50.00/brl) on the economic recovery in the US. Without
question the general decline in
prices for virtually all fossil fuels has forced producers and
related businesses to contract.
Falling prices and reduced demand have taken their toll.
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We expect those related
trends to continue for the next
few years.
The same story is playing
out in Canada and Australia
with slightly different variations on the same economic
theme. In Australia the contraction is more severe because
it extends beyond fossil fuels
to a broader base of commodities.
It is interesting to note the
different responses around the
globe to the same situation of
lower prices and reduced demand. The Saudis have continued to maintain high production levels, as has most of
the Middle East. (A recent Financial Times series on ISIS
attributes much of their economic viability to their control
of oil production in the territories they occupy.)
The US dollar continues to
strengthen against other currencies. The Canadian dollar
is currently trading at around
72 cents on the US dollar.
That’s good news if you are
traveling north for a holiday. It
is not such good news if you
are a US company relying on
revenue from exports that are
becoming more expensive for
potential buyers.
The quarterly earnings reporting season currently underway has seen several examples of global US companies
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reporting slightly reduced
earnings per share that are attributed to a stronger dollar. In
the short-term — probably the
next year or year and half —
cheap energy prices coupled
with a strong dollar will continue to slow the US recovery.
Eventually the benefits of
both trends will be felt more
broadly.
Market Correction
August and September witnessed increased volatility and
falling share values in all major US equity market indexes.
Whether a negative 10% or
13% constitutes a true correction seems to us a meaningless
debate. After five plus remarkable years of returns it is
time for a contraction.
We are not prescient. We
do not know if there will be
more correction ahead or if we
are done and the contraction in
stock prices is behind us. We
do know enough to be impressed with how the US recovery continues to stumble
ahead in spite of many of the
factors discussed above.
If
you throw in the additional
negative of a Federal Reserve
board that is apparently incapable of making a decision
about interest rates, then the
continued recovery is nothing
short of remarkable.

General Electric (GE)
Exchange Offer
GE is spinning out its financing and leasing divisions
into a separately trade entity;
Synchrony Financial. As part
of that process it is offering to
exchange a fixed number of
shares of General Electric
common stock for stock in the
new entity. We recommend
against accepting the exchange
offer.
We were attracted to GE
because of its core manufacturing operations, particularly
power generation equipment
and jet engines. We still find
those operations attractive.
Spinning out the finance operations into a separate, standalone company makes sense to
us. Trading shares in a manufacturing firm for those of a
finance company does not
make sense in our view.
Website Rollout
We are looking forward
with enthusiasm to the rollout
of our brand new website at
www.theroseim.com.
It has taken many reviews
and rewrites, but we will be
ready for the rollout in January
2016. We want to thank Karen
Pittenger of Black Olive Marketing and her staff of very talented and dedicated individuals. Their creativity, talent,
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perseverance and patience has
resulted in a website we are
proud to share. We hope you
will visit it and let us know
what you think!

Thanks for reading!

As always, we are grateful
for your continued support.
Thank You,

Stephen & Susan
“Past performance is no guarantee of future
returns.” This statement applies equally to the
portfolios we manage as well as any mutual
fund or individual security discussed in this
publication. Compass Points newsletter is published for informational purposes as periodic
communication with clients of The Rose Inc.
Investment Management.
Discussions of
particular investments do not constitute recommendations to buy, sell or hold such investments. Some content is drawn from other
sources that are presumed, but not guaranteed,
to be accurate. Nothing in this publication
should be construed as professional advice
recommending any particular course of action
to a reader.
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