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Greetings, 

 We have a strong contender for the best chart in financial markets right now. During the 

financial crisis of 2008, China implemented monetary stimulus that would make Paul Krugman blush 

and didn’t stop until M2 money supply expanded 30% Y/Y in late 2009. Since then, they’ve steadily 

reigned in credit and M2 growth is now a mere 14.7% Y/Y. The US, on the other hand, was slower to 

stimulate its economy during the crisis, but has kept the monetary spigots wide open ever since.  

The differing approach to economic recovery is evident when looking at the ratio of Chinese 

vs. US large-cap equities. The US has outperformed China very steadily since 2009. However, 

recently Chinese stocks have accelerated and it looks as though the bottom has been put in place. 

The position recently broke through its three year trend line, and there are fundamental reasons to 

believe it will move much higher. 
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 The Fed has made it exceedingly clear that QE3 will expire in October, and higher interest 

rates should be expected after that. Meanwhile, the Chinese have been engaging in a form of “stealth 

stimulus” since April. Some of the stimulus has been fiscal, including tax breaks for small enterprises, 

targeted infrastructure outlays and incentives to encourage lending in rural areas. In addition, 

Citigroup has described the PBOC’s approach to monetary policy as “qualitative easing,” where the 

central bank adds riskier assets to its balance sheet without increasing its size. The new measures 

are already starting to show up in economic data, notably China’s July manufacturing activity rising at 

its fastest pace in more than two years. 

 We are not saying that Chinese stocks will rise while US equities decline, but rather that China 

should outperform given the forecasted policy environment going forward. In this case both the 

fundamentals and charts have aligned to create what should be a slow and steady appreciation 

higher. These are exactly the type of trades that we look to have in our portfolio.  

Of course, if you’ve been following our portfolio on Marketfy, you know that we already have 

some decent profits in Chinese stocks. However, the implications of a strengthening Chinese market 

are vast and will impact many markets, especially commodities. With that in mind, we’ve been 

restructuring our portfolio recently looking to add exposure in some attractive risk/reward positions. If 

you’d like to view our portfolio with real-time alerts and commentary or receive our monthly 

investment letter, we’re offering a 50% discount on both subscription packages for a limited time. 

Click on the link below to visit our new homepage for more information: 

 

Cup & Handle on Marketfy 
 

Today’s letter will cover several topics, including: 

 High Yield Outflows 

 How China is driving soft commodities  

 QE Anomalies Part VI 

 

As always, if you have any questions or comments or just want to vent, please send me an 

email at mike@cup-handle.com. 

 

Until next time, tread lightly out there, 

Michael Lingenheld 
Managing Editor – Cup & Handle Macro 
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Hot Money Moving Out 

 Last week high yield bond funds posted $7.1 billion in outflows according to Lipper data, the 

largest on record. Lured by the higher returns in the risky debt, investors have poured $80.7 billion 

into US high-yield bond funds since 2009 – not far from the $126.3 billion that went into global stocks 

over the same period. Even though we’ve previously warned that high yield debt is the asset class 

most susceptible to a freefall, these numbers are startling. In our mind, the question becomes: where 

does this money go now? 

 High yield investors could shift their money into government bonds, but where is the upside 

there? Yield on 10-year German Bunds hit an all-time low last week at 1.05%. Italy is now in its third 

recession since 2008 and its 10-year bonds are yielding less than 3%. The growth story in France 

isn’t much better, and its 10-year bonds are yielding less than 1.5%. Even the US, where growth has 

rebounded meaningfully for the first time in six years, has yields below 2.5%. We won’t even mention 

Japan. 

 

 The Lipper data also revealed that US based money market funds attracted $7.8 billion, the 

first inflow in four weeks. Do investors really think that’s the answer? Money market funds aren’t even 

that safe anymore. On July 23, the SEC approved several measures related to money market funds, 

including the mandate to report a floating NAV instead of a fixed value of $1 a share. In addition, the 

rules give funds the ability to stem investor redemptions during times of stress. As a result, Boeing, 

the world’s largest maker of planes, and the state of Maryland have moved their assets out of money 

markets and into short-term T-bills. 

We’ve said it before, the 30 year bull market in bonds might not end this month, it might not 

end this year, but the upside is extremely limited from here. The downside is enormous. Policymakers 

are keenly aware of this, and are trying to make the upcoming exodus from fixed income as orderly 

as possible. Federal Reserve officials have discussed imposing exit fees on bond funds to avert a 



 

potential run by investors, underlying concern about the vulnerability of the $10 trillion corporate bond 

market. 

                    10-Year German Bund Yields                Gold 

   

 What would we do with our capital? Gold. The knock on gold has always been that it doesn’t 

offer a yield. However, at this point, neither do bonds. In fact, the real yield on most short-to-medium 

term debt instruments is negative. Therefore, it’s entirely logical that capital, which previously sought 

safety in bonds, will now funnel into gold. On top of that, the chart looks amazing (above). The 

biggest headwind for gold will likely be a stronger US dollar, but the dollar will only appreciate once 

interest rates rise (meaning bonds fall) meaningfully. Historically gold has thrived on volatility, and as 

we’ve already seen in the high-yield market, volatility is coming. 

 

Soft Liquidity 

 Mars Inc. unveiled an M&M store in Shanghai last week in a bid to establish market share in 

the world’s fastest-growing chocolate market. Chocolate sales in China grew 58% from 2009-13, 

reaching more than $2.43 billion in 2013 sales. Chocolate is luxury food that most Chinese citizens 

have never been exposed to until recently. Now, their rising incomes and affinity for the taste likely 

mean that chocolate will become a staple of the Chinese diet for years to come. 

         



 

 Historically, as countries get richer, its citizens tend to consume more guilty pleasures like 

sugar, alcohol, meat and edible oils. Estimates show that human per-capita consumption of grains 

may have already peaked, because many countries have passed the low levels of per-capita GDP at 

which demand for grains ramps up. In contrast, demand for dairy, sugar and edible oils usually builds 

as countries shift from low to middle income levels. The bulk of China’s population is now shifting 

from low to middle income, and it bodes very well for soft agriculture markets. 

 

                          Sugar – Rolling Futures         Milk – Rolling Futures 

  

 The Chinese have already had a dramatic impact on the global milk industry. China’s imports 

of milk jumped 70% in the first half of this year, and Rabobank estimates global milk exports are up 

25% Y/Y so far in 2014. Undoubtedly, this type of impact will occur in other foodstuffs. 

 As emerging economies with strong demographics continue to develop, hard commodity 

demand may begin to plateau, but consumption of soft commodities is expected to rise dramatically. 

For now, commodity futures markets for sugar, milk, beef, poultry, palm oil, etc. are rather illiquid. 

However, you can be sure that if demand for these products grows as we anticipate, liquidity and 

profitable trading opportunities will be substantial.  

Fonterra Milk (ticker: FSF NZ) 

 

In the meantime, there are equities that offer strong exposure to the underlying commodity. For 

example, Fonterra (ticker: FSF NZ) is a multinational dairy co-operative based in New Zealand. Dairy 



 

forms the backbone of New Zealand’s economy, representing around 25% of exports (most of which 

is sent to China). Shares in Fonterra are down over the past 12 months due to a tainted milk scandal, 

but the company offers direct exposure to increasing Chinese demand. As this theme continues to 

build, we’ll look at other companies that stand to benefit in a big way.  

 

QE Anomalies Part VI 

Given our ongoing theme of market anomalies created by quantitative easing, this week we found 

three examples: 

 

 Foreign investors have pumped $2.2 billion this year into the world’s frontier markets, the 

smaller, lesser-known cousins of emerging markets. The MSCI Frontier Index has climbed 

+19% YTD, versus just +6% for the MSCI Emerging Market index, which has had net 

withdrawals of $720 million. While the EM index still has more AUM by a factor of 36x ($4 

trillion vs. $109 billion), it is the uninterrupted flow of capital pouring into Frontier markets 

that has Raghuram Rajan, governor of the Reserve Bank of India, nervous. Smaller, less-

liquid asset classes like Frontier Markets offer the best growth potential in a zero-interest 

rate environment, but the concern is a rush for the exits when the market turns. Gov. Rajan 

noted in a recent speech, “(investors) put these trades on even though they know what will 

happen as everyone attempts to exit positions at the same time. There will be major market 

volatility.” 

 

 Global sales of sovereign and corporate bonds that mature after 30 years have reached 

$142.5 billion this year, a 22% Y/Y rise from 2013 and a 55% jump from the same period in 

2012. France, Austria, Switzerland, Japan, Canada and the UK have sold all ultra-long 

bonds since year. Mexico sold a 100-year bond in March denominated in British Pounds. 

These countries clearly see that interest rates have nowhere to go but up, and want to lock 

in these record-low rates for as long as possible. 

 

 David Einhorn, head of Greenlight Capital, noted on a conference call that “the market 

continues to rise in the face of conflicting economic data, global unrest, and looming 

overdue Fed exit from quantitative easing, we remain cautiously positioned.” 

 

 
 
 
 
 



 

Reader Question: 

**Editor’s note: Every week we’ll try to answer at least one reader question. If you would like to submit a 

question, please send us an email at info@cup-handle.com. We’d love to hear from you! ** 

 

Q: Nice call on Ebola, have any more Black Swan predicitions? – Jim, MA 

 

A: Jim is referring to a letter from late April when we speculated that Ebola could hit markets later this 

year. The virus hasn’t had a material impact on stocks yet, but it’s still terrifying. It’s extremely 

discomforting that there are similar untreatable superbugs, like the CRE virus, floating around the US. 

CRE is spreading rapidly in the Southeastern US, and has been detected in 46 states so far. You’d 

think these stories would be a reason to own pharmaceutical stocks, but unfortunately they’re not 

interested in creating new antibiotics. 

 Again, Black Swan events are inherently unpredictable, but if I had to venture a guess I’d say 

China entering the geopolitical fray would be a major negative. They’re already stirring up conflict 

around the South China Sea. The Uyghur population of northwestern China is forcing the country to 

confront Islamic extremism. And China’s repeated tit-for-tat spying allegations, like the one that 

detained two Canadian citizens last week, will eventually backfire. Russia vs. Ukraine is an ugly 

conflict, but China vs. any of its potential adversaries might be uglier. 

 

Flagged readings for this week: 

 Don’t Send Your Kid to the Ivy League – New Republic 
Although elite college admission boards seem to be choosing from the most talented of America’s youth, 
many applicants are “anxious, timid, and lost, with little intellectual curiosity and a stunted sense of 
purpose.” 
 

 Jon Bon Jovi is the Most Hated Man in Buffalo – New York Magazine 
Buffalo Bills fans started an uprising against Jon Bon Jovi in May out of fear he would buy the team and 
move it to Canada. 

 

Video reward for reading this far: 

 
Dave Chappelle reflects on turning down $40 million. 
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For any questions or comments, please email us at info@cup-handle.com 
 

Please visit us at: cupandhandlemacro.com 
 

Follow us on Twitter @cuphandlemacro 
 

Best of luck this week, 

Michael Lingenheld 

Managing Editor – Cup & Handle Macro 
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