
 

          August 19, 2014 

 
 

Greetings, 

 The Financial Times hit the nail on the head with a front page article from last Thursday 

succinctly titled “Eurozone economy fails to grow in second quarter.” In this case, the FT is referring 

to Q/Q GDP growth, as the economy did actually grow a measly 0.7% Y/Y, but Europe remains 

alarmingly sluggish and things could be getting worse. Germany, long considered the economic 

workhorse of the EU, declined -0.2% Q/Q in the second quarter. France, Europe’s second largest 

economy, registered no growth at all. But the real problem child of Europe is Italy, which declined -

0.2% Q/Q in the second quarter, and has now fallen into its third recession since 2008. 

 At this point, it might be more accurate to say that Italy is in the midst of a depression since 

GDP is now at the same level it was in 2000, and has declined in 11 of the last 12 quarters. Similar to 

Japan, it appears as though the Italians are caught in a nasty deflationary trap, although Japan has 

managed to grow 13% since 2000. 

Italian 10-Year Inflation Breakevens 
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 Italian 10-year inflation breakevens are now at their lowest levels since 2011 when the 

European sovereign debt crisis threatened to spiral out of control. Eventually Mario Draghi ended that 

crisis by saying he would do “whatever it takes,” but apparently “whatever it takes” isn’t enough. 

Some of these charts and data points are downright ugly. Germany’s ZEW indicator of confidence 

among professional investment analysts sagged to a 20-month low in August. Spain, where the 

unemployment rate is 24%, saw consumer prices drop sharper-than-expected to -0.4% Y/Y in July. 

 All of these negative data points and the elevated tensions in Ukraine have pushed investors 

into safe-havens, notably German debt. For the first time in history, 10-year German Bunds yields fell 

below 1.0% last week, and 2-year Bunds are offering a negative nominal yield. It might seem like 

selling EUR is the obvious move here, but the deflationary forces are actually boosting real yield 

across the continent – making EUR more attractive in the process. We believe the best way to play 

this theme is through equities in select markets, on both the long and short side, and it’s reflected in 

our portfolio. 

 Again, if you’d like to monitor our portfolio and receive real-time updates and trade alerts, 

please check out our Marketfy page. Our portfolio has been up and running for three weeks, and 

we’re already up 2.5% since inception. Also, we should be publishing our next monthly investment 

recommendation within the next week. These investment recommendations are now premium 

subscriptions, and if you haven’t signed up already, please check out our newsletter package on 

Marketfy: 

 

 
Today’s letter will cover several topics, including: 

 Trouble in Turkey 

 Japan is shrinking 

 Brazilian opportunity? 

 QE Anomalies Part VII 

 

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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Turkey in the Oven 

On June 11, we warned that the election of Prime Minister Tayyip Erdogan to President could 

leave Turkey’s economy extremely vulnerable. The elections were held on August 12, and 

unsurprisingly, Erdogan was the runway winner of Turkey’s first direct Presidential election. Investors 

are worried that Erdogan will now pressure the country’s central bank to lower interest rates, despite 

9.3% Y/Y inflation that is double the central bank’s official target. 

 

Turkey CPI Y/Y 

 

Annual economic growth has missed the government’s 5% goal since 2012, a trend expected 

to continue this year. Lower interest rates would boost Turkey’s growth prospects, but also weaken 

the Turkish Lira (TRY) and therefore exacerbate the inflation situation. TRY has been the third worst 

performing EM currency (behind Argentina and South Africa) since 2010 and with good reason. 

Turkey continues to run a sizeable current account deficit, currently 7.5% of GDP, which leaves it 

extremely vulnerable to swings in the broader market. Some investors are bracing for a pickup in 

volatility as the Federal Reserve comes closer to raising interest rates for the first time since 2006. 

 

                                Turkish Lira                                            Turkey Current Account Balance (% of GDP) 

  

If real interest rate differentials aren’t enough to drive USD/TRY higher, the loss of central bank 

independence in Turkey should do the job. Also lurking on the horizon is a likely downgrade to 

Turkish sovereign debt. Immediately after the election, Fitch Ratings said, “the outright victory of 
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Erdogan in Sunday’s vote does little to ameliorate the political risk to Turkey sovereign credit profile. 

Political risk will weigh on Turkey’s ratings through its potential effects to discourage capital inflows 

and reduce policy predictability.” If that’s not enough to scare you away from investing in Turkey, the 

country’s proximity to Syria, Iraq and Iran (it shares a border with all three) should be. 

 

Japan Contracting 

 Japan’s economy contracted sharply in the second quarter after a sales-tax increase from 5% 

to 8% in April crimped household spending. Even though real GDP fell -6.8% Y/Y, the decline will 

likely be temporary since consumers moved big purchases into the first quarter to avoid the tax. 

However, there is reason to worry that Prime Minister Shinzo Abe’s decision to further raise taxes in 

the future will damage the country’s economic revival. 

 

Bank of Japan Balance Sheet (JPY, billions) 

 

The Bank of Japan (BoJ) is already running full steam ahead with monetary stimulus, and even 

purchased a record $900 million of domestic ETF’s in the first week of August. In addition to ETF’s, 

the BoJ buys 7 trillion JPY (or 70% of all new issuance) worth of Japanese government bonds every 

month. All of these QE purchases are intended to generate inflation, but several BoJ board members 

are still cautious about reaching their 2% inflation target by 2015 according to minutes of July’s policy 

meeting. The BoJ has nearly doubled its balance sheet since 2013, and many believe the onus 

should be on the government to spur economic activity. 

Unfortunately, the government, which is planning 

another sales-tax increase from 8% to 10% in October 2015, 

does not seem interested in fiscal stimulus. However, if 

Prime Minister Abe’s approval ratings continue to fall (down 

to 48% from 76% in 2012), fiscal stimulus may be the only 

appealing option. The scheduled tax hike in 2015 is already 

deeply unpopular, and every policy decision in recent memory has seemed designed to dampen 

http://online.wsj.com/articles/boj-steps-up-etf-purchases-as-shares-slump-1407830786


 

animal spirits. So far, Abe has failed to deliver on his promises for deregulation and, furthermore, the 

Trans-Pacific Partnership trade talks have yielded nothing. In order for his term to last until the tax 

hikes in 2015, Mr. Abe needs to figure out how to deliver tangible economic growth. 

 

Barnstorming Brazil 

 These are dark times for Brazil. First, the country’s national soccer team, the Selecao, were 

embarrassed 7-1 by Germany in the World Cup semifinals on its home soil. Then, last Wednesday, 

presidential candidate Eduardo Campos was killed in a plane crash in Santos, 50 miles north of Sao 

Paulo. The country’s economy has been shaky for several years and recent events have done 

nothing to improve the situation. 

 Business confidence has sunk to levels not seen since the depths of the global recession in 

2009. The Inflation of goods whose prices are set by the market, not the government, is over 7% Y/Y. 

In June, for the first time in five years, manufacturing payrolls contracted for three consecutive 

months. Economists are slashing growth forecasts, and Goldman Sachs is been warning of 

“stagflation.” 

Brazilian IBOV (white) – CRB Commodity Index (orange) 

 

 The common perception of Brazil is that there are two major impediments to growth: 

corrupt/inept leadership and weak commodity prices. The country’s leadership will be addressed in 

the October presidential elections. Ironically, analysts believe that Campos’s death will make it more 

difficult for incumbent Dilma Rouseff to win a second term, especially if his running mate Marina Silva 

runs in his place, as allowed by electoral law. In May of this year, Fortress CIO Mike Novogratz made 

a presentation outlining his bullish outlook for Brazilian equities based on the thesis that a new 

president could easily turn around the economy. 

The Brazilian stock market is highly-correlated with commodity prices, which have been in 

freefall since June. Iron ore, crude oil, soybeans, sugar, poultry, coffee and corn make up nearly 45% 

of Brazilian exports. A disproportionately large percentage of those exports go to China (17% vs. 11% 
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to the US). Therefore, it stands to reason that a pickup in Chinese economic activity would benefit the 

Brazilian market. Given our positive outlook on China and the negative sentiment already priced into 

the market, Brazilian stocks suddenly look like a decent risk/reward opportunity. In addition, the 

Brazilian Central Bank has hiked interest rates 3.75% since May of 2013, leaving ample capacity to 

stimulate growth (cutting rates) if the economy declines. It may not be pretty at the moment, but there 

are opportunities in Brazil if you look closely. 

 

QE Anomaly Part VII 

Part of our ongoing theme of market anomalies created by quantitative easing: 

 

 Myanmar is in early-stage talks to get its first credit rating, paving the way for an eventual bond 

offering by a nation still recovering from decades of military rule. The energy-rich country is 

among the poorest in the world, and is likely to be rated well below investment grade. 

Southeast Asian governments have been borrowing at a record pace this year as countries like 

Indonesia, the Philippines, Sri Lanka and Pakistan have issued bonds to take advantage of 

record low borrowing costs. 

 

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: Any book recommendations to improve trading? – Anonymous, Australia 

 

A: I’m hesitant to recommend books about trading, because we consider ourselves longer-term 

investors, but attractive entry points are an important part of investing. Jack Schwager has now 

written three Market Wizard books. Two of them are from the early 1990’s but the third was written in 

2012. These books are simply interviews of well-known traders where they explain how they think 

about markets. Along the same vein, Inside the House of Money by Steven Drobny offers excellent 

insight into how to look for attractive opportunities. And for those interested in technical aspects, I’d 

recommend The Candlestick Course by Steve Nisson. Candlesticks are very easy to understand, and 

make it easy to quickly understand the market’s psychology related to certain asset prices.  

 

That’s all, see you next week! 
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For any questions or comments, please email us at: info@cup-handle.com 
 

Please visit us at: http://marketfy.com/portal/cup-handle/ 
 

Follow us on Twitter: @cuphandlemacro 
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