
 

                   December 9, 2014 

 
 

Greetings, 

 Data out of the US continues to be rock solid. The economy added 321k jobs in November, 

exceeding even the most optimistic projections. The US dollar surged higher across the board and 

the DXY US Dollar index is at its highest level since the stock market bottomed in March 2009. The 

dollar has moved all this way without any material increase in Treasury yields. In essence, USD is 

tightening monetary policy for the Fed in the US, while stimulating abroad – except in China.  

 As this story evolves, it’ll be interesting to see whether some of the weaker EM countries start 

to tighten monetary policy to slow capital outflows. We’ve already seen central banks in Russia, 

Nigeria and Brazil hike interest rates recently in order to protect their spiraling currencies. This could 

become a theme very quickly, making EM equities vulnerable to a downdraft (chart below). 

Can you imagine if the Fed actually follows through and hikes interest rates in 2015? I’ll be the 

first to admit that long US dollar positioning is excessive at the moment, but higher interest rates 

would be the icing on the cake for this USD move. Especially because the other G-4 economies, 

China, Japan and Europe, are simultaneously expanding their balance sheets. 

 

http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://cupandhandlemacro.com/


 

Speaking of Europe, the other big news from last week was that the ECB could proceed with 

sovereign QE by early 2015. Before everybody gets too excited about the possibility of more QE, I’d 

like to point out there is serious dissention among ECB officials. According to German press reports, 

a remarkable three out of six Executive Board members opposed Mario Draghi at the last meeting. 

The press conference seemed to confirm that the council is deeply divided both on assessing the 

current situation as well as measures to be taken. 

As I’ve already mentioned, there are countless reasons to be bullish USD going forward, but 

not against EUR in the short-term. The market has seemingly already priced in significant easing from 

a central bank that has disappointed the market before. The EU still has a solid current account 

surplus (2% of GDP), which should get an additional boost from the fall in oil. It’s a contrarian 

viewpoint that could be very profitable if it turns out to be correct. 

 

 My portfolio was fairly quiet last week. Two new positions were added, but PnL was relatively 

flat across the board. I spent much of last week working on some new projects that I’m excited to tell 

you about soon. I’ve been fortunate to connect with some influential players on Wall St, and have 

started collaborating on some exciting ventures. In the meantime, I’m beginning to formulate the 

thesis for my December Investment Letter – if you’d like to start receiving these picks click here. 

It’s $8.25/month… a burrito from Chipotle costs more than that. 

 

Today’s letter will cover several topics, including: 

 Anxious on Autos 

 Trending in China: Stocks 

 Liquidity Shortage 

 Chart of the Week 

 
 

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 

 

 

 

 

http://www.telegraph.co.uk/finance/comment/11275746/Draghis-authority-drains-away-as-half-ECB-board-joins-mutiny.html
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
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Anxious on Auto 

 In November, General Motors (ticker: GM), 

Chrysler, and Honda (ticker: HMC) posted their best US 

sales figures in several years, led by strong demand for 

pickup trucks and SUV’s. Ford (ticker: F), the #2 US 

automaker, said its sales fell 2% due to the delayed 

rollout of its new 2015 F-150 pickup truck. It should 

come as no surprise that larger, less fuel-efficient vehicle sales have picked up because gasoline 

prices are down 20% Y/Y. 

However, there is a more ominous take on this growth. Less than 10 years removed from the 

worst credit crisis in history, you would think ads like this would be hard to come across: 

 
 

 They’re not. In fact, sales of US subprime auto ABS have totaled more than $17.4 billion so far 

this year after a record $22 billion were sold last year. Auto lenders have even started offering ABS 

with a “prefunding” feature that effectively packages securitized bundles of auto loans before they’ve 

even been made. While that might sound crazy and reminiscent of 2008, easier lending standards 

have been a big driver of vehicle sales that continue to beat expectations. 

 Research from Experian, a credit firm, shows an 

increasing number of these subprime auto borrowers 

are falling behind on their payments. The balance of 

loans that were 60 days delinquent increased 27% Y/Y, 

to roughly $4 billion in the third quarter. The highest 

delinquencies were concentrated across the South in 

Mississippi, South Carolina and Alabama. North Dakota, 

which is flush with cash from the shale boom, had the 

lowest delinquency rate. 

 



 

 You’ll recall that before GM was bailed out in 2009, the company’s financing arm, then known 

as GMAC, received $17.2 billion of TARP money in 2008. In the years leading up to the crisis, GMAC 

was GM’s most profitable unit. In fact, GM made more profit from lending money to customers than in 

selling cars. 

 

GMAC’s reputation was dragged through the mud during the TARP saga, and has since 

changed its name to Ally Financial (ticker: ALLY) to avoid negative connotations. ALLY is a public 

company now, relisting back in April, although the US government still owns 15% of outstanding 

shares. And wouldn’t you know it, ALLY is once again ramping up lending. Ally Financial became the 

largest US retail auto lender in the third quarter, displacing Wells Fargo (ticker: WFC). Much of Ally’s 

growth came from financing used car sales, where borrowers typically have lower credit scores and 

are more likely to default. 

It’s troubling to think these auto lenders learned nothing from the financial crisis, but that’s the 

reality we’re facing. Wage growth in the US continues to stagnate, and it seems inevitable that 

defaults on auto-loans will keep rising. I’d recommend shorting ALLY to capitalize on this theme, but I 

can’t help but think the government will be there with another bailout despite the moral hazard risks. 

 

Trending in China: Stocks 

    I’ve been anticipating a breakout in Chinese 

equities for several months, so it’s not necessarily 

surprising that China is the world’s best performing 

market this year – overtaking India last week (note: 

I’ve also been bullish on India since May – 

SENSEX has since rallied 30%). The two clear 

drivers of Chinese stocks at the moment are 1) 

http://www.reuters.com/article/2014/12/01/us-autos-loans-idUSKCN0JF2NK20141201
http://www.reuters.com/article/2014/12/01/us-autos-loans-idUSKCN0JF2NK20141201
https://s3.amazonaws.com/C-HWeekly/2014-08-13.pdf
https://s3.amazonaws.com/C-HWeekly/2014-08-13.pdf
https://s3.amazonaws.com/C-HMonthly/2014-05-The+Falling+Sun.v3.pdf


 

expectations of further stimulus and 2) greater access to the stock market for investors, both foreign 

and domestic. 

 In November, the PBoC cut interest rates for the first time since 2012. The Politburo has also 

implemented numerous “mini-stimulus” packages this year, looking to give a slowing economy some 

breathing room.  

       In my opinion, the more interesting aspect of 

this rally has been the feverish appetite for 

stocks from mainland investors. Over 1 million 

brokerage accounts were opened in China last 

month – up 280% Y/Y. Retail investors’ account 

for 80% of China’s trading volume and the rising 

interest helped drive overall trading volume to 

record levels last week. 

 Several brokerages like Citic Securities, Everbright Securities and China Merchants Securities 

hit the 10% limit on daily price movements Thursday. In Hong Kong, where there are no intraday 

limits, shares of mainland brokerages soared even higher. Shanghai-based Shenyin & Wanguo 

Securities Co. jumped 39% on Thursday, capping a 67% rally over the past 11 trading sessions. 

     The rally has boosted the Shanghai Composite’s P/E ratio to 14.2x, still well below the S&P 

500. In fact, I attended a conference in late-October where a strategist from Societe Generale pointed 

out that Chinese stocks are some of the cheapest assets on earth. The bank even made China its top 

Asian pick for 2015, expecting a 30% rally in 2015. Still, even with all this optimism, the parabolic 

nature of this rally should give you caution. I understand the thesis and still have a bullish outlook, but 

it’s probably best to wait for a better entry-level. 

 

Short on Liquidity 

      I want to follow up on a note I wrote in late October, identifying the lack of liquidity as the biggest 

threat in the market today. Apparently regulators are 

starting to agree with me. The Office of Financial 

Research, an arm of the Treasury Department 

created by the Dodd-Frank law, said last week the 

system is vulnerable to a “flash crash” like we 

experienced in October, when a liquidity vacuum hit 

Treasury’s and spread to futures, swaps and options 

http://www.cnbc.com/id/101952909#.
http://blogs.barrons.com/asiastocks/2014/12/03/why-china-is-societe-generales-top-asia-pick-for-2015/
http://blogs.barrons.com/asiastocks/2014/12/03/why-china-is-societe-generales-top-asia-pick-for-2015/
https://s3.amazonaws.com/C-HWeekly/2014-10-21.pdf


 

markets, adding that such volatility “raises a host of financial stability concerns.” 

 The Dodd-Frank act that created this watchdog also forced banks to slash their bond 

inventories, which is the root of this illiquidity. US corporate bonds are especially vulnerable. The 

share of corporate debt with a 12-month turnover ratio of at least 50% (where total volume 

accounts for at least half of the outstanding debt) has declined from 20% to less than 5%, 

according to the Committee on the Global Financial System. This isn’t a problem when yields are flat 

or falling, but when investors start to sell this debt in size, it will get ugly. 

 

Chart of the Week 

 It seems counterintuitive that consumer confidence and oil prices would have such a strong 

positive correlation. After all, we’re now well-versed in the fact that every one cent change in gasoline 

prices is worth approximately $1 billion in annual US household energy consumption. Gasoline prices 

are down roughly $1.00 since June, meaning consumers should have an extra $100 billion in their 

pockets. Why wouldn’t that boost consumer confidence? 

 

 Historically the correlation has not been that strong, and it seems unlikely to continue – 

especially after Friday’s blockbuster jobs data. However, advancements in shale technology and the 

resurgence of American oil have created millions of jobs since 2009. Direct employment in the oil and 

gas sector rose 40% from 2007 through 2013, compared to a decline of 3% in the overall US 

economy. In every one of the 10 states where hydrocarbon production is on the rise, overall 

employment growth has outperformed the nation.  

 Many of these shale companies are up to their hair in debt, and the drop in oil prices is sure to 

expose a few. The number of well permits issued in the US fell 40% in November, meaning continued 

job growth should be limited, and job cuts look likely. Consumers may be gaining confidence from 

lower gasoline prices, but an uptick in unemployment could destroy that confidence very quickly.  

 

http://ftalphaville.ft.com/2014/11/24/2050942/lies-damned-lies-and-liquidity-expectations/


 

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:   What do you think about USD/JPY? The fundamentals indicate that yen should move lower for 

the foreseeable future? What would change your mind? How carefully are you watching how the 

upcoming election goes and the increased negative rhetoric towards a lower yen? 

 

A: The elections should have very little bearing on the long-term direction of USD/JPY, but early polls 

show that Prime Minister Abe’s coalition will easily hold, giving his stimulus measures a major vote of 

confidence. On a fundamental level USD/JPY should keep moving higher. The BoJ is looking to 

double its monetary base, while the Fed is on hold for now. 

 Having said that, positioning is rather extended. Speculators held a collective $48.2 billion in 

bullish bets on dollar futures as of Nov. 25, up from $7.9 billion on July 1, according to CFTC data. 

The USD/JPY cross is ripe for a correction, but if you’re “investing in currencies” with a long-term 

perspective, I would still strongly recommend shorting JPY. 

 

 

That’s all, see you next week! 

 

For any questions or comments, please email us at: info@cup-handle.com 
 
Please visit our website. 

 
Follow us on Twitter: @cuphandlemacro 
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