
 

                     January 13, 2015 

 
 

Greetings, 

 Just last week I wrote about the growing likelihood that extremist politicians will destabilize the 

European Union. Unfortunately, the tragic attack of Charlie Hebdo last week adds fuel to a fire that’s 

threatening to rage out of control. Geert Wilders, the Dutch politician facing trial for inciting racial 

hatred, claims Europe is now “at war” and called for the “de-Islamization” of Western societies. He is 

not a fringe politician. Wilders’ Party for Freedom is currently leading public opinion polls in the 

Netherlands. 

 In France, Marine Le Pen’s National Front party is polling extremely well, attracting voters from 

the far left and right. The party has few priorities beyond disliking the rich, big business and 

foreigners. Alternative for Germany, an upstart party that wants to limit immigration and take 

Germany out of the euro, is considering a partnership with Pegida, or “patriotic Europeans against the 

Islamization of the West.” 

 While I don’t think this is the likely scenario, it’s now within the realm of possibility that the EU 

could breakup for reasons that have nothing to do with economics or debt. Although I can’t help but 

think extremism would decline if the youth unemployment rate in Europe wasn’t 22%. 

 

https://s3.amazonaws.com/C-HWeekly/2015-1-6.v3.pdf
http://www.statista.com/statistics/266228/youth-unemployment-rate-in-eu-countries/
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

Moving on, I’m still getting a lot of questions about my directional view on oil. Crude oil is an 

immensely complicated market, and I’m not sure there’s a model on earth that could accurately 

forecast prices. Jim O’Neill, the former chairman of Goldman Sachs Asset Management, offered great 

insight last week saying, “Oil prices may not start rising in the coming months, but forces that will 

eventually halt their decline are begging to appear. 

Furthermore, O’Neill advised investors to pay attention to the oil curve five-years forward 

relative to spot prices. The five-year forward price is much less influenced by speculation, and more 

representative of commercial needs. At the moment, the price of crude scheduled for delivery in 

January 2019 is still trending lower, indicating oil has not completed its descent. 

 

 I didn’t anticipate trading so much in the Cup & Handle Fund this month, but I’ve been adding 

to existing positions and establishing new ones. We gained a little more than 1% last week, which is 

nothing to write home about, but the fireworks haven’t started yet. The market is patiently waiting for 

the ECB meeting on January 22, when it’s expected Mario Draghi will provide details on the ECB’s 

first QE package. I’m not sure Draghi will be able to “beat expectations,” so I’ve positioned myself 

accordingly. The January Investment Letter is nearly ready for publication– if you’d like to start 

receiving these letters click here. It’s $8.25/month and there’s a free-trial… what do you have to 

lose? 

 

Today’s letter will cover several topics, including: 

 Alternative Sources of Income 

 Anxious on Auto’s, Part 2 

 Hot Coffee 

 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.project-syndicate.org/commentary/price-of-oil-in-2015-by-jim-o-neill-2015-01
http://www.project-syndicate.org/commentary/price-of-oil-in-2015-by-jim-o-neill-2015-01
http://marketfy.com/portal/cup-handle/portfolios/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
mailto:mike@cup-handle.com


 

Alternative Sources of Income 

 Two of my 5 bold predictions for 2015 involved interest rates. #5 was that the Fed will not hike 

interest rates in 2015, contrary to market expectations. Seven days into the New Year, Federal 

Reserve Bank of Chicago President Charles Evans said the US might not hit the Fed’s target inflation 

rate until 2018 and he doesn’t advocate raising interest rates until 2016. Needless to say I’m feeling 

good about that prediction. 

 #2 was that 10-year Treasury yields will 

fall below 1.5%. The widely acclaimed “King of 

Bonds,” Jeff Gundlach, seems to feel the same 

way. In an interview with Barron’s, Gundlach 

said he thinks the 10-year that finished 2014 at 

2.17% could potentially yield less than the 

modern-era low of 1.38%. The median year-

end forecast by economists’ currently stands at 

3.24%. 

 If you’re looking to capitalize on this theme via stocks, I have two suggestions. First, everyone 

is familiar with TLT (Barclay’s 20+ Treasury Bond ETF), but PIMCO’s Zero-Coupon ETF (ZROZ) 

could be the better play. TLT gained 24% in 2014, only to be outmatched by ZROZ’s 44% gain. 

ZROZ is essentially a way to own TIPS via equities, hence the strong correlation with inflation 

breakevens. I still believe deflation will be the primary driver of Treasury gains, and ZROZ offers the 

best exposure to falling prices. 

 My second piece of advice would be to own utilities. Mainly due to their attractive dividend 

yield, utilities gained 24% last year, making them the best-performing S&P 500 sector. Historically, 

the sector trails the S&P 500 by 10 

percentage points on average in the six 

months before a Fed rate increase. 

Therefore it will be a positive when the Fed 

inevitably pushes guidance on rate hikes 

into 2016 or even further. 

 

 

 

 

 

https://s3.amazonaws.com/C-HWeekly/Top+5+-+2015.pdf
http://blogs.wsj.com/economics/2015/01/07/feds-evans-u-s-might-not-hit-target-inflation-rate-until-2018/?mod=wsj_nview_latest


 

Anxious on Auto’s, Part 2 

 In early December I wrote about the booming subprime auto-loan market and why Ally 

Financial (ALLY) looks particularly vulnerable if defaults pick up. One month later, it appears the 

situation has deteriorated. More than 2.6% of car-loan borrowers who took out loans in the first 

quarter of 2014 had missed at least one monthly payment by November – the highest level of early 

trouble since 2008, when delinquencies rose above 3.0%. For borrowers with weak credit scores the 

delinquency rate was 8.4%. 

 The largest auto lenders are Ally Financial with 7.3% of new-car loans, JP Morgan (JPM) with 

6.0%, Capital One (COF) with 4.4%, Wells 

Fargo (WF) with 3.5% and TD Bank with 2.3%. 

In the used-car market, which is exponentially 

more risky, the leaders are Wells Fargo at 

6.6%, Ally at 4.4% and Capital One at 4.4%. If 

you’re looking for a short position related to this 

theme, I still think ALLY is your best bet. 

Compared to the other leading auto lenders, 

ALLY is not diversified – automotive financing 

accounts for 75% of revenue. 

 The subprime auto market continues to look like it will get worse before getting better. 

Dealerships are now pushing financing at extended terms, up to seven years, to borrowers with weak 

credit and high debt-to-income ratios. The risky tactics are already drawing regulatory scrutiny. The 

situation is especially troubling because of the weakness in average hourly earnings, which hit a 2.5 

year low in December. How will this debt ever get paid off when paychecks keep getting lighter? 

 Remember, ALLY has only been trading since April of last year after changing its name from 

GMAC in the aftermath of TARP. The US 

Treasury sold the last of its shares in 

December, resulting in a $2.5 billion profit, 

but the company is hardly stable. Through 

the first 9 months of 2014, Ally took a $341 

million loss on loans that are “not expected 

to be paid back” – up 18% Y/Y. That’s an 

ugly deterioration, but it could get much 

worse in 2015. 

 

https://s3.amazonaws.com/C-HWeekly/2014-12-09.pdf


 

Hot Coffee 

 Coffee was the top-performing commodity in 2014 and one of just a few to post gains amid the 

surging US dollar. Arabica prices jumped 50% last year as Brazil, which produces one-third of global 

supply, suffered its worst drought in decades; forcing roasters like Starbucks (SBUX), JM Smucker 

(SJM) and Kraft Foods (KRFT) to raise prices. The market has pulled back from $2/pound, but 

traders are eagerly watching weather forecasts in Brazil’s coffee growing regions. 

      

 Columbia, the world’s second largest producer, has been ramping up production to meet the 

shortfall, but even at max production it grows just 25% of Brazil’s crop. The Brazilian Real has also 

weighed on prices, as the currency’s sustained weakness encourages exporters to sell their existing 

supplies. Demand exceeded production by 8.8 million bags in 2014 - the largest shortage since 2005 

– and stockpiles are running low. Unless Brazil gets some timely rains over the next two months, 

coffee could retain its crown as the best performing commodity again in 2015. 

 

Chart of the Week 

 Italy is absolutely desperate for growth. A think tank says southern Italy is undergoing 

“catastrophic demographic and industrial decline.” Since 2008, there has been a 7% increase in the 

number of southern households unable to pay rent or eat meat on a regular basis. Shrinking GDP 

makes it harder for Italy to cut its heavy public debt burden, which is roughly 145% of GDP. The 

struggles have increased the pressure on Premier Matteo Renzi to jumpstart the country’s economy. 

 

http://www.telegraph.co.uk/news/worldnews/europe/italy/11196442/South-of-Italy-in-catastrophic-decline-after-recession.html


 

 Renzi came to power last year promising to break the political deadlock that has held back 

growth for decades. However, the bureaucratic nightmare that is Italian politics has slowed reform 

efforts. EU rules require Italy to keep its budget deficit below 3% of GDP, and Italian policymakers are 

getting creative in order to match that target. As of May 2014, Italy began including prostitution and 

illegal drug sales in its GDP calculation. The country’s national statistics office admitted the revision 

was made to “comply with European Union rules.” While certainly it’s certainly a legal tactic, one has 

to wonder how they collect accurate data on these industries. 

  

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 of small caps stocks? - LC 

 

A: As long as liquidity is sufficient enough to easily exit the position, I have no problem with investing 

in small cap stocks. In fact, that's typically where the best risk/reward opportunities exist. Just pay 

attention to short interest, because bears can have an out-sized influence on illiquid stocks. 

 

 However, at the moment, I’m bearish on small cap stocks relative to large caps. The 

relationship between small cap and large cap stocks follows the direction of long-term interest rates 

very closely. When rates are rising (bullish environment) small caps outperform. When rates are 

falling (bearish environment) large caps outperform. Treasury yields are currently in freefall, so be 

cautious about putting money to work in the small-cap sector.  

 

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 

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