
 

                       December 9, 2015 

 
 

Greetings, 

  In July, we speculated that the stock market would make Janet Yellen’s decision to hike interest 

rates extremely difficult. Since the crisis, the Fed has been sensitive to market volatility and it seemed like 

officials were committing to a hike just when stocks looked to have topped. That turned out to be wrong. 

Stocks look wobbly once again, but they’re still within shouting distance of all-time highs as Yellen 

prepares to raise rates next week. Having said that, the prediction wasn’t that far off – it was just the 

wrong asset class. Instead of stocks, oil is cratering at the worst possible time for the Fed and it’s 

probably even scarier than if equities were declining. 

 To be clear, Yellen will definitely move ahead with a hike next Thursday. She saw what happens 

when central banks mislead markets last week. Even though “lower for longer” would (in theory) be 

stimulative, further delay would be a major stain on the Fed’s credibility. Labor markets have been strong 

enough to withstand a hike for some time, it’s been inflation expectations that have held them back.  Now, 

economists at nearly every central bank and strategists at Goldman Sachs, JPMorgan, Morgan Stanley, 

UBS, Royal Bank of Canada, Société Générale and BNP Paribas are all predicting higher inflation in 2016. 

 

https://s3.amazonaws.com/C-HWeekly/2015-7-29.pdf
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

 They’re all so confident because the drag on Y/Y CPI from oil becomes less severe due to the base 

effect. At this time last year, crude was down -42% Y/Y. Today, oil is down -35% Y/Y. There are very few 

strategists anticipating oil to fall lower because their models say it shouldn’t happen. USD should mean-

revert, producers are going bankrupt, shutting down oil rigs and US production is starting to slow. And 

yet, oil decisively broke below $40 a barrel this week, dealing a huge blow to those forecasting a CPI rise 

next year. 

 Ostensibly oil is under pressure because OPEC can’t agree on anything. Prices started falling after 

last year’s big OPEC meeting when Saudi Arabia voted to secure market share and keep pumping at max 

capacity. It backfired in a big way, but now they want to double-down again this year. Except that the 

supply picture has been known for months, and this OPEC news was hardly surprising. Instead, the 

market could be taking the startling lack of demand into consideration. PMI/ISM in the world’s two 

largest economies and oil consumers showed outright contraction in November. Europe is growing, but 

not nearly fast enough to offset that decline. 

 Remember, in June 2008 it was the ECB hiking rates just as oil peaked that sealed the deal for a 

financial meltdown. Obviously conditions are much different this time around, but Fed officials should be 

extremely worried about the oil market. Granted CFTC positioning is already fairly negative and it could 

get squeezed higher any day, but oil below $30 would throw a major kink into those vaunted econometric 

models. Looking at the chart, $30 oil is a distinct possibility, especially if USD continues to creep higher. 

The Fed’s press conference on December 17 could easily end up being a non-event, but oil’s continuing 

weakness sets the stage for a messy 2016. 

 

 The Cup & Handle Fund is up around +5.0% YTD, and +7.0% Y/Y. In mid-November we starting 

allocating more to some relative value bets, hoping to avoid trading noise into year-end, and they’ve 

worked out fairly well. PnL has stayed steady through some decent moves in the stock market, to which 

we hope to remain uncorrelated. Our December letter went out on Monday, and it’s starting to trickle 

higher today. Hopefully it can keep powering higher. If you’d like to start receiving these letters click 

here. 

 

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://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


 

Cautious on Canada 

 Canadians like to point out that energy only accounts for 10% of nominal GDP, and natural 

resources as a whole comprise only 20%. For such a seemingly small part of the economy, commodities 

have a huge impact on Canadian dollars (CAD) and rates. Looking at it this way ignores the fact that 

investment in Canada's oil patch was a key driver of capital spending across the nation that enabled 

Canada to bounce back from the financial crisis faster than most other advanced economies. However, the 

markets take away faster than they give. The commodity collapse has crippled investment in Alberta 

(home to the oil sands) and resulted in the loss of more than 25,000 jobs in resource extraction over the 

past 12 months. 

   

 In the first two quarters of 2015, Canada entered a technical recession, posting back-to-back Q/Q 

declines in GDP. Third quarter GDP bounced higher at +2.3% Q/Q, due almost entirely to a surge in 

exports, up 9.4% annualized in the quarter, helped by an accelerating US economy and the weak CAD. But 

total domestic demand was flat and business capital investment continued to slump, reflecting the 

evaporation of spending in the energy sector. Many point the finger at oil, but even non-commodity 

sectors are starting to deteriorate.  

   

 And the economy’s momentum faded badly as the quarter wrapped up, with manufacturing, 

wholesale and retail sales fizzling in September. GDP shrank -0.5% M/M, the worst monthly result since 

the recession. The central bank already cut overnight rates twice this year, down to 0.5%, so there’s little 



 

room for further traditional monetary stimulus. The new liberal government has promised to increase 

spending and widen the budget deficit, which will be supportive. But that won’t matter much if the US 

economy starts to slow, which is increasingly likely after the 48.6 ISM reading in November. Remember, 

Canada has never entered a technical recession (like in 2Q) without US growth slipping into negative 

territory as well; it doesn’t look like this instance will be the exception to the rule. 

 The Canadian economy is still overly dependent on housing and household debt as sources of 

growth. In the third quarter, household consumption and residential investment accounted for 63% of 

GDP, the highest percentage in 35 years. This almost guarantees that rates will remain low for a very long 

time. The central bank and new government have a few avenues to revive growth, but none of them will 

be positive for CAD. 

 

EUR Time of Year 

 The reaction to last Thursday’s ECB meeting was fairly predictable in retrospect, as it always is. 

You could argue that a central banker’s biggest obligation is to manage expectations, and Draghi clearly 

mislead investors going into this meeting. He was true to his word, lowering deposit rates deeper into 

negative territory and expanding QECB, it just wasn’t enough to appease the huge short position in EUR 

and German Bunds. After the announcement, the short squeeze was underway with EUR following rates, 

both in the US and Germany, higher.  

   

 Typically it takes a week or two for positions to get cleared out, and that looks to be the case this 

time around. EUR is relatively unchanged since last Thursday, and it has run into a bevy of moving-

averages clustered around 1.10 (chart above). However, it probably makes sense to wait a few weeks 

before re-entering a short EUR position. The seasonal chart shows that over the past 20 years EUR has 

traded extremely well this time of year, only to give up those gains in January. We’re always taught “the 

trend is your friend,” and in this case it looks like it’ll be much more agreeable in January. 

 



 

Bear Bonds 

 The latest CFTC data showed that investors held $26.6 billion in net positions that 5-year US 

Treasury’s will fall, the most since 1993 when the data first became available. 5-year Treasury’s currently 

yield 1.7%, and they haven’t been higher than 2.0% since 2011. In theory, there’s a lot of downside for 

these bonds. The market is currently pricing in a 22% chance that Fed Fund rates will be above 1.0% by 

the end of 2016. 

 

 Of course, in my mind, that’s an obscenely high probability. Fed officials are inventing new ways to 

articulate how slowly they’ll raise rates after this month, and it’s very hard to imagine the global economy 

will stumble into a new source of growth powerful enough to offset the slowdown elsewhere. This is 

nominal data and doesn’t take into account what percentage of these bets are part of a spread trade. As 

readers of this newsletter know, curve flatteners have worked very nicely over the past month. 

 

Chart of the Week 

 The composition of GS’s financial conditions index (FCI) breaks down like this: 36.5% 10Y UST 

yields, 29.7% BBB-rated nonfinancial credit spreads, 15.8% TED spread, 7.9% trade-weighted USD, 5.5% 

Fed Funds rate, and 4.7% S&P 500 P/E ratio. It was originally created to measure the overall impact of 

financial asset prices on GDP growth. 

According to Goldman Sachs, the tightening 

seen in the FCI has already resulted in a 

reduction in US GDP growth of 0.5% (Y/Y); 

and this drag will increase to 0.8% by Q4 

2015. 

 Goldman’s FCI is as high as it’s been 

since 2010 and volatility has been relatively 

tame, but this chart indicates we should 



 

expect some going forward. There’s little reason to believe that FCI will drop significantly from here. 

Much of the increase is due to increased regulations, and that won’t change anytime soon. As we’ve 

touched on in recent weeks, swap spreads and USD cross-currency swaps are showing signs of 

dysfunction. All of these signals are relatively minor, but they add up and build on each other. Stronger 

USD tightens conditions, which boosts USD even more. It’s a slippery cycle, the trick is to use it to your 

advantage in trading. 

 

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:  Do you REALLY think the Paris attacks will impact the Saudi’s? Not much reaction so far - TR 
 
 

A: This question is in reference to the C&H from November 19. I would disagree there hasn’t been much 

reaction. The press is really starting to turn on the Saudi Kingdom, and I don’t think this is a theme that 

will be evident day-to-day. Geopolitical changes take place over years. Obama is scheduled a summit for 

next week to address financing of terrorism. The two articles cited above mention that Saudi’s have a 

huge lobbying presence in DC, which makes me less optimistic. But the UK, Germany and other Western 

leaders have all started pushing back on Saudi demands. They just don’t have the clout that they used to. 

 

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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