
 

                       August 19, 2015 

 
 

Greetings, 

 On Sunday, Donald Trump sought to burnish his foreign policy credentials on Meet The Press, and 

added Saudi Arabia to his list of frenemy countries that already includes Mexico, Japan and China. Trump 

said, “The primary reason we were with Saudi Arabia is because (the US) needed oil. Now we don't need 

the oil so much, and if we let (oil drillers) really go, we wouldn't need the oil at all and we could let 

everybody else fight it out." 

 There are two easy rebuttals to his statement. First, aside from New York State and national parks, 

the US has let drillers max out production. And second, Saudi Arabia is already “fighting it out.” The 

Middle East has become a battlefield between the Sunni and Shia sects of Islam. Saudi Arabia is the 

primary financial backer of Sunni militias, while Iran fills the coffers of Hezbollah, Houthi rebels, and 

other Shia factions. The Saudi vs. Iran struggle is being played out in several proxy wars taking place in 

Syria, Lebanon, Yemen and especially Iraq – among others. 

 Defense spending in the Kingdom is growing faster than any other country, reaching 10.5% of 

GDP; compared to 3.5% in the US. However, they are losing their most important battle against frackers. 
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 The Kingdom’s financial largess comes from oil, which accounts for more than 90% of government 

revenue.  In 2014, Saudi blew off OPEC and ramped up production to try and bankrupt US drillers with 

lower prices. The US shale industry has not followed the script by obediently cutting back production as 

prices have fallen. On the contrary, costs have been cut and production this year will be higher than in 

2014. Saudi Arabia needs oil at $105 per barrel in order to balance their budget, but that won’t happen 

any time soon. The IMF estimates the budget deficit will hit 20% of GDP this year. 

 The Kingdom has $675 billion in reserves to cushion their economic fall, but they’re burning 

through cash at a rapid pace. In fact, the royal family issued $5 billion worth of sovereign debt last week 

and may seek $20 billion more by the end of this year. Of course, they could cut subsidies but that would 

upset citizens that are increasingly allured to the siren call of ISIS. For example, gasoline costs 16 cents a 

liter, which means an estimated $80 billion a year foregone in export revenue. 

 On June 15, the Saudi stock market was opened up to foreigners for the first time. BlackRock is in 

the process of creating an ETF but it doesn’t trade yet. If you’re looking to short this market, which seems 

like a reasonable proposition considering the circumstances, the Market Vectors Gulf States ETF (MES) 

looks like your best bet. Enemies surround Saudi Arabia on all sides, radical ideologues are infecting the 

population internally, and political heretics from its longstanding ally are calling for an end to the “oil for 

weapons” deal that underscored the Nixon Doctrine. The collapse of oil only adds fuel to the flame. 

 

 The Cup & Handle Fund is still up around 7.0% on the year, and +22% since August 2014 

(inception). Directionally everything has worked out pretty well, I’d just like the execution to be better. 

My investment pick for August is already +8% in our favor, and shows no sign of slowing down. If you’d 

like to start receiving these letters click here. 

 

Today’s letter will cover several topics, including: 

 Stagnation in Japan 

 Empire State of Decline 

 Tesla in 2029 

 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 
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Stagnation in Japan 

 Japan’s economy contracted in the second quarter as international demand for Japanese goods 

slumped and households spent less. To be clear, the decline wasn’t a surprise. Economists were actually 

expecting a -1.8% Q/Q contraction in the second quarter, meaning the -1.6% Q/Q decline was “better 

than expected.” This might sound redundant, but all of this weakness out of Asia is being driven by China. 

Japanese car exports to China fell more than 30% on a dollar basis in the first half of this year. 

   

 The deterioration of conditions in China is not new, but such weakness in domestic consumption, 

which accounts for more than half of economic output in Japan, is alarming. Not surprisingly, the Ministry 

of Finance buried its head in the sand, refusing to deal with reality. Speaking shortly after the figures 

were released, Economy Minister Akira Amari said the contraction is likely a temporary one, pointing to 

strong sales of air conditioners in July and August. 

 You might think this data would lead to calls for more stimulus from the Bank of Japan (BoJ). But, 

as I’ve written recently, the BoJ’s tone has actually been hawkish in recent months. Prime Minister Abe’s 

refusal to apologize for Japan’s actions in World War II was a clear signal to China that the country is no a 

pacifist neighbor willing to tolerate bullying. Abe’s popularity has slumped as a result, and while no 

challengers have emerged yet for his re-election in September, he’s clearly on the hot seat. If Abe is voted 

out of office, the BoJ would lose a political security blanket for its highly experimental monetary policy. 

Any pullback from the central bank would destroy Japanese stocks. 

And yet, the market seems unwilling to 

acknowledge the possibility of tightening from the 

BoJ. The daily sentiment index (0-max bearish, 100-

max bullish) on S&P 500 stocks currently stands at 

17. The DAX Index in Germany is 23. Despite the 

horrid data coming out of Japan, DSI on the Nikkei is 

56. There are legitimate reasons for that, notably the 
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BoJ’s balance sheet, Nikkei, and JPY maintaining incredible correlation. But the Japanese economy has 

numerous obstacles to overcome even if Abe is re-elected.  

The weak JPY has allowed local exporters to steal market share from South Korea and Taiwan, but 

that looks like it’s changing rapidly. And there’s a sales tax hike from 8% to 10% scheduled for 2017. The 

tax was raised from 5% to 8% in 2014, but a second hike scheduled for this year was pushed back 

because of economic weakness. Fitch has already warned that another delay would hurt Japan’s credit 

rating. A setback for Japan’s stock market would be one thing, but a drop in Japanese government bonds 

would be a crisis. 

 

Empire State of Decline 

 Two hours after the US Empire Manufacturing data was released on Monday, none of the major 

business news websites had any stories covering the horrid data. Manufacturing in the New York region 

slumped at the fastest pace since the Great Recession, registering -14.9 in August vs. +3.9 in July. 

Readings below zero in this index signal contraction.  

 

Several economists opined that this week reading had to do with fluctuations in inventories, but 

it’s very difficult to be optimistic about this development. The chart above shows the US ISM will likely 

fall below 50, perhaps by a decent amount in the coming months. This would signal manufacturing 

contraction across the entire country. Not surprisingly, stocks and bonds rallied on the news because it 

will be difficult for the Fed to ignore a collapse in ISM. It was a “here we go again” moment, but at least 

this time the weakness in Asia is creating some solid opportunities in EM stocks, bonds and FX. 

 

Tesla in 2029 

 I’ve given up trying to understand why Tesla (TSLA) trades at the levels it does. At $250 per share 

it doesn’t even have a P/E multiple because it’s unprofitable, and constantly fails to meet delivery targets. 
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In Tesla’s second quarter earnings announcement, CEO Elon Musk acknowledged they might not hit the 

previous goal of delivering 55,000 vehicles this year – yet again. 

 That was not a shock to anyone who follows this stock closely, and TSLA shares dropped 8% after 

the earnings call. However, since then, shares are back above the pre-earnings level, despite fresh stock 

issuance, because of a new price target from Morgan Stanley. Last week, the bank helped Tesla sell $500 

million worth of stock and on Monday analyst Adam Jonas (not the fourth Jonas brother) said Tesla stock 

could be worth $465 per share, which would value it at about $60bn. To put it another way that would 

value the company at more than $1 million for each electric car it will produce this year. 

   

 Much of this optimism is predicated on huge growth in “Tesla Mobility,” an app-based on demand 

mobility service (sounds like Uber) using automated cars. I should point out that I think Tesla is one of 

more amazing companies in existence today, and that automated driving will play a much bigger role in 

our future than almost anyone realizes. But this is crazy. Morgan Stanley says Tesla Mobility “is key to the 

2029 revenue forecast.” Tesla only became a public company in 2010, and while I can’t find old forecasts 

for deliveries, I can guarantee they were higher than 55,000 in 2015.  

Why these analysts can make such arbitrary predictions and have the market react to them is 

beyond me and it reeks of Mary Meeker in 2001. It seems futile to short Tesla because it trades on hype 

but, if you’re long, now is the time to exit. TSLA could easily hit $465 at some point, but there will be 

major turbulence between now and then. 

 

Chart of the Week 

 Just because global interest rates are near their lowest levels in history and QE programs continue 

in Europe and Japan, does not mean the world is flush with liquidity. In fact, the chart below shows that 

global reserve assets excluding gold are in outright contraction. Of course, as with everything these days, 

this chart is mainly driven by China. The PBoC can afford to protect its freshly floated CNY from excess 

weakness because of its vaunted $3.7 trillion of FX reserves. That’s a formidable wall of capital, but that 

figure shrunk by $400 billion over the past year. 



 

 

 I’m not saying there will be a run on China’s capital account. Simply opening up the Chinese 

economy would cure their “capital outflow problem.” In fact, this decline has more to do with the 50% 

drop in oil than anything else. China’s decision to “devalue” the CNY should only exacerbate the decline in 

reserves, unless growth magically turns higher. It’s interesting that gold peaked in 2011 right around 

when reserve growth turned lower. Sooner or later there will be a crisis (or another crisis if you count 

the slaughtering of EM currencies this year) in some form. Once policymakers figure out a way to get 

reserves moving higher that will be the time to own gold and other rare assets that derive their value 

from excess liquidity. 

 

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:  Is gold a sane hedge play in this market? If not, what do you suggest to rebalance an equity-heavy 

portfolio? - TL 

 

A: Gold is a little tricky. It's rallying now, but I think that's the result of short-covering because sentiment 

was extremely negative towards gold going into this week. Obviously the big news is the China 

devaluation. That's really a deflationary shock to the global economy, and gold doesn't like deflation. Gold 

will eventually respond to the stimulus that attempts to reverse the deflation - which might take a while, 

especially because the Fed is still hinting at a rate hike in September. Your best bet to hedge equity 

exposure would be long-dated, USD-denominated bonds. Ticker: TLT is an ETF of long-dated US 

Treasuries. 
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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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