
 

                          August 5, 2015 

 
 

Greetings, 

 On a baseline level, there are two shortages squeezing financial markets at the moment. The first 

is a deficit of high quality collateral. The combination of fiscal austerity and quantitative easing has 

created an environment where demand for sovereign debt will exceed supply by $600 billion in 2015, 

according the JPMorgan. The second is a shortage of US Dollars (USD) flowing through the global 

economy. This scarcity, combined with increased demand, has created a bull market in USD that is 

actively tightening monetary conditions across much of the developed world. 

 The collateral shortfall has been covered at length since 2012, but the limited supply of USD is 

only now starting to become apparent. It wouldn’t be a problem if there was a shortage of Brazilian Real, 

for example, but USD is a different animal because it’s the world’s reserve currency. Economists call this 

the Triffin Dilemma, where the US must be willing to supply the world with excess currency to meet 

global demand, creating an implicit current account deficit. 

 Even though the US money supply is still growing, the amount available to foreigners is shrinking 

rapidly due to the explosion in US oil production. Since 2011, US crude oil production has jumped 76%. 

 

http://www.bloomberg.com/news/articles/2015-01-02/jpmorgan-boosts-bond-mismatch-to-600-billion-as-ecb-boj-buy
https://en.wikipedia.org/wiki/Triffin_dilemma
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

 The US doesn’t export oil, meaning all of the newfound supply is consumed domestically, which 

puts a serious crimp in imports. In 2011, the US imported roughly $30 billion worth of oil every month, or 

$360 billion annually. Today, that number is closer to $120 billion annually. The $240 billion difference 

reflects the amount of “petrodollars” that are no longer flowing into the global economy. That might not 

seem like a lot of money, but it reflects what is happening across several markets. 

 In the early 1970’s, Richard Nixon negotiated a deal with Saudi Arabia that in exchange for arms 

and protection they would denominate all future oil sales in USD. Since these dollars did not circulate 

within the US, and thus were not part of the normal money supply, economists felt “petrodollars” was a 

better descriptor. Until recently, petrodollars effectively solved the Triffin Dilemma, but it looks like that 

era is coming to an end. 

 The limited supply of USD flowing internationally means that, even if demand stays flat, it will 

appreciate in value. However, that appreciation is guaranteed to increase demand. The stronger USD, in 

turn, lowers the price of oil, reducing the value of US oil imports, creating a cycle that George Soros would 

call reflexivity. The stronger dollar not only tightens monetary conditions in the US, but also China, which 

maintains a currency peg against USD. Meaning 36% of global GDP is tightening policy at a time when the 

global economy looks as vulnerable as it’s been since 2008. 

 

 The Cup & Handle Fund is up around 3.5% on the year, and +18.5% since August 2014 

(inception). The portfolio should be doing better, but I’m struggling to combat inexplicably low volatility 

in equity markets. It makes little sense to me, but my views tend to be early and hopefully we’ll see the 

VIX above 20 soon.  If you’d like to start receiving these letters click here. 

 

Today’s letter will cover several topics, including: 

 Sayonara Abe? 

 Mexican Standoff 

 Meanwhile, In Russia… 

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


 

Sayonara Abe? 

 A recent survey from Nikkei showed that support for Japanese Prime Minister Shinzo Abe is 

waning rapidly. The approval rating for Abe’s cabinet plunged to 38% in July, down from 46% in June, 

while the disapproval rating jumped to 50% from 40% a month ago. The decline is a reaction to a military 

bill championed by Abe that allows Japan to exercise its right of collective self-defense, or to defend a 

friendly country under attack. 

 Abe says the legislation, which would also expand the scope for Japan's military to provide 

logistical support to friendly countries and participate in peacekeeping operations, is vital to meet new 

challenges, such as from an assertive China. Nearly three-quarters of voters were critical of the way the 

bills were approved. While this reflects Japan’s pacifist-leanings since World War II, it might spell trouble 

for the local economy. 

    

 Until this military bill was rammed through parliament, Abe enjoyed strong public support since 

his election in late 2012 due to Abenomics, which attempted to rejuvenate the economy through massive 

monetary easing, fiscal stimulus and substantial corporate reform. The results have been mixed. The 

stock market is significantly higher, the currency is weaker, but higher inflation, the stated goal of 

Abenomics, is nowhere to be found. 

 The BOJ has been free to push the limits of 

Keynesian economics because its leader, Haruhiko 

Kuroda, has been backed up Abe every step of the way. 

However, if Abe’s military bill sabotages his political 

career, the BoJ might be forced to pull back on 

stimulus. This would be an unmitigated disaster for 

Japanese asset prices and the Yen would surge higher. 

Institutional investors, especially the local pension funds, have piled into Japanese assets since 2012 and 

stimulus withdrawal could precipitate the massive unwind of structural positions. 



 

 There are already signs the BoJ is changing its tune. The central bank for the first time presented a 

chart of consumer prices excluding fresh food and energy in its monthly report for July. What it showed: 

inflation was at 0.7% Y/Y in May, well above 0.1% by its current gauge, which strips out fresh food only. 

The change in measurement would put the BoJ that much closer to its 2% inflation target, even though 

the telltale signs of higher prices are non-existent. 

 To be sure, this is a hard market to bet against. The BoJ’s balance sheet has mirrored the rise in 

both the Nikkei 225 and USD/JPY since Abenomics was implemented in 2012. If stimulus keeps flowing, 

it’s hard to see that correlation breaking down. But if you do have the stomach to bet against Japan, the 

risk/reward is extremely attractive. This story should gain attention as we approach the Presidential 

Election for Abe’s party, the LDP, in September. So far, no challenger has stepped forward to present an 

alternative, but Japanese politics is notorious for rapid change at the top. If Abe’s approval ratings keep 

slumping there could be major changes coming to Japan. 

 

Mexican Standoff 

 Banxico, the Mexican central bank, is widely expected to raise interest rates alongside the Federal 

Reserve in the upcoming hiking cycle to avoid further weakness in the Peso (MXN).  There was even 

speculation that Banxico would preemptively hike during last week’s policy meeting. Policymakers ended 

up keep rates unchanged at an all-time low of 3.0%, but the central bank did take steps to buoy MXN.  

The central bank increased the amount of dollars to be auctioned daily from $52 million to $200 

million. They also reduced the amount MXN has to weaken for the central bank to sell an additional $200 

million from 1.5% to 1%. MXN reacted immediately to the announcement, jumping 1.2% against USD, 

which is a notable move for the world’s most 

traded EM currency. 

 It might seem unusual for the Banxico to 

consider tightening monetary policy on such a 

weak economy. Mexico has been hurt by lower oil 

production, which has fallen 8% in the past year, 

and the 50% drop in oil prices. Lower oil revenue 

forced the Mexican government to cut $8.3 billion 

in spending this year to protect public finances. Canada, which also relies heavily on oil for government 

revenue and depends on the US for growth, is moving in the other direction. The Bank of Canada recently 

cut interest rates, as the country looks likely to enter a technical recession in the second quarter. 



 

 Mexico isn’t doing that badly. GDP growth was modest at 2.5% Y/Y in the first quarter and CPI is 

trending around 2.75% Y/Y; much better than most emerging markets. The concern is that things will 

deteriorate from here. The central bank said last week that the outlook for growth has worsened in 

recent months. Economic growth in May, the latest data available, was just 0.1%, with industrial 

production contracting and household consumption only marginally recovering. 

 There is also a strong lack of confidence in the government. President Enrique Pena Nieto pushed 

through privatization of the oil industry in 2013, just a few months before prices cratered. There have 

been accusations of the President and his wife taking bribes from donors. And now, the government is 

reeling from the well-publicized escape of “El Chapo,” a Mexican drug kingpin, from federal prison. 

 Banxico should have enough ammo to keep MXN at reasonable levels for a while. The bank has 

$191 billion in FX reserves, and a $71 billion credit line with the IMF. But more than anything Mexico 

needs to US economy to accelerate. It makes sense for Banxico to mimic the Fed’s moves on interest rates 

and keep policy divergence to a minimum, but it could also choke off economic activity. Mexico has come 

a long way since the Tequila Crisis of 1994, but the US won’t have the same capacity to bail them out if 

things head south this time around. 

 

Meanwhile, In Russia… 

 Russia is such an economic wasteland that many investors have stopped paying attention 

altogether. Brent crude oil below $50/barrel is further squeezing government revenue, which will only 

exacerbate the country’s sizable fiscal deficit. It’s very difficult to quantify this deficit, because most data 

out of Moscow is little more than propaganda, but last week the Interior Ministry gave out some 

anecdotal evidence showing that inflation is still 

running hot in Mother Russia. 

 According to the Ministry, the average bribe 

paid to officials in Russia has more than doubled to 

the equivalent of $3,500 over the past year. That’s a 

lot of Rubles, but it’s said that bribers prefer USD or 

EUR to their local currency. However, this does show 

that much of the inflation is linked to currency 

weakness.  The RUBBASK, which measures the Ruble’s value relative to a basket of USD and EUR, has 

declined 56% Y/Y. So if you can manage to pay off your bribes in Rubles, you’re actually getting a bargain. 

 

 

http://www.economist.com/news/finance-and-economics/21636106-two-decades-after-peso-crisis-mexico-faces-new-shocks-pass-tequila
http://climateerinvest.blogspot.in/2015/08/tracking-inflation-in-russia-value-of.html?m=1


 

Chart of the Week 

 A flattening of the yield curve in US Treasury’s is not always a sign of economic slowdown, but 

that’s what it looks like in this instance. The spread between 10Y and 2Y UST yields is hovering right 

around 1.5%, down from 2.0% a year ago. For USD to roar higher without the support of higher yields 

there must be a deflationary headwind blowing across the global economy. The “flight to safety” trade is 

clearly underway and Treasury’s are benefitting across all durations. 

 

 Luckily for US investors the lower yields should actually support the domestic stock market. The 

intensifying slowdown in major economies like Europe, Latin American and China is revealing itself 

through weaker currencies, falling stock prices and downgrades, but the S&P 500 is still within striking 

distance of all-time highs. That doesn’t necessarily mean US stocks are immune to weakness, but they 

should be the last asset class affected if the “flight to safety” progresses from here. The 10-2Y trade looks 

like it could still have some legs from the chart. The spread tends to get choppy over the short-term, but 

usually produces nice trends over time. Equity investors looking to duplicate this should buy IEF (7-10Y 

Treasury ETF) and sell IEI (3-7Y ETF). 

 

 

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:  Re TLT trade, what chart are you looking at? - CH 

 

A: The chart below shows the breakout that I was looking at when making this trade: 

mailto:info@cup-handle.com


 

 

 TLT is the ETF for long-duration (30Y) Treasury’s. TLT moving higher indicates yields are dropping, 

because prices move inversely to yields. 30Y yields are actually one of the most important factors for long-

term growth, because it’s the basis for mortgage rates. Housing-related expenditures account for over 1/3 of 

the US economy, and an even higher percentage of savings is tied up in homes. Assuming the Fed goes ahead 

and hikes in September, foreign central banks will be keeping a very close eye on long-term yields. Remember 

the 2013 Taper Tantrum was the result of long-bond yields racing higher, which shocked several emerging 

markets. Ironically, the rally in long-bonds this time around is likely the result of weakness in emerging 

markets.  

 

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 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

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