
 

                         January 13, 2016 

 
 

Greetings, 

 The average gasoline price nationally is now below $2/gallon for the first time since 2009. It’s 

been a mild winter thus far, but home heating oil prices are the lowest they’ve been since 2004. The 

collapse of oil has dragged prices lower for almost every product in the energy market, except uranium. 

Since January 1, 2014, the spot price of uranium has actually risen, versus a -78% drop in oil and a -48% 

decline in natural gas, with valid reasons to be bullish going forward. Sentiment is still incredibly 

negative due to the Fukushima disaster in 2011, but the COP21 climate meeting in Paris subtly endorsed 

nuclear as a way to meet emission targets. 

 It also doesn’t hurt the bull argument that China loves nuclear power. Mainland China has 26 

nuclear power reactors in operation and 25 under construction, with almost 100 more planned by 2030. 

India is also in the midst of a major expansion of nuclear-power generation. The country’s installed 

capacity is now at 5.7 GW, but that is set to grow to 10 GW in just the next four years. Even Saudi Arabia, 

the country that killed OPEC to protect its oil business, plans to construct 16 nuclear power reactors over 

the next 20 years at a cost of more than $80 billion.  

 

http://www.reuters.com/article/uranium-prices-idUSL8N14I0ON20151229
http://www.world-nuclear.org/info/Country-Profiles/Countries-O-S/Saudi-Arabia/
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

 Decisions to build nuclear power plants don’t hinge on uranium prices, because fuel is such a small 

part of nuclear’s total cost. Uranium has few uses other than nuclear, so its price is heavily influenced by 

the supply/demand fundamentals. And the fundamentals look very strong with a supply deficit looming 

in the next five years. The spot price of uranium is currently $34, but the break-even cost of production is 

closer to $50. So why haven’t prices moved higher? Japan. 

 Idling Japan’s reactors after Fukushima left utility companies with 120 million pounds of uranium 

since they still had to honor their existing supply contracts. Japan restarted nuclear reactors at the Sendai 

power plant a few months ago, and about 40 of Japan’s 54 nuclear plants will likely be restarted, but it 

will still take a while to work through that inventory. However, at a global level, utilities will need to 

secure roughly 20% of their uranium needs sometime between 2017 and 2018. 

  The breakeven costs for planned uranium mines are $70-80/lb. Those mines will not begin 

production until the price is north of that range. Mines won't be built so they can break even; an incentive 

price is needed. Analysts believe $80/lb. is the breakeven required for global supply and demand to meet 

over the long term. “Long-term” is the key phrase in that sentence. The global economy is on shaky 

ground now, but if it stabilizes and nuclear projects go on as scheduled, expect uranium to move much 

higher over the long-term. 

 

 The Cup & Handle Fund is up around +0.5% YTD, and +5.0% Y/Y. Our core positions really 

haven’t changed much. Of course, I would like to have been directionally short over the past few weeks, 

but the relative value bets that provided stability in the portfolio through November and December have 

kept it more balance. Hence the lackluster start to this year, but it’s still early. As I said before, the blank 

returns on Jan 1 are always a little daunting, but once we get a profit cushion we’ll start to push things a 

little more. 2016 is shaping up to be a year of huge opportunities, so we’ll be patient and wait for a big 

one. The January letter was sent out on Monday, and it was actually a long recommendation – unlike the 

past few. 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
mailto:mike@cup-handle.com


 

HIBOR Hell 

 Here’s the lowdown on what’s happening in China’s currency and interbank lending markets. 

Chinese banks are struggling mightily, which is a problem because they hold roughly $30 trillion in 

assets. The downturn in China’s fortunes — particularly across its heavy industry — is already hitting the 

banks. Non-performing loan rates have been doubling annually since 2012, and that’s using optimistic 

accounting. Needless to say, these banks are desperate for wholesale USD funding. 

 The PBoC provides wholesale USD funding by liquidating its FX reserves (mainly US Treasury’s). 

But this action tightens liquidity because it sucks CNY out of the market (i.e. the opposite of the PBoC 

intervening with USD purchases creating CNY = increased liquidity). But the central bank can’t allow 

tighter liquidity conditions to raise interbank lending rates (SHIBOR), because then the banks would 

really be in trouble. So SHIBOR is essentially capped by the PBoC and hasn’t moved since July even 

though interest rates and bank reserves have been cut – it’s an artificial market. 

   

 SHIBOR is for onshore Chinese Yuan (CNY). There’s also a market for offshore Yuan (CNH) where 

speculators from outside the mainland can take positions. Those transactions are typically routed 

through Hong Kong, where the interbank lending market is known as HIBOR. The PBoC can't directly 

influence HIBOR rates. The 3-month HIBOR chart only goes back to mid-2013, but it was a dead market 

until CNY and CNH started falling in early 2014.  

 There are two reasons why HIBOR rates are skyrocketing. First, CNH deposits in Hong Kong have 

declined for four straight months through November, reducing CNH liquidity. Second, the market knows 

China is weak and wants to load up on short CNH bets, which tightens CNH liquidity, driving HIBOR rates 

higher. As a result, last week, the spread between onshore and offshore Yuan was the highest since 2011. 

 Now, the PBoC has caught onto what’s happening and decided to punish offshore speculators. 

They’ve been buying up CNH to close the CNY-CNH spread, which sucks liquidity out of the CNH market 

and foils a profitable carry trade. It also raises HIBOR to levels where it’s very expensive to borrow 

currency and place speculative bets. Renminbi deposits in Hong Kong totaled $130bn (equivalent) at the 

end of November, a small fraction of the $3.33 trillion US dollars available to the PBoC. It’s not a fair fight. 

http://www.reuters.com/article/us-china-banking-npl-idUSKCN0UQ04D20160112


 

   

 This isn’t a huge deal since CNH HIBOR has little practical impact. However, it does highlight why 

it’s difficult to manage a financial system. Plugging one hole creates a leak somewhere else. The easy 

solution for China would be to open its capital account, but we’re a ways from that yet. In the meantime, 

it’s hard to be bullish Chinese stocks without HIBOR on the downtrend. The chart above shows that 

Chinese stocks struggle when HIBOR is rising, but do well when it falls. For example, the Shanghai 

Composite made its big run last year when HIBOR fell from 4.5% to 2.5%, but it’s a different ballgame 

with the PBoC lurking. 

 

Forced Selling 

 It’s striking how resilient Treasury yields have been despite the flight to quality price action in the 

market. Many are attributing the unexpected bond weakness to foreign central banks, led by China, 

selling their holdings of safer government bonds, which counteracts buying from investors seeking a 

refuge. Over the past two months Beijing has burnt through nearly $200bn of reserves trying to stabilize 

CNY. Middle Eastern countries, like Saudi Arabia, have surely joined in the selling to protect their 

currency peg with USD. 

  

 The charts give this theory credence. The 10Y-2Y US Treasury curve has flattened relentlessly 

alongside crude since last July. However, since last Thursday, the yield curve has actually steepened 

slightly even with crude getting thrashed. This setup creates a paradox where investors don’t want to go 



 

against these massive state-backed entities, but also want to take the other side of forced selling from 

holders in distress. 

 

Sweden Sour 

 Sweden, at the forefront of negative interest rate experimentation, is really struggling. Banks are 

getting charged 0.35% to keep money with the central bank, but aren’t passing along those costs to 

depositors for fear of losing them. This creates a situation where banks don’t want deposits, because of 

the negative carry, yet they keep coming in ever greater quantities. After dipping briefly in March, 

deposits at Sweden’s banks have risen every month, growing 9.4% to a record 1.48 trillion kronor ($173 

billion) in November. 

  

 Consumers earn almost no interest with deposits, but that’s better than the stock market. The 

local stock market is down >20% since last February, as lower rates no longer seem to boost asset prices. 

And given the continued market turmoil, Swedes are unlikely to ditch their deposits for riskier 

investments. There’s also the issue of refugees flooding into the country. For the first time in 50 years, 

Sweden is demanding photo ID from all arrivals from Denmark. Sweden took in 163,000 asylum-seekers 

in 2015, and there’s simply no way to house, feed and track all of them. The state and banking system are 

dangerously stretched and it seems only a matter of time until the breaking point is reached. 

 

Amazing Stat 

Over the last 20 years, the Dow gained 253.49% on Monday and Tuesday 

combined. But it lost 3.67% on Wednesday, Thursday and Friday. 

 

Chart of the Week 

 It took a while, but now appears that market psychology has shifted when it comes to JPY. Since 

late 2012, investors have watched USD/JPY and Nikkei stocks climb alongside the BoJ’s balance sheet 

with amazingly tight correlation. Even though Abenomics hasn’t proven to be effective at all in raising 

CPI, the stated goal, many are clamoring for even more QE purchases to weaken JPY further.  Instead, the 



 

PBoC has started pushing CNY lower, unleashing a huge deflationary force across Asia, pushing real 

interest rates higher in Japan. 

 

 As a result JPY is catching a bid from safe-haven inflows, with net futures positioning turning long 

for the first time since 2012. CPI is calculated on a Y/Y basis, and therefore it’s important that JPY is now 

higher than it was a year ago. Losing the tailwind of a weaker currency will put even more pressure on 

CPI. Many expect the BoJ to respond with more stimulus, but that’s increasingly tricky. They’re more-or-

less out of JGBs to buy, and it’s unclear whether QE is effective policy. It wouldn’t surprise me to see 

headlines from the BoJ soon, but it’s now the second most important central bank in Asia. For now, the 

PBoC is calling the shots. 

 

**Editor’s note: We’re going to try something new this year. I love interacting with readers and responding to 

questions, but the vast majority aren’t fit for public consumption – i.e. often regarding positions or strategies within 

somebody’s portfolio. Instead, I’m going to link a timely, macro-related, long-form article every week. To be clear, 

keep the questions coming, send me an email at info@cup-handle.com and I’ll get back to you in short order! ** 

 

The death of the Alberta dream – Macleans 

 

Comment: The collapse in oil is the biggest story in macro over the past 18 years, and shows no sign of 

slowing down. Analysts debate about the impact on consumers and whether it boosts retail sales, but the 

damage to local economies in oil country has been severe. This profile looks at Alberta, Canada but there 

are similar stories in North Dakota and Texas these days. 

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://www.macleans.ca/news/canada/the-death-of-the-alberta-dream/
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
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