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Greetings, 

 In December 2014 we noted that the gold/crude oil ratio had never broken above 20 without the 

development of a “nameable” crisis. Both assets are synonymous with inflation. Gold is more of a 

monetary barometer, while oil typically reflects the level of economic activity. In that regard, the spike in 

gold/oil makes sense, because central banks are pumping stimulus into the system but it’s not resulting 

in stronger growth. It’s far too early, but if a crisis does unfold, what would it be called?  Undoubtedly the 

name would include “China,” but the Chinese don’t deserve all the blame for this. 

 Remember, it was the Chinese who rescued the global economy from a depression in 2009. The 

violent swings in Chinese stocks get all the attention these days, but that’s not why the S&P 500 is 

slumping. On Tuesday, the IMF downgraded its projection for growth (again) over the next two years. 

They now estimate the world economy will grow 3.4% this year and 3.6% in 2017, down -0.2% from 

their estimates last fall. China’s +6.9% Y/Y GDP reading for 4Q15 might be bogus, but the country’s 

growth is still much higher than anywhere in the West. The problem is that policymakers globally became 

way too dependent on China for growth, and now their economy is shifting gears. 
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 China accounts for 34% of global growth, and the nation’s multiplier effect on emerging markets 

takes that number to over 50%. Take oil for example. Coal still accounts for 70% of total Chinese energy 

consumption, but the country plays a huge role in the oil market. In the decade ending in 2014, growth in 

Chinese consumption accounted for 48% of the total growth in global oil demand. This was never going 

to be sustainable. Now, oil supply is outpacing demand and prices are falling. This gives a huge boost to 

USD, which tightens liquidity in China because of the currency peg. Now, the PBoC is letting CNY decline a 

little bit as a release valve and everyone is panicked. 

 However, it’s a mistake to think the recent CNY depreciation against USD is part of the “currency 

war.” In a sluggish global economy, it would take a considerably larger depreciation to boost exports 

enough to offset downward pressures elsewhere in China. And a big devaluation would contradict 

Beijing’s core strategy of moving from exports toward domestic consumption. CNY is down -6% vs. USD 

since July, but it’s still up +25% since 2005. Other central banks, like the ECB or BoJ, might respond to a 

weaker CNY by pushing down their own currencies, but China’s just protecting their interests by 

offsetting the Fed, not racing to the bottom. 

 This Chinese slowdown is nothing new, only the narrative has shifted. Last year, it looked like 

China would just pass the baton to the US as the ballast for global growth. Now, weak 4Q data indicates 

the US is just as vulnerable as everybody else. To make things worse, the Fed, seemingly oblivious to 

what’s happening in the market, formally raised interest rates in December after watching monetary 

conditions tighten relentlessly since August 2014. That’s why markets look so shaky, not Chinese stocks. 

Unless the Fed reverses course, it looks like the global economy is off its moorings and headed into 

unchartered waters.  

 

 The Cup & Handle Fund is up around +1.5% YTD, and +6.0% Y/Y. Not the start we were looking 

for, but outperforming all of the benchmark indices. I think everyone came into 2016 with little exposure, 

then started selling heavily when everything turned down. At some point I think those positions will get 

cleaned out and we’ll see a decent rally before another downdraft. We’re positioned to do well in either 

scenario, it’s just a matter of being patient.  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 
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Psychological Profile 
 In markets like this fundamentals don’t matter very much. Investors didn’t wake up this month 

and suddenly realize China was slowing; it’s been slowing for months. Like a wave, negative sentiment 

has been building and spilling over from market to market. It started in energy and emerging markets, 

spread to high-yield debt and has now finally infiltrated equities. Tallying up P/E multiples is a futile 

exercise in the short-term, because markets are being driven by psychology and positioning. Those 

looking for a ray of sunshine should take solace in several sentiment indicators showing extreme 

pessimism, which usually means a bounce is imminent. 

   

 The Daily Sentiment Index (DSI), measuring sentiment 1 through 100 (1= max bear, 100=max 

bull), shows that anything associated with oil is reviled at the moment. Crude oil, heating oil, gasoline, 

natural gas, Canadian Dollars, and Mexican Pesos all have readings below 20 – with many in single digits. 

The S&P 500 is also in single digits at 9, up from 5 last Friday. It’s hard to track this type of data, but 

buying an asset every time DSI fell below 10 and selling when it went back above 20, wouldn’t be a 

terrible strategy. 

 Conversely, the DSI for VIX is 88 – signaling a widespread belief that volatility will keep rising. But 

with allocations to cash the highest they’ve been since the Financial Crisis, it’s worth wondering how far 

this market could fall in a straight line; i.e. without a sizable, if short-lived, rally. The question is: what 

positive catalyst will jolt market psychology to question whether this decline is overdone? 

  



 

 In theory, it would just take economic data getting “less bad.” However, the Citi Surprise Index 

doesn’t appear to be bottoming, and there’s still the nonsensical belief that an inflation pick-up is right 

around the corner. The only surefire way to turn this market around is the Fed backtracking on its plan to 

hike rates. The more the Fed insists on normalizing rates, the more the Chinese have to devalue their 

currency, the more investors get nervous. 

 However, the Fed faces serious reputational risks if it immediately reverses course after hiking in 

December. Inevitably, one of Yellen’s lackey’s will hint that a March hike is off the table, and then they’ll 

scratch plans to hike in June. Of course, the market has already priced this in, but it would give investors’ 

confidence to know the Fed is actually paying attention. If and when this does happen, expect the US 

dollar to come under pressure. DSI on the Dollar Index is very high at 86, and survey’s show investors are 

less confident USD will keep powering higher. That doesn’t mean the USD bull market is over, just due for 

a correction, because historically that’s how market psychology works. 

 

Bearish Economists 
Taken from a WSJ survey last week: 
 

One reason economists aren’t even more worried: The U.S. relies less on trade than many of the world’s 
largest nations. While exports from the U.S. have expanded over recent decades, they account for only 

about 13% of gross domestic product, less than any other large economy except Brazil. If the rest of the 
world falters, a relatively small share of U.S. production will be exporting into the weakness. 

 
The Journal surveyed 76 financial, business and academic economists Jan. 8-Jan. 12, though not every 

respondent answered every question. The survey found that 57% believe the U.S. is at least “somewhat 
exposed” to the risk of reduced trade from the decline under way in emerging markets, while 79% said 

the U.S. is exposed through its financial markets. 
  

 Who are these 43% of economists that don’t believe the US is exposed to weakness in EM? Or even 

more egregious, who are the 21% who don’t think the US is exposed to 21% via financial markets? The 

great thing about economists is that you don’t have to listen to them, and can pay attention to the 

markets instead. Some economists are great and the majority do believe the US is exposed, but, for 

example, if you based your decisions on Fed projections, you’d on the wrong side of a lot of investments. 
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 To be clear, globalization is real, the US is definitely exposed to global trade, and the slowdown is 

accelerating. That doesn’t mean the sky is falling, but it’s alarming how many practicing economists aren’t 

paying attention or don’t appreciate what’s happening in the global economy. 

 

Not Mine Problem 

 It’s earnings season again and some miners are actually posting decent results relative to 

expectations. Yet none of these companies can catch a bid, and the entire sector keeps plummeting. A big 

part of this is the struggle of Freeport-McMoran (FCX). Like many other miners, it took on too much 

exposure at the wrong time of the commodity cycle, and now, last week, it traded at the lowest price in 

history – it IPO’d in 1995 at a higher price. 

 

 They’ve already tossed out the founder and CEO. The company is scrambling to pay down its debt, 

writing down assets and will inevitably have to sell some large mining properties. Except that it’s not 

exactly a seller’s market. Distressed investors know they can get these mines for fire-sale prices and 

won’t be inclined to bid up. That devalues mines held by other companies and the entire sector struggles 

as a result. It’s an ugly cycle that won’t stop until there’s a noteworthy bankruptcy or major capitulation. 

 

Chart of the Week 

 Two weeks ago I mentioned that we should have expected a weak US December ISM number on 

January 4 because the Chicago PMI print, from December 31, was so bad. Last Friday, weak US retail sales 

figures got all the attention, but the Empire manufacturing survey was also well below expectations. 

Regional manufacturing indicators are always going to be more volatile than ISM, but they’re also 

extremely accurate in foreshadowing directional trends. 



 

 

 This chart shows that if correlation holds perfectly, we will see ISM below 40 in the not too distant 

future. Not only would that indicate recession, it would be a fairly severe recession – one that NO 

economists are expecting. The Empire index has head-faked before, notably in 2010, but the narrative 

seems to fit here. While I don’t necessarily think ISM will drop to these extreme levels, this does seem to 

rule out a quick dip below 50 before resuming expansion. 

 

**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! ** 

 

How Under Armour Plans to Turn Your Clothes Into Gadgets – Wired 

 

Comment: Even though many tech companies aren’t expensive as they once were, the sector trades at a 

significant premium to most others. Which is why many companies from traditional sectors are 

transforming into tech companies – because that’s where all the growth is. This article takes a look at 

Under Armour (UA), which is bulking up its tech capabilities through “wearables.” This has numerous 

deflationary repercussions for healthcare, an area of the economy that has yet to be disrupted by big data. 

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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