
 

                      February 17, 2016 

 
 

Greetings, 

 It looks like the cavalry is on its way. Central bankers are now responding to deteriorating market 

conditions, and it appears we’re looking at a bounce. On Monday, while US markets were closed, Draghi 

grabbed a microphone to reassure investors, saying if there are further “downward risks to price 

stability, (the ECB) will not hesitate to act.” You’ll recall he made similar a proclamation last October, only 

to disappoint markets in December with secondary rate cuts and an extension of QE – not an expansion. 

In theory, Draghi will have learned that talk is cheap for the ECB’s March 10th meeting, but in the 

meantime investors will likely let their imaginations run wild and buy risk assets. 

 The Chinese are also getting in on the act. The PBoC, closed last week for the Chinese New Year, 

reopened with a splash on Monday, fixing CNY +1.2% stronger against USD – a huge move. The 

appreciation was justified considering the sell-off in USD last week, but this could be perceived as a shot 

at speculators who grew a little too comfortable shorting the Chinese currency. It was also revealed that 

loans from Chinese banks exploded in January, setting fresh all-time highs. Total social financing, an 

indicator of China's credit expansion, rose to 3.42T CNY in January up +88% M/M from December. 

 

http://www.bbc.com/news/business-35573266
http://www.bbc.com/news/business-35573266
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

 Chinese bank lending usually spikes in January as banks, which face limits on how much they can 

deploy each year, squeeze as much lending as possible into the first month to protect their market share. 

It also could be due to Chinese companies making early repayments of their foreign-denominated bonds 

to reduce their currency exposure after CNY weakened. But this feels different, almost like the Politburo 

is quietly firing up its stimulus machine. Medium-and long-term loans to households were up +45% Y/Y 

in January, and lending to companies jumped +73% Y/Y. 

 There are other reasons to be bullish. Banks, a big source of anxiety, look better after Deutsche 

Bank (DB) bought back some debt and Jamie Dimon is buying $27 million worth of JPMorgan (JPM) stock 

– a big vote of confidence. The charts look like we’re due for a rally as well. AUD/JPY, a fantastic 

barometer of risk appetite that correlates nicely with stocks, left a very bullish candlestick stem last 

week. Nothing works 100% of the time, but it will be hard to take out that low in the short-term. 

 Having said all that, looking at the data, there’s little reason to believe this will be a sustained rally. 

On Sunday night, the Chinese released trade data from January that looked abysmal. Total exports were 

down -11.2% Y/Y and imports were no better at -18.8% Y/Y. Retail sales in the US looked decent, but the 

UMichigan Consumer Sentiment Index looks like it’s rolling over. And the 5-10 year inflation outlook 

from consumers is down to +2.4% - a new all-time low. Deflation is a psychological phenomenon and 

these one-off stimulus measures aren’t going to change that. Recent developments might be enough for 

stocks to rally for a month or two, if only because of extreme pessimism, but we’re far from out of the 

woods in 2016. 

 

 The Cup & Handle Fund is up around +3.5% YTD, and +12.0% Y/Y. The portfolio is back to its 

high since inception in August 2014, although I’m not sure it will stay there. The book is relatively 

balanced and has gone up steadily this year through rallies and declines with few major changes. I think 

the market will rally here, but don’t feel the need to play it. I’d rather stay patient and wait for the 

inevitable and more sustainable decline. In essence, I’m going to stick with the 2016 Playbook that was 

laid out in our February letter. 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://stockcharts.com/school/doku.php?id=chart_school:chart_analysis:introduction_to_candlesticks
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


 

The Failed-State Risk 

 It seems like only a matter of time before a major emerging market becomes a failed state. 

Emerging markets are all suffering from the commodity drought, their currencies have been slaughtered, 

a few are already in recession, but there hasn’t been a total breakdown involving chaos, destruction or 

violent regime change in any country. You could argue that Venezuela is a failed state, but it was an 

isolated country to begin with and has little connection to Western economies. 

   

 A breakdown in Brazil would easily be the most destructive scenario. It’s a huge economy with a 

large population that maintains strong social and economic ties to the US, Europe and China. The country 

is an absolute mess, but it would take a dramatic escalation to become a failed state. Turkey is another 

leading contender. You could make the argument that Turkey is already fighting a civil war, pitting 

President Erdogan against the Kurdish minority.  Having said that, Turkey is the only country standing 

between the EU and ISIS, meaning there’s too much at risk for it to fail. That leaves South Africa as the 

best bet to become a failed state, and almost nobody sees it coming. 

 The South African economy is in terrible shape. Arguably, the most worrying data point was 

January's Manufacturing PMI, which fell to 43.5 – the sixth consecutive reading below 50. The mining 

sector, which was struggling before commodities started falling, is clearly in structural decline. South 

African gold production has halved since 2005 as a result of rising costs and the depletion of reserves at 

aging mines. Unemployment is among the highest in the world, the power grid is decayed and vulnerable 

to extended outages, labor unions are very restless, 

and the country’s debt rating could be downgraded 

to junk in the near future. If all that weren’t bad 

enough South Africa’s President, Jacob Zuma, is one 

of the most corrupt leaders in the world. 

 He went through three finance ministers in 

two days last December, and investors reacted by 



 

fleeing the Rand (ZAR) en masse. Investors trying to play this theme are probably best served looking 

into precious metals, specifically platinum and palladium. South Africa is home to around 70% of the 

world’s platinum production and 40% of palladium. It is thought to contain 95% of the world’s PGM 

reserves. The local miners are in terrible shape, and starting to begin negotiations with hardline unions. 

Amplats recently reported an -86% decline in annual profits. Both metals have strong fundamentals, but 

have struggled with the slowdown in global demand – particularly from China. However, if South Africa 

becomes a failed state, the supply narrative will turn very bullish, very quickly. 

 

Sayonara Shinzo 

 Japan’s Prime Minister Shinzo Abe stood unopposed in his ruling party’s leadership election last 

September. Abe isn’t required to hold a general election until 2018. If he stays in office until then, he 

would become the third longest serving prime minister since World War II. When he took over in 2012, 

Japan’s stagnant economy and aging-population wreaked of a global power in decline. The three-headed 

monster of Abenomics was supposed to reverse that trend, but it increasingly looks like Abenomics has 

failed and Abe will need to start looking for a new job. 

   

 Of the three arrows (monetary easing, increased government spending and structural reform) 

only BoJ stimulus, designed to stimulate inflation, was expected to provide immediate benefits.  The 

Ministry of Finance put the kibosh of increased government spending (Abe’s sales-tax increases didn’t 

help), dulling the second arrow and structural reform is years away. In a sense, Japan is the clearest 

example of developed countries leaning too heavily on central banks to solve all their problems. 

 Now, the BoJ’s decision to opt for negative rates, as opposed to more QE, has completely backfired. 

Voters were already upset with Abe for his desire to have Japanese troops become more active in 

overseas conflicts, and the market’s repudiation of Abenomics will make his hot seat even warmer. And 

although the Japanese economy might not crash, the economy’s longstanding rut will be even harder to 

escape in the government’s next (or next government’s) effort. 

 

It is “Global Macro” 



 

 The S&P 500 is the world’s most liquid and globalized index, therefore it’s easy to forget that other 

equity indices matter a great deal. Many, like the German DAX, aren't as big as you'd think, but in 

aggregate the global stock market is more just American exchanges. 

 

 Yet, this chart of the MSCI World Index, which looks at the aggregate, is just as bearish as any chart 

you can find on the S&P 500. When this thing rolls over, it tends to trend lower for a while, and we’ve just 

broken major technical resistance. If that’s not enough for you to get bearish, I don’t know what is. 

 

Chart of the Week 

 This chart shows how 37 banks consolidated into 4 over two decades. Most of the mergers 

occurred before 1999 when Glass-Steagall was undone, and then another big round during the Financial 

Crisis. But, more than anything, this chart shows the concentration of risk in the banking sector these 

days. They may be better capitalized and more vigilant to risks compare to 2008, but that doesn’t mean 

they’re immune to systemic risk. 

 



 

 The situation in European banks is even worse. Those lenders have much more exposure to 

commodity countries, especially those in Latin America – namely Brazil. On top of that, the EU shares a 

common currency, but each country is responsible for its own banks. Since 2009 we’ve thought of 

Germany as the bastion of security in Europe, but Deutsche Bank looks like it could need another bailout 

any day now. Lenders in weaker countries like Spain are no better, and their citizens have even less 

sympathy for bankers. 

 

**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 are not 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 Math Revolution – The Atlantic 

 

Comment: There’s a strong perception that American kids lag behind children in other countries, 

particularly China, in fields like mathematics. This article seemingly debuncts that theory and shows why 

American children are strong with numbers and well positioned to secure high salaried jobs that typically 

come with this skill set. 

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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