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Greetings, 

 It seems like the best strategy for 2016 is to simply avoid crowded trades. Since July, Russell 3000 

companies in which hedge funds have the highest ownership percentage have plunged -31%, compared 

with a -2.8% decline in the S&P 500. The same can be said of FX markets where long USD positions have 

backfired against JPY and EUR even as the BoJ and ECB ease policy while the Fed talks tightening.  

EUR posted a 3.6% intraday swing last Thursday after Mario Draghi seemed to acknowledge that 

negative rates are a bad idea. And it seems the Japanese have come to the same conclusion. BoJ officials 

have been scurrying to commercial banks to explain and apologize for their surprise adoption of negative 

interest rates in January, while Prime Minister Shinzo Abe is distancing himself from a decision that is 

proving unpopular with the public. 

Taking negative rates off the table (for now) pushed 2-year German yields up +9bps on Thursday, 

the biggest spike since December 3 (+14bps) – the last time the ECB eased policy. These bonds ended 

December 3 yielding -0.30% and even after Thursday’s spike they’re now offering -0.45%. Long German 

bonds is a crowded trade and everyone gets spooked after catalysts, but the trend is still clearly higher. 

 

http://www.reuters.com/article/us-japan-economy-boj-insight-idUSKCN0WG04E
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

 2-year US Treasury yields have also climbed of late, and continue to rise relentlessly relative to 

German debt. It hard to imagine that trend changing with the expansion of QECB, TLTRO and other 

various acronyms from the ECB. From the other side, the Fed is surely more confident in its ability to 

resume hiking later this year with the stock market and economic data rebounding. The market is now 

pricing in a 53% chance the Fed pulls the trigger and moves rates higher in June. Short EUR was a very 

crowded trade and a solid chunk of those positions have now been covered, but rate differentials still 

suggest EUR should trade closer to 1.05 vs. USD. 

 These are all examples of crowded trades that have already reversed. But there’s a monster 

position in the market that almost no one is talking about: short 10Y US Treasury’s. Positions are so 

skewed to the downside that traders are willing to pay to lend cash to get their hands on the issue. The 

number of reported “failed trades” has spiked and the repo rate is -3%, equal to a “fails charge.” For those 

who are unfamiliar, a "Delivery Failure" occurs when one party fails to deliver a Treasury by the date 

previously agreed by both parties. The -3% repo rate means there is an unprecedented amount of shorts 

who would rather pay the fails charge than to cover their positions.  

The rebound in stocks and data warrants higher Treasury yields, but there’s a decent chance this 

is just a bounce. If and when the data turns, or the Fed hikes prematurely (flattening the yield curve), this 

short 10Y position could unwind in a hurry. And, as we’ve learned in every other market this year, it’s 

best to stay away from the crowds. 

 

 The Cup & Handle Fund is up around +2.0% YTD, and +11.0% Y/Y. We’ve given back a chunk of 

our YTD gains, but our level of concern is not very high. I suspect we’ll see another bout of turbulence 

before July and that’s when we’ll shoot for a big score. In the meantime, we’re building positions and 

trying to capitalize on this buying opportunity in volatility. Our outlook is still bearish but these bounces 

can last several months, so we’ll keep doing our best to be 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 
 
 
 
 
 

http://www.bloomberg.com/news/articles/2016-03-07/the-treasury-market-s-big-short-is-in-10-year-notes-repos-show
http://marketfy.com/portal/cup-handle/portfolios/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
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Balancing China 

  Ever since the PBoC first let the Yuan (CNY) fall last August analysts have watched China’s FX 

reserves with bated breath. The move certainly spooked both investors and mainlanders alike, which is 

why some $700 billion to $1 trillion is estimated to have fled China last year. That’s more than the entire 

economy of Switzerland. And then the outflows continued this year with another $100 billion exiting in 

January. But that came to a screeching halt in February when only $28.6 billion left the mainland. The 

spike in imports from Hong Kong, which is capital flight via false invoices, shows that there’s still money 

leaving the system but the PBoC has clearly heard enough about this “capital outflow crisis.” 

   

 Yet, it’s unclear if the crisis moniker is even warranted. First of all, each individual is allowed to 

buy up to $50,000 worth of foreign-currency every year. If 5% of China’s roughly 1.4 billion people used 

their full quotas, the $3.5 trillion in foreign-currency demand would drain its reserves. So, as of now, 

we’re talking about a small percentage of the population (mainly the wealthy) moving savings abroad. On 

top of that, of $550 billion in China’s net capital outflows in the second half of 2015, about 60% was from 

Chinese residents and companies buying foreign currency for everything from travel to acquisitions, 

while another 30% was from Chinese companies repaying dollar debt. One of the big risks to China’s 

financial system is USD-denominated debt, so could be construed as a healthy development. 

   

 Another sign of progress is the ongoing investment in overseas acquisitions. Year-to-date $85.8 

billion has left the country to purchase foreign competitors, including the $43 billion takeover of seed and 



 

pesticide giant Syngenta. There’s also news that the PBoC is opening up China’s bond market to 

foreigners. Few realize it’s the third largest bond market in the world. Citigroup says if China entered its 

World Government Bond Index, dominated by US Treasury’s and Eurozone government bonds, it would 

have a weight of 4.6%, resulting in sizable inflows to Chinese markets. We’re talking about hundreds of 

billions of dollars entering the country. 

 Looking at the nominal dollars, China’s capital outflows can seem like a crisis. However, those 

numbers look a lot less scary when you put them in some context. The Chinese economy is in the midst of 

massive change and there’s sure to be some turbulence. There are major structural hurdles to overcome, 

and those calling for a CNY devaluation could easily to be proven right in the future. In the meantime, by 

dropping outflows to less than $30 billion in February, the PBoC is showing that it not only makes the 

rules but knows how to enforce them. This isn’t the Fed with governors and voting. If the PBoC wants to 

put a stop to capital outflows they’ll make it happen. 

 

Strange Things Are Afoot 

 On March 8, the Japanese government auctioned off ¥800 billion worth of 30-year sovereign 

bonds; also known as JGBs. Since the Bank of Japan went to negative rates in January, JGB yields have 

collapsed and have gone negative out to 11 years. More than 80% of the country’s stock of bonds have 

negative yields. This has sent pensions and life insurance companies scrambling. Although these funds 

usually don’t partake in JGBs beyond the 10Y maturity, they went piling into the March 8th auction and 

30Y yields fell 23bps in one day. 

  

 If you bought JGBs at any time over the past 25 years you probably made money. It’s referred to as 

a graveyard for investors trying to short the market. Yet, despite the rally in bonds worldwide, JGBs have 

been the best performing developed bond market through last week. To be clear, this is not an 

endorsement to run out and buy JGBs. These are the swings of an unhealthy market. One day after the 

wild 30Y auction 30Y yields bounced 20 bps. For the world’s second largest bond market, you’d expect to 

see much calmer waters. 



 

Don’t Shed Tiers for China 

 There was a slate of Chinese economic data released over the weekend. Retail sales and industrial 

production failed to excite, but there’s clearly a surge in borrowing taking place. February’s headline 

credit number fell visibly due to the New Year celebration, but aggregate credit for January and February 

grew around $250 billion between total social financing and new RMB loans. Since the local stock market 

cratered last year authorities have limited credit flowing into equities, leaving property as the best outlet 

for Chinese savers – also gold, but most Chinese already have a decent allocation to the yellow metal.  

   

 The problem is that most of the capital is flowing into prime real estate in the country’s Tier-1 

cities. Especially the tech-hub of Shenzen where home prices are up more than +50% Y/Y. The spillover 

appreciation into Tier 2 and 3 cities has yet to take place, and those areas still have significant inventories 

of unsold homes. Yet, this development has been more than enough to give commodity prices a boost. 

The Chinese government seems to be back to prioritizing growth over reform, and it’s clearly giving asset 

prices a tailwind. Analysts can point to lower nominal rates in Japan and Europe, but the PBoC opening 

the credit spigots is what’s really driving this stock market rally. 

 

Chart of the Week 

 There’s still an idea floating around that the world is flush with liquidity because central bank 

balance sheets continue to rise, but that’s just not the case. In fact, according to Merrill Lynch’s Global 

Liquidity Index, liquidity conditions are currently more than 2 standard deviations tighter than average. 

The index includes metrics like market spreads, asset prices, and credit data across the globe. And the 

correlation with US ISM is uncanny. 



 

 

 We’ve shown before that Empire manufacturing and other indicators suggest that ISM will 

continue to decline – although maybe not in a straight line. If the correlation in this charts holds that 

would suggest much tighter liquidity conditions are on the way. The markets are currently pricing in a 

50% chance of a rate hike in June, up from 0% in mid-February. That could very well be the catalyst that 

brings the whole market down, but we’ve still got a ways to go and need to see how these charts develop 

alongside the data. 

 

 

**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 Secret World of Gamblers Betting Millions on the 2016 Election – The Daily Beast 

 

Comment: Polling for the 2015 UK Prime Minister election proved to be wildly off-base. Same thing with 

the recent primary vote in Michigan. Polling has always been an inexact science, which is why Nate Silver 

correctly predicting the 2012 winner in every state was so noteworthy. This article discusses why 

markets are better predictors than pollsters, and even Nate Silver agrees. 

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