
 

                             March 23, 2016 

 
 

Greetings, 

 Ben Bernanke got back into the blogging game this week, writing that the Fed would likely turn to 

negative rates should the economy slow down. Quantitative easing by the Fed is more effective than 

anywhere else in the world because USD is the reserve currency, and maybe the same would hold true for 

negative rates. However, the shift to negative rates in Japan and Europe has not gone according to plan. 

For now, the BoJ has backed away from negative rates and is actively looking for ways to expand its QE 

purchases, because it doesn’t make sense to buy more JGBs (more below). They’re even asking financiers 

to develop ETFs comprised of companies that are increasing capital spending, expanding spending on 

R&D or boosting what the BoJ calls “human capital” – in a move that reeks of central planning. 

 Meanwhile, the ECB seemingly acknowledged that negative rates put too much pressure on banks, 

and compromised by debuting their new TLTRO program on 3/10. The lending scheme seems mundane, 

but essentially pays bank to lend. EU banks that raise their lending above a certain target will be paid as 

much as 0.4% to borrow from the ECB, with the actual rate depending on how liberally money is splashed 

around. That’s quite a subsidy for one of the world’s most despised sectors and it will only work if there’s 

demand for credit, which is far from certain considering the correlation between bank stocks and lending. 

 

http://www.brookings.edu/blogs/ben-bernanke/posts/2016/03/18-negative-interest-rates#.Vuwbq05VYlA.twitter
http://www.brookings.edu/blogs/ben-bernanke/posts/2016/03/18-negative-interest-rates#.Vuwbq05VYlA.twitter
http://www.wsj.com/articles/central-banks-creep-toward-uncomfortable-role-central-planners-1458587741
http://www.wsj.com/articles/central-banks-creep-toward-uncomfortable-role-central-planners-1458587741
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

 For now, the Fed doesn’t have to worry about negative rates because stocks are flying and 

economic data looks better. Despite stagnant wages and M2, core CPI printed +2.3% Y/Y in February, 

which led to inflation warnings from Fed Presidents Lacker, Bullard and even former Chairman Alan 

Greenspan. Consumer prices are rising but corporate profits are not. JPMorgan expects Friday’s 4Q 2015 

GDP report to show that corporate profits fell -5% Y/Y, which would be the worst reading since the 

expansion began in 2009. 

 A decline of that magnitude signals a 90% chance of recession within three years. Wages are 

picking up, productivity growth is non-existent and as a result margins continue to decline. Historically 

that has signaled an end to the expansion. Now, three years is a long time and the Fed is expecting rates 

to rise above 3% over that period according to the dot plot, which would give them a reasonable cushion 

to absorb an economic slowdown. Except the market doesn’t believe that 3% projection at all. In fact, 30Y 

Treasury’s are yielding only 2.7% suggesting there’s not much of a cushion. 

 The bull argument is that the slump in profits and margins is “just energy.” It’s true that operating 

earnings in the S&P 500 excluding energy has been merely flat since late 2013, versus a steep decline 

when you include energy. However, it’s foolish to dismiss the energy profit decline because, after all, the 

profit decline that began in 2000 was "just high-tech" and the decline in 2007 was "just financials." If and 

when a US recession does appear we’ll learn whether or not negative rates really are more effective in the 

US. 

 

 The Cup & Handle Fund is up around +2.0% YTD, and +8.0% Y/Y. We continue to wait out this 

relentless stock market rally that’s progressing with minimal volume. It’s a hard move to explain other 

than the increased support from central banks, which is so hard to fight. We added some new positions 

last week that give the portfolio more balance, but should also work if our structural views play out as 

expected. I’m starting to work on the monthly letter for April soon, so expect that in your mailbox early 

next month. 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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Is It Time to Buy Brazil? 

 As Baron Rothschild once said, “the time to buy is when there’s blood in the streets.” There may 

not be blood in Brazilian streets, but there have been millions of protestors after President Rousseff 

appointed her mentor Lula to a cabinet position, effectively granting him immunity in the long running 

kickback scandal with Petrobras.  Rousseff herself faces impeachment over charges of masking the 

budget deficit, but it’s unclear whether the party will abandon her. An impeachment could be an 

extremely bullish development, but even if she hangs on there’s reason to be optimistic for Brazilian 

stocks – especially the USD-denominated ETF. 

   

 GDP contracted -5.9% Y/Y in the fourth quarter and it was actually better than expected. For 

reference, Brazil only shrank -2.0% Y/Y at the bottom in 2009. The commodity-heavy local stock market 

is down only -30% from its 2010 peak, versus a -52% decline in the CRB commodity index over the same 

period. Local stocks have been protected by sizable depreciation in the Brazilian Real (BRL) but that 

means little for the iShares Brazil ETF (EWZ), which is down -67% from the highs. That’s a big enough 

decline to start attracting some value investors with very deep pockets: the Chinese. 

   

 Saddled with the global oil industry’s largest debt burden at $130 billion, Petrobras has grown 

increasingly strapped for cash as oil prices have fallen. So surely they were relieved to sign a term sheet 

with China Development Bank for a $10 billion loan in exchange for “cash or oil.”  The terms are similar to 

a 2009 deal in which Petrobras guaranteed the supply of up to 200,000 barrels of oil per day to China's 



 

state-backed oil firm Sinopec for 10 years. That was a pretty good signal the 2009 bottom was in place. 

While there’s still a chance the US and other developed countries slip into recession, inflicting more harm 

on EM countries like Brazil, the bad news is already priced into EWZ. 

 Assuming political noise doesn’t interfere, the macro set-up looks to favor Brazil. Inflation is 

running above 10% Y/Y, but that should slow if BRL keeps strengthening relative to USD. The central 

bank has kept interest rates unchanged for five consecutive meetings, and at 14.25% there’s plenty of 

room to cut rates and stimulate if needed. The surge in Chinese credit demand seems to have lifted 

commodity prices, which bodes well for Brazil. And, considering that investors are underweight Brazilian 

stocks, the downside should be limited. It’s hard to invest when the political situation looks so dicey, but 

the risk/reward on Brazil looks attractive. 

 

Silver’s Shining 

 Paul Tudor Jones famously said, “The very best money is made at market turns.” That theory is 

debatable, but it certainly looks as though the silver market is turning. There’s reason to believe this 

move is real and not just another head fake. A less hawkish Fed and the weaker USD that goes along with 

it should be supportive of all precious metals, but especially silver due to its use in many industrial 

applications. But let’s face it, this is an attractive trading opportunity because the chart looks incredible. 

Silver is now peaking above long-term trend lines and has even formed a cup and handle on the daily 

chart going back to November.  

   

 Silver should be an attractive trade even if your economic outlook is negative, because setting a 

stop is so easy. If it breaks below any of these clear barriers you can sell. Or, if it breaks higher like the 

fundamentals and technicals suggest, you stand to do quite well. Paul Tudor Jones has also been quoted 

as saying, “I can be wrong 80% of the time and still not lose.” That’s possible because he structures solid 

risk/reward bets with an asymmetric risk profile, which is why he’s surely interested in silver here. 

 
 
 
 



 

The Flattening of Japan 

 In January, the Bank of Japan finally took policy rates into negative territory.  Under normal 

circumstances dramatic easing would steepen the yield curve, as the market prices in tighter conditions 

further out. However, Japan is far from normal circumstances and the move accelerated a dramatic 

flattening of the yield curve. 10Y JGB yields are now at all-time lows and below policy rates. An inverted 

yield curve normally indicates a recession is imminent, but Japan could already be in the midst of one 

after GDP contracted -1% last quarter. 

   

 Last week we discussed how pension and life insurance funds are scrambling into longer-dated 

JGBs in desperate search of yield. This creates a problem for the BoJ. They’ve already acknowledged that 

negative rates put too much of strain on banks and there’s no sense in expanding JGB purchases via QE 

with the curve so flat. The bank is already buying stocks, both domestic and foreign, which is one avenue 

and conceivably that could be an attractive option. But where does that end? Marc Faber believes central 

banks will create global socialism by purchasing the entire market for all kinds of assets. That seems far-

fetched at the moment, but the BoJ would surely be leading that experiment. 

 

Chart of the Week 

 First and foremost gold is a store of value. We all know it doesn’t offer a yield, meaning you have 

to rely on capital appreciation, but it’s one of the few assets that has maintained purchasing power for 

thousands of years. We think of diamonds more as earrings than assets, but they share similar properties 

to gold when it comes to investments. No yield, but they’re a rare, physical asset that should hold up well 

over the long-term as policymakers struggle to combat excessive debt, poor demographics and deflation. 

Therefore, it’s not that surprising that the price of diamonds has tracked gold very closely. 

https://s3.amazonaws.com/C-HWeekly/2016-3-16.pdf
http://www.zerohedge.com/news/2016-03-14/trump-endorser-marc-faber-warns-central-banks-will-create-global-socialism
http://www.zerohedge.com/news/2016-03-14/trump-endorser-marc-faber-warns-central-banks-will-create-global-socialism


 

 

 The obvious difference between these two assets is liquidity. You can buy gold in various 

quantities, sizes and purities but it’s largely the same thing. You can also buy paper gold in the form of 

futures and ETFs. The same can’t be said of diamonds because there is such a broad diversity in terms of 

size, quality and it’s a “rarer” commodity than gold. In a way diamonds are comparable to gold coins, 

which usually trade at a premium relative to the metal’s value. You have to know what you’re doing to 

invest competently in gold coins, and the same could be said of diamonds. But if you know enough to 

make sure you’re not getting ripped off diamonds will probably do very well over the long-term. 

 

 

**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! ** 

 

How GE Exorcised the Ghost of Jack Welch to Become a 124-Year-Old Startup – BusinessWeek 

 

Comment: Last week, Nike (NKE) garnered countless headlines after releasing “shoes that tie 

themselves.” They’ll surely be a huge hit with Back To The Future fans, but will probably be less 

appealing to the masses because they require a charge every two weeks. The “Internet of Things” is not a 

new phenomenon, but one that is reaching more and more into everyday items – even clothing. This 

article takes a look at how General Electric (GE) has remarkably changed its entire business model to try 

and capture market share in this space. 

That’s all. See you next week! 

 

For any questions or comments, please email us at: info@cup-handle.com 
 
Please visit our website. 
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Follow us on Twitter: @cuphandlemacro 
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