
 

                             March 30, 2016 

 
 

Greetings, 

 The Atlanta Federal Reserve‘s tool for forecasting first quarter GDP took a steep drop Monday, 

falling from +1.4% to just +0.6%. That’s well below the consensus of economist opinion, which predicts 

growth for the current quarter between roughly +1.4% and +2.7%. The decline was due to weak net 

export and personal consumption data released Monday. The Q1 GDPNow estimate was as high as 2.3% 

in mid-March, but has been falling with each release. Last week the forecast fell from +1.9% to +1.4% 

because of weak numbers in the durable goods and housing reports. 

 This is all a prelude to Friday when the real data fireworks begin. It starts with our first look at 

Chinese PMI for March, which is increasingly important because they did away with the flash PMI release 

a few months ago. We hear about soaring property prices in Tier-1 cities and financial conditions have 

improved in China, but there’s little evidence of growth momentum. The Politburo is back to encouraging 

stock margin trading, yet the Shanghai Composite is still trending lower. The Shanghai Property Index, 

comprised property sector stocks, looks even worse. Perhaps the government is too busy hunting the 

author of a letter asking President Xi to step down for “national stability” to worry about the economy? 

 

http://www.marketwatch.com/story/china-stocks-leap-after-loosening-of-margin-trading-2016-03-20
http://www.marketwatch.com/story/china-stocks-leap-after-loosening-of-margin-trading-2016-03-20
http://www.npr.org/sections/thetwo-way/2016/03/28/472156087/china-hunts-for-author-of-anonymous-letter-critical-of-xi-jinping
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

 Tomorrow morning we’ll see what Chicago PMI looks like for March, but the main event is Friday 

when the jobs report, European PMI, US ISM, UMich consumer sentiment and US auto sales are all 

released within a few hours of each other. Despite the downdraft in GDPNow, it’s reasonable to expect 

the narrative from Friday will be an encouraging growth picture. Several regional indicators suggest ISM 

will pop back above 50 after a 49.5 reading in February, and economists are expecting the same. Non-

farm payrolls have been largely stable around +200k jobs a month since 2010, and there’s little reason to 

believe that won’t be the case in March. Lending data indicates Europe is on the mend as well. 

 The problem is that investors have sniffed out this expected bounce already, and used it as 

justification for a 6% rally in the S&P 500 this month (+13% since February 11). In order for stocks to 

rally from here the data will simultaneously have to show solid-to-stable growth with lackluster inflation. 

That’s exactly what the Fed needs to see in order to stay on hold for longer. As of right now the market is 

pricing in a 32% chance the Fed hikes in June. However, a +250k non-farm payroll number would put a 

lot of heat on Yellen to walk the walk in June, or even earlier.  

Conversely, a reading below +150k might portend lower for longer, but it would also mean this 

rally wasn’t justified. There are a shortage of trends in this market, which necessitates trading 

opportunities. It seems as though the stock market should stall here based on declining momentum, 

excessively positive sentiment, declining corporate profits (more below), and technicals. That doesn’t 

mean it can’t rally, but the risk/reward looks very attractive. And that’s all you can ask for in a trading 

environment. 

 

 The Cup & Handle Fund is up around +1.5% YTD, and +8.0% Y/Y. Not much action in the 

portfolio recently. The decline in volatility has weighed on some of our option bets, but we got in at 

extremely reasonable vol levels, so not a huge concern. We gave back some profits during this market 

rally, but were able to convert some stock positions into options. That’s hurting us short-term, but they 

should still pay off over time as volatility is priced at more realistic levels. The monthly letter for April is 

almost finished and subscribers should expect it as early as tomorrow. 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
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2
mailto:mike@cup-handle.com


 

Renminbi Rumblings 

 Every morning at 9:15 AM (9:15 PM EST) the PBoC sets the Yuan (CNY) rate for the day in what is 

commonly known as the fix. Once trading starts in China’s domestic market 15 minutes later, CNY is 

allowed to trade 2% above and below the fix. This daily fix has major ramifications for many of the 

world’s financial markets, and dictates how USD will trade relative to most other currencies that day. In 

December, the PBoC made a significant announcement saying their currency’s long-time peg against the 

dollar is history, and henceforth CNY will be managed with reference to a trade-weighted basket of 13 

currencies. All of which makes recent fluctuations slightly puzzling. 

   

 Since January 1st, USD has been essentially flat relative to CNY even though DXY has fallen -1.5%. 

Over that period, the new CNY basket is down more than -2.5%. That runs contrary to the PBoC’s stated 

objective, which was to stabilize CNY against the basket and enhance two-way volatility with USD. When 

that statement was made in December it triggered some panic in global markets, so the PBoC has 

responded by crushing USD/CNY volatility; i.e. the opposite of what the statement suggested. 

   It’s interesting that CNY depreciation relative to the basket ramped up right after the ECB meeting 

on March 10. And then again after the Fed meeting on March 16. It’s possible the PBoC is taking 

advantage of broad-based USD weakness to squeeze speculators who were so vocal about shorting CNY. 

Meanwhile, CNY is weakening relative to EUR, JPY, AUD and other major components in the new basket, 

which should certainly help the country’s beleaguered export market.  

    

http://www.marketwatch.com/story/us-hedge-funds-betting-big-against-chinas-yuan-2016-02-01


 

A new report from Oxford Economics shows that manufacturing items in China is not cheaper than 

the US based on unit labor costs. Productivity doubled in China between 2003 and 2016, but US 

manufacturing remains 80-90% more productive. So if the Chinese have any hope in staying competitive, 

they’ll need a cheaper currency at some point. 

Back in December 2014 the IMF said CNY was around fair value in trade-weighted terms, and the 

new basket was right around 100. Obviously circumstances have changed, but the Chinese put a lot of 

stock in what the IMF thinks. On the other hand, the PBoC could be anticipating further rate hikes from 

the Fed and want to build in a cushion for USD appreciation. For an exchange rate that determines how 

trillions of dollars’ worth of assets trade every day there’s still a lot of uncertainty surrounding the fix. 

 

Prophetic Profits 

 Even though last Friday was a holiday and markets were closed, the Bureau of Economic Analysis 

released US GDP data for Q4 2015. On the face of it, GDP growth looked encouraging at +1.4% Y/Y, up 

from the initial reading of +1.0% Y/Y, but beyond the headline number there is reason to be concerned. 

Corporate profits plunged -11.5% Y/Y in the fourth quarter, the biggest drop since a -31% collapse at the 

end of 2008 during the height of the financial crisis. For 2015 as a whole, pretax earnings fell -3.1%, the 

most in seven years. 

    

 There were some caveats. If you strip out the $20.8 billion penalty paid by BP to settle claims over 

the Gulf oil spill, profits dropped -7.6%. The decline was concentrated in petroleum and coal industries, 

where profits slumped by more than 75%. Last week we cautioned about this kind of analysis, because in 

2000 it was “just tech” and then “just financials” in 2007. The market was closed on Friday so there was 

no immediate reaction to the figures, but it’s far from a bullish catalyst. 

 

Fighting Valiantly 

 Valeant (VRX) is all anyone wants to talk about in the activist and biotech worlds with good 

reason. The company folded like wet cardboard under the pressures of shoddy accounting practices, 

hubris, poor management and a shady business model. Now, Congress is going to drag Bill Ackman (one 

https://s3.amazonaws.com/C-HWeekly/2016-3-23.pdf


 

of VRX’s largest holders) and his public company Pershing Square Holdings to Washington and 

grandstand about the price of drugs. Many investors cite VRX and Hillary Clinton’s infamous tweet about 

“price gouging” as justification for the -35% decline in biotech shares (IBB) since August, and think the 

worst is over. 45% of respondents to a JPMorgan buy-side survey believe biotech will outperform for the 

rest of this year, and 21% think they it will be in-line with the broader market. 

   

 Outperformance is meaningless because, as the saying goes, “you can’t eat outperformance.” But 

it’s noteworthy that so many attribute this decline to one-off catalysts, instead of realizing that the sector 

is overvalued. Biotech has been the place to be for long-only and momentum investors since 2009. Not all 

of the gains are unjustified because these companies are spitting out amazing technological advances, but 

a +600% rally between 2009 and last August created some unsustainable P/E multiples. And it’s worth 

wondering if bandwagon investors (long only and momentum) have bailed on biotech, how long before 

they abandon their other positions? If biotech holders start getting margin calls, expect the broader 

market to play catch up on the downside.  

 

Chart of the Week 

 If USD really starts building momentum here there’s nothing to say oil couldn’t go back below 

$30/barrel. Commodities have gotten a boost from China, but oil’s fundamentals haven’t changed that 

much and prices need to move much higher to keep shale operations going. 51 North American oil and 

gas producers have already filed for bankruptcy since January 2015, compared to 62 during the Financial 

Crisis. And that number is expected to grow, as 175 companies are at high risk of not being able to meet 

loan covenants. That should give caution to investors looking to dip their toes into XOP, the major oil & 

gas E&P ETF. 



 

 

 If you really want exposure to energy here, there are better options. Many think of coal or solar as 

alternatives, and I think uranium (nuclear) will be a huge trade someday, but don’t sleep on geothermal. 

While there are only a few companies in the space, Ormat (ORA) has clearly established itself as the 

major player. It’s geographically diverse, management knows what they’re doing and geothermal is 

potentially a limitless supply of clean energy. This potential has translated into big gains in the stock, as 

subscribers of our monthly letter knew from February 2015. Shares in ORA are up +55% since then and 

show no sign of slowing down even as energy prices tumble. Once again, if you’d like to subscribe to this 

monthly letter click here, the next edition will be out shortly. 

 

 

**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! ** 

 

No flood of investment despite US-Cuba thaw – Financial Times 

 

Comment: President Obama may have made Cuba cool again, but that doesn’t mean it’s an economy 

poised to boom. It’s a growing economy, which is increasingly rare, but the financial infrastructure isn’t 

set up for large scale investment. Economies in Asia like Vietnam continue to open up and they’ve got the 

demographics to handle significant capital going forward.  

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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