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Greetings, 

 We all knew this rally was coming. Bear markets develop slowly and fundamentals are much less 

important in day-to-day trading than positioning and sentiment. US stocks posted their worst 10-day 

start ever this year, and hedge funds bore the brunt of it. Through February 16, over 25% of all equity 

long/short funds were down -10% or more YTD. Of the 490 funds that HSBC Hedge Weekly tracks, a 

staggering 23% have triggered or are close to triggering their maximum drawdown. All of this pain 

creates capitulation and when you combine that with improving data the result is a substantial rally. 

 However, the weakening fundamentals that warrant a bear market in stocks have not gone away. 

As we’ve discussed at length, the epicenter of the slowdown is China where exports slumped -25% Y/Y in 

February. That number is a little misleading because Chinese New Year fell in February this year, but the 

combined numbers for Jan-Feb are still alarming weak and import data is not much stronger. Hong Kong, 

a territory facing the double-whammy of a Chinese slowdown and stronger USD, saw residential property 

transactions fall -70% Y/Y in February to a 25-year low. Between 2003 and last September residential 

home prices soared +370%, but have since dropped -10% as uncertainty looms. 

 

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


 

 Keep in mind this is a city where demand for housing greatly exceeds supply. The abrupt decline 

in transactions is prompting some Hong Kong developers to slash targets. Sun Hung Kai Properties Ltd. 

cut its full-year contracted sales target in Hong Kong by 18%. Analysts at BOCOM International Holdings 

believe prices could fall 30% amid a slowdown. Hong Kong has the highest concentration of trade with 

China and is the closest in proximity, but this slump will eventually spread across Asia. 

 Singapore home prices have dropped for nine straight quarters, posting the longest losing streak 

in 17 years. Home sales posted their worst start to the year since 2009 in January. Singapore was ranked 

the second-most expensive city to buy a luxury home after Hong Kong in Asia, according to a 2015 Knight 

Frank wealth report. And it’s the destruction of wealth that we should be watching, because that will 

eventually trickle down into capital markets. It’s worth noting that 221 billionaires fell off the Forbes 

billionaire’s list in 2015. 

 Having said that it’s incredibly difficult to sit through these dead cat bounces. Hopefully you all 

steered clear of iron ore, which shot up +20% on Monday without much of a catalyst. Ostensibly the rally 

was due to the Chinese government not coming down hard on state-owned steel producers, but was 

clearly a major short-squeeze driven by positioning and overly-negative sentiment. This rally might get 

more juice from the ECB meeting tomorrow (it might not), but the key is to have a view based on 

fundamentals and build exposure when the market is looking the other way. 

 

 The Cup & Handle Fund is up around +3.0% YTD, and +13.0% Y/Y. In an effort to practice what 

we preach (above) there the portfolio added more short exposure yesterday, trying to take advantage of 

cheap volatility. Other than that our PnL has remained remarkably stable through ups and downs. 

Sometimes portfolio construction is better than having the correct view, but we continue to move 

carefully. Thanks for your feedback on March’s investor letter, and please keep it coming. 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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Japan in Jeopardy 

 The G-20 Summit in Shanghai was largely a non-event, but there were some interesting 

developments on the sidelines. Notably the “Group of Four,” a gathering of central bank and finance 

officials from the US, EU, China and Japan, warned the Japanese against direct intervention to weaken the 

Yen. The concern is that it would spark a series of competitive devaluations around the world. Why direct 

intervention is so egregious and Abenomics, a massive devaluation effort, is acceptable is unclear, but 

these aren’t the only officials warning Japan against further action. Both Hillary Clinton and Donald 

Trump have pointed their fingers at Japan for stealing American jobs with an artificially weak currency. 

The Japanese government hasn’t commented on the accusations, but surely they’re taking note. 

   

 On February 17, we posited that Prime Minister Abe’s position could be in jeopardy well before 

he’s required to hold a new election in 2018. Now, one of Abe’s advisers is saying there’s a 90% chance 

the Prime Minister will look to renew his mandate with a general election this year. Approval for Abe’s 

cabinet was steady at 47% in a poll published by the Nikkei newspaper on February 29, and citizens 

seem to be more upset over his views on the military than the economy. The last thing Abe needs is 

blowback from the West over his policies because Japanese markets are sitting at tenuous levels. 

 While Abenomics nominally includes structural reforms and fiscal spending, its primary tool has 

been monetary policy. If investors get the sense that Abenomics will be curtailed in some capacity, expect 

JPY to surge and the Nikkei 225 to drop. Now, the BoJ is unlikely to walk back easing measures anytime 

soon. The decision to give negative rates a go in January was decided with a 5-4 majority within the 

central bank. One of the “no” voters was replaced this month with a strong believer in stimulative 

policies, so that majority just got a little stronger. However, BoJ Governor Kuroda said on Monday that the 

central bank is done easing for now and will study the impact of negative rates. 

 Japan bulls argue that the government still has levers to pull outside of monetary policy. Top 

advisers to Mr. Abe have said in recent weeks that the government should prepare a fresh stimulus 

package and delay implementation of another sales-tax increase set for next year. The government can 

https://s3.amazonaws.com/C-HWeekly/2016-2-17.pdf
http://www.bloomberg.com/news/articles/2016-03-04/abe-aide-sees-90-chance-of-japan-general-election-this-year
http://www.ft.com/fastft/2016/03/07/economists-express-doubts-over-bojs-arnie-moment/


 

borrow money for 40 years paying 0.5% in interest, so a budget deficit is hardly their biggest worry at 

the moment. 

   

 That Trump and Clinton are upset with Japan’s currency practices is really just headline fodder, 

but the Chinese have legitimate reasons to be upset. China pegs its currency to USD and has watched 

Japan gain a huge advantage in trade since 2012 via Abenomics. In fact, you could argue its China’s 

inability to combat a stronger CNY/JPY that global exports have collapsed. Their leaders have met in 

recent years, but the two countries are less than friendly with one another. In fact, about 53% of Chinese 

respondents and 29% of Japanese respondents expect a war to break out by the year 2020, according to a 

2014 survey. The US and EU can gripe about Japan tinkering with its currency, but if the Chinese turn 

antagonistic, expect all of the gains from Abenomics to be lost.  

 

Repo’s Reacting 

 Not to be too alarmist but there are signs of friction in the repo market. 3-month repo rates are the 

highest they’ve been since 2008 and it has little to do with the 25bps hike from the Fed in December. It’s 

concerning because these are the markets that really froze up in 2008, preceding the crisis. It’s an opaque 

market, but here are the theories behind why it’s spiking. The US budget deficit isn’t shrinking anymore, 

but it’s much smaller than it used to be (don’t tell the Presidential candidates). That limits the amount of 

T-bills issued into the market – i.e. shrinking supply. 

    



 

 And then, the capital leaving China is thought to seek the most liquid market available, which 

would be T-bills. Asset managers and businesses need short-term paper to fund their liquid holdings via 

the repo market, demand is greater than supply, and repo rates rise. Obviously it’s 100x more 

complicated than that, but should at least be on your radar. It’s not a reason to panic yet, but healthy 

markets don’t act like this.  

 

Why is CPI rising? 

 US CPI bounced up +1.4% Y/Y in January and all of a sudden there are a litany of articles 

proclaiming “The Inflation Trade is Back On!!!” It’s just insane, there’s simply no reason to believe that 

inflation will be an issue going forward. We’ve known a bounce in inflation is coming from the base effect 

because Q1 2015 was the biggest Y/Y drop in oil. That was also the point at which Wal-Mart (WMT) 

raised its minimum wage, sparking a slew of announcements from retail competitors matching or 

exceeding those raises in order to retain staff. Undoubtedly this is putting upward pressure on CPI.  

   

 Also, it’s not well understood that rent (or housing) makes up 33% of CPI, and that component has 

been rising steadily. Why? Because there are fewer homes available per person than almost any time in 

the past 30 years. Despite the strengthening position of the US consumer, home construction remains 

extremely weak. Economists have argued that CPI is a poor measurement of inflation, but there’s not a 

superior, readily available alternative. Just know that the upward move in CPI is explainable, and it’s not 

because the economy is suddenly lurching back to life. 

 

Chart of the Week 

 Less than a month ago there was some strong rhetoric coming from the hedge fund community 

about the need for a Chinese devaluation. It started in January when George Soros went to Davos and 

gave his 2 cents on the problems in China. The Chinese government responded by warning “Don’t Go to 

War against the Renminbi.” It was a strong rebuttal and they’re showing the market that they won’t be 

bullied based on Western views. 

http://www.wsj.com/articles/the-return-of-the-inflation-trade-1457038991
https://www.rt.com/news/330252-china-warns-soros-currency-war/
https://www.rt.com/news/330252-china-warns-soros-currency-war/


 

 

 Now CNY is back to levels we haven’t seen since August when the markets picked up on this move. 

Undoubtedly the hedge funds that piled into this trade and stuck their tails between their legs and 

retreated. But at some point short CNY will be a winning bet. It will probably take place over a long 

period, requiring a lot of patience and a strong stomach. Just because Soros won a battle against the BoE 

in 1992 doesn’t mean he (and the HF community collectively) should try to fight this battle. China’s hand 

is just too strong. 

 

 

**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! ** 

 

China plans securitization to tackle banks’ bad debt burden – Financial Times 

 

Comment: If you can’t access this article for subscription reasons email me and I’ll get it to you (hint: if 

you google the title it usually lets you read the article for free). I think we’ll look back at this article in a 

few years and realize how important it was. Chinese banks are thought to be toxic, and to a certain extent 

they are, but they also have ways out of their bad loan conundrum. The Chinese are well versed in “bad 

banks” and frankly the PBoC can print money. The government can make those bad loans go away if it 

wants. Also, the fact that they’re opening up this market to foreigners is very telling. It internationalizes 

financial risk and brings capital into a country that is nervous about capital outflows. 

That’s all. See you next week! 

 

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

mailto:info@cup-handle.com
http://www.ft.com/intl/cms/s/0/7debf7a6-e116-11e5-8d9b-e88a2a889797.html?siteedition=intl&ftcamp=published_links%2Frss%2Fmarkets%2Ffeed%2F%2Fproduct#axzz41wHRnPUG
http://marketfy.com/item/cup-handle-macro-research/?ref_code=8d921bf55ce2ede537956901061ebcd2


 

Follow us on Twitter: @cuphandlemacro 
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