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In this edition:

1 Housekeeping
I Introduction? Gr oupt hi nk. . . Agai né

1 Trade Recommendations 1 Buy December 2016
Eurodollar Calls

1 The Business Cycle

1 Chartsto makeyougo 6 Hmmmé 6
o Dow Transports
o European Energy Stocks

o MSCI Emerging Markets

o Currency Volatility

0 Wheat
0 Sugar
o Bitcoin

i1 Positions (both open and closed out)

The GMI iPad App is available to members. All you have to do is go to the Apple Store,
search for The Global Macro Investor and download it.

Please remember to allow your iPad to FULLY load all of the documents before using the
Application. This may initially take some time. It is a great way to read GMI, | hope you
like it.
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Housekeeping

| will be in London on 7" and 8" July and am available for meetings should you wish to discuss
the many important developments that are happening, from the dollar bull market to the risk of
recession and also the global commodity super cycle bust.

| 6ve just c o mineainge with @Ml membeargin NYC and there is plenty to discuss
with regards to how everyone is thinking or is positioned.

Please let me know if you would like to set up a meeting.

I look forward to seeing you.

Introduction

Groupthinké Againé

As mentioned above, | have recently held a series of meetings in New York with GMI members
and | think these will provide a good start for this Monthlyd discussion.

All together now

From a very top-down perspective, | find it interesting that most macro funds tend to align
themselves in groups that share ideas, however | find the uniformity of views amongst these
groups somewhat troubling. That is not to say that everyone is wrong but that too many firms
have the same views and same positions.

The three groups tend to be: the newer New York macro and credit community, the older New
York macro funds and the London and Geneva crowd. All three tend to be somewhat distinct
from each other but the views held within each group are similar.

This is the groupthink effect.
However, it is not totally ubiquitous as there are many who hold very different views. The very

macro-orientated tend to be broader in their opinions than those who are crossing over into
macro from credit, multi-strat or event driven.
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Summary of views

The first group (and the majority with whom | met in NYC) have extremely similar views
generally. These are as follows:

1 The US economy is fine and the lagged effect of lower oil prices on consumption is
about to kick in along with real wage growth.

1 Inflation is going to rise with wage growth.

1 The European equity market is a better investment that the US market.
1 Chinese equities are a trade worth having on.

1 Japanese stocks are still an opportunity.

1 The Euro is going lower and the dollar higher.

1 Energy prices are going to rise.

1 Global growth is fine and EM is not much of a risk.

Positioning

In terms of positions, people were very light on dollar positioning, had zero bond exposure at
best or were short, were long Chinese equities, long oil names, long German equities, long
Japanese equities and generally long US equities. Many had on specific EM trades such as
Argentina or Venezuela, Puerto Rico or Greece (yeah, it& an EM now).

|l 6m a tad different

Just to be clear, my views are startlingly out of consensus. My view is that shorting the Euro is
the best risk reward trade in macro, US bonds are setting up to be a stunning opportunity on the
long side, oil carries significant downside risk, the US and elsewhere are potentially heading into
recession, equity volatility is highly likely, EM is a major risk and Germany is at the risk of
leading Europe into a recession.

Pure macro heaven (or hell)

i s the mforover

Myoverar ching belief is that this
i the | ate 1990s,

a decade, probably since the Asian Cr i si s i n
understand what is going on.

My entire thesis rests neatly on the US Dollar. Nothing else matters and if my view is wrong on
that, then it is likely wrong on many things. What is really weird to me is that most people agree
with my views on the dol | aand veretlessdiersed dn thh macm
knock-on effects of a strong dollar. Groupthink has tended to isolate particular parts of the US or
global economy and ignore the bigger picture.
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A Discussion Of Views

This is not going to be a confrontational discussion of who is right or wrong; the markets will
deliver that in due course. But | want to debate the core beliefs of many, the risks to the widely
held views and highlight why | think my view may well need to be given more credence.

1. Qil 7 the lagged consumption effect

| find the arguments for a consumption-based pick-up one of the weaker arguments and it
seems to be based more on hope than reality. It is also very widely held as a view.

Models have flaws too

There are just too many assumptions made based on economic models and not enough of an
understanding of the overall picture or indeed of the behavioural aspects of economics.

Strict economic models basically suggest that a fall in input costs always equals a rise in

consumption due to extra disposable income. This makes the dangerous assumption that

peopl eecomorpeopldd and not real | i f dangeraus gsdumptiond aboutal s o mak e
global supply and demand being a zero sum game.

So, |l et &6s j u ollpwing ohartiig the chanteof Gil YoY versus Real Personal
Consumptioné

US Real Personal Consumption vs. Oil Price YoY%
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The chart makes one immediately assume that Consumption is increasing as oil falls but we
need to dig in a bit to see what is really happening

Having an eye for this stuff, as soon as | looked at the chart of Consumption | could see clearly
that it was nothing but a 6-Month lag to ISM...
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US Real Personal Consumption vs. ISM

6 65
— US Real Personal Consumption YoY% - Lagged 6 Months

5 —— ISM

60
4

\ \
J

3 )| | 55
S W

50
1

45
0
-1 40
2

35
-3
40303 & e o= 0= & w <o o= & m'ﬂ‘-ogso

> & zZ » > & Z > = > < zZ >
8228633833878 2288358338782823833583383582
33*330332%3“33323w333%3°33*ﬁ$33:::3“5;

This clearly suggests that Consumption will moderate going forwards. So why is this? Well the
answer is pretty clear to meé

Firstly, the Oil Patch hit economic growth as revenues disappeared from the oil industry. That
brought down ISM, obviouslyé

ISM vs. Oil Price YoY%
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Secondly, consumption patterns persist until job losses mount, which takes a toll on
Consumptioné

US Real Personal Consumption vs. US NFP
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Thirdly, job losses just lag the ISMé
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Thus, this whole argument about consumption boosting the economy is backwards looking and
muddled thinking.
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The fall in oil prices does not lead to a boost in overall GDP, as any pick-up in finished goods is
offset by the fall in gas sales and other energy products. At best, it is GDP neutral.

However, once you understand that the loss of oil revenues and oil production are drags on
GDP,especially consi damdioihrgnaigsdnee (dueSdtse doublenit of loss of
energy sales revenues plus the compounded effect of loss of economic production due to
closing of rigs etc.), then you can see that people are looking at the oil price cut in EXACTLY the
opposite way to reality.

The fall in the oil price will kill consumption and will not give it an overall boost. | see it no other
way.

Europe just lags the US

In countries that are not big oil producers, there is no loss of economic growth from the loss of oil
production. Thus Europe saw a pick-up in overall consumption, but this again is misleading
because as US growth slows, then so will EU growth in due course and that consumption spike
will be short-lasting.

We also must then throw in the behavioural economics element, and that is the changing
consumption patterns of the US.

Changing consumption patterns

The two biggest cohorts of the demographics of consumers are the Baby Boomers and the
Millennials.

The Baby Boomers have suffered two busts in recent years and are thus less amenable to
spend any increase in disposable income i hence the pick-up in savings over the period of
lower oil prices (and the falling in the savings rate as oil bounced). Their marginal propensity to
consume has fallen versus their marginal propensity to save. This makes complete sense.

Baby Boomers have changed their behaviour at the margin and economists, with rigid models,
dondét capture this.

The Millennials on the other hand, just do not spend. They need any extra income they have to
pay off student debts. Their marginal propensity to save is higher than their marginal propensity
to consume.

Debt damage

In a nutshell, there is too much debt and too much psychological damage from the last two
crises and that has changed consumption patterns.

So, with a change in consumption patterns and the shift in the US from oil consumer to oil
producer, there is almost zero chance that a consumption spike is coming.

Job losses and a fall in consumption is likely

In fact, the most likely economic impact from the fall in the oil price is the lagged loss of
consumption and the lagged loss of jobs. Those numbers are going to start to appear in the
coming months and add to my view that the economic event on the horizon is a recession and
not an expansion.

| think the whole consumption-is-going-to-increase argument is groupthink and is not borne out

by evidence or rigorous analysis. It sounds appealing at first hearing, but that isit. | 6 m st i

bearish on oil and that is going to have an even bigger effect if it starts to fall again. More on this
| ater é
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2. Inflation is going to pick up, led by wage growth

Firstly, we have to test the assumptioni n t hi s st atement. I't assumes

This is the chart of Average HourlyEar ni ngs é
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Looking at the last five years, we can see there is now very limited wage growth and it has, in
fact, collapsed since the last recession (and has stayed low).

Hearsay is no substitute for facts

Hearsay would tell you that there are wage rises in some companies and an increase in
minimum wage in some states, but there is no data that shows the potential pick-up in average
hourly earnings.

So, let® just assume for now that the pick-up in earnings from Wal-Mart etc., is offset by a loss
in EPS, which is clearly happening. Let& also assume that the loss of earnings from the oil
sector more than compensates for the wishful thinking headlines of some low paid sectors.

The point being that anecdotal evidence is no basis for economic analysis. There is no evidence
that earnings are on the rise via the corporate sector as a whole.

© The Global Macro Investor 2015 9
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Also, the new increased minimum wage argument is again a failure of model-based economics
over behavioural economics. If you are a restaurant or service business, you will not increase
your wages if you can avoid it. You will take it out of total compensation (i.e. tips) or you will hire
less people, e.g. cut the servers from the restaurants and just have the waiters take the food out
themselves.

Studies have shown time and again that increasing the minimum wage has very little benefit in
terms of total wages paid out. Wages only rise in a growing economy.

So, | think the assumption of higher wage growth is false.

Secondly, | also note that the correction between wages and CPI is in fact lagged by three
months. Falls in CPI follow through to a fall in wages, and not the other way aroundé

US Unit Labor Costs YoY% vs US CPI YoY%
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The evidence from CPI would suggest that the fall in CPI is due to a fall in overall business
activity (the oil sector) and that will lead to a fall in unit labour costs.

This is more than fully supported by the chart of Unit Labour Costs (overleaf) versus the ISM.
ULC lag the ISM by one year (CPIl lags ISM by threequ ar t er s ) é
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Unit Labor Cost vs ISM
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| like to use a probabilistic framework for my economic analysis as opposed to a model-based
approach. Using the evidence above, the balance of probabilities would suggest that wage

growth is in the process of topping out.
| see absolutely zero evidence that wage growth is going higher and will lead inflation higher.

The entire basis for the bond market sell-off is wrong. The entire basis for the Fed 6 s
future increase in rates is wrong too.

This is a big concern. This is groupthink at its worst.

3. Europe is the best place to invest
Let us first address the elephant in the room: Greece.

The Greek situation is evolving quickly, but | simply refuse to accept that a second EU state
forced to close its stock market and banks in order to bail-in to pay the creditors, is anything but

negative for the EU as a whole.

Hello? Draghi?

What ever happe nie\Wateveoit tdkesé @ It ivas s lie. So far, Cyprus and Greece
have been sacrificed for the sake of the German creditors and the troika. How can that be the

backstop to a harmonious and creditworthy EU?

There is no backstop. Draghi and the entire ECB/EU/IMF are a sham.

© The Global Macro Investor 2015 11



Monthly Publication No.132 July 2015

Wrong price

CDS prices in Europe are WILDLY wrong. | am long CDS on Spain and expect them to continue
to rise. It makes absolutely zero sense for CDS to be priced at 90bps. The basing pattern is
clear and a breakout is occurring. | think they should be at least at 200bps to 300bps
considering Podemos and the elections and the Greek/Cypriot precedenté

GRAB
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Eye on the horizoné

But | et éavsappeadap in theeGreek tragedy, our job is to look forwards.

Germany and the DAX

I am more worried about the groupthink that the DAX is the best investment right now. People
are massively overweight Europe and Germany in particular. The idea is that the weaker Euro is
excellent for Germany.

So, let& test that assumption first. If we look at the DAX in US Dollars (.,e.af t er youwWdbve hedge
the currency) you can see that we have a large failed rally at play and the potential for the break
of the trend-li n e é
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The DAX is just not that strong and everyone is long.

Weaker Euro does not equal higher earnings
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Let us now test the assumption that the weak Euro is going to help German corporate earnings.

Overleaf is the chart of German EPS growth and the Euro. Firstly, German earnings are

generally inverse to the Euro, i.e. Euro down is earnings down, b u t

et 60s

assume

has changed, then we can see that the fall in the Euro has had zero impact on German

companiesé
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If we look at German Exports then there is a false assumption there too. Exports have not risen

withthewe a k er

14
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Infact, GermanEx ports are just a |l ag of | SMé

ISM vs German Exports YoY%
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So, as | have pointed out many times over the years, the EU is just a lagged US business cycle
and nothing more.

The risk to German equities is weakness in the US, w

The Yen is eating Germany6és | unch

| also think one of the biggest macro shifts in the world is misunderstood and is going to be the
main reason that Germany does less well than expected.

We live in a relative world and Germanyds biggest co
of-trades hock in its favour. Japan is going to eat Ger ma

© The Global Macro Investor 2015 15



Monthly Publication No.132 July 2015
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Assumptions, assumptions

So, if you are long the DAX based on the Euro, you are making a false assumption. If you are
long the DAX hedged against FX risk then you are seeing the risk of a larger top.

And then there is the other elephant in the

If you want to know the risk of having the supposed best balance sheet in Europe then just look
at the derivative exposure of Deutsche Bank. Their derivative book is 100% of world GDP.

Just take that in for a moment. One bank has more derivatives on its balance sheet than
all of the world& sovereign debts added together. Sure, most are netted off, until they
arenot

| stand by my view that DB will likely go bust in the next down-cycle and the Germans will have
egg all over their faces when they have to bail out their own, and see their own debts to GDP
explodeé
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So keeping all that in mind, | think you better closely assess how long the market is of the DAX
and the recent technical breakdown.

Everyone is now hoping that the next round of EU QE will push prices higher. | am not so
convincedé

GRAB

DAY Index 96 Actions - 90 Edit - 99 Table Bar Chart
06/30/2014 8l 06/30/2015]Last Price | ofBar  |a 1) Compare : | [ | [MolowsrChart  [JuEUR |a

I 30 1M &M YID [1¥ | 5Y Max Daly ¥ ay = Event Lo

12500
M Last Price 11083.20
T High on 04,/10/15 12390.75 12000
- Average 10284.33
L Low on 10/16/14 8354.97 11500

10500

P"‘“‘H‘I* 10000
¥ Mty

9500

2000

8500

© The Global Macro Investor 2015 17



Monthly Publication No.132 July 2015

Finally, with regards to Ger many, I 6l

about to go into recession.

You have been warned.

German PMI
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4. Chinese Equities

I have no really strong view on Chinese equities. We know they are a bubble. We know that it
looks strikingly like the late 1920s US. We know that the debt situation is a mess. We know that
growth is imploding. We know that the PBOC have had to cut rates to prop up the banks.

So why the hell does everyone own Chinese equities?
Because Louis Gave from Gavekal told them to.

Louisd story of t he i nstituti on ag the iggts misk etd
portfolios in the world is compelling and, based on a potential inclusion in MSCI indices i which
is in turn based on the potential SDR inclusion i was just the story everyone needed to buy
Chinese stocks. It justified getting involved in a bubble to tack on a bit of performance.

| really like Louis and | think he is a smart guy but he is peddling China funds and a Chinese
research service. I I'i ke the story but | thi

| sincerely doubt that MSCI would add China to anywhere near full weight anytime soon. A-
shares just mdaiséd thinkghatahe mdstypopulak future series from MSCI will likely
be MSCI Asia ex-China, much like it was MSCI ex-Japan for the last two decades. China is
really untradeable for most and speculative at best. | think the whole underweight story does not
stack up.

Now, could Louis be right? Sure. Should we be involved considering everything we know about
China? No. Definitely not.

© The Global Macro Investor 2015 18
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Excus e s , excuseseé

Some of you have found a separate excuse to buy China and that is based on Chinese Internet
plays. Again, anyone thinking that this is the justification of buying into the large speculative
bubble in history is being naive.

No country has ever had this much of their market cap based on margin accounts. No country
has ever had this much margin debt as a percentage of GDP. No country has ever had this
much retail money piling in. No country has ever seen their stock market cap rise by $4trn in a
year.

The baseline groupthink assumption is that the government wona let the market fall. The faith in
the Chinese Government is extraordinary.

I 61 1 stick to what | know. This is a bubble and bub

regardless of the reason.

This is what a crash | ooks |ikeé
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Can it recover and bounce? Sur e. |1 6d | eave this trade wel/l al one.
trades out there.
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5. Japanese Equities

I donodt have too much I likeothesstary. | thifkadf Wapandésé comparties a d e .
managed to make money when the Yen was at 80 then they can make plenty of money with the

yen at 124.

The onl y r ecaremlyhave thid tadedon is based on two observations: everyone else

has it on and Japanese companies are not immune to the global business cycle, which | fear is

close to contracting, and that is not the time to be long anything but the most beaten up sectors

or markets (Uranium, Greece, Cyprus, etc.) which still have to be approached cautiously.

| 6d rather take pr of nandre-buyintyg @higgev sell-ogfoft. tlhted st raa dsemaol |
everyone has to get out.

Simply put, Japanese earnings will not rise if global demand falls. If that is the case then
everyone is long and wrong, for now at least.

6. The Dollar is going higher

Clearly, | love this trade. But the most interesting thing from the visit to New York is that when
asked how people were positioned, almost no one had the trade on and if they had it on, it was
only small. The average position size was 20% of full risk, for those who actually had a position.

I love a market that is implicitly short gamma. Basically if the dollar starts to move then everyone
has to chase it.

| 611 cover t midscussony ewnViawsél vy wh e

7. Energy Prices are going to rise

| 6ve cover eginmplassfewpeblicgtions s b | | &1 | spare you the full
up in two sentences and two charts.

1. Production is still increasing globally and is at all-time highs.

2. It is all about the dollar.

© The Global Macro Investor 2015 20
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And here are the chartsé
lto6s the dollar, stupidé
DXY vs Qil Price
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And positioning has exploded againé
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Summary point:

You cannot be long the dollar and long oil.
One of those legs is going to negate the other. It is not a consistent macro bet.

| remain concerned that the stronger dollar will negatively impact energy prices going forward
and that people are positioned too early for a recovery.

8. Global growth is fine, as is EM

The argument goes that the fall in the oil price is beneficial to the global economy and that will
support global growth,and t hat EM governments donét carry much d
safe.

Firstly, when you look at the chart of World PMI, you can only draw the conclusion that world
growth is slow and the trend is firmly lower. It is only a matter of months before the world stalls
entirelyé

World PMI
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Triple shock T China, Commodities and the Dollar

As | have mentioned many times over the last few months, the combination of the collapse of
Chinese demand and the rise in the dollar has wiped out something like $5trn of commodity
revenues from the global system and maybe the same again in knock-on effects. Much of this
has yet to filter in but commodity bear markets and dollar bull markets change the balance sheet
of countries and corporations all over the world.

Sure, there are some benefits to consumers, but this is more than wiped off by the devastation
this commodity collapse reaps on entire countries.
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On my travels, | heard a few people proffer the argument that the fall in commodity prices is a
zero sum game and that the loss of revenue is compensated for by the pick-up in consumption.
This is model-based thinking at its most concerning. If this were the case then there would never
be a recession!

The same argument is/was brought out when interest cuts were made. It proved to be a false
argument then too. When people see bad things happening they change their spending
patterns. When companies see bad things happening, they change their production plans and
their hiring plans. That kind of analysis is what behavioural economics brings to the table i
realism.

Bad economic events are not positive events. Leave that kind of commentary to CNBC.

So |l etds assess tobhel damgoe icanEBes that the EM PMI
territoryé

Again, all we need to know to better understand what is going on is to realise that commodity

prices have collapsed and that badly effects EM, and global demand is slow, which also effects

EM, and finally we know that almost the entire global private sector increase in debt since 2009

has come from EM corporates.

When the dollar goes higher, those firms (which are almost always funded in US$) find it hard to

pay back debts and, when their output prices collapse too,t hen it dés a house of <cards
Commodity producers and exporters

We can look at this in two ways:

If we take a commodity-producing nation like Brazil, we can see that the economy is crateringé
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