
Michael Shaoul,Ph.D.
mshaoul@marketfield.com

No employee of Marketfield, nor Marketfield itself, receives compensation directly or indirectly in connection with the opinions expressed in this report.
Please see the important disclosures at the end of the report for more complete information.

The Weekly Speculator
May 18, 2017

The last 12 months have been a period of rising equity and healing credit
markets that would seem to be rooted in a genuine improvement to the global
economy, particularly within Europe and emerging markets. At the same time it
has been one of the more tumultuous periods for the democratic process in
many countries and some of the more unruly unelected world leaders have done
their best to generate concerns. As a result political risk has been a major source
of volatility in asset markets, without obviously derailing the trend of
appreciation that has been in effect.

We had hoped that the settling of the French election would usher in a period of
politically free trading, but we did not allow for the inventiveness of the current
administration and its opposition. As Wednesday’s messy session made clear,
politics is very much back on the agenda and it seems likely that the specter of
an impeachment proceeding against President Trump will hang over the market
for a period of time.

Before discussing what this means for the markets we follow we would like to
point out that this is not a political publication and we refrain wherever possible
from commenting on the competence or desirability of elected officials.
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Nothing that we write below is informed by a viewpoint of what should take
place in the political arena, rather it is a discussion of what this might mean
for asset markets. Regular readers will know that we were never convinced
that the new administration would be able to enact the sort of sweeping
legislative changes that some hoped (and others feared) to see take place
and so we have not had to make much of an adjustment to our view of the
markets now that these lofty hopes seem to be fading.

The question now is whether the threat of an impeachment would be
enough to change our current view of markets, and the answer right now is
no. We have no way of knowing how much further this story has to run, but
even if it turned into the sort of festering mess that bedeviled President
Clinton and gripped the country’s attention between 1998 and 1999, it is not
clear that this would interrupt either the economic cycle or the current bull
market. Again this is not an analysis based on “guilt” or a comparison of the
issues at the heart of the current story and the rather sad Lewinsky affair
(although readers should be aware that “obstruction of justice” was also the
basis for President’s Clinton’s impeachment by Congress, a finding that had
no direct effect after the Senate declined to acquit him of this charge).
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The reaction of the US equity market to the Lewinsky affair is however worth
considering. We have attached a chart below that shows the progress of the
SPX index (orange) against the number of times the term “impeachment” was
mentioned in the press. As can be seen the market rode the storm surprisingly
well, and although the initial stages of the story were accompanied by sharp
declines in the market this was mostly due to the collapse of Russia and the
implosion of the LTCM portfolio. The possibility of impeachment undoubtedly
helped further unsettle the market during that difficult summer but most would
agree that it was a side‐note to what became known as the LTCM crisis.

Furthermore the most acute stages of the Lewinsky scandal generally took
place against the backdrop of a strongly rising SPX index. This does not mean
that the market approved of Congress’s highly partisan action, but rather that it
did not overpower the positive signals coming from corporate and economic
data. If the scandal had any effect then it may have been on the FOMC, which
slashed the FDTR three times between September and November (from 5.50%
to 4.75%) and refrained from raising them until June despite the equity market
exploding higher during the intervening period.

Clearly these are early days for the current story, but it seems reasonable to
conclude that we have entered a violently partisan period for US politics (at
least the violence is currently verbal) and the viewing is likely to be ugly in the
days, weeks and months ahead no matter how issues are resolved. Although
this might have negative ramifications for specific sectors and issuers who

hoped to benefit from the promise of legislation it does not alter the nature of
the current economic cycle. It is not clear that the FOMC will be swayed to
delay the next interest rate hike (June now looks probable rather than certain),
but it is reasonable to assume that there is not added impetus to tighten from
the political arena.

Where this messy story may have relevance is in its potential to accelerate the
process of reallocation away from US financial assets and into global
alternatives. Certainly we can imagine an investment committee meeting in the
next couple of weeks would already have been tempted to discuss taking a
large US overweight down a notch or two and the injection of uncertainty and
rancor from the political arena can only add to the temptation to do so. To be
clear we do not expect to see a wholesale rush out of US financial assets, more
a steady process of reallocation that makes it easier for global markets to
outperform, particularly when measured in USD terms.

As for Wednesday’s violent decline it is impossible to be sure what comes next
and whether this story has legs. If it does continue then the SPX would seem to
have strong support at the 2330 level and below that at 2300. It is possible that
a more violent decline could be provoked by the May option expiration
(although monthly cycles are a little less important now that we have shorter
term alternatives) in which case we would throw out the 200 day ma at 2255 as
a “worst case” scenario. Even at this level the SPX would still be slightly positive
on the year, as it deserves to be given the general improvement in economic
and corporate data and we would expect a sharp decline like this to be followed
by an equally sharp recovery.

We will be interested to see how the story plays out in global markets. It is
perhaps notable that Asian markets showed little interest in this story, which
had already broken by the time they opened on Tuesday night. The easing of
Chinese liquidity conditions (last week’s worry) would appear to be more
important for these markets, but they cannot be expected to ignore a steep
decline in the US, particularly since the Technology sector fully participated in
the decline. We would also note the general resilience of commodity markets
during Wednesday’s rout. These look to have been fully liquidated in recent
weeks and again have been taking their cues from China’s liquidity metrics
rather than the news from Washington. Again a longer decline may see a
broader liquidation of assets, but as we note above this is not the path that we
expect to take at the current time.



S&P 500

In our note written last week regarding the technical condition of the SPX, we suggested that although the index had closed at a record high
last Wednesday it had still yet to eat through overhead supply and charge higher to the next level. Following a brief pullback the large cap index
made another attempt at climbing through resistance on Monday and Tuesday but failed yet again. Our thesis that the SPX might have to fill
either of the two April gaps before moving higher came to fruition yesterday (admittedly in quicker fashion that we envisioned) when index sold
off 43.64 points marking the worst single day since September 19th of last year. The ‐1.82% sell off for all intents and purposes filled both
opening gaps before closing just below short term support at 2,360 ending the day at 5,357.03. We now mark first support at 2,330 and second
at 2,300 with worst case support at the still rising 200‐dayma (2,254.53 as of yesterday’s close).
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NASDAQ 100

Our concern that the rally in the NDX had gotten a little ahead of itself as witnessed by the price spread between the last sale and its 50‐day ma
was not ill founded but it took four more days of consecutive closing highs before our concern became realized. Although the shorter term
uptrend from the mid‐April low that pulled away from the shorter term moving average has been violated, the 2017 rally remains intact. MACD
has begun to roll over at a historically high level and although it fell just short of confirming the new highs in price it did so by an almost
immeasurable amount and the oscillator remains elevated in positive territory. We nowmark first support at the rising 50‐day ma and second at
the March 27th low of 5,316.02.
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Russell 2000

During yesterday’s equity market sell off the RTY took it harder on the chin than the SPX and to a lesser degree the NDX. The RTY closed
yesterday’s trading session down ‐2.78% versus a ‐1.82% decline in the SPX and ‐2.51% sell off in the NDX. Most of the underperformance can
be attributed to the high beta nature of the index and also that the IWM (Russell 2000 ETF) is the go to equity market hedging tool. The small
cap index broke short term support at its flattening 50‐day ma and dug further into its nearly 6‐month trading range. We nowmark first support
at 1,340 and second at the rising 200‐day ma (1,317.93 as of yesterday’s close).
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VXO

The ultra‐low volatility environment broke suddenly on Wednesday as political ructions sent the VXO index shooting higher to close at 13.88.
Interestingly this is still just below the levels seen in mid‐April ahead of the French election, but this has only been a single session story thus far
and we may well see the VXOmove well above the 14 level in Thursday’s session if there is any follow‐through fromWednesday’s weakness.
It is worth noting that the VXO index closed almost 2 points higher at 15.59, a sign that volatility products rather than put options themselves
have been the instruments of choice, although again the VIX remains just below its April peak. At present we expect this to be a short lived
episode with the VXO and VIX likely to have peaked by the time we write next week, with 14, 18 and 20 the demarcation lines to watch when
gauging the determination of put buying.
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Morgan Stanley Emerging Markets

The MXEF exhibited better relative performance compared to the other equity indexes we track in these pages yesterday but be to be fair most
of the a significant number of emerging markets and equities were closed prior to the US market’s open. Both the shorter term uptrend and
longer term trend from late December lows remains intact and was undisturbed by yesterday’s ‐6.42 point or ‐0.63% sell off. MACD is still
trading above its signal line in positive territory although it has yet to confirm the new highs in price. If we have one technical concern it is
similar to our worries regarding the NDX last week and that is the distance the index is from its shorter termmoving average. That can easily be
repaired by another constructive pullback that will not disturb the longer up trend. We now mark first support at 990 and second at the rising
50‐dayma (970.21 as of yesterday’s close).
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10 Year Treasury Note

After moving back to the middle of the trading range last week the 10‐year note yield rolled over on Friday and then accelerated lower on
Wednesday, closing at 2.22%. We have believed for several months that the yield would find an excuse to test support at the rising 200‐day ma,
and with the gap between Wednesday’s close and the 200‐dayma now less than 9bp this no longer looks like a stretch.

At this point we would be surprised to see the yield move much lower than the 200‐day ma, although if markets start to show greater signs of
panic a move down to 2.0% cannot be entirely ruled out. Below 2.0% seems less likely given that the FOMC still seems likely to hike twice more
in 2017 regardless of how things develop in Washington.
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US Dollar

The DXY saw a sharp multi‐day plunge over the course of the past week, falling just over 2% since we last wrote. This was initially driven by the
EUR, though safe haven flows in the JPY off yesterday’s market liquidation eventually participated as well. With all post‐election gains officially
wiped off the table, we would look to the 96 level (marked by the downward intraday spike on November 11th) as the index’s next point of
support. While the DXY might now strike some as “weak” we would like to point out that this merely places the index within its 2015‐2016
range. These levels can still be considered elevated on a historical basis when compared to the 10 year period between 2004 and 2014, when
the index traded between the 70 to 90 point range.
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Gold

We stated last week that gold deserved the benefit of the doubt above $1,200 and the metal managed to not only stay above this level but rally
to $1,260 creating a 5%margin of safety. Readers should note that most of the recent bounce has been a function of the USD declining and the
metal has a roughly 2%margin of safety when priced using the DXY index, but this is still enough to keep our bullish assumptions intact. For the
time‐being gold is range‐bound and would need to move above $1,300 to suggest that a new leg higher has begun.
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Crude Oil

Crude oil continued to build on the rally seen the last time we wrote, with prices remaining steady even through yesterday’s broader market
liquidation, gaining +0.62% on the day. This nonetheless still leaves the commodity contending with resistance where we would expect ‐ at the
intersection of its 50 and 200‐day mas and the $50 level. Should crude fail at this level, we would expect another attempt at retesting support at
$45. To the upside, however, a break through this resistance will likely allow crude to find its way back to the upper end of its long‐term range.
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Copper

Copper prices found support at the $5,500 level once again last week, managing to avoid a deeper liquidation down to its 200‐day ma. Prices
largely held on to their levels despite the volatility seen across the broader market, suggesting that the metals are currently driven by factors
outside of Washington. Copper now appears to be finding its way upward once again, and looks primed to meet the some resistance at its 50‐
day ma. In the event of a failure at this mark, we would expect the metal to retest support once. A successful break through this level on the
other hand will leave long‐term resistance at $6,000 open to a retest.
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