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It has been another pacific week for the majority of asset classes we track with
the obvious exception of the USD, which is currently suffering its worst start to
a year in a generation (although YTD performance is only slightly worse than
2002), down ‐9.15% at the time of writing. The USD remains just above its key
support at the May 2016 low and it would come as little surprise in this level
caused the USD to bounce for a while. However, the transition from bull market
to bear looks real enough and the performance of the USD is starting to have a
marked effect on returns for non‐US investors. For example, despite the 10.66%
cash return generated by the SPX index since the start of the year an un‐hedged
European investor would have suffered a small loss over this period. By contrast
an unhedged investor in the NDX index or emerging markets (using the MXEF
benchmark) would have experienced returns of 7.9% and 10.5%, both of which
beat the local STOXX 600 index’s return of 4.8% by a comfortable margin.

Our view is that the weakness of the USD (which goes beyond EUR strength)
has probably reached the point that investors are starting to take notice.
However, whether this leads to non‐US investors employing currency hedges to
protect positions or divesting positions remains to be seen. If the former proves
to be the case US financial assets would remain well bid, but the USD would no
longer experience the positive force of the popularity of US assets (much as was
the case with Japan and to an extent Europe in 2014 and 2015). Actual
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divestment on the other hand would be rather more problematic given the
large positions that have been accumulated over the course of this cycle.
Our current view is that US equities probably remain attractive given the
quality of underlying earnings and performance (a hedged SPX position
would comfortably beat the YTD return in the Stoxx 600) and therefore are
more likely to be hedged than sold.
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US fixed income is a little trickier given that the cost of hedging may be a large
proportion of a theoretical return but the higher (and actually positive) nominal
yields on offer will probably keep investors positioned. What may be more
problematic is US Commercial Real Estate, which is now very expensive and
hard to hedge. The USD is not yet historically cheap (as it was in 2010 when
foreign capital started to rush back into the real estate market) and the loss of
local currency value experienced in recent months exceeds a few years of
earnings given current cap rates. Given the slow moving nature of this market
we doubt that the USD’s decline will have an immediate effect, but it is another
adverse development (no pun intended) for an industry whose cycle has already
extended far beyond the bounds of reason.

For US investors the weakness of the USD has undermined the attraction of
hedging exposure abroad and unsurprisingly there is anecdotal evidence from
ETF flows that this shift in approach is taking place. The rush into Europe saw
the HEDJ ETF (offering currency hedged European exposure) become the
favorite allocation vehicle for many investors but shares outstanding have
declined by approximately 12.5% over the past year and 58% from its
December 2015 peak. By contrast the IEFA ETF (the cheapest ETF offering
exposure to the MSCI EAFE index) has seen shares outstanding soar from 223
mln to 531 mln over the past 12 months and now sports a market cap of $33 bln,
up from $11.8 bln a year ago (the underlying value of the ETF has increased
21.5% over this period).

The decision to unhedge European exposure is neutral for underlying asset
values but negative for the USD. Judging by overall ETF flow investment into
Europe by US investors remains quite strong, helping underlying markets
appreciate. The choice of the EMEA index has another interesting effect, since
Japan is its highest single country weighting at 24% the index and ETF’s based
upon it have become a strong source of unhedged flows into Japan, and may
partly explain why the NKY index has become substantially less sensitive to the
JPY in recent months. The equity index has managed to rise 5.05% despite a
nearly 6% gain by the JPY. At a time that use of ETFs and index products has
reached record proportions we believe that the degree of knowledge regarding
underlying exposure has not kept up with the popularity.

For emerging markets the situation is a little simpler, since the much higher
cost of hedging currency exposure means that investments are rarely hedged. A
weaker USD is generally a tailwind for the asset class and since the benchmark
index is priced in USD accelerates performance. At a certain point the strength
of emerging market currencies becomes an encumbrance to commerce, but the
degree of depreciation that took place between 2011 and 2016 means that even
after the powerful gains of the last 18 months most currencies remain
reasonably valued and some (mostly commodity related) look quite cheap. We
note that the MXEF index has just managed to exceed its 2015 high (which was
almost solely reliant on the sudden appreciation of Chinese equities) and we
remain positively disposed to the majority of underlying indexes and currencies.
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Regarding commodities, a weaker USD again tends to boost reported prices due to
the valuation effect. Thus commodity indexes and the USD typically experience
strong negative correlation. However, the recent weakening of the USD has taken
place during a period of imbalance between supply and demand for a number of key
commodities. This is most obviously true of energy, where the volatility emanating
from inventory data and OPEC pronouncements has been sufficient to overwhelm
most of the currency effects in recent months.

Where a more durable rally has taken place is in industrial metals, which have
started to break out during the recent bout of USD weakness. Here the story is a
little more interesting, since many of the metals gained during the “Trump
Reflation” phase and were then liquidated during the “Washington Fumble” (the
politest term we could employ) during which time the USD first started to weaken.
Recent weeks have seen metals breakout across the complex, driven this time by
unexpected improvement in the Chinese economy rather than the promise of US
infrastructure spending. This is another example of what we have dubbed “True
Reflation” taking hold, and the S&P/GSCI Industrial Metals index is at its highest
level since May 2015, when it peaked just before the Chinese equity market lurched
lower. The index remains 33% below its 2010 peak and 38% below its 2007 all‐time
high. With the entire global recovery enjoying a period of synchronized growth for
the first time in a decade and supply and demand now mostly in balance it seems
reasonable to expect further gains to be recorded.



S&P 500

The short term stair step advance that followed multiple tests of support at the 50‐day ma in the middle of last month has turned into a
sideways crawl that has left the index less than a point lower since we last wrote. The loss of upside momentum is reflected in a flattening of
MACD. That said, the position of the oscillator in positive territory and the brief pause in the price advance can by no means be considered
technically negative. We continue to mark first support at 2,450, which will soon be aligned with the rising 50‐day ma and we are reinstating
second support at 2,410. Only a lower low, which we have not witnessed since the current rally phase started in early November of last year
would concern us and our thesis that round number resistance at 2,500 will be challenged before we could possibly witness a correction of
larger degree then previous pullbacks since those lows in the index remains unchanged.
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NASDAQ 100

Prior to the much heralded nasty intraday reversal last Thursday the NDX notched a new record high of 5,995.77 falling just short of our 6,000
price target. The reversal would be much more noteworthy if the index had not recovered half of its losses by the close of the session and since
then that intra‐day low (5,847.05) has held as support with AAPL’s Q2 results helping to stabilize the index further yesterday. Nonetheless, the
NDX has the potential to continue to be volatile through the balance of the Q2 earnings season. Although MACD has rolled over and has hit its
signal line the momentum indicator remains in positive territory. We continue to mark first support ant 5,720 and second at 5,600.
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Russell 2000

Last Tuesday the RTY marked a new record closing high (1,450.39) but the small cap index was unable to build on its gains and since then it has
pulled back into the 7‐month trading range. The index closed down ‐15.43 points or ‐1.08% yesterday breaking the still rising 50‐day ma on a
closing basis by a hair. Since the start of the year every time the index rallies between 3%‐3.5% the index has pulled back into the range but
since the late June reversion the index has not probed the lower boundary of the range. The price action in the RTY has not been a function of
investment decisions as to the selection of market cap but more a reflection of sector rotation and weightings in the small cap index itself. We
continue to mark first support at the 50‐dayma and second at the bottom of the trading range and the rising 200‐dayma.
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VXO

It has been another tedious week for followers of the VXO and its equivalents with the index trading between 7.36 and 9.50 in what we believe
is the lowest 5 day period for the index on record. It may be worth noting that the MOVE index, which follows treasury volatility, also recorded a
new all‐time low at 47.0 on Thursday and it would appear that the lack of volatility in the overall equity and fixed income markets are feeding
off one another. At present we see no imminent catalyst to change the trend of ultra‐low volatility although the recent weakening by the USD
would have some potential to generate disruption if it were to accelerate through the 2016 low to the 30 month trading range.
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Morgan Stanley Emerging Markets

The MXEF churned sideways into the end of last week continuing to digest the gains from the July 10th lows. Over the past three sessions the
index has plodded higher and yesterday the MXEF closed at a new recovery high closing above the 2015 high shown above on the 5‐year weekly
chart. Considering that the index has gotten a little ahead of itself it may be that what is technically needed is either more time in the current
consolidation phase or more of a price pullback. Neither scenario would alter our thesis that the MXEF has a very good chance of reaching our
1,100 target which marks the September 2014 highs before a potential correction of a larger degree. Confidence in this thesis is fortified by the
powerful upside momentum as witnessed by weekly MACD and the fact that the current rally has been driven higher by a broader participation
of several emerging markets unlike the advance that unfolded from mid‐2014 to mid‐2015, which was almost solely reliant on the sudden
appreciation of Chinese equities .
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10 Year Treasury Note

As we mentioned in our discussion of the VXO index the quiescence of equity markets (or at least the SPX index) is currently mirrored by
interest rates with the MOVE index showing the lowest ever implied volatility for short term treasury options in the 30 year history of the index.
As with the VXO the very low price that options are trading at is justified by the tight range of underlying treasury yields with little of note
taking place in recent weeks (although unlike the equity market bond prices lack a positive price bias).

The current 10 year note range is between 2.10% and 2.40% and until we move beyond one of these levels nothing of importance is taking
place, and even if one of these levels was breached another wider range between 1.80% and 2.65% would still be in effect. It will take more than
a modest surprise by Friday’s BLS employment report to spark a decisive move in either direction and the fact that the FOMC seems much less
sensitive to data blips makes economic data less important as a market driver than it was a few months ago.
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US Dollar

As we had largely expected the DXY has continued to grind lower towards key support at its two‐year low of 91.9, which as seen in the weekly
chart above also roughly coincides with the index’s 200‐week ma. This EUR‐driven deterioration in the index has generated some significant
negative momentum, with MACD now at its lowest levels since 2011. We would in the short term at least, expect the DXY to bounce off support
at 92 and believe that the extent of this bounce will likely hold some clues as to the nature of the USD’s underlying strength going forward. In
the event of a bounce we would mark the 94 level as first resistance, but the DXY would have to trade above 96 in order to suggest that the
violent decline has run its course.
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Gold

Gold has continued to push higher without doing anything to suggest that the move is driven by anything more than USD weakness. Indeed
gold holdings in ETFs have actually declined during the period in which gold has been recovering from support at $1200 to its current price at
$1,267 and it seems unlikely that the metal will be able to surpass strong resistance at $1,300 without some accumulation by ETF holders. Thus
the most likely outcome is a continuation of the range between $1,200 and $1,300 for the time‐being, which is neither the worst nor the most
exciting outcome for the metal.
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Crude Oil

Crude oil has been building off its gains from last week, benefiting in part from tailwinds generated by the weaker USD. This month‐long rally
went on to reach its terminus as the commodity went on to find resistance at the key $50 level earlier this week, just above its 200‐day ma. We
would note that despite this short‐term strength, the downward trend marked by the series of lower highs from February remains nonetheless
intact. Crude thus continues to remain vulnerable to further weakness and would need to get through the $52 level in order to break out of this
technical pattern.
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Copper

Copper’s slow but sure transition into a bull market continues to be on track as it approaches the key $6,500 level. Positive momentum
continues to build, as MACD continues to notch new highs not seen since late last year. A break through $6,500 will send copper prices past its
2015 high and will likely set the stage for further gains going forward. Should this take some time to occur, we would expect the $6,000 to
provide strong support in the event of any short term volatility in prices.
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