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As we enter the last two weeks of the third quarter, three of the four equity
markets we follow have broken out to either all time (SPX and NDX) or multi-
year (MXEF) highs. Granted the progress for the two US markets has been
halting, but the NDX index did manage to record its first ever close above 6000
on Wednesday, while the SPX missed trading above 2500 for the first time by
1.63 points. It would be premature in either case to call the breakout impressive
or confirmed by follow through, but at a time that commentary remains
punctuated by warnings of a 5% or 10% pullback the simple fact remains that
markets have found the will to push higher throughout the summer, despite the
occasional setback.

With the quarter end allocation process about to gear up we would expect to
see further extension into equity markets and a pro-cyclical bias take hold. In
our view the ever present risk of an immediate setback is more than balanced by
the possibility of acceleration in upside progress, particularly if crossing an
emotional round number such as 2500 helps build enthusiasm. We doubt that
next week’s FOMC meeting will have much of an impact on the market’s mood,
with the Committee likely to cite the Harvey/Irma double blow as a reason for
caution but not one that would delay the implementation of its balance sheet
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run off. We therefore may have a fairly clean period between now and
month end, at which point a new data cycle and earnings season will start to
dominate the mood of the market.

Our view remains that notwithstanding the uptick in geopolitical tensions
and increasingly fractured relations between many governments and their
population, the last 18 months have witnessed a considerable improvement
in the global economic environment. The fact that much of this has taken
place within China and its surrounding economies means that many US
based commentators have been slow to react to the scale of improvement,
although the very powerful returns in many emerging markets has at least
started to draw investor attention.

With almost three quarters of the year completed, the MXEF index has
recorded a gain of just over 30% and is on pace for an annual gain of 46.9%,
which if sustained would be the third highest since 1999 (2009 saw a 74.50%
increase and 2003 a 51.6% increase). Even so the index is only just back to its
level in September 2014 when it briefly appeared that a three year bear
market had been completed. On a relative basis compared to the SPX index
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the MXEF index has only recovered its July 2015 level and remains under half of
its 2010 peak (0.44 versus 0.96). In other words as gaudy as recent emerging
market returns have been there have not taken the overall MXEF index up to a
level that would concern us.

It is certainly true to say that the complex has become an adjunct of the global
technology bull market and that this sector has started to dominate the overall
index with a weighting approaching 27%. However, recent weeks have seen

gains broaden to other sectors with even Energy rising 9.7% YTD compared to
a -13.7% decline in the SPX Energy sector. We have also seen strong gains
within industrial commodities, particularly metals and it is perhaps more
accurate to describe 2017 and a reflationary period that has been further
boosted by an unusually large re-rating of the technology sector.

There is clearly some excessive sentiment directed towards the latter, but thus
far the underlying performance of key corporations has kept pace with
expectations, which matters more in a bull market than the overall level of
valuation. As far as the commodity cycle is concerned it seems that a very
important inflexion point took place in 2016, ironically at around the time that
global inflation expectations bottomed. Thus far the increase in prices has been
fairly narrow, and is dominate by industrial metals that represent a relatively
small portion of most broad based commodity indexes.

The two much larger weightings to food and energy remain far more muted,
although there are some signs that agricultural prices may finally be bottoming
after a brutal 6 year bear market. As for energy and crude oil it seems clear that
2016 saw an important low registered, but after an initial strong rebound prices
have been range-bound for several quarters. We would note that this period
has seen a considerable recovery in global demand, particularly by China, but
rather less progress in rationalizing supply. Having followed crude on these
pages over this period we have tended to downplay the importance of even
quite large price fluctuations within the well-defined trading range, but we may
be reaching the point that the long equilibrium is coming to an end. An upside
move out of the range would represent a considerable surprise for capital
markets, but it is not a possibility that we would dismiss out of hand in the
current environment, although we doubt that it could occur before the end of
the quarter.



S&P 500

When we last wrote on the Thursday prior to Labor Day the SPX had just poked its head above the 50-day ma. The Index held onto the ground
above the shorter term moving average while churning sideways during the holiday shortened week until it lifted off on Monday to a new
closing high at 2,488.11 up +26.68 points or +1.08%. Over the past two trading sessions the index has tacked on another +0.42% reaching yet
another new record closing high (1,498.37). With the wind at its back, as witnessed by MACD which is accelerating higher in positive territory,
the index faces clear skies and is less than two points away from our round number target at 2,500. We now mark short term support at the 50-
day ma (2,459.11 as of yesterday’s close) and second at 2400.

3



NASDAQ 100

The NDX first challenged round number resistance at the 6,000 on July 27th. The intra-day reversal that unfolded that day led to a -4.1%
correction that ended with a higher low 4 weeks later (this level now marks second support). A constructive rally has followed since then and
yesterday the index marked a new closing high at 6,004.38 in concert with the new high in the SPX. Although it would be premature to declare
it a bonafide break out, MACD suggests that price has enough momentum to rally higher clear of resistance. We now mark first support at
5,900 and second at 5,750.
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Russell 2000

Since we last wrote, the RTY has followed through on its recovery rally from the August 18th lows by advancing back above both its longer and
shorter term moving averages to close yesterday at a level closer to the upper boundary of the 9-month trading range than the lower. The rally
has unfolded with a definitive turn in MACD and the momentum oscillator is now in positive territory. Despite a short term rally of +5.9% from
last month’s lows in the index, investors would have been well served by not having investment exposure to the RTY and the majority of small
cap stocks that comprise it since the start of the year. We continue to believe it prudent to focus ones attention to other areas of the equity
markets until there is a creditable signal of a lasting shift in allocation into the small cap stocks and particularly financials, which carry a
significant weighting in the index. We now mark first support at 1,400 and second at 1,350.
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VXO

The last days of summer have seen the brief spike higher in the cost of protection give way once more, with the VXO index closing Wednesday
at 8.16, its lowest close since August 8th. Interestingly none of the supposed issues that led to an increase in hedging costs were actually
resolved, but there is only so long that one can pay up for hedges in the absence of a correction. Perhaps part of the story can be explained by
the timing of vacations, with some understandably willing to pay a little more for protection in early August ahead of a period out of the office,
while September sees firms fully staffed and better able to deal with any change in market conditions.

We would point out that despite the low overall level of volatility there remains a heavy skew in place, with put options still trading at much
higher prices than calls equidistant from the underlying index. In other words volatility pricing remains abnormally low but the cost of
protection is somewhat understated by the level of the VXO and VIX indexes.
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Morgan Stanley Emerging Markets

On Tuesday of this week the MXEF closed above our long standing target of 1,100. Since the rally got underway at the start of the year it has
been hard to come up with a technical argument that EM equities were not the place to be. The notable constructive price advance that has
been combined the entire time by positive price momentum as witnessed by MACD while price has continually notched higher lows and higher
highs right up to Tuesday’s recovery closing high at 1,102.26 cannot be technically overlooked. That said, the MXEF has again become a little
stretched and is +3% above its 50-day ma. It would not surprise us to see another constructive short term pullback unfold and would view that
as technically healthy and not detrimental to a continuation of the advance. We now mark support at the 50-day ma (1,065.05).
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10 Year Treasury Note

Just at the point that the 10 year yield seemed to be heading for a one-handle the market changed direction and the last four sessions have
seen the yield move back up to 2.194%, fully reversing the recent decline. This still keeps the yield in the bottom half of a 2.0% to 2.60% range
and at the mid-point of the more recent 2.40% to 2.0% range. It would take a further 20 bp move to really suggest that anything more
interesting than a brief bounce is taking place, but the speed of the move off the early September low has probably caught some investors off
guard. There is therefore some potential from a further move higher mimicking the late June move that extended almost 30 bp before
exhaustion set in.
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US Dollar

The DXY has continued to trade lower in the down trend that has been in place since the start of the year. On Friday of last week the index
marked another lower low just falling short of tagging the 91 level before reversing intra-day. On Monday the DXY followed through, building
on the reversal (producing a Morning Star for those familiar with candlestick nomenclature). Short term trading patterns aside, this is certainly
not the first time we have witnessed an oversold bounce over the past 9 months but the DXY is far from being out of the out woods on a longer
term basis. We continue to mark the 94 level as key resistance and only an advance through that level would suggest that a counter trend move
of a larger degree, such that we witnessed in February, might be unfolding. We now mark first support at the 91 level.
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Gold

Over the last two weeks gold moved steadily higher before peaking on September 8th at $1357.64, its highest level since August 2016. This
coincided with the DXY index’s slide to 91.01 (a 20 month low), and the rebound in the USD has seen gold trim its recent gains, closing on
Wednesday at $1,323.31. Clearly the short term pricing of the metal is likely to be set by the direction of the USD, but we would hope that
support at $1,300 will prove strong enough to halt any further slide by gold. We view the metal as being in a legitimate uptrend and provided
support holds we would still expect to see a retest of the 2016 high at $1375 take place at some point in the 4th quarter, with a move above this
level suggesting that a true bull market is taking hold.
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Crude Oil

After the initial disruptions in the energy market caused by Hurricane Harvey which left oil traders questioning the ramifications of the damage
to a key area of the countries energy infrastructure, oil prices finally caught a bid early last week and began a rally that was briefly interrupted
last Friday when oil traded lower but managed to find support at its 50-day ma. On Monday, despite an intra-day violation, prices held the
shorter term moving average on a closing basis again. Over the past two sessions oil has traded higher back to its 200-day ma. Although oil has
established a higher low last week it still remains vulnerable to a resumption of longer term weakness and it would need to first mark a higher
high with an advance through the $52 level to suggest that something of technical importance was unfolding . We now mark first support at the
50-day ma (currently $47.63) and second at $42.
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Copper

Copper’s surge higher took the metal up to $6970 on September 5th, its highest level since August 2014 on the eve of the brutal leg lower for
global commodity prices. The metal has subsequently reversed lower, falling to $6,553 by Wednesday’s close, but we would expect to see
support come in somewhere between the current price and the rising 50 day ma at $6,378. The metal may have pushed unsustainably above
trend at the start of September but we view this as the start of a genuine move higher rather than a false breakout for the metal. We will learn a
great deal from where support makes its presence felt and how the metal reacts thereafter, but we remain optimistic that an important corner
was turned earlier this summer.
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