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The grinding drift higher that has set the pattern for the US equity market since
mid-September finally gave way to a slightly more volatile environment this
week, at least on an intraday basis. However, Wednesday’s close for the SPX at
2557.15 is only 4.11 points below its level last week and so we cannot get too
excited about the change in market behavior.

Indeed even if a further decline were to take place it would arguably be part of a
repeating pattern that has seen the steady advance pull back to its 50 day ma
(currently 2503.4) or a little lower on 4 separate occasions since the start of the
year without representing a change of trend. In other words a pullback as far as
2450 could be accommodated, provided it was not driven by an obvious change
in fundamental conditions.

Regarding the latter we would not consider the failure of Republicans to agree
on a tax cut plan (still more than a 50% chance in our view) or the choice of a
particular FRB Chair as anything but distractions. We do not deny that both may
provoke short term reactions by market participants but neither would
significantly change the status quo as far as current economic, corporate and
monetary conditions are concerned, since even a “dovish” choice as a new Fed
Chair would be faced with increasing evidence that a turn in the global
inflationary cycle has taken place.
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If there is a shift in market conditions taking place it seems more likely to be
within fixed income than equities. One of the great ironies of the many
years of quantitative easing and decision of central banks to set policy
around specific measures of CPI (or in the US PCE) is that it has arguably
desensitized longer term yields to a general shift in economic conditions. In
simpler times a significant shift lower across the world by unemployment
rates and a prolonged push higher by PPI would be taken as evidence that
reflation has taken hold, and that the risk of this transforming into inflation
was rising.

There is little sign that this has taken place in 2017, with the recent push
higher by yields only reversing the declines that took place earlier in the
year. It is notable that across the developed world “real” 10 year yields
(using local measures of CPI) remain considerably lower than they were at
the time of the Brexit poll (when yields bottomed in nominal terms) and
only the US has a positive real 10 year yield (currently 20 bp) among major
developed nations. Meanwhile the UK, which now has a CPI growing at
3.00% YoY enjoys a negative real 10 year yield at -1.6% even after an abrupt
40 bp move higher by the nominal yield since the start of September.
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In other words fixed income investors continue to be remarkably patient with
the returns on offer, a function of the reliance on monetary policy to set (in
Japan) or heavily influence long term yields and the convenient fact that
investors are willing to put up with lousy rates of compensation for the longer
term risks being taken. For instance in the US, the current US 30 year bond yield
of 2.94% is close to its 5 year average of 3.02%, however not only have
underlying economic conditions improved substantially over this period but
rates of compensation within the treasury market itself have also shifted.

One way of looking at this shift would be to split the 30 year yield into two
portions, the 12 month T-bill (the upper bound of the “risk free” rate) and the 1
to 30 year spread which can be thought of as the “compensation for duration”.
Five years ago a 2.98% 30 year yield was split between a 17bp 12 month T-bill
and a 2.79% 1-30 year spread whereas today the almost identical 2.94% yield is
split almost evenly between a 12 month yield at 1.14% and a 1-30 year spread
at 1.52%. Nor is the 12 month yield particularly aggressive, since it arguably
does not fully compensate an investor from the increasing risk that the FOMC
will meet its “dot plots” between now and the end of 2015. We would therefore

argue that “duration compensation” is currently insufficient to justify straying
from shorter dated paper, which for the first time in a decade is offering at least
some visible return.

From our perspective it seem quite likely that the short end of the curve will
continue to march higher in the coming months (we would be very surprised to
see a December rate hike skipped and believe there is a decent chance of 3 to 4
hikes in 2018) leading either to a marked flattening of the yield curve or a
breakout by the long end of the curve. The former would imply rising credit risk,
the latter would presumably put significant pressure on both bond prices and
fixed income proxies.

However, provided the shift to higher yields was driven by a continued
acceleration of economic activity we would expect the overall equity market to
be able to make progress (with rather more volatility attached) even if breadth
became narrowed to economically sensitive portions of the equity market.



S&P 500

During the first half hour of trading last Thursday the SPX quickly lost -13.34 points. The intra-day reversal that followed not only just drove the
index back into positive territory but it was enough to give the bulls the courage to take the large cap index to a nominal new closing high
(2,575.21) the following day. Although the SPX was higher at the open it was unable to follow through on Monday and the index has begun to
falter. That said we do not find the recent price action to be technically significant as both the shorter term up trend from the mid-August lows
and the longer term uptrend remain intact. The index’s advance had become stretched suggesting a reparative consolidation may be in order
and we would not view that or a shallow pullback to the 50-day ma technically unhealthy. MACD has hooked lower but is firmly in positive
territory. We now mark short term support at 2,540 and second at 2,500. We now mark resistance at Monday’s intra-day high at 2,578.29.
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NASDAQ 100

The NDX does not exhibit the same leadership that we witnessed during the first half of the year but that said we would not consider the
technical condition of the high tech index as “weak”. The series of higher lows remain in place despite the price action which we would describe
as a plodding advance since the end of July vs. a more robust rally in the SPX. MACD has been unable to confirm the new highs in price and is
rolling over again. We now mark first resistance at last Wednesday’s high at 6,129. Key support is at the 6,000 level which had acted as
resistance for two months before the early October breakout and second support is at the September 25th low at 5,839.90.
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Russell 2000

The suggestion in our last note that the three week pullback in the RTY may have run its course proved to be premature. The small cap index
had begun to correct in early October after the +10.85% rally when the index bottomed on August 18th and it is hardly a surprise that is has
continued to pullback in concert with its larger cap brethren. MACD has continued to track lower but as with the other equity indexes we track
in these pages the momentum oscillator remains in positive territory. We continue to mark first support at 1,450 which will shortly align with
the rising 50-day ma. Resistance at 1,510 is only a little over 1% away.
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VXO

Despite some brief bouts of intraday excitement the 30 day historic volatility of the SPX hit a new multi-decade low at 3.4% this week, and even
Wednesday’s at times messy session could only bring the figure up to 4.01%. Set against this level, implied volatility priced at 9.65 for the VXO
and 11.23 for the VIX index remains somewhat elevated and reliant on a true change to underlying market conditions.

Granted it would not take too much to double realized movement from the current torpor in terms of the number of points required, but the
equity market has shown considerable inertia and resilience in recent weeks and there is no obvious reason to believe that this has suddenly
changed. Although a genuine correction or even a brief spike lower would conceivably see the VXO move up to test 12 or 14 in the coming
sessions, any sense that this has been another brief and inconsequential decline would see implied volatility rapidly beaten down to its recent
lows.
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Morgan Stanley Emerging Markets

Over the past 5 trading sessions the MXEF is down -1.14% in the face of a firmer USD, vs a -0.97% drawn down in the NDX over the same
period. The pullback in price follows the tendency over the last ten months of reversion to the 50-day ma when prices become slightly extended
and it would not surprise us to see the index continue to pullback to the shorter term moving average. Although MACD is rolling over the
oscillator continues to remains firmly in positive territory as it has since the start of the year. We now mark first resistance at the October 16th
closing high of 1,131.82 and support in the area of the rising 50-day ma.
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10 Year Treasury Note

The move of the 10 year yield above 2.40% has garnered some attention this week, with at least one influential bond fund manager viewing this
as a level that indicates the end of the secular bull market. From our perspective the key turn actually took place back in July 2016, when the
Brexit referendum caused bond yields to cascade lower across the developed world.

If yields do force there way higher in the months to come any market historian looking back at the end of the multi-decade bond bull market in
years to come will pinpoint the July 2016 turn in the 10 year yield from 1.318%, just as we understand the last two US equity bull markets turned
in March 2000 and October 2007. 2.40% may be a level that others find important, and we would not deny that it marks the divide between the
lower (2.0% - 2.40%) and higher (2.40% - 2.65%) trading ranges that have contained the 10 year yield during 2017. This and the global nature of
the move higher increases the odds that we will move back up to the levels seen in early 2017, but as we note above the true turning point for
long dated yields probably took place over 15 months ago.
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US Dollar

We continue to view the rally in the DXY to be counter trend in nature but admittedly the ability of the index to hang on to its gains from the
September lows gives us pause. We still consider the 94 level as key resistance and only a close above that level would open the door to the 96
level. That said the 2 points from 94 to 96 will be a tough road to hoe. If the index breaks key support at the 50-day ma the 2 points from 93 to
91 will unfold in a much quicker fashion.
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Gold

Gold remains quiet within its $40 (roughly 3%) trading range between $1265 and $1305 and there is little sense that an imminent break in either
direction will take place. Although MACD remains in slightly negative territory we continue to view this as a healthy period of consolidation and
would hope to see the metal move back up to test the high end of the range in the coming weeks.
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Crude Oil

Crude continues to knock on the door of resistance at the $52.50 and although it has traded above that level on an intraday basis it has been
unable to overtake that mark on a closing basis while it continues to eat through supply. In the short term, the trend of higher lows from the
mid-June lows remains intact but longer term Crude is still range bound albeit at the upper boundary of that range. After producing a higher
low in positive territory MACD is quietly tracking higher above its signal line. We continue to mark first support at the cluster of moving average
and price support at $49.
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Copper

Copper saw its price pull back slightly at the end of last week when the metal briefly traded down to $6905 on Thursday before moving back up
to reach $7123 on Tuesday night. The metal was again unable to hold these gains and traded back down to $6925 before recovering to $7,010 at
Wednesday’s close.

Overall this looks like a much needed pause following the early October surge higher and the metal still has a good chance of recording its
strongest monthly close since July 2014 ($7115).
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