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The finish line for 2017 is now in sight and we are struck by the irony as a regular
commentator on markets, that if ever there was a year that a portfolio could
have been run profitably on auto-pilot without paying much attention to events
or their outcomes than this has been it. The SPX’s gains for 2017 look likely to
just pip 1999, and have a reasonable chance of breaching 20% for only the third
time in this long bull market. Nevertheless we hope that we have added some
value to our readers, if only by telling them repeatedly to be patient with the
vast majority of long-sided investments. Eventually the time will come to take a
very different approach to markets, but for the time being the power of the
global recovery is still generally underestimated, particularly in the Asian
region.

This is certainly less true than it was 6 or 12 months ago, but the balance of risk
and reward remains favorable and continues to be helped by central banks that
are transfixed by the threat of deflation rather than the increasingly obvious
signs of an investment boom. With regards to the months ahead, the FRB and
the PBOC remain the two central banks in control of the cycle. The former’s role
is well understood, and the rate hike path looks increasingly likely to “follow the
dots” in the months ahead, although we would allow that an FOMC led by
Chairman Powell may prove to find itself less constrained by decisions taken
and opinions offered during the last few months of the Yellen era.
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Nevertheless the FRB is a large bureaucratic organization with considerable
inertia, feeding its findings into an FOMC that generally rules by consensus.
It should be remembered that although Bernanke proved to be a very
different Chair than Greenspan, the difference only came to light at the
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Again this may not become fully apparent until the next period of crisis, when,
for instance, PBOC currency swaps are just as likely to be offered to key
counterparties as any similar action by the FRB. In the meantime we note that
China’s currency peg would seem to have shifted from the USD to the IMF’s
SDR basket and that other key Asian currencies such as the Korean Won (KRW),
Taiwanese Dollar (TWD) and even the Japanese Yen (JPY) would seem to either
be shadowing the SDR or China’s Yuan (CNY). Thus an informal Asian currency
bloc around the SDR would appear to be in formation and although this basket
would still keep the USD as its largest constituent (30.93%) it does imply a
reduced role for the greenback.

As far as monetary policy is concerned the PBOC is unique among major central
banks (apologies to the banks of Brazil and Mexico) in maintaining a
comfortably positive real policy rate at 4.35%. Although quantitative easing has
never been formally implemented the PBOC’s balance sheet has ballooned in
size over the last decade, and domestic money supply has exploded higher.
Policy was tightened appreciably between 2011 and 2014, and then started to
be loosened in late 2015. We therefore view the PBOC as the major influence
upon the recovery of commodities and emerging markets since early 2016,
although we would not deny that QE policies enacted by the BOJ and ECB
helped, as did the FOMC by abjuring any tightening between December 2015
and 2016.

In recent months the PBOC has maintained its fairly loose overall policy but has
implemented macro prudential measures to restrain investment in particular
portions of the economy. The two most important actions have been the
staunching of outflows (which acted to boost domestic liquidity that had been
draining into foreign assets) and the implementation of curbs on mortgages. As
we pointed out earlier this week there are some signs that the latter may be
being circumvented by a surge in short term consumer loans (these have surged
at the same time that mortgage lending has been reduced), but the effect on
cooling home price inflation has been effective, without provoking the type of
distress that took hold in 2011-2014.

Meanwhile the local equity market has largely been left to its own devices and
the local technology market if anything encouraged to make a leap from local

height of the financial crisis. During the early part of his tenure Bernanke was
more than happy to continue the “metronomic” (or less politely “frog boiling”)
policy of a 25 bp hike at each FOMC meeting. Although Chair Powell would
not be constrained by Chair Yellen’s beliefs he has never publicly dissented on
a vote taken by the FOMC and other than making some comments about the
wisdom of guidance has generally kept his views to himself.

Where the Powell FOMC may differ from the current body is the willingness to
offer dissent. Minneapolis Fed President Neel Kashkari in particular has the
potential to act as a lightning rod for dovish opinion, and can be expected to
get more vocal should the yield curve flatten further (as we expect). We would
also note that Jerome Powell may be willing to push back harder on the
influence of professional “academic” staff and be more receptive to anecdotal
inputs from other sources (this would be no bad in our opinion).

Finally, we suspect that the FRB will be less internationalist going forwards.
This partly reflects a general move away from global concerns by other US
institutions, but also the removal of the deep personal relations held by Chair
Yellen and Vice Chair Fischer and other global central bankers.

None of the above would seem to matter much over the short to medium
term, but other than Chair Yellen, every other Fed Chair in modern times has
had to deal with a period of economic and or financial distress and we doubt
that Chairman Powell will prove to be as lucky as his predecessor given the
maturity of the current economic and investment cycle.

Regarding the PBOC the range of possible policy outcomes seems
significantly larger, and for this reason alone we view China’s central bank as
the most important central bank to watch in the months ahead. As with the
US the central bank will likely experience a leadership change, and is also
navigating a changed role for the country in global affairs. Unlike the US,
China is moving towards engagement with global bodies, albeit on its own
assertive terms. The country wishes to be considered a global leader and we
would expect the central bank to be one of the tools used to enlarge the role
of China in global affairs.
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into global leadership. As we have described before, this has led to a surge in
technology equities in recent months that has spread across Asian markets.
These gains were abruptly interrupted in recent weeks, and the MSCI EM
Technology index suffered a “full” -10.2% correction from its November 22nd
peak at 585.6 to its December 6th trough at 525.7. This damage is yet to be
repaired, with the index yet to close above its 50 day ma at 549.5.

There have been various reasons offered for the decline. Some concerns around
semiconductor inventories and pricing have been issued by analysts and the US
tax reform has provoked a rotation out of technology towards other sectors
(most prominently financials) that would appear to have spilled over into
emerging market peers. Mostly, however, the sudden weakness looks to be a
natural outcome of some overcrowding and a determination of fund managers
to hold onto YTD gains at a key part of the calendar for rankings and
compensation. Our current view is that this weakness will pass, although after
the powerful gains of recent months we are open to other EM sectors doing
more of the heavy lifting in 2018.



S&P 500

On the Friday following our last note the SPX sold off sharply in the first hour of trading but managed to hold just above key round number
support at 2,600 to close down only -5.36 points or -0.20% on the day demonstrating again that there continues to be an underlying bid in the
index. After a few more days of backing and filling the rally has resumed its course. The large cap index registered a new intra-day high
(2,671.88) yesterday just missing a record closing high by 1.27 points due to a late session pullback. MACD has continued to push higher and is
on track to overtake the early March highs. The 2,700 level is now comfortably within reach by year end. We continue to mark first support at
2,600 (which will soon be shored up by the rising 50-day ma) and second at the November 15th low at 2,557.
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NASDAQ 100

Despite a of nasty December 4th session, when the NDX declined -1.17%, the NDX is up 83.29 points over the past 10 trading sessions and is only
a hair away from new record highs. The index respected support at the rising 50-day ma and the trend of higher lows since the start of the year
remains intact. Momentum as measured by MACD is still in positive territory and has begun to hook higher. The 6500 level is a reasonable year
end target and it only 1.65% away. We continue to mark first support at the rising 50-day ma (6,237.09 at yesterday’s close) and we now mark
second at 6,100.
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Russell 2000

On the first day of the month the RTY traded below our first support but held its 50-day ma and reversed sharply to close down only -7.12 point
on the day after being down more than 45 points earlier in the day. During the trading session that followed on Monday the index was up nearly
+4.0% off of Friday’s lows but closed down on the day. Day to day volatility aside the small cap index has been tracking sideways in what
continues to be a consolidation pattern that is defining a new short term trading range between 1,500 (marking first support)and last week’s
intra-day high at 1,560 which marks key resistance and which is only 2.33% away from last nights close. Above there the RTY will once again
find itself in blue sky territory.

6



VXO

After briefly spiking higher at the start of the month, the VXO index finds itself back in single digits where it has spent the vast majority of 2017.
The index’s 200 day ma shows the steady bleeding out of volatility pricing, reaching an all-time low of 9.58 this week, and this comfortably
qualifies as the quietest period for index level volatility since options have been widely traded on public markets.

Other than that we have little to add. We see no obvious catalyst for an abrupt and sustained spike higher in the VXO, although a repeat of the
sort of short lived jump that took place two weeks ago would be a much more likely outcome sooner or later, although probably not until the
year is completed.
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Morgan Stanley Emerging Markets

For the first time since the start of the year the MXEF has not spent more than a week below its rising 50-day ma. That said, the pullback below
the shorter term moving average is not technically a “game changer” to us and for the past three sessions it has been knocking at the door of
old support which now represents short term resistance. It would be technically healthy for the index to retake the ground above the moving
average sooner than later and remove the threat of a deeper corrective move lower. MACD has pulled back quickly into negative territory back
is staring to hook higher. We now mark first key support at 1,110 and second at 1,080.
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10 Year Treasury Note

The last three months have been characterized by a relentless march higher by short term yields and much duller range-bound trading at the
long end of the curve. This is a reasonably rational outcome of an environment characterized by better than expected economic data but muted
inflation, with the former encouraging the FOMC to match hikes to its dot-path plot and the latter keeping investors patient with the longer
end of the curve. We would also add that the cult of indexation helps keep the long end well bid no matter the flavor of economic data on offer.

Looking ahead we so no obvious reason for this pattern to change in the last two weeks of the year. For most of the last 3 months the 10 year
yield has been contained in a narrow 2.30% to 2.40% range with yesterday afternoon seeing the yield travel more than half of this short
distance to close at 2.34%. From a technical perspective, a breach of 2.30% would target 2.20%, while an upside breakout could extend up to
2.65%, but we doubt that either of these two extremes will be challenged before the year is over.
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US Dollar

After 12 days of what appeared to be a counter trend rally that was able to poke it head above the 50-day ma the DXY sold off yesterday below
the shorter term moving average. The best that can be said about the DXY is that it is building a base after the nine month 12.4% decline but as
we said in our last note we would only consider that technical thesis correct if it can re-take and hold onto the ground above the shorter term
moving average. MACD slipped into negative territory three weeks ago and has been tracking higher but hinting at a hook lower at the neutral
level. We believe that odds now favor a test of first support at the 92.50 level. We now mark first resistance at 94.20 and second at 95.00.
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Gold

Gold had a difficult two weeks and went from challenging resistance at $1,300 at the end of November to briefly breaking below important
support at $1250 on Tuesday. Fortunately the breach was shallow and short-lived, with the metal bouncing back up to close at $1255.60 at
Wednesday’s close. Although USD strength was a factor in the recent decline the metal lost some ground against all major currencies. The
general picture therefore remains somewhat lack-luster, and we cannot help wonder if all the excitement about crypto-currencies has not eaten
away at some of the natural purchasers of gold and silver in recent weeks.
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Crude Oil

Although the series of higher lows that have been in place since the June lows in Crude Oil remains undisturbed there appears to be a larger
consolidation pattern in the works reminiscent of the pullback in August. MACD has been tracking lower but remains firmly in positive territory.
We continue to mark key first support at $55 which marks the November lows and the rising 50-day ma and second worst case support at
$50.00.
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Copper

We suggested that copper would need to consolidate after failing to convincingly pierce the $7,000 level in both October and November. The
metal flirted with support around the 50 day ma at the start of December before suffering an abrupt plunge lower on December 5th. Naturally
headlines ascribed this to weakness in the Chinese economy, and it was therefore revealing that China’s trade report showed very strong
import volumes for the metal, effectively refuting the knee-jerk response to what looks to be a typical reaction to price support failing.

After its sudden decline, the metal did find deeper support where we would expect at the $6,500 level and managed to move back up to $6729
at Wednesday’s close. Resistance now lies at the 50 day ($6835) and above that at the key $7,000 level, but we suspect that it a period of range-
bound trading lies ahead.
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