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It has been a noisy but generally constructive week for the US equity market
with the SPX starting to probe the upper levels of its corrective range,
reaching an intraday high at 2742 on Monday, briefly retesting support at
2700 on Tuesday and closing at 2722 on Wednesday. Against this messy
backdrop the small cap RTY index managed to close at a new all-time high
on Wednesday at 1616.36. This is too close to the January high to consider
the breakout to be conclusive, but it is a generally constructive sign for the
overall market. We would also note that although the NDX index has not
broken out it did manage to test key resistance at 7000 on Monday (the
equivalent of 2800 in the SPX) and closed on Wednesday at 6929.97. Another
sign of improvement comes from the VXO index, which has managed to
close below 14 for six consecutive sessions, suggesting a mood shift by
participants from “correction” to “consolidation”.

Overall this remains a somewhat strange period for the equity market, with
frenzied responses to perceived shifts in political risks in the US and
elsewhere or other financial markets such as FX and interest rates. At the
same time with 1½ quarters completed there is a fairly obvious split in the
performance of the various sectors in the SPX index, which itself is almost
unchanged up 1.83%.
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Three sectors have managed to record meaningful gains, Technology
+10.12%, Energy +7.05% and Consumer Discretionary (which of course
includes AMZN and NFLX) +6.7%. All three can be considered to be in bull
market trends, which range from long and late, in the case of Technology to
quite youthful, in the case of Energy, and together they comprise 44.4% of
the total index.

There are 4 losing sectors, with Consumer Staples -13.4%, Telecom -12.4%,
Real Estate -7.3% and Utilities -6.7%. All of these are defensive in nature and
have been used as fixed income proxies in recent years and together they
comprise roughly 13.8% of the SPX index.

The remaining sectors (Financials up 0.8%, Healthcare 0.28%, Materials -
1.52% and Industrials -1.76%) are either up or down between 0.8% and -
1.76%, and therefore have not materially distinguished themselves from the
overall index on a YTD basis (although each has had periods of relative
strength and weakness).

Looking at the above it seems reasonable to conclude the following;
Technology remains leadership, which given its dominant weighting in the
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SPX index lends support to the idea that this period will be resolved to the
upside. The split between winning and losing sectors is also tilted towards
economic sensitivity (as is the outperformance by the RTY index), and this
suggests that the equity market is not starting to discount the next recession.
Interest rate sensitivity has been the most significant negative factor over this
period. Given the substantial repricing of short term interest rates since
September this is hardly surprising.

Interest rates have not been the only negative factor at work, and as we have
written before, we are also concerned that for Staples input costs are eroding
margins, and for Real Estate excess supply is starting to threaten top line
income in certain key markets. However, with the US treasury now offering
investors a competitive short term yield the need for bond proxies is far less
compelling.

As for the treasury market itself, the long end of the curve is finally starting to
respond to the pressure coming from short term yields. The 10 year has
managed to surpass the 2014 high this week and closed Wednesday at 3.10%,
its highest level since 2011. The 30 year bond is the only yield to remain below
key resistance, with Wednesday’s close at 3.22% just below the highs recorded
in 2015, 2017 and February 2018. A break above 3.25% would therefore be quite
significant, and potentially open the way for the entire yield curve to shift
higher avoiding an inversion in the next few months.

Given the increasing volume of quotes regarding the shape of the yield curve by
various FOMC members it is clear that this is something that they wish to avoid.
It is interesting to note that it is really only the longer term portion of the curve
that has been flattening in recent weeks, with the 5-10 year spread dropping to
15.5 bp and the 10-30 year spread hitting an 11 year low at 11.9 bp on
Wednesday. At the short end the 1-2 year spread has actually been widening
and closed Wednesday at 30 bp, while the 2-5 year spread at 35 bp is roughly
where it was last September.

This is consistent with an increased belief that the FOMC is willing to continue
to push the policy rate steadily higher in the coming quarters, and that the
terminal rate this cycle may be higher than originally thought at around 3.0%.

At the same time the compression at the long end of the curve suggests that no
realistic concern about inflation has started to be priced into bond yields. There
are other factors at work, including the price-insensitivity of some long bond
buyers (such as insurance companies matching liabilities) and the relatively low
interest rates offered elsewhere, but the shape of the yield curve is a relatively
accurate proxy for the consensus view of the market and policy makers alike.

There is of course a dialectical relationship between these opinions, with the
FRB looking at market prices to intuit the future risk of inflation and the market
looking to FRB guidance to assess the correct level for interest rates. One of the
more notable aspects to the long economic cycle has been the increased
correlation between the beliefs of the central bank and most market
participants. This may seem like a natural state of affairs but it has not always
been this way and need not remain the case.

From our perspective we would prefer to see the long end of the curve break
out of its shackles since this would diminish the risk of an inverted curve over
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the coming months. A move by the 30 year bond up to 3.50% and the 10 year
note yield to 3.25% could probably be accommodated without causing too
much panic elsewhere (particularly if credit spreads were to tighten), and would
create space for the FOMC to continue its policy path for a while longer. The
obvious risks would be a sudden sell off across fixed income markets that spills
into credit and other asset markets, and a further spike higher by the USD,
which could transmit pressure into emerging markets that have been feeling
the strain in recent sessions.

Regarding the latter, weakness continues to be contained in FX markets and to
some extent fixed income, but local equity markets continue to perform well.
This is a reflection of the fact that this remains an overall constructive period for
most emerging market economies, with strong current accounts, stable or
growing reserves and good corporate performance. Although USD investors
have experienced a difficult few weeks, local investors have in many cases been
well rewarded, which is important as far as aggregate flows into equity markets
are concerned. In addition most commodity markets have continued to
perform well, a key driver for financial flows in a number of countries whose
currency has been under pressure.

In other words this does not look like the start of another prolonged period of
emerging market underperformance and instead reminds us of the post-
election period in late 2016 when a short period of USD strength put the
complex under considerable pressure without ultimately disrupting the bull
market that had commenced earlier that year.



S&P 500

On Thursday of last week the SPX followed through on the previous day’s gains by rallying +25.28 points or +0.94% to close at 2,723.07. In doing
so prices traded above our previous first resistance (2,717.49) and established a short term higher high. Over the next two days the large cap
index edged higher and since then the index has begun to back and fill. MACD is tracking higher in positive territory signaling a continuation of
upside price momentum. Although the bulls will likely be heartened by the improving technical picture only a move above key resistance at
2,800 (this now marks first resistance) might suggest that the four month long corrective phase may have run its course. We now mark first
support at 2,680 and second at the rising 200-day ma (2,625.33 at yesterday’s close).
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NASDAQ 100

On Monday the NDX briefly traded above round number resistance at the 7,000 level but by the close of the session prices pulled back to close
at 6,964.37. The index also fell just short of filling the March 19th opening gap. The index traded higher yesterday recovering +41.43 points of
Tuesdays -75.84 point or 1.09% loss. Putting the shorter term gyrations aside, for the first time since the end of March the index appears to
have a better than even chance of challenging the March 13th high at 7,186.09 with MACD continuing to push higher in positive territory. We
now mark first support at 6,750 and second at the May 3rd low at 6,585.37. We continue to mark first resistance at 7,000 and second at the all-
time high at 7,186.
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Russell 2000

The RTY’s relative outperformance versus the SPX has continued. The small cap index registering a new record all-time closing high yesterday
(1,616.38 up +16.03 points) but that said, we can’t quiet label it a bona fide breakout yet. What we can say is that there is there is an absence of
price resistance and there is nothing but blue sky ahead. MACD is gathering apace and has overtaken the March highs. We now mark first
support at 1,600.00 and second at the May 1st low at 1,527.71.
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VXO

The VXO index has now managed to close below the key 14 level for six consecutive sessions which to our eyes means that the market’s mood
has finally switched from “correction” to “consolidation”. Granted a switch back remains possible, but it was notable that Tuesday’s wobbly
session never saw the VXO respond meaningfully. The 12 level now represents the next downside level to watch, with a move below signaling
that the SPX is ready to move up and test key resistance at 2800.
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Morgan Stanley Emerging Markets

The MXEF is once again trapped between the 200 and 50 day moving averages and there is a hint that it may be trying to build a base but until
there is a respite from the liquidation in EM currencies there remains a stiff headwind that the bulls have to battle. MACD remains in negative
territory but appears to be attempting to move higher. We continue to mark first support at 1,100 and first resistance at 1,200.
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10 Year Treasury Note

The 10 year yield continues to march higher, pushed on by shorter maturity yields which broke out to 11 year highs several weeks ago. The 10
year yield finally surpassed its 2014 high this week, moving up to close at 3.10% on Wednesday. At 3.22% the 30 year bond yield remains just
below its February high, where resistance is reinforced by the 2017 and 2015 peaks.

This has compressed the 10-30 year spread to a mere 11.8 bp, which suggests that any further advance by the 10 year note yield will probably
require a breakout by the long bond. Should this occur it would reinforce our belief that the US treasury bull market peaked back in June 2016
but perhaps more importantly reduce the odds of a yield curve inversion over the summer months.
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US Dollar

In last week’s note on the DXY we suggested that rally in the DXY had gotten ahead of itself and that a pullback or consolidation was in order. A
three day pullback did unfold, but the retracement can be classified as de minimus and the rally resumed on Tuesday with the DXY notching a
new recovery high. MACD looked like it was beginning to roll over but it has turned and has avoided penetrating its signal line. We now mark
first support at 92 and second at 90. Resistance levels remain unchanged at 94 and second at 95.
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Gold

Gold had managed to shrug off the rapid recovery by the USD until Tuesday’s ugly session, when the metal declined -1.75%, its largest drop
since November 2016 (when the USD was also rallying hard in the post-election period). At least Wednesday’s session saw the metal stabilize
around $1290, only just below where it started the year at $1303, but this is enough to push the metal back into a long consolidation range that
has capped progress for several quarters.

The metal probably requires the USD to at least consolidate if it is to hold onto the current level. A continued rally by the USD would probably
see gold trade down to support at $1260, but we doubt that the December low at $1240 will be matched.
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Crude Oil

Oil prices continue to grind higher showing very little willingness to pullback in any serious way. We continue to be impressed with the rally that
has unfolded in the face of USD strength since the end of April and there in nary a hint that the rally won’t forge ahead. MACD continues to
climb higher in positive territory at a constructive pace and after spending a few days below it during the short term price consolidation it is
back above its signal line. We now mark first support at the May 8th low at $67.63 and second at $65.00.
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Copper

Copper remains on the sidelines and the ability of the metal to sit out the overall correction in risk assets and the recent strong bounce by the
USD counts as something of a “moral victory”. However, the metal has shown no interest in moving back up to test the key resistance area
between $7200 and $7300 and until it manages to do so, copper’s condition is no better than consolidating.
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