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It is now almost 4 months since the SPX recorded its all-time high in late
January and the vast majority of global equity indexes remain some
distance below their January peaks. Exceptions include the RTY index,
France’s CAC index and the UK’s FTSE 100, all of which have benefited
from particular factors. Small cap equities have been used as a haven
from trade risks, France’s honeymoon with President Macron continues
to lift asset values and the UKX index has a higher weighting to energy
and mining stocks than any other developed world benchmark.

For the rest of the world this has been a long period of weak performance
for the vast majority of local equity markets. At the same time since the
initial February plunge, the corrective forces have rolled through a
selection of different sectors and countries at different points in time,
with selling pressure driven by a variety of factors and leading and lagging
performance switching places with remarkable rapidity. Even a single
factor, such as the shape of the US yield curve, has at times been
connected with weaker markets and at times stronger markets. In other
words this has been a generally confusing period that has lacked an
obvious single focus.

This is probably overall a positive factor, since although it would not be
fair to dismiss the various negative forces at work in recent months, no
one negative force has been able to drive markets consistently lower.
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Thus this still looks to be a period of indigestion brought about by an
over-allocation of funds between late 2017 and early 2018 rather than the
start of a prolonged period of losses for global equity markets. This could
change, but it would take a further deterioration of at least one of the
negative forces at work.

Most of these are broadly connected either to interest rates or trade
policy. Regarding the former the current US yield curve is consistent with
the trajectory of the FOMC’s interest rate guidance and as May’s minutes
showed, although these are not etched in stone they are rather more
credible than the flip-flop years of 2013-2016. Of course this assumes that
economic growth dies not suddenly worsen (a risk that does not concern
us) or inflationary pressures do not become uncomfortably strong (a
credible risk later in 2018). In other words after having to abruptly reprice
short term interest rates between September and March in order to catch
up with FOMC guidance, the interest rate market can probably take
things easier for the time being. Since interest rates are not going to drop
significantly (absent a complete change of tack by the FOMC) this is
unlikely to help interest sensitive sectors recover their 2018 losses, but
they may get some relief from recent selling pressure.

Trade policy is a much trickier call to make, particularly given that the two
main actors are either a populist democratic administration in the US or
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The other factor at work is the violent liquidation that has taken place in a
number of FX markets. This has been led by a dramatic decline in
Argentina’s Peso (ARS) and the Turkish Lira (TRY), which has spilled over
into a number of neighboring countries, particularly in Latin America.
However, unlike most other periods of currency liquidation local equity
markets have generally remained well bid, indicating that it is not a
deterioration of local economic or corporate conditions leading the selloff.
Instead an understandable loss of confidence in two particular regimes has
spilled over into other countries whose economic positions are completely
different at the current time.

In other words while there may be a risk of “contagion by association”
(particularly given the tendency to invest in diversified global or regional
index products) this is not a re-run of 1994, 1997, 2008 or 2011 when a similar
list of economic travails was sweeping through the complex as a whole.
Rather this looks like a repeat of the rapid FX unwind of mid-2006, which
was also centered around the TRY (and the Icelandic Kroner, in an early
warning of 2008) but ultimately passed without derailing the strong
emerging market bull run. We doubt that the TRY itself will be able to
recover its losses in the manner of 2006, but other currencies such as the
BRL or MXN may well be able to do so.

an autocratic mercantilist regime in China. In both cases saving face can
be seen to be a policy in itself, distinct from the wish to actually make
progress on the underlying issues. As we have stated before, the US has a
reasonable lists of complaints but seems determined to make them in as
an unreasonable a manner as possible, while China’s defense of “free
trade” is largely a reflection of its ability to take advantage of the status
quo. At the same time neither party has yet shown the appetite to truly
inflict damage on the other, as the recent dance around ZTE sanctions and
Chinese agricultural tariffs on US products has shown. We remain hopeful
that for the time being tensions will remain contained, with negotiations
replacing retaliation as the main form of communication in the weeks
ahead.

All of the above suggests that the corrective force that has dragged global
markets lower may be starting to lose its grip, although there are still a
number of hurdles that would need to be cleared to declare the period of
weakness to be over. For US markets the small cap RTY index has already
cleared resistance, while the NDX index is challenging the 7000 level once
more. The broader SPX index is yet to show the appetite to move up and
challenge key resistance at 2800, but it has managed to hold above 2700
since May 10th and its 200 day ma since May 3rd. The index could
probably absorb a dip down to the 2650 level without destroying its
recovery, but we would hope to avoid this scenario.

Meanwhile the main area of concern has become emerging markets,
which have failed to participate in the May recovery that has lifted all
developed markets higher. Indeed the MXEF index closed at 1133.10 on
Wednesday, its lowest level since December 20th. The index is only down
-1.60% for the year, but it is fair to say that the complex is at the top of the
worry list at the current time.

There have been two distinct forces at work. Firstly Asian markets have
been particularly sensitive to the trade dispute, depressing valuations in
China H, Taiwanese and Korean equities rather more than their US
counterparts. This is fair enough since Asian producers would arguably
have even more to lose if technology trade in particular were to be
meaningfully disrupted, but these markets would also probably rebound
quickly if some sign of resolution were to become apparent.
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The sharp devaluation of currencies suggests that despite the relatively
modest decline by the overall MXEF index investor positioning has
changed substantially. The Citibank EM Risk Index (in red below), which
tracks investor positioning in the more volatile portions of the complex,
has already risen to a level equivalent to the much deeper sell-offs seen in
2015 and 2011. This suggests that a great deal of de-risking has already
taken place, and at its current level the index is starting to represent a
contrary indicator, particularly given how well the underlying equity
indexes are behaving. We would also take some comfort from the growing
chorus of concern coming from academic circles and market strategists,
although much now depends on whether the markets nerve can hold and
avoid a deeper sell-off in local asset markets.



S&P 500

Over the past five trading sessions the SPX is up +0.39% ,nether given up or gaining much ground, and if it wasn’t for yesterday’s 8.85 point
advance after being down at the open the index would have been unchanged since last Wednesday. There has been some movement during
that period at the industry sector level with Real Estate, Industrials and Utilities up +1.53%, +0.98%, +0.84% respectively with Financials down -
0.26% and Materials -0.19%. It is more of the same with traders rotating in and out of different sectors on a day to day basis. To wit, the
previous five day period saw Materials up +1.99% and Real Estate down -2.3%. There is still some positive momentum exhibited by MACD but
the indicator is starting to reflect the short term sideways trading action. We continue mark first support at 2,680 and second at the still rising
200-day ma (2,631.53 at yesterday’s close). Key resistance remains at 2,800.
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NASDAQ 100

The NDX opened on its lows and closed on its highs yesterday and over the last five days the index is up +0.34% just about in line with the SPX
and like the larger cap index it continues in its short term sideways trading band. The NDX is only 3.9% from its all-time high compared to the
SPX which is 5.1% from its high and we still think there is a better than even chance of the NDX challenging its high water mark at 7,186.09. We
continue to mark first support at 6,750 and second at the May 3rd low at 6,585.37. The index is only one good day from probing first resistance
at 7,000 potentially leaving the March 13th highs in the bull’s crosshairs.

4



Russell 2000

The RTY has added to its gains since we wrote last week (+0.70%) legitimizing the breakout of the multi-month long consolidating price
pattern. On Monday the small cap index reached a new intra-day peak of 1,630.33 prior to a bit of backing and filling over the past two days. It
appears that the RTY is where people are still willing to add to risk and even if a deeper pullback unfolds higher prices will likely follow. MACD is
continuing to climb in positive territory and a sharp push higher in price will push the momentum oscillator to a level that could confirm the
record highs. Our support levels remain unchanged with first support at 1,600.00 and second at the May 1st lows at 1,527.71. Although there is
minor short term resistance at this week’s highs there is really only blue sky ahead.
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VXO

The VXO index remained in the “consolidation” zone for the whole of the last week, spending most of the period between 12 and 13.50 as the
overall SPX index bobbed around indecisively. The publication of the FOMC minutes then saw a fairly abrupt compression that took the VXO as
low as 11.58, before the index moved slightly higher to close at 11.82, its lowest close since January 26th at the start of the corrective period.

The action over the last couple of weeks suggest that participants have stopped worrying about index level hedges, preferring to concentrate
on narrower vehicles (such as EMFX) to de-risk portfolios. We are not yet back to the point that the attitude can be said to be truly bullish, but
we are steadily edging towards that point. It would take a move back above 14 to suggest that a new period of dislocation is being prepared for,
while a move back to the 10 level would suggest that portfolios are starting to take on a more pro-risk allocation.
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Morgan Stanley Emerging Markets

The MXEF is back to trading below its 200-day ma, but prices have moved back and forth though the longer term smoothing indicator several
times over the past month making the violation technically inconsequential. That said it is always a good indicator of the long term trend and it
is still rising. As prices drift sideways to nominally lower MACD continues to meander in negative territory. As we said last week, until there is
respite from the liquidation in EM currencies it will remain a stiff headwind for the bulls to overcome. We continue to mark first support at 1,100
and first resistance at 1,200.
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10 Year Treasury Note

The 30 year yield has yet to decisively break through the key 3.25% level, touching 3.26% on Thursday night but not able to hold onto this level
during US trading hours. Yields subsequently backed off and then dropped sharply on Wednesday afternoon following the publication of the
FOMC minutes, taking the 30 year back to 3.15%. This allowed the 10 year note to drop back to 2.99%, down from its Friday high at 3.126%.

At its current level, the 10 year note stands 16.5 bp above the 5 year note yield and 15.7 bp below the 30 year, effectively marking the midpoint
of a very tight 5-30 year spread. With the 5 year note (2.82%) supported by the 2 year note (2.53%) just 30 bp below and FOMC guidance
controlling the front end, the entire US yield curve has a very congested look to it. Unless the long bond yield can break out above 3.25% this
will remain the case, and keep the 10 year note in an ever narrowing trading range centered around 3.00% with probably no more than 15 bp to
play with in either direction.
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US Dollar

The DXY continues to edge its way higher but it is beginning to show signs of fatigue. The index has attempted to advance through round
number resistance at the 94 level twice this week only to pullback by the close. MACD reflects the aforementioned fatigue as it flattens out
albeit in positive territory. The DXY has quickly reached a level of price congestion (October to December 2017) and the three day pullback two
weeks ago was likely not enough of a retracement to cure the short term overbought condition. We continue to mark first resistance at 94 and
second at 95.
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Gold

Despite the USD’s continued strength, gold has been able to stabilize in recent sessions, closing on Wednesday at $1293.39, almost exactly
where it was a week ago. Almost all of gold’s recent price moves have been driven by the depreciation and subsequent recovery of the USD.
Even so the metal remains about $50 higher than it was in December when the USD was at a similar level, and so has been able to hang on to a
portion of its powerful December – January rally.

We would still expect that the metal will start to regain lost ground should the USD run into resistance, with $1320 being a realistic target for a
range-bound USD. A move back up to retest key resistance at $1360 would almost certainly require a weakening USD, but probably not a full
retest of the USD’s 2018 low. Key support lies at $1280 and below that at the December low at $1236.5.
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Crude Oil

The grind higher in crude oil prices has continued and prices notched a new intra-day high on Monday ($72.83). Upside price momentum has
slowed as witnessed by MACD but the momentum oscillator remains elevated in positive territory and although it is tracking sideways it is not
suggesting an impending price reversal. The rally in oil price as measured by the front month WTI futures contract wasn’t even derailed by
inventory data that had the potential to rattle the bulls. We continue to mark first resistance at $75 and second at $80 with the former being an
achievable price target. The May 9th low at $67.63 marks first support and second is at $65.00.
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Copper

Copper continues to move rapidly across short distances, suggesting a lot of trading action but very little change in longer term allocations.
After notching gains in 3 out of 4 sessions the metal looked set to test key resistance at $7,000 on Tuesday, but suddenly reversed in the
overnight session to drop back to $6867 at Wednesday’s close. In other words the metal remains range bound and has shown no obvious signs
of bringing this long period of consolidation to a close.
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