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The latter part of the second quarter has developed into a very ugly period for
international markets, particularly the emerging market complex that had
started 2018 in fine fettle. Although through most of this month the US equity
market appeared to be used as a destination for capital, suggesting that
rotation was the primary influence, recent sessions have suggested that
liquidation has become the order of the day. Given the proximity of quarter end
we would view the mid-year allocation process as an important influence on
market behavior, with a good many “EM over-weights” being dialed back
considerably and fund flow data certainly suggests that an abnormally large
amount of capital has been removed from both equity and debt markets in
recent sessions.

As far as the US equity market is concerned, the breakaway moves by both the
NDX and the RTY index look to have terminated and are unlikely to resume until
the broader SPX index can find its footing. Wednesday’s powerful intraday
reversal saw all three indexes breach important short term support levels. The
SPX closed just below 2700, the NDX well below 7000 and the RTY broke below
1650. As far as the SPX is concerned the obvious downside target remains the
rising 200 day ma at 2666.78, just over 1% below the current price. We have
seen moderate short term breaches of this indicator in February, April and May
and so would be willing to overlook something similar this time around.
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Anything more than this to the downside would bring into question the
generally rising trend that has been established since the February low. It
would also bring great pressure on portions of the market that have gained
the most in recent sessions, since these can now be assumed to be the most
widely held positions. We would note that both the NDX and RTY indexes
would have suffered considerable declines if they were pulled back down to
their own rising 200 day ma’s in a general liquidation.

We would note in particular the highly unusual degree to which the RTY
index and the MXEF index have diverged this quarter. Although
outperformance by one against the other is a commonplace occurrence, a
multi-month period of outright divergence (as took place between early
April and this week) is highly unusual (the last one took place during early
2008 when many claimed that EM had “de-coupled” from the developed
world) and unlikely to be sustained. We would also note that the RTY
index’s ratio against the MXEF is close to its post-Trump election peak,
leaving the valuation gap between these measures very stretched.

Behind all of the above is the confusion and concern generated by the
threat of tariff, trade and investment restrictions being imposed on a variety
of sectors. The US administration remains at the heart of this issue and
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continues to emit a whole variety of mixed messages often laced with colorful,
contradictory language (in the indecorous landscape of today we were almost
surprised that nobody ran a “Pig Bites HOG headline” yesterday).
Unsurprisingly other countries have started to issue their own statements and
take action at the margins. Nowhere is the tension more obvious than between
the US and China, where longer term geopolitical issues surrounding global
influence are becoming conflated with trade and economic relationships.

We do not deny that the above represents a new and different set of risks for
asset markets. However, this does not mean that the current reflexive market
reaction to the various headlines makes much sense from our perspective. In
particular the view that the US equity market would act as a safe haven if the
worst were to occur hardly survives scrutiny, given that the US ranks close to
China in terms of global exports (both countries export roughly $200 per
month) and would be highly vulnerable to retaliatory actions. These would
presumably extend beyond tariffs and quotas into more nebulous (but
potentially more damaging) areas such as anti-trust investigations, to which the
US technology behemoths would be particularly sensitive and “health and
safety” concerns, an area the Chinese have used a number of times before to
restrict activities on non-Chinese companies.

Again following this logic the constraint of certain trade relationships, such as
within technology or agriculture would be much more likely to shift
relationships to other markets than simply shut down the demand for such
traded goods. In this regard the currently beleaguered Latin American markets
could actually turn out to be “winners” of a US/China spat (being an alternative
source for agricultural and industrial commodities), as could the Japanese or
Korean technology sectors or European industrial companies.

None of the above can be viewed as a hard prediction of what may come to
pass, it is simply meant to be an illustration of the complexity of the issues that
may confront us in the months ahead, and the degree to which the blunt
market action of recent weeks suggests that little time for deeper thought has
been available. Our hopes remain that behind the aggressive posturing lurks a
desire to reach some sort of a deal on most of the issues at hand, even if this
involves the imposition of limited tariffs and/or restrictions.

Regarding the two weeks ahead (Independence Day means we will not publish
next week) the logic of quarter end suggests that recent liquidation may
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continue for a while longer but could potentially become exhausted in early July
as the mid-year allocations become completed. Although we cannot fully
discount markets suffering a further deep decline this is not our base
assumption, particularly since thus far credit markets have shown no interest in
following equities lower. In other words we still think it more likely that we will
experience a summer such as 2016 post-Brexit than a lurch into a 1998 type
liquidation although we cannot completely dismiss the chance of the latter.

Emerging market positioning is starting to look particularly extreme, with the
Citi EM Risk index (which rises as investors become more risk averse) reaching
levels only seen during periods of genuine economic duress. Despite the fears
about trade we would bear in mind that the majority of economic data suggests
that most local economies have continued to improve, and as bad as market
performance has been there is no obvious reason to expect corporate earnings
to have deteriorated in recent weeks. We understand that this is not the issue
currently bothering investors, but at a certain point the liquidation of equities
and currencies will have generated sufficient compensation for the risks that lie
ahead and we suspect that we are nearing this point in a number of non-US
markets.



S&P 500

When we last wrote two weeks ago we suggested that if the SPX failed to quickly breach the 2800 that another pullback would likely unfold.
Overhead supply eventually smothered the buyers and 2791.97 was the best intraday level that the large cap index was able to reach. The SPX
drifted lower until the selling gained apace on Monday when the index traded off -37.81 points or -1.37%. First support at 2,700 temporarily held
on an intraday basis that day and the index managed to claw its way back up above its 50-day moving average. The SPX held above that level
on Tuesday but by the close yesterday the support at the shorter term moving average gave way and the index closed just under 2,700 at
2,699.63. MACD has rolled over through its signal and is only one bad day away from entering negative territory. We now mark key support at
the 200-day ma (2,666.78 as of last nights close). The 2800 level remains key resistance.
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NASDAQ 100

The NDX extended its gains early last week and established a new record closing high on Tuesday but it began to roll over the next day and in
concert with global equities the high tech index began to accelerate lower at the start of this week. The NDX stabilized briefly on Tuesday but
the selling pressured resumed yesterday and index traded off 98.52 points or -1.39%%. MACD rolled over through its signal line last week failing
to confirm the new highs in price and is tracking lower although it remains in positive territory. We now mark first support at 7,000 and second
at 6,750.
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Russell 2000

Last Thursday was the start of the first measurable correction in the RTY since the rally from early May found its start and over the past five
trading sessions the small cap index is down -3.90%. Since last Wednesday the RTY has led the US equity markets lower which is a change from
recent periods when the larger cap indexes were weak the RTY was able to pull them back up. Yesterday the RTY broke and closed below our
previous first support at 1,650. Although it remains in positive territory MACD has crossed below its signal line and is tracking lower. We now
mark key support at 1,600 and if the RTY can hold this level and resume its advance we would consider it a big technical win, while a failure to
hold would bring the 200 day ma into play at 1550. We now mark first resistance at 1,710.
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VXO

The VXO index has risen sharply in recent sessions, reflecting the rapid de-risking of portfolios that has taken place at quarter end. Wednesday’s
session took the index up to 17.29 at the close, high enough to indicate considerable concern among investors but below the key 20 level where
“panic stations” start to be indicated. We would imagine that it would take a breach of the SPX index’s 200 day ma to force the VXO index
above 20, the late April and early May tests of this support seeing the VXO at 20.28 and 19.57 respectively. As with prior market declines, the 14
level would need to be retaken by the VXO in order for the corrective mindset to have become exhausted.

One difference between the current sell off and the early Q2 weakness is that the RVX (which tracks Russell 2000 implied volatility) has already
reached 19.96, indicating a little more concern in the small cap arena than we have seen in a couple of months and reflecting the large built up
of positioning in this part of the US equity market in recent weeks.
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Morgan Stanley Emerging Markets

Over the past ten trading sessions the MXEF has continued to trade lower and last Tuesday the EM Index broke key support at the 1,100 level.
MACD reflects the re-acceleration of selloff and is now at its lowest level since the rally started in January 2016. The MXEF closed yesterday on
the 38.2% retracement level of the two year rally but we are hesitant to consider this as important support. We have underestimated the
degree of unwind that has occurred in the final weeks of the quarter and the pressure could easily continue into next week before a relief rally
unfolds. It is beginning to look like capitulation but only a rally back through the 1,100 level would suggest that the Index is “washed out” and
the six months of liquidation had run its course. We now mark first support at 1,020 and second at 980 that marks a 50% retracement of the
rally form the 2016 lows.
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10 Year Treasury Note

The US yield curve continues to be defined at the short end by a steadily rising FDTR (now widely assumed to be 2.50% at year-end) and a long
bond yield that continues to act heavy. This week’s rapid de-risking has taken the 30 year yield back down to 2.97%, testing support at the early
April and late May lows, forcing the 10 year yield back down to 2.83%, at the mid-point of the 5 year (2.695%) and 30 year yields. Should the 30
year bond yield overwhelm support at 2.95% then it is possible that the 10 year yield will be forced back down below 2.80%.

However, the congested nature of the front end of the curve means that it is hard for the 10 year yield to drop much below 2.75% unless either
portions of the curve are ready to invert or the likelihood of future FOMC tightening starts to be dialed back. One could argue that the two are
not mutually exclusive, with a number of FOMC members indicating their wish to avoid an inversion, meaning that if a disorderly push below
2.75% by the 10 year yield took place it would put considerable pressure on the 4 hike consensus.
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US Dollar

The dollar bulls remain in charge and last week the DXY closed above the 95 level for the first time since November 7, 2017. A brief pullback
unfolded over the balance of the week but the DXY took off again and yesterday it closed at its best level since the rally started in February. But
there is not a lot of momentum in the latest rally as can be witnessed by MACD tracking sideways albeit in positive territory. We now mark first
resistance at 96. We now mark first support at 93.20 and as long as second support holds at the 92 level we remain inclined to give the DXY
bulls the benefit of the doubt.
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Gold

Gold has finally buckled under the pressure of a rising USD, with the metal’s price failing to take out resistance around the $1300 level two
weeks ago and then declining sharply to reach $1253.02. Even so the metal’s overall decline since the USD bottomed is a little less that can be
explained by currency movements, with the price of gold against the DXY index at 1193, higher than the 1165 level seen July 2017 and
December 2018 when the DXY index was slightly lower than its current level.

This indicates that gold itself has not seen a material weakening in recent weeks even as its price has declined. This of course could change,
particularly if the USD were to notch further gains, but there is not much to indicate that any major shift in sentiment to the metal has taken
place, which was also the case during the period at the start of the year during which USD weakness saw the metal’s price notched steadily
higher.
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Crude Oil

Oil prices have surged over the past four trading sessions fueled by larger than expected drawdowns in inventories and concerns of continued
supply disruptions. In our last note on crude two weeks ago we suggested that if prices were able to overtake the $68 level we would have
confidence that the short term correction had run its course and that level was decisively left behind on Tuesday. Over the past five days oil as
measured by the front month WTI crude contract is up $6.54 closing yesterday at $72.76 just below the recent highs. MACD turned higher
through its signal line and is accelerating in positive territory. It may be that crude has gotten a little ahead of itself and needs to back and fill
but only a more extended decline below new first support $68 would have us rethinking our bullish stance. We now mark first resistance at $75.
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Copper

Given the extreme weakness in emerging markets, particularly China, and continued USD strength the fact that copper has managed to hold
onto its range in recent sessions represents something of an achievement. Wednesday’s close at $6692 keeps the metal above its March and
December lows, and is comfortably above the $6400 level that we would view as “last ditch” support.

At the same time the metal gave up its early June spike higher very quickly making this the latest “fake-out” in the long period of consolidation
for the metal. It is hard to see any new attempt to break higher while the period of emerging market liquidation remains underway, but if the
metal does manage to hold onto its trading range support during the remainder of this process it would be an indication of the underlying
fundamental strength of the market.
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