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It has been another week of repair for global risk assets, helped by the general
trend of earnings reported and news on Wednesday afternoon of a potential
breakthrough in the US/EU trade negotiations. Thus far July has progressed
much as we would have hoped, with a substantial reversal in many of the
damaging trends in global equity markets that took hold in the last few weeks
of the second quarter. Recent sessions have also seen important reversals in FX
markets and sharp bounces in commodities that look to have been the last
portion of the “global growth” trade to have bottomed.

Given how much capital looks to have been re-allocated out of these areas in
recent weeks (as an example Morningstar reported that emerging market
mutual funds and ETFs had their largest single month withdrawal of capital in
June since 2008) the potential for a strong recovery remains intact. We are
probably just reaching the point at which tactical trend following models are
starting to indicate a reversal, and the fact that this is taking place
simultaneously across multiple markets exacerbates the situation.

As far as the US equity market is concerned this need not be bad news in
absolute terms. The SPX has been able to break higher above 2800, although it
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has not quite fulfilled our “qualifier” of a close 2% above key resistance,
stopping 10 points short at 2846. However, with the index now within 1% of
its January all time high at 2872 the only thing that really matters is whether
this level can be surpassed, and arguably our 2% threshold would then be
calculated from that point on (2930 marking this level).

The earnings season continues to generally be strong, but as we had
expected margin pressure has become a greater issue than before. This has
been particularly true for the industrial and consumer products sectors,
where input costs have been driven higher by materials, labor and logistics.
The market has generally been very unforgiving in the aftermath of these
reports, with double digit percentage declines taking place in a number of
cases.

However, it should be noted that management has generally been caught
by surprise and only started the process of passing costs on to customers.
Thus we wonder if in some cases the market may have overreacted to a
problem that may prove to be (at least partially) transferrable to the
customer base. It remains our belief that a reflationary impulse started in
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early 2016 that will ultimately become a clear inflationary impulse (with CPI at
2.9% one could argue it is already at that point). The pain being reported in the
current earnings season may therefore not be a guide of where things stand 90
or 180 days along the road, although we accept that this makes little difference
in the immediate aftermath of an earnings release.

Regarding the other two US indexes we follow, the NDX has continued to
provide leadership, breaking out to a new all-time high on Wednesday at 7508.
The index will clearly have to absorb the sizeable earnings miss from Facebook
(roughly 6% of the index), which may have a knock on effect on some of its
mega-cap brethren. However, until proven otherwise the technology sector
remains leadership for the overall SPX index, although it does not control the
fate of all sectors.

The RTY index on the other hand has stalled in the manner we had expected.
We had noted that this index had become the hiding place for the portion of
capital disrupted by trade concerns that wished to remain in risk assets, and it is
not surprising that its performance has lagged in recent weeks. This is not the
same as calling the index weak, since it is still only 1% below its June high.
However, in recent years the RTY has gone through several periods of dramatic
outperformance followed by underperformance, particularly when it became
captured by macro flows (the 2016 post-election rally being a prime example).

We believe that the blast off from 1550 in early May to 1700 in mid-June fully
discounts what should be a strong earnings season for small cap equities. We
also suspect that the long RTY index/short MXEF index (or IWM/EEM variant)
became as popular as it was profitable in recent weeks. A strong recovery in
emerging market equities could therefore lead to some selling pressure in the
RTY index, even if fundamental conditions remain solid. As a final note of
concern we would point out that although this area of markets may be more
domestically focused, and therefore out of the direct firing line of a trade
dispute, it is arguably more sensitive to the pricing pressures that have already
become apparent this earnings season. We do not want to overstate our
negativity, but if we wanted to chase this market we would not start with the
RTY index at this point in time.

We would instead look for outperformance in global markets, particularly those

where substantial currency devaluations took place last quarter and now appear
to be reversing. This is most obviously the case for Latin America as a region,
which has experienced a rebound as rapid as the devastating sell off that took
hold last quarter. Thus far only Mexico has fully repaired the damage, with the
MEXBOL now up 5.79% for a USD investor YTD, but Brazil looks to be following
rapidly in its footsteps. The overall MXLA index is still down -1.73% YTD, and -
14.3% from its January 26th high, but with both local equity indexes and
currencies starting to move higher in tandem further gains still look likely.
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The overall MXEF index has had a less impressive bounce. This partly reflects a
much less devastating decline in the first place but also the fact that the US and
China remain on a collision course over trade. Wednesday’s US/EU news came
after the majority of emerging markets had closed and therefore the close at
1088.8 lags the progress seen in the US traded EEM ETF, which closed above its
50 day ma for the first time since June 6th. 1100 marks the next target for the
index and above that 1158 for a 50% retracement of the decline from the
January high. For this to be reached, it will require a further period of calm (or
better still progress) on the trade front, and a reengagement of EM technology
with the improving trend in the US sector. We note that the EM MSCI
Technology sector has given up its entire 2016/17 outperformance against the
SPX index technology sector, again suggesting that some mean reversion is
probably in order.

It would also be helpful if commodities could build on their recent recovery.
This was the last portion of the “global growth” trade to be unwound, suffering
a rapid decline in early July. We suspect that much of this was driven by Chinese
liquidation of financial positions, which then fed into the narrative that growth
was failing. The recent moves by both the PBOC and political authorities to
loosen monetary conditions and increase fiscal stimulus is therefore an
important development. The risk of EM and commodities being pulled lower by
an overly tight China has arguably receded in recent weeks, ironically just at the
point that markets were starting to worry about this risk taking hold.
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S&P 500

The SPX had been gaining ground for most of yesterday afternoon but at 3:30 PM the large cap index surged higher when stories in the financial
press regarding a potential meeting of the minds regarding trade between the EU and US. The SPX closed up +25.67 points or +0.91% to
2,846.07. This left the index within striking distance of challenging the January highs at 2,873.87. MACD which had been flattening avoided
penetrating the signal line and is starting to curl higher reflecting the re-acceleration of upside momentum. We continue to mark first support
at 2,800 and second at 2,750. Above 2,873.87 there is nothing but blue sky ahead for the SPX.
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NASDAQ 100

The NDX overtook our newly minted target (established 5 days ago) at 7,500 with yesterday’s +102.34 point or 1.38% rally closing the high tech
index at 7,508.59. Over the past five trading days the NDX is up 1.60% versus a +1.08% gain in the SPX. The NDX has continued to carry the
mantle of leadership in the US equity market and as can be seen in the added panel the NDX has continued to outperform the SPX on a relative
basis and notched a new high yesterday. MACD avoided crossing its signal line and is hooking higher. We now mark first support at the rising
50-day ma and second at 6,950.
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Russell 2000

On Tuesday the RTY made a third attempt to overtake price resistance at 1,710 but an intra-day reversal set in taking the index back down. The
small cap index managed to eke out a slight gain yesterday of +0.30% but since we last wrote the RTY is down -0.39%. While trade tensions
escalated the US centric RTY was seen as a safe place to hide and while nothing is fully settled either way in that area yet although yesterday’s
tentative agreement was a step in the right direction the bloom may be coming off that rose and on a relative basis the RTY may be losing its
attractiveness to investors. That said, the RTY is still range bound and has held first support at the rising 50-day ma and only a break of the
shorter term moving average and a subsequent break of the early July lows at 1,630 would suggest something more technically troublesome
was developing.
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VXO

Over the last 5 sessions the VXO index traded in a tight range between 11.81 and 10.20, which is hardly surprising given the steady progress
made by the SPX index over this period. It is perhaps notable that the index has not managed to push back below 10, but this is understandable
given that 2018 has been a much more volatile environment than the unusually quiet 2017 period.

We would note that the gap to the VIX remains quite large, with the latter closing at 12.29, 1.74 points above the VXO. This suggests that
investors continue to purchase volatility products (which are priced off the VIX) more aggressively than index options. We would also note that
the VXN index remains quite high at 16.67 given the strength of the NDX index. Both of these suggest that rather more hedging is taking place
than a simple glance at the VXO would indicate.
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Morgan Stanley Emerging Markets

The MXEF has pushed higher since we last wrote after consolidating the move off the late June lows. Over the past five trading days the EM
Index has bettered all three US indexes we track in these pages by gaining 1.88%. Wednesday’s trade news came after the majority of emerging
markets had closed but nonetheless the MXEF closed within striking distance of its 50-day ma. The US traded EEM ETF managed to close
above its 50-day ma for the first time since June 6th but in turn the MXEF needs to move above its shorter term moving average to suggest that
the five month correction may have run its course and make 1,158 which marks a 50% retracement of the selloff from the January high the next
target. We continue to mark first support at the June lows at 1,038.66 and second at 980.
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10 Year Treasury Note

We suggested last week that the long end of the curve was poised to move higher and this proved to be the case. The 30 year bond yield moved
up very quickly on Friday and followed through on Monday, closing at 3.09%. Tuesday and Wednesday then saw a period of consolidation
before the news of a US/EU trade deal saw yield spike back up to close at 3.10% on Wednesday. 3.15% marks the next resistance but as we have
mentioned many times before 3.25% is really the level that counts.

The 10 year yield basically followed the long bond higher, closing at 2.97% on Wednesday, for its highest close since mid-June. Resistance
stands at 3.00% and above that at 3.126%, where the yield peaked in mid-May, just before the global trade panic took hold across markets.
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US Dollar

The DXY remains range bound but teetering on support at the 50-day ma yesterday may be the first hint that something more technically
significant may be beginning to happen. The DXY had been boosted by trade concerns and although it may be premature to suggest that those
worries are beginning to dissipate but with the EUR and secondarily the JPY having a significant weighting in the index any improvement those
two crosses would lead to a move lower in the DXY. We now mark first support at 93 and second at 92.
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Gold

Gold managed to hold above key support at $1200 this week, helped by a USD that has started to lose some ground. The metal initially
declined to $1211.32 on Thursday and then rallied to just above $1235 on Monday before retracing much of this ground and then bouncing again
on Wednesday to close at $1231.61, just above its level last week. This is a reasonable start to the bottoming process but it still leaves plenty of
work to be done in order for the metal to be considered stable. $1240 is the next level to watch and above that the declining 50 day ma, which
will combine with price resistance at $1260 soon enough.
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Crude Oil

Whether the quick price correction in oil prices has run its course or not is still in question but it does appear that prices are beginning to
stabilize at a higher low. However, MACD has yet to reflect a slowing of downside price momentum and has just entered negative territory and
is still tracking lower. Yesterday’s inventory numbers were supportive of higher prices but first support at $67 must hold and only a move above
last week’s highs would give us any technical confidence that the late June/early July highs could be challenged. We continue to mark second
support at $64 and a break of that level would suggest a correction of a larger degree was unfolding.
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Copper

Copper manages to survive a double test of key support at $6000, the latter taking place on Thursday in the reaction to the Chinese Yuan
dropping sharply. After holding support the metal was able to rally more than 2% over the rest of the session and then managed to add to these
gains this week, closing Wednesday at $6290.

Copper’s close on the LME came before news of the Trump/Junker summit, and which based on how the NY listed futures reacted would
probably have taken the metal up to our initial recovery target at $6400. Above this level more important resistance at $6600 awaits, a level
that will be reinforced by the declining 50 day ma in the days ahead. Overall this is an encouraging bounce from a deeply oversold position but
there is still plenty of work to be done to repair the damage of recent weeks and return the metal to its prior trading range.
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