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The US equity market correction will reach its three month milestone in today’s
session and although the damage in terms of ground lost continues to be quite
modest (Wednesday’s SPX index close at 2639 is only just below the level at the
end of November 2017) there is no doubt that the transition from “Go-Go” to
“Yo-Yo” has started to unnerve investors.

This can be seen most clearly in the frenetic response to earnings, or more
specifically management guidance. Any whiff of margin pressure in particular
has been brutally punished even when current earnings have remained
respectable. We would of course accept that cost pressures are becoming
relevant to the corporate landscape (more on this below) but phrases employed
by management in conference calls are not always the most reliable signposts
to future performance and perhaps deserved more circumscribed responses
than we saw in recent sessions. We also note the increasingly confused response
of equities to other asset markets, both at the level of the overall index and
various sub-indexes. All of this suggests that a lack of longer term investment
decisions are being taken, and that short term trading dominates market
activity.
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Thus far the overall index remains intact. The ground lost since last
Wednesday is sizeable at -69 SPX points (-2.7%) but well contained within
the wide trading range between 2550 and 2700 that has prevailed since late
March. The worst that can be said is that the index never made a serious
attempt at challenging its March high at 2801.9 and that it is now
considerably nearer is February and April lows, but this can be changed
equally quickly should the mood of the market turn positive once more.

Overall our view remains that this messy correction will prove to be a
transformation of leadership within the overall bull market rather than its
actual demise. If there is a caveat to this comment it is to recognize that
major indexes (especially the SPX, NDX and MXEF) are now dominated by a
small group of technology companies that increasingly compete with one
another. Their ability to satisfy investors is likely to dominate index
performance, but not necessarily that of the overall market. In 2017 this
hardly seemed relevant since equity market performance was strong across
sectors and geographies, but the current environment looks very different
and reflects a considerable maturation of the cycle.
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There are three specific aspects to this maturation. Most importantly we have
reached the point at which shortages of key materials, labor and logistics are
starting to cause input prices to rise and bottlenecks to form. This is starting to
prove to be beneficial for commodity prices, with the CRB index (and other
commodity benchmarks) finally starting to outperform equity markets after a
brutal 7 year period of underperformance (see chart). Commodity related
equities, particularly Energy which is starting to ignore the corrective move
lower. We have also seen strength in local equity indexes of commodity
producing countries including Chile, Malaysia, Brazil and pre-sanctions Russia.
This has been less true of underlying currencies in recent sessions which have
been weakened by what looks to be a hurried unwinding of USD carry trades,
but thus far the local equity markets have been unruffled.

The clearest loser so far has been Consumer Staples, where earnings have been
suppressed by higher costs that competitive pressures prevent being passed on
to consumers. As a result the Staples sector has started to catch up with the
Real Estate sector which itself remains moribund near its 2018 lows.

Cost pressures are likely to be felt across the US corporate sector but the
degree to which they can be passed onto end users is the key question to
follow. In the case of home-builders for instance we are relatively confident
that the historically tight inventory of single family houses means that they will
be able to pass on costs to buyers. On the other hand we very much doubt that
the same will be true of multi-family landlords in glutted rental markets. We
would be open minded as to how this plays out in the industrial sector, where
demand for goods may prove to be strong enough to withstand higher prices,
but we accept that this may prove to be a “case by case” story.

The second factor to consider is the degree to which supply of certain finished
goods and services is starting to threaten top line earnings. We have outlined
our concerns in commercial real estate but this clearly is the big risk with
technology going forwards. We do not yet judge it to be relevant across the
entire sector but the degree to which the technology behemoths are gearing up



spending to compete with one another is not necessarily a positive
phenomenon, even if it helps their key suppliers in the interim.

The final aspect is the increasing pressures on central banks to shift their
policies to a more restrictive stance. The Federal Reserve continues to lead
the charge, and the powerful march higher by short term yields that started in
September has finally pushed the 10 year yield through the key 3.0% level.
Although this has generated some concern in commentary we would much
prefer to see longer term yields rise steadily in response to higher short term
rates than the yield curve completely flatten or invert. For all its flaws, the
shape of the yield curve remains the most credible guide to the degree that
monetary tightening has exceeded what key portions of the economy can
take.

Although there is a general belief that once the yield curve inverts there is
typically a significant lag before a recession sets on this is not true for
investment markets, particularly the sector that garnered excessive
investment flow. In these cases the lag can be surprisingly short and we would
note that the peak of the Nasdaq in 2000 came just a few weeks after the 2-10
year spread inverted in early February. We would therefore much rather take
the potential risk of longer term yields breaking higher in a disorderly manner
than see the market signal with certainty that the FOMC has once more
outstayed its welcome and despite the fears being voiced this remains the
better of the two outcomes for equity markets.



S&P 500

Late last week the bears re-asserted themselves and drove the SPX back down through the 50-day ma. Thursday’s -35.73 point or -1.34%
decline in the large cap index followed through briefly yesterday morning before it came within a hair of the 200-day ma and reversed to close
up on the day. Over the past three months during which the sideways contracting correction has unfolded we have brought attention to the
week to week rotation in and out of sectors. This now has become a day to day and sometimes, as we witnessed yesterday, a morning to
afternoon phenomenon. At the index level the SPX has continued to build a series of lower highs and higher lows building a triangulating price
pattern that has carried on for three months. MACD has rolled over at just below neutral but remains just above its signal line. We continue to
mark first support at the 200-day ma and second at the February 9 intra-day low at 2,532.69. We now mark first resistance at last Wednesday’s
high at 2,717.49 and second at 2,800.
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NASDAQ 100

The recent price action in the NDX has been very similar to the SPX. The high tech index fell through the 50-day ma last Thursday and on
Tuesday of this week the index suffered a worst decline then the broader index by trading down -139.75 points or -2.10%. It could be argued
that the weakness in the NDX spilled over into the broader market leading the way down but like the SPX the index initially followed through in
the first few hours of trading yesterday but by the end of the session the NDX recouped its losses and closed up slightly higher but not unlike
the previous two occasions during down drafts over the past three months the NDX avoided colliding with the 200-day ma before recovering.
We now mark first support at the 200-day ma (6,348.49) and second at the February 9th low at 6,164.43.
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Russell 2000

The RTY has not been in full blown correction but more of a range bound trading pattern and more recently it has managed to hold on to the
ground above its shorter term moving average unlike its larger cap brethren. We have once again added an addition panel to the chart as
relative strength vs. the SPX has once again notched a new short term high. It appears that the RTY has been a place where investors have
hidden during the recent market tumult but we will be watching the up coming earnings releases of the smaller cap companies when they are
released in the coming weeks to confirm that it was a prudent place for investors to take cover. MACD is rolling over but remains in positive
territory. We continue to mark first support at 1,545 and second at the rising 200-day ma (1,499.86 at yesterday’s close). We now mark first
resistance at last week’s high at 1,589.54 and second at the record high at 1,615.52.
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VXO

The VXO index closed on Wednesday at 18.57, after briefly piercing the 20 level for the first time since April 12th. The index has generally
behaved as would be expected in recent sessions; tracking approximately 5 points lower than it was when the SPX probed through similar levels
in early April. This reflects the range-bound nature of recent moves and although most participants are not enjoying the lurching market, the
familiarity with the range means that they are more disappointed than fearful.

Of course should the SPX index move lower to test key support at the bottom the range we would expect to see the VXO start to move higher,
with 20 marking the beginning of accelerated hedging and 25 the beginning of panic. An upside move by the market would need to force the
VXO below 14 on a closing basis to suggest that the overall mindset has become reliably constructive, something that has failed to happen
since the VXO broke out in late January.
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Morgan Stanley Emerging Markets

The short term rally in the MXEF was capped by its 50-day ma last Thursday and since has be drawn lower by the recent weakness in EM
currencies leaving the index resting on our first support level at the 200-day ma as of yesterday’s close. The short term weakness in the index
has caused MACD to roll over and pierce its signal line in negative territory. We now mark second support at 1,110 and first resistance at
flattening 50-day ma (1,186.79 at yesterday’s close).
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10 Year Treasury Note

The 10 year yield has finally forced its way above the 3.0% level, with the impetus coming from higher short term yields. Although an awful lot
has been written about the 3.0% level we do not view it as particularly special, other than having typical round number resistance associated
with it. Thus far the longer term 30 year yield at 3.21% has not managed to break out above its February high at 3.23% or come close to its
“taper tantrum” peak at 3.97%. The former looks to be easily in reach while it would take a very disorderly bond market to see the latter
challenged.

Given our concerns regarding the potential for an inverted yield curve at some point in 2018 we are happy enough to see the 10 year yield break
out. At present there is no sign that this is causing a rush to the exits and thanks to compressed credit and mortgage spreads funding costs are
significantly lower than they were the last time the 10 year yield was at this level.
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US Dollar

The DXY has cobbled together a rally that has been able to cross above our “line in the sand” (at 91 in the index) for the first time since it fell
through that level in the middle of January. It remains to be seen how far the rally can carry the index but it has been broad based, finding
strength against most currencies over the past five days and the advance appears to have the wind at its back with MACD entering positive
territory with conviction. We now mark first resistance at 92 and second at 93.60 which marks a 38.2% retracement of the 2017 selloff in the
greenback.
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Gold

Gold tracked higher when the USD sold off in recent weeks and it should be no surprise that the metal retraced these gains during the recent
USD rally. At the same time there is no evidence of additional liquidation being triggered, and the metal remains at the mid-point of its recent
trading range. Given the significant shift higher in interest rates that has accompanied USD strength this is an achievement for the metal and
we remain constructive over the medium term.
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Crude Oil

Oil prices continue to move higher in a constructive “stair step” fashion. Last Thursday prices as measured by the front month WTI futures
contract overtook our initial target and resistance and at the 50% retracement level of the 2013 to 2016 bear market at $69.14 on an intra-day
basis and since has been backing and filling. The pullback has been shallow and in light of the recent USD strength we find this impressive
leaving us comfortable with our thesis that higher oil price will likely persist over the intermediate term. We now mark first support at $65 and
second at $62. First resistance at $70 level remains in the crosshairs of the bulls and is only a day or two from being challenged.
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Copper

Copper managed to avoid much of the craziness that followed the implementation of sanctions on Rusal and has instead enjoyed a sedate
recovery from its late March low. At Wednesday’s close the metal stood at $7,008, above the mid-point of its eight month old trading range. We
continue to view this period as a bullish consolidation that will eventually be resolved to the upside but we are yet to see a clear signal that a
credible test of resistance at $7,300 is underway.
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