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The last two weeks have seen a hardening of the trade dispute between the US
and China coincide with a recovery by many of the markets that had been
liquidated as concerns around trade increased in recent months. It is too early to
call the recovery in emerging market asset markets and commodities definitive,
but we are starting to see some parallels between the current situation and the
chaos that took place around the Brexit poll in June 2016. That narrower issue
was used as a signal to significantly de-risk portfolios, with global equities being
sold heavily and fixed income accumulated with abandon in the run-up to the
Brexit poll and its immediate aftermath. For the emerging market and
commodity complexes the nascent bull markets seemed in danger of expiring
just a few months after they had started.

As readers will recall, the “wrong” election outcome (as far as risk markets were
concerned) signaled the end of this process and marked the start of a roughly 18
month rebound that terminated in late January. None of this can be attributed
to Brexit proving more easily solved than observers expected. Negotiations
remain fractious but this has not stopped the UKX index recovering from a June
2016 low at 6504 to 7511 today, or the MXEF index which even after its
miserable recent months remains almost 30% higher than it was in June 2016.

Perhaps more significantly (although it is often forgotten) US long term yields
reached their nadir at that time, with the 30 year yield touching 2.09% in June
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2013, but then powerfully reversing to reach 3.22% by mid-December. The
fact that the current dispute has seen the long bond return to this level and
test key resistance at 3.25% should not be ignored, particularly as this has
been taking place at the same time that a large number of other countries
(particularly Japan and UK) long term yields have bene breaking higher.

It may appear to be a stretch to compare the US/China trade dispute with
Brexit (although it is true to say that trade is at the heart of the latter there
are broader political issues at stake), but the manner in which a complex
shift in long term relationships was simplified into “losers” and “winners” by
investors had similarities in both episodes. The issues at stake may be larger
this time around, but the degree or portfolio re-positioning is also much
greater, particularly in global equity markets.

We continue to hope that the US/China dispute will be eventually negotiated
into something less threatening than the current scenario, but if worst
comes to worst we are fairly certain that the outcome will not approximate
that currently discounted by global investors. Rather than a collapse of global
activity taking place against continued strength within the US domestic
economy the inflationary impact of widespread US tariffs looks to be quite
damaging to the latter. We doubt that many investors would view the



2

the implementation of a national consumption (or production) tax as a positive
development, but the ultimate effect of very widespread tariffs would not look
very different.

What would appear to be the likeliest outcome is an unseemly scramble to
substitute Chinese goods for those sourced from other countries, while the
Chinese look to replace US exports with other countries and where possible
evade tariffs by entering reselling agreements. All of this points to a less efficient
allocation of the world’s productive and logistical capacity, which is already
showing signs of strain in many key industries. Thus it is not a re-run of the
1930’s collapse in global trade that seems to be the key risk at hand, but more
the sort of surge in costs that took place in the late 1960’s when the ramping up
of the Veitnam war tipped the balance of supply and demand for many key
goods.

For the global economy it seems increasingly likely that other trade blocks will
look to maximize trade with one another, with China particularly incentivized to
cut deals where possible. At the same time China’s domestic monetary policy
looks to be being loosened in the manner that we had expected, although
whether this extends to ending the crack-down on shadow banking remains to
be seen. We wrote a few weeks ago that when considering Asian markets,
China’s domestic policy was probably as important as its external stance on
trade, and it appears that for the time-being its leaders would prefer to
concentrate on the former.

All of the above would be consistent with a recovery of global equities,
particularly Asian markets that were hard hit in recent months. For mainland
China domestic sentiment remains the key, and this reached unsustainably
negative levels in recent weeks given the overall state of the economy. So far a
powerful bounce has taken the SHSZ300 back index up to its August high, but
these gains need to be built on to make a convincing case that the correction is
completed. Korea has arguably been the next most widely affected, with the
KOSPI index now showing signs of recovery after bottoming in mid-August and is
now back in positive territory for the quarter.

We note that Japan managed to sit out the worst of the declines. Although the
NKY did decline almost -15% between late January and late March this index has
now almost fully recovered, closing back above 24,000 on Wednesday. We view
Japan as leadership for the ex-US marketplace, cemented by its very large
weighting in the influential EAFE benchmark (MXEA index), which it has
significantly outperformed in recent months (see chart).

For the rest of the emerging market complex FX issues remain paramount, and
although these were certainly exacerbated by the trade dispute their origins
were generally local. For the time-being FX markets look to have calmed down,
even in the hotspots of Turkey and Argentina, and the risk of a 1997 style
contagion looks to have been reduced significantly.

The commodity complex also looks to have passed through the worst of the
liquidation, with crude oil much more likely to break out than break down at the
time of writing. Copper cannot be said to have fully recovered, but did at least
enjoy its strongest day in 5 years last Friday, indicating that positioning had
become extremely crowded on the short side. Gold has not yet been able to
make a similar move higher, and would probably require another leg down by
the USD in order to do so. Despite the march higher by both short term and long
term US yields this still looks quite possible, particularly if investors start to shift
from their extreme-US positioning in the weeks ahead.



S&P 500

Our last note on the SPX written two weeks ago brought attention to the successful test of first support at 2,860 establishing a higher low. Since
then the large cap index has gone on to register a new recovery intra-day high (marking our new first resistance at 2,940.91) before backing and
filling this week. The rally has been a constructive stair step grind higher not unlike the price action we have witnessed since the late June lows.
MACD continues to drift sideways in positive territory. We now mark first support at the rising 50-day ma (2864) and second at 2,800.
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NASDAQ 100

The validity of declaring first support at the rising 50-day moving has even more credence since we last wrote. The high tech index has held the
short term moving average with four more touches over the past 10 trading sessions leaving the series of higher lows since early April
unblemished. Although MACD has had its pull backs and rallies over that period it has avoided a turn into negative territory. We continue to mark
first support at the rising 50-day ma (7,454.77) and second at price and moving average support at 7,000.
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Russell 2000

Over the past 10 trading days the RTY is down -1.40% versus a gain of +1.00% and +0.59% in the NDX and SPX respectively. This is not been just a
bad relative week for the small cap index the trend of underperformance since late June can be seen in the relative comparison line vs. the SPX in
the added lower panel of the above chart. That said it is not uncommon for the RTY to experience periods of underperformance as well as
outperformance over extended period of time as can be witnessed by the March through June period. MACD is tracking lower and is at risk of
entering negative territory. We now mark first support at 1,650 and second at the 200-day ma (1,614.13 at yesterday’s close).
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VXO

The VXO index traded in a 2 point range between 10 and 12 for the last 10 sessions, apart from a few minutes on Friday 14th when it dipped to
9.79 and a late afternoon spike yesterday that took it up to 12.33, before it moved back down to close at 11.93. The current range is indicative of
a calm market and consistent with a steady climb by the SPX index, which is of course what has been taking place.

Of course the market mood may change going forwards, but for the time-being dips have been shallow and short (keeping the VXO below 12)
and upside acceleration has not been taking place. A close above 12 would indicate some choppiness, and an SPX index test of the rising 50 day
ma would probably see the VXO back above 14, but it would represent a change to the current tone for the latter scenario to take place.
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Morgan Stanley Emerging Markets

Despite two minor positive technical features that include a double bottom in MACD while price made a new low and the fact that the EM index
is back knocking on the door of first resistance at the 50-day ma, only a sustained move above the 1,100 level would give investors the
confidence that emerging markets could be investable again. We continue to mark key support at 1,000. Second resistance remains at the falling
200-day ma (1,133.58).
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10 Year Treasury Note

The long end of the curve has moved up to challenge its multi-year high in the manner we expected, with the 30 year bond yield almost
touching the key 3.25% level on Tuesday before reversing sharply lower on Wednesday back down to 3.18%. This still keeps the long bond in
touching distance of key resistance, if yields stabilize close to their current level.

The 10 year note yield has moved in lockstep, reaching 3.11% on Tuesday, just below the May peak at 3.12%, and then declining sharply to
3.05% by Wednesday’s close. Good support exists at 3.00% and we would expect the note to respect this level before making another attempt
to break out. We continue to view the 30 year bond as the leader in the process, with the 3.25% level now a very closely watched level amongst
all holders of long duration instruments.
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US Dollar

The DXY boke our first support at the 94 level last Thursday but the selloff did not follow through and on Friday the DXY retook the ground above
that level nullifying the violation and although it broke that that level on Monday it recovered by the end of the day. For the past two days it has
been teetering on that support. MACD is now tracking lower in negative territory and despite the rise in yields since the middle of August the DXY
has continued to weaken. We continue to mark first support at 94 and second at 93. Only a move above the 96 level would suggest that we have
been in a consolidation price pattern and not in distribution pattern that will lead to lower prices.
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Gold

Gold has been moving sideways in a narrow 1% range for the last few weeks and although this represents an improvement from the April-August
slide lower the metal needs to push on and reclaim the ground above its 50 day ma if it is to avoid another slide lower. Thus far the metal has
managed a couple of brief intraday moves above the 50 day but nothing more and Wednesday’s close left the metal $9 below this key resistance
at $1194.40.

In the metal’s favor is the extreme negative positioning in futures market and dumping of ETF holdings in recent months. It is also helpful that
platinum looks to have completed its own brutal decline (that took this metal almost back to its 2008 low), but what really matters is price action
for gold itself and this has yet to signal that the August plunge marked a definitive bottom for the metal.
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Crude Oil

After a few days of backing and filling the rally from a higher low in first week in September oil prices as measured by the front month WTI front
month futures contract have continued to push higher. On Monday oil pushed through our previous first resistance leaving the recovery highs at
$75 in the bull’s crosshairs. Upside momentum is strong as witnessed by MACD accelerating higher in positive territory. We now mark first
support at $70 and second at the rising 200-day ma ($66.09 at yesterdays close).
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Copper

Copper has enjoyed a decent couple of weeks since we last wrote, including a 4.62% surge last Friday (largest intraday gain since May 2013 that
took the metal up to $6363 at the close, the highest the metal has been since early July. However, this still left the metal short of what we view
as the key recovery level at $6400 and the metal has slipped back further since then to close at $6282. As such we would call copper’s strong
bounce encouraging rather than a definitive turn in performance. We would hope that the metal manages to stay above $6200 and failing that
the 50 day ma at $6094, which would provide a launch-pad for a new assault on key resistance at $6400 in the weeks ahead.
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