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® Futures drifting slightly lower after a quiet weekend of little new

Pre 7:00 Look

news.

® Japan remains in focus, as the Nikkei traded down another 2% as
the yen rallied further on continued short covering from last week.
But, the Nikkei finished off its worst levels of the day and the yen
is coming back after a speech by BOJ Chairman Kuroda (he didn't
say anything new, but re-affirmed current policies and a 2% annu-
al inflation target).

® European shares slightly higher after Italian industrial out put and

UK retail sales beat expectations.

K‘ Econ Today: Pending Home Sales Index (E: -1.4% m/m).
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Market Level Change % Change
S&P 500 Futures 1682.75 -3.75 -.22%
U.S. Dollar (DXY) 81.655 =11 -.13%
Gold 1333.30 11.80 .90%
WTI 704.72 .02 .02%
10 Year 2.561 -.046 -1.76%

Equities
Last Week

Last week, the S&P 500 was mostly unchanged despite it
being the busiest week of Q2 earnings season, one that
also saw the release of several important pieces of eco-
nomic data (flash PMls, especially from Europe) and mul-
tiple conflicting reports on who will replace Fed Chair-
man Ben Bernanke.

Although earnings results were very mixed last week, in
aggregate they were considered “OK.” Earnings season
(for all practical purposes) is now over and, from a mac-

ro perspective, the results (which were neither stellar
nor horrible overall) will not result in any sort of a broad
multiple change for the entire market. In other words,
earnings aren’t going to de-rail this rally nor cause inves-
tors to become aggressive buyers. Focus continues to be
on the second half of the year, where corporate results
are expected to move higher. (So the bar will be raised a
bit for Q3 earnings, but that’s well in the future.)

While earnings results dominated daily trading in the
market, the biggest “news item” of the week came
Wednesday, when multiple press reports signaled Larry
Summers is the new favorite to replace Bernanke. That
news caused some volatility in bonds
(sold off Wednesday) and the dollar
(rallied Wednesday). But

those

g

CNBC
moves were largely undone when a ) ]
Thursday WSJ article by Jon Ill be discussing

. . . the outlook for the
Hilsenrath implied Bernanke and the .
) . , ) commodity mar-
FOMC will use this week’s meetingto| | ... . enBC
make their “forward guidance” more Squawk Box Asia

dovish. The Fed news had a much| tnjs evening at

greater effect on bonds and curren- 6:40 PM EST.

cies than equities last week.

Friday pretty much encapsulated the week: Stocks
opened lower for no real, direct reason. Then they sold
off in the early morning, close to the lows of the week,
on continued signs of market fatigue. And finally they
abruptly turned in the afternoon and managed to close
slightly positive. Point being, the market looks and acts
fatigued, but it’s very tough to get any sustained selling
in this market with the macro-economic horizon clear.

Looking at market internals, the Russell 2000—which
has led the rally—underperformed last week, so that’s a
potential sign of caution in the short term. Looking at
the sector trading, earnings results largely drove perfor-

Market Level Change % Change
Dow 15558.83 3.22 .02%
TSX 12647.90 -21.24 -.17%
Brazil 49422.05 355.30 72%
FTSE 6554.79 -33.16 -.50%
Nikkei 13815.44 -314.54 -2.23%
Hang Seng 21879.52 -89.43 -.41%
ASX 5044.10 2.08 .04%

Prices taken at previous day market close.
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mance, so there’s not a ton of broad-market insight to

glean from sector trading last week.

tailwinds for equities.

All that said, there were three

But, one thing | do want to point Market Level Change % Change important takeaways from last
out is that homebuilders got [ Gold 1333.70 4.90 37% week: First, Washington is a fac-
killed thanks to earnings misses Silver 19.95 ~.21 -1.04% __ltor in the markets again, but not
and less-than-great housing data. ;;plper 1341'29 1%80 29556; because of debt-ceiling posturing.
The S&P homebuilding index fell [ grent 107.13 -5 _48% (Politicians started on this again
9% last week, as concerns mount | Nat Gas 3.56 -.08 -2.31% last week, but the market doesn’t
that higher mortgage rates are | <™ 4.76 ~.03 ~57% care at this point.) The key ques-
starting to be a headwind for the \sAc/JCZZtan 163'559 _‘%; 2510:; tion from Washington is “who will

H ”n
housing market. Elsewhere, tech Prices/taken/at previols day market close! replace Bernanke,” and as we saw

outperformed as earnings results

turned a bit better (AAPL, FB) compared to the previous
week. But the main takeaway in tech land from earnings
remains the continued decline of PC demand (hurting
MSFT, INTC, etc.) and the rise of mobile (helping FB,
AAPL, etc.) Volumes were largely in-line with recent av-
erages, with earnings situations heavier. On the charts,
the S&P 500 held near-term support at 1,680, while
1,700 remains stiff resistance.

This Week

Focus shifts back to the “macro” from the “micro” of
earnings this week, and things get busy starting Wednes-
day. Central bank decisions (Fed Wednesday, Europe/
England Thursday), jobs data and global manufacturing
PMiIs (Wednesday night/Thursday morning) will be the
main drivers of the market. However, earnings from Eu-
rope are heavy this week, especially from the banks.

Bottom Line

Largely, the market narrative didn’t change that much
last week: The market remains comfortable with Fed
“tapering” in September, as long as emerging-market
debt markets remain calm and the economic data con-
tinues to be OK. The “macro horizon” remains subdued
(meaning Europe), which is helping to support risk as-
sets, and sentiment remains far from enthusiastically
bullish. “Tail risk” events do remain out there, like Span-
ish political problems and a hard landing in China, and it
seems as though investors continue to quasi-expect “the
other shoe to drop” with those or other negative “tail
events.” That’s restraining bullish enthusiasm, which
leads to underinvestment and pushing the “pain trade”
higher. Sentiment remains one of the underappreciated

last week, this will move markets.

Second, the European economy appears to be turning,
finally, and Europe is a very under-owned region at the
moment. If the economy continues to turn, allocations
there could be a source of significant outperformance.
I've pointed out the EWU (UK ETF) and EIRL (Ireland ETF)
as two potential ways to play a recovery in Europe.

Finally, there are signs that China may start to defend
economic growth from a policy perspective, after allow-
ing growth to slow so far this year. Chinese Premier Li
Kegiang said last week sub-7% growth wouldn’t be toler-
ated, and there was a mini-stimulus package released by
China on Friday. But, the key catalyst the market is look-
ing for is a reserve-ratio cut, and this appears to be off
the table for now. China has been a drag on the mar-
kets, but if growth can stabilize and Europe can return to
growth, then—for the first time in many years—we’ll
have a global economy where the biggest players (U.S.,
China, EU, Japan) are all growing again. This would be a
very good thing for markets and the basic materials sec-
tor, specifically.

Economics

Last Week

There were four key takeaways from the economic data
last week: First, and most importantly, the EU economy
appears to be stabilizing, as flash manufacturing PMils hit
their best levels in months.

Second, manufacturing continues to rebound domesti-
cally, and it looks like that rebound is accelerating. Dura-
ble goods saw a further increase of new orders in core
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goods, and the flash manufacturing PMls beat expecta-
tions and were at multi-month highs.

Third, while the housing recovery remains firmly in gear,
there are legitimate concerns about whether higher in-
terest rates will slow the recovery. Housing data for
June last week (new home sales, existing home sales)
and the previous week (housing starts) were generally
good. But there was anecdotal evidence that higher
mortgage rates are starting to have at least some effect
because, relatively speaking, most housing indicators
cooled off a bit from the pace of April and May. And,
DHI mentioned on their earnings call that sales did slow
in the back half of the quarter, and cited higher mort-
gage rates as the reason.

Fourth, the Chinese economy is continuing to see slow-
ing economic growth, as the flash manufacturing PMls
missed expectations and moved lower. But, that weak
data was offset by a “line in the sand” declaration of 7%
economic growth from the Chinese premier (he said
they wouldn't allow growth to go below 7%). So, the
weak data wasn’t quite as damaging to the market as it
otherwise would have been.

From a WWFD (What Will the Fed Do) standpoint, how-
ever, nothing last week was material enough to shift cur-
rent expectations of “tapering” at the September
meeting. From an investment standpoint, the positive
data from Europe is the occurrence to note from last
week, and speaks to potential outperformance of Euro-
pean markets over the coming weeks ... if the momen-
tum can be maintained. Europe appears to be finally
stabilizing economically, but while markets there have

“old school”-type meeting, so don’t expect economic
projections or a press conference. There is no change
expected to interest rates or the QE program. “Tapering”
at this meeting would be a huge surprise, although most
do expect the Fed to further attempt to “talk down”
rates, as they have (successfully) been doing for the last
three weeks. In particular, Hilsenrath’s article in the WSJ
Thursday implied the Fed will potentially extend its
“forward guidance” on how long interest rates will stay
low, or perhaps lower the “thresholds” that would war-
rant tightening (currently unemployment below 6.5% or
inflation above 2.5%).

IM

So, there is some form of

“rhetorical” easing expected from this meeting.

Second, it’s jobs week (and I'm sure the Fed will have
the numbers when they meet Wednesday, so their
statement may give some clues about the jobs report).
As usual, we’ll get the ADP report Wednesday, weekly
claims Thursday, and then the government report Fri-
day. Given weekly claims have remained relatively sta-
tionary for four months, no one is expecting this jobs
number to deviate significantly from the past few
months’ reports.

Third, we get the official ISM manufacturing reports for
China (which includes the government report), and the
EU and the U.S. on Wednesday night/Thursday morning.
These are more important for China and Europe, and
investors will be looking for confirmation of the “flash”
estimates we got last week. Especially look at Europe, if
the report stays above 50 (which signals expansion in
the manufacturing sector)—we could see some more
upside in European shares.

bounced nicely, they are a Fourth, there’'s an ECB
. Market Level Ch % Ch . .
long way from being e s = JENEe 2 anas meeting Thursday morning.
Dollar Index 81.79 -.263 -.32%
“overweight” in investors’ [ = 13279 0033 25% The fact that the ECB relaxed
portfolios. Pound 1.5378 .0023 15% collateral requirements at
This Week Yen 1.0186 014 1.39% smaller commercial banks
iﬁzz Z;;: 8822 Og:f’ for access to ECB funds has
This is an extremely busy : : -20% L
_ Brazilian Real 4405 0.00 0.0% some thinking that there
week of potential macro- == 2561 047 1.76% | could be some additional
economic catalysts and for 35 vear vield 3.62 -.047 -1.28% programs announced at this

more color into what the Prices taken at previous day market close. meeting. But no one expects

Fed might do next.

First, there is an FOMC meeting Wednesday. This is an

interest rates to change. The key will be the commen-
tary on the EU economy (it should be a bit more upbeat)
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and the pledge that the ECB will remain extremely ac-
commodative for a long time.

Fifth, we get the first look at Q2 GDP, and as | said last
week, this number is going to be ugly. Most are ex-
pecting between 0.0% and 1.0% GDP growth in the sec-
ond quarter, but a negative number is not out of the
question. But, the market shouldn’t really react that
much, because everyone is expecting growth to materi-
alize in the second half of the year (and it must; other-
wise stocks are expensive).

Finally, to end the week, personal income and expendi-
tures will be released Friday after the jobs report, and
that’s important because it contains “core PCE,” which is
the Fed’s preferred measure of inflation. Inflation is cur-
rently running too low, and that’s making some Fed offi-
cials nervous about “tapering” too soon, lest we get a
whiff of deflation. But, if core PCE starts ticking up, like
CPI did earlier in July, then “tapering” will become more
solidified, and it’ll be taken as marginally “hawkish” (i.e.,
bonds-negative, dollar-positive).

Commodities, Currencies & Bonds

Major commodity indices fell a bit more than 1% last
week, weighed down by a more than 3% fall in WTI
crude as weak Chinese economic data and a correction
in an overbought commodities market offset the Dollar
Index falling to a one-month low.

WTI crude corrected after its recent big run, mostly on
profit-taking, although the Chinese economic data (the
miss in flash manufacturing PMIs) weighed on industrial
commodities generally. Natural gas was one of the
worst-performing commodities, falling nearly 8% on
forecasts for cooler summer weather, which will result
in less cooling demand. On the positive side, gold broke
above its 23- and 30-day exponential moving averages
for the first time since March on dollar weakness, and
looks to be trying to bottom.

Commodities in aggregate are still trying to break the
multi-month downtrend they have been in, but contin-
ued weakness in the Chinese economy is proving to be a
stiff headwind. This week, the economic data (official
PMIs Wednesday/Thursday) and the dollar (which will
trade off central bank announcements) will be the ma-

jor catalysts for commodities. But, if global growth is
turning positive (which remains to be seen) then com-
modities are a value at current levels. But, with so many
head fakes, I'd wait to add to any existing positions or
initiate new ones until this week’s news is behind us.

Looking at currencies, the Dollar Index traded to a one-
month low last week, thanks mostly to continued ex-
pected “dovish” rhetoric from the Fed at this week’s
meeting. Incremental Fed expectations remain the driv-
er of the dollar, evidenced by the fact that the Dollar
Index didn’t rally despite good economic data last week.
(The data was good, but not seen as good enough to
alter the current expectations of Fed policy.) Most oth-
er currencies (euro, pound, loonie) traded higher vs. the
dollar last week, but that was because of dollar weak-
ness, not anything particularly positive in those regions.
(EU and UK economic data was good, but not good
enough to change current policy. The ECB and BOE will
be accommodative for a long time.)

The one currency that did trade off its own fundamen-
tals was the yen, which had a big rally vs. the dollar last
week (rallying nearly 3%) to finish at a one-month high
below 100/dollar. The catalyst was positive CPI, alt-
hough | continue to believe firmly that this is a counter-
trend rally, and the yen will trade much, much lower vs.
the dollar in the coming weeks and quarters. Economic
data tonight in Japan will be the next catalyst, and while
the rally is impressive and could continue further, fun-
damentals still point to a lower yen. More generally,
the dollar’s weakness has been surprising, but | contin-
ue to view this as a dip to be bought. Despite Fed rheto-
ric, the path of policy is toward “less accommodation”
and ultimately tightening, while the rest of the world
remains firmly in “easing” mode. A violation of support
of 81 on the Dollar Index would tell me I’'m wrong.

Finally, Treasuries fell with the dollar (a bit of an odd
occurrence) as bonds seem to be more accurately re-
flecting current economic data and Fed policy than the
Dollar Index. Treasuries and currencies will obviously
trade off of central bank decisions this week and eco-
nomic data, but | would expect the broad trends of dol-
lar strength and Treasury weakness to resume this week
if the economic data is strong. Have a good week, Tom.
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The 7:00’s Report Asset Class Dashboard

(Outlook on the primary trend for major asset classes over the next month)

Fundamental | Technical

Overall c .
Outlook | Outlook | ——2= Comments

After trading to new record highs, markets are now consolidating those gains ahead of
several big catalysts later this week. The path of least resistance remains higher for
stocks, however, as the market is comfortable with Fed “tapering” of QE, investors sen-

Stocks Neutral Bullish | Neutral timent remains less than enthusiastic, and cross assets like emerging market debt have
stabilized.
The S&P 500 has near term support at 1680 and resistance at 1700.
Trade Ideas

Long/Overweight: The biggest trend in the equity markets currently is the rotation out of “bond proxy” sectors and into sectors posi-
tively correlated to higher rates and more economic growth. So, banks are the most favored sector in that environment, followed by
other typical cyclicals like tech, consumer discretionary, and energy. For those looking for a contrarian play, basic materials remains on
of the biggest underperformers in the market, but offers value if the economic recovery turns global in the coming months.

Internationally, European economic data shows the EU economic is finally stabilizing, so long EWU (UK ETF) or EIRL (Ireland ETF) are
two ways to potentially get exposure to a recovery in Europe. Also, the “Long Japan” DXJ trade appears to be back “on” and I'd use any
decent dip to initiate or add to positions (like we are seeing right now).

Commodities continue to try and put in a bottom, but are facing stiff headwinds from a
o “hawkish” FOMC and a slowing growth in China. The recent rally in oil has helped push
Commodities Neutral | Neutral | Neutral o 9 g, ] y. ) p P
commodity indices into month’s long resistance, and once again commodities are

“knocking on the door” of breaking their downtrend.

Trade Ideas

Long: | have no great conviction as the environment is simply too unpredictable. For those looking to take some risk, and who think
the global economy will see an acceleration of growth over the coming quarters, then industrial commodities offer some value, and a
ETF like DBB will offer substantial upside. More broad based commodity ETF’s (like DBC) are also a potential value at these levels, if
growth stabilizes. Commodities and raw materials are the ultimate “contrarian” investment in the current market environment.

The rally in the dollar index has seen a steep correction over the past two weeks, but
U.S. Dollar Bullish Bullish | Bullish | given the marginal direction of change for short term interest rates in the U.S. is higher,
and everywhere else in the world it is lower, regardless of short term volatility.

Trade Ideas

Short: Japanese Yen on any decent bounce (YCS being the ETF to use). Short the Aussie Dollar, given a weakening economy and dovish
central bank (short FXA). Short the euro on any further bounce due to the fact the ECB is squarely focused on economic growth, and
won’t let the currency appreciate too much as that would cause a stagnation in exports.

Treasurys saw a strong bounce over the past two weeks on “dovish” comments for
Bernanke. But, with the Fed moving to the sidelines until later August, the fundamen-
tals of “tapering” and an improving economy should once again exert downward pres-

Treasuries Bearish Bearish | Bearish

sure on bonds.

Trade Ideas

Buy: TBF (unleveraged short 20+ year Treasurys) and TBT (2X leveraged short 20+ year Treasury). SJB (inverse junk bond ETF) is also
rallying during this period of global uncertainty, and basically has acted as a hedge against falling equity prices. It doesn’t trade with a
lot of volume, however, so buyer beware.
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Disclaimer: The 7:00’s Report is protected by federal and inter-
national copyright laws. Kinsale Trading, LLC is the publisher of
the newsletter and owner of all rights therein, and retains prop-
erty rights to the newsletter. The Newsletter may not be for-
warded, copied, downloaded, stored in a retrieval system or
otherwise reproduced or used in any form or by any means with-
out express written permission from Kinsale Trading LLC. The
information contained in the 7:00’s Report is not necessarily
complete and its accuracy is not guaranteed. Neither the infor-
mation contained in The 7:00’s Report or any opinion expressed
in The 7:00’s Report constitutes a solicitation for the purchase of
any future or security referred to in the Newsletter. The News-
letter is strictly an informational publication and does not pro-
vide individual, customized investment or trading advice to its
subscribers. SUBSCRIBERS SHOULD VERIFY ALL CLAIMS AND
COMPLETE THEIR OWN RESEARCH AND CONSULT A REGISTERED
FINANCIAL PROFESSIONAL BEFORE INVESTING IN ANY INVEST-
MENTS MENTIONED IN THE PUBLICATION. INVESTING IN SECU-
RITIES, OPTIONS AND FUTURES IS SPECULATIVE AND CARRIES A
HIGH DEGREE OF RISK, AND SUBSCRIBERS MAY LOSE MONEY
TRADING AND INVESTING IN SUCH INVESTMENTS.
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