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S&P 500 Testing Key Initial Support 

 The S&P closed at 1295 last week, 8.7% below its early April high.  So far this 
pullback is in line with our expectations.  The 70.7% bullish peak in investor 
sentiment on March 19th prepared us for a pause in strong first-quarter 
performance for stocks (beware the crowd at extremes).  As we wrote in the 
March 26th weekly, “we think that stocks will have either a sideways 
consolidation period or a correction of 5% to 8% to work off the optimistic 
sentiment.”  We positioned our portfolios for this correction and so have 
the cash to deploy when we perceive the opportunity is right. We regard 
1295 as significant initial technical support for the S&P 500.  The next step is 
judging the quality of the rebound off this support level.  If the rebound falters 
and support is broken, we would look to 1260, which is just below the 200-day 
moving average, as a critical support level.  

 We closed out our gold position last week, two months after initiating a 
1% position in our growth portfolios and increasing our weighting to 2% 
in our more conservative portfolios.  We raised our gold exposure late in 

March as a hedge to our risk assets, expecting it to help reduce our portfolios’ 
overall risk profile given gold’s historical ‘safe haven’ attributes and hedge 
against negative real interest rates (see Weekly View, 3/26/12).  At that time 
we thought that gold’s three-week pullback was temporary and that the 
uptrend would resume – this has not happened.  We have always 
acknowledged that gold is a momentum asset, so we thought it was important 
to honor the 1550 stop level that we set at the time of purchase. That break 
came last Wednesday when gold hit an intraday low of 1527.  Since gold 
prices are moving much more in line with risky assets (such as the S&P 500) 
than they were a year ago, we have invested the proceeds into US equities, 
an asset class we prefer longer term. 

 We have been underweight international equities, especially Europe, 
since late last year and recently reduced our exposure further.  The 

Eurozone continues to face structural challenges that could potentially take 
years to resolve -- e.g., 17 sovereign nations with their own electorates, 
taxing/spending authorities, and bank regulations; combined with inflexible 
labor forces that face global competition.  The disadvantages of a common 
currency without common political institutions are now readily apparent and 
are placing enormous strains on the European Central Bank (ECB). The latest 
concerns are the ongoing deposit outflows from Greek banks and the potential 
for contagion in Spain that could overwhelm existing bailout commitments. The 
range of possible responses — from default and liquidation, breakup and 
devaluation, to further central bank balance sheet expansion and nominal 
reflation — heighten the uncertainty.   
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 The existing bailout mechanism, the European Financial Stability Facility, is set to transition in July into a 
permanent rescue funding program called the European Stability Mechanism (ESM) with a €500 billion 
lending capacity.  Between ECB liquidity provision and ESM loss absorption — some policymakers have 
suggested using ESM funds to directly recapitalize banks — we think institutional authorities stand ready to 
backstop the banking system to prevent systemic failure (see Strategic View 5/14/12). If bailout funds are 
required, the focus turns to what level of regulatory oversight, management shakeup, and/or ‘private sector 
involvement’ will be demanded in return.  

 Institutional reforms will ultimately be necessary to maintain the long-term integrity of Europe’s currency 
union, but disruptive short-term economic adjustments may prove too onerous for political stability.  In this 
highly uncertain environment, investors have sought relative safety, driving US, UK, and German 
government bond yields down to record lows (following Japan’s interest rate path). Unlike the Bank of 
Japan though, we do not believe the Fed, the Bank of England or the ECB will passively tolerate deflation, 
but economic conditions and inflation expectations may have to deteriorate further before there are more 
aggressive policy responses. We think that if measures of inflation expectations fall significantly below 2%, 
the Fed will likely pursue further monetary stimulus, as they did in 2009, 2010, and 2011. 

THE WEEKLY CHART:  S&P 500 TESTS INITIAL SUPPORT AT 1295 

Information provided in this report is for educational and illustrative purposes only and should not be construed as individualized investment
advice. The investment or strategy discussed may not be suitable for all investors. Technical analysis is based on the study of historical price
movements and past trend patterns.  There are also no assurances that movements or trends can or will be duplicated in the future. Standard &
Poor’s (S&P’s) 500 measures the performance of 500 large cap stocks, which together represent 75% of the total US equities market. It is not
possible to invest directly in an Index. Investments in international and emerging markets securities include exposure to risks such as currency
fluctuations, foreign taxes and regulations, and the potential for illiquid markets and political instability. Buying gold allows for a source of
diversification for those sophisticated persons who wish to add precious metals to their portfolios and who are prepared to assume the risks
inherent in the bullion market. Any bullion or coin purchase represents a transaction in a non-income-producing commodity and is highly
speculative. Therefore, precious metals should not represent a significant portion of an individual’s portfolio. 
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