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So much uncertainty and growing bearishness but markets are holding key technical levels
Markets dislike uncertainty and there is certainly plenty of uncertainty for investors to digest regarding
default risk at China’s largest property developer aptly named Evergrande, ongoing US debt ceiling
and spending bill gamesmanship, changing US central bank policy and worries about slowing
earnings growth.
With all the uncertainty listed above, is it that surprising to see the S&P pull back from the upper end of
its 12-year uptrend? We don’t think so. Of course, it is always difficult to forecast the exact date and
magnitude of a pullback, even as technical analysts. On the following pages we focus on the key
levels that we think markets are likely to react to in the coming weeks. While corrections can be
unnerving, we would encourage investors to view pullbacks as part of the normal ebb and flow of a
secular bull market and to review their portfolios to ensure they are balanced and well positioned to
take advantage of any further volatility heading into Q4.
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Short-term trading indicators are now oversold following the recent market correction.
Investors are understandably unnerved by the S&P breaking below the widely watched blue 50-day
moving average on Monday. Interestingly, the S&P 500 is now attempting to hold at next support near
its yellow 100-day moving average near 4300. In addition, our custom short-term indicator in the
bottom panel, along with many other widely followed trading indicators, are at suitably oversold levels
to support a rebound. What likely happens if the S&P is unable to hold near current levels as we
expect? A break below the recent lows near 4300 would likely see further weakness toward the next
support band near the 200-day ma around 4100.

Are investors becoming overly bearish heading into the seasonally strong Q4? We think they
are given only 22% of the investors surveyed by AAII last week expect the equity market to be higher
in the coming 6 months. Given this past week’s equity weakness, we expect this week’s survey to
decline further. Bottom line: We view this contrary indicator to be potential fuel for a Q4 rally.
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US 10-year bond yields remain resilient despite recent equity weakness. This week should prove
to be important for interest rates given the Federal Reserve meets today (09/22) to discuss balance
sheet and interest policy. Despite the recent sell-off in equities, the US 10-year bond yield barely
declined and remains locked in a narrow range between 1.22-1.38%. We would need to see a decline
below the blue band between 1.26-1.22% to signal a flight to safety away from riskier assets such as
stocks. Until then, our outlook remains unchanged and judge the resiliency in bond yields as a positive
signal with a move above 1.38% needed to confirm a broader bottoming pattern. Next key upside
levels above 1.38% are at 1.45% and 1.53%.

Russell 2000 – Still range bound above key support at 2100 despite recent market volatility.
Why do we continue to focus on the Russell 2000 each week? We view the small-cap index as one of
the key measures of investor appetite for risk. We judge the recent pause that began in March to be
part of a normal choppy trading range that develops for riskier stocks in the second year following a
major cycle low like what developed in Q1 2020. Our view remains unchanged, expecting the Russell
2000 to resolve its 6+ month trading range to the upside and would need to see it break below 2100 to
signal a more bearish outlook. We recommend that investors stay the course and remain patient.
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