
In this past weekend's revised newsletter format, I noted the markets were due for an oversold
rally. To wit:

"While technically there is a weekly confirmed sell-signal in place, the very oversold
condition continues to suggest a short-term rally back to the top of the current trading
range is likely."

Yesterday, the markets surged out of the gate as buyers came in and it looked as if a tradeable
rally was set to ensue. But such was not to be the case as by late afternoon the markets turned
red. The good news, if you want to call it that, was that the market did approach, and bounce off of,
the March weekly closing lows. With the market now more deeply oversold than what was seen
earlier this year, we still expect there to be a counter-trend rally in the next several days. The bad
news is that the target for that rally continues to decline. The target range has declined from 2800-
2850 previously to just 2720-2750 currently.
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There are several reasons a rally is highly likely.

Psychology:

Sentiment has gotten much more negative as of late with fear/greed levels falling sharply as shown
by the CNN Fear/Greed Index.

However, while "sentiment" has become much more fearful in the short-term, suggestive of a
potential short-term bottom, investment positioning doesn't show as equally of a fearful position. In
other words, while investors are "fearful of a crash," investors aren't really changing their
allocations much.
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The same goes for positioning by looking at the Rydex bullish funds to bearish funds ratios. While
they have definitely reverted back to levels seen at the February lows, they are nowhere near the
levels seen during the 2016 bottoms.

The current psychological conditions suggest a short-term bottom in the markets are likely.
However, given the level of "fear" relative to current positioning is not at levels seen during more
lasting bottoms, it keeps us cautious on assuming the current sell-off has been completed.

Fundamental: 

While economic data remains robust over the last couple of quarters due to massive government
spending for hurricanes, wildfires, and defense, much of that support has now worked its way
through the economy. Higher interest rates are beginning to weigh on the economically important
sectors of housing and autos. As I wrote previously, the boost given to corporate earnings from tax
cuts has, as expected, begun to fade starting this quarter.

"The market is digesting the fact that the tax cut last year has created a lower
quality increase in US earnings growth that almost guarantees a peak rate of
change by 3Q. Furthermore, the second-order effects of said tax cuts are not all
positive."
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That has indeed been the case so far this earnings season as guidance has been littered with
negative guidance, missed revenue expectations, concerns over rising costs of employment, and
weaker than expected earnings growth on many fronts. Furthermore, the impact of tariffs has
begun to weigh on companies who are changing forward expectations, CapEx spending plans, and
other actions. David Kostin from Goldman Sachs recently noted the same:

"In addition to concerns about economic growth, investors and managements have
focused on margin pressures from rising wages and other input costs. FY2 EPS
revision sentiment is negative for the first time since the passage of tax reform."

However, the good news is that a huge number of companies will be exiting out of their "blackout
period" for share repurchases.

"And while the market appears to be discounting still solid earnings, amid concerns of
"peak profits", one critical catalyst may prompt a substantial return of optimism
this week: the return of buybacks. As Kostin calculates, nearly half, or some 48% of
S&P 500 firms are now out of their blackout windows and will be able to resume
discretionary share repurchases."

"And as we have noted previously, from a demand-supply perspective, buybacks have
been the main driver of the equity rally in this cycle.

https://www.zerohedge.com/news/2018-10-28/pain-over-buybacks-set-soar-48-sp-exits-blackout-window
https://realinvestmentadvice.com/wp-content/uploads/2018/10/Stock-buyback-blackout-period.jpg
https://realinvestmentadvice.com/wp-content/uploads/2018/10/Buybacks-Driver-US-Equity-Demand.jpg


So in the absence of outflows and further positioning cuts, which would require
incrementally more negative news at a time when much of the future adversity appears
to be priced in, buybacks should - according to both Goldman and Deutsche Bank -
finally drive equities higher."

Of course, with ongoing trade wars, geopolitical escalations, and mid-term elections next week,
there are plenty of events to create more negative news in the short-term.

Technical: 

From a purely technical perspective, the news is negative. As noted by Stocktrader's Almanac last
week:

"DJIA, S&P 500 and NASDAQ have all sunk below their 50- and 200-day moving
averages. Relative strength, Stochastic and MACD indicators are all negative. Without a
quick rebound back above 200-day moving averages, lows from earlier in the year
could be in play."

Currently, the market is indeed grossly oversold enough on a short-term basis to provide fuel for a
bounce as shown in the chart below. There are several points to note.

The current oversold condition (black circles) has currently bounced off of lows twice as it did
back at the February lows.
Unlike the February lows, the recent selloff fell 4-standard deviations below the 50-dma which
is a rare event historically speaking. Such deviations do not last long as such an extreme
move away from the average price tend to be corrected in fairly short order. 
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The combination of both extreme oversold and deviated conditions suggest that a bounce to
reverse those conditions in the short-term is extremely likely. The difference, however, is whether
or not the market can climb back above the 50-dma? This is an important point for the future
direction and trend of the market.

During "bullish markets" prices tend to trade ABOVE the 50-dma and generally 2-standard
deviations of above that moving average. 
During "bearish markets" prices tend to trade BELOW the 50-dma and generally 2-standard
deviations below that moving average. 

With the market below BOTH the 50- and 200-dma there is a very high probability that we could be
witnessing an early change from the previous bullish trend to a more bearish trend in the months
weeks and months ahead. Importantly, if the market is able to reverse these more negative
developments, then portfolio actions will change back from "selling rallies" to "buying dips."
However, for now, that is not the case.

Seasonal Trends:

One thing that we have noted repeatedly in our weekly missives ever since September is that after
a strong summer advance, a pick up in volatility in October was likely. However, November begins
the ?seasonally strong? for the markets particularly as many major fund managers are lagging in
performance this year and will be playing "catch up" into year end. However, with that said, all
important signals are currently registering "sell signals," so we will need to see a reversal of these
signals to warrant becoming more aggressive on the equity side of the ledger.

Summary/Conclusion

With the market extremely oversold in the short-term BUT with a confirmed "weekly sell signal" in
place, I want to reiterate that portfolio management processes have now been switched from
?buying dips? to ?selling rallies? until the technical backdrop changes. Therefore, use rallies
to:

1. Re-evaluate overall portfolio exposures. We will look to initially reduce overall equity
allocations.

2. Use rallies to raise cash as needed. (Cash is a risk-free portfolio hedge)
3. Review all positions (Sell losers/trim winners)
4. Look for opportunities in other markets
5. Add hedges to portfolios 
6. Trade opportunistically (There are always rotations which can be taken advantage of)
7. Drastically tighten up stop losses. (We  had previously given stop losses a bit of leeway as

long as the bull market trend was intact. Such is no longer the case.)

There remains an ongoing bullish bias which continues to cling to belief this is "just a correction" in
an ongoing bull market. However, there are ample indications the decade long bull market has
come to its inevitable conclusion. If the bulls are right, then it is a simple process to remove hedges
and reallocate back to equity risk accordingly. However, if the bull market has indeed ended for
now, a more conservative stance in portfolios will protect capital in the short-term. The reduced
volatility allows for a logical approach to make further adjustments as the correction becomes more
apparent. (The goal is not to be forced into a ?panic selling? situation.) It also gives you the
opportunity to buy at deeply discounted values. For now, we continue to look for a "sellable rally.


