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Market Overview

Summary of Recent Active Studies (see http://QuantifiableEdges.blogspot.com or
Letters from listed dates for details)

Study Date Description Time span Bias

July 28, 2008 P/C 40-day low, SPX < 0.5 rise 1-20 days Bearish
July 25, 2008 Down big after bounce from lows 1-8 days Bearish
July 22, 2008 Breadth 3:2 +, SPX dn after high 1-10 days Bullish
July 22, 2008 Low Vol in ST uptrd LT dntrd 1-5 days Bearish
July 18, 2008 Big Volume Big Gain Under 200 1-18 days Bullish
July 18, 2008 2% then 1% gains under the 200 1-19 days Bullish
July 7, 2008 5 Weeks Lower 1-10 weeks Bearish
March 17, 2008 Consumer Sentiment Stretch 1-12 months Bullish

Short-term Outlook (1-5 days) —neutral — updated 7/28

After selling off hard on Thursday, Friday the market put in a small bounce on low
volume. Breadth was positive by a narrow margin. The action the last two days has not
been encouraging.

First we have Thursday’s large drop, which was shown to have bearish connotations
based on the study posted to the blog Thursday night. Notable about Friday’s action is
that there was a significant drop in the CBOE Total Put/Call Ratio. First of all, with the
recent short-selling stipulations put in place for certain financial stocks, people looking to
gain short exposure could look to buy puts in those securities. Because of the increased
difficulty in selling short, it would seem put buying should have seen an increase over
normal levels this week. This was not the case. In fact, on Friday, even with a meager
rally, the CBOE Total Put/Call ratio dropped to its lowest level in two months. When
put/call ratios hit extremely low levels during market conditions that aren’t especially
strong, this has historically been a sign of impending market weakness. Below is a study
to illustrate:
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CBOE Total Put/Call Ratio hits lowest level in 40 days while S&P closes less than 0.5% up on the day.

Buy S&P 500 at the close. Sell X days later. $100,000 per trade. July 1996 - present.

X Days |Net Profit |Gross Profit|Gross Loss |Trades  |Wins % Wins |Max Win [Max Loss [Avg Win |Avg Loss |WI/L Ratio|Avg Trade |Profit Factor
25| ($51,550.54) $29,814.50 | ($81,365.04) 33 13 39.39] $4,834.44 | ($10,172.49)| $2,293.42 | ($4,068.25) 0.56] ($1,562.14) 0.37
24 ($54,673.47) $27,212.81 | ($81,886.28) 33 11 33.33| $4,380.00 | ($8,921.66)] $2,473.89 | ($3,722.10) 0.66| ($1,656.77) 0.33
23| ($56,904.02) $26,030.34 | ($82,934.36) 34 12 35.29 $4,396.86 | ($9,143.15)] $2,169.20 | ($3,769.74) 0.58 ($1,673.65) 0.31
22 ($46,271.40)| $28,513.76 | ($74,785.16) 34 12 35.29] $4,614.96 | ($7,342.64)| $2,376.15 | ($3,399.33) 0.70] ($1,360.92) 0.38
21 ($56,630.61) $24,424.24 | ($81,054.85) 34 12 35.29] $4,595.76 | ($8,264.04)| $2,035.35 | ($3,684.31) 0.55/ ($1,665.61) 0.30
20] ($46,240.98)[ $28,340.79 | ($74,581.77) 34 11 32.35| $5,455.71 | ($10,173.48)[ $2,576.44 | ($3,242.69) 0.79] ($1,360.03) 0.38
19| ($31,576.12) $34,372.06 | ($65,948.18) 35 13 37.14] $5,619.56 | ($9,174.56)| $2,644.00 | ($2,997.64) 0.88] ($902.17) 0.52
18( ($31,603.81)[ $31,330.95 | ($62,934.76) 35 14 40.00] $5,731.83 | ($8,625.12)] $2,237.93 | ($2,996.89) 0.75] ($902.97) 0.50
17[($34,232.36) $28,789.35 [ ($63,021.71) 36 13 36.11] $5,648.76 | (57,868.00)[ $2,214.57 | (32,740.07) 0.81] ($950.90) 0.46
16/ ($19,333.82) $32,933.68 | ($52,267.50) 36 16 44.44]$4,707.43 | ($7,910.95)| $2,058.36 | ($2,613.38) 0.79] ($537.05) 0.63
15( ($16,916.31)[ $31,960.22 | ($48,876.53) 36 15 41.67] $5,231.07 | ($6,543.04)] $2,130.68 | ($2,327.45) 0.92] ($469.90) 0.65
14] (512,947.90)| $34,533.80 | ($47,481.70) 36 15 41.67] $5,173.74 | ($5,784.80)] $2,302.25 [ ($2,261.03) 1.02]  ($359.66) 0.73
13| ($8,375.29)[ $37,700.64 | ($46,075.93) 37 16 43.24] $5,096.52 | ($6,488.16)| $2,356.29 | ($2,194.09) 1.07 ($226.36) 0.82
12| ($9,079.53) $36,881.06 | ($45,960.59) 37 17 45.95| $3,947.58 | ($5,540.64)] $2,169.47 | ($2,298.03) 0.94] ($245.39) 0.80
11{($17,022.55)[ $29,111.51 | ($46,134.06) 37 16 43.24] $3,931.20 | ($5,430.25)] $1,819.47 | ($2,196.86) 0.83] ($460.07) 0.63
10[ ($21,317.59)] $22,779.05 [ ($44,096.64) 37 13 35.14] $3,931.20 | (34,691.28)[ $1,752.23 | (31,837.36) 0.95] (3576.15) 0.52
9 ($22,490.87)] $21,565.69 | ($44,056.56) 38 16 42.11] $2,820.88 | ($4,280.32)] $1,347.86 | ($2,002.57) 0.67| ($591.87) 0.49
8| ($21,366.79)] $24,014.21 | ($45,381.00) 38 15 39.47] $3,411.52 | ($5,413.80) $1,600.95 | ($1,973.09) 0.81] ($562.28) 0.53
7] ($17,053.84)| $24,369.00 | ($41,422.84) 38 16 42.11) $4,092.48 | ($4,969.84)] $1,523.06 | ($1,882.86) 0.81] ($448.79) 0.59
6] (312,356.11)[ $20,357.40 [ ($32,713.51) 38 15 39.47] $3,192.72 | (33,946.42) $1,357.16 | (31,422.33) 0.95] ($325.16) 0.62
5[ ($7,662.79)] $24,791.67 | ($32,454.46) 40 19 47.50] $4,305.72 | ($3,864.28)| $1,304.82 | ($1,545.45) 0.84] ($191.57) 0.76
4] ($9,674.84)] $24,982.88 | ($34,657.72) 41 18 43.90] $4,085.24 | ($4,495.68)] $1,387.94 | ($1,506.86) 0.92] ($235.97) 0.72
3| ($8,342.46)| $23,268.09 | ($31,610.55) 42 16 38.10 $3,600.82 | ($4,052.24)| $1,454.26 | ($1,215.79) 1.20[ ($198.63) 0.74
2| ($2,282.50)| $19,907.46 | ($22,189.96) 43 19 44.19($3,644.28 | ($2,092.23)] $1,047.76 | ($924.58) 1.13]  ($53.08) 0.90
1 $719.83 | $18,831.90 | ($18,112.07) 49 23 46.94($2,346.51 | ($2,378.78)] $818.78 | ($696.62) 1.18 $14.69 1.04

This study is troubling in a number of ways. First of all, at no point in the following 5
weeks did it even show a 50% winning percentage. Second, the maximum gain at any
point for any of the instances over the next 5 weeks is 5.7% - not terribly strong given the
number of instances and length of time. Also, the average loss is consistently larger than
the average gain, especially when looking farther out. In all, there isn’t a positive stat to
be found in the table above.

With the bearish studies of the last few days, the Aggregator has lost its positive bias:
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The Green Aggregator line is now flat. Over the next week without further bullish
studies it is scheduled to turn slightly negative. Thursday’s big drop put the S&P in a
short-term oversold condition. Should this wear off with a rise over the next couple of
days that doesn’t include some bullish studies, | likely would become interested in
shorting the market. For now the edge is not clear, so I’ll give it a little time.

Intermediate-term Outlook (1 week — 2 months) -neutral — updated 7/28

The ray of hope seen in last weeks Intermediate-term Outlook was generally provided by
the fact that the market had posted a strong bounce from extremely oversold conditions.
Breadth conditions as severe as we saw in mid-July have generally preceded strong
rallies over the next 4-12 months. Short-term results were more mixed but with a slightly
positive bias. Anyone that lacks a copy of this study may email me and I’ll be happy to
provide it.

It’s a lot easier to predict a short-term bounce from extremely oversold conditions than it
is to predict an area where the market will successfully put in a long-term bottom and
embark on a meaningful rally. 1 discussed two widely used tools last week. The Follow
Through Day (FTD), created by William O’Neil and the 90% Days, created by Lowry’s
Research. (Essentially a 90% day is a day where 90% of the total volume and points on
the NYSE are in one direstion.) Both of them tend to look for strong buying following a
low point to signal a rally has strong buying conviction and is likely to become
substantial. I’ve looked at FTD’s in great detail in the blog. 1’d encourage anyone who
has seen that material yet to check it out.

One of the things I’ve discussed with regards to FTD’s is that they are not terribly
reliable. Using the most generous rules and definitions I could fairly concoct the success
rate maxed out at around 55%. A more reasonable estimation would probably be around
40-45%. | decided to look at 90% upside days in relation to FTD’s to see if the
combination of the two tools may help to provide a better edge. First I checked to see if
there were any successful FTD’s that were not accompanied by either a 90% upside day
or back to back 80% upside days (which Lowry’s allows as a substitute for a 90% day). |
was surprised to find that a significant number of rallies occurred without the aid of a
90% upside day.

FTD dates of "successful" market rallies that followed declines of at least 10%
and were not accompanied by a 90% day within 3 weeks of the FTD.
August 29, 1973

December 14, 1973 - Fairly minor rally

October 9, 1974

October 30, 1979

October 8, 1986

February 7, 1990

April 22, 1997

November 13, 1997

October 27, 1999

October 17, 2002
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To conduct this test | looked at market declines of at least 10% (as opposed to the 8%
decline I normally looked at on the blog). A “failure” was declared if the S&P dropped
below its recent low on an intraday basis. In all the study identified 59 FTD’s since
1971. Only 23 of them were successful for a 39% success rate. So of those 23
“successful” FTD’s, 10 of them, or 43.5% achieved their success without the aide of a
90% upside day. This would seem to suggest that a 90% upside day is not needed and if
you were to demand one before turning bullish you might miss out on a good number of
rallies.

I then looked to see if a 90% day coming on the same day as a FTD was an especially
good signal. | found 10 instances where this occurred. Four led to successful rallies:
9/19/75, 8/17/82, 8/1/84, and 10/29/87. One saw a 90% come on the 2" FTD - that was
8/28/07 after the 8/22/07 FTD failed to produce a 90% day. That instance also led to a
successful rally. There were also five instances of FTD/90% days that failed. They were
8/28/75, 11/10/77, 9/9/98, 7/29/02, and 4/1/08. The combination of a FTD and 90%
doesn’t seem to provide any further assurance of success.

So while we have some indications that the market will likely be substantially higher
several months from now, we have seen little that would suggest the market has put in a
bottom. At this point it seems as though we’re looking at a tossup.

There is a bit more to note with regards to the CBOE Put/Call ratio. Dr. Brett
Steenbarger of the Traderfeed blog has done some excellent work over the years in
looking at these ratios. One tool he uses compares the 10-day average of the equity
put/call ratio to the 200-day average. His findings have revealed an edge exists when the
10-day becomes stretched above the 200-day. I’ve used this tool to also look at the
CBOE Total Put/Call Ratio.

In my case | do not require the 10-day MA to be stretched from the 200-day MA. |
simply looked at how the market has performed when the 10-day MA is positioned either
above or below the 200-day MA. Going back to 8/6/1996 through 7/25/2008 the S&P
500 has gained 595.44 points. When the 10-day MA of the Total Put/Call Ratio has been
above the 200-day MA the S&P 500 has gained 710.31 points. When the 10-day MA has
been below the 200-day MA the S&P 500 has LOST 114.87 points. Over that time
period the 10 day-MA has been below the 200-day MA about 51% of the time. The 10-
day MA dropped below the 200-day MA on Monday (7/21). This was only 4 days after
the market bottomed. As it now stands the 200-day MA is 1.03 and the 10-day MA is
0.96. It would certainly help the bullish case if this recent put/call trend were to reverse.

I’ve moved the intermediate-term outlook back to neutral. While | believe we’ll be
higher several months from now, it’s difficult to say whether the recent bottom will hold.
Recent studies have turned out more bearish and 1’d like to see some more positive signs
before becoming aggressive. The further | look out the more bullish I am but there still
may be some pain to endure.
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Catapult and Capitulative Breadth Statistics

(Catapult Presentation Part 1) (Catapult Presentation Part 2)

Open Catapult Trades
none

Open Big 50 Trades
None

Catapult for ETF’s Trades
none

Broad Market Large Cap CBI -0

Sector CBI Breakdown (% of stocks with active catapult triggers within each sector.)

Index ETF CBI % Index ETF CBI %
DJ US Broker Dealers 1Al 0.00 DJ US Energy IYE 1.16
DJ US Insurance Index IAK 0.00 DJ US Financial IYF 0.00
DJ US Regional Banks IAT 0.00 DJ US Financial Services IYG 0.00
DJ US Utilities IDU 2.70 DJ US Healthcare IYH 0.70
DJ US Oil&Gas Expl & Prod IEO 3.45 DJ US Industrial Sector 1YJ 1.15
DJ US Qil Equip & Svcs IEZ 1.92 DJ US Consumer Goods IYK 0.00
DJ US Pharmaceuticals IHE 0.00 DJ US Basic Materials IYM 1.35
DJ US Healthcare Providers IHF 0.00 DJ US Real Estate IYR 0.00
DJ US Medical Devices IHI 0.00 DJ US Transportation IYT 0.00
DJ US Aerospace & Defense ITA 0.00 DJ US Technology Sector Yw 2.01
DJ US Home Construction ITB 0.00 DJ US Telecommunications 1Yz 0.00
DJ US Consumer Svcs IYC 0.44 Nasdag 100 QQQQ 2.00

There don’t appear to be any groups undergoing capitulative selling at the moment.

Additional New Trade Ideas

RSX —buy @ $44.73 Originally published in the 4/21/08 Letter the setup is as follows:

1) Closed down at least 5 days in a row.

2) Gapped lower this morning.

3) Opened below its lower Bollinger Band.

4) Closed above its open.

I then looked at two different exit strategies. Results below:
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Exit Strategy %b > 25 %b > 50 (c>20ma)
Trades 201 198
Winners 142 142
Losers 59 56
Pct Winners 71% 73%
Avg Win 3.2% 5.1%
Avg Loss -3.0% -4.2%
Avg Trade 1.4% 2.5%
Profit Factor 2.6 3.1

Results were impressive in either case. For now I’ll look to sell % the position on a %b
close over 25. 1 will then likely enter a stop to lock in gains and see if the position could
reach the 2" target of the 20ma to exit the rest.

Active Trades Table

Symbol Entry Date |Entry Price |Current Price |% Gain/Loss |Stop Notes

DBA 7/21/2008 $36.76 $35.96 -2.18% $34.60 |sell on close > 10ma
UNG 7/22/2008 $47.57 $42.40 -10.87% sell on close > 10ma
X 7/25/2008 $136.02 $141.07 3.71% sell on close > 10ma

X is reporting earnings on Tuesday. | will look to sell at least half tomorrow before the
close. 1 will send out an intraday update tomorrow if | decide to close the whole thing.

Stocks and ETF’s on my Radar
none

Notable S&P 500 stocks outside my “tradable” radar
None
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