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Tonight’s Research Points
o Failed gap up with poor finish suggests upside edge over the next few days.
e Bearish engulfing bar suggests very short term bearish influence.
e The Aggregator System turned long at the close.

Short-term Outlook — updated 12/4

The Bottom Line

Some mixed signals tonight are leaving the studies still leaning to the bullish side. The
jobs report should move the markets in the morning. I’m slightly long-biased and will
likely become more so should the jobs report spark a substantial down day.

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

Study Date Description Time span |Bias Avg Max Move
Active

December 4, 2009 "Bearish Engulfing" from a high 1-2 days Bearish -1.70%
December 4, 2009 Gap up, reverse down close bottom10% 1-5 days Bullish 2.90%
December 3, 2009 Rally fading with volume & price 1-5 days Bearish -1.70%
Active - Long Term

November 10, 2009 75% Up Issues 2 of 3 above 200 & 10 hi 1-20 days Bullish 5.90%
December 2, 2009 VIX:VXV corsses below 0.9 2-5 months  |Bearish

Dropped Tonight

November 20, 2009 SPX 1% drop & Decliners 2x Advancers 1-9 days Bullish 2.90%

If the avg max move is achieved the study will appear in bold italic blue and no longer be
active.
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The Evidence

As last night’s study suggested was likely, the 3-day rally ran out of gas today. A good
start didn’t inspire buying and in the last half hour of the day sellers pushed fairly hard.
The broad indices all finished lower. The SPX dropped 0.8%, the Nasdaq was down
0.5% and the Russell 2000 fell 1.2%. Breadth was solidly negative as the NYSE Up
Issues % was 35% and the Up Volume % 28%.

I saw a lot written tonight about how Thursday marked a key reversal day and how the
late day selling was a bearish sign. Let’s consider the action a few different ways.

Late-day selloffs are something I’ve dicussed several times in the past. Much of the time
panic selling near the close will lead to a bullish edge over the next few days. A strong
late-day reaction is often an overreaction. | ran some tests tonight and though | found
some mild edges, today’s selloff was not extreme enough to suggest any substantial edge
over the next few days.

The Quantifinder identified some studies from the 5/21/09 Letter that looked at failed gap
patterns like today. Below is an excerpt. (The 1% study is not updated. The other 2 are.)

Bars like the one put in today where the market gaps higher and then closes down and
near its lows are generally considered bearish by most analysts. Some might consider it
a bearish key reversal. When I’ve studied gap failures like this in the past I’ve found
them to normally be short-term bullish rather than bearish. This blog post from
February of last year is an example.

| ran a few studies on Wednesday’s bar pattern. For this 1% test | simply used a
requirement that the SPY had to gap higher, trade a bit above the open and then close a
bit below the open. Results below:

SPY gaps up 0.25%, makes a high at least 0.5% above the open, then closes down on the day

Buy SPY on close. Sell X days later. $100k/trade. 1993-present.

X Days |Net Profit |Trades |Wins Losses |% Wins [AvgWin  [Avg Loss |WIL Ratio [Profit Factor |Avg Trade
5 $27,421.83 48 32 16 66.67| $2,998.58 | ($4,283.29) 0.70 1.40] $571.29
4 $34,684.31 50 31 19 62.00] $2,789.22 | ($2,725.34) 1.02 1.67| $693.69
3 $41,343.58 51 31 20 60.78| $2,839.83 | ($2,334.56) 1.22 1.89] $810.66
2 $39,559.87 52 35 17 67.31] $2,339.43 | ($2,489.43) 0.94 1.93|  $760.77
1 ($6,486.59) 52 30 22| 57.69] $1,259.24 | ($2,011.99) 0.63 0.85] ($124.74)

Here we see a tendency to bounce back over the next few days. Next | added the
condition that the SPY needed to close in the bottom 25% of its daily range:
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http://quantifiableedges.blogspot.com/2008/02/ugly-gap-failure.html

SPY gaps up at least 0.25%, makes a high at least 0.5% above the open,
then closes down and in the bottom 10% of the daily range.
Buy on close. Sell X days later. $100k/trade 1993 - present.

X Al Met | AN Total &N Winning Al Losing | Alloe | o Ava | Al Avg Al Al Al Avy
DBYS Profit Trades Trades Trades Profitahle {hinning LS 't-"aﬂn.ﬂ_gas ProftFactor . Trade
Trade Trade Ratic
5| 25758369 40 27 13 E7F50) 312456 -450610 069 1.44 E44 59
4| 296923 43 26 17 B047 289172 -ZEVE03 1.05 1.65 590.52
3| 4395565 43 25 15 E512) 276141 -222426 1.24 232 102222
2 #E23AT 43 29 14 E7.44 250672 -2219.41 113 2.34 967 .95
1) &311.04 43 25 18 5514 120044 -1 30277 093 1.38 204 .91

37 of 43 instances (86%) closed above the entry price at
some point in the next 4 days.

Most instances did close in the bottom 25%. As you can see, adding this filter improves
the results even further. What if we require it closes very close to the low of the day as
happened on Wednesday? Below are those results:

SPY gaps up at least 0.25%, makes a high at least 0.5% above the open,
then closes down and in the bottom 10% of the daily range.
Buy on close. Sell X days later. $100k/trade 1993 - present.

X Al Met | Ak Totsl |AKvinning| Al Losing | arse | SEAvE | Al Avg A Al Al A
Days Prafit Trades Trades Trades | Profiable | *orning Losihg | WINLOSS o eector|  Trade
Trade Trade Ratio
5 4096415 24 18 E Fo900| 346353 -3563.35 0e7r 2.82 1,706.54
4 2544562 24 14 10 5833 331500 153355 182 255 118523
3298331 24 16 g BEEY | 253437 193961 1.46 282 124305
2| 2T 5604 24 16 g BEEY | 2589594 174683 1.49 287 114835
1 5,527 56 24 14 10 58333 1,38251 0 125273 110 1.55 284 40

21 of 24 instances (87.5%) closed above the entry price at
some point in the next 4 days.

Instances are a little low here, but as you can see, the worse the finish, the better the
setup. While this may fly in the face of what some believe it is consistent with past studies
I’ve conducted on failed gaps.

While today’s action did qualify using the above conditions, it also included a short-term

high and an outside day. The fact that it was an outside day would also qualify it as a
Bearish Engulfing Day. Below is one way that such a day could be described.
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SPY makes a10-day high, a lower low than yesterday and closes down on the day and in
bottom 25% of its daily range. Close = 200ma.
Buy on close. Sell x days later. $100k/trade. 1993 - present.
A Al Net | Al Total A Winning Al Losing | Al % |k Avd Al Avg AL All Al A
Days Profit Trades Trades Trades Profitakle \inning Losing Wn.ﬂ.pss ProfitFactar | Trade
Trade Trade Ratio
10| 26245827 27 19 ] 7037 222756 200942 1.1 263 87216
8| 1057109 27 18 ] BEG7 | 174056 -229544 0.7 152 39523
8 27 18 g BE67 | 173637 -2,231.52 078 156 41364
7T TMz298 27 18 ] BEG7 148711 -219409 0 68 135 25374
6 853796 7 17 10 B296 142771 -1557.31 092 156 32215
5| -560522 25 13 15 4643 139690 -153433 088 076 -20019
41423323 28 14 14 S000 103851 205517 0.51 051 -508.33
3| 11396 51 25 12 16 4286 91627 -139948 0 65 043 -407 02
2| 1546410 28 11 17 3929 S6370 -1274.40 0.44 029 -55229
1| -4930.34 2a 14 15 4828 55395 -84634 065 081 17034

Based on this study it appears Bearish Engulfing days near short-term highs could
provide a downside edge — at least for 2 days. After you get beyond a week, though the
stats appear fairly bullish.

The requirements for this study seem somewhat similar to the gap reversal study above. |
decided to see what happened when the two overlapped, figuring there might be a decent
amount of instances. | took the gap study from before and added the 10-day high, outside
bar, and close > 200ma requirements. | was very surprised to find that there was only 1
instance that qualified. The studies are almost completely exclusive of each other, and
therefore I will include them both in the Active List.

I have updated the Aggregator chart below.
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http://quantifiableedges.blogspot.com/2008/07/quantifiable-edges-aggregator.html

The Active Studies list has some real conflict at the moment as we’re seeing a mix of
bullish and bearish studies. Currently the bullish studies are a bit stronger and the green
Aggregator line is still showing a positive value. The selloff Thursday flipped the black
Differential line back to positive as the SPX has now underperformed expectations over
the last few days. This puts the Aggregator chart back into a bullish formation and
triggered a long signal for the Aggregator System at the close on Thursday. This long
was noted a few minutes before the bell on the Systems page and a tweet was sent out
alerting subscribers that the page was updated.

Personally | was hoping to remain flat going into the jobs report. There’s always a bit of
risk with this report. The long Aggregator signal did convince me to take some long
exposure, though a bit less than usual. I’ll likely look to add to it tomorrow on any
weakness. | will also look to begin scaling into a trade idea position in the letter.

Intermediate-term Outlook (2 weeks — 2 months)— updated 11/30 —slightly bullish

Very little changed this week from an intermediate-term perspective. The S&P tested the
lower end of its recent range on Friday but closed above it. The potentially bearish
breadth divergences I’ve noted recently in the A/D line and the New 52-week Highs %
remain in place. It’s now been about a month and a half since those measures have hit
new highs. So there remains a yellow flag there.

Still I am void of any strongly bearish studies and prices haven’t yet begun to breakdown
in earnest. Until | see more evidence of bearish inclinations I’ll remains cautiously
bullish.

December is about to start, which means it is about time to prepare for the January effect.
The January effect actually is strongest in the last 2 weeks of December. It suggests that
smallcaps are likely to outperform large-cap over this period of time. | did a short study
last year the addressed the January effect. 1’ve reprinted that study below for any traders
who may want to review and strategize over the next couple of weeks.

January Effect

One seasonal tendency that you may see mentioned in the next few weeks in the January
Effect. The January Effect suggests that small caps (especially beaten down ones) tend to
outperform large caps in January (and part of December). | decided to run some simple
tests based on this hypothesis.

I found that over the last 20 years from December 15th (or the next trading day if that is
a weekend) to February 1st the Russell 2000 has outperformed the S&P 500 12 times.
While that isn’t a sizeable winning percentage the total gains have outsized the total
losses by about 5 to 1.

Even more interesting is the action the last few weeks of December. Again buying at the
close on the 15th and this time selling at the close of the 1st day of the New Year, the
Russell 2000 has outperformed the S&P 500 15 of the last 20 years. Gross gains have
been 27.61% or 1.84%/win average. Gross losses have been only -5.15%, or -1.03% per
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average loss. The net gain was 22.46% or 1.12% per trade. This is a sizable difference
when talking about a relatively short-term spread between 2 indices.

There are a number of ways to play this. The simplest of which perhaps would be to wait
for a day or two of outperformance by the S&P and then enter a spread transaction in
anticipation of both a mean reversion and a seasonal tendency.

Catapult and Capitulative Breadth Statistics

(Catapult Presentation Part 1) (Catapult Presentation Part 2)
Open Catapult Triggers

none

Catapult for ETF’s Trades
none

Broad Market Large Cap CBI -0

Additional New Trade Ideas

A full listing of system triggers can be found at the system triggers page each night. |
will cherry pick some of my favorite setups from the S&P 100 and ETF lists along with
occasional other trade ideas to track below.

SPY — buy % index position @ $110.38 limit. Based on short-term outlook and
Aggregator System.

SPY buy ¥ index position @ $109.30 limit ON CLOSE. Should the market close
substantially lower Friday I’ll look to add another piece.

Active Trades Table
None.
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