QUANTIFIABLE EDGES
SUBSCRIBER LETTER

ASSESSING MARKET ACTION WITH INDICATORS AND HISTORY

December 22, 2009 Volume 2 Issue 246

Market Overview

Quantifiable Edges 1-ay Risk/Reward Outlook Quantifiable Edges 3-day Risk/Reward Outlook
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Tonight’s Research Points

e SPX/Dollar relationship isn’t providing the edge it once was.

e “Twas 3 nights before Christmas” study showing strong bullish seasonality
approaching - especially for smallcaps.

e Aggregator System goes flat and hits new all-time high..

Bearish Bullish

5043 2 4 0

Short-term Outlook — updated 12/22

The Bottom Line

The Aggregator is back in neutral and indications are weak tonight. More bullish
seasonals will arrive tomorrow. 1’d prefer a pullback in the next day or two to buy into.

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

Study Date Description Timespan [Bias Avg Max Move
Active

December 21, 2009 Low HV with no new highs 1-8 days Bearish -3.50%
December 18, 2009 SPX closed in hottom 10% of daily range  {1-3 days Bullish 2.70%
December 18, 2009 SPX down 1% & Declines 2x Advancers 1-9 days Bullish 3.40%
Active - Long Term

December 7, 2009 Nasdaq Leading S&P int. term Bullish

December 2, 2009 VIX:VXV crosses helow 0.9 2-5months  |Bearish

Dropped Tonight

December 21, 2009 Strong, hi-vol op-ex 1 day Bearish

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

Despite last night’s bearish studies the big picture Aggregator value held serve and the
market rallied on Monday. It began with a gap up and it never approached the opening
level again after the 1% few minutes. The rally peaked a little after noon and then drifted
mostly sideways and a little lower the rest of the day. Breadth was solidly positive as the
NYSE Up Issue % came in at 71% and the Up Volume % was 81%. NYSE volume
dropped substantially from Friday’s levels and came in below average. | expect we’ll see
quite a bit of low volume in the next couple of weeks.

While the Quantifinder looked a bit bearish on the surface tonight, there was really
nothing of substance there. The CBOE Equity Put/Call study that appeared was due to an
error in Tradestation data and not an actual signal based on the data | download from the
CBOE website. The other two studies were “environmental edges” that | have removed
tonight. An environmental edge is one that is a product of the environment and which |
expect to only work for a relatively short period of time. Once the environment changes
the edge often disappears.

“2 Days Up In Chop” has not worked well since the summer. | stopped using it as a tool
in late August. Tonight I removed it from the Quantifinder. 1 will take another look at it
if the market again begins exhibiting more choppy behavior as could be seen on the
Trend vs. Chop chart on the charts page.

The other study looked at the SPY and the UDN (dollar bearish fund). This was also
environmental. This is because the relationship between the dollar and stocks is
constantly in flux. Sometimes they are correlated. Sometimes they are inversely
correlated. Sometimes they are uncorrelated. For nearly 2 years they were inversely
correlated. It appears that a strong dollar is no longer a big hindrance for the market.
The two appear to be decoupling a bit. Even if they don’t decouple, the study from the
6/19 Subscriber letter has not performed well since the beginning of July. See below:

SPXrises by at least 0.5% and outperforms UDN by at least 1.25%.
By on close. Sell X days later. $100k/trade. 7/1/09 - present.
X Al Met | &K Total |alWnning| Ak Losing | ai s | Sk AvE | AL Avg A Al Al Ay
|::'/'51'_'rrS Profit Trades Trades Trades Profitable Winning Losing Win.l'L,:nss ProftFactar |  Trade
Trade Trade Ratio

10 1240512 G 4 2 BEE7| 341621  -62986 542 1085 206752
9 10939214 7 4 3 s714| 3IE020E 113370 316 422 157031
& 10,739 63 3 B 2 7500 253624 -2,20891 115 344 134895
782724 a9 F 3 BRET | 242402 175724 138 276 108027
6| 775954 a B 3 BEE7 | 201399 -144147 1.40 274 BEZA7
5 TEI3ES a 7 2 TTTI6 147954 137155 108 378 45 95
4 449651 a 5 4 8556 206272 145427 1.42 177 499 61
3 286154 9 5 4 5556 185224 159992 118 145 795
2| 253612 11 7 4 G364 147106 -1,39983 084 147 239,683
1| 126530 1 5 6 45 45 47553 -BOTAG 07 065 11503

Certainly no longer a bearish edge prevalent here. I’ve also removed this one from the
Quantifinder.
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At Tuesday’s close we will enter the next strongly bullish seasonal period. Last year |
showed the “Twas 3 Night’s Before Christmas” study in the Letter and on the blog. In
the letter I also briefly touched on Nasdag and Russell 2000 results. Tonight | decided to
show all three. First SPX.

Buy SPX at close 3 trading sessions before Christmas. Sell X days later.
$100k/trade. 1987 - 2008.

X Al Net | Al Total AL Winning| A5k Losing | Al % | G AYE Al Avg All Al Al Ay
DBYS Profit Trades Trades Trades Profitable LR Losing Wn.ﬂ.pss ProfitFactar | Trade
Trade Trade Ratio
10| 25205 66 22 16 [ T273) 2B5622| 238181 112 287 1282
9 S22 22 15 T EB548 523274 175270 1.54 385 1E4646
5 4130718 22 16 E T2¥3 296104 -311 .58 325 366 100487
¥o31a7970 22 15 T E818 253403 -8E1 54 204 B30 145362
B 24733902 22 15 T 518 2067 E7 -945.57 218 468 110859
o 2886246 22 17 3 Tr2T 1893744 -514.51 235 505 131183
4 19,361 76 22 14 g B354 1525599 -7g0.52 234 410 §50.05
3 1554976 22 14 g B34 151630 -709.81 214 374 TOE &1
21407530 22 16 B T2I3 AR T6 -671 96 165 449 3983
1 884770 22 16 B T273 T7G.E9 -595.55 1.30 347 40217

21 of 22 instances (95.5%) closed above the entry price at
some point in the next 5 trading days.

Results continue to look strong. A close above the entry has been a near certainty since
1987. But as I've discussed several times recently, smallcaps rule this time of year.
First let’s look at the Russell 2000.

Buy Russell 2000 at close 3 trading sessions before Christmas. Sell X days later.
$100k/trade. 1987 - 2008 (full histary).

X _ _ _ . o _ AL Avg | Al Avg AL
Al Met Al Total Al Winning | Al Losing Al %% WWinning Lesh Winloss

Days Profit Trades Trades Trades Profitakle

Al Al &g
ProfitFactor.  Trade

Trade Trade Featio
10 55.431.32 22 13 4 81.82 3B0O6ED| -3271.87 1.16 524 2519E1
9| B2,252.43 22 13 4 g1.82 403135 2577497 1.56 704 2329E6
8| B7,515.56 22 19 3 8636 377035 1,372 275 1740 3,069.03
7| 58FE5.32 22 2 1 0545 287476 | -1,809E0 153 3342 2 EEBEE1
6| 57,B57.99 22 19 3 8636 314688 1091 443 2803 2E2082
S| 48,041 .74 22 19 3 8636 2F1588 -553.33 473 2994 218372
4| 32,306.59 22 13 4 8182 198761 -BET &1 229 1031 146348
3| 26173.04 22 13 4 8182 152852 -335.06 4 56 2053 118968
2| 20,753.08 22 17 ] TT2Y | 1356165 -473.00 284 967 94332
1| 10,851.87 22 17 ] T2 7736 -460.40 168 571 49327

All 22 instances (100%) closed above the entry price at
some point in the next 4 trading days.
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Results are substantially stronger here. And the Russell has never gone without
providing a opportunity for a winning trade on a closing basis. Now the Nasdag.

Buy Nasdaq at close 3 trading sessions before Christmas. Sell X days later.
$100k/trade. 1987 - 2008.

X AIMet | A Totsl AL Winning| A Losing | Al % | G AvE Al Avg All &l Al vy
DEi‘}’S Profit Trades Trades Trades Profitable Whinning Losing 't-'\ﬁn.ﬂ_pss ProfitFactar | Trade
Tracde Trade Ratio
10| B4 92687 22 18 4 8182 427643 301224 1.42 .39 205122
9 7219185 22 18 4 8182 448914 215316 208 938 328145
G 78425490 22 20 2 9091 403616( 134819 3. 3009 356456
¥ 4674563 22 16 [ T273 5327554 -931 .54 345 918 212484
B 4550962 22 19 3 g6.56 258564 1224855 211 13.39 2068562
5 4369520 22 17 5 TrAT 27323 -550.21 4497 1688 1,98623
4 3232909 22 17 B TEAr 240774 -F00.a0 3m 1023 146950
3 27164 B3 22 17 3 Tr2r 7619 BTT 316 1074 1,23476
2 2455562 22 15 4 152 157275 -935.49 1.65 724 1 1MEAE
1 1250054 22 15 4 g1.52 95 62 -530.16 1.05 4.85 551 84

Since Nasdag inception in 1971 the only year
that the Nasdaq failed to close above the entry
price at some point within 5 days was 1986.

Over the last 22 years these are the strongest numbers of all. And only once since the
inception of the Nasdaq did it go without some kind of bump in the following week.

Weakness in the next day or two could be very buyable based on these studies. 1’d focus
on the smallcap indices rather than the S&P 500. These are not among the “Active
Studies List” since they won’t become active until tomorrow night. You will see it on the
list in tomorrow’s Letter.

I have updated the Aggregator chart below.
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http://quantifiableedges.blogspot.com/2008/07/quantifiable-edges-aggregator.html
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The rally on Monday was strong enough to drop the black Differential line back below 0.
This indicates that the SPX has outperformed expectations over the last few days. The
green Aggregator line is showing a positive expectation from the studies over the next
few days. In other words, while expectations are bullish, the SPX is already overbought.
This is considered a neutral configuration as both lines are on opposing sides of 0. The
neutral configuration caused the Aggregator System to go flat at the close Monday. The
Aggregator System has now fought out of the drawdown it was in and is again hitting
new highs. The performance spreadsheet is updated after each trade and can be found on
the Systems page. | also updated the file with the full Aggregator and Differential history
tonight going back to Feb 25, 2008. Subscribers can download that file off the Historical
Data Download page at any time if they want to conduct their own research on the
Aggregator.

Looking ahead to tomorrow the Seasonal Christmas study will be set to keep net
expectations positive. Meanwhile the Differential value will have some downward
pressure as Thursday’s selloff will be exiting the calculation. The Differential pivot
value will be about 1,102.3. It would take a close below that to move the black
Differential line positive tomorrow. Wednesday the pivot target should be a bit easier to
reach near the 1,108 level.

Intermediate-term Outlook (2 weeks — 2 months)— updated 12/14 —somewhat bullish
Similar to last week the market is still stuck in a range and not much has happened to
change my outlook. | can’t imagine turning bearish unless there is a breakdown in price.
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From a breadth standpint the Advance/Decline line did eek out a new high this week so
there is no longer a bearish divergence there. The net new highs still has a ways to go to
resolve its divergence since October, so from a breadth standpoint we can’t completely
breath easy just yet.

The Nasdag/S&P 500 Relative strength indicator still favors the Nasdag and the Nasdaq
managed to increase its lead this week. It did so by finishing positive while the S&P was
down slightly. You’ll recall that the Nasdaqg leading has been a much more favorable
relationship since the inception of the Nasdag. This was shown in detail in the blog in
earlier this here. Click here to view that study.

The dollar rally continued in a big way and it now appears to be a bit overdone short-term
The market has held up considerably well despite the rally. The fact that the dollar is
now overdone and possibly set up for a pullback does provide short-term hope for the
market. A pullback in the dollar would likely be accompanied by a market rally based on
the inverse relationship that has existed over the past couple of years. If the dollar pulled
back and the market failed to rally then that might suggest a decoupling or a shift in the
relationship was beginning. | say this since the market has also managed to hold up well
versus the recent rally. I’'m getting a bit ahead of myself though. Basically, | view the
fact that the dollar is overbought and could potentially pull back sharply here a possible
positive for the market over the next few days.

So leadership remains positive, breadth is improving, and the dollar could pull back and
provide a boost. Also price has yet to break down. Seasonality remains positive for the
next 2 weeks — especially among smallcaps. The shrinking volatility noted in the short-
term section could be a negative even over the intermediate-term. Also the VIX:VXV
ratio (recently unreliable) is suggesting a possible selloff. While signals are a bit mixed
evidence doesn’t appear compelling enough yet for me to flip to the bearish side.

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
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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.

IWM - buy % index share at $61.20 LIMIT ON CLOSE. Looking to take advantage of
seasonality and a positive Aggregator should the overbought condition subside some.

Active Trades Table

Symbol Entry Date |Entry PricdqCurrent Pr{% Gain/Lo{Stop Notes
SPY(1/4) 12/18/2009] $109.63 | $110.76 1.03% sold on open
IWM(1/4) 12/18/2009 $60.62 $61.99 2.26% sell tomorrow

My quick SPY exit left some on the table, but it turned out a decent trade anyway. WM
is looking much better, but I will look to take profits on that tomorrow morning.

IWM — SELL @ $61.75 limit. I’m looking to exit IWM at the open. If it opens lower |
will sell as low as $61.75. If not filled early, | may adjust this exit idea later in the
morning. Right now futures are trading higher so hopefully that continues into the open.
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