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Market Overview 
 
 
 

  
Tonight’s Research Points 

• The VIX being 40%+ above its 10ma is very rare and has previously been 
followed by a short-term market rise.. 

• Such sharp pullbacks from 100-day highs are often followed by a bounce. 
• Strongly negative McClellan Oscillator readings following a new high in the A/D 

line are often followed by a bounce. 
• The Aggregator System remains long. 

 
Short-term Outlook – updated 1/25 
The Bottom Line 
VIX action, price action and breadth are all suggesting a bounce is likely.  The market is 
exhibiting behaviors that have rarely been seen before.  While the market should bounce 
based on tonight’s research risks are elevated under such abnormal conditions. 
 
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
January 25, 2010 VIX, price, or breadth studies 1-7 days Bullish 4.20%
January 22, 2010 2:1 negative breadth for 2 days 1-8 days Bullish 2.10%
January 22, 2010 50 high to 8 low in 2 days 1-4 days Bullish 1.60%
January 22, 2010 VIX 20% above 10ma. 1-7 days Bullish 2.50%
Active - Long Term
January 13, 2010 No bearish divergence at high int. term Bullish
December 23, 2009 SPX and TNX hit 50-day high 1-10 weeks
December 7, 2009 Nasdaq Leading S&P int. term Bullish
Dropped Tonight  
December 2, 2009

Bearish

VIX:VXV crosses below 0.9 2-5 months
December 23, 2009 Low p/c without strong SPX rise 1-5 weeks

Bearish
Bearish  

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



The Evidence 
The selling that began on Wednesday accelerated over the last 2 days and Friday saw 
some sizable drops for the major indices.  The SPX fell 2.2%, the Nasdaq lost 2.7% and 
the Russell 2000 fell 1.8%.  Breadth was again extremely weak.  The NYSE Up Issues % 
came in at 18% and the Up Volume % was 12%.  Total volume was down a little from 
Thursday’s levels, but still above average. 
 
Thursday night I was of the opinion that the market was nearing a bounce and I began 
getting positioned to take advantage of it.  Friday proved me early.  I spent a good 
amount of time this weekend examining a multitude of studies.  The evidence all suggests 
this move is already overdone.  Based on what I saw it appears there is a strong chance a 
bounce will happen very soon.  Not only has the price move quickly become extended, 
but breadth measures and the VIX are also strongly suggesting an upside edge.  I’ll go 
through some of the more compelling studies and charts below. 
 
After spiking higher for 2 days in a row the VIX is now more than 40% above its 10-day 
moving average.  While not unprecedented, this is highly unusual.  It has only happened 
4 other times.  Twice it occurred while the SPX was trading below its 200ma, and twice 
above.  Rather than examine the stats of the very few instances, I thought charts might be 
more helpful. 
 
Although I don’t consider these great comparisons to the current environment I’ll first 
show the 2 instances where the SPX was already in a downtrend.  These were 4/4/94 and 
9/17/2001. 
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September 17th was the 1st day the market opened following the 9/11 attacks, so a 
massive VIX spike there was certainly not a surprise.  This instance saw 4 more days of 
selling but in both cases above the market was very close to a short-term bottom. 
 
Let’s now look at the 2 instances that occurred above the 200ma – which in my opinion 
are more relevant.  These are 10/27/97 and 2/27/07. 
 

 
 
 

Hanna Capital Management, LLC                16 Hillcrest Rd., Medfield, Massachusetts   02052                            781-956-6952 



 
 
This 2/27/07 incident saw a bit more selling in the few days that followed and the initial 
bounce quickly led to a retest, but in both cases the selling was very near an end. 
 
In the past we see that such spikes have 1) been rare, and 2) have shortly been followed 
by a rally.  What needs to be kept in mind is that we’ve already stepped into some rarified 
air.  The market SHOULD have bounce on Friday.  It didn’t.  It SHOULD bounce in the 
next few days.  There’s no guarantee when you get into situations like this where 
historical precedents are few. 
 
Let’s look at the current selloff a few different ways as well.  You’ll see this theme of 
SHOULD bounce, but with few precedents, is consistent across several types of 
indicators. 
 
First let’s just look at other sizable price drops from 100-day highs.  Again, you’ll see this 
sharp move down has little company. 
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Most compelling about these stats are the profit factors.  Not only do the winners swamp 
the losers but the wins are also much bigger.  This is reflected in the profit factors and 
suggest that in similar cases upside rewards have largely outsized downside risks.  Here 
too I thought subscribers would get a better feel for potential action by looking at past 
charts rather than just a stats table.  All 9 instances are shown below along with some 
brief notes. 
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So what do I find notable about the above?  In no case are you seeing the beginning of a 
bear market.  Most of the time the selling has been just about done.  10/79 and 12/82 
would have caused the most short-term anxiety.  2000 and to a lesser degree 4/99 were a 
bit of a warning of things to come as the market struggled soon after.  The song remains 
the same as with the VIX.  These times are rare.  The market SHOULD bounce.  Without 
a lot of precedent, there is some extra risk, though. 
 
I did look at price action one other way as well.  In the November 2, 2009 blog post I 
examined whether a very bad Friday might lead to a Monday crash, as happened in 1987.  
This Friday didn’t quite qualify for those parameters, but I instead decided to examine the 
Friday drop in terms of ATR.  I don’t use ATR as often as % move.  The primary reason 
is that when trying to generate expectations, ATR isn’t usually as predictive.  It’s tough 
to know how volatile the previous markets were.  Often big ATR moves happen in 
environments with low volatility.  Anyway, I found the test below interesting enough. 
 

 
 
With so few parameters seeing an 80% win rate on day 1 is quite impressive. 
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So price action and VIX action both are suggesting the market should bounce.  But the 
most compelling argument for the bull side in my eyes is breadth.  Just a few short days 
ago the A/D line was hitting new highs along with price.  The % of new 52-week highs 
was also hitting new highs.  I spoke of how previous bear markets have always begun 
well after there has been a divergence in at least one of these measures.  This implied an 
immediate top was unlikely.   
 
One of my favorite breadth indicators is the McClellan Oscillator.  When doing long-term 
analysis the Ratio Adjusted McClellan Oscillator is more useful, so that is what I used 
below.  For those unfamiliar with the McClellan Oscillator, or if you just want to learn 
more about it, I’d suggest checking out the McClellan’s site.  The learning center has a 
bevy of information, and the work done there is very good.  Here’s a link to the learning 
center: 
 
http://www.mcoscillator.com/learning_center/ 
 
The Ratio Adjusted McClellan Oscillator fell to about -78 on Friday (using Tradestation 
data).  I decided to look at other times a reading this low was achieved so soon after the 
A/D line had made a new high.  Results below. 
 

 
 
Recognize the theme?  Very few instances.  Strongly bullish implications.  Here’s the 
charts again. 
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These pictures look generally similar to the earlier tests and suggest a bounce is near.  I 
also decided to loosen the parameters and test varying levels for the McClellan Oscillator 
using a 3-day exit strategy.  Those results are below: 
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Even with a less extreme McClellan Oscillator you’re looking at a good chance of a 
quick bounce. 
 
So price, breadth and VIX action are all suggesting a bounce is imminent.  There has 
never been such a confluence of these indicators as we are seeing right now.  To get some 
kind of risk/reward estimate I ran a study using all 3 of the above tests (VIX 40% > ma,  
the 5% price drop and the McClellan < -75).  Those combined results are below: 
 

 
 
Bottom line here is that I’m very bullish on the short-term prospects.  I think we are 
going to see a bounce this week and I think it will start in the next 1-2 days in all 
likelihood.  I think if you’re a short-tem trader then being short at this point in time 
carries huge risk.  If you’re long then you need to keep in mind that we are far beyond 
“normal” market conditions already.  Once you reach such rarified air, risks tend to rise.  
Don’t overbet here.  There’s nothing wrong with reducing position size when things get 
hairy.  That said, it isn’t my style and I’ll be looking to get all-in from an index trading 
standpoint. 
 
I strongly recommend traders take a good look at the above charts when considering how 
aggressively they’d like to be positioned – if at all. 
 
I have updated the Aggregator chart below.   
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With all the bullish studies now active the green Aggregator line is solidly above 0.  This 
illustrates net expectations over the next few days are positive.  The big decline the last 3 
days has caused the black differential line to spike dramatically.  This shows that the SPX 
has severely underperformed expectations over the last few days.  Both lines above 0 has 
historically provided a short-term bullish edge.  This configuration leaves the Aggregator 
System long. 
 
Barring some big moves and strongly bearish studies the Aggregator is expected to 
remain in a bullish configuration tomorrow.  The green Aggregator line is currently 
projected to remain close to its current level.  For the black Differential line to flip 
negative it would take a close at or above 1,133.75 on Monday.  I’m looking for a multi-
day bounce at this point. 
  
Intermediate-term Outlook (2 weeks – 2 months)– updated 1/25 –somewhat bullish 
With all the charts we looked at in the short-term section I don’t intend to delve into great 
detail here tonight.  Just a few quick points. 
 
Bear markets typically don’t begin when 1) breadth stats have been solid and the uptrend 
has been hitting new highs, or 2) the VIX spikes anywhere near the amount it already has. 
 
Uptrend lines and some key moving averages (20, 50) have quickly been broken.  This 
could be a warning similar to the 1/4/2000 selloff we looked at above.  The market didn’t 
top for another few months there, but that was the 1st sign of weakness. 
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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 
 
The action the last 2 days would often bring about a few Catapult trades.  To this point 
nothing has appeared.  If the market were locked in a long-term downtrend, this would 
concern me and I would wait for the CBI to spike a bit before allocating aggressively.  
Large CBI spikes in long-term uptrends are quite rare and I don’t find the lack of 
Catapults discouraging. 
 
Additional New Trade Ideas 
A full listing of system triggers can be found at the system triggers page each night.  I 
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. 
 
VXX – short @ $31.89 limit. This is another way to play a possible market bounce.  Even 
a very slight SPX bounce should lead to a drop off in the VIX over the next few days.  
Careful with size here.  Keep in mind VXX rose almost 9% on Friday.  It’s capable of 
strong moves. 
 
SPY – buy ¼ index position @ $109.50 
 
SPY – buy ¼ index position @ $109.21. 
 
I want to get longer and if we gap up Monday I’ll be looking to enter even prior to a gap 
fill.  The 2nd lot I will demand a decent price for. 
 
Active Trades Table 
Symbol Entry Date Entry PriceCurrent Pri% Gain/LosStop Notes
SPY(1/4) 1/22/2010 $111.20 $109.21 -1.79% Aggregator
SPY(1/4) 1/22/2010 $111.20 $109.21 -1.79% Aggregator
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