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Tonight’s Research Points

e The VIX being 40%+ above its 10ma is very rare and has previously been
followed by a short-term market rise..
e Such sharp pullbacks from 100-day highs are often followed by a bounce.

e Strongly negative McClellan Oscillator readings following a new high in the A/D
line are often followed by a bounce.

e 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 Bearish

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

Dropped Tonight

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

December 23, 2009 Low p/c without strong SPX rise 1-5 weeks 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

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 1 was of the opinion that the market was nearing a bounce and | began
getting positioned to take advantage of it. Friday proved me early. | 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 | 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, | 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 17" was the 1% 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.
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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.

SPX 5-day intraday high = 100 day high. Today SPX closed 5% below its 5-day intraday high.
Buy on close. Sell X days later. $100k/trade. 1960 - present.

X BIEMet | Al Total AL dnning Al Losing | Ak | ol AvE Al Ava - Al Al dorg | O Mex | AL Max
DBYS Profit Trades Trades ¢ Trades ¢ Profitable V\Tﬂpal:;gg LTDr:IEI;eg N;;%SS ProfitFactor Tradeg I?ror::g V‘.‘rq:al:;l;g
12 2308672 a g 1 8689 344694 -448877 077 §14 256519 -448877 B21944
11| 2157337 a 7 2 7778 385294 -2593560 1.43 500 239704 502970 727500
10| 2335148 a 7 2 7778 419030 -2,850.32 1 46 510| 259481 461214 BE65.4

9 192136 3 7 2 7778 361624 -3,049.39 113 415 213485 477347 663000

8 2011017 a & 3 BE67| 440515 -2,106.32 2.09 418| 2723445 435591 639750

7| 2453069 a 7 2 7778 4104719 -2,099.33 196 §.84| 272563 351130 715500

6 1554496 a 7 2 7778 326084 -1,39047 1 64 573 209388 237712 B.04323

5| 2087362 a 7 2 7778 349585 155568 2.09 73| 231996| 152208 BE25T

4 1532182 a 7 2 7778 291165 -2,52986 115 403 1,70242| 305732 518749

3| 1377645 a 7 2 778 267426 -2ATOET 1.08 379 153084 310028 533918

2 1091797 a & 3 B667| 227853 -917.74 243 497 121311 156804 359128

1| B964.69 3 7 ) 7TIE| 1,39235 | -1,250.88 1.08 378 773E5| 2268450 273379
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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 | 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 | 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 |
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 | instead decided to examine the
Friday drop in terms of ATR. | 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, | found the test below interesting enough.

Today is Friday. The SPX falls more than 1.5 times yesterday's 20-day ATR.
Buy on close. Sell X days later. $100k/trade. 1989 - present.

A _ _ _ . o _ All Awg | Al Avg Al
All: Met All: Total A1 Winning | Al Losing All: 9% Winning Leslrg Winloss

All: Al Ay
Days Profit Trades Trades Trades Profitable

ProftFactor . Trade

Trade Trade Fistio
5| 16,565.45 20 13 7 E5.00 216077 | -1646.36 1.3 244 g28.27
4| 1203652 20 12 g E0O0 175852 113321 1.55 2.33 B0 .53
3| 8E4d412 20 11 9 5500 165079| 105717 1.56 1.91 432.21
2| B 71308 20 12 g 000 122539 -993.95 1.23 1.34 FI5ES
1| 7933.87 20 16 4 80.00 T04.15 -520.62 0.86 343 39919

With so few parameters seeing an 80% win rate on day 1 is quite impressive.
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http://quantifiableedges.blogspot.com/2009/11/do-very-bad-fridays-set-up-crash.html

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. | 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 | used
below. For those unfamiliar with the McClellan Oscillator, or if you just want to learn
more about it, 1’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). | 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.

SPX closes above 200ma. Ratio adjusted McClellan Oscillator < -75. The NYSE Adv/Decl
line 5-day high = the adv/decl line 50-day high.
Buy SPX on close. Sell X days later. $100kitrade. 1969 - present.

X . . . . . . . Al Ay Al Ay All: . . Al Max Al Max
'Days  ‘maw | e ot Tader  promace | VTG | Losna wintoss ol SRS Losng  yinng
Trade Trade Ratio Trade Trade

1 1387011 4 4 ] 10000 346753 0.00 100.00 10000 346753 000 707400

9 1284736 4 4 a 10000 3.211.84 0.00 100.00 10000 321134 000 740100

& 11,7270 4 4 a 10000 2831.75 0.00 100.00 10000 283175 000 575300

7 10,939.02 4 4 a 10000 273476 0.00 100.00 10000 273476 000 545300

E 1065212 4 4 ] 10000 2E63.03 0.00 100.00 10000 266303 000, 473300

5 842294 4 3 1 7500 281202 -13.13 21417 B4250 210574 1343 493900

4 730385 4 4 ] 10000 1,82596 0.00 100.00 10000 152596 000, 386200

3 51354 4 4 a 10000 1,278.49 0.00 100.00 10000 127849 000 3068400

2 41563 4 3 1 7500 148405 -295.93 5.01 1504 103903 -295483 0 216500

1 354152 4 4 ] 100.00 885.38 0.00 100.00 100.00 89538 000, 117059

Dates were 2/22/71, 7/17/03, 6/7/07, and 9/2/09.

Recognize the theme? Very few instances. Strongly bullish implications. Here’s the
charts again.

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



http://www.mcoscillator.com/learning_center/

TradeStation Chart Analysis - S$5PX.X Daily [CBOE] SEP 500 Index

2122(71

FEFE - Dally CBOE L=109176 -24 72 -221% B=1091.19 A=1082.08 O=1115.43 Hi=111343 Lo=109018 %=0 Mov Avg 1 Line (Close 200,00 1007 02

F96.00

F95.00

r94.00

Fe3.00

re2.00

Fa1.00

T T
Feh g =1 g

=
=

4l 23 13 2 2 29

[

TradeStation Chart Analysis - SSPX.X Daily [CBOE] S&P 500 Index

WM'

67107

M

m"\lm

SRR - Daily CBOE L=1091.76 -24.72 -2.21% B=1091.19 A=1092.09 O=1115459 Hi=111349 Lo=109018 =0 Moy 2vg 1 Llne[CIOSE2UUU] 1007.02

F1,440.00

1 420,00

1,400.00

1 ,380.00

F1,240.00

F1,520.00

F1,200.00

F1,480.00

1,460.00

T T T T
Feh hlar Ay Mdary Jun Jul

|~

|

Hanna Capital Management, LLC 16 Hillcrest Rd., Medfield, Massachusetts 02052

781-956-6952




TradeStation Chart Analysis - $SPX.X Daily [CBOE] S&P 500 Index 0] FEX
FSPR K - Daily CBOE L=1091 76 -24 72 -221% B=1091.19 A=1092.09 O=111549 Hi=111543 Lo=109015 %=0 Mov &vg 1 Line (Close 200,07 100702

1,007 .02
F1,000.00

res0.00

717103

Fe00 0o

I>

TradeStation Chart Analysis - SSPX.X Daily [CBOE] S&P 500 Index 0] CBEX
FSPW - Dailly CBOE L=1091.76 -2472 -221% B=1091.19 A=1092.09 O=1115.49 Hi=111549 Lo=1090.18 “=0 Mowv dvyg 1 Line (Close 20000 1007.02

-
A W

i o
V[Pﬂrb{ 912109 :98””
u i)

940,00

Fe20.00
a0 0o

FEE0.00

T T T T T T
IL Jun Jul Aug Sep oOct Moy
< |

These pictures look generally similar to the earlier tests and suggest a bounce is near. |
also decided to loosen the parameters and test varying levels for the McClellan Oscillator
using a 3-day exit strategy. Those results are below:

1>
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SPX closes above 200ma. Ratio adjusted McClellan Oscillator < X. The NYSE Adw/Decl line
5-day high = the adv/dec! line 50-day high.
Buy SPX on close. Sell 3 days later. $100k/trade. 1969 - present.
) ) ) . ' . ) Al Avg Al Avg All; ' '
X 'aljlroi;l:t 'a}llr.a.rdcgzl A".T:gﬁdnensmg A?rggzgg Prillﬁzéle Winning Losing Win.l'l.pss Profﬂglllédor AT"Fa'ac\!\;g
Trade Trade Ratio

5,113 94 4 4 0 10000 127849 000 10000 10000 127849
=70 B7YSA7 5 a ] 10000 1,335519 0.00 100.00 10000 1,355.19
65| 769248 & 7 1 8750 110040 1033 10652 74567 96156
60 10,5117 a & 1 g889 131526 1033 12732 101860 116787
-55| 1195648 12 10 2 §333 | 1,206.31 -53.29 2264 11318 99637

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 | 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:

WIX, price, or breadth study from above triggers.
Buy on close. Sell X days later. $100k/trade. 1969 - present.
X Al Met | Al Total |8l wWinning| Al Losing | Ao | S AYD | Al Avg Al Al Al Ao
DaYS Profit Trades Trades Trades Profitakle Winning Losing 'I.r“\ﬂnﬂ__nss ProftFactor  Trade
Trace Trace Fatio
11| 3785310 15 1 4 7333 403270 -160166 252 692 253021
10| 40,751 34 15 12 3 8000 399637 -2401.71 1 66 BE6 271676
9| 3335226 15 13 2 8667 341940 -3049.89 142 729 255682
& 3908143 15 12 3 8000 373185 -2106.82 1.79 7TAG 250410
7| 43716502 15 13 2 8667 | 364336 -200933 1.74 1128 287767
B 15 12 3 8000 339534 -1 49667 227 a08| 241734
5| 36,108.01 15 1 4 7333 380885 89733 4.02 1106 240720
4| 2775002 16 13 3 8125 2EE04T 227571 147 S06 1,73433
3| 2133502 16 13 3 8125 242509 -1930.40 1.40 477 136484
2| 22085177 19 13 & B3.42 213584 9523 2.24 436 116062
1| 17833 4 23 18 5 7826 131791 -116780 113 406 77754

Bottom line here is that I’m very bullish on the short-term prospects. | 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. | 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. 1’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 | 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 1% 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 | would wait for the CBI to spike a bit before allocating aggressively.
Large CBI spikes in long-term uptrends are quite rare and | 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. |
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 ¥ index position @ $109.50
SPY — buy Y4 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 2" lot I will demand a decent price for.

Active Trades Table

Symbol Entry Date |Entry Pric§gCurrent Pr{% Gain/LojStop 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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