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Market Overview 
 
 
 

  
Tonight’s Research Points 

• The 1st day of the month carries a seasonally bullish bias. 
• The 1st day of month bias is increased when the previous month closes down th 

last 2 days. 
• 4 lower lows while the SPX is above its 200ma has historically had bullish short-

term implications.  Even more so when it coincides with a 20-day low like now. 
• Failed gaps up in SPY that also close poorly on the day have led to short-term 

upside. 
• The Ratio Adjusted McClellan Oscillator remaining below -60 for six days in a 

row has led to short-term struggles and intermediate-term selling. 
• The SPY average true range has expanded to a point that has often been followed 

by upside. 
• The Nasdaq/S&P 500 indicator tracked on the charts page now shows the S&P 

leading.  The effectively changes the signal from bullish to neutral. 
• The Aggregator System remains long. 

 
Short-term Outlook – updated 2/1 
The Bottom Line 
Despite overbought conditions and numerous studies and indications suggesting the 
market should bounce the selloff has continued.  At some point soon we should see a 
strong multi-day rally here.  The Aggregator and most short-term indications suggest a 
bounce.  We are well outside of historical norms right now, though. 
 
 
 
 
 
 



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
February 1, 2010 4 Lower Lows & 20-day low 1-8 days Bullish 2.50%
February 1, 2010 Failed Gap Up Bottom 10% Close 1-8 Days Bullish 4.50%
February 1, 2010 1st Day of Month 1 day Bullish
January 29, 2010 Outside day down bottom of range 1-6 days Bullish 2.40%
January 28, 2010 False Breakdown >200ma & <10ma 1-5 days Bullish 2.30%
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%
Active - Long Term
February 1, 2010 McClellan -60 for 6 days in a row 1-20 days
January 13, 2010 No bearish divergence at high int. term Bullish
December 23, 2009 SPX and TNX hit 50-day high 1-10 weeks
Dropped Tonight  
December 7, 2009 Nasdaq Leading S&P int. term Bullish

Bearish

Bearish

 
If the avg max move is achieved the study will appear in bold italic blue and no longer be 
active.   
 
The Evidence 
Another day another failed attempt to bounce.  After gapping up to start the day the 
market moved higher for the 1st hour but then peaked.  From 10:30 until 4pm selling 
dominated.  The S&P and Russell 2000 lost 1%, and the Nasdaq dropped 1.5%.  Breadth 
was solidly negative as the NYSE Up Issues % came in at 31% and the Up Volume % 
was 28%.  Total volume rose on both exchanges. 
 
There’s quite a bit to talk about tonight.  First I’ll cover some seasonal tendencies that 
appeared in the Quantifinder.  I’ve discussed numerous times before that the 1st trading 
day of the month has had a bullish tendency.  I last went over it in detail in the July 2009 
blog post.  Below is a graphic from that post that broke it out by month: 
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February has been in line with most other months according to the graphic.  Also notable 
is that the market has fallen the last two days of January.  I looked at 2 down days to 
finish a month back in the October 1, 2009 letter.  I’ve updated those results below. 
 

 
 
So there seems to be some seasonal tug that could help out at least on Monday.  How 
much that will matter in the face of recent declines remains to be seen.  On top of the 
bullish studies we’ve seen over the last few days, I’m seeing some new price-based 
studies popping up.  The SPX has now made 4 lower lows.  In the May 9, 2008 blog I 
showed a study that examined 4 lower lows.  It broke it out above and below the 200ma.    
Updated results above the 200ma are below: 
 

 
 
Results here are fairly bullish.  Not only have we made 4 lower lows, though, but the 
market is also making new intermediate-term lows.  Using the 20-day time frame I 
filtered the above study a bit further to see how the results might change. 
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What we see here is that when the selling is also accompanied by a new intermediate-
term low, the bullish implications tend to be quite a bit stronger. 
 
Another study that popped up with regards to the price action looked at failed gaps 
higher.  This was found in the 5/12 and the 12/4 subscriber letters.  I’ve updated the 
statistics again below. 
 

 
 
While such failures are often viewed as bearish using classic technical analysis, I’ve 
found strong bullish tendencies in cases like this and other similar studies over the years. 
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So again we see a good amount of evidence suggesting the market is likely to rise over 
the next few days.  Obviously not everything is looking up, though.  For one, the market 
has basically been ignoring all suggestions of a bounce for the last 6 days.  Last weekend 
the selloff was already looking quite extreme based on sentiment, breadth, and price 
measures.  Using the VIX, the McClellan Oscillator, and some simple price-based studies 
I was able to identify 14 other instances throughout history where the market pulled back 
to a similar degree from a high level.  I also noted that while all of the 14 instances 
showed at least one of the characteristics I studied, none of them had seen all 3 occur as 
we were seeing at the time.  Of the 14 instances shown, there were only 2 that failed to 
bounce in a meaningful way almost immediately.  Below again are the 2 charts of the 
“failures”. 
 

 
 
In 1979 we saw a sharp pullback of at least 5% coming right after the market hit a 50-day 
high.  In this “worst case” scenario the market dropped for an additional 8 days before 
bottoming and embarking on a new rally. 
 
The 2nd “failure” was from 2/27/07.  This pullback appeared because, like last week, it 
also led to a spike in the VIX that put it 40% above its 10ma. 
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This one actually began to put in a multi-day bounce after 4 days.  The low was then 
retested a week later before the market’s uptrend was resumed.  So either the market 
begins to bounce here very shortly or we will be putting in a new “worst case” scenario. 
 
This leads me to the bearish study that arose this weekend.  It’s quite rare to see breadth 
act this poorly for such a sustained period of time.  I noted the low level in the McClellan 
Oscillator in last weeks study.  Without a decent bounce this past week, the Ratio 
Adjusted McClellan Oscillator has remained below -60 now for 6 days in a row.  I looked 
back at other times this has happened and found the following results: 
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This test suggests bearish implications for both the short and intermediate-term.  Four 
weeks later only 25% of instances were trading higher and the market was down 2% on 
average.  The average losing trade was down 4.5% over the next 4 weeks. 
 
When seeing this I thought, “But how often might you see such negative readings when 
the market is in an uptrend?  Do such implications not hold true now because we are 
trading above the 200ma?”  So, as with most things, I tested it: 
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First, I was surprised to see that there has been a as many occurrences above the 200ma 
as below.  Short-term implications no longer appear bearish, but instead are more 
random.  Certainly not bullish though.  Looking out over the next month it appears there 
is almost no difference between the cases above and below the 200ma.  Consistently 
weak breadth as measured by the Ratio Adjusted McClellan Oscillator has led to 
consistently weak returns over the intermediate-term.  I have therefore elected to include 
this study in the intermediate-term section of the active studies list and ignore short-term 
implications for now. 
 
From a short-term perspective there is still a fair amount to absorb.  I have updated the 
Aggregator chart below.   
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Not much change to the Aggregator formation from Thursday.  We see the green 
Aggregator line is squarely above 0, illustrating the net bullish expectations from the 
active studies over the next few days.  The black Differential line is also well above the 
flatline as the SPX has strongly underperformed expectations over the last few days.  
When the market is oversold versus expectations and current expectations are positive 
then that is considered a bullish configuration.  Both lines above zero means the 
Aggregator System remains long from Thursday’s close. 
 
Looking ahead it will likely take a multi-day bounce from here in order to change the 
Aggregator formation.  The green Aggregator line is set to remain bullish over the next 
several days unless some new short-term bearish studies begin to emerge and we see 
some bullish ones drop off.  The pivot level for the black Differential line will be 
1,102.36 on Monday.  In other words it will take a close at or above this level in order to 
flip the black Differential line negative.  That’s almost a 3% move from where the SPX 
now stands. 
 
Intermediate-term Outlook (2 weeks – 2 months)– updated 1/25 –neutral to bullish 
Other than the McClellan Oscillator study mentioned in the short-term section tonight, 
there were a few other notables from an intermediate-term perspective. 
 
First, the extremely sharp selling in the Nasdaq this week cause the Nasdaq/S&P 500 
Relative strength indicator to move on Friday.  The S&P is now exhibiting relative 
strength over the Nasdaq.  This is not necessarily a bearish configuration, but rather 
neutral.  Most of the market’s gains over the years have come with the Nasdaq leading. 
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One study that popped up in the Quantifinder tonight looked at the fact that the 10-day 
average true range of the SPY had now increased to greater than 1.25 times the 100-day 
average true range.  In the 9/29/08 Letter I looked at range expansions above certain 
levels.  I’ve copied those results below (not updated): 
 

 
 
We see in the table that 1.25 times does suggest bullish implications, but if we see range 
expand even further then those implications would become even more bullish.  Below is 
an updated detailed breakdown of the 1.25x level. 
 

  
 
Implications are bullish, but not overwhelmingly so. 
 
This pullback so far has been quite extreme.  We are beginning to run low on historical 
comparisons.  Additionally, we are now starting to see some signs that it could be 
negative for the intermediate-term.  These include the McClellan Oscillator study from 
the short-term section and the switch in the Nasdaq/S&P Relative Strength model. 
 
Despite this, I’m still of the opinion that it is unlikely a new bear market has begun.  In 
the study of tops I referred to several times over the last few weeks we found that all 
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previous major tops showed sign of a weakening market prior to the ultimate price high.  
This was seen using breadth indicators like the New 52-Week High % and the 
Advance/Decline line.  In every case there was a divergence in place prior to ultimate 
high.  There was no such divergence this time.  It’s now looking very possible that this 
current pullback may be a warning of things to come.  The oversold studies should 
eventually kick in here and lead to a very sharp bounce.  I would be surprised if the 
market didn’t manage to hit new highs in the next few months.  What very well may 
happen, and what traders should be careful to watch out for, is that the next high may 
come with a breadth divergence.  Damage is already being done to the A/D line.  When 
the price rises again, if this damage in unable to correct itself, we may THEN have the 
makings of a major top in place that could lead to the next big bear move. 
 
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 
 
Still no Catapults – and not much is even close. 
 
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. 
 
No new trade ideas tonight. 
 
Active Trades Table 
Symbol Entry Date Entry Price Current Price % Gain/Loss Stop Notes
SPY(1/4) 1/26/2010 $109.31 $107.39 -1.76% Aggregator
VXX(s) 1/25/2010 $31.89 $31.64 0.78%
SPY(1/4) 1/25/2010 $109.50 $107.39 -1.93% Aggregator
SPY(1/4) 1/22/2010 $111.20 $107.39 -3.43% Aggregator
SPY(1/4) 1/22/2010 $111.20 $107.39 -3.43% Aggregator  
 
 
VXX Trading System Discussion 
While the SPY trade has taken it on the chin the last few days, the VXX trade is holding 
up very well despite the continued freefall of the SPX.  VXX has just now been a traded 
security for one year.  In that time it has steadily declined as volatility has fallen.  But in 
reality it has done much worse than the VIX.  On Jan. 30, 2009 the VIX closed at 44.84.  
Friday it closed at 24.62.  This means it has dropped 45% over the last year.  Much more 
dramatic than that is the action in the VXX.  On 1/30/09 it closed at 104.58.  On Friday it 
closed at 31.64 for a whopping 70% decline.  As a security the VXX has performed 
horribly.  Some of this may have to do with expenses associated with the ETF.  Some of 

http://quantifiableedges.googlepages.com/CatapultandCBI.ppt-voice2.ppt
http://www.quantifiableedges.com/members/systems.php


it has to do with its structure.  When I asked Bill Luby of the excellent VIX and More site 
about VXX a while back he provided the following explanation… 
 
In a contango (normal) environment, the VIX futures prices tend to slope upward the 
farther you go out in time to reflect greater uncertainty.  When that happens, each day the 
VXX rebalances it sells 1/30 of the front month position and replaces it by adding 1/30 to 
the second month position at a higher price… 
 
Bill then pointed out that this would effectively erode the price of VXX over time.  He 
then explained further… 
 
Of course the VIX is not always in contango.  Sometimes the term structure is flat and 
sometimes it is in backwardation where the front month is more expensive than the back 
month (especially after a VIX spike).  In these instances, the ETF would be making a 
profit in its daily roll/rebalance trade, as it would be selling the more expensive month (or 
at least 1/30 of that position) and replacing it with a cheaper month.  
 
VIX futures were regularly in backwardation following the launch of VXX… 
 
So in a contango environment, erosion in VXX is expected.  Although the amount of 
erosion we’ve seen is actually very large compared to what many people expected.  I 
should also note that despite the recent VIX spike the futures are still in contango. 
 
All these factors combine to make VXX a horrible security to trade from the long side, 
but in the right environment a VERY good one to trade from the short side.  Let me 
demonstrate with a few simple examples.  I’ve run all these strategy tests back to 1/30/09 
which was the inception the VXX.  One other thing to keep in mind here is that the VIX 
often has a high negative correlation to the SPX. 
 
First let’s look at how you would have done over the last year buying every 10-day low 
in the SPX and the selling when it closed at a 10-day high. 
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Largely thanks to the incredible bull run since March this has been a very good strategy.  
The 1st trade was a tough one, though. 
 
Now instead of using an SPX stretch as the trigger, lets use the VXX instead and see how 
that would’ve worked out. 
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Results here are very similar and some of the dates are even the same.  Lastly, instead of 
trading the SPX let’s use the above signal to trigger short trades in the VXX. 
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Here we see a huge difference in the trades.  Even the 1st trade changed from a 9% loss 
into a 2% gain.  The rest all did significantly better using the VXX as well.  What we’re 
seeing is a result of increased beta combined with what could be described as a poorly 
designed deteriorating asset providing a short-side edge.   
 
Obviously if the market goes into a nose dive a spike in VXX could be massive.  
Conservative position sizing and protective stops would seem very appropriate to protect 
against a volatility explosion.  Working the short side using VXX in lieu of trading SPX 
based on an overbought VIX signal does seem to provide a substantial edge.  Traders 
may want to consider putting this one in their bag of tricks.   
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