QUANTIFIABLE EDGES
SUBSCRIBER LETTER

ASSESSING MARKET ACTION WITH INDICATORS AND HISTORY

January 11, 2010 Volume 3 Issue 6

Market Overview

Quantifiable Edges 1-day Risk/Reward Outlook Quantifiable Edges 7-day Risk/Reward Outlook
Bulish  Bearish _

504 03 2 4 0 1 I

Bearish Bullish

Tonight’s Research Points
e | examine noted extremes such as the low equity put/call ratio on Friday, the
RSI(2) close over 90 with the low HV and the 5 higher highs at a new high. In
every case the edges are just no substantial base on the current market position.
e The number of NYSE new 52-week highs need to be monitored. It is very close
to suggesting a continuation of the intermediate-term uptrend.
e The Aggregator System remains short.

Short-term Outlook — updated 1/11

The Bottom Line

The market remains overbought versus expectations. There are only a few studies
suggesting anything significant at this time and the consensus is for a pullback. The
Aggregator System remains short and so do |I.

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

January 8, 2010 Outside day at a high w/ rising vol 1-3 days Bearish

January 5, 2010 5-day low to a 10-day high 1-5 days Bearish -1.90%
Active - Long Term

December 23,2009 SPXand TNX hit 50-day high 1-10 weeks  |Bearish

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

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

December 2, 2009 VIX:VXV crosses below 0.9 2-5months  [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 the bearish implications of the active studies the market has trduged higher over
the last few days. On Friday the S&P spent most of the day in negative terriroty before a
rally in the last 20 minutes pushed it higher to finish with a mild gain on the day. It is
beginning to appear as if the S&P may not have a down day at all in 2010. Breadth was
again mildly positive as the NYSE Up Issue % came in at 61% and the Up Volume %
was 52%. Total volume dropped on both the NYSE and the Nasdag.

Just a brief glance at the Quantifinder this weekend would have been a little bit
misleading. A fair amount of red showed up and that wasn’t particularly bearish. And
one green study showed up that wasn;t particularly bullish.

One example is the studies related to the Equity Put/Call Ratio. Unfortunately,
Tradestation’s put/call ratio data isn’t terribly accurate as it doesn’t match the CBOE. |
always use the CBOE data for testing but | use the Tradestation data to spot studies in the
Quantifinder. 1 do this because I don’t currently have a simple automated way to import
the CBOE data. It appears | may need to take that on as a project at some point here. In
any case, the studies that showed in the Quantifinder did not actually trigger. The equity
p/c ratio was low. It just wasn’t 25% below its 200ma as the Tradestation data suggested.
And while it wasn’t as stretched below normal as the other studies required, it DID
register the lowest reading since early October. | therefore ran some test to see if just
closing at a 50-day low was enough to provide an edge.

CBOE Equity Put/Call ratio closes at lowest level in 50 days. Buy SPX on close. Sell
X days later. $100k/trade. 2004 - present.

X Al Met | Al Totsl Al Winning| Al Losing | Al % | ol AvE | Al Avg Alk Al Bl Ay
Days Profit Trades Trades Trades Profitakle SAing Loty Nn'ﬂ'PSS ProfitFactar |  Trade
Tradle Tradle Rstio
5 1269315 33 20 13 E0E1 158605 -1.46330 1.08 1.67 a84.79
4 1753942 34 22 12 5471 1,370.35 ) -1,049.03 1.3 2.39 S16.45
3 15,0859 38 23 15 G053 1483200 -1 26851 147 1.79 397.00
2| -5 E3356 38 17 21 4474 1131300 118432 086 0r7 -145.58
1 446310 41 17 24 41 46 S16.50 -TE4 .52 1.07 076 -105.56

Results here are a bit choppy and don’t appear terribly predictive. | did decide to zoom in
on the 1-day return to see how that has evolved over time.
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CBOE Equity Put/Call ratio closes at lowest level in 50 days. Buy SPX on close. Sell
1 day later. $100k/trade. 2004 - present.
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So the CBOE Equity P/C ratio was quite low on Friday. But it doesn’t seem it was so
low that it provides a substantial edge.

The Quantifinder also indentified a few studies related to the 3/10 Offset HV indicator.
They were quite similar with one looking at a RSI(3) > 70 and the other looking at a
RSI(2) > 90. The former broke it down above and below the 200ma and showed that the
real bearish edge was when the setup occurred in a downtrend. 1 didn’t initially do that
with the RSI(2) > 90 study, but I should have. Below | updated and adjusted that study
from the 8/27/09 Letter. This first table looks at times the market is trading above the
200ma.

SPX 310 offset histarical volatility closes under 0.25. The 2-day RSl = 90 and
SPX closes = 200ma. Buy on close. Sell X days later. $100k/trade. 1989 - present.
X Al Met | Al Total |80 Winning| &I Losing | Al se | o Avg Al Avg Al Al Al By
Days Profit Trades Trades Trades | Profitsble | " anning Losing |\ Winloss |\ e octor|  Trade
Trade Trade Fatio
10| BE,733.26 B5 47 18 723 | 199617 50177 133 347 1,027 51
9| 58,245 93 £S5 43 22 BEAS| 195555 -1 31602 1 44 2.0 Fie0 95
8| 34,204.45 B8 42 24 B3B4| 1,58310) 134525 118 208 518325
7| 3739645 ] 44 25 B37T| 157144 125143 1.26 2.2 545 54
6| 26,559.77 ] 44 25 B3TT| 142714 144933 0.93 173 38492
5| 14,480 53 70 43 27 B143 131910 -1 564 47 0 4 134 20687
4 7pE3z82 71 34 5211 140934 130332 1.08 148 11032
3| -3,066.69 71 33 33 5352| 103086 127993 0.8 0.93 -43.14
2| 156499 74 33 4 4459 89169 -67953 1.3 1.06 2115
1| 2,026 35 a7 48 49 4048  4BE21 | -S0001 094 0.92 -2089
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There’s no real short-term edge apparent here. The stats flip-flop over the 1st few days.
When you get further out is looks like a continuation of the uptrend is more likely. With
the edge not really kicking in strongly until after day 8 | won’t be including this in the
Active Studies list. We do see that the setup isn’t bearish though.

Now if we were trading below the 200ma...

SPX 310 offset historical volatility closes under 0.25. The 2-day R51 = 90 and
SPX closes = 200ma. Buy on close. Sell X days later. $100k/trade. 1989 - present.
X Al Met | A Totsl A Vdnning| Al Losing | Al | SAvg Al Avg Al Al Al By
DaYS Prafit Trades Tradesz Trades Profitahle Winning Losing Nn'ﬂ'::'ﬁ ProftFactor . Trade
Trade Trade Ratio

5 .21 556 67 18 8 10 4444 111493 304765 037 029 -1,197.53
4-22178.349 18 5 13 277G 119256 216475 055 021 -1,23216
3 -23058.97 18 5 13 2778 96294 | 214413 0.45 017 1,281 .05
2|-25,168 .36 18 2 16 1141 141562 | -1,749.497 0.1 010 -1,395.24
11743721 19 5 14 26 32 94082 | -1,581.52 059 021 -377s

Here was see a strong inclination for almost immediate downside.

In general a very low 3/10 Offset Historical Volatility suggests a volatility expansion is
likely. Back at the end of August I did a study that looked at using this indicator as a
filter for trading Opening Range Breakouts (ORBs). My research suggested it provided a
solid edge for intraday traders. Those who would like to read that report may use the link
below:

Quantifiable Edges ORBs Study.pdf
The one bullish study that appeared in the Quantifinder this weekend looked at market

runs of 5-days higher in a row. It last appeared in the 10/12/09 Letter. | have updated the
stats below:

SPX posts 5 higher closes. Close = 200ma.
Buy on close. Sell X days later. $100k/trade. 1960 - present.
X ANt | A Totsl AN Winning Al Losing | Al % | ok AvE Al Avg All Al All: Avy
DEIYS Profit Trades Trades Trades Frofitakle LR LS Wn.ﬂ.pss FrofitFactor Trade
Trade Trade Ratio

10 104,753 81 152 122 B0 B703 170094 171247 0.5 202 57574
9 9257414 186 115 71 E183 173080 -1527.39 115 1.86 49932
8 7775303 190 120 70 6316 155666 -1,557.60 1.00 1.7 409.23
T OBEARS.2T 195 126 B G429 148543 -1 46464 1.0z 1.86 44116
6 7106454 194 125 73 G281 | 135675 -1,337.36 1.0 1.74 361 63
5 7034415 199 129 70 G482 121857 -1,240.74 056 1.81 35349
4 4542929 193 120 79 B030 108020 -1,053.09 103 1.58 23331
3 3519466 193 113 &0 59,80 91882 92661 049 147 176 86
2 1381529 194 116 &3 5529 TITA | 83541 0.6 1.20 995
1, §109.40 194 111 &5 5576 46550  -495.01 054 114 4075
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http://www.quantifiableedges.com/linklokipn.php?llauth=UXVhbnRpZmlhYmxlIEVkZ2VzIE9SQnMgU3R1ZHkucGRmLDAsMTI2MzA5MTkxNywwLjAuMC4wLDAsNmJlODJiOTdmMmIxNDc0ZjZmOTc0NGEyY2ZhNGRkODU%3D/Quantifiable%20Edges%20ORBs%20Study.pdf

What | see here is a relatively mild upside edge. One thing I*ve often talked about is the
important of market position when doing this type of analysis. Not only is the market
above the 200ma, but it is also at a 50-day high. Let’s see how the numbers change when
this is taken into account.

SPX closes up 5 days inarow. Close = 200ma and at a 50-day high.
Buy on close. Sell X days later. $100k/trade. 1960 - present.
X Al Met | Al Totsl Al Vdnning| Al Losing | Al | SlAve Al Avg Al Al Al Avg
Days Profit Trades Trades Trades Profitakle Ui Loty Nn'ﬂ'PSS ProfitFactar |  Trade
Trade Trade Ratio

10| 33,319.31 12 72 40 B429 150723 191004 054 151 351.07
9 531,504 56 16 70 45 G034 159695 174309 09z 1.39 27245
& 2016871 118 71 47 BO0A7 | 147370 -1.797.11 0z 1.24 170.92
7 33554 55 121 77 43 B3E4 | 1,37503 157959 0z 147 27514
G 27147 26 124 72 51 5506 132852 1,343.26 0.8 1.40 M85
5 3351283 124 77 47 6210 121587 127253 096 157 T2 EG
4| 2 26345 124 i 53 5726 109649 106714 1.03 135 171.52
3 1134857 124 70 54 5645 §5435 | 89757 045 123 91 52
2 1,536493 124 67 57 5403 G579 -FraGE 089 1.04 1481
1 56945 124 B4 B0 5151 44075 45564 047 1.03 7.0

The mild edge that was seen above is now basically eliminated. These returns are pretty
much in line with the long-term market drift. And in fact when looking at the 3 and 4-
day exit strategies, most of the gains came in the 1960’s. Since then the setup has led to
basically flat trading.

To really see the affect that the 50-day high requirement has on the results | flipped the
filter to require a 50-day closing high was not made.

SPX closes up 5 days ina row. Close = 200ma but = 50-day high.
Buy on close. Sell X days later. $100k/trade. 1960 - present.
X Al Met | Al Totsl AL Winning Al Losing | Al % | Av8 Al Avg All Al Al A
Days Profit Trades Trades Trades Profitakle Winning Losing Nn.ﬂ.pss ProfitFactar | Trade
Trade Trade Ratio

10| 71,01000 74 53 21 TIEZ| 1E38TE -1,25920 1 4F 364 95050
g 74 a9 25 B622 131463 -1,13050 169 332 98541
8| B0,308.17 75 52 23 §933 163249 -1,088.76 153 345 904.11
7| 5231369 75 49 26 6533 166664 -1,10963 1.50 283 70413
6| 44,517.25 75 53 22 TOET | 139509 -1,32375 105 254 597EE
5| 36,531.32 75 52 23 §933 122253 117577 104 235 43708
4| 25160 e 75 49 2 B533 | 105702 -1,024 35 103 104 33547
3| 23,846 29 75 49 26 B533 101088 -987 95 102 193 31795
2| 12,078.36 75 49 26 §533  7E135  -370.30 078 148  161.04
1| 7,239.92 75 47 28 6267 49921 -579.39 036 1.45 96.53

The stats here are substantially stronger. From winning % to win/loss ratio to profit
factor to average trade.
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The moral of the story is that this study is not suggesting a substantial edge based on the
market’s current position.

This slow drift with no substantial breadth or volume readings is not providing many
clues at this point — at least for a swing time frame. Day-traders may want to examine the
ORB’s study mentioned above.

I have updated the Aggregator chart below.

TradeStation Chart Analysis - SSPX.X Daily [CBOE] S&P 500 Index EE) EEX
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While the edge has become a bit milder the Aggregator is still suggesting downside is
likely over the next few days. The green Aggregator line, which measures the net
expectations for the Active Studies over the next few days, is below 0. The black
Differential line, which measures the SPX’s performance versus expectations over the
last few days, is also below 0. Together the values are showing net expectations are
negative and the SPX is overbought versus expectations over the last few days. This
configuration has historically suggested a downside edge. Due to this the Aggregator
System remains short.

The Aggregator is currently scheduled to remain negative. None of the active studies are
terribly powerful, so it will be important to monitor action on Monday to see what else
might be popping up to provide clues. The pivot number for the black Differential line is
estimated to be 1,135.08. A close at or below this level would flip the Differential line
into positive territory.
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http://quantifiableedges.blogspot.com/2008/07/quantifiable-edges-aggregator.html

For now the Aggregator is still suggesting a downside edge. I’ll continue to hold my Y2
size short position. I’ll also look to add to it if | get a favorable open or additional bearish
evidence.

Intermediate-term Outlook (2 weeks — 2 months)— updated 1/4 —slightly bullish

On Wednesday the NYSE New Highs reached 588. This was the highest level since 596
in October. It was also a good sign for the market. In the 10-12-09 Subscriber Letter |
conducted a study of all the major market tops in the S&P 500 since 1970. What | found
was that there was breadth deterioration evident in every case in either the
advance/decline line, the new high %, or most often both. The advance/decline lines
stopped showing a negative divergence a few weeks ago. Wednesday’s move came
within a whisker of eliminating the NH % divergence. You’d need to draw the trendline
with an exceptionally sharp pencil to detect any kind of divergence at this point. In the
study | showed that every major market top had a divergence in place for at least 2
months before price topped out. In most cases the divergence lasted significantly longer
than that. Should we see new highs make a new high this week that should end all doubt
about a divergence. It would also suggest we have at least 2 months before a significant
price high will be established. A link to the 10/12/09 Letter is below.

2009-10-12 QE Weekly Research Letter.pdf

The Nasdaq continued to hold on to its leadership position this week although it looked
dicey at times. As | often discuss, this is a positive.

On the negative side we still are showing some outstanding intermediate-term studies that
suggest a pullback appears likely. These include studies related to volatility, bonds, and
options action.

Even with these negatives the trend remains up, breadth is not diverging, and Nasdaq
leadership remains in tact. That’s not often a good combination to bet against. I’ll
exhibit a slightly bullish outlook for the time being.

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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http://www.quantifiableedges.com/linklokipn.php?llauth=MjAwOS0xMC0xMiBRRSBXZWVrbHkgUmVzZWFyY2ggTGV0dGVyLnBkZiwwLDEyNjMwOTE5MjIsMC4wLjAuMCwwLDIyZjZiMGQ0YzBiZTY4NzA3ZTVlNzEyZWRlNzMyMjFi/2009-10-12%20QE%20Weekly%20Research%20Letter.pdf
http://quantifiableedges.googlepages.com/CatapultandCBI.ppt-voice2.ppt

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 short @ $115.43 LIMIT ON OPEN. If not filled on open, cancel. A big gap up
would do 2 things: 1) It would mean the “5 Up Days” study has hit its target and will be
removed from the studies list, effectively leaving only bearish short-term studies and 2)
Large gaps up from high levels have historically suggested a downside edge. See blog
link below:

http://quantifiableedges.blogspot.com/2009/04/gaps-up-from-10-day-highs.html

Active Trades Table

Symbol Entry Date |Entry PricdCurrent Pr|% Gain/Lo|Stop Notes

SPY (1/4)(s) 1/5/2010] $113.63 | $114.57 -0.83% Aggregator
SPY (1/4)() 1/6/2010] $113.63 | $114.57 -0.83% Aggregator

I’ll look to cover all open lots of SPY should the SPX close at 1,135.08 or lower.
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