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Tonight’s Research Points

e Unfilled gaps down from short-term highs are often followed by more short-term

selling.

Short-term Outlook
The Bottom Line
Despite another bearish study overall expectations remain up when looking out beyond

Tuesday. The market is short-term overbought but that could wear off in 1 more day.
Should the 1-day bearish inclinations win out on Tuesday | will be a buyer.

Summary of Recent Active Studies (see Letters from listed dates for details)

Study Date Description Time span [Bias Avg Max Move
Active

July 26, 2011 SPY unfilled gap from 10-high 1-2 days Bearish -1.00%
July 25, 2011 10-day high on 20-day low volume 1-2 days Bearish -1.10%
July 22, 2011 Up Issue% > 75% 2 of 3. Close 10 high. |1-6 days Bullish 2.70%
Active - Long Term

July 22, 2011 Up Issue% > 75% 2 of 3. Close 10 high. |1-20 days Bullish 5.50%
July 5, 2011 QE2 Over int term Bearish

July 5, 2011 3 days higher. Up vol % > 90% today. 1-20 days Bullish 5.00%
June 22, 2011 FTD with Up Issues % 1-yr Rank > 95% |int term Bullish

May 31, 2011 4 Weeks Down. Close > 40ma. 1-10 weeks |Bullish 9.00%
March 22, 2011 3 Days Up Issues %> 70% 8 months Bullish 19.00%
October 25, 2010 SPX Golden Cross int term Bullish

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 market opened the day with a big gap down. The fear didn’t stick though and the
low was achieved in the 1* few minutes. By 1pm the gap was nearly filled (and QQQ did
fill) but the rally ran out of gas. The afternoon was a drift lower and the SPY closed in
the middle of its range. At the close the SPX and Nasdaq had lost 0.6% and the Russell
2000 was down 1.2%. Breadth was very weak as the NYSE Up Issues % came in at 19%
and the Up Volume % was 22%. Total NYSE volume was on the light side but still
higher than Friday.

| looked at a few different things tonight. The only substantial edge came in examining
the SPY pattern over the last couple of days. What struck me most about the action was
that we saw an unfilled gap down occur in conjunction with a close above the open, and
that it followed a short-term high. The study below examined similar setups.

Yesterday SPY closed at a 10-day high. Today it left an unfilled gap down but closed above
its open. Close = 2000ma. Buy on close. Sell X days later. $100k/trade. 1993 - present.

X | At netprof | Al Total Al Winning| All Losing | AlL % f‘J:ﬂ’:‘;QQ TE :I*:gg Wi n’:‘&ss All AlL Avg
DEI.YS Trades Trades Trades Profitable Trade Trade Ratio ProfitFactor| Trade
5 -1424652 27 10 16 37.04| 1210170] -157897 0.70 D44 53785
4|  -14,08485 27 12 15 44.44|  F72AT| -1,557.38 0.50 0.40  -522.02
3| 849262 23 13 15 4643 46762 87145 0.43 042 303
| 2| m4rz0 28 12 16 42.86| 42294 _sszo0 0.43 D36 -376.69
1 5,485.31 28 12 18 4286 47552 76197 0.62 047  -23182

23 of 28 instances (83%) closed below the entry price at some point in the next 4 days.
Of the 5§ instances that bucked the norm, 1 closed below the entry price for the 1st time
on day 14. The others all went at least a month before clesing below the entry price.

These appear to be fairly compelling results. | found it especially interesting that those
instances that didn’t quickly dip showed a strong propensity to rally for a substantial time
longer. While the edge seems to max out around day 5, much of the bearish inclinations
were realized in the first 2 days. Also, when | examined the equity curves | found the 2-
day equity curve to be the most compelling. | have therefore reproduced the 2-day curve
below.
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Yesterday SPY closed at a 10-day high. Today it left an unfilled gap down but closed above
its open. Close = 200ma. Buy on close. Sell 2 days later. $100k/trade. 1993 - present.
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There’s certainly some chop evident, but the persistence has been quite good for a bearish
edge above the 200ma. In all I find this setup well worth including on the Active List.

| have updated the Aggregator chart below.
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Despite tonight’s bearish study the green Aggregator line only dipped slightly. It is still
solidly positive. Readings above 0 mean net expectations from the Active List are for
upside over the next few days. Meanwhile, the Differential Line is still below 0. A
negative Differential reading means the SPX has outperformed expectations over the last
few days. So net expectations are positive and the SPX is overbought versus recent
expectations. This is considered a neutral configuration. It can be seen on the
Aggregator chart whenever both lines are on opposite sides of 0. Due to this the
Aggregator System remained flat at the close.

With the current studies the green Aggregator line is again set to close above 0 on
Tuesday. This could change if strong bearish evidence emerges. Meanwhile, the
Differential Pivot will be 1,346.90. This is about 0.7% above Monday's close. This
means that unless the SPX rises more than 0.7% or the expectations change, the
Aggregator System will likely trigger a buy signal tomorrow. | sometimes refer to
scenarios like today where even a flat close would trigger an entry as an “inverted
Differential Pivot”. We don’t need the price to move at this point to create a favorable
entry opportunity. We just need the consolidation/pullback to last long enough to provide
the edge.
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I’Il again note for the 2" night in a row note that while the short-term expectations are
positive, expectations for Tuesday are slightly negative. This is reflected at the top of the
letter in the 1-day risk/reward outlook. Very aggressive or day-traders could consider
looking for a quick short trade on Tuesday. I’m hoping the 1-day bearish tendency plays
out and provides a favorable long-side entry point on Tuesday afternoon.

So I’'m thinking long and hoping to catch some of the next leg up. The breadth thrust
signal from Thursday looms large over the next few days and weeks. But to this point
there hasn’t been a consolidation or pullback strong enough to trigger an entry. If price
dips or moves sideways tomorrow then that trigger should occur. If the market moves
strongly higher then I may miss an entry opportunity. 1’ve place parameters for a
potential SPY entry in the Trade Ideas section further down.

Intermediate-term Outlook (2 weeks — 2 months)— updated 7/25 — moderately bullish
After a dip to new short-term lows on Monday the market gathered itself and finished out
with a nice week. The SPX is now less than 1% from its July high and within 2% of its
May high. An intermediate-term study triggered on Thursday that suggested that these
levels should be taken out. Below I have copied the results from Thursday night’s letter.

NYSE Up Issues % = 75% in 2 of last 3 days. SPX posts highest close in last 10 days.
Close = 200ma. Buy on close. Sell X days later. $100k/trade. 1970 - present.
X Al Net Profit |l Total Al Winning| Al Losing | Al % m:n’:;gg "t'I'J: ;‘:gg Wi ;ﬂss Al All: Avg
DE:U}'S Trades Trades Trades Profitable Trade Trade Ratic ProfitFactor Trade
| 20 19 16 3 8421 491207 | -1973.20 249 13.28 382492
| 19 20 1F 3 85.00 458361 250478 1.83 10.39
| 13 20 18 2 S0.00 4150.05| -3,268574 1.27 11.44
17 20 18 2 S0.00 4 08968 -3957599 1.03 9.30
16 20 18 2 S0.00 401519 -3 78893 1.06 054
15 20 16 4 20.00 404382 243473 1.66 6.64
14 20 18 2 S0.00 3,381.83| -5085.35 0.67 §.01
13 21 17 2 20.95 244208 -2325564 1.44 6.11
12 48 351.39 22 17 5 Tr27 342388 1597050 1.74 59
11 50,348 14 22 18 4 21.82 319365 -1,78437 1.75 2.05
10 45 26578 22 18 2 81.82 300275 -2195.91 1.37 6.15
9 4385947 22 17 5 Tr2T 311812 -1,8689.70 1.67 567
2 38,382.06 22 18 4 21.82 251631 172540 1.46 6.56
7 38,493.16 22 17 5 Tr27 258025 107422 2.40 217
[ 39,010.37 23 20 3 26.96 214586 | -1,30227 1.65 10.99
s 3265962 23 18 5 T8.28 -554.95 3.05 10.97
4 25,157.02 24 19 s 7917 §57.52 223 8.65
3 16,066.83 24 16 2 66 67 T57.55 1.83 365
2 10,142 47 27 17 10 G296 -80% .16 1.33 225
1 5.576.39 20 17 12 58.62 -423.18 1.43 2.03
All 29 instances posted a close above the entry price
at some point in the next 6 days.
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The intermediate-term implications appear strongly positive. | showed a short-term
equity curve on Thursday. Today | have run an intermediate-term curve, which can be
found below.

NYSE Up Issues % = 75% in 2 of last 3 days. SPX posts highest close in last 10 days.
Close = 200ma. Buy on close. Sell 18 days later. $100k/trade. 1970 - present.
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The strong upslope creates greater confidence in the upside edge.

I’ve been updating the POMO chart most weekends in the letter. For those who may not
recall below is a brief refresher on POMO. Beneath that | have updated our POMO
indicator chart.

POMO stands for Permanent Open Market Operations and it is how the Fed goes into
the open market to buy securities. The net effect of this buying is an influx of cash into
the system. It appears a portion of that cash makes its way to the stock market and works
as a bullish influence. A “POMO Day” is simply a day where these operations take
place... The chart below (shows a couple of POMO indicators). The top pane is the S&P
500. The middle pane is the rolling number of days in the last 20 that have been POMO
days. The bottom pane is the total amount of money infused into the system over the
previous 20 days. Information on acquiring the data and constructing the chart can be
found in the January 3" POMO presentation linked below. (Not available for trial
users.)
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http://www.quantifiableedges.com/members/pomo.php
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There were again 2 days of POMO buying this past week. They were extremely light
days from a volume perspective. In looking at the upcoming schedule it appears 2 days a
week may be par for the course for a while. So even without QE2, there will still be a
decent amount of liquidity pumping occurring. It certainly isn’t at the levels that the
market was accustomed to, but it does not appear the POMO indicators above will be
hitting 0 any time soon. The “Days” indicator may even settle in around 7-8, which is far
higher than | originally anticipated. Below is a link to the upcoming schedule.

http://www.newyorkfed.org/markets/tot_operation_schedule.html

With buying so light this past week it will be interesting to see where the POMO volume
indicator begins to level off. Action over the next couple of weeks will be especially
interesting as the QE2 program completely falls out of the backwards-looking
calculation.

There remain a number of intermediate-term market positives that can be pointed to.
Breadth seems to be the #1 indication of higher prices. Thursday’s study created the 3™
active intermediate-term breadth-thrust study. The other 2 were from March 22™ and
July 5™, There is also still a high-probability Follow-Through Day signal active, the
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Nasdaq is leading the SPX, and price action and momentum are providing positive
indications as well. The big concern remains the rapidly weakening POMO activity. The
combination of evidence is enough to keep me slightly favoring the bull side for the time
being.

Catapult and Capitulative Breadth Statistics
Catapult & CBI Presentation Link

Open Catapult Triggers

None

Catapult for ETF’s Trades
None

Broad Market Large Cap CBI -0

Additional New Trade ldeas

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 —buy ¥ index position @ $133.82 LIMIT ON CLOSE. If SPY closes down then
the odds of strong bearish evidence emerging would shrink even further and we will
almost certainly see a long Aggregator signal trigger. In anticipation of that I will look to
begin scaling into a long position on a down close.

Current Open Trade Ideas
None.
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indirectly which are the subject of this report. This report is provided solely for the information of Hanna Capital Management, LLC
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