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Market Overview 
 
 

 

  
Signals Overview 

Aggregator Aggressive VIX Conservative VIX NDX Trend Timer
LongShort 100% Long VXX 100% Long VXX

 
Tonight’s Research Points 

• The sharp drop in the VXO suggest a pullback is near. 
• Rising prices and dropping volume over the last few days suggest a short-term 

bearish edge. 
• The exceptionally strong breadth could be good news for the bulls in the coming 

days and weeks. 
 
Short-term Outlook  
The Bottom Line 
The market is now overbought and most indicators are suggesting a downside edge.  I am 
looking to take on some short exposure. 
 
Summary of Recent Active Studies (see Letters from listed dates for details) Not 
updated due to computer difficulties 
Study Date Description T im e span Bias Av g Max Move
Active
August 12, 2011 CBI >= 10 Bullish
August 12, 2011 SPY  gap-n-go under 200ma 1-2 day s
August 12, 2011 SPY  1% below high but still up 1% 1-2 day s Bullish
August 12, 2011 3% rise on lowest volume in 5 days 1-3 day s
August 11 , 2011 Reversal from low then dip 1-3 day s Bullish 3.50%
Active - Long Term
August 8, 2011 SPX Down 9 of 10 days and > 7 .5% 1-20 day s Bullish 13.30%
July  22, 2011 Up Issue% > 7 5% 2 of 3. Close 10 high. 1-20 day s Bullish 5.50%
July  5, 2011 QE2 Over int term
March 22, 2011 3 Day s Up Issues % > 7 0% 8 months Bullish 19.00%
October 25, 2010 SPX Golden Cross int term Bullish

Bearish

Bearish

Bearish

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



 
The Evidence 
Price action on Monday was very strong.  The market gapped up to start the day, held 
above the gap area and then powered higher for much of the day finally closing near its 
high.  The SPX rose 2.2%, the Nasdaq was up 1.9% and the Russell 2000 added on 3.0%.  
Breadth was extremely strong as the NYSE Up Issues % came in at 91% and the Up 
Volume % was 96%.  Total NYSE Volume was weak, though.  It declined for the 5th day 
in a row and came in at the lowest level in over 2 weeks.  Also notable among our 
indicators is that the Capitualtive Breadth Indicator (CBI) dropped from 12 to 1. 
 
There is quite a bit to go over tonight, so let’s get to it. 
 
The strong move up in prices was mirrored by a strong move down in VXO, which 
dropped 18% on Monday.  Sharp drops in VXO are often followed by drops in SPX over 
the next few days.  In the past I have showed this study without any trend filter.  Tonight 
I ran it requiring a close under the 200-day moving average. 

 

 

 

As you can see, inclinations for the downside are quite evident.  All 17 instances since 
1998 have posted a lower close within 3 days, and the 2-15 record on day 1 is quite 
compelling.  Of course 15%+  is a wide range.  So I broke it down a bit further.   Below 
are results for a 15%-20% in the VXO, and for a 20%+ drop. 
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As you can see, the 15%-20% drop still shows compelling numbers, just not quite as 
bearish as above.  This means 20%+ should be especially powerful. 

 

 

 

And as you can see, it is.   

 

Lastly, I closely examined the 11 trades that fell into the 15% - 20% category.  Below 
you can see the full list assuming a 2-day holding period. 
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In addition to the basic stats found in the 1st table, risk/reward appears strongly bearish 
here as well.  Drawdowns dwarf run-ups and there was a dip of at least 1.5% for the SPX 
in every case. 

 

Several studies appeared in the Quantifinder related to volume.  The one below uses SPY 
volume.  I found it to be especially appealing and worth showing again because it seems 
to suggest not just a short-term edge, but an intermediate-term one as well.  An unfiltered 
(for trend) version was found in the 4/13/10 subscriber letter.  I have added a 200ma filter 
to this one. 
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Again we see what appears to be a strong downside inclination 

 

I’ve mentioned over the last several days that shorting after a possible intermediate-term 
low can be tricky and dangerous.  This is especially true when the CBI is elevated.  With 
the big dip today the CBI is no longer a concern.  Still, many of the multiple up day / 
declining volume studies like the one above would have showed much different results 
coming off a possible intermediate-term low.  The study below is from the 9/13/10 
subscriber letter and I have updated the stats.  You’ll note the requirements are a bit loose 
in this study because I want to demonstrate the importance of the 50-day low.  
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As you can see this setup suggests a strong short-term bearish edge.  The SPX did NOT 
close at a 50-day low 3 days ago so the current setup DOES qualify for this study.  But it 
JUST missed.  What if it had closed 1 point lower on 8/10 and it did mark a 50-day low? 

 

 

 

Here you can see that the results look much different.  Strong moves off bottoms are 
often a good thing.  Overbought will frequently be ignored when the market is charging 
off an intermediate-term low.  And although the current setup falls into the first category, 
the market position is so close to an intermediate-term low that I feel it is worth 
considering. 

 

While the VXO action and the volume were suggesting bearish consequences, the 
extremely strong breadth provided a ray of hope for the bulls.  The study below was last 
seen in the 7/5/11 subscriber letter. 
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As you can see results start off strong and stay that way for some time.  Last time I also 
ran the results back to just after the Crash of ’87.  I did that again this time. 
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These more recent results appear even more bullish than the larger set. 

 

I have updated the Aggregator chart below.  
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Tonight’s bearish studies combined with the drop back to neutral in the CBI caused the 
green Aggregator line to drop further into negative territory.  Levels below 0 mean net 
expectations from the Active List are for downside over the next few days.  Meanwhile, 
the Differential Line also took a sharp dive below 0.  A negative Differential reading 
means the SPX has outperformed expectations over the last few days. So net expectations 
are negative and the SPX is overbought versus recent expectations.  Historically this 
combination has suggested a downside edge. Negative configurations can be seen on the 
Aggregator chart whenever both lines are below 0.  Due to this the Aggregator System 
changed to short.  
 
 
The green Aggregator line is likely to finish negative again on Tuesday.  Of course this 
could change if strong bullish evidence emerges. Meanwhile, the Differential Pivot is will 
be 1,176.67.  This is over 2% below Monday’s close.  So for the SPX to move out of 
“overbought” territory it would take a drop of at least this magnitude.   
 
The evidence points to a pullback over the next few days.  I remain somewhat cautious 
since we are emerging from a possible intermediate-term low.  I exited nearly all long 
positions at the close on Monday, including all Catapults that triggered.  (Subscribers 
were notified via intraday-update.)  The “standard” exit would have been Tuesday’s 
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open.  As volatile as the market has been I wasn’t inclined to take chances.  And as rough 
as the last couple of weeks has been, psychologically I felt much more comfortable 
booking some wins rather than pushing my luck and possibly regretting it if the market 
gapped down.  Sometimes keeping sanity is more important than getting every extra 
dollar out of a trade.  For Tuesday, while I remain cautious, I will look to establish a 
small short position in the hope of taking advantage of the current apparent downside 
edge. 

 

Intermediate-term Outlook (2 weeks – 2 months)– updated 8/15 – neutral 
The trend is obviously down at this point.  Some readings were reached this past week 
that were so extreme that they suggested a long-term bottom could be in place.  Still, the 
market has yet to provide any confirmation of that beyond a few up days.  To me it 
appears dangerous to bet big on either side at the moment. 
 
 
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 I 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 3rd POMO presentation linked below.  (Not available for trial 
users.) 
 
http://www.quantifiableedges.com/members/pomo.php 
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POMO indicators dipped a little more this past week.  In the past when POMO stimulus 
ended – it ended.  This time the end of QE2 marked a period of substantially less 
stimulus, rather than none.  This made it tricky in determining whether the end of QE2 
would completely pull the rug out from under the market.  At this point it appears it has.  
The new operations schedule was released by the Fed on Wednesday and it is calling for 
about the same level of stimulus as we saw this past month.  While there IS still liquidity 
pumping going on, it appears the reduced level is akin to providing a heroin addict a 
couple of aspirin to try and get high.  The link below shows the new schedule.   
 
http://www.newyorkfed.org/markets/tot_operation_schedule.html 
 
If you click it you will notice there is a tab on the page where you can see “All 
Schedules” rather than just the “Current Schedule”.  Clicking that tab you will see that 
the monthly estimate of POMO activity for last month and this month is about $14 
billion.  During QE2 the level was normally around $100 billion/month.  So is the market 
capable of mounting a serious new bull move with the modest amount of stimulus 
currently being provided?  So far I have seen no evidence of that. 
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Catapult and Capitulative Breadth Statistics 
Catapult & CBI Presentation Link 
Open Catapult Triggers 
ALL – 1/3 @ $24.57 
 
Catapult for ETF’s Trades 
None. 
 
Broad Market Large Cap CBI – 1 (ALL) 
 
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. 
 
SPY – short ¼ index position at $120.62 LIMIT ON CLOSE. Based on short-term 
outlook above.. 
 
Current Open Trade Ideas 
Symbol Entry Date Entry Price Current Price % Gain/Loss Stop Notes

WAG(1/3) 8/8/2011 $36.00 $36.74 2.06% sold on close
BAC(1/3) 8/8/2011 $7.40 $7.76 4.86% sold on close
WAG(1/3) 8/9/2011 $35.22 $36.74 4.32% sold on close
ALL(1/3) 8/9/2011 $24.57 $26.01 5.86% Catapult
EXC(1/3) 8/9/2011 $39.94 $42.24 5.76% sold on close
HON(1/3) 8/9/2011 $44.29 $47.00 6.12% Intraday stop
RTN(1/3) 8/9/2011 $39.41 $41.24 4.64% sold on close
TXN(1/3) 8/9/2011 $26.19 $27.49 4.96% sold on close
BAX(1/3) 8/9/2011 $50.31 $53.35 6.04% Intraday stop

SPY(1/4) 7/28/2011 $130.22 $120.62 -7.37% sold on close
WAG(1/3) 8/5/2011 $37.05 $36.74 -0.84% sold on close

 
The index trades have been hammered this month but at least the Catapults put in some 
nice gains. 
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