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Tonight’s Research Points
e Down 2+ days on a Fed Day has often been followed by a rally.
e 3-day pullbacks with a low 3/10 Offset HV suggest a bullish edge.
e Wednesday’s especially weak Russell appears to be a positive.

Short-term Outlook
The Bottom Line
Expectations remain positive and th SPX is no longer overbought. 1I’m long and may get

longer.

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

Study Date Description Time span |Bias Avg Max Move
Active

August 2, 2012 Down 2+ on a Fed Day 1-6 days Bullish

August 2, 2012 Down 3rd day. 3/10 Offset HV very low [1-3 days Bullish

August 1, 2012 Downlast 2 of up month 1-5 days Bullish 2.00%
July 30,2012 SPY 2 unfilled up gaps & 50 high 1-3 days Bullish 1.00%
Active - Long Term

July 30,2012 SPX 50-day high on 90 % up vol 1-50 days Bullish

July 16, 2012 POMO modestly bullish int term Bullish

June 13,2012 FTD with modest breadth & vol int term Bearish

February 1, 2012 Golden Cross int term Bullish

Dropped Tonight

August 1, 2012 Poor close before a Fed Day 1 day Bullish

July 30, 2012 SPX 50-day high on 90% up vol 1-5 days Bullish 2.60%

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

Wednesday’s Fed release was seen as a bit of a disappointment and the market gave back
its early gains. Losses hit smallcaps especially hard. The SPX fell 0.3%, the Nasdaq
dropped 0.7% and the Russell 2000 declined an outsized 2.0%. Breadth was weak as the
NYSE Up Issues % came in at 39% and the Up Volume % was 34%. Total NYSE
volume came in at the highest level in over a month.

One positive about the SPX pullback over the last 3 days is that the 3/10 Offset HV
Indicator is extremely low. As a brief review the 3/10 Offset HV compares the current 3-
day historical volatility to the historical volatility of the 10 days prior to these three.
When very low readings occur that means there has been a sharp contraction in volatility.
This often leads to a volatility expansion. It isn’t often useful in determining direction. It
does suggest that a large move could occur, though. The 0.25 level is one | tend to use.
Historically it has reached 0.25 or lower about 9% of the time. The 3 days following
such low readings have seen the 3-day HV expand 5.5 times over the next 3 days.

So let’s take a look and see how the market has reacted following 3-day pullbacks with
low readings vs. those without low readings. | last did this in the 12/15/11 letter and have
updated the studies below. First I’1l show times when the 3/10 Offset HV is above 0.25.

SPX closes down for exactly 3rd day in a row and HY Offset 3/10 Indicator = 0.25.
Buy on close. Sell X days later. $100k/trade. 2000 - present.
X | arne | AL AL A | AL Al | At | Al A | ar
D‘a}"S Fii Trades | Trades |Trades L Trade Trade Trade Trade Ratio [ELREEEY  TELE
10| 41,080.44) 111 65 46| 5856| 2975.52| 10,849.26| -3,311.49)-1689072|  0.90 127 370,00
9| 62515.50 118 1 45 81.21 2,787.32 1214480 -3,008.55|-15942.38 0.93 1.45 538.93
8 118 73| 45| 61.34| 270552 1229393 -3,184.81)-14,09268 085 138 45535
T 124 1 53 5726 2881.09| 1227r&7| -2501.13| -9,109.30 1.07 1.44 455.11
6 127 71| 56| 5581| 236849 10,32658| -2,363.68|-11,68362|  1.00 127 28186
5 137 1 66 51.82) 248531 983018| -2,013.45 | -18,000.50 1.24 1.33 321.40
4 145 84| 61| 5793 1947.84) 711969 -1,96535|-17,037.80| 0.99 136 30160
3 145 32 63 56.55| 1,728.85 7887683 -1,720.79|-10,285.10 1.00 1.31 230.07
2 145 o84 61 5793 141383 724563 1,50465| -8270.00 54 1.29 186.05
1 145 88 57 60.89 | 1,0387.97 §,901.83 1,074.51 ) -3,310.80 1.01 1.58 237.89

As we knew from past studies there is a mild upside bias after a 3-day pullback. It
appears over the last 11 years that the edge has really only lasted 1-day. Returns after the
1% day are fairly flat.
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Now let’s look at times like now where the 3/10 Offset HV is very low.

SPX closes down for exactly 3rd day in a row and HY Offset 3/10 Indicator < 0.25.
Buy on close. Sell X days later. $100k/rade. 2000 - present.

X All Net All: _AIIE AI_I: All % AI!: A_vg AI!: M.ax All: Avg All: I'|_'Iax .AII: All Al Avg
Tetal \Winning Losing Winning Winning Losing Lesing |Win/Loss
Days I Trades | Trades |Trades L Trade Trade Trade Trade Ratie e
| 10| 30,136.58 29 19 10| 6552 2, 13,815.80| -2,336.90| -5,143.04 1.21 229 1,039.19
5 2810454 29 18 11 6207 2, 11,208.23| -1,750.20| -5,817.60 1.50 2.45 555.14
8| 2592457 29 18 11 6207 2, 1138235 222271 462464 1.26 2.06 893.95
7| 1531196 29 17 12 5882 2, 10,117.38| -2,413.81| -5582.08 1.08 153 528.00
6| 1763555 30 18 12| 60.00| 2, 590359 -2,48199| 795416 1.06 159 587.85
5| 2238275 30 19 11 6333 2, 823480 -2,292.58| -7,03256 1.09 1.89 T45.42
4| 17,452.09 30 19 11 6333 2, 2881076| 222527 | 714544 .99 1.71 583.07
3| 2348963 30 17 13 5667 2, 8,432.34| -1,164.03| -3,021.52 1.95 2.55 782.99
2| 2022919 30 18 12| 60.00| 1, 501823 -1,078.75| -5271.36 1.7 2.56 674.31
1 8,690.66 30 19 11 63.33 591.39| 297143 -522.35| -4680.72 1.07 1.86 289.69

27 of 30 instances (90%) closed above the entry price
at some point in the next week.

These numbers appear to be quite a bit better. Both immediately and after a couple of
weeks. The reliability of some kind of bounce improves nicely as well. Below is a profit
curve assuming a 3-day exit strategy.

SPX closes down for exactly 3rd day in a row and HY Offset 3/10 Indicator < 0.25.
Buy on close. Sell 3 days later. $100k/trade. 2000 - present.
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The strong upslope appears to confirm the stats table.

Last night | showed a couple of studies related to the fact that Wednesday was a Fed Day.
They suggested a possible bullish edge, which didn’t play out. Still, the mild drop wasn’t
too damaging and it did bring about this study, which was last seen in the 6/24/10 letter.

Today is a Fed Day. SPX closes lower for at least the 2nd day in a row.
Buy on close. Sell X days later $100k/trade 1982 - present.
X et | o vming |Losing |, AE® | Wiing | Winning | Losing | Losing Winoss, AL | AUAV
Daf."S Frofit Trades| Trades Trades e Trade Trade Trade Trade Ratio ProfitFactor|  Trade
10| 4362788 44 30 14 6818 252227 228853 533470 1.10 236 99154
9| 3617595 44 32 12 7273 22334 2594108 -587138 .76 203 82218
8 2051358 44 33| 11| 7500 200084 3,318.42| 551438 06D 181 E70.23
7| 327007 44 34| 10| 7727 179182 282055 6757.80  0.64 216  743.40
6| 34388, 44 33| 11| 7s.00[ 178018 215431 588497 o082 245 78156
5| 2875525 44 3 13 7045 185033 172345 -5531.03 0.96 228 §53.53
4| 16,228, 3| 44| 28 13 50.08| 158105 751337 -1,33419| 4522820 118 188 37128
3l 11, 44| 25 19| s5BE2| 1,183.44| E£03528 -9705T| -2737.000 122 160 25320
HIRE 44| 23| 16 6364| 115278 520252 -1,08157| -294224]  1.09 190 34756
1 9, 44 28 16 63.64 937.39 4 00133 -1,02872( -3162.00 0.91 1.59 22208

When Fed Days fail to rally, you normally see a rally shortly after. This is even truer
when the day before the Fed Day was also down as it was on Tuesday. And for those
who are curious, below is a profit curve assuming a 6-day exit strategy.
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Today is a Fed Day. SPX closes lower for at least the 2nd day in a row.
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While it has been a bit choppy recently there certainly appears to be an upside edge.

Smallcap action has been poor lately. Typically you would like to see smallcaps offering
upside leadership during a rally. They certainly have not been doing that. Today’s
smallcap underperformance was quite outsized and | decided to look at other pullback
scenarios where the RUT underperformed so badly. | devised the following study.

SPX closes down for at least the 3rd day in a row. RUT loses = 1.5% more than SPX today.
Buy SPX on close. Sell X days later. $100k/trade. 1988 - present.
X | AuNet | T ning Losing A5 | Wining | Winng | Losig | Losing Wintoss|, A% | ALAW
Da‘."ls i Trades | Trades [Trades RCEEEE Trade Trade Trade Trade Ratio FOLRRER  UELE
| 10| 20,012.04 6 6 0| 10000 3,335.34| 10,217.60 0.00 0.00| 100.00| 100.00
9| 1605992 [+ 5 1 83.33| 327353 560475 -307.74 -307 74 10.584 53.19
8| 20,297.06 g 8 0| 1o0.00| 338284 o44510 0.00 0.00| 10000 100.00
7| 2211193 [+ 6 0| 10000 363532 882710 0.00 0.00| 100.00 100.00
6| 21,013.70 -] & 0| 10000 350223 7,91040 0.00 0.00| 100.00 100.00
5| 16,480.89 6 5 1| 8333| 3zoe80| 756767 1343 -13.43| 25124| 125621
4| 1273428 [+ & 0| 10000 21223 528215 0.00 0.00| 100.00 100.00
3| 1334582 6 6 0| 1o0.00) 222430 473302 0.00 0.00| 1o00.00) 1ooo0| 222430
2| 218431 [+ 3 3 50.00 1,069.92 1,693.26 -341.75 -511.80 3.13 3.13 364 .09
1| 12,201.38 7 g 1| 8s71| 220668 472323 -115875| 115875 192 11.53| 1,743.08
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Instances are very low, which makes it difficult to generate meaningful expectations. But
results could not be any more bullish. Below is the list of instances assuming a 3-day
holding period.

SPX closes down for at least the 3rd day in a row. RUT loses = 1.5% moare than
SPX today. Buy SPX on close. Sell X days later. $100k/trade. 1988 - present.

. . Run-up

Date/Time Signal Price % Profit Drawdown
10/07/98 Buy $970.70 2.78% $4,120.00
10/12/98 Sell $007.70 ($4,882.20)
06/12/00 Buy $1,446.00 2.25% $2,505.78
06/15/00 Sell $1,478.60 ($249.78)
07/17/03 Buy $081.73 0.65% $1,264.52
07/22/03 Sell $088.11 ($616.10)
05/13/09 Buy $883.92 2.92% $2,947.04
05/18/09 Sell $909.71 ($562.74)
10/28/09 Buy $1,042.63 0.02% $2,200.00
11/02/09 Sell $1,042.88 ($1,258.75)
08/08/11 Buy $1,119.456 4.75% $5,947.87
08/11/11 Sell $1,172.64 ($1,594.88)

Four of the six instances registered 2%+ gains over the next 3 days. Though somewhat
compelling the low instances did keep me from including this study on the Active list
tonight. 1 did include the other 2 studies though.

| have updated the Aggregator chart below.
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http://quantifiableedges.blogspot.com/2008/07/quantifiable-edges-aggregator.html
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With tonight’s studies factored in the green Aggregator Line remained squarely above O.
Positive readings mean net expectations from the Active List are for upside over the next
few days. Meanwhile the black Differential Line shot back above 0. This means the SPX
is now oversold versus recent expectations. So net expectations are bullish and the SPX
is short-term oversold. This is considered a bullish configuration. Bullish configurations
are visible on the chart whenever both lines close above 0. This meant the Aggregator
System turned from flat to long at the close.

Based on the current studies, expectations are slated to remain bullish on Thursday. Of
course that could change if bearish evidence emerges. The Differential Pivot will be
1,392.77 on Thursday. This is nearly 1.3% above Wednesday’s close. It would take a
strong rally Thursday to accomplish this.

As | indicated | would do in last night’s letter, | began scaling long on Wednesday. As
anticipated the Aggregator became bullish and | now believe there is a short-term upside
edge. But with the QE Buying Power Index no longer bullish and the CBI at zero I’d
rather scale in slowly here. So I’ll only look to add to my position on Thursday if SPX
closes down a substantial amount. Details are in the Trade Ideas section at the bottom of
the letter.
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Intermediate-term Outlook (2 weeks — 2 months)— updated 7/30 — bullish

The intermediate-term outlook was last updated in the 7/30 letter. Link below:
2012-07-30 QE Subscriber Letter.pdf

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 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 — buy % size index position at $136.00 LIMIT ON CLOSE. Based on the short-
term outlook above I’ll scale in further on a big drop.

Current Open Trade Ideas

Symbol Entry Date|Entry PricefCurrent Price|% Gain/Loss |Stop Notes

SPY 8/1/2012] $137.59 $137.59 0.00% Aggregator
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