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Tonight’s Research Points

e Intermediate-term lows in HV without highs in price are often followed by a price
decline.

e High volume on the bounce from the short-term oversold condition is a negative.

Short-term Outlook
The Bottom Line
Evidence emerged on Thursday suggesting that while the SPX is still oversold, it may not

be ready to put in a substantial bounce. 1’m looking to get flat and wait for a better
opportunity to re-enter the market. Perhaps early next week.

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

Study Date Description Time span |Bias Avg Max Move
Active

October 12, 2012 High vol bounce after RSI(2)<5. 1-3 days Bearish

October 12, 2012 HV low. SPX not high. 1-5 days Bearish

October 10, 2012 3 down. Big drop. 1-3 days Bullish 1.60%
Active - Long Term

September 17, 2012 QE3 int term Bullish

September 17, 2012 SPX and TNX hit 50-day high 1-20 days  |Bearish

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

February 1, 2012 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

A morning rally could not hold and the indices finished mixed and near their lows of the
day. The SPX ended with a 0.02% gain, the Nasdaq dropped 0.1% and the Russell 2000
rose 0.4%. Breadth was squarely positive as the NYSE Up Issues % was 63% and the Up
Volume % came in at 69%. Total NYSE volume came in at the highest level of the last 5
days

We have been seeing some evidence in the last few days that the market was oversold by
some measures and primed for a bounce. An attempt at a bounce occurred on Thursday.
And the attempt was poor. Often the 1% day off a bottom (in this case a 20-day low) can
provide some hints as to the probability of success of the bounce. There wasn’t much
evidence that arose today, but the studies that did appear in the Quantifinder were not
encouraging.

In the 5/11/12 Letter | looked at bounces after SPX is strongly short-term oversold as
measured by RSI(2). What | found in that letter was that lower-volume bounces have
performed much better over the next few days than higher-volume bounces. | won’t
rehash the whole study tonight, but if you want to see it you may use the link below.

2012-05-11 QE Subscriber Letter.pdf

| do want to review the higher volume bounces in particular tonight. Below is the stats
table from that letter.

Yesterday SPX RSI(2) = 5. Today the SPX closes up on higher NYSE volume.Close = 200ma.
Buy SPX on close. Sell X days later. $100k/trade. 1997 - present.

X All: Net All: All: All: I % All: Max All: Max Al Avg Al Avg All:

PPl . e . i . . All: Al By

Days | PR | oo e T o rad | oo | Yo | Lomnd ML trac T
5| -2071.07 19 ] 10 47.37| 3,53225| -2,869.54 ) 134226 -141514 0.85 0.85 -108.00

4| -4187.57 20 11 4 5500 2,58785| -2541.13 92063 -160261 0.58 0.71 -209.88
3[-10,722.45 20 B 14 3000 3,9397%| 251713 123445 -1294904 0.95 0.41 53512
2| -8 34352 20 8 12 40,00 2,794.56| -1,962.35 70560 -1,165.70 0.61 0.40 -417.18

1| -5590.57 20 8 12 40.00 TE1.76| -1,774.60 347.28 -T80.74 0.44 0.30 -329.53

As you can see, it appears that such bounces suggest a short-term downside edge.
Tonight I also produced an equity curve using a 3-day holding period.
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Yesterday SPX R51(2) = 5. Today SPX closes up on higher NYSE volume. Close = 200ma.
Buy SPX on close. Sell 3 days later. $100k/trade. 1997 - present.
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The curve is certainly choppy, but it has spent most of the time moving south and the
study seems worthy of consideration.

I’ve mentioned the last few days that the low CBI indicates that the selloff did not appear
to be intense. Another clue that panic has not taken hold is the low 20-day historical
volatility (HV) in SPX. On Thursday the 20-day HV hit a new 20-day low. HV often
makes lows when the market is making new highs and participants are getting
complacent. It is unusual to have historical volatility so low without SPX highs. The
study below is from the 5/16/12 letter and it looks at repeated instances of 20-day lows in
HV without price highs.
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20-day Historical Volatility makes a 20-day low for at least the 3rd time in the last 10 days.
SPX has 0 20-day highs in the last 10 days. HV is below its 100ma.
Buy SPX on close. Sell X days later. $100k/trade. 1999 - present.
X | AENet | ning|Losing AL | Wonng | Wening | Losing | Losing Wmloss, AL | ALAvg
Days Proft o ades | Trades Trades °'2CF  Trade Trade Trade Trade Ratip | Cniactor  Trade
10 -30,576.22 21 ] 12 4286 1,24 4 090,31 -393479 -52438.45 0.47 0.35
9| -28,392.95 21 2 13 3810 19 3,957 48| -3 33865 -5344.30 0.58 0.36
8| -41378.37 23 i 16 3043 1,584.01 4100.25| -3279.15| -7 573.44 0.4 021
7 -30626.54 24 ] 6 3333 141289 442543 -262060 -59558.52 0.54 n.z7
6 -25171.51 24 g 16 33.33| 1,51228| 401505 -232836 -5578.64 0.65 0.32
5| -31,352.84 25 8 17 3200 101428 235152 -2321.58| -4 94340 0.44 021
4|-17 50678 27 10 17 3704 171594 329112 -203818| 576855 0.84 0.45
3 1885217 28 10 19 3448 187328 283482 185132 446363 0.90 0.47
21281878 36 17 19 4722 101898 2895713 153890 -3551.78 054 0.57
1 848723 43 21 27 4375 1,028.05 288110 111431 -3,006.10 0.92 072

The stats all suggest a downside edge. Below is a profit curve using a 5-day exit strategy.
This was the most appealing curve.

20-day Historical Volatility makes a 20-day low for at least the 3rd time in the last 10 days.
SPX has 0 20-day highs in the last 10 days. HV is below its 100ma.

Buy SPX on close. Sell 5 days later. $100k/trade. 1999 - present.
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Despite the last instance the downside edge has been pretty steady. This serves as
confirmation of the bearish tendency. So we have a couple of short-term bearish studies
being added to the Active List tonight.

| have updated the Aggregator chart below.
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With tonight’s bearish studies the green Aggregator Line dropped down below O.
Negative readings mean net expectations from the Active List are for downside over the
next few days. Meanwhile the black Differential Line is still very high. This means the
SPX is strongly oversold versus recent expectations. So net expectations are bearish but
the SPX is already very oversold. This is considered a neutral configuration. Neutral
configurations are visible on the chart whenever both lines close on opposite sides of 0.
This caused the Aggregator system to turn from long to flat at the close. This was
indicated as likely on the systems page shortly before the bell.

Based on the current studies, expectations are set to remain negative on Friday. Of
course this could easily change if bullish evidence emerges. The Differential Pivot will be
1,447.64 on Friday. This is 1.0% above Thursday's close. So it would take a pretty
strong move up on Friday to move the SPX from oversold to overbought.
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The market is still quite oversold, but the new evidence is putting a damper on the
probabilities of an immediate bounce. The low CBI and the low QE Buying Power
Index, which I mentioned last night, are also both concerns. So rather than wait for a
reversion to exit, | will look to take off my partial long position on Friday. Should the
SPX head lower over the next few days as tonight’s studies suggest, then there is a good
chance we’ll see more bullish studies emerge and I’ll look to get back in early next week.
Now though, it is time for me to step aside.

Intermediate-term Outlook (2 weeks — 2 months)— updated 10/8— bullish
The intermediate-term outlook was last updated in the 10/8 letter. Link below:
2012-10-08 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
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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.

None tonight.

Current Open Trade Ideas

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

SPY(1/4) 10/9/2012]  $144.20 $143.36 -0.58% sell @ $143.36 limit

If SPY gaps down and does not fill early on I may send out an intraday update after 10am
lowering the limit price (or placing a stop).
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