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Tonight’s Research Points

e Oversized drops on Fridays almost always lead to a short-term bounce.
e The QE Buying Power Swing System triggered a long signal.

Short-term Outlook

The Bottom Line

Friday’s drop moved the market into an oversold condition and also triggered some

bullish evidence.
bounce.

I’m looking to start scaling into a long position in anticipation of a

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

Study Date Description Time span |Bias Avg Max Move
Active

October 22, 2012 QE Buying Power Swing long 1-7 days Bullish 3.10%
October 22, 2012 Oversized drop on Friday 1-6 days Bullish 2.75%
Active - Long Term

October 19, 2012 SPY key reversal 1-12 days Bullish

October 15, 2012 Breadth not diverging at top int term Bullish

September 17, 2012 QE3 int term Bullish

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

Our bearish studies expired 1 day early as the market took a hard hit on Friday. The SPX
lost 1.7%, the Nasdaq declined 2.2% and the Russell 2000 fell 1.9%. Breadth was
strongly negative as the NYSE Up Issues % was 22% and the Up Volume % came in at
10%. Total NYSE volume spiked to the highest level in the last month.

The most substantial study that appeared in the Quantifinder examined large drops on
Fridays. Both the Crash of ’29 and the Crash of ’87 happened on Monday. The Crash of
’87 is still remembered by many traders that are active today. There was a strong selloff
on Friday and then all hell broke loose on Monday. But since then strong Friday selloffs
have commonly been followed by bounces on Mondays. Perhaps this is due to the fact
that fear of a crash causes what might otherwise be an ordinary selloff to become
exaggerated and overdone on Fridays. Or perhaps it is just that people don’t want to hold
over the weekend. Whatever the reason, the tendency to bounce has been very strong.
The study below looks at strong drops on Fridays and was last discussed in the 1/31/11
subscriber letter.

SPX closes down more than 1.5x yesterday's 20-day ATR. Today is Friday.
Buy on close. Sell X days later. $100k/trade. 1993 - present.
Al Al Al Al Ao Al Max Al A Al Max Al
X Al Net Total |Winning|Losing Ik % 1.n'JinninE; Winning Ll:u?.ingEI Losing  |NinfLoss Al Al Avg
Dal."ls Profit Trades | Trades Trades e Trade Trade Trade Trade Ratio Profitfactor  Trade
10| 3021744 29 18| 10| 8552 313376 824180 -234191] 504040 107 203 104158
9 3383633 29 19| 10| 6552 283391 780240 -231429) 548380 130 246 118877
8 4zgrass| 28] 2 8| 7241 282021 704070| -204311) 355072 138 362 147361
7| 4083837 290 20 o| 8207 204380 7.86281| -1,99330| 459052 148 328 141180
6| 4818831 20| = 7| 7s.86| 27s407| sg7008| 177718 420280 185 487 1,681.01
5| 3382180 30 22 8| 7333 231553 5393087| 217743 538304 108 292 1,117.29
4| 2405453 30 21 o| 7000 193322 5731.98| -173812] 491738 1.1 280 33182
3 2827504 30 21 o| 7000 133080 S5215.85| -1,13010) 340238 162 373 04253
2| 2282527 30 21 o| 70.00) 151987 624515| -1,04021| 432008 1.4 341 75134
1] 1741833 30| 27 a| eooo| 7soss| 332223| -1,03138] 181472 074 663  530.54
2 of the 3 instances that didn't bounce on Monday kept dropping and failed to posta
close above the entry price at all in the next 2 weeks. They were 7/5/96 and 7/31/98.

The numbers here are all very impressive and suggest a strong bullish bias. | decided
tonight to look at the 1-day and 6-day returns in a little more detail. First, below is the
profit curve for a 1-day holding period.
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SPX closes down more than 1.5x yesterday's 20-day ATR. Today is Friday.

Buy on close. Sell next days close. $100k/rade. 1993 - present.
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The Monday inclination has been strong, and | see no red flags here. For the 6-day | also
produced a profit curve.
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SPX closes down more than 1.5x yesterday's 20-day ATR. Today is Friday.
Buy on close. Sell 6 days later. $100k/trade. 1993 - present.
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Here too the results remain impressive. This certainly seems to be a study worth taking
under consideration.

Another positive is that a QE Buying Power Swing System long signal triggered on
Friday. This little system looks to go long on pullbacks when short-term liquidity has
been strong. It requires a reading of three or higher for the QE Buying Power Index and a
close in the bottom 20% of the 10-day range. There have been many readings of 3 or
higher over the last several months and all throughout the year, but they've generally
come when they were "supposed” to come. In other words, when POMO flows were
weak or negative. This has been pretty eye-opening since the required pullback is fairly
mild and common. The results table below shows the performance of long entries using
this simple system since 2008.
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Total Met Profit
Gross Profit

Total Number of Trades
Winning Trades
Even Trades

Avg. Trade Net Profit
Avg. Winning Trade
Largest Winning Trade

£32,960.31
£38,394.23

22
20
0

$1,498.20

$1,819.71
$3,160.20

SPX closes in bottom 20% of 10-day range. QE Buying Power Index == 3. Buy on close.
Sellif 1) SPX closes in top 50% of 10-day range or 2) if QE Buying Power Index <= 2 and
it's been = 5 trading days since the position was entered. $100k/trade. 2008 - present.

radeStation Performance Summary Collapse %
All Trades

Profit Factor ( 7. 0?:

Gross Loss ($5,433.92)
Percent Profitable 0.91

Losing Trades 2
Ratio Avg. Win:Avg. Loss 0.71
Avg. Losing Trade (%2,716.96)
Largest Losing Trade (52,750.44)

The numbers here are all very strongly in favor of a bounce. Below is an equity curve.

SPX closes in bottom 20% of 10-day range. QE Buying Power Index == 3. Buy on close.
Sellif 1) SPX closes in top 50% of 10-day range or 2) if QE Buying Power Index <= 2 and
it's been = 5 trading days since the position was entered. $100k/trade. 2008 - present.
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There have been a couple of recent losers, but the curve remains impressive nonetheless.
| also looked at it simply with a time-based exit. Those stats are below.

SPX closes in bottom 20% of 10-day range. QE Buying Power Index == 3.
Buy on close. Sell X days later. $100k/trade. 2008 - present.

X | aunet | O ngliosing AL ® | Wining | wimng | Losng | Losng wiLoss, AL | ALAv

Days AUl Trades | Trades |Trades O Trade Trade Trade Trade Ratio FOLFZET)  TNELE
] 10| 45559.09 19 15 4| T895| 374023 831115 -2636.09| -5452.11 1.42 532| 2,3597.85
9 3840634 19 14 5 T3as|8| 345541 792130 -1993.87 -3,325.86 1.73 485 2,021.39
8| 3500310 20 14 [+ T0.00 323123 822710| 1,704 97| 292572 1.90 442 175041
7| 37 74340 21 16 3] 76.19| 2973.07| 739335 -1,96513| 433328 151 4384 1,797.30
6| 27 353.20 23 13 10 5652 319968| 739360 -142423| -362958 225 292 118927
5| 30.411.00 28 17 5 8538 255553 825744 144812 -2555.24 1.76 333| 1,169.85
4| 20537.07 25 17 9 8538 211484 523105 171242 -4572.38 1.23 233 789.89
3| 23,993.76 29 22 7| 75.86| 161597 6051.15| -1651.09| -4416.52 0.98 3.08 827.37
2| 2134087 32 24 8 T75.00| 125556 301823 -1,099.06| -2264.02 1.14 3.43 666.90
1| 14,580.81 45 28 17 6222 853.25| 3,031.79 -547.65 | -1,858.84 1.56 2.57 32402

No matter how you slice it, there seems to be a decent upside edge.

| have updated the Aggregator chart below.
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http://quantifiableedges.blogspot.com/2008/07/quantifiable-edges-aggregator.html

# TradeStation Chart Analysis - SSPX.X Daily [CBOE] S&P 500 Index BN wle=-

SSPX X - Daily CBOE L=1433.19 -2415 -1.68% B=1431.07 A=1434.52 0=1457.34 Hi=1457.34 Lo=14258.85 C=1433.1% VW=3,069983

T |
T Ik,
i.DFL+¢ I

r1.470.00

oy

H r1,450.00

F1.440.00

¥ R

1,433.19
r1,430.00

1

r1,420.00

r1.410.00

I

QE Aggregator 1D (3,ADE Barinterval "QEA2E™ "MY CLASS" True) 0.36 0.31

r0.60

i .

e e S 0.00
U \j N \_/ \_\v l-0.20
L-0.40

Tonight’s studies allowed the green Aggregator line to shoot up above 0. Positive
readings mean net expectations from the Active List are for upside over the next few
days. Meanwhile the black Differential Line also spiked higher and is now positive. This
means the SPX is oversold versus recent expectations. So net expectations are bullish
and the SPX is oversold. This is considered a bullish configuration. Bullish
configurations are visible on the chart whenever both lines close above 0. This caused
the Aggregator system to turn long the close.

We are still not looking at a lot of studies. Inclinations would remain bullish if nothing
else emerges on Monday, but new studies will have a strong influence on expectations
over the next few days. The Differential Pivot will be 1,453.23 on Monday. This is 1.4%
above Friday's close. That would be a pretty sizable rally. The more likely scenario
would be either a multi-day bounce or consolidation.

The pullback is only 2 days old and could certainly worsen, but a bounce appears likely.
I’ll start scaling in so that | may take advantage of the bounce. And with a (bullish) Fed
Day scheduled on Wednesday, I’ll likely scale in Aggressively on Tuesday if we continue
to sell off.
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Intermediate-term Outlook (2 weeks — 2 months)— updated 10/22— bullish

A fairly volatile week saw the SPX test the upper and lower boundaries of its 1-month
range. It is now near its lower boundary. On the studies front, 1 new study with possible
intermediate-term implications emerged on Thursday night. | have copied my comments
from Thursday night’s letter below.

In the 3/1/12 subscriber letter | examined the study below. It considered results following
instances where SPY posted an outside day with a down close immediately following a
short-term closing high during an uptrend. Results were interesting in that the outside
day often lead to a small amount of additional selling over the next few days, but rarely
did this “reversal signal” ever actually mark an intermediate-term high. | have updated
the results table below.

After closing at a 10-day high yesterday SPY posts an outside day with a down close.
Close = 200ma. Buy on close. Sell X days later. $100k/trade
X All Net All: lAII:_ AI!: All % AI!: A_vg AI!: F.'I_ax All: avg All: Hax lAII: Al All Avg
Total |Winning|Losing Winning Winning Losing Losing |Nin/Loss

Da‘fS Profit Trades | Trades |Trades e Trade Trade Trade Trade Ratio profifactor)  Trade
12| 6260946 44 36 8| B81.82| 233434| 8549478 -267B.33| -8389.36 0.87 392 142284
11| 54,378.76 44 36 8| 81.82| 206535 6,726.11| -2496.74| -9630.04 0.83 372 1,235.88
10| 45557.05 45 34 10 7556 186942 59599024| -1,800.31 555240 1.04 353 1,238
9| 3788875 48 32 14 8957 188375 528728| 158951 578417 118 289 82383
& 4391850 47 32 15 83.09 205287 7680385 145112 458723 1.41 3.02 934 44
7| 39,096.289 43 N 17 6458 1538156 7694.38| 1313681 458272 1.51 275 21452
6| 36,237.08 49 33 16| 67.35| 1,77461| 518082  -139531| -4,591.35 127 282 739.53
5| 26,523.17 53 33 20| 6226| 149307 442881 -1137.41| -4346.17 1.3 217 500.44
4| 720885 53 27 26| 50.94| 1,500.73| 391578 -1,281.24| -4228.43 147 122 138.02
3 -243.54 53 26 27| 49.06| 1,172.30| 293057 -1,137.90( -3,561.68 1.03 0.99 -4.60
2 -6,041.45 54 24 I 4444 B77.26 2,351.64 -903.19 -2,698.50 0.87 078 -111.88
1 -2,152.57 54 29 25| 5370 £43.90 1,601.91 -717.03 | -2,183.72 0.76 0.88 -39.86

In looking at the equity curves, the consistent edges were the ones that look out a couple
of weeks. Below is an equity curve assuming a 12-day exit strategy.
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After closing at a 10-day high yesterday SPY posts an outside day with a down close.
Close = 200ma. Buy on close. Sell X days later. $100k/trade
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The curve here is very appealing. | am not going to include this study on the short-term
active list, but I have placed it on the intermediate-term list.

| always update the intermediate-term POMO/QE3 chart each week. For those not
familiar, below is a brief description.

POMO stands for Permanent Open Market Operations and it is how the Fed has gone
into the open market to buy securities over the last several years. 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 indicators.
The top pane is the S&P 500. The middle (purple) pane is the net rolling number of days
in the last 20 that have been POMO days. In other words, a day the Fed buys on the
market will add +1 while a day of selling will count as -1. The bottom pane is the total
amount of money infused into (or taken out of) the system over the previous 20 days.
Since the Sept 13, 2012 QE3 announcement the POMO numbers are also adjusted to
reflected the Fed’s new approach of buying AMBS securities. Therefore, prior to that
date the indicators just look at POMO, since that date it is a combination of POMO and
AMBS flows.
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The POMO/AMBS volume indicator is nearing a level where it will likely settle in for a
while now that QE3 is in gear. This will be higher than Operation Twist, but below the
levels of QE1 and QE2. Total liquidity flows this week resulted in a very strong $14.5
billion estimated inflow.

This upcoming week we expect to see net inflows every day except Tuesday. This
should result in a total net inflow of about $10 billion.

Bulls have an existing uptrend and strong liquidity on their side. Breadth is suggesting
we should see higher highs ahead. And the SPY reversal on Thursday also favors the
bulls. The bears seem to have much less pointing in their favor. | continue to have more
interest in long-side opportunities than in short-side opportunities.
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Catapult and Capitulative Breadth Statistics
Catapult & CBI Presentation Link

Open Catapult Triggers

CVS — ($47.06 close) — bought 1/3 position
CVS — ($47.07 close) — bought 1/3 position
CVS — ($46.90 close) — bought 1/3 position

Catapult for ETF’s Trades
None

Broad Market Large Cap CBI — 3(CVS-3)

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 % index position @ $143.39 LIMIT. Based on short-term outlook above, |
am looking to begin scaling in to a long position.

Current Open Trade Ideas

Symbol Entry Date |Entry Price|Current Price |% Gain/Loss |Stop Notes
CVS(1/3) 10/15/2012 $47.06 $46.20 -1.83% Catapult
VZ(1/3) 10/15/2012 $44.48 $46.02 3.46% sold on open
CVS(1/3) 10/16/2012 $47.07 $46.20 -1.85% Catapult
VZ(1/3) 10/16/2012 $44.50 $46.02 3.42% sold on open
CVS(1/3) 10/17/2012 $46.90 $46.20 -1.49% Catapult
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