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QUANTIFIABLE EDGES
SUBSCRIBER LETTER

ASSESSING MARKET ACTION WITH INDICATORS AND HISTORY

August 25, 2014 Volume 7 Issue 159

Market Overview

(uantifiable Edges 1-day Risk/Reward Qutlook Quantifiable Edges 3-day Risk/Reward Outlook
Bearish Bullish  Bearish Bulish

Signals Overview
Aggregator Aggressive VIX QE Buy Pwr Swing
Flat 50% Long XIV Flat

Tonight’s Research Points

o Relatively strong drops from 50-day highs have consistently been followed by
bounces.

e The very light NYSE volume on the pullback Friday could suggest more selling
soon.

e Momentum studies triggered this past week with bullish indications for the
intermediate-term.

o Despite the SPX breakout, the number of new highs continues to diverge and act
as a potential warning sign.

Short-term Outlook

The Bottom Line

Overbought, but the evidence still says we could go higher. For the short term, this
means | stay patient and wait for a pullback before attempting new long positions.
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Summary of Recent Active Studies (see Letters from listed dates for details)

Avg Avg Avg DrawDn
Study Date Description Time span |Bias Run-up [DrawDn |-1Std Dev
Active - Short Term
August 25, 2014 Biggest drop in 10 days after 50-high 1-4 days Bullish 1.20% -0.80% -1.60%
August 22, 2014 SPY > sma 10 days & 10-day high 1-2 days Bearish
August 22, 2014 50-low to 50-high in 2 weeks 1-5 days Bullish 2.80% -0.90% -1.90%
August 14, 2014 VIX10% >10mato 10% < in 4 days 1-8 days Bullish 2.60% -1.00% -2.00%
Active - Long Term
August 22,2014 50-low to 50-high in 2 weeks 1-17 days Bullish 5.40% 0.90% -1.90%
August 20, 2014 SPX RSI(2) crosses over 99 1-15 days Bullish 2.40% -1.50% -2.90%
August 11, 2014 4-high after 20-low > 200ma 1-19 days Bullish 3.80% -1.90% -4.20%
August 4, 2014 CBI >=11. 1-20 days Bullish 4.00%
June 2, 2014 NASDAQleading SPX int term Bullish
April 28, 2014 Sell in May 6 months Bearish
December 23, 2013 QE Tapering int term Neutral
July 22, 2013 New High Divergence (Study of Tops) [int term Bearish
February 1, 2012 Golden Cross int term Bullish
Dropped Tonight
August 18, 2014 SPX up 1%-2% opex week 1-5 days Bearish -1.40% 0.80% 1.60%

The Evidence

Friday was a quiet day with mixed results that capped off a strong week. On Friday the
SPX declined 0.2%, the NASDAQ gained 0.1% and the Russell 2000 closed up just a
fraction of a point. Breadth was quite negative though as the NYSE Up Issues % came in
at 37% and the Up Volume % was 34%. Total NYSE volume came in at the lowest level
we have seen in months.

A few interesting studies were triggered in the Quantifinder. The study below is one that
was last seen in the 7/28/14 letter. It looks at light volume occurring on down days after a
50-day high. Stats have all been updated.

After closing at a 50-day high yesterday SPX declines today. NYSE volume is the lightest
in 10 days. Buy on close. Sell X days later. $100k/trade. 1970 - present.

X | | MM e | ARA | MM At AL AL A

Da‘_."S S Trades|Trades Trades L Trade Trade Trade Trade Ratio e =
10 -28,373.81 65 34 32 5152 1,731.07| 5/104.00) -2653.44| B121.74 0.65 0.69 -399.80
9 -23145.53 67 34 33 5075 1,725.02| 395523 -247363| 523687 0.70 072 345 45
8 -32155.70 67 H 35 4527 151534 35X.07| -2193.0%| -565166 0.&9 0.59 -4759 94
7| -40929.31 67 30 37| 447F8| 131729 373248 2174727 719364 061 0.49 -510.89
6| -38760.11 63 k| 37| 4559 1,0835%1| 256347 -155571 -5425959 0.55 0.45 -570.00
5| -26,704.88 60 32 7 4538 953.13| 2273.04| -1546.08| -423858 0.62 0.53 -387.03
4|-23523.03 71 34 37 47 89 BE803| 245784 -143424| 475360 081 0.56 33
3| 633935 73 39 34 53.42 84314 216948 -1163.29| -3,726.24 0.72 0.83 83.69
2| -343786 73 v 35 50.68 719.20| 2328.05 -834.68| -4,049.40 0.25 0.89 -47.09
1| -4989585 73 v 35 5068 50150 223513 -654 45| -3,068.81 077 079 -58.36

The first few days don't show much of an edge, but once you get out 6-7 days there
appears to be a possible downside inclination. To confirm this | took a look at the equity
curve. In this case | decided to show time on the x-axis rather than instances to
demonstrate how consistent the edge has been over the years.
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After closing at a 50-day high yesterday SPX declines today. NYSE volume is the lightest
in 10 days. Buy on close. Sell 6 days later. $100k/rade. 1970 - present.
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For a study without strongly lopsided statistics, the steadiness is impressive. But with no
real edge appearing for the first several days, | again decided not to include this study on
the active list. Still, it may be worth keeping in mind.

The next study was last seen in the 3/4/14 Letter, and it suggested bullish inclinations. It
looks at relatively large drops from intermediate-term highs. | have updated all the stats.
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After closing at a 50-day high yesterday SPX suffers its worst 1-day decline in the last 10 days.
Close = 200ma. Buy on close. Sell X days later. $100k/trade. 2004 - present.

X All: Net All: All: All: Al All: Avg All: Max All: Avg All: Max All:

L . : S N ) ) - All: Al Ao

Days | POl o, ML promae YIS | VTS | Lot | oo WSS rotgact Tace
5| 2989380 51 37 14 F255| 130655 314937 131774 345400 0.99 282 586.15
| 4| 33,463.99 55 40 15| T273| 1,08381| 272538 5856.88| -3,896.76 1.59 425 508.44
3| 2354718 55 41 15 7321 843562 219240 -T25.41| 1,808 1.1 3.16 42227
2| 14128.81 5T 33 24 57.89 82665 243750 547 95| -1,777.55 1.51 207 247 .87
1| 643108 5T 33 24 57.89 55528 15M72 -496.92| -1,35458 1.12 154 112.83

93 of 57 instances (93‘%) closed above the entry price
at some point in the next week.

Over the last 10.5 years the stats are impressive. And the 3-4 day consistency is strong.
Below is a profit curve that assumes a 4-day holding period.

After closing at a 50-day high yesterday SPX suffers its worst 1-day decline in the last 10 days.
Close = 200ma. Buy on close. Sell 4 days later. $100k/trade. 2004 - present.
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The steady upslope seems to confirm the bullish inclination.
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But there was one issue with this study that concerned me. While it appears to look for
relatively large declines (the largest in 10 days), in this case the actual decline on Friday
was very small. | wondered if the fact that the decline was small invalidated the study or
made it less impactful. So I added another filter and re-ran the results.

In this case | decided to limit the instances to just those that were not accompanied by a
decline of more than 0.5%. These new filtered results are below.

After closing at a 50-day high yesterday SPX suffers its worst 1-day decline in the last 10 days, but
the decline is < 0.5%. Close = 200ma. Buy on close. Sell X days later. $100kitrade. 2004 - present.

X | Annet | ol nngliosing L™ | Wining | Wining | Losig | Losing |winbossl, AL | ALAYS
Da}.fs S Trades|Trades [Trades PN Trade Trade Trade Trade Ratio ProfiFactor)  Trade
5 890351 16 11 5 68.75| 1,152.51 2,655.06 -754.82| -1, 54575 1.53 3.36 556.47
4| 13,076.78 17 12 3 70.59| 1,20949| 2347.02 -287.41 54275 421 10.10 769.22
3| 10,932.06 17 14 3 82.35 240,73 1,956.57 -279.37 -547.11 3.01 14,04 643.06
2| 3504032 18 10 2 55.55 78254 145915 L2450 -1,200.65 162 202 219.41
1 -202.22 18 ] 9 50.00 396,30 1,234,280 L2876 -1,342.29 0.92 0.92 16.23

17 of 18 instances (94%) closed above the entry price
at some point in the next week.

The numbers here look very similar, and aside from day 1, perhaps a bit better than the
larger sample size. | also examined the filtered profit curve.
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Aifter closing at a 50-day high yesterday SPX suffers its worst 1-day decline in the last 10 days, but
the decline is < 0.5%. Close = 200ma. Buy on close. Sell 4 days later. $100k/trade. 2004 - present.
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All good here. It appears that the moderate decline on Friday does not invalidate this
study in any way, and it may even improve it. | have therefore added it to the Active List

| have updated the Aggregator chart below.
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#+ TradeStation Chart Analysis - $SPX.X Daily [CBOE] S&P 500 Index B ol ==
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The green Aggregator Line held steady tonight and is still firmly above 0. Positive
readings mean net expectations from the Active List are for upside over the next few
days. Meanwhile the black Differential Line stayed just under 0. The negative
Differential Line reading means the SPX is overbought versus recent expectations. So
expectations are positive but the SPX is still a little overbought. This is considered a
neutral configuration. Neutral configurations are visible on the chart whenever both lines
close on opposite sides of 0. Therefore the Aggregator signal stayed flat at the close.

Based on the current active studies, expectations are again set to remain positive on
Monday. Of course this could change if strong bearish evidence emerges. The
Differential Pivot will be slightly inverted at 1989.51 on Monday. That is about 1 point
above Friday’s close. An inverted pivot means that the Differential Line will cross
through zero if SPX closes flat. In this case SPX is going to need to close up at least 1
point in order to remain overbought on Monday. Otherwise it will be considered
oversold versus expectations.

The Aggregator is still neutral, and | am still not inclined to get involved with new longs
while the market remains overbought. The continued long-side evidence suggests that if
we can get a pullback in the next few days that could make for a nice trading opportunity.
Pullbacks in uptrends generally trigger bullish studies, and with evidence already
pointing higher, there is a good chance a strong case could be built for a long entry. But |
am getting ahead of myself here. First I’ll need to see another day or two of selling. For
now, | remain patient but ready.
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Intermediate-term Outlook (2 weeks — 2 months) — updated 8/25 — slightly bullish

Combo #1 Combo #2 Combo #3
Flat Long Long

Above is the status of the different Combination Signals from the Quantifiable Edges
Market Timing Course. Signals are long-term in nature. All 3 can be either flat or long.
None of them look to short. More information on these signals can be found in the
Quantifiable Edges Market Timing Course, which is included with all annual
subscriptions. Detailed descriptions of these combination approaches can be found in
Lesson 8. Subscribers may also download detailed hypothetical historical performance
reports covering 1/1/71 — 3/7/14 in Lesson 11, Course Downloads. (You must go through
the course first in order to access the Downloads.)

Another strong week of gains was put in as the SPX rose 1.7% and made new all-time
highs. Friday was the only down day. And the strength was also persistent enough that it
triggered two intermediate-term studies suggesting even more upside appears likely in the
coming weeks.

The first study appeared in Tuesday night’s letter. It examined times the SPX reached
extreme overbought levels as measured by the 2-period RSI. | have copied the study
from that letter below.

Of course short-term overbought often triggers some studies that suggest a downside
edge. But when the overbought condition gets very strongly overbought, then those
downside edges often disappear. And rather than strength leading to weakness the
strength will beget more strength. The strong move higher over the last several days has
turned the market so overbought that we are seeing this scenario begin to unfold. It was
noted as a possibility in the stretched VXO study from Sunday night. It is also
exemplified in the study below, which uses RSI(2) and was last seen in the 6/9/14 Letter.

Hanna Capital Management, LLC 16 Hillcrest Rd., Medfield, Massachusetts 02052 781-956-6952
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SPX closes = 200ma and its RSI(2) crosses over 99.
Buy an close Sell X days later. $100k/trade 1995 - present.

All: Al Al All: Avg All: Max All: Avg All: Max Al

X SEE Total Winn.ing LI}SiI.'Ig i Winning Winning Lo=ing Loging |Win/Lozss o o
Days Profi Trades Trades Trades e Trade Trade Trade Trade Ratio ProfitFactar)  Trade

15| 37,767.93 30 25 5 83.33| 1,830.19| 378211| -1,597.39| -3,063.60 1.15 573 1,258.93

14| 3076696 30 23 7 TEET| 178950 446136 148479 -2 60052 1.21 396 102557

13| 2997482 3 25 6 8065 1630.71| 398982 -1,793.84| -3320.01 0.91 378 056 93

12| 27,963.95 3 24 7 7742 155160 405861 -1,359.21| -3,175.53 1.15 394 502.06

11 28,565.11 3 24 7 Tr42| 165450 410640 144399 -2523.21 1.14 3.91 853.71

10| 2453821 3z 3 9 71.88| 160215 377055 136779 279328 147 299 T66.85

9| 2033411 32 2 10 6B75| 148825 345327| 119674 -3,44007 123 270 63544

3| 2215410 32 21 11 6563 1,557.97| 3,547.80 -950.29| -3,450.32 1.62 3.10 60232

T| 1471837 33 19 14 57.58| 141565 356439 993 -4 1.63 221 445.01

6| B281.07 33 19 14 5758 1,168.05| 263435 1.03 1.39 190.34

5| 284083 33 21 12 63.64 85792 178235 -128485 -359640 0.68 1.19 85.08

4| 206684 33 22 11 66.67 83580 244250 140408 -303518 0.60 1.19 20.50

3 1423T 34 20 14 58.82 74550 158220 117241 -2380.45 0.64 0.51 -41.87

e 543 87 34 15 15 55 88 &61.16  1,508.30 -880.39 -2 34876 075 085 -18.54

1) 1,183.52 34 18 18 5204 57204 209610 -571.48 -351537 1.00 1.13 34.40

The numbers here are basically neutral for the first week or so. On a short-term basis
there is no edge apparent. But once you get out 2-3 weeks, it appears the strength has re-
asserted itself and the market is often higher. Below is a profit curve showing a 15-day
holding period.
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SPX closes = 200ma and its RSI(2) crosses over 99.
Buy on close. Sell X days later. $100k/trade. 1995 - present.
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The upside edge has been apparent for a while and still appears to be intact. Obviously
this study does not help us with the short-term, but | have added it to the intermediate-
term list.

Then Thursday night we saw another study appear with a positive intermediate-term
outlook. I have also copied that study along with my notes below.

But there was one thing about this breakout that was remarkable and worth noting. That
is the fact that Thursday’s 50-day high close came just 2 weeks after SPX closed at a 50-
day low. That’s quite rare to see. The last time we saw a move from a 50-day low to a
50-day high occur so quickly was in October of 2011. The study below is from the
10/17/11 letter and it examines such sharp moves. All stats are updated.
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SPX rallies from a 50-day closing low to a 50-day closing high within 10 days.
Buy on close. Sell X days later. $100k/trade. 1950 - present.
X All Net All: .A":. Alll: All % AI!: Al'.rg AI!: I'.'Ilax All:ﬁtn.rg All: I'.'Iax lAII: Al Al Avg
Total Winning|Losing Winning Winning Losing Losing |NinfLoss

Days Profit Trades Trades Trades e Trade Trade Trade Trade Ratio Profitfactor|  Trade
20| 18905.18 -] [ 0| 100.00| 3,150.86) 838032 0.00 0.00| 100.00 100.00 3,150.86
19| 20,175.55 -] [ 0 100.00| 336258 842452 0.00 0.00| 100.00 100.00 3,362.59
18| 21,344.18 -] [ 0| 100.00f 3,557.36| 9,503.00 0.00 0.00| 100.00 100.00 3,557.36
17| 26, 273.64 -] 6 0| 100.00| 4,378.94 9953.84 0.00 0.00| 100.00 100.00 | 4,378.54
16| 2573027 -] [ 0| 100.00| 428838 891072 0.00 0.00| 100.00 100.00 428838
15| 23,641.70 -] [ 0 100.00| 324028 815048 0.00 0.00| 100.00 100.00 3,940.28

14 2133484 -] [ 0 100.00 235 7,027.80 0.00 0.00| 100.00 100.00 230
13| 20,720.78 -] [ 0 100.00| 345345 78911.80 0.00 0.00| 100.00 100.00 3,453.46
12| 15,861.39 -] 4 2| 6887 4109.81 8,106.28 -288.92 -510.30 14.22 2845 284357
11| 17,364.58 -] [ 0| 100.00| 289410 737258 0.00 0.00| 100.00 100.00 2,8584.10
10| 19,550.84 [+ 5 1 8333 352203 853060 -19.30 -19.30| 203.21 1,016.07 | 326514
9| 1842280 [+ 6 0| 100.00 3,070 47| 6 409.00 0.00 0.00( 100.00 100.00 3,070 47
8| 1327187 [+ 6 0| 100.00f 2211583 462332 0.00 0.00( 100.00 100,00 2211588
Tl 1362301 [+ 5 1 8333 275834| 572332 -173.70 -173.70 1589 7943 227050
6| 13,03312 [+ 6 0| 100.00f 217302 4563544 0.00 0.00( 100.00 100,00 217302
5| 11,70857 [+ 8 0| 100.00 1,951.43| 4,768528 0.00 0.00( 100.00 100.00 1,951 43
4 870381 [+ 4 2 6667 1594385| 4383852 -545.90 -744 39 3.57 T4 111727
3| 684112 [+ 4 2 8667 199173 403104 -65290( -1,180.70 3.00 8.01 1,106.85
2| 55737 [+ 5 1 8333 113349 291352 -118.72 -118.72 959 47 85 928 85
1 275471 [+ 3 3 50.00 187728 275552 95904 -1921.32 1.96 1.96 45812

There have only been 6 occurrences but the stats are overwhelmingly bullish over the
next month. The profit maxes out on day 17 in the table above. To getting a better feel
for the instances | have listed them all below along with their 17-day stats.

SPX rallies from a 50-day closing low to a 50-day closing high within 10 days.
Buy on close. Sell 17 days later. $100k/trade. 1950 - present.

Type Date/Time Signal Price 9% Profit Dra?ul:jr:;\zg
Buy 08/01/61 Buy $67.37 0.33% $1,587.88
Sell 08/24/61 Sell $67.590 [$638.12)
Buy 06/17/76 Buy $103.61 1.99% $3,059.05
Sell 07/13/76 Sell $105.67 {51,167.65)
Buy 08/20/82 Buy $113.02 9.96% $10,440.04
Sell 09/15/82 Sell $124.28 [$028.20)
Buy 08/02/84 Buy $157.99 5.35% $6,831.92
Sell 08/27/84 Sell $166.44 $0.00
Buy 06/24/98 Buy $1,132.89 4.52% $5,076.72
Sell 07/20/98 Sell $1,184.10 [$465.52)
Buy 10/14/11 Buy $1,224.58 4.19% $5,514.48
Sell 11/08/11 Sell $1,275.92 (52,681.10)

Avg Run-Up: 5.42% Avg Drawdown: -0.98%

Six instances is the absolute minimum | will allow to consider a study — and only if it is
unanimous. The stats above are incredibly lopsided, so it seems it may be worth some
consideration. The average run-up of the 6 instances is over 5x the size of the average
drawdown, and every instance saw a run-up of at least 2x its drawdown. That’s
impressive.
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Momentum certainly appears to favor the bull case. After seeing the CBI spike to 11 in
early August the market has shown the kind of strength that often begets more strength.
This was first seen in the strong initial move off the 20-day low (to a 4-day high in one
day). The sharp reversal in the VIX, the SPX RSI(2) moving over 99, and now the quick
trip from a 50-day low to a 50-day high are all giving the same message: the strength
appears real and is likely to remain a while longer.

But the rally isn’t perfect. While price & momentum look great, breadth and liquidity are
not.

Despite the new highs this week, the number of stocks hitting new 52-week highs came
in very low. This keeps the divergence in place that we have noted for over a year now.
This can be seen on the chart below, which is similar to the one found on the QE charts

page.
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In fact, not only is the New High % diverging, it is still extremely far below the May
2013 level. And as | discussed in the Study of Tops (available for Gold & Silver
subscribers on the special reports downloads page) and have reiterated here a number of
times, the divergent New High % is a condition that has preceded every major SPX
decline since 1970.

This opens up the possibility of a major top being put in. Note | said possibility, not
probability. It needs to be understood that while the narrowing of New Highs and/or the

turn down in the Advance/Decline Line has been a prerequisite for a top to take place,
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these breadth conditions have not been very useful in timing the tops. Often such
divergences have persisted for many months, or even years. | therefore view these
breadth divergences as possible warning signs — not as timing signals. The current
divergence is over a year old. It hasn’t mattered yet, but if it persists, then it will matter
at some point.

If the market continues higher and the New High % rallies to new highs as well, then that
would suggest the market is unlikely to reach a major price top for at least another 2
months. I’ll continue to keep an eye on it. For now it remains highly divergent. So the
rally is occurring with fewer and fewer stocks making new highs. And from this point it
will likely take quite a bit of work to get the New High % back to the May 2013 level, or
even levels we saw earlier this summer.

| update the intermediate-term POMO/QE 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 days indicator is still riding along at 20, where it spent most of 2013
and 2014 so far. The volume indicator is continuing to head lower since purchase
amounts continue to be tapered. We estimate net inflows this past week to have been
about $6.0 billion. That is a little higher than last week but still near the low end of levels
we have seen in recent months.

Buying levels this week are expected to be about $5.7 billion. This is about the size of
the current “normal”. And since it is below where the “normal” bar was throughout the
last year and a half, it’s unclear whether that level will be high enough to sustain the
rally. But so far so good. An opportunity for the bears is likely to emerge at some point
in the next few months as we continue to see the Fed reduce (and eventually end) the
current stimulus package.

Also notable this upcoming week is that the Fed is set to release its September purchase
schedule on Friday afternoon. We already know the total buying expected for
September, but this will allow us to estimate how those flows will occur during the
month. Of course I’ll have more about that in next week’s letter.
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The leading NASDAQ is still providing a plus. The market is still above long-term
moving averages, and momentum studies look bullish. So the bulls have some things in
their favor. The bears are still banking on the shrinking New High % divergence and the
weak seasonality (and at some point in the next few months the lack of Fed stimulus.)
No change for me again this week, and | don’t foresee a change in the next couple of
weeks either. | am keeping my outlook at slightly bullish, and I will use some caution on
both sides of the market, but will continue to favor longs over shorts.

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 numbered systems 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
None
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