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SUMMARY AND CONCLUSION

In summary, the VIX acts as a barometer to guide you as to how aggres-
sive you should be on the long side, short side, locking in long gains and
locking in short gains. As the VIX moves further above its moving aver-
age, the likelihood of a market rally increases. The opposite is true when
it moves further below its 10-period moving average. As you can see
from the time charts, these finding have been fairly consistent and steady
for the past 14 years.
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CHAPTER 1 1

USING THE
INFORMATION
IN THIS BOOK

By now we suspect you realize that a lot of the information found in this
book flies in the face conventional wisdom. In Chapter 1 we discussed how
Bill James’ findings, chronicled by Michael Lewis in Moneyball, and now suc-
cessfully used by a number of baseball teams, defied decades of thinking in
the baseball world. The findings in this book do the same for the financial
world. Just as old school baseball attempted to use the imprecise art of gut
and intuition to make decisions, Wall Street and the media does the same
when it comes to interpreting markets. Decades of lore, repeated over and
over again has become fact, without a shred of quantitative evidence. And,
as we have seen from the behavior of the market over the past one and one
half decades, much of what is thought to be true is simply wrong. The sta-
tistics prove this out.

There is a wealth of information in this book. And there are many ways
you can use this information. But, one theme that is very, very obvious is
that there has been one consistent way that the market has worked over
the past 15 years. It is that buying market weakness has been superior to buy-
ing strength. And it also is very apparent that selling into strength has been
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better than selling into weakness. We came to these conclusions after we
looked at the market using some of the most popular indicators.

These conclusions were confirmed many different ways, by comparing
multiple-days” highs to multiple-days’ lows; comparing multiple days of
the market rising to multiple days of the market declining; comparing
multiple days of the markets rising higher intraday to declining lower
intraday; looking at the days when the market rose strongly to the days
it declined sharply; studying days when advancing issues were much
stronger than declining issues; looking at the put/call ratio, and studying
the effects of prices when VIX stretched to extremes. The test results,
many using over 3,500 days of trading, all point us in the same direc-
tion—it has been smarter, wiser, and more profitable to be buying weak-
ness and selling strength in stocks, than vice versa.

There are no assurances that any of these findings will hold up in the fu-
ture. There is no guarantee of the market ever acting in any one manner.
But, if the past history does hold, there are edges here for you to consider
in your trading and short-term investing.

How can you use these results? One could probably write multiple books
on this, but we’ll provide you with some direction.

1. Should you decide to apply this research to your trading, you should
not use any of these indicators blindly and without stops. No matter
how big the edge has been during some of these times, there have also
been large drawdowns in many along the way. Prudent money man-
agement and portfolio management (risk control and position size) is a
must. In fact, they may be as important if not more important as any
trading strategy.

2. We used static time frames for the exit (this means in most cases we
used one day, two day and one week exits). The results can likely be
improved by using dynamic exits such as price movement or with ad-
ditional indicators. Again, this is something we encourage you to pur-
sue further. An example is buying the SPX when it hits a new 10-day
low and is above its 200-day moving average. By exiting on the close
of the day the SPX closed above its 10-day simple moving average, you
would have made 797.31 points (hypothetical with no slippage and
commission). 80.87% of the trades were profitable with the average
gain of .87% per trade. You are only in the market 19% of the time.
One can potentially find hundreds of combinations such as this one
within this book.
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. If you believe that markets move from overbought to oversold and
oversold to overbought, you will want to structure your entire thought
process around this. This means looking to be buying the times when
the market has had a statistical edge to the long side and looking to
exit when the edge is exhausted. This is especially true in bull markets,
meaning markets that are trading above their 200-day moving average.
And, if you short stocks, you should be looking to be a seller when the
market has shown strength, especially when it’s trading below its
200-day moving average. As you have seen, historically this has been
where some of the biggest edges have existed.

. Having multiple signals indicating the same thing will likely improve

the performance of many of the indicators. We gave you the results of
these indicators as they stood alone. We encourage you to use them in
combination.

. Based on the results in this book (along with our own observations) we
personally will likely never buy short-term strength again, nor sell
short into short-term weakness. And, if we have our way, our kids and
their kids never will either. To us, the statistics are too strong to do
otherwise.

. What about fundamental analysis? Good question. We were only look-
ing at the validity of common entry techniques and indicators. Funda-
mentals may improve results but what has always been interesting to
us is the fact that fundamentals are probably one of the easiest areas to
test, as the information is vast. Yet in spite of the fact that Wall Street
research (both from the brokerage firms and the independent research
firms) is overwhelmingly fundamentally driven, there still remains to-
day little quantified evidence that their research actually has a statistical
edge.

. Our research focused only on looking at the market over the very
short-term. Successful short-term trading is made up of taking advan-
tage of small edges and executing properly from there. It's very diffi-
cult to make money trading if you're buying into periods that have
historically produced negative returns.

. We've touched upon this fact throughout the book and we need to
touch on it again. Don’t get caught up in the hype, especially the hype
that the media creates, when the market is very strong or when it’s
very weak. The press has a habit after a few down days of quoting an-
alysts who pronounce that “the market is breaking down,” “things
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look bad,” “the breadth is terrible,” etc. And after the market has had a
number of strong up-days, just the opposite happens: They’re jumping
up and down with excitement. Markets absolutely do not move in one di-
rection neither short-term nor long term. They move from overbought to
oversold and vice versa (this has been shown over and over again
throughout this book). Yes, there has been a 100-year upward
long-term bias but it’s filled with times the market has sold off and
sometimes sold off sharply. You only have to think back a few years to
2000-2002 to know this. If strength was always followed by strength
the market would be at infinity, not at the 10,500 level as of this writ-
ing. And if weakness always followed through, we would be at zero.
Sorry, not only is the concept that strong markets always lead to strong
markets illogical, but this book statistically proves otherwise. The me-
dia and the analysts most times have it wrong, especially at extremes.

Once again, the stock market moves from overbought to oversold and
vice versa, over and over again. The statistics prove this out. It’s hap-
pened in one way or another for the past 100 years and in our opinion, it
will happen for the next 100 years. The key from here is to “properly
identify” when the market really is overbought and when it really is
oversold. Hopefully, this book solidifies the process of getting you there.
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