
“Creativity involves taking what you have, where you are, and getting the 

most out of it.” Carl Mays.

COT Analysis

We seem to have developed into a data pattern 

that we last saw in late March, early April, just 

prior to the market losing some 11%. In that data 

series we saw the +/- 40 index move from a run 

of higher readings, to lower readings, which led 

the decline into May with the 11% decline.

+/- 40 Index

March 9........+17%

March 16.......+18%

March 23.......+20%

March 30.......+3%

April 6.........-7%

April 13........-5%

April 20........-11%

April 26........-6%

May 4...........-12%

The obvious fact to note, that in addition to the 

weakening buying power demonstrated via the 

COT data, we saw the weakening in the market, 

with the SPY essentially going marginally lower, 

and rallying prior to losing that 11% in May.

In May, the COT data started to firm:

May 11.........-4.4%

May 18.........+4%

This, more or less, was the bottom of the May 

decline. There was a false break lower, which we 

have seen last year, but the COT data did not 

support the break in the price level.

Which brings us to our current situation.

June 8......+17%

June 15.....+29.8%

June 22.....+19.9%

June 28.....+12.5%

July 6......-1%

July 13.....-1%

We can see from the weakening COT data, and 

the price action within SPY, that the current level 

is creating a resistance point that the market is 

having difficulty moving past. 

As the COT data tracks the large market makers, 

and they are affiliated to the major banks, anything 

that has an effect on the banking system, will, in 

a market dominated by market makers, show up 

in the price action of the SPY.

The Federal Reserve has been active in the 

market via Operation Twist II. The net purchases/

sales via their Open Market Operations for the 

last three weeks is: +$15.5 Billion with sales of 

$16 Billion, net -$0.5 Billion.
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be bad/weak. You will not therefore get too many 

upside surprises, but, downside surprises, where 

earnings are significantly worse, may well result 

in serious declines: we have already seen this 

with Supervalu this week, with a decline circa 

50% in the stock price.

Trade of the Week.

Sell -1 SPY Jul12 135 Put $1.06

Buy 1 SPY Jul12 136 Put $0.67

Debit $0.39

Max Risk per contract: $0.39

Max Reward per contract: $0.61

This is an ITM Bear spread. If, the market declines 

into next week, or essentially goes nowhere, you 

get paid. Obviously if the market roars higher, this 

is a losing trade. The market, although closing 

stronger, does have some serious headwinds into 

next week.

The same trade is valid should the market run on 

Monday a little higher into that $136.50/$137.00 

area. However it will no longer be an ITM spread. 

I would prefer an ITM spread, so, if the pricing is 

attractive, simply roll the spread higher, viz. Sell 

the $136.00 Put/Buy $137 Put. The pricing will 

be pretty close as far as dollar amounts, but the 

trade should remain ITM.

With the longer term methodology, simply do 

nothing currently. We are still in profit. We also 

have a Covered Call position, and a Naked Put 

position, which are earning us a small return 

through September expiry while we wait for the 

market to decisively break-out of this [wide] 

range, which will augment the dividend return 

that we are also earning.

Europe, Fiscal Cliffs &amp; Elections

This is the area of politics. Obviously there is 

Operation Twist, is currently draining cash from 

the banking system. This will never be good for 

rising stock prices in the short term fluctuations 

of the market, and true enough, confirms the 

data that we have already seen.

Next week, that $0.5 Billion drain is set to 

grow to a $7.0 Billion drain. This will create a 

situation where, market makers will be sellers, 

and a deterioration in the COT data. This in all 

probability, absent a significant buyer on the 

institutional side, lower stock prices, or certainly 

weakness.

Obviously, placing new long positions into the 

market during the coming week is going to be 

fighting a headwind. Individual stocks may well, 

due to earnings surprises, outperform to the 

upside, but, unless you have strong convictions 

to that fact, avoidance of new long positions is 

likely the best course.

Technical Picture

The technical picture is telling essentially the 

same story: that is, a current downtrend, with 

stocks almost reaching resistance, there is space 

for an opening gap and run Monday, and then the 

resistance point will be encountered at $136.50. 

This is consistent through higher time-frames. 

Therefore, on a technical basis, we would be 

looking for a short position to be taken somewhere 

close to this $136.50 price level.

Earnings

Certainly from last earnings season, and I had 

a post highlighting this fact, the guidance going 

forward into this earnings season, was uniformly 

weak. It will be interesting to see the aggregate 

guidance that eventuates into next earnings 

season.

The fact remains, and has already been seen, 

that earnings this reporting period are likely to 
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uncertainty as to what any individual politician, 

or group of politicians may do or suggest on 

any given day, driving headlines and market 

price action. There are however some very high 

probability events, or policy, that we can base our 

longer term positions on: that all governments 

will continue to follow inflationary policies.

This means that the common stocks, representing 

legal claims upon the productive assets, will see 

their nominal value increase to offset the effects 

of this inflation. It need not be proportional, nor 

evenly distributed, but it will be reflected over 

the entire market, of which the SPY ETF is a 

reasonable proxy.

Interest Rates

These are the big risk for stocks, over longer 

periods. If the Federal Reserve, and other Central 

Banks, admit failure on their inflationary policies, 

and allow free market rates to rise, eventually, 

the “risk free” rate will rise far enough to create 

common stock discounting, or, a bear market. 

I would say that running into at least the US 

Presidential election, there is little chance of 

Bernanke altering US monetary policy.

Fiscal Policy

Here, we have a different problem. With the 

aforementioned elections, there will be no easy 

passage for raising the debt ceiling. There was 

acrimonious political infighting the last debt 

debate, with the government almost running out 

of money. This time round, it is seemingly already 

shaping up to be worse. Common stocks, are as 

good a place as any, and a lot better than US 

Treasury paper, to hold long term investments. 

There will be fluctuations, and possibly severe 

declines, which may afford a buying opportunity 

in the long term portfolio [SPY ETF] to increase 

the number of shares held.

The second effect of reduced government 

expenditure, should it eventuate, and the debt 

ceiling actually not be raised...[anyone think that 

this might actually happen], would be a slowing 

in the inflation rate. Whether the Federal Reserve 

would increase monetary policy to try and offset 

this, who really knows? However, should this 

tail risk eventuate, we would suffer possibly 

something akin to the 1987 crash, with a period 

of seriously lower stock prices. In the short term, 

obviously, we would experience nominal losses 

in the portfolio, but, the “duCati” methodology 

incorporates in it’s design contingencies for such 

outcomes within the longer term methodology.

In summary, this week carries varied risks and 

opportunities. The COT data, while weakening, 

did not weaken as precipitously as one might 

expect, and although confirming the technical 

picture, still carries ambiguity, some COT signals 

are much clearer and defined. This suggests, that 

the decline, if it occurs, is a fairly shallow decline, 

as the monetary policy, and therefore nominal 

prices of common stocks, remains respectively 

dovish, and bullish.

jog on, duc.


