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Note:  This was written for the site 1/17/04 to introduce a trial version of a new intraday sentiment measure.

It is well known in psychology research that self-report measures are not highly predictive of behavior.  If you ask a person to describe their personality traits, for instance, these characteristics will only correlate modestly—around .20—with actual behavior across a variety of situations.  Someone who describes himself as introverted may behave in a gregarious fashion in one setting, but not in others.  As a rule, we tend to attribute more consistency to our behavior than is actually the case.  Much of our behavior is situationally determined, which is actually quite adaptive.

This poses a problem when measuring sentiment.  We can ask traders or institutions whether they are bullish, bearish, or neutral on stocks, but this will not necessarily correlate well with their actual trading or investment behavior.  Several factors may be at work in this discrepancy.  First is the issue of time frame.  When reporting their sentiment to be bearish, traders might (implicitly) be referring to one time frame, while they are trading a very different interval.  Second is risk-aversion.  I may see the market as bullish given its recent trend, but be unwilling to commit funds if I also perceive that volatility is high.  Just because I think the market will make a move doesn’t mean that I will commit funds to that move.  I can have a sentiment, but also have uncertainty.

For these reasons, a sentiment measure that is grounded in actual investor behavior makes the most sense.  “Actions speak louder than words” is an appropriate principle for the market psychologist.  

One of the best behavioral measures of sentiment is the price traders are willing to pay for the S&P 500 futures contract relative to the underlying cash index.  An optimistic trader is willing to pay more than the fair value for the contract if he or she believes it has further to rise.  The pessimistic trader may dump the futures, even at a discount to fair value, if he or she thinks that the market will continue a decline.  Because the contract will revert to a mean, fair value over time, extremes in the futures premium/discount are an excellent short-term gauge of trader sentiment.

I have also found that cumulated values of the futures premium/discount are useful in gauging swing moves in the market.  By looking at the number of time periods where traders are optimistic vs. pessimistic and plotting that against market action, we can see how well prices are responding to market sentiment.  Normally, we see rising prices with rising optimism and vice versa.  When the market deviates from this usual state of affairs, we want to take notice.  

In constructing my sentiment measures, I have made an effort to differentiate small blips up or down in the premium/discount level from more significant peaks and valleys.  I have also differentiated movements in the premium/discount level that are temporary from those that are more enduring.  It is my observation that the larger and more enduring moves up and down in premium and discount levels are attributable to institutional buying and selling.  Only the institutions have the buying and selling power to move the premiums/discounts in a major and enduring fashion.  Hence, I view the sentiment measures presented below as measures of “Institutional Sentiment”.  They are a gauge of how the large market players are feeling about the market in the short run.

Below appears a chart of a futures premium/discount market measure plotted against the movement in the ES futures.  It covers the time period from 11/17/03 to 1/16/04, a period of generally rising prices.  Note that dips in the sentiment measure generally marked nice entry points.
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Frankly, however, there are much better timing gauges than the sentiment measure.  Where this indicator shines is in identifying spots where relatively high optimism (high premiums) and high pessimism (low premiums) fail to move price commensurately.  Notice the peak in the premium around data point 4700.  Traders became noticeably optimistic, but prices failed to break to new highs.  Conversely, around point 10480, there was quite a high level of pessimism, but prices barely budged downward.  When we see such discrepancy, a good trade is usually at hand.  We want to sell markets where high premiums cannot move markets higher, and we want to buy markets where high discounts cannot move prices lower.  

When combined with a new high/new low indicator (a measure of the number of stocks making new highs or new lows over a given lookback period), the sentiment measure can be helpful in identifying false breakouts.  A market that makes a marginal high or low on extreme sentiment, where new highs or new lows do not expand on the move is not a market you want to be chasing.  The odds of reversal are quite good.

Following sentiment on an intraday level is also informative.  I maintain a ninety-minute oscillator of the premium/discount level.  When this oscillator breaks from a low level to a sharp new high or from a high level to a sharp new low, it often precedes a short-term market movement.  Below is a chart from the period 1/6/04 through 1/13/04.  Note how the oscillator jump around data point 667 preceded the market rise and how the oscillator plunge around point 1259 preceded the market drop.  I don’t use this indicator in isolation, but combined with other intraday measures such as NYSE TICK and the new highs/new lows, it often gives a nice picture of sentiment shifting at market extremes. 
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As a rule, intraday, you want to follow the sentiment indicator (i.e., trade in its direction) over the short-term and fade it at extremes (for swing trades).

I will be following the Sentiment Index in the Weblog and looking to make improvements with further research.
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