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Trading psychology not only encompasses the psychology of the trader, but the psychology of markets themselves.  With respect to the latter, we are looking at group psychology: the emotional patterns of all participating traders.


One common measure of market psychology is “sentiment”.  This is sometimes assessed via surveys, such as the polling conducted by Investors Intelligence.  It is also more directly measured through indicators such as put/call ratios.  Both are commonly held to be contrary indicators.  That is, once they reach extremes of bullishness or bearishness, it is assumed that relatively few bulls or bears remain to continue a trend and the market is ready to turn.


Does this contrary reasoning apply to intraday trading?  We can’t take polls of traders on a frequent intraday basis, but we can measure short-term option trading.  My intraday option ratio differs from traditional put/call ratios in one important respect:  it looks at the difference of call volume minus put volume as a function of total option volume.  Thus, the ratio can vary between +1.00 (all volume is calls) and –1.00 (all volume is puts), with zero indicating an equal proportion of calls and puts traded.  For the purpose of this analysis, we sum option trading across all optionable stocks.  Unlike the figures commonly reported in the financial media, option activity on stock indexes is excluded.


Below we have a chart of the option ratio for Wednesday, June 9, 2005.  The blue line represents the ratio of calls to puts traded for each five minute trading period.  The red line is a five-minute closing value of the ES futures.  If option behavior were truly a contrary measure, we would expect to see maximum bullishness prior to the market’s afternoon drop.  In fact we saw exactly the opposite: immediately prior to the drop the sentiment of the market turned sharply negative.
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Below is a chart from two days later (Friday, June 10, 2005).
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Here we saw the market drop through most of the day before bouncing sharply in the afternoon.  As the market bottomed, stock option traders were indeed bearish.  Immediately prior to the market bounce, however, we saw a sudden sharp increase in bullish sentiment.  Once again, the option traders did not behave in a contrary fashion at a market turning point.  Indeed, their timing seemed impeccable.  


It is reasonable to assume that if sophisticated market participants had knowledge that would likely translate into a short-term market movement, they would seek to take advantage of that knowledge in ways that involve maximum leverage (and defined downside).  If, for example, I knew that General Motors was at risk to have its debt downgraded, I would be sorely tempted to buy GM puts rather than short the stock.  Such behavior from sophisticated participants is different from the trading of unsophisticated players who use options as a cheap way to play the market (heedless of time decay risk, valuation parameters, etc.).  It is possible that the very short-term behavior of option traders could contain positive market information, even as their longer-term behavior fits a contrary pattern.


Next week I will look at a second dimension of market psychology from an intraday perspective.
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