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Note:  I have compiled several entries from the January, 2004 Trading Psychology Weblog—and added one new analysis—that explore what happens in the S&P 500 when the performance of the Philadelphia Semiconductor Index (SOX) leads or lags the S&P large caps in relative strength.  I have found this useful for intraday trading (moves in the SP are more likely to reverse if not accompanied by even greater moves in the SOX, RUT, and other secondary indexes), as well as useful in determining the odds of a move on Day 1 continuing to Day 2.  It is interesting to note that the performance of such secondary indexes is well-correlated with the movements of the NYSE TICK and that prior research I’ve conducted suggests that moves accompanied by extreme TICK levels are more likely to continue in the short run.  What I think we’re seeing is that high and broad momentum is predictive of short-term trend continuation; low momentum or momentum that is selective is more likely to reverse.  
Research Note - SOX to Stocks Ratio 

One worthwhile direction for modeling is to investigate various sector indexes for their leading qualities relative to the broad market.  The tech indexes are especially promising in this regard, because they tend to be more volatile than the broader market and thus will lead in bullish trends; lag in bearish trends.  (This is the basic principle underlying the Market Turbulence Index--see the Glossary for details). 

Here we're looking at the SOX to Stocks Ratio or, more properly, the relative performance of the Philadelphia Semiconductor Index and the S&P 500 Index of large caps.  Note that, over the last 20 trading days recently, the SOX has been down more than 3% while the S&P has been up over 4%.  What happens after such divergence? 

The two most recent occurrences were April 3-April 12, 2000 and a set of three days in August and September, 2002 (8/15, 8/26, 9/3).  Twenty days later, the SP was down in both instances, by an average of a gut wrenching -5.87%.  During the previous bull market, however, the SOX/Stocks divergence did not yield subnormal future returns.  This fits well with my short-term modeling, in which market bounces in bear trends that are not matched by the high beta stocks tend to offer opportunities for shorting.  The present market cannot be graded a bear market, so I am hesitant to conclude much from the SOX/Stocks divergence.  Overall, from 1994 - Present, the average 20 day return is +.80% (N = 2313).  After all occasions in the past decade when the SOX has been down more than 3% and the SPX has been up more than 4%, the average 20 day return has been -.27% (N = 60). 

Research Note - More SOX to Stocks Ratio 

Yesterday's entry summarized some findings regarding the relationship between the SOX Semiconductor Index and the broad SP 500.  From June, 1994 through 2003 (N = 2313 trading days), if the SOX led the SPX by 6% or more over a 20 day period (N = 719), the next 20 day return on the SPX was 1.28%, with 465 occasions up and 254 down.  If the SOX trailed the SPX by 6% or more over a 20 day period (N = 588), the next 20 day return on the SPX was only .46%, with 338 occasions up and 250 down.  The average 20 day return for the entire sample from 1994 - Present was .80% (1398 up/916 down).  A healthy SOX thus seems to bode well for Stocks.  Recently, the SOX has trailed the SPX by more than the 6% margin.  Tomorrow I'll post short-term findings on the SOX to Stocks Ratio.

Research Note - SOX to Stocks Ratio, Short-Term 

For the past two days of Weblog entries, I have explored a relationship that I call the SOX to Stocks ratio.  It is a simple measure of the relative performance gap between Semiconductor stocks and the large cap stock universe comprising the S&P 500 Index (SPX).  In general, I've found that, when the SOX outperforms the Stocks, the next period return for the S&P tends to be above average, and when the SOX underperforms the Stocks, the next period returns for the S&P are subnormal. 

Might this have value for short-term trading?  I looked at simple one day changes in the SOX and the SPX and how these affect the next day's return in the SPX (May, 1994 - Present; N = 2429).  When the SPX is up for the day and the SOX outperforms the S&P, the next day return on the SPX is .129% (N = 740; 393 occasions up; 347 down).  When the SPX is up for the day and the SOX underperforms the SPX, the next day return on the SPX is -.047% (N = 536; 277 occasions up; 259 down).  For the sample of up SPX days overall (N = 1276), the average next day gain was .055% 

How about the SOX to Stocks ratio when the market has been down?  When the SPX has been down on the day (N = 1154), the average next day change was .032% (607 occasions up; 547 down).  On days when the SPX was down and the SOX outperformed the SPX, the average next day change was .222% (N = 489; 288 occasions up; 201 down).  When the SPX was down and the SOX underperformed the SPX, the average next day change was -.107% (N = 665; 319 occasions up; 346 down).

It thus seems, even on a short-term time frame, that the SOX tends to lead the Stocks.  Why might this be?  Tomorrow I'll test a hypothesis.  

Research Note - David to Goliath Ratio
Recently, I have been exploring the SOX to Stocks ratio and have found that, when the Philadelphia Semiconductor Index outperforms the S&P 500 Index, returns for the SP tend to be above average, and when the SOX underperforms the SPX, returns are subnormal.  This has held true from time spans ranging from 1-20 days. 

One possible explanation for this effect is that the SOX is more volatile than the SPX and thus tends to lead during bullish trends and lag during bearish ones.  This is the logic underlying the Market Turbulence Index (see Glossary).  To test this notion, I created the David to Goliath Ratio:  the relative performance of the Russell 2000 small-cap stocks (RUT) to the S&P 500 large caps (SPX).  If sector volatility is responsible for the leading relationship to the SP, we should see the RUT behave similarly to the SOX. 

Here are results for one day data from 1994 to the present (N = 2429).  When SPX is up (N = 1276) and RUT outperforms SPX (N = 495), the next day's average SPX change is .108% (267 occasions up, 228 down).  When SPX is up and RUT underperforms SPX (N = 781), the next day's average SPX change is .022% (403 occasions up, 373 down). 

When SPX is down (N = 1153) and RUT outperforms SPX (N = 756), the next day's SPX change averages .160% (426 occasions up, 330 down).  When SPX is down and RUT underperforms (N= 397), the next day's SPX change averages -.214%. 

These findings are very consistent with the SOX results.  When the market is up, there is greater continuation when the volatile issues are outperforming the big caps.  When the market is down, there is greater likelihood of continuation when the volatile issues are underperforming--and greater likelihood of reversal when they are outperforming.

Research Supplement – SOX to Stocks Ratio, Weekly Data

Here I simply looked at one week SOX and SPX returns vis a vis the following week’s SPX return.  The sample covered 12/2000 – 12/2003 (N = 160), where the average next week’s return was -.059%.

When the SPX was up on the week (N = 83); the next week’s average return on the SPX was -.025% (45 occasions up; 38 down).  When the SOX outperformed the SPX on rising weeks, the next week’s SPX averaged .096% (N = 57; 33 occasions up; 24 down).  When the SOX fell short of the SPX on weeks where the SPX rose, the next week’s SPX return was -.290% (N = 26; 12 occasions up; 14 down).

When the SPX was down on the week (N = 77); the next week’s average return on the SPX was -.096 (39 occasions up; 38 down).  Contrary to the pattern we saw with the daily data, when the SPX was down and the SOX outperformed the SPX, the average next week’s return on the SPX was -.824 (N = 22; 10 occasions up; 12 down).  When the SOX underperformed the SPX on down weeks, the next week’s return on the SPX was -.023% (N = 55; 29 occasions up; 26 down).  

This suggests that over a longer time span (weekly rather than daily), outperformance by the SOX may be more favorable in up markets than in down ones.  
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