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Readers of the Trading Psychology Weblog are familiar with the adjusted TICK and Institutional Composite measures.  These reflect buying/selling interest across the broad market vs. the large cap stocks that dominate the S&P 500.  When we see divergent performance between the adjusted TICK and the Institutional Composite, we know that sectors of the market are behaving quite differently.  That, by itself, alerts us to the likelihood that we are not in a trending market.  In a trending market, sectors tend to move in unison, and this will be reflected in cumulative adjusted TICK and Institutional Composite lines that move in the same direction with similar slopes.


Below is a chart of the ES futures vs. the cumulative adjusted TICK line for the period 5/26/05 – 6/6/05.  This was a period of market consolidation.

[image: image1.png]Chart Area__ |

Cumulative Adjusted TICK Line vs. ES Futures

380000
360000
340000 -
2 32000
"
= 300000
=
8
=
2 200000
5
£ 260000 1
i // H
240000
220000 1
200000

Time in Minutes - 5/26/05 - 6/6/05
4[> [91N\ Chrti 7 Ghartz ), Chart { Chartd { Sheeti { Sheetz { Sheet / |

1208

1206

1204

1202

1200

1198

1196

194

192

1190

= Red

ES Futures





Note that the ES futures barely moved from the beginning of the period to the end.  The cumulative adjusted TICK line, however, finished the period quite a bit stronger than it began.  This means that, over the course of the seven trading sessions, more stocks overall were ticking up than ticking down.  

Now take a look at the cumulative Institutional Composite line over that same period.  Here we see a completely different pattern; over the seven days, the line has a distinctly downward slope.
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This is not the usual course of things.  In fact, over the past two years, the daily adjusted TICK and Institutional Composite values have shown a correlation of +.57, which is statistically significant.  

Let’s try to dig beneath the surface and see what is happening.  First, we’ll look at the large cap stock performance by seeing how the XMI (Major Market Index of 20 large cap stocks) behaved over those seven sessions.  Note the downward slope: clearly the selling that we observed in the Institutional Composite was making itself felt in these 20 stocks.  The average clearly broke to a new low on 6/6/05.  Note that the S&P 500 above did not break to a new low during that time; it is a broader index, and its smaller components were likely holding it up.
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Now let’s go to the other extreme and observe the behavior of the Midcap stocks and Russell small caps.  Note that they are in clear uptrends over the seven session period, mirroring the adjusted TICK line:
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What can we take away from this little exercise?  Just this: The S&P 500 is a hybrid index.  It is sufficiently weighted with large cap stocks that it is influenced by selling and buying specific to the large stocks.  It also includes enough smaller issues, however, that it reflects buying and selling that we see in the midcaps and small caps.  This makes it very worthwhile to observe sector performance as we are trading the S&P.  If the large and small cap sectors are moving together, the odds of a trending environment are good.  If we see divergent performance between the groups, that will tend to cap the upside and downside of moves: selling strength in the weaker sectors and buying weakness in the strongest sectors generally works well for market timing.

Eventually all trending environments enter periods of consolidation and all consolidating periods break out to create trends.  Observing divergences in sector performance after a trending period will alert you to the start of a trading range; observing a thrust among all sectors will alert you to the likely start of a directional trend.  Looking at ES futures prices alone misses important information: sometimes the whole is less than the sum of its parts.
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