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In a broad sense, the market alternates between two modes: trending and cycling.  Because trends and cycles occur over multiple time frames, markets exhibit complexity.  What is trend at one time frame is a cycle phase at another, creating periods of directional movement interspersed with periods of consolidation.  Indicators that work in one market mode tend to break down in other modes, as in the case of oscillators that catch market cycles but remain hopelessly overbought or oversold through trending periods.  To complicate matters, markets trade differently at various times of day, exhibiting greatest volume and volatility in the morning; least volume/volatility midday; and higher volume/volatility late in the session.  Market rises tend to occur over longer periods than market declines, creating asymmetries in market timing.  Little wonder that promising mechanical trading systems degrade over time, unable to adjust to shifting market trends and cycles.


Over the years I have created a number of market indicators designed to capture facets of this complexity.  Some are entirely original; many others are short-term adaptations of existing technical tools.  As my experience with these indicators has grown, I have learned which duplicate each other; which perform well under varying conditions; and which do not.  Those measures that have been most consistently helpful for me are included in my Trading Psychology Weblog, which is part of my daily preparation for each trading day.


The first question I ask myself in the Weblog is:  Are we trending, or are we in a neutral, cycling mode?  I calculate the day’s Trade Weighted Average Price (TWAP) to capture the average transaction price during the day.  A trending market will show steadily rising or falling TWAP values; a bracketing market will typically oscillate around a narrow TWAP band.  If the market is trending upward, I am looking to buy dips—particularly those that terminate above the TWAP.  Similarly, if the market is downtrending, I am looking to sell bounces that remain below the TWAP.  When a rising market dips below its TWAP or a falling market rises above its TWAP, it is frequently an indication that we are shifting from a trending to an oscillating mode.


A second measure that has stood me in good stead in gauging trending and cycling markets is a count of stocks making new highs vs. new lows over various lookback periods.  In assessing longer-term trends, I look at the number of stocks making new 20 and 65-day highs and lows.  In a bullish trending market, we should see an expanding number of stocks making fresh 20 and 65-day highs.  Conversely, new 20 and 65-day lows should expand in a bearish trending market.  When we see market prices making new highs or new lows day over day but failing to expand new highs or new lows, it frequently indicates that we are shifting from a trending to a consolidating mode.  When we see several days in a row in a narrow range of new highs vs. new lows followed by a strong expansion of new highs or new lows, it generally signifies a shift from a cycling to a trending trading mode.  These dynamics are apparent at an intraday level, as well, making it useful to track the number of stocks in a basket that make new highs versus new lows over lookback periods such as two hours.  A swing to new price highs or lows during the day that is not accompanied by an expanding number of stocks making fresh two hour new highs or lows is less likely to continue in its initial direction than the same swing that brings broad participation.  My own basket of stocks draws approximately equally from among cyclical, consumer, financial, and tech issues.  When these very different sectors are moving in unison, the trending movement can generally be trusted.


The third group of Weblog measures examines the amount of buying vs. selling in the market.  As with the new highs/new lows, this is assessed on both an intraday and end-of-day basis.  The first measure of buying/selling pressure is the NYSE Cumulative TICK, which tracks the number of stocks upticking vs. downticking at a given point in time.  I cumulate the TICK readings on a one-minute basis and then adjust the values to create a normalized distribution that expresses buying/selling relative to a lookback period.  Thus, a high value on the adjusted TICK means that we are experiencing very high buying compared to the average over the lookback period.  Similarly, a very negative adjusted TICK reading means that selling is heavy with respect to the recent past.  Because the TICK includes all NYSE issues, it provides an excellent measure of buying or selling across the broad market.


My Institutional Composite is a proprietary measure that examines upticking and downticking of a basket of actively traded issues on an intraminute basis.  Here I am particularly interested in the activities of large market participants, such as institutions, dominant locals, and program traders.  Like my adjusted TICK, the Institutional Composite is normalized with respect to a lookback period, so that values tell us how large traders’ buying and selling compares to their recent behavior.  I am generally mindful of how both the adjusted TICK and the Institutional Composite are moving prices.  While markets tend to move higher with strong buying and lower with high selling, it is not unusual for trends to end with buying or selling pressure unable to generate further price highs or lows.  Before markets move lower or higher after a rally/decline, buying/selling typically fails to move markets in the expected direction.  A cycling market can be thought of as one in which buying and selling extremes are unable to generate neither fresh price highs nor lows; a trending market is one in which buying/selling generates expected price strength/weakness.  Accordingly, an acute observer of the market will monitor the ability of buying/selling to move the market in order to gauge the market’s trading mode.


My final group of Weblog measures is momentum-based.  The Demand/Supply Index examines the number of operating company stocks that are trading above two different moving averages (short-term and medium-term) vs. the number that are trading below these averages.  In order to qualify as Demand/Supply, the issues must exceed/fall short of their moving averages by a threshold, envelope-based amount.  A positive balance between Demand and Supply suggests upward momentum among stocks; a neutral balance is common within a cycling market; and a negative balance suggests downward momentum.  By following the Demand/Supply Index over time, we can track whether a market is gaining or losing momentum, which helps us identify whether we are in a directional or non-directional trading mode.  On a daily basis, I cumulate the Demand minus Supply totals, much like an advance-decline line.  This has proven to be an effective intermediate-term overbought/oversold measure, catching relative tops and bottoms in the market.


Because I have calculated these measures for approximately two years, I now have a database that allows me to ask meaningful quantitative questions about market action.  For example, when I see a market with unusually strong adjusted NYSE TICK and Institutional Composite readings, I can identify when that has occurred in the past and how the market has typically responded.  While I do not trade such research mechanically, it does provide a road map to the coming day’s trading when results are directionally skewed.  For instance, I recently identified an occasion in which, given the configuration of indicators, the odds of today’s high exceeding yesterday’s close was approximately 90%.  When we opened lower, I simply looked for a drying up of selling in the TICK and then encouraged traders to consider a long side trade.  The resulting move was good for 4-5 ES points.  


I hope it’s obvious to readers that, if there is any merit to my work, it is not in the indicators themselves, but in the familiarity with them that results from hours of development and years of observation.  The indicators are simply my way of capturing understandings about how markets move: understandings grounded in process-based transitions between trending and cycling modes over multiple time frames.  I strongly encourage traders to develop their own measures and track them over time, developing an intimacy that permits understanding as well as prediction.

          Brett N. Steenbarger, Ph.D. is Director of Trader Development for Kingstree Trading, LLC in Chicago and Clinical Associate Professor of Psychiatry and Behavioral Sciences at SUNY Upstate Medical University in Syracuse, NY.  He is also an active trader and writes occasional feature articles on market psychology for a variety of publications.  The author of The Psychology of Trading (Wiley; January, 2003), Dr. Steenbarger has published over 50 peer-reviewed articles and book chapters on short-term approaches to behavioral change.  His new, co-edited book The Art and Science of Brief Therapy is a core curricular text in psychiatry training programs.  Many of Dr. Steenbarger’s articles and trading strategies are archived on his website, www.brettsteenbarger.com
