PART FIVE  MARKET MUSINGS
CHAPTER21

SMART MONEY INDICATORS
LINDA:

These are some broader market indicators that 1 have used for trading the S&P and for monitoring the market in general. They are subjective tools and should always be used in conjunction with another indicator or pattern. However, 1 felt that specific enough guidelines could be given for their use and consequently you might find them useful.

SMART MONEY INDEX

The first indicator is called the "Smart Money Index 1 came across it in Barrons in the mid​1980s. It was presented as a long‑term indicator and it was used as a summation index to pinpoint long‑term tops and bottoms by looking for divergences in the index against the price action in the Dow. 1 use the concept on a short‑term basis in an entirely different waywhich we'll present to you here.

The smart money index is appropriate in a swing trading book if only to heighten a trader's awareness of weak hands (public speculative money.) versus strong hands (smart, informed money), and the significance of morning reversals.

The general thesis is that weak hands (i.e., the public) tend to make emotional, uninformed decisions in the first hour of trading. The professionals represent the smart money and control the last hour of trading. The smart money index is comprised of the net change in the Dow for the first hour versus the net change in the Dow for the last hour.

Here is how you create the index.

1. Take the net change for the first hour in the Dow. Multiply it by ‑1. For example, if yesterday's close in the

           Dow was 4980 and after the first hour of trading today the Dow closes at 4985, it would have a net change of

           +5. Multiply this by ‑1 to get ‑5.

2. Take the net change for the last hour in the Dow and add it to the final number in rule 1. For example, if the

           Dow is at 4990 at 3:00 EST and closes the day at 4984 (4:00 EST), we add the last hour's net change of ‑6 to –5

           for a total of ‑11 on the day.

3.
A running summation index of the first hour (inverted) net change and the last hour's net change is logged.

Here are some more calculations to illustrate the Index's computation.

[image: image1.png]1st Net Change

(-1)

Last hour change

Day 1 10 -10 2 =
Day 2 -5 5 -5 =
Day 3 20 20 0 =
'Day4 5 5 20 =
' Day5 15 a5, 12 o=

[o—y
(9} ]

|
~1





You might want to look at the total summation index for historical purposes, but the only number that 1 use is the individual days reading at the close. If the day's sum reading is greater than 20, look to be a buy‑er the next day. If the day's sum reading is less than 20, look to be a seller the next day. High readings usually accompany significant intermediate term reversals in the stock market. On average, four to five signals will be given per month.

It really pays to be conscious of how a market trades in the last hour. Again, if you are long and the market closes firm, carry your position
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home overnight. There are overwhelming odds that the market will follow‑through the next morning. Also, be especially on guard against making emotional mistakes in the first hour of trading. This applies not only to the S&Ps but to all markets. You don't want to get trapped by an early morning reversal.

TICK INDICATOR

This next indicator is used only for trading the S&Ps. I'm sure many traders are already familiar with it. For those who are not, the tick represents the difference between all the stocks listed on the New York Stock Exchange that are on upticks verses all the stocks trading on downticks. A chart of the tick can almost function as an overbought/ oversold indicator. In this case we are going to look for tick divergences.

There are several reasons why this pattem is included in this book. The first is that it again illustrates the important concept of a test. In this particular case it also includes a nonconfirmation, or principle of divergence. Second, far too many people try to overtrade the S&P We know of countless traders who make money in the morning and give it back in the afternoon. It is far more important to concentrate on a few choice strategies than to try to capture every move. (Greed will absolutely be one's undoing in the S&P market.)

Third, if a trader did nothing but concentrate on this one pattern, he or she would be able to make a living trading. It takes patience though to wait for just one setup!

BUY SETUP (SELLS ARE REVERSED)

1.
The S&P must make a morning low where the ticks give a reading of less than ‑350 (minus 350).

2.
The S&P then must make an equal or lower low in price at least 90 minutes later. The tick must make a higher

           low than it did the first time. (Even five ticks higher is sufficient for this pattem.) If the ticks improve from this 

           second low point by 100 ticks, we will enter at‑the‑market. A protective sell‑stop is then entered at the low of

           the day.

3. Trail a stop to protect any accrued profits. 1 usually like to protect at least 50 percent of any equity gained (e.g.,

           if the market rallies two points, move the stop up to lock in at least one point.)
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4. You may hold a winning trade oven‑tight and take profits on followthrough the next morning. In the S&P it is

            usually best to be very defensive with any quick gains. A trailing stop will often close out the trade before the

            end of the day.

Study the examples and then paper trade this pattem first. You should notice that the more volatility the market has, the better this trade will set up. It is critical to have a resting stop in the market after you have entered a trade. The best trades will show a profit right away!

On October 5, the S&P makes a lower low while the tick makes a higher low. When the tick rallies back by 100, this confirms the end of the downtrend. We buy the S&P at‑the‑market and place a stop beneath the recent low. The market rallies another 4 points.

EXHIBIT 21.1 S&P‑5‑Minute
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EXHIBIT 21.2 S&P‑5‑Minute
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The market makes a higher high while the tick makes a lower high. When the tick sells off by 100, we sell the S&P at‑the‑market and place a stop above the recent high. The market sells off another three points. (Notice how the S&P formed a fakeout shakeout pattern leading to the sell‑off.)
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It is also useful to be aware of any extreme intraday readings‑high or low‑in the tick, even if no divergence sets up. This information can help you anticipate a trade for the next day (the day after the high reading). For example, when a majority of stocks are on an uptick, and the market is able to register an intraday reading of greater than 400, this represents strong buying power. Everyone is buying! What happens the next day when nobody is left to buy?

If day one registers a reading of ticks greater than 400, then on day two we will look to short a morning rally. If day one registers a reading of lower than ‑400, then on day two we will look to buy a morning pull~ back. Please remember to always use stops when entering on a reversal in the S&P. This pattern will not serve you particularly well in an extremely strong trending market. However, 1 used it throughout the bull market rally of 1995, and it worked quite well. It is also useful to watch the tick on an hourly chart. Look for two to three consecutive +/‑ 400 readings over one to two days to set up a reversal.

The main trick to successful S&P trading using this type of pattem is to look for 5‑minute or 30‑minute Turtle‑Soup patterns on the bar chart. You must have the patience to wait for the test and not try to pick a bottom or top!
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EXHIBIT 21.3 $SPX and Tick‑60 Minute
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When the tick reaches a reading of greater than 400 or less than ~400, we will anticipate the market making an intraday reversal the next day It usually presents a significant trading opportunity.
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EXHIBIT 21.4 $SPX and Tick
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Clusters of tick readings that are greater than 400 or less than ‑400 warn of potential intermedate‑term reversals.
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ARMS INDEX

The last indicator we would like to mention is the Arms Index, originally known as the TRIN, or Trading Index.

This is a ratio of two ratios: advances /declines divided by up‑volume/down‑volume. It is a standard transmission on all data‑feed services. We will use a five‑day moving average of the Arms Index. A reading greater than 1.20 indicates a potential intermediate‑term bottom or oversold condition. A reading less than .80 indicates a potential short‑term top or overbought condition. These are short‑term trading opportunities only (one to three days).

As with any overbought/ oversold indicator, the Arms Index can give premature signals in a strongly trending market. We have found the buy signals to be more reliable than the sell signals. (This could be due to an obvious upside bias over the last 15 years.)

Lots of professionals have kept either a 5‑ or 10‑day moving average of this indicator at some time or another. Many consider it part of their daily routine to log this number at night along with moving averages of the advance/decline line (which helps monitor the market's breadth).

Study the examples and then determine for yourself if it would be of service to you. We have found it to be particularly helpful when trading equities. The best trades come when there is a confluence of signals from several indicators which all point in the same direction.
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EXHIBIT 21.5 TRIN
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The arrows mark the places where the five‑day moving average of the TRIN hit a reading of greater than 1.20 (buy) or less than .80 (sell).
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