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A Novel Approach To Market Timing

Combining A/D Indicators
And Volume Patterns

Here' sanovel approachtomarket timingthat canforecast mid-
termruns on the S& P 500.

by Victor Kalitowski and Andrew von Stuermer

I here are certain critical advance and decline levels
that serve as excellent high-reward/low-risk entry
points to go long the Standard & Poor’s 500 for a
mid-term run. We have found critical levels associ-

B
Baba, b afh

ated with two A/D ratios applied to the S& P 500.
Y ou can, however, usetheindicatorsto trade any of

the S& P500 constituent stocks. Wechosethe S& P500 mainly
because many analysts and money managers consider it to be
the best proxy for market sentiment. Our findings are based
on an analysis of historical data dating back to June 1997.

ABOUT THE A/D INDICATORS

Advancesand declines (AD) arewell-known indicators used
to gauge market strength or weakness, so armed with AD
data, you can assess how strong acurrent trend really is. We
use two specific ratios based on the advance/decline (A/D)
concept:

* A/D issues
e A/D volume

The A/D issues ratio simply indicates whether a majority
of stocksweretraded at higher or lower pricesrelativeto the
close of the previous trading session. An A/D issues ratio
with alarge positive value indicates a strong market perfor-
mance (positive market momentum), while a negative ratio
representsaweak performance (negative market momentum).

Whereasthe A/D issuesratiodeal sstrictly withthenumber
of issuesthat advance and decline, the A/D volumeratio goes
one step further: It introducesthe critical element of volume
into the equation. Volume plays an essentia part in A/D
analysis because it is the best sentiment indicator. Volume
asoindicatesthe degree of market strength. Becauseitisthe
underlying cause of all price movement, volume data pro-
vides a true reflection of what is really happening in the
market. After al, there can logically be no movement in a
security if thereis no change of volume.

We trade predominantly based on evolving volume pat-
ternsand look for significant surges (spikes) involume. Such
volume spikessignal that asignificant number of shareshave
been transferred from one group of market participants to
another. Itisusually at such inflection pointsthat the market

tends to become overbought or oversold. When volume is
applied to the A/D concept, it allows you to determine
whether the bulk of trading activity wasfocused in declining
or advancing issues. This provides amorerefined picture of
market health than ispossiblewith asimple A/D issuesratio.

For example, say that on aparticular day 400 stocksin the
S& P500 closed up and 100issuesclosed down. Based onthis
A/D statistic alone, you could assume that market breadth
was strongly bullish — after all, 80% of the index’s stocks
closed higher than they did the previous day.

However, say that upon closer inspection of the volume
datayou discovered that volume of advancing i ssueswas 600
million shares, whilethat of declining onesamounted to only
400 million shares. From this additional data, you could
decide that the bullish trend was not as strong as you first
believed. Conversely, what if volume of advancing issues
amounted to 800 million shares, while volume of declining
issueswas limited to 200 million? In such acase, it becomes
clear that the bulk of volume activity was concentrated in
advancing issues. Y ou could argue that this particular trend
was much healthier than the first.

We trade with both the A/D issues and the A/D volume
ratios, as they supplement each other and make our market
analysis more accurate. We will now outline how you may
use these two ratios together to establish critical support
levelsfor the S& P 500.

APPROACH

While the following examples are addressed primarily to

mid-term traders who wish to play the long side, the basic

principles can of course be adapted to short trades as well.
After testing more than 600 different combinations of very

low A/D issuesand A/D volumeratio readings (between 1998

and 2005), we derived the following values for the S& P 500:

e Critical A/D issuesratio=0.12
e Critica A/D volumeratio = 0.14

Over the seven-year time span we studied, we found that
once the S& P 500 reached or dropped below these critical
levels, therewasastrong likelihood theindex woul d reverseto
the upsidewithin afew days. The S& Pfrequently rallied from
thesecritically oversold conditionsand initiated new mid-term
uptrends. (We define amid-term move as one that persistsfor
more than a month and achieves again of at least 5%.)

We found that these critical ratios represent good cutoff
levels. A tradeoff was established between missing the start-
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ing points of major new upturns (cutoff

levelstoolow) and missing out onideal Critical A/D  Critical A/D of Uptrend  Chart & Point
points a which to initiate new posi- Issues Ratio Volume Ratio (Recovery Rally) Reference
tions. This is because the indicators
simply confirm existing mid-term 1998

uptrendsalready inprogress(cutoff lev- 01/09/1998 0.03 0.02 22.1%

Magnitude

. 04/27/1998 0.08 0.06 9.5% Chart #1 - A

e'SNtOO high). o to determine th 08/04/1998 0.07 0.07 3.1% Chart #1 - B
ext, we wanted to determine the 5571998 0.06 0.04 0.9% Chart #1 - C
extent of uptrends(recovery rallies) that 08/31/1998 0.06 0.03 38.0% Chart#1 - D

followed once the S&P 500 reached

these critical A/D ratio levels. Thein- 1999

formation is summarized in Figure 1. 03/23/1999 0.08 0.06 23.0% Chart #2 - A
Thetable qualifiestheincidencessince
1998, where the S& P 500 reached the 2000

critical A/D ratios levels defined here. 04/14/2000 0.02 0.01 12.8% Chart #2 - B
Thetable al so summarizesthe extent of 2001
the ensuing recovery rallies. For in- 03/12/2001 0.07 0.05 1.6% Chart #3 - A
stance, after reachingcritical A/Dratios  g4/03/2001 0.09 0.09 19.1% Chart #3 - B
levelson March 22, 2004, the S& P 500 06/14/2001 0.11 0.12 1.7% Chart#3-C
recovered with arally of 5%. 09/17/2001 0.12 0.14 13.2% Chart#3 - D
SPECIFIC EXAMPLES 2002
Sincethe middle of 1997, the S&P500  01/29/2002 0.09 0.06 6.6% Chart #4 - A
ool AD alolwasos WIS % 0m o om o g
. . . . . 0 -
times. Year by year, thiscanbebroken 7,191,395 0.07 0.13 7.7% Chart #4 - D
down as you seein Figures 2-7. 08/05/2002 0.11 0.11 9.6% Chart #4 - E
08/13/2002 0.11 0.10 9.2% Chart #4 - F
+ Fiveincidences of critically low 09/03/2002 0.04 0.04 5.3% Chart #4 - G
A/D ratios during 1998: 09/12/2002 0.10 0.12 1.8% Chart #4 - H
Asyou seein Figure?2, after reaching 09/19/2002 0.09 0.09 13.2% Chart #4 - |
thecritically low readingin April (point 12/27/2002 0.06 0.08 6.8% Chart #4 - J
A), theindex traded sidewaysin atight
range for nearly two months and then 232/324/2003 0.04 0.09 0.8% Chart #4 - K
started arecovery rally. » 03/04/2003 0.10 0.12 1.0% Chart #4 - L
In the autumn of 1998, three criti-  (3/45003 0.03 0.06 10.9% Chart #4 - M
cally low readings occurred within a 9312472003 0.02 0.02 9.8% Chart #4 - N
short time span (points B, C, and D). 05/19/2003 0.05 0.06 10.3% Chart #5 - A
Thissparked astrong recovery rally of 06/23/2003 0.10 0.10 3.4% Chart #5 - B
38%. 08/05/2003 0.07 0.05 7.7% Chart #5 - C
09/22/2003 0.10 0.13 13.7% Chart#5 - D
e Oneincidence of critically low A/D
ratios during 1999, and onein 2000: 28322 . 0.10 A 5 0% S
Figure 3 shows that 1999 was the ).5000, 0.07 0.11 1.5% Chart #6 - B
|ast year of theominous| nternet bubble. 05/17/2004 0.11 0.08 5.7% Chart #6 - C
This bubble burst in 2000 and was  gg/o5/2004 0.05 0.06 10.8% Chart #6 - D
followed by a three-year downtrend. 12/07/2004 0.11 0.11 3.5% Chart #6 - E

During all of 1999 and 2000, we found
only two incidences of critically low  FIGURE 1: HOW STRONG WILL THE TREND BE? Here you see the magnitude of uptrends (recovery rallies)
A/D ratios — a stark reflection of the following critical A/D issues and A/D volume ratios on the S&P 500 from January 1998 to December 2004.

extremely positive market sentiment
that prevailed over those two years.

][Qt‘?rfoir:‘t% :‘;fozi(fog‘atlhg‘gé”gégg ||2§tt Not surprisingly, success in trading the S&P
u , . e .S

almost 15%, yet there was no indica- 500 based on the index hitting critical A/D
tion of an extremely negative market ratio levels is not 100% guaranteed.

sentiment. Thisrevealsthat amajority


http://www.traders.com/

Reprinted from Technical Analysis of STOCKS & COMMODITIES magazine. © 2005 Technical Analysis Inc., (800) 832-4642, http://www.traders.com

CHARTING TECHNIQUES

WWW.MARKETVOLUME.COM

1 Year

&

\

B ads o st ﬂ.ﬁ f"\ﬁns‘umﬂ

IVVVVU' VYR Y YWY Y Ty \j‘vvwv

A A

Maly 98 Jurl1

0.08

0.06

JuII Aut:q Sep Oclt
0.07 {(0.06 | 0.06
0.07 {{0.04 ] 0.03

.
Mar

FIGURE 2: LOWEST CRITICAL A/D VOLUME AND A/D ISSUES RATIOS. During 1998, the S&P 500 saw five
incidences of critically low A/D ratios. These low levels sparked a strong recovery rally of 38%. In the bottom
pane, A/D issues ratios are listed at the top and A/D volume ratios at the bottom.

2 Years

"w\ f mm

&

aatl Al n

Jan99 A

0.08

0.06

Jul Oct Jan 00 Apr

0.02

0.01

FIGURE 3: CRITICALLY LOW A/D VOLUME AND A/D ISSUES RATIOS (1999-2000). Leading up to the
Internet bubble in 2000 and several months after that, there were only a few times when the A/D ratios reached
critically low levels. This goes to show that sentiment was still bullish. What this should have told you is that the
market was heavily overbought and the uptrend was likely to reverse.

Applying a stop-loss
policy to this trading
approach can make
this a profitable
strategy for mid-term
traders.

of investors/traders were still overly
bullish — most likely they held on to
the belief that thiswasjust a pullback
and that themarket would surely come
back and move higher.

Thefirst panicsellingamongtraders
took placeonly monthslater (inMarch
2001), by which time the index had
shed 30%. Such low number of inci-
dencesover alengthy period of timeis
an excellent confirmation that the mar-
ket was extremely heavily overbought
and about to reverse its long-term
(three-year) uptrend to a downtrend.

e Four incidences of critically low
A/D ratios during 2001:

Following the Internet bubble, the
first real panic among traders came
only after a 30% decline in the S&P
500. Points A and B in Figure 4 mark
twodateswithcritically low A/D ratios
(that is, March 12 and April 3, 2001).
Following point B, the index regained
morethanhalf (19%) of what it had lost
during the previous downtrend (of
30%).

The next incidence of critically low
A/D ratios occurred on June 14, 2001
(point C). Despitethelow readings, the
market hardly bounced and the index
then proceeded to push significantly
lower. In contrast, the critically low
readings on September 19, 2001 (point
D), soonledtoaspeedy index recovery
of more than 13%.

e 10incidences of critically low A/D
ratiosin 2002, and eight in 2003:

On January 24, 2002 (point A in
Figure 5), the market ignored the fact
that it had reached critically low A/D
ratio readings. Apart from a small
bounce of 6%, no significant recovery
took place. While the critically low
readingson June 6 (point B) and July 2
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(point C) also did not lead to a full-
blown mid-term recovery, they pre-
saged a change from the prevailing
long-termdowntrendto anew uptrend.
From the beginning of June up to the
middle of August, we noted eight oc-
currences of extremely negative mar-
ket breadth (points B—I) — apotential
harbinger of an impending end to the
long-term downtrend.

Following the 13% recovery in Oc-
tober—December 2002, we had asimi-
lar situation. In the short timefrom the
end of December 2002 to the end of
March 2003 (points J-N in Figure 5),
A/D issues and A/D volume ratios hit
critically low levelsfivetimes. Such a
largenumber of incidencesover ashort
period of time provides an excellent
confirmation that the market was
heavily oversold and about to reverse
its long-term (three-year) downtrend
to an uptrend.

The next four occurrences (points
A-D in Figure 6) of criticaly low
sentiment readings reveal that even a
small corrective down-moveinthein-
dex can generate low sentiment read-
ings. This tells us that a mgjority of
traders did not believe in the recovery
— they were under the impression the
market would quickly revert to a
downtrend again.

* Fivetimesin 2004

The S&P 500 chopped around in a
sideways trading pattern for most of the
year, asillustrated in Figure 7. Each time
criticdly low A/D ratios appeared, the
index generated a mid-term run higher.
The only exception was point B (April
14), where the index recovered by only
1.5% and then declined to new lows.

DISCUSSION OF RESULTS
Why does the S& P 500 have a ten-
dency to reverse former downtrends
after reaching criticaly low A/D is-
sues and A/D volume ratios?

Very low A/D ratios are indicative
of ahighly negative market sentiment.
Anextremely low A/D issuesratio for
the S& P 500, for instance a value of
0.10, reveals that the bears are com-
pletely dominating the market. In or-
der to reach such a low A/D issues
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FIGURE 4: LOWEST CRITICAL A/D VOLUME AND A/D ISSUES RATIOS REACHED IN 2001. Following the
bubble burst, the A/D ratios hit critically low levels but the market hardly bounced. In fact, it moved lower. It was

only after the low reading in September 2001 that the market recovered more than 13%.
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FIGURE 5: LOWEST CRITICAL A/D VOLUME AND A/D ISSUES RATIOS REACHED IN 2002-03. From June
2002 to mid-August 2002, the A/D ratios reached critically low levels eight times. This suggested that the long-
term downtrend could be over. The S&P 500 did recover 13% from October to December 2002, but shortly after
that, the A/D ratios hit low levels again. This further confirmed that the market was heavily oversold.
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FIGURE 6: WILL THE MARKET REVERSE? Even though the S&P 500 was trending up, it is evident that
corrective moves generated low A/D ratios, suggesting that most traders were not confident that the market
would reverse.
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FIGURE 7: LOWEST CRITICAL A/D VOLUME AND A/D ISSUES RATIOS REACHED IN 2004. The S&P 500

seems to reverse former downtrends after reaching critically low A/D issues and volume ratios.

ratio, roughly 460 stocks from the bas-
ket of 500inthe S& P500 must beinthe
declines group. During such critically
pessi misticandlopsi ded periodsof mar-
ket sentiment, a very large number of
shares are being transferred — across
the broad market — from the hands of
the bearish camp into the hands of
more bullish traders, all at compara-
tively low prices. Such events are fre-
guently accompanied by large volume
spikes, further confirmation that huge
blocks of shares are changing hands.

As aresult of wholesale transfer of
stock, the bearish group soon becomes
exhausted as more and more investors
satisfy their urgeto closeout positions.
Themarket quickly becomesoversold;
at some point there are simply too few
sellers left to cover the demands of
those buyers who wish to establish
positions at such low prices. The big
volume events that often accompany
such exhaustion scenarios (accompa-
nied by critically low A/D ratios) indi-
cate that there is a significant interest
onthebehalf of thebullsto buy intothe
market.

Over the seven years covered by our
research, we found only eight inci-
dences (of atotal of 34) where indi-
vidual recoveryralliesresultedingains
of less than 3%.

Not surprisingly, successin trading
the S& P 500 based on theindex hitting
critical A/D ratio levels is not 100%
guaranteed. However, our work reveals
that the odds of winning withthisstrat-
egy are nonetheless quite attractive. In
our opinion, applying an appropriate
stop-losspolicy tothistrading approach
canmakethisaprofitable, high-reward
strategy for mid-term traders.

Victor Kalitowski and Andrew von
Suermer are private investors. They
would like to thank MarketVolume
(www.Mar ketVolume.com) for thedata
and chart material presented in this
article. The authorswould also like to
acknowledge Vladimir Korzinine, CEO
of Highlight Investments Inc., for his
insightsonvolumeanalysis. Kalitowski
and von Stuermer may be reached at

vak@mar ketvolume.com.
S&C



http://www.traders.com/

