Keeping an Eye of the Big Boys: Part 2

http://www.tradingacademy.com/lessons/20091222/stocks_article.htm
In early 2008, I wrote about a tool that I use in order to identify probable turning points in the markets - the article was called, Committed to the Markets. Last week, I shared an additional tool and felt that due to the overwhelming email response I received, it would be appropriate to revisit my old friend, The Commitment of Traders.

The Commitment of Traders (commonly referred to as the COT) report has been published by the Commodity Futures Trading Commission since 1962 and provides information on the open interest of Futures contracts. The report can be found at www.cftc.gov and is published every Friday and contains the data from the previous Tuesday. A Futures contract is a derivative which gets its value from an underlying asset. They are traded to either profit from future values of the asset or to hedge a position in the asset against a drop in price. The COT shows open interest in a multitude of commodity, currency, and stock index Futures. Open interest differs from volume in that volume is the number of contracts actually traded per day, while open interest is the number of contracts entered into, either long or short, that have not been offset by transactions or exercise. They are new or open contracts which may offer clues as to what the traders are anticipating price to do in the asset. This information can be used to assist us in our own trading decisions, whether we are trading currency, commodities, Futures, options, or even stocks. 

The COT breaks down open longs and shorts into three categories. We have the Commercials, the non-Commercials, and the Non-Reportables. The Commercials are people or businesses who deal directly with the underlying asset such as farmers, miners, and international businesses. With commodity Futures, they understand the true supply and demand of the asset and are trying to hedge against future price movement that could hurt operating profits. They are not usually trying to profit from the Futures contract itself. Stock index Futures are used to hedge institutional portfolios and for arbitrage opportunities. The non-commercials are large speculators and can represent "smart money." They are speculating on the future movement of the trend in the underlying asset. The non-reportable positions are the so-called "dumb money." These are the small individual traders trying to play the direction of the markets for profit and are often wrong.
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The COT provides the open interest for both longs and shorts for all three categories of traders. Subtract the net shorts from the net longs in each category to see if the commercials, non-commercials, and small traders are net long or net short. To use the COT data, you should keep a chart of the data and see what the trend is for the three groups. This is not the simplest task as you will have to manually enter the data each week from the COT report, but it can be beneficial to do the work. Are the traders going net long or net short? Are they increasing their longs or their shorts? To trade with the trend, follow the non-commercials. Remember, this is the "smart money" that seeks to profit from price movement in the Futures contract. If they are net short and increasing their shorts, look to go short yourself. If they are net long and increasing their net longs, look to open longs, as well.

The most powerful trading signal comes when the commercials and non-commercials are trending in one direction, while the non-reportables (small traders) are trending in the opposite. The divergence of these groups shows the professionals taking money from the public, and you should definitely follow the professionals for greater probability of success.

The following chart is from TradeStation and shows the S&P 500 Futures on a weekly chart with the COT Net Position as an indicator below. Looking at the divergences may indicate possible trend changes. The professionals all sold ahead of the market peak in October 2007 while the amateurs continued to buy. A similar picture was painted in early 2009 when the professionals bought ahead of the market bottom while many traders sold off into the decline. The recent divergence also presents an interesting situation.
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While this COT may be at odds with the flow of money market funds I wrote about last week, there is a possibility of the market rallying through this recent resistance at the 1113 level. A glance at the COT for the US Dollar shows the commercials were closing their hedges against dollar strength, while speculators are now jumping in long after a rise in price. Looking to the left of the current dollar index Futures, we see we are approaching a possible supply area that may stall the recent dollar strength. Definitely something to keep in mind for you longer term traders.
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Watch the markets carefully and also the elephants... They will lead the way. We are nearing a critical breaking point on the US and even world markets. Worries about sovereign debt, Fed bailout programs ending, possible inflation and higher rates ahead, etc., are weighing on everyone's mind. I am not going to predict the breakout, just trade in the direction that the markets and the big boys tell me to go.

Have a great day. 

- Brandon Wendell bwendell@tradingacademy.com
