Momentum Divergence —

15 Years of Heating Oil Historyv

By C.A. KASE i
Principal l )
Eisie & Co..CTA

hink of a ball thrown up
in the air. As it moves |
higher. its rate of ascen:
slows until it reaches its
maximum elevation,
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. reverses direction. and falls back to ’
‘earth. !
|

Just as the ball’s momentum

" changes before it ultimately reverses

direction. momentum also relates to

' the rate of change of price. and

momentum indicators evaluate the
degree to which the rate of change in
price is consistent with market direc-
ton. Momentum usually degrades.
just as the velocity of the ball
degraded, prior to the market actually

_reversing direction.

Momentum Indicators

Momentum indicators are valu-
able trading tools. but are often mis-
used and misunderstood. A major
reason for this is the use of the terms
“over-bought™ and “over-sold” when
momentum indicators reach high or
low levels. These terms are essen-
tially without meaning. as extremes
In momentum simply mean that
momentum is high in either an up or
down direction. In trending markets,
momentum will remain high (in an
“over-bought” and “over-sold™ condi-
tion) for quite a while. and it is
almost always a mistake to buy or
sell simply due to this condition.

Before_we look .at. the best
motiientum signal. “momentum

e,
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divergence”, let’s.look.atthres

momentum indicators and what thev
measure:

“z The Stochastic.

“- The Relative Strepnet
Index (RSI).

= The Moving Average
Convergence Divergence
(MACD) histogram.

The Stochastic is based on the
observation that market closes tend to
be in the direction of the market. until
momentum runs down and measures
the close relative to marke higii-ion.
range over a number of bars.

Thus in a rising market. we
expect closes to be near the highs of
the bars. on average. and in a falling
market near the lows. When the
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market loses momentum, the closes
fail to reach the highs or lows of the
bars.

The RSI is based on the assumn-
tion that cioses tend 10 move in the
direction of the trend. and measures
Up Closes v 3. dOWI Closes.

Thus in an up-market. we expect
closes. on average. to be higher than
previous closes, and in a down-mar-
ket. the closes, on average to be lower.

The MACD is based on the
observation that moving averages
diverge as a trend surges and con-
verge as the trend dampens. and
measures the degree to which diver-
gence or convergence differs from
the average level of convergence and
divergence.

Thus when a trend is weakening,
a fast moving average will diverge to
a lesser degree.
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The heating oil jutures contract. launcied in 197, was ine nrst successiul atiempt at energy futures rrading. As the introduc-

tion of the contract coincided with generaliy unstable market conditions. it received considerable attention in the business

press. as seen by this United Press v o0
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Momentum Divergence

While each indicaror nas numer-
ous entry signals or rules. the main
momentum signal we look tor in all
three indicators is called “momentum
drvergence™

What this means is that we have a
new high in price and this is not
matched by a new high in momentum.
swmetimes this s expressed as “a
higher high in price. a lower high in
momentum”. Others might sav we
dwve “an unconiirtied high”. This is
called “bearish divergence™.

At market bottoms. we ook for
“bullish divergence™ which is the
imverse of the above. This article
will focus on “topping patterns™ in
heating oil. and thus will concentrate
on bearish divergence.

Because the three indicators iden-
ury different aspects of momentum
behavior. it is a good idea 10 review
all three. This is part of low-risk trad-
ing philosophy which combines tech-
nigues in order to reduce trading risk.
A signal in just one indicator would
be considered a weaker signal than
one confirmed in two or thres,
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Qualiity of Momentum

Somenmes momentum signais
are stronger than at other times. Thus
momentum divergence can be classi-
fied mto three levels of quality:

B Class ¢ - High. A higher high in
price. and 4 lower high in momentum.

B Ciass 2 - Medium. The same

high in price (also known as a double
top) and a lower high in momentum.

B Class 3 - Low. A higher high in
price. the same level of momentum.

Heating Oil History

Now lets wke o look at carker
highs or peaks in the heating oii con-
tract in the context of momentum
divergence.

Figure | shows the first peak i
price experienced atter the introduc-
tion of the contract. in the summer of
1979% The price ar point B is obvi-
ously nlgher than @ A. but on the
MACD. momentum is lower, and on
the RSI ¢shown with its average) and
the stochastic. the momentum is
about the same. thus there is Ciass |
divergence on the MACD, and Class
3 on the others.

Now. let’s look at Figure 2 from
the summer of 1982, In this case.
there is ciear Class | divergence on
the MACD. and although not
extreme. also on the stochastic On
the RSI. there is very slight diver-
gence from the peak just four davs
prior to the rinal high. Thus while
the signal generated by the RS] i-
unclear. there is good confirmarion
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from the other indicators. |

Of course. from time to time, all
three indicators will generate Class 1
signals, as in late 1985 (Figure 3).
One can see that at point B there was
a hugher price than at point A, but all
three momentum indicators achieved
a lower high in momentum.

Finally. let’s take a ook at botl
the summer and fall price peaks
experienced in 1992 (Figure 4). In
the summer, price at point B is higher
than at A. The MACD generated a
Class 1 signal and both the RSI and
stochastic Class 3 signals. In the fall.
the price at D is higher than at C.
and. all three momentum indicators i

|
|

generate Class | signals.
Momentum divergence almost
always signals at least a minor stall
or pullback. so it is very valuable as a
signal of profit-taking for position
risk-management. However. diver-
gence can occur. of course. at inter-
mediate highs, so it is always a good
idea to use another kind of signal.
such as a reversal pattern. trending
indicator signal. such as the moving
average crossover (Figure 3). or sta-
tistical signal as confirmation before
taking a position in the opposite

direction. W
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FOOTNOTES

*All charts from Omega Research TradeStation. First

nearby continuous data purchased from “TickData™ has
been “back normalized,” thus prices shown have been cor-
rected to remove gaps between contract months, and may

differ from actual prices experienced.
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Figure 3

Heating 0Oil, Oct - Dec 1985
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Figure 4
Heating Oil, July - November 1992
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Figure 3

Heating Oil, Fall 1992 Detail
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