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It happens every couple of weeks. A letter arrives in my in-tray from someone,
somewhere who has the answer.

It may be that the Dow is heading to an all-time low. It may be that gold is heading to
Dollars 1,000 an ounce. But one thing is certain; it will contain some kind of chart,
brightly coloured and covered with wiggly lines and arrows.

I have tried to keep an open mind about technical analysis. For some time, I regaled
readers with news of the Coppock indicator, a technical measure that had the virtues of
infrequent signals and a solid record.

But I should have stuck to my natural cynicism. The Coppock indicator has signalled
twice, during this bear market, that the FTSE 100 index was a buy. Each signal proved
dead wrong.

My view is now rather jaundiced. At best, technical analysts state the obvious; when the
market's going up, they tell you it's going up; when it's falling, they tell you it's coming
down. At worst, they generate a host of signals that cost small investors money through
excessive trading costs.

It is true that highly intelligent people (including esteemed FT colleagues) believe in the
stuff. And it is not, in principle, impossible that, at the core of technical analysis, there is
some truth yet to be discovered.

If one accepts that equity markets are not completely efficient and that investors can be
biased, it is possible that the study of past price movements may be worthwhile.

For example, academic studies show that, in the short term, price momentum appears to
persist. Successful fund managers, such as Hugh Hendry of Odey Asset Management, use
momentum as a check for their fundamental views; if the story is good, but the price is
going down, there is probably something wrong with the story. But it is a big stretch from
such analysis to the argument that all price movements follow a set pattern, or series of
patterns.

As it happens, Victor Niederhoffer and Laurel Kenner, the authors of a new book*, have
examined a host of different technical indicators, including head and shoulders patterns
and Japanese candlestick measures such as "three black crows". None has passed the test
of statistical significance; in other words, investors could not rely on them to provide
signals to buy, or sell, stocks.



Indeed, there is even a Federal Reserve paper on the issue of "head and shoulders"
patterns. Its author, Carol Osler, tested the patterns over 31 years and found that trading
in individual equities based on such patterns is, on balance, unprofitable.

As Niederhoffer and Kenner write:

"The problem with technical analysis is that practitioners and advocates fail to follow
standard scientific procedure in presenting and evaluating its techniques. Technical
analysis is so rife with subjective interpretations that it must be regarded as more of a
religion than a method, complete with priests who bewilder the unwashed at high-priced
seminars."

One has to be even more suspicious of claims that financial markets move in long and
short term patterns that can be found in nature. Take Elliott wave theory, which says that
markets move in patterns of five and three - an up phase (itself consisting of three ups
and two downs) and a down phase (comprising two downs and an up).

Believers in Elliott wave theory argue that this is a "fractal" pattern in which a small part
replicates the whole. So Elliott waves can be found within a day's trading period and on a
scale that spans centuries. Hence the belief in the "long wave" or "grand supercycle" that
can be traced all the way back to the 18th century.

The problem with such an ambitious theory is that it is completely unprovable. Financial
data of the most rudimentary kind only date back around 300 years. So if there is a grand
supercycle lasting centuries, we can only record one of them. And to date, the current
bear market hardly demonstrates "grand supercycle" strength - most indices dropped to
six-year lows, not 60-year nadirs.

Economic students might recall the "Kondratieff wave" that appeared to indicate a cycle
of 54-56 years, after peaks in 1819, 1873 and 1929. When the 1987 crash came, some
were quick to announce that Kondratieff had returned. But 1987 proved to be a blip.

Maybe 2000 will turn out to be the latest Kondratieff peak, although the economic
downturn to date is nothing like as bad as the previous examples. But if the "regular"
cycle has now extended to 71 years, maybe it's not that regular and maybe it's no more
useful than saying "economic dislocations occur from time to time but we can't tell
when".

It is human nature to look for patterns. Sometimes it can be useful; if dark clouds are
above, it is likely to rain. But often we 'see' patterns that are not there, we can be "fooled
by randomness" to cite the excellent book of Nassim Nicholas Taleb.

Indeed, as people react to the patterns they perceive, their behaviour can change. Alas,
that means there is no "answer" - no universal law that can be divined from lines on a
graph. Life is simply not that easy.



Financial markets can also be affected by one-off events, such as September 11, that can
totally alter investor attitudes. And if you believe that such events can be predicted by
studying lines on a graph - there's a bridge in Brooklyn I'd like to sell you.


