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Chapter 2.  Previous Work 

The effectiveness of the technical trading rules has been a controversial topic for a 

long time. But even that, these rules are still very popular in different areas and 

different markets. 

Hamilton (1922) published the “The stock market barometer”, using the 

observation of the stock market from Charles Henry Dow to organize into Dow’s 

theory. This theory, may be the pioneer of the all, tells us that the trend will repeat 

again and again, so you can utilize the historic data to forecast the future. 

 

Alexander (1961) invented the filter rule, he applied it to the DJIA and S&P 500, 

then found the return was better than the buy and hold without considering the 

transaction cost. But Mandelbrot (1963) thought Alexander’s result was base on the 

continuous time series data, so the actual price they bought (sold) should be higher 

(lower), the actual return should not defeat the buy and hold strategy. 

 

 Levy (1967) used the relative strength rule to check the profitability of 20 stocks 

of the NYSE from 1960 to 1965. He found it can gain excess return. But Jensen (1967) 

criticize that the whole research before were only focus on one market or one rule, 

and it may cause the selection bias, so they re-exam Levy’s article by adding more 

research period and considering the transaction cost, then got a unprofitable result. 

 

Besides simple trade rules, there are some researchers trying combining some 

simple rules to form a new one. Pruitt and White (1988) developed the CRISMA 

(Cumulative Volume, Relative Strength, Moving average). And applying it to 204 

stocks from CRSP, found that even the transaction cost up to 0.2%, this rule still can 

defeat the buy and hold. 
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Brock,Lakonishok and LeBaron(BLL,1992) utilized moving average and range break 

out, totally 26 trading rules, to do the most biggest scale of the technical trading 

rules performance experiment. They tested the DJIA from 1897 through 1986. And 

found that almost every rule can defeat the buy and hold but can’t be explained by 

the random walk with drift, AR, GARCH or EGARCH models. So they thought, maybe 

these rules can get some traits of markets which we don’t know. 

 

But even BLL have tried to mitigate the problem of data snooping (data snooping 

occurs when a given set of data is used more than once for purposes of inference or 

model selection. When such data reuse occurs, there is always the possibility that 

any satisfied results obtained may simply be due to chance rather than any merit 

inherent in the method yielding the results. It’s practically unavoidable in the analysis 

of time-series data, as typically only a single history measuring a given phenomenon 

of interest is available for analysis.) 

by 

1. Expanding the range of the data as large as possible. 

2. Exposing all the results, not just show the favorable one. 

3. Checking in different sub-sample period to get a more robust result. 

They still can’t have a strong enough statistical explanation until White (1999) 

published a reality check to solve this problem. 

 

Sullivan, Timmwemmann and White (STW,1999), these three people issued the 

first paper which used a lot of trading rules(7846 rules, including the rules in the 

BLL(1992)) in long period of time, from 1897~1996, and separate the whole data into 

five sub-sample, treating the last one, 1987~1996, as a out-sample test period. 
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The results they found is that they can find better performance rules than BLL and 

even after applying the White reality check to them, they are still significant 

profitable. But the best trading rule in every sub-sample is not always the same, 

besides; they all can’t gain excess return in out-sample period.  

 

For all, STW(1999) seemed to stand on the point that the excess return gotten by 

trading rules in the past, might be a phenomenon of chance. Also in their report in 

2001, they found that the calendar effects are not existed in DJIA.  

 

Although the White’s RC can solve the data snooping, but they still have two 

problems, 1.average return didn’t normalize 2. It is based on the least favorable 

configuration. It will lead to the result that when bad rules include in the universe, 

the White’s RC will perform worse. So Hansen(2005) provided a SPA test to delete 

obvious useless strategies and got better power. 

 

Hsu and Kuan (2005) applied both White’s RC and the SPA test to not just the 

simple rules but also the charting rules, contrarian rules and the investor rules, for 

example, head and shoulders, triangle, learning strategies, vote strategies….., totally 

39832 rules. 

 

And they applied these all rules into DJIA, S&P 500, NASDAQ and RUSELL 2000 

these four markets. Then they used the daily data from 1989 to 2002 to calculate the 

return. They found that in the young markets like the last two, even after considering 

the transaction cost the return still can defeat the buy and hold. But in the mature 

markets like the first two, they can’t find the same result. So even they also 

confirmed the technical rules unprofitable in DJIA and S&P 500 like STW(1999), but 
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they still can defeat the buy and hold in other younger markets. 

 

Romano and Wolf (2005) suggested a stepwise multiple testing procedure to 

improve the White’s RC. Because as described in Timmermann (2006, Chapter 6),  

(i) Choosing the strategy with the best track record is often a bad idea,  

(ii) Simple forecasting schemes, such as equal-weighting various strategies, are hard 

to beat, and (iii) trimming off the worst strategies is often required. Accordingly, a 

sensible approach would be to identify (hopefully) all strategies that underperform a 

simple-minded benchmark and to then use the equal-weighted average of the 

remaining strategies for out-of-sample forecasts. (Romano and Wolf,2005(p1238)) 

 

So they combined the idea from Bonferroni and White’s RC to create a stepwise 

procedure which can control the family wise error rate(FWE) and get more profitable 

trading rules. 

 

Po-Hsuan Hsu, Yu-Chin Hsu, and Chung Ming Kuan (2008) proposed a method 

which extend the superior predictive ability(SPA) test of Hansen (2005) to a stepwise 

SPA test that can identify predictive models without potential data snooping bias 

more powerful than the stepwise Reality Check test of Romano and Wolf (2005). 

 

Then they applied the proposed test to examine the predictive ability of technical 

trading rules based on the data of growth and emerging market indices and their 

exchange traded funds (ETFs). It is found that technical trading rules have significant 

predictive power for these markets, yet such evidence weakens after the ETFs are 

introduced.(Hsu,Hsu,Kuan,2008) 
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Kuang, Schröder and Wang (2008) applied all these four tests, White’s RC, SPA test, 

StepM test and the stepwise SPA test (SSPA) to the 25,988 trading strategies for 10 

emerging market currencies. They found that even the emerging foreign exchange 

markets are usually perceived to be less efficient one, after controlling the data 

snooping bias, they still can’t earn the excess return in the markets. 

 

For all, even after a century, the debate is still continuing. Some scholars stand for 

the profitability is just by luck, someone said it because of the inefficiency of the 

market, but someone thinks maybe these rules can capture some pattern or some 

unknown traits of the markets.  

 


