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The stock market's recent wiggles and wobbles have many people rethinking their views. For example, not long ago Peter Bernstein, a sober and respected researcher and money manager, criticized buy-and-hold investing and said positive things about market timing. That was a shocker, so what's next, legitimate technical analysis?

Academics and others proponents of orthodox stock market theory say that technical analysis doesn't work. There is no incremental investment information in the behaviour of share prices, so no system that attempts to systematically exploit price behaviour will earn investors any money. Resistance levels, Bollinger Bands, moving averages, stochastics .... the whole bestiary of technical analysis greeblies are all worthless.

Followers of technical analysis disagree, of course. They point to traders that have made a great deal of money using technical analysis, and they say that it works for them. There are patterns in how stocks behave, and understanding those patterns can make you money.

Who is right?  In its purest form, efficient market theory says that all available public and private information is reflected in stock prices. In other words, research is useless because as quickly as new information comes out -- whether changing stock prices, or information about markets and earnings -- that data is assimilated into stocks. You can't make money from technical analysis (or fundamental analysis, for that matter) and you are wasting time trying.

This has become known as the "strong" form of efficient market theory. And it doesn't work. For example, studies have shown disproportionate gains from tracking insider (executives, directors, etc.) buying behaviour. There is information out there that works, much of it private.

But violating strong-form efficiency doesn't mean that technical analysts get a free pass. If markets successfully assimilate all public information, from prices to earnings data, then we have what is called "semi-strong" efficiency.

Academics tests of semi-strong efficiency have had much success. For example, repeated studies have shown that traditional technical analysis price patterns (e.g., head-and-shoulders, break-outs, etc.) don't work in any consistent, systematic way that can be tested repeatedly with data.

It is, of course, possible that markets are not even semi-strong efficient. This would be a full-employment act for technical analysts, and for pretty much anyone else who wanted to hang out a shingle and call themselves money managers. You could make money from everything from price patterns to earnings releases, and it would be happy days indeed.

The problem is, it is clearly not the case. We all know from our own experience, if not from many credible studies, that most money managers can't consistently make money; and left to our own devices we are no better, at least not consistently.

So the market is efficient, it is just a question of how efficient it us. And that is the slim post where technical analysts hang their collective hats. The less sophisticated among them argue that simple patterns like candlesticks and so on work and can make money. More sophisticated technical analysts argue that simple charts and models are over-used, so they don't work, but more sophisticated models do make money.

So who is right? Strangely enough, it partly comes down to what people believe and how they act. To the extent that many people invest following technical analysis's charts and patterns, then some stocks will sometimes behave as if technical analysis works. So if technical analysts convert the rest of us to their creed, they win. But they haven't done that so far.

And that leaves one twig left for technical analysts to grasp at. To the extent that market participants believe the market is highly efficient, and act accordingly, the market is likely somewhat inefficient and there will be opportunities to make money.

But most of the money in the market is invested as if markets aren't efficient. Mutual funds, technical analysts and others all think they can make money from public information. To the extent that the bulk of people believe the market is inefficient then, perversely enough, there is a darn good chance that the market is at least semi-strong efficient. It augurs ill for technical analysis.

