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Abstract

This paper investigates a spurious effect in forecasting asset returns when
signals from technical trading rules are used as predictors. The simulation
result shows that, even if the past information has no predictive power,
buy or sell signals constructed from the difference between the short and
long moving average of past values can be statistically significant when
forecast horizon is relatively long. The theory implies that both mo-
mentum and contrarian are possible, while the probability of each case
depends on the type of the test statistics employed. Several possibilities
of preventing the spurious regression are also discussed. The proposed
method is applied to the stock market index and foreign exchange rate to
reconsider the predictive power of technical trading rules.
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