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Isaac Newton Had Difficulties With Market Timing

In the spring of 1720, when all of London was clamoring for shares in the South
Sea Trading Company, Sir Isaac Newton was asked about the application of his
mathematical prowess to forecasting the stock market. *“l can calculate the
motions of the heavenly bodies, but not the madness of the market” he is said to
have replied. Following publication of Principia Mathematica — his independent,
pioneering development of that branch of mathematics called calculus which
underlies most of modern physics — Newton had risen rapidly into public
prominence. Although a bit cantankerous, he was without question a brilliant,
intuitive mathematician and scientist. But his investing prowess proved less
capable. He sold his stock in the South Sea Company at 7,000 pounds sterling
and after seeing it rise to 20,000 pounds bought it back at the top of the market,
only to see it crash and wipe out his entire investment.

Cycles Analysis

Market timing — as most of you are well-aware — is an extraordinarily difficult task.
The foundation which underlies the basic principles of my analytical methodology



is that market behavior can be described (and predicted) through a combination
of simple cycles of differing periods. As a market analyst, investment adviser,
newsletter author, money manager and trader - if | can show, on a fairly
consistent basis, that market behavior can, indeed, be well-represented by these
harmonic rhythms (cycles), then there is a valid basis for developing methods of
determining when these cycles are topping or bottoming.

First, the movement of prices in the financial markets is a function of time that
can be determined. Like the planets, prices in the financial markets also do not
move about with uniform speed. But empirical analysis has shown that there is
harmonic rhythm in the movement; this harmonic rhythm can be measured and
modeled mathematically to predict position and velocity as a function of time. It
is this important facet upon which | put the bulk of my analytical focus. It is my
contention that the cyclical movement of prices we witness in the financial
markets is tied to a “force” or more specifically - a “biological clock” - in humans.

By developing tools that can keep track of this “biological clock,” I hold strongly to
the premise that cycles are the critical factor in forecasting market movement;
the difficulty in their use as an investment tool lies in the fact that cycles are not
an exact or precise clock. The analysis of financial market prices will find that the
up and down harmonic rhythms will vary over time. Their proper measurement
requires the examination of a sufficiently large-enough sample size and the
employment of statistical analysis to compute the central tendency (average) of
the data under study and its variance (or standard deviation) about that central
tendency or average. Although there is no single cycle in the market that repeats
over and over with constant precision to make investing and trading so simple an
endeavor, there are a few that come fairly close. The interaction of two cycles
will sometimes, in strongly trending markets, cause one of the cycles to
seemingly disappear or skip a beat, only to recur at a later time. And — this is
important — cycle highs and lows are not always the price highs and lows for the
move. Many cycle analysts will miss this important point. Cyclical turns are often
associated with a retest event; in so doing, the cycle high or cycle low should
more accurately be interpreted to represent the point of change in direction or
trend. But even though cycles are not an exact or precise clock - they vary in
their time rhythm as they contract and expand - as a forecasting tool, I've found
none better.

Right and Left Translation

In bull markets, there is the tendency for the cycle high to occur to the right of the
midpoint of the cycle. This is known as right translation, with prices rising for a
greater amount of time to the high than it takes to decline to its next low, and is
characteristic of bull market cyclical structure. In bear markets, the same cyclical
schedule from low-to-low is retained, but there is the tendency for the cycle high
to occur to the left of the midpoint of the cycle. This is known as left translation,
with prices rising for a shorter amount of time to the high than it takes to decline
to its next low, and is characteristic of bear market cyclical structure.

The chart at on the next page illustrates the concept of left and right translation
quite well. Notice, in the 78.4 week cycle that spanned the September 21, 2001
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In  contrast,
notice clear evidence of right translation ( = bull market structure) in the
previous 78.4 week cycle emanating from the March 12, 2003 low.

Price Highs and Lows Not Always Cycle Highs and Low s
Some analysts contend that the price extreme for a move will coincide with the
cyclical turn. But careful analysis of the data will sometimes show that price
highs and price lows do not always coincide with the cyclical high or low. It is not
uncommon, in an uptrending market for example, for the price high to occur
before the cycle high. After the price high for the move is made, there frequently
tends to be a reaction followed by a retest event that fails to take out the previous
high. Price then turns abruptly to the downside. The failed retest event defines
the cycle high. The same pattern is frequently seen in reverse at markets lows
as well. The cyclical turn is the point at which price velocity balloons in the
opposite direction. Sometimes it is evident from looking at the price chart alone.
Sometimes a careful analysis of the underlying measurement of price velocity
(rate of change) is required.

Three Essential Elements in Cycles Analysis

There are three essential elements in my tenet of cyclical analysis: The first
requires an awareness of the numerology underlying the derivation in market
cycles: Most market cycles have their roots grounded in fibonacci numerology.
The second requires that the analyst employ statistical analysis to verify the
numerology premise and provide mathematical organization (computation of the
central tendency and its variation) to the data under study. The third element
involves the development of properly designed tracking tools that can measure
the cyclical function under study and recognize its turn in as close to real time as
possible.



Fascinating Fibonacci
Those familiar with the Fibonacci sequence of numbers will find the following
relationship more than just a little fascinating:

25-0Oct-04L + 89 TDs = 03-Mar-2005
13-Aug-04L + 144 TDs = 10-Mar-2005
24-Mar-04L + 233 TDs = 25-Feb-2005
06-Aug-03L + (377+21) TDs = 25-Feb-2005
10-Oct-02L + 610 TDs = 15-Mar-2005
22-Mar-01L + 987 TDs = 28-Feb-2005
08-Oct-98L + (1597+21) TDs = 17-Mar-2005

Average = March 7.6, 2005(The high — thus far - occurred March 7, 2005).

Fibonacci Numbers

Veteran technical analysts are well-schooled in the knowledge that Fibonacci
numbers (O, 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144, 233, 377, 610, 987, etc.)
frequently define the time intervals between price reversals. This was known by
R.N. Elliott and W.D. Gann, although the latter never mentioned this fact in any of
his writings. In 1991, | traveled to Ft. Lauderdale, Florida for a Global Research
Forum conference hosted by Robert Krausz and his wife, Jeanne Long, two
Britons now living in the U.S. They remarked that they had just gotten back from
a return visit to the U.K. in which they both went to the library in London where
W.D. Gann did most of his historical research. The novel idea of pulling his
library card and looking up the books that he had checked out occurred to them.
| remember Robert and Jeanne remarking that they found that a great number of
the books checked out by Mr. Gann had “Fibonacci” in their title. Clearly, Mr.
Gann was well-versed in the subject of Fibonacci numbers and their relationship
to market prices, although he kept knowledge of that fact a closely-guarded
secret.

Fibonacci Numbers - Especially 377 - Appear to be t he

Key Factor in Defining Many Prominent Market Cycles

Through extensive observations and detailed analysis, | have found evidence of
a direct link between Fibonacci numbers and time cycles. The Fibonacci number
377, in particular, seems to be the underlying key factor in defining a great
number of market cycles.

377 divided by seven = 53.857 or 54 when rounded to the nearest whole number.
Cycles of 54 units (and multiples thereof) appear to be dominant cycles on the
charts. Apparently the ancient Cambodians believed the number 54 was quite
important as well. At the Temples of Angkor (which | described in the June 2,
2003 issue of The Harley Market Letter) in northwest Cambodia the number 54
abounds everywhere.



54 Year Cycles

The study of long-term cycles in the U.S. stock market can tell us a lot about
what is happening in the present. Stock trading in the United States began in
1789. That date does not stand out as particularly relevant in the study of long-
term cycles, but the year 1842 certainly does. The low in 1842 was quite
significant in U.S. stock market history, shaving 80% off the market’'s value in
less than seven years. It has only been surpassed by the 1929-32 decline, which
eroded 90% of the market's former high. Cycles that emanate from that 1842
low point seem to be most significant, with lasting effects into the present. The
major lows of 1842, 1896, 1949, and 2003 stand out as major troughs in the U.S.
equities market. Although these data points are too few in number to be
statistically significant, they are suggestive of a 54 year market rhythm. Indeed, it
is this number 54 — its divisions and multiples — that really stands out in my work
across multiple time frames: years, months, weeks, days, and hours.

Two Dominant Weekly Cycles
In my study of weekly cycles in the U.S. stock market | have found that there are
two cycles of prominence: 1) 215.4 week (“Four-Year”), 2) 78.4 week (377
trading day) cycles. Both of these long/intermediate-term cycles have their roots
grounded in the Fibonacci number 377.

The “Four-Year” Cycle

One long-term cycle that many stock market cycles analysts and economists are
well-acquainted with tends to average approximately four years in duration. The
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For many years | have sought to understand the numerology that governs this
cycle. | have found that its origins lie in the Fibonacci number 377 and that the
cycle’s theoretical average is actually 215.4 weeks ((377 / 7) X 4). For example,
there were five occurrences of this cycle spanning 1,075 weeks between the 09-
Aug-1982 low and the 12-Mar-2003L. 1,075 weeks divided by five cycles = 215
weeks per cycle. From the 14-Sep-1953L to the 12-Mar-2003L spanned 2,582
weeks and 12 cycles. 2,582 divided by 12 = 215.2 weeks per cycle.

78.4 Week / 377 Trading Day Cycle

The most important cycle in the stock market on an intermediate time frame is
one that | have found averages 377 trading days or about 78.4 weeks. | have
traced this cycle back to the September 14, 1953 low. The 14-Sep-53L — 25-
Oct-04L period spanned 2,667 weeks (12,850 trading days) and contained 34
occurrences of this market rhythm, thereby producing an average cycle of 78.4
weeks or 377.9 trading days. All the major market indices are governed by this
important cyclical function — the Dow Jones Industrials, S&P 500, NASDAQ, New
York Composite, Transports, the Russell 2000, and a host of others.

Notice how the price lows and cycle lows do not always
coincide. Sometimes the cycle troughs in this cycle coincide
with a “retest” event.



A Detailed Statistical Analysis of a Cycle’s Past

History Gives Important Clues for Future Behavior

Long-term readers of The Harley Market Letter are aware that in performing
cyclical analysis of the financial markets, it will often be found that the time period
taken for one

complete
cyclical rhythm
will vary from
beat to beat.
To ascertain
the central
tendency of
the cycle, |
perform a

statistical
analysis of the
data. From
this analysis, |
use both the
mean and the
median of the
data to project
the window of
time for the
next reversal
point.

Experience
has taught me
that even
though a cycle
has had a
history of
market lows, it
may not

necessarily
produce another low at the next occurrence. The next projected cyclical turn
should more-properly be viewed as a trend change reversal point. The cyclical
turn is defined as the point at which the price velocity balloons in the opposite
direction from the trend that preceded the reversal event. Indicators that
measure price range provide the requisite confirmation. A detailed discussion is
these analytical methods is covered in the following sections.




54 Trading Day Cycle

The S&P 500 chart below depicts a cycle that averages 54 TDs.cyidle, too, has its
roots grounded in Fibonacci numerology: (377 /7 =53.9 (54). The prior ocaioBnc
April 20, 2005 was coincidental with my 69.2 TD cycle and the point athahiarked a
significant intermediate cycle low point for the S&P 500.

Tracking Cycles in Real-Time
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investor, it took me many years to understand that two sets of technical tools are
required to track a market’s movement. The first involves the calculation of the
rate of change in price — the slope at which a stock or commodity moves up or
down. So called “market momentum” is really no momentum at all, for those of
you with a background in physics or engineering will recognize that any
measurement of price over time is correctly called price velocity. And as an



aerospace engineer and cycles analyst, | know that for a price velocity indicator
to be valid, it must be based on cycle length. If it is, the indicator will correctly
measure the rate of change of prices with a cycle and turn up or down as the
cycle itself turns up or down. A computation of price velocity (7 and 14 TDs) of
the S&P 500 is shown above.

A second

mathematical tool is ‘ S&P 500 Cash ‘
required to track the 0
trend, which is
wholly separate from
the cyclical function.
This second tool
involves the | =
assessment of price
range using al.
stochastic, RSI, or
percentage  range

oscillator — any
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measures price |
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| employ a %R

indicator to track the intermediate trend. | have smoothed the raw data

calculations with five and ten period exponential moving averages.

In Summary

Knowing when to buy and when to sell is the cardinal axiom for successful
investing. The knowledge and exploitation of market cycles embodies one of the
most powerful analytical tools available for identifying trends and forecasting their
reversals. But market cycles do not present the investor with a magical formula
that will time a market upturn to the precise moment. What they do afford, in
objective fashion, is a means to quantify the timing of your investment decisions.

Harley Capital Management , an investment advisory firm registered
with the California Department of Corporations, provides discretionary account
management as well as consultative services to institutional managers, individual
investors, and traders. Stanley C. Harley, portfolio manager, also publishes The
Harley Market Letter, an investment advisory publication that provides advanced
technical analysis of stocks, bonds, and precious metals. Mr. Harley has been
rated Timer Digest's Market Timer of the Year in stocks and bonds. He can be
reached at (805)-484-4258 or e-mail sharleyl @verizon.net. Information can also
be found by logging onto: http://www.harleymarketletter.com/.




