Price Projection Tool
2/21/07
I’ve already finished the construction of this tool so the purpose of these notes is to describe the tool’s purpose and how it works.  

The purpose of the price projection tool is to provide a means of observing how prices react to a large amount of cumulative economic information.  These observations will be part of the next research project on my list, the description of which is below.
The purpose of this project will be to explore and test the validity of a model I have of how macro market behavior works.  The model starts from the common observation that market “sentiment” will filter the effects of news on price.  For example if the sentiment on some pair is bullish, bad news for that pair will have little effect, but even moderately fair news may send the price skyrocketing.  This is how “sentiment” combines with individual news events.  However, I think that “sentiment” itself may be the cumulative result of several such news events.  So while a rash of bad news will have less of an immediate effect on price in the presence of bullish sentiment, it will have the effect of eventually changing the direction of the sentiment itself.  

So there is no research behind this tool.  It is for experimental purposes and I have no idea if the projections that it generates will be at all accurate.  That’s what I want to find out by using it.  This will be a long-term project though since the price projections will be at monthly intervals.  

The tool uses historical price reactions to key economic reports to create the price projections.  The economic reports that I use comes from five countries; Canada, the E.U., the U.K., Japan and the U.S.  For price behavior data I can thus use any pair that has the CAD, EUR, GBP, JPY or USD as at least one of its two components.  I use only four key monthly values from each country; GDP, CPI, Unemployment and Trade Balance.  
For each currency pair, the tool may have up to two years worth of data on these values and the pair’s price movements.  In some pairs, such as the AUD/USD, the economic data will only be from one of the pair’s countries, while in others the data will be from both.  
The tool looks only at the direction of the last known change in the economic values from month to month.  So for example if the last four inflation readings in the U.S. were 4.3%, 4.2%, 4.2%, 4.2% then we would have a value of “UP” for U.S. inflation.  The actual values don’t matter in this part of the study; just their last direction of change.  
So for the currency pair being projected, we look at four series of economic values from each of the countries if available, so the number of series is either four or eight.  We note the last change in a given series, for example we may note that the last change in unemployment for Canada was down.  We then look back at all other instances in our historical data when Canada’s unemployment was down and see how the price reacted in each of those instances.  We then do the same for all the other economic series and take a simple average of all of the price reactions to come up with our projection.   
The price reaction variables are the change from the closing price on the last Friday of the month to the high and low on the last Friday of the following month.     

At the beginning of any given month, we have all of the economic data that came out in the previous month.  So we generate a projection from the last Friday of that month to last Friday of the month we’re in now.  We call this the FINAL projection for that point and we do not change it.  However, as economic data comes out during the current month, we are able to begin projecting the high and low points for the last Friday of next month as well.  As a starting point, we use the close of the most recent Friday.  As more data comes in during the current month, this projection will change, so we call it a PRELIMINARY projection.  The preliminary projection is always about a month farther in the future than the final projection.  
So the projection tool generates four future projected points; the high and low near the end of the current month and the high and low near the end of the following month.  The actual tool is a spreadsheet which manipulates the data and dates in several ways to create a final chart of two known price bars and two projected price bars.    

Here is a concrete example of the process.

I used the EUR/USD and the four economic reports from the E.U. and the U.S. going back to the beginning of 2006.  To create the final projection for the current month we look at the data that we had when January ended.  Starting with the European GDP, this is the data:
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At then end of January, the last known change was DOWN, from 3.6% in October to 2.0%.  

(Note that if we were trying to come up with the more hazy preliminary projection for the end of March, we would use the report from February that has already come in.  However we won’t use that until we’re done with the creation of the final projection for the end of February.)

At any rate, we look back and find all of the historical instances in which the last know change in European GDP was down and note the change between the close of the last Friday of that moth and the high of the last Friday of the following month.  Here they are:
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The last change of 241 pips was actually from the last Friday in January to the most recent close, since we haven’t gotten to the end of February yet.  

Now we do the same thing for all eight of the economic series.  Here are all the results.  
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 If we take an average of all of those values, we get 0.0169 or 169 pips up.  So our projection for the high on the last Friday of February is 169 pips above the close of the last Friday of January.  That close was 1.2927 so our projected high is 1.3096.  
We repeat this for the low and then for the high and low for the end of March.  As I mentioned above, the difference in the March projection is that we use the last known close on 2/16/07 as our starting point and we use any economic reports that have shown up so far in February as well.  The final plot is on the next page.  
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The first two price bars are actual data.  The second two are our projections based on known economic data and historical reactions to similar data in the past.  

The projection shown for the week ending 2/23/07 is final so it will not change.  The 3/30/07 projection is only preliminary and will change as more data arrives throughout the rest of February.  

In order to observe the effectiveness of this approach, I will plot the FINAL projections against the actual highs, lows and closing prices from month to month.  After some time we’ll get an idea of how this tool behaves and where we should go next in our investigation of how cumulative economic data affects prices.  
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