Forecast + Risk Management

Often I hear this question this: “I am very interested in Timing Solution forecast abilities but  I am not satisfied with the forecast made for some financial instrument …”. In this small article, I would like to share with you some thoughts regarding the forecast in general and forecasting abilities of Timing Solution software.

What should we expect?

Before discussing abilities of Timing Solution, let us try to understand the degree of risk that we face applying ANY trading system, not Timing Solution methods only. It was the first question that I tried to figure out 10 years ago, when I have begun working on stock market analysis. For a long time, I could not find the satisfying answer. Instead, I have found a lot of information regarding different mechanical trading systems that provide up to 70/80/85 % of winning trades, as well as a lot of information regarding people who lost they money on this kind of systems. Why is it so? I think the best answer can be found in this book: Robert W. Colby "The Encyclopedia of Technical Market Indicators", Mc Grow-Hill, where the trading strategies based on 127 indicators are analyzed.  The detailed research conducted by Raden Research Group (P.O. Box 1809, Madison Square Station, New York, NY 10159) shows that the forecast based on these indicators provides usually 0%-10% of winning trades (if we use 0%-100% scale), and it is mostly closer to zero. Moreover, if we analyze the short term forecast with 0-20 days horizon, the forecast ability is no more than 3% (see Robert W. Colby "The Encyclopedia of Technical Market Indicators" pp 40-43).  


In other words, 75/80/85%% of winning trades is no more than a simply fantasy if we speak in the terms of true statistically complicated verification of our systems, not occasional results based on 10-20 trade examples. If you would like to understand the power of causality, try to throw the coin 10 times, supposing that one side is a winning trade while another one is losing. It might be your lucky day, and you get a “win” 8-9, or 10 times (sometimes it happens!). Do not advertise your abilities yet: try to do 10 series of these throws.  The more attempts you do, the lower will be your effectiveness, till the average 50%, according to the possibility theory.

According to the Raden group research, the % of winning trades should be approximately between 50%-55% if we use 50/50%% scale. 

I am not telling you that you cannot get better results trading. My point is that you cannot get more relying on the same system all the time, using just one indicator (or a group of indicators) all the time. There are winners among traders, and they win as they use other information, to avoid losses.

Accept a risk

The risk in regards to making a real forecast is huge. If somebody guarantees you more than 65% of winning trades, ask for the real statistical verification.  

What Timing Solution does

When I have started developing the software to forecast stock markets, I looked at it first as a math problem. I had to spend some time studying all available materials regarding this issue. They all are now reflected in the program. For example, the combination of Spectrum and Neural Net modules covers mostly the forecasting abilities of the following math systems: 

1. Regular Spectrum Analysis;

2. MESA system (Maximum Enthropy Spectrum Model; its features are especially good reflected by the auto regression model in Timing Solution);

3. SSA - Singular Spectrum analysis (or Caterpillar technique); 

4. Multi scale SSA.

Timing Solution has one unique feature – its Back Testing module. We are not afraid to test our models. With the Back Testing module, you can get the answer to the BIG question: how do these systems work in reality? 

We have several models based on pure math approach, and we continue to develop them. However, after playing long enough with the math methods, you start feeling as beeing on the “Information Bottom”. Math based models provide several scenarios of price movement, and this is everything that pure math approach can give to us. In Technical Analysis, this problem is called “co-linearity”. We can invent one more thousand of technical analysis indicators; but all these indicators become looking very similar to each other. We need some fresh air beyond the price chart; it may be the assumption that some external forces other than the memory of previous price movements rule the stock market. 

After that, it is just logical switching to astronomy based models.

Example:


We analyze the Euro/Usd rate, and we are not satisfied with the results provided by the Spectrum model. It is not because our researchers did not a good job. I personally think that they applied practically everything that relates to the possibility of getting the forecast based on regular cycles, and they are working hard. This is the problem of risk. Sometimes the price starts following some other rules, and we need to reveal these scenarios.

Let us run Timing Solution software and create a phenomenological model (based on astro cycles). These astronomical cycles look very promising:
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Here is the forecast based on these cycles:
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I think it is obvious that in real forecast mode (red region) the price follows this model; however, sometimes (these zones are marked by red bars) the price follows another rules.

Now let us think how we may improve our forecast.

As a hint, we can use the Composite diagram for the Moon related cycles.

Look at this composite for the Moon-Mars cycle:
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All three diagrams (black, red and blue) show approximately the same influence, especially within 0-200 degrees region.

Let us add these cycles – for the Moon-Mercury, Moon-Venus, … Moon-Saturn, using a big 100 degrees orb:
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This is the projection line based on this model, it allows to reveal more details:
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When you create the forecast based on astronomical cycles, do not forget the training mode that uses ALL available price information:
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The big question for me now is to provide the sequence of steps to getting forecast. Right now (April 2006)  it looks like this:

Step 1: Start with the Spectrum based model. Thus we are trying to get the forecast based on the market’s own cycles. This model contains several influential parameters that is better to obtain using Back Testing procedure. This is the recommendation how to use this projection line.

Step 2: If this projection line does not work for your market, try to create a  phenomenological Astro model. We need to chose several planetary pairs that might move this financial instrument. I recommend starting with the Geocentric system.

Step 3: If this model does not work well, try to use Phase Zodiac or models based on dynamic terms.
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Also, keep in mind that the astronomy based models show very often the inverse picture: instead of tops, you see bottoms, and vice versa.

In any case, this information is very suitable to reveal turning points. No one Technical Analysis indicator can provide you such information.

