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A Two-stage TREE/LOGIT Method to
Construct the Short-term Exchange Reversal
Model with Thresholds

Rwei-Ju Chuang, Shu-Mei Wen, Show-Lin Chen and
Ching-Chin Chou”

Abstract

Understanding fluctuations in foreign exchange rates is one of the
major issues of concern in the international finance market, as the trend
of a foreign exchange rate may reverse when announced macro-
economic indices do not match forecasts. Mussa (1976) proposed that
about 90% of fluctuations in exchange rates are due to unexpected news.
Therefore, this study presents the two-stage TREE/LOGIT model to
identify which indices with thresholds lead to such short-period reversals.
The first stage applies a decision TREE algorithm to determine the
possible threshold difference between the forecast index and the
announced one that correlates to the reversal. The next stage makes use
of the LOGIT model with thresholds to quantify the statistical

significance of a combined set of indices as the optimal predictor of a
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reversal. With this model we analyze each of the five major currencies
exchanges rates, for before and after the u.s. subprime mortgage crisis in
2007, and identify the relevant indices that precede a reversal under
different investment risk aversions.

We conclude that the category of economic growth indices is the
primary factor for predicting an exchange rate reversal, either before or
after the crisis, for all the currencies in our study. Each currency in turn
has its own other different decisive categories before and after the crisis
with various trading suggestions under significant threshold news.

Keywords: Trend Reversion Price Reversal, Unexpected Macroeconomic
News, Thresholds, Two-stage Method, News Trading Strategy
JEL Classification: C10, F31, G10
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