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Motivation

Limited Success of Empirical Exchange Rate Models

Difficulty in fitting the data

Forecast: Underperform the Random Walk model.

This paper: Introduces the currency risk premium.
Features

Forward-looking: Depends on excpectations

Instruments: Factors for bond yields.

Main results

Better goodness of fit and forecasts.

Interesting implications: policy responses and the UIP-Puzzle.

Model Basic Features

Flow chart of the intuition

Term structures
of interest rates

Expectations
on future status
of Economies

Risk premium for
holding foreign

currency

Risk-adjusted UIP
E∆et+1 =

(it − i∗
t
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Lag terms
∆et−1, . . .

Macroeconomic
Fundamentals
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∆et = β∆et−1 + . . .+ γ(it−1 − i∗
t−1) + . . .+ λt

risk aversion

efficient FX market

Forward-looking component

Risk-adjusted UIP.

Efficient adjustment of the exchange rate.

Pre-beliefs on exchange rate change

The risk premium instruments: bond yield factors

λt = H(F̃t) = (C + DF̃t)
′F̃t

Term structure of interest rates

Ft = c̃ + ρ̃Ft−1 + υt
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The Empirical Model

∆et = β0 + β1∆et−1 + ... + βp∆et−p + γ1(it−1 − i∗t−1) + ...

+γq(it−q − i∗t−q) + (C + DF̃t)
′F̃t

︸ ︷︷ ︸

λt

+ ut

Empirical Results

Data: Eight currencies, monthly, 1990s-2009.05

Model selection on pre-believed models
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Regression
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Forecasts
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Robustness Check

At different time periods.

With macro fundamentals

Implication - Revisit the UIP Puzzle

The Fama regression with a risk premium

∆et = α + β(it−1 − i∗t−1) + γλ̂t + ut

1 λ̂
tp
t = (tpt − tp∗

t ), where tp = i10y − i3m

2
ˆ
λFt

t = (Ĉ + D̂F̃t)
′F̃t

Results
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Conclusions

Shed light on the unexplained part of exchange rate
dynamics by existing models

By introducing the risk premium component

Found proper and effective instruments

Better short-run forecast accuracy

State-dependent responses to monetary policy changes

The risk premium helps in solving the UIP Puzzle
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