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Imperfect Proxies for Market Expectations and the `Exchange Rate Disconnect Puzzle’ 

(with Chang-Jin Kim) 

We find that, when observable fundamentals are imperfect proxies for the market’s expectation, 

empirically modeling expected changes in the exchange rate as a linear function of these 

fundamentals can lead to spurious instances of the ‘exchange rate disconnect puzzle.’ By treating 

the market’s expectation as a latent variable, we present a procedure for identifying and estimating 

the correlations between this latent variable and the observable fundamentals, conditional on past 

information. This procedure provides us with a partial solution to the ‘exchange rate disconnect 

puzzle.’ Empirical results suggest that the domestic currency appreciates in response to an 

unanticipated increase in domestic output growth or inflation. These results are consistent with 

those from recent research based on high frequency data, and are in line with the prediction of the 

Taylor rule model. Furthermore, results for out-of-sample predictability test suggest that our model 

outperforms the random walk model over various forecasting horizons less than two years, for 

most of the countries under investigation. 

 

The Uncovered Interest Rate Parity and Distorted Beliefs: An Empirical Investigation 

One of the most puzzling features in the foreign exchange market is the uncovered interest rate 

puzzle: high interest rate currency tends to appreciate. Gourinchas and Tornell (2003) propose an 

explanation for the UIP puzzle based on a distortion in beliefs about the future interest rate. Within 

the context of the Taylor rule model, we show that the source of the distorted beliefs stems from 

the information asymmetry between the central bank and economic agents in forecasting the output 

gap or the inflation gap. By treating ex-ante excess returns for holding foreign currency as a latent 

variable which is conditionally correlated with macro variables, we measure it within a state-space 

model. We found that high inflation or output in the foreign country raises the ex-ante excess return, 

while high inflation or output in the home country lowers the ex-ante excess return. These 

empirical findings suggest that the market's expected interest rate under-react and this systematic 

forecast error results in UIP puzzle. 

 

Out-of-Sample Exchange Rate Predictability with Yield Curve Factors 

An extensive literature finds that the term structure of interest rates contains information about 

future economic activities and inflation. Chen and Tsang (2013) use the three factors (i.e., level, 

slope, and curvature factors) extracted from the Nelson-Siegel (1987) yield curves as proxies for 

the market expectation in a present value model of exchange rates. Within the linear framework, 

they were successful in showing that these factors have predictive power for exchange rates. In 

this paper, their paper is extended in two directions. First, by treating the market expectation as a 

latent variable, the dynamics of which are known, we estimate the conditional correlation between 

this latent variable and these factors.  Second, we incorporate structural breaks in the model. Based 

on our preliminary empirical results, we show that our model, along with incorporation of potential 

structural breaks, provides superior forecasting performance than that of Chen and Tsang (2013) 

both in- and out-of-sample. 


