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Abstract

In contrast to current thinking, exchange rates do reflect significant economic fundamentals. These fundamentals are also reflected in interest rates and expected inflation. Specifically, forward interest rate differentials between countries forecast both future spot interest rate and inflation rate differentials, as well as, and more important, future movements in exchange rates. For example, 20% of the variation of annual exchange rate changes can be explained, and in the right direction, by prior forward rate differentials. Previous violations of uncovered interest rate parity seem to be primarily a short-horizon phenomenon. There is a substantive theoretical literature on exchange rate determination consistent with this result.

