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Cornell tested the model for seven currencies by 

estimating the mean forecast error (i.e. coverage liquidity 

premium) that occurs when the forward rate is used as a 

predictor of future spot rate. He did not find any evidence 

for liquidity premium. 

Robichek and Eaker measured the premium or discount 

in relation to the excess return on the world market. They 

found a positive risk premium that is statistically signifi· 

cant for five out of nine countries. Giddy, however, 

explained that the percentage of variation explained in the 

Robichek and Eaker study was very low. 

Studies by Solnik (71) and Stehle ) showed a 

correlation of 0.25 at 5 per cent level of significance. 

It means that either forward exchange is improperly · 

priced or that the liquidity premium varies around a mean 

of zero to produce the observed autocorrelation. Now if the 

li quidity premium is inversely related to real world product 

why should the liquidity premium change sign over a period 

of only four years over which the studies were made. To 

par aphrase, is the forward rate on optimal forecast? 

Fama proposed a model called the martingale model 

Et_1 (Rt) 2 Rt-1 which fitted the data well. The martingale 

model hypothesizes that the forward rate is such that any 

change in t he rat e can be separated into a constant term and 

an error term. Cornell used a second order autoregressive 
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model and found that Fama's model is not the optimal 

forecasting model. 

Rt - Rt-1 = 

Rt • Rt-1 = 

~ 

a + 
0 

a + 
0 

al (Rt·l· Rt-2) • ••• N2 (13a) 

al (Rt·l· Rt·2) + a2(Rt·3-Rt-4) 

• • . • N2 ( 13 b) 

These models outperform the forward rate! He went 

further to test two autoregressive function to test whether 

the forward rate incorporates the information contained in 

the history of spot rates. 

= ao + al (Rt·l • Rt-2) • ••• N2 (14a) 

= a0 +a1 (Rt·l-Rt_ 2) + a2{Rt·)-Rt_ 4 ) ••• N2 (14b) 

If the market is efficient {and the premium is un· 

correlated with past spot rates} we would expect a
0

, a1 and 

a2 to be equal to zero. But Cornell found them to be signi• 

ficantly different. The difference is accounted for by the 

systematic risk component. Hence the conclusion that the 

for ward rate is a good proxy for the expected future spot 

r ate. 

Frenkel (24d) has analysed the hypothesis by the 

monetary approach which emphasizes that the exchange rate 

is a r elative price of assets and is determined in the asset 

market and hence influence the exchange rate. Frenkel 

r egr es ses the logarithmic value of the current spot rate on 

t hat of the f orward rate. 



L S = n t 
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•••• N2 (15) 

The foreign exchange market is efficient if the 

Ut term is non autorelated, i.e., it contains no 

information!, E (Ut) = 0, a= 0 and b = 1. In that case 

the forward rate of the past period is an unbiased predictor 

of the spot rate today. Frenkel found that the hypotheses 

that the constant ter¢ does not differ from zero and slope 

term does not di f fer from 1 cannot be rejected. 

If the forward rate at t·l reflects all information 

available at t·l then it must also reflect all information 

ava i lable at t-2. Frenkel used the Durbin-Watson test and 

f ound t ha t orders of autocorrelation of the residual term 

above the first show no significant correlation. 

Using the rational expectations hypothesis viz • 

• • • • N2 (16) 

suggests t hat the spot rate in period 't' is determined 

by t he expected logarithm of the spot exchange r 2te for the 

per i od t based O;I t he information available in period 

t -1. I f E(Ut) = 0 then t h e fo r ,.ra.rd rate will be a proxy 

f or the spot rate in the next period. On substitution from 

e Quat i on (N2 (15) ) we get 

• • • • N2 ( 17) 

where Vl-i is t he new error term. Fro m e quations (N2 (16) ) 

and N 2 (17) ab ove we have 



Ln St = a + b Ln Ft•l + (et - Vt·l) 

where et - vt-1= ut • 

•••• N2 (18) 

Hausman ( ) tested the hypothesis that COV (Ut' Ln Ft-l) 

= 0. The hypothesis was found to be acceptable at 5% level 

of significance. The estimate for a was 0.030 and that for 

b was 0.961 not significantly different from 0 and 1. Hence 

forward rates are indeed the predictors of future spot rate. 

Frenkel, however, disagrees with the conclusion revealing 

the fact that in Hausman's study the standard errors are 

about 3 per cent. Thus, the forecasts are impressive. 

Auctions are indeed volatile and unpredictable. 

In periods dominated by uncertainties there are large 

fluctuations in the exchange rates. Foreign exchange being 

a durable asset the role of expectations is very important in 

determining the exchange rate. Expectations change with 

information. Lagged forward rates may be expected not be 

good predictors because they contain only information in the 

past, as they are determined along with the past spot rate. 

In the period between the determination of the forward rate 

and the maturity of the forward contract 'news' can flow 

in and cause a change in the expectations about the course 

of the future spot rate. Frenkel contends that using data 

that predicted changes explain only a small fraction of the 

actual changes. 
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Frenkel and Mussa (26) considered the alternative 

hypothesis that the log of the spot rate depends on the 

normal factors of demand and supply (zt) in addition to 

the expected value of the difference between the lags of 

the future and current spot rate which are based on infor­

mation available at period time t. 

• ••• N2 (19) 

Forward interaction of the e quation gives 

1 
l+b 

k 
~ -=b~ 

k=O l+b zt+j+k •••• N2 (20) 

The strength of link between the current exchange 

rate and expected exchange rate depends on the magnitude 

of b. Both the current exchange rate and the expected 

future spot rate depend on expectations about future R's. 

The markets' best forecast of the future spot rate is not 

the forward rate but the current spot exchange rate. 

Indeed since the actual paths of exchange rates are deter-

mined by a random walk process current rates are the best 

for ecasts of the future rates for the group of speculators 

a s a whole (of which different speculators have different 

expe ct ations). 

According to the rational expectations hypothesis 

unant ici pated events (news) will also play a predominant 

r ole i n affecting the asset yields. Dornbusch (lS) 

maintains tha t expected spot rate is the result of the sum 



of factors antic i pated from the past and news. The rele­

vant regression equation given by Frenkel is 

• • • • N2 ( 21) 

How is 'news' to be identified? This must be done by 

choosing a variable whose time series is likely to be 

manifest the news promptly. The rate of interest has 

been adduced as an important variable. 

Ln St =a+ b Ln Ft·l + [(i·i*)t- Et·l(i·i*)t) ••• N2 (22) 

where (i·i*)t is the actual interest differential 

is the interest differential expected to 

prevail in period 't' forecasted on the 

basis of information available at period 

't-1'. 

It is likely that the structural parameter is 

positive bec ause in an inflationary period (of which the 

seventies are a good example) the nominal role of interest 

and spot exchange rate are positively correlated. An 

increase in the nominal rate of inter8st reduces the demand 

f or real cash balances if associated inflationary expec• 

t ations. Asset market equilibrium requires a higher price 

level. A l arger spending in the market causes the price 

level to increas e. The demand for imports increa ses and the 

r esulting balance of payments deficit causes the spot 

exc hange r ate to rise the domestic currency depreciates • 
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The Frenkel·Dornbusch·Mussa hypothesis covers new 

ground. 'Innovations' also explain a large portion of ta 

changes in the expected spot rate; hence current changes ~· in 

exc ange rate ~§lre conj~ctured to be responses to unanti­

cipated events. 

A further implication of this hypothesis is that an 

expected deficit may not cause a~ ~ change in exchange rate 

for the prevalent exchange rate already reflects it. But 

an unexpected deficit may cause a sporadic· increase in the 

exchange rate. This can be regarded as an alternative 

explanation to the J curve hypothesis or the variable 

elasticities' hypothesis. 
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