
Ad
ve

r

The Journal of Finance / Volume 60, Issue 3 /  pp. 1535-1566

Currency Returns, Intrinsic Value, and Institutional-Investor Flows

First published: 03 May 2005

https://doi.org/10.1111/j.1540-6261.2005.00769.x

ABSTRACT

REFERENCES 

Barberis, Nicholas, and Andrei Shleifer, 2003, Style investing, Journal of Financial Economics 68, 161–199.

Baxter, Marianne, 1994, Real exchange rates and real interest di�erentials: Have we missed the business-cycle
relationship?, Journal of Monetary Economics 33, 5–37.

Beveridge, Stephen, and Charles R. Nelson, 1981, A new approach to the decomposition of economic time
series into permanent and transitory components with particular attention to the measurement of the
Business Cycle, Journal of Monetary Economics 7, 151–174.

KENNETH A. FROOT, TARUN RAMADORAI

PDF

We decompose currency returns into (permanent) intrinsic-value shocks and (transitory) expected-
return shocks. We explore interactions between these shocks, currency returns, and institutional-
investor currency �ows. Intrinsic-value shocks are: dwarfed by expected-return shocks (yet
currency returns overreact to them); unrelated to �ows (although expected-return shocks correlate
with �ows); and related positively to forecasted cumulated-interest di�erentials. These results
suggest �ows are related to short-term currency returns, while fundamentals better explain long-
term returns and values. They also rationalize the long-observed poor performance of exchange-
rate models: by ignoring the distinction between permanent and transitory exchange-rate changes,
prior tests obscure the connection between currencies and fundamentals.
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