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ABSTRACT

Most regime switching models give good in-sample fits to exchange
rate data but are usually outperformed by random walks model under
out-of-sample forecasts. Prior research on the ability of exchange rate
models to forecast exchange rates relies on statistical measures of fore-
cast accuracy, but lower forecast error does not necessarily imply higher
profitability or economic value. This study tries to test for and model
nonlinearities in the USD/GBP and USD/JPY exchange rate returns. We
apply the STAR-family models to test nonlinearities of MF model and
AR model and measure their economic values in predicting exchange
rate returns. Our tests reject the linearity hypothesis for the exchange
rate returns during the 1990s, and ST(A)R models all provide better
goodness-of-fits than linear models. Although ST(A)R models can’t beat
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random walk model and linear models in forecasting USD/JPY
exchange rate returns, they can provide better market timing ability and
Mean-Variance asset allocation performance than linear models in fore-
casting exchange rate returns. These findings confirm the economic val-
ue importance of accounting for the presence of regimes in exchange rate
returns.
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