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a b s t r a c t
We present a macroeconomic market experiment to isolate the
impact of monetary shocks on the exchange rate, as an alternative to SVAR identiﬁcation. In a non-stochastic treatment, covered
interest rate parity holds and predicted exchange rates are tracked
well. In a stochastic treatment, we model expectations using a
Neyman–Pearson hypothesis test (inferential expectations) and
ﬁnd evidence of belief conservatism and uncovered interest rate
parity failure. The market environment magniﬁes belief conservatism, which is opposite to the standard claim that markets tend
to eliminate individual choice anomalies.
© 2011 Elsevier B.V. All rights reserved.

1. Introduction
The debate about monetary policy’s impact on exchange rates has spanned the whole ﬂoating
rate era (Kim and Roubini, 2000; Chinn, 2006). In his seminal overshooting model Dornbusch (1976)
elegantly melded the central bank’s inﬂuence over interest rates and the future nominal exchange rate
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into a theory of foreign exchange. His setup has been a building-block ever since, and is imbedded in
the New Open Economy Macroeconomic paradigm (Lane, 2001).
Yet it is no secret that OLS regression tests have weighed heavily against the key Dornbusch
exchange rate equation – uncovered interest parity (UIP). Under the joint hypotheses of rational
expectations, risk neutrality and zero transactions costs, the current interest differential ought to
be an unbiased predictor of the future change in the nominal spot rate. That is, the regression slope in
Eq. (1) should be unity1
st+1 = ˇ(it − it∗ ) + ut+1

(1)

Instead, the estimated coefﬁcient in Eq. (1) is less than unity, and sometimes negative (Frankel and
Rose, 1995; Froot and Thaler, 1990).2 However, Eq. (1) is not a strict test for the appropriateness of
the Dornbusch (1976). This model inhabits a world where the only shocks are nominal, so there is
no reason to suppose (1) will hold in general. Fortunately, structural vector autoregressions (SVARs)
enable researchers to sift pure monetary shocks from all others and (1) can be tested for this subset.
One such study (Bjornland, 2009, p. 1403) supports UIP, claiming that “Dornbusch was right after all”.
However, SVARs can only test joint hypotheses: the hypotheses explicitly in view, plus any identifying restrictions. Unfortunately, SVAR results about UIP are beholden to different identifying restrictions
(Faust and Rogers, 2003; Fry and Pagan, 2007). The contribution of this paper is to detail a market experiment where agents must trade foreign exchange in the light of information about a stylized economy.
Our experimental conditioning is an alternative to the econometric SVAR conditioning, because the
only shocks affecting the economy are monetary. Furthermore, unlike a SVAR, our experiment allows
the complete set of agents’ buying and selling intentions to be observed.
As we shall see, agents exhibit belief conservatism. That is, they change their beliefs (about future
nominal exchange rates) only when the evidence passes a threshold. We operationalize this by treating
belief formation as a statistical hypothesis test. Under inferential expectations (IE), agents with a high
evidence threshold act as though they conduct a hypothesis test with a low test size ˛ our measure of
belief conservatism (Menzies and Zizzo, 2009).3
One surprising result we ﬁnd is that belief conservatism for individuals is less pronounced than it
is in a market. This contrasts with the folk wisdom that markets should drive out individual-choice
anomalies.
A caveat for this result is that our metric for individual belief conservatism is based on the bid
and offer that the experiment elicits from them. As a robustness check, we conﬁrm the existence of
individual choice belief conservatism more precisely in a non-market supplementary experiment.
The paper is structured as follows. Section 2 outlines the notion of inferential expectations, which
can be used to quantify belief conservatism while retaining rational expectations as a special case.
In Section 3 we build a two-period theoretical economy which becomes the environment for the
experiment, discussed in Section 4. The results are outlined in Section 5, with the last sub-section
providing the results from a supplementary experiment. Section 6 concludes.
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