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		Abstract

		We offer an explanation for the forward premium puzzle in foreign exchange markets based upon investor overconfidence. In the model, overconfident individuals overreact to their information about future inflation, which causes greater overshooting in the forward rate than in the spot rate. Thus, when agents observe a signal of higher future inflation, the consequent rise in the forward premium predicts a subsequent downward correction of the spot rate. The model can explain the magnitude of the forward premium bias and several other stylized facts related to the joint behavior of forward and spot exchange rates. Our approach is also consistent with the availability of profitable carry trade strategies. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	






	
		Suggested Citation:
		Suggested Citation
	

	
		
			Burnside,  Craig and Han,  Bing and Hirshleifer,  David A. and Wang,  Tracy Yue, Investor Overconfidence and the Forward Premium Puzzle (April 2010). NBER Working Paper No. w15866,  Available at SSRN: https://ssrn.com/abstract=1583807
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	

	

	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Craig Burnside (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Duke University - Department of Economics  ( email )

			

			
			
				
				
				
					213 Social Sciences Building
Box 90097
Durham, NC  27708-0204
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				
				
				


				University of Glasgow - Department of Economics 

			

			
			
				
				
				
					Adam Smith Building
Glasgow, Scotland G12 8RT
United Kingdom

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				
				
				


				National Bureau of Economic Research (NBER) 

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Bing Han

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
					
					
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				University of Toronto, Rotman School of Management  ( email )

			

			
			
				
				
				
					Toronto, Ontario M5S 3E6
Canada
4169460732 (Phone)

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						David A. Hirshleifer

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
					
					
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Marshall School of Business, USC  ( email )

			

			
			
				
				
				
					Marshall School of Business
Los Angeles, CA  90089
United States

				

				
			

			
				
				
					HOME PAGE: http://https://sites.uci.edu/dhirshle/
				

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				National Bureau of Economic Research (NBER)  ( email )

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Tracy Yue Wang

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				University of Minnesota - Twin Cities - Carlson School of Management  ( email )

			

			
			
				
				
				
					19th Avenue South
Minneapolis, MN  55455
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				       94

			

		
		
		
			Abstract Views

			    1,530

		

		
		 
		
			Rank

			   27,960

		

		
	


	

	
		
			
				       87 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    NBER Working Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                NBER Working Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                           12,251

                                    

                                    
                                        PAPERS

                                           32,626

                                    

                                

                                
                            

                        

                    

                
	
                    Behavioral & Experimental Finance eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Behavioral & Experimental Finance eJournal

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            3,708

                                    

                                    
                                        PAPERS

                                           16,871

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Victor Ricciardi at Ursinus College

                                    

                                
                            

                        

                    

                


            

            
                
                

                	
                    Derivatives eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Derivatives eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,946

                                    

                                    
                                        PAPERS

                                           12,483

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Stephen Figlewski at New York University - Stern School of Business

                                    

                                
                            

                        

                    

                
	
                    Microeconomics: General Equilibrium & Disequilibrium Models of Financial Markets eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Microeconomics: General Equilibrium & Disequilibrium Models of Financial Markets eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,229

                                    

                                    
                                        PAPERS

                                           11,036

                                    

                                

                                
                            

                        

                    

                



                
            

            
        
        
        
                 
        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        The Forward Discount Anomaly and the Risk Premium: A Survey of Recent   Evidence

                        
                            By
                                
                                
                                    
                                    Charles M. Engel
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Puzzles in International Financial Markets

                        
                            By
                                
                                
                                    
                                    Karen K. Lewis
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        The Cross-Section of Foreign Currency Risk Premia and Consumption Growth Risk

                        
                            By
                                
                                
                                    
                                    Hanno N. Lustig
                                     and 
                                
                                    
                                    Adrien Verdelhan
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            The Cross-Section of Foreign Currency Risk Premia and Consumption Growth Risk

                            
                                By
                                    
                                    
                                        
                                        Hanno N. Lustig
                                         and 
                                    
                                        
                                        Adrien Verdelhan
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Returns to Currency Speculation

                            
                                By
                                    
                                    
                                        
                                        A. Craig Burnside, 
                                        
                                    
                                        
                                        Martin Eichenbaum, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Returns to Currency Speculation

                            
                                By
                                    
                                    
                                        
                                        A. Craig Burnside, 
                                        
                                    
                                        
                                        Martin Eichenbaum, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Cross-Section of Currency Risk Premia and Us Consumption Growth Risk

                            
                                By
                                    
                                    
                                        
                                        Hanno N. Lustig
                                         and 
                                    
                                        
                                        Adrien Verdelhan
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Cross-Section of Foreign Currency Risk Premia and Consumption Growth Risk: A Reply

                            
                                By
                                    
                                    
                                        
                                        Hanno N. Lustig
                                         and 
                                    
                                        
                                        Adrien Verdelhan
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Cross-Section of Foreign Currency Risk Premia and Consumption Growth Risk: A Reply

                            
                                By
                                    
                                    
                                        
                                        Hanno N. Lustig
                                         and 
                                    
                                        
                                        Adrien Verdelhan
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Carry Trades and Currency Crashes

                            
                                By
                                    
                                    
                                        
                                        Markus K. Brunnermeier, 
                                        
                                    
                                        
                                        Stefan Nagel, ...
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l200 in   0.125 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		

		
		
		
		
		
		
		
		
		
		
	

