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Abstract

This paper develops an alternative framework for modelingexchange rate expectations, which
we call the theories consistentexpectations( TCE) framework . On the once hand, the 1 CE framework
attempts to preserve the spirit of the RE paradigm, in that it supposes rational economic agems are
forward looking and use extant econonic theories in forming their forecasts. On the other hand, the
TCE framework attempis 1o mect in part the problems of arbitrariness and inconsistency inherent in
any anempt at moving away from RE. The main characteristics of the TCE framework are: 1) it
recognizes the existence of a pluralism of theories describing exchange ratc dynamics and allows
agents o base their forecasting functions on ore of more of the existing theores; 2) 1t does not
assume that the precise magnitadesof the parametersof economic models are knownto agents i.e.,
the stock of extant theories provides gualitative rather than quantitative knowledge about the
economy; and 3) it replaces the assumptionof perfect foresight with the assumptionthat agents are
abie o correctly predict the direcrion of change of the exchange rate, which we call qualnative
rationality. We show that when the 1CE framework is used to close otherwise standard monetary
models of the exchange rate, their implications match up much more closcly with the empmcal
record than those obtained with RE.




