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Given that exchange rates series exhibit high volatility, it is widely recognized that they are extremely difficult to forecast.

Besides, FX data are non-linear and one of the noisiest. Forecasting through non-linear dynamical systems is becoming

more and more relevant due to these natures of the data. Nearest Neighbor Algorithms are such most popular non-linear

pattern recognition methods that outperform the available linear forecasting methods. In this paper we suggest to adapt

nearest neighbor algorithm with Mahalanobis distance to choose the neighbors for the forecasting. Mahalanobis distance

is used due to high correlation between the vectors resulting from time series segments. Also, we suggest to adapting

auto regression in the forecasting of FX rates. We compare the performance of Nearest Neighbor forecasting with Auto

regression based algorithm with popular linear regression based algorithms. Also, we will show how our method affects

the decision to sell and buy. (Received September 16, 2014)
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