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Motivation 
• Uncovered interest parity (UIP) puzzle 

   (1) 

 

St+1: log of the dollar price of foreign currency at time t+1 

it : one-period nominal interest rate in the U.S./foreign country 

    

   (2)  

 

If UIP holds, we should find the estimate of a1 is close to 1. But studies very 
often reject the null that a1 =1, and less often find a1 is significantly less than 
zero. 



• Second puzzle: Taylor rule fundamentals help predict the change in the 
exchange rate, but in the opposite direction than would arise in a model 
in which UIP holds. 
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(4) 
 
 
 
 
 
For example, higher U.S. inflation should predict the dollar will 
depreciate. However, Molodtsova and Papell (MP) and others find the 
coefficient on U.S. inflation is negative and on foreign inflation is positive. 
 
 
 
 



• Third puzzle: the Taylor-rule fundamentals do a better job of predicting the 
exchange rate change than does the relative interest rate differential. MP finds 
(7) is a better fit than (2). 
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In-sample forecasting 

• Data 

Exchange rate : the end-of-month data from the Federal Reserve database, 
H.10 release 

One-month interest rates: midpoint of bid and offer rates for one-month 
Eurocurrency rates, as reported on Intercapital from Datastream 

Inflation rates: constructed from consumer price index from line 64 of the IFS 

They begin the sample in January 1999, which corresponds with the advent 
of the euro, and use data through December 2015.  



Results 

 



Proposed solution: Dynamic model with 3 
equations 
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General solution to the model 



Thank you 


