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Abstract

This paper carries out an empirical investigation of uncovered interest rate parity (UIP)
model, which incorporates the rational expectations methodology. We use the Taiwan
dollars (NTD) as the home currency, and the Japanese yen (JPY), Singapore dollar (SGD),
Hong Kong dollars (HKD), Australian dollar (AUD), U.S. dollar (USD), Canadian dollar
(CAD), British pound (GBP), Swiss franc (CHF) and Swedish krona (SEK) as the foreign
currency. The data of exchange rates and interest rates(one- and three-month time deposits)
are obtained from the Taiwan Bank’s website. We use daily data over the period from 01,
January, 2011 to 10, July, 2012.

We use ADF, PP and KPSS to test the stabilities of the expected rate of depreciation of
the home currency against the foreign currency and the interest differential. We use the
so-called Fama regression to evaluate the effect of interest differential on the expected rate

of depreciation and to test whether the UIP holds.
Our finding is that the uncovered interest rate parity does not hold based on rational
expectation. This means that arbitrage space still exists between Taiwan and international

finance markets.

Keywords : rational expectation, uncovered interest rate parity
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