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Basics of Uncovered Interest Rate Parity Tests 





Supposed failure of Uncovered Interest Parity condition 
then led to a huge literature to review the causes of the 
failure: 
 
1) A risk premium possibly time varying – What explains the 

risk premium and how can we model it ? 
 
2) Market irrationality  a failure of market participants to 
ensure UIP holds. How do we model such irrationality? 
 
3) Some combination of the above two – but then how do 
we split the failure between the two?  













A New  Econometric Test of Uncovered Interest Parity 
 













Bootstrap Simulation 







Profitability Based Tests of Uncovered Interest Parity 
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Profitability Based Tests of Uncovered Interest Parity 



Summary 
 
The results of our profitability-based tests show that 
despite a decisive rejection of UIP using the conventional 
regression-based approach, it, nonetheless, seems that the 
foreign exchange market is efficient for at least two of the 
four parities studied which pass all four of our tests, 
namely, the Swiss Franc–Dollar and Yen–Dollar parities.  
 
In the case of the Euro–Dollar and Pound–Dollar parities 
the evidence is somewhat mixed as they pass our first two 
tests but not the latter two. 
 
 



Summary 
 
The profitability tests that we have proposed have a key 
advantage in distinguishing between bilateral parities 
where the foreign exchange market can said to be efficient 
and parities where it may not of been. 
 
Our results based on excess returns also seem to have 
better statistical properties than the conventional UIP 
regression results which are unreliable due to different 
statistical pitfalls such as the omission of relevant variables, 
the large difference in volatility between the dependent 
variable and the explanatory variable and the presence of 
conditional heteroskedasticity in the data. 
 



Summary 
 
 
Our view is that the conventional rejections of UIP and with it 
market efficiency are primarily a statistical phenomenon and 
are at best only indirect tests of the efficient market 
hypothesis. It is clear that based on the criterion of 
profitability the Swiss Franc–Dollar and Yen–Dollar foreign 
exchange markets are efficient in stark contrast to the 
conclusion reached with the UIP based regression test results. 



Conclusion/ Takeaway ! 
 
The key advantage of our proposed tests is that they constitute a more 
direct test of the efficient market hypothesis and accord with the idea of 
an efficient market being one in which is difficult for market participants 
to make excess returns from pursuing rather simplistic trading 
strategies. The results of  suggest that foreign exchange market is far 
more efficient than the existing literature on UIP has given it credit for. 
 
Our results suggest that it may well be the case that a substantial body 
of economic literature that has rejected the UIP condition due to either 
the market irrationality or the existence of time varying risk-premia or a 
combination of the two also needs to be re-examined. 


