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Abstract

This paper suggests a new explanation for the UIP-puzzle maintaining rational
expectations and risk neutrality. The model builds on the interaction of foreign exchange
and fixed income markets. Ex ante short run and long run UIP and the EHTS is
assumed. We show that ex post failures of the EHTS could led to short run exchange
rate movements which is similar to observed data. We present evidence on ex post
validity of long run UIP and strikingly new evidence on the stationarity of the long
forward exchange rates of major currencies. We set up, calibrate and simulate a stylized
model that well captures the observed properties of spot exchange rates and UIP
regressions of major currencies. We define the notion of yield parity and test its
empirical performance for monthly and daily series of major currencies with favorable
results.
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