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1.

(Interest Rate Parity; IRP)

In this paper, we examine the hypothesis of interest rate parity (IRP) in the European Union (EU)

countries with stochastic permanent breaks (STOPBREAK) model provided by Engle and Smith (1999).

The empirical analysis is carried out by using monthly data of long-run interest rate (10-year government

bonds yield) and short-run interest rate (3-month money market rate) over the period January 1979 to

December 1998. In addition, the further investigation of IRP hypothesis was observed by annual data

over a century from 1874 to 2004.

From the results of using monthly observations, we find the conventional Johansen (1988)

cointegration test failed to reject the null hypothesis of no cointegration relationships. In contrast, the

STOPBREAK model that allows for structural breaks in the cointegrating relationship has shown strong

evidence for convergence between German interest rates and interest rates in other EU countries. This

model indicates that interest rate may be temporarily diverge but it will be converged in the long-run; it

means that after taking structural breaks into account, IRP hypothesis can be supported for EU countries.

However, from the results of annual data we find that the STOPBREAK test is not as effective as with

the higher frequency data. The reason may be due to the lower frequency data is not easy to be influenced

by the policy or other external shock.
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