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Abstract
Most literature focuses on how foreign investment and the market returns are related. Instead, this study attempts to
identify the origin of abnormal behavior by foreign investors, as well as the relationship among the error in covered interest
parity (ECIP), foreign investment (INV), and stock returns (RS). This study ﬁnds that the behavior of ECIP can be
accurately represented by the ARJI model, which is capable of describing sudden jumps in the economy. Consequently,
CBP-ARJI thus provides an effective means of studying the interaction among underlying variables.
Empirically, ECIP has a negative statistical signiﬁcant inﬂuence on foreign investment. While RS and INV have no
mutual volatility spillover effect, they have a close correlation in terms of jump intensity. The previous jump of INV had
more impact on current INV, while RS had little impact. The early withdrawal of foreign investment causes stock indexes
to fall, creating potential losses for general investors. Foreign investment thus observes abnormal ECIP behavior, while
leading the market movements, are always better off.
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1. Introduction
In modern economies, the investment environment varies among different capital markets. Consequently,
the price formation process and risk factors differ. Changes in the global economy and rapid technological
development have stimulated East Asian economies in various ways. Emerging capital markets thus provide
an important environment for studying the robustness of this contingent situation. In the region, the volume
of transactions increased as foreign funds ﬂowed into capital markets during the early 1990s. Sudden inﬂows
and outﬂows of foreign investment increase stock market volatility. The issue of whether foreign investment
has beneﬁcial or adverse effects on the stock market has thus received widespread attention. Chang [1] claimed
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that as an informed and uninformed agent problem, two possible equilibriums exist, namely low volatility and
high efﬁciency, and high volatility and low efﬁciency. Foreign investment, while leading market movements,
are always better off to exaggerate the market volatility, despite still having unbiased long-term predictions.
A history of high-price volatility was thus created, and is considered the norm for future prediction of the
individual investors. That is, the informed created high-volatility history which forced the rational uninformed
investors to accept the irrationally volatile price history as a rational basis for future predictions. The result is
large risk in the capital markets and thus a loss of efﬁciency.
Stock markets are too volatile to be consistent with the conventional models and thus market efﬁciency and
the rationality of stock market investors has been questioned. Ball and Torous [2,3], and Lin and Yeh [4]
found evidence of the presence of jumps in the stock price process, and ignoring jumps in ﬁnancial prices
causes pricing and hedging risk. The predictability of stock returns has become an interest issue in the
literature [5]. Notably, the volatility of returns differs between emerging and mature markets with emerging
markets being subject to more frequent and extended deviations from fundamental value than mature markets
[6]. Presumed increase in volatility is most likely suspected due largely to the inﬂux of highly mobile foreign
capital. Since foreign capital involves constant either inward or outward remittance of the local currency,
exchange rate volatility tends to increase with increased investment of foreign capital.
Das [7] found movements in interest rates display both continuous and discontinuous jump behavior.
Jumps in interest rate are likely caused by several market phenomena, including money market interventions
by the Fed, unexpected news, and foreign exchange market shocks. On the other hand, exchange rate
ﬂuctuations introduce a risk on the returns of foreign currency assets; higher risk premiums thus might
be requested by foreign investors. A positive relationship is expected between exchange rate risk and interest
rate.
Small and open economies dependent on international trade should be highly sensitive to the changes of
global interest rates and exchange rates. However, to obtain information regarding interest and exchange
rates, covered interest parity (CIP) deserves exploration. Limited empirical evidence exists regarding CIP.
Under CIP hypothesis, nominal interest rate is determined by the global interest rate plus the future
exchange rate, where the formation of such expectation is essential. At the same time, the central banks have
the power to act autonomously in individual countries and do so in response to economic changes speciﬁc to
the country involved. The error in CIP formulation thus satiates some hidden information, including
economic and environmental fundamentals, and it worth studying. However, to the best of our knowledge,
no previous study has examined the relationship among error in CIP (ECIP), stock returns and foreign
investment.
This study investigates the impact of interest and exchange rates on foreign investment and stock returns,
and applies the CIP perspective to do so. Furthermore, this study investigates the behavior of foreign
investors. Taiwan vs. USA was selected as the case study because its experience in this case can function as a
guide for other developing countries, which also face a challenge in relation to the effects of foreign
investment. Speciﬁcally, an assessment of the overall impact of ECIP on stock returns and foreign investment
can help countries predict the likely consequences of opening up, making them more cautious in decision
making regarding capital markets.
2. Information extraction and CIP formulation
Interest rates signiﬁcantly inﬂuence foreign exchange markets because the large deposits traded in the
foreign exchange market pay interest, at rates reﬂecting the currency of denomination. Interest rate parity is
thus a fundamental relationship in international ﬁnance. It states that when the domestic interest rate is less
than the foreign interest rate the domestic currency is expected to appreciate by an amount approximately
equal to the interest rate differential. It is based on the assumption that potential holders of foreign currency
deposits view all currencies as equally desirable assets
it ¼ it þ ðF t  S t Þ=St ,

(1)

where ðF t  S t Þ=S t is called the forward premium. i*and i denote the foreign and domestic interest rates,
respectively, and Ft and St represent the forward and spot foreign exchange rates, respectively.

