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Abstract  This review examines the theoretical foundations and empirical
limitations of two fundamental benchmark assumptions in international
macroeconomics: complete international financial markets and uncovered
interest parity (UIP), with particular reference to the New Keynesian Small
Open Economy (NK-SOE) framework. Under complete markets, international
assettradeimpliesastrongrisk-sharingconditionlinkingdomesticconsumption
to world consumption and the real exchange rate. Similarly, household
portfolio choice between domestic and foreign bonds yields the UIP condition,
accordingtowhichinterest-rate differentials arerelated toexpected movements
in the nominal exchange rate. Although these conditions provide tractable
and micro-founded benchmarks, extensive empirical evidence has
challenged their ability to account for observed international macroeconomic
dynamics. Full risk sharing is contradicted by the Backus—Smith puzzle,
while systematic deviations from UIP are captured by the forward premium
puzzle. This review traces the theoretical and empirical evolution of the
literature in response to these anomalies, examining extensions based on
incomplete financial markets, financial frictions, departures from standard
rational-expectations assumptions, time-varying risk premia, and pricing-to-
market behavior. By organizing these approaches around the mechanisms
proposed to explain the two empirical puzzles, the review highlights how
successive extensions modify the benchmark NK-SOE framework to better
account for observed patterns in international consumption, asset returns,
and exchange-rate dynamics.
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1. Concave Utility Function

2. Convex Budget Constraint

3. Intertemporal Utility

4. Idiosyncratic or Country Specific Shocks
5. Berka, Crucini and Wang

6. Consumption Correlation Puzzle
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2. Small Open Economy
3. Covered Interest Parity (CIP)
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1. Complete Assets Market
2. Friction
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