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Introduction

Recent events reveal how critical �nancial markets can be for
�uctuations in aggregate economic activity.

We�ve made relatively little progress in understanding these markets.

The links between extraordinary �nancial market crises and systemic
risk.
The role of vanilla �nancial market frictions and cyclical �uctuations.
Quantitative determinants of asset prices

Asset pricing puzzles provide potentially sharp insights into the nature
of how �nancial markets work.



The importance of �nancial markets

The vast majority of exchange rate transactions involve �nancial
assets, not trade in goods and services.

To understand exchange rate movements we need to understand what
fancily market participants are doing and why.



The Forward Premium Puzzle

Forward premium puzzle is an asset pricing puzzle that�s particularly
relevant for international macroeconomists and policy makers.

UIP is overwhelmingly rejected by the data

�Forward premium puzzle�is a particularly egregious deviation from
UIP.

Currencies that are a forward premium tend to depreciate.



Carry Trade

Carry trade strategies exploit the failure of UIP and yield high Sharpe
ratios.

Sharpe Ratio =
Average Payo¤

Standard Deviation of Payo¤

Assess di¤erent proposed explanations of these high Sharpe ratios.

Time varying risk premia.
Fat tails.

Develop and implement a strategy for assessing the importance of
peso problems.

Key conclusion:

Risk considerations - including the peso problem - are not empirically
plausible explanations of the high Sharpe ratios associated with the
carry trade.



Why Should You Care?

UIP is a central feature of virtually all linearized DSGE models.

Model builders tend to respond to sharp statistical failure of UIP in
one of two ways.

Ignore the problem, or
Add a shock to the UIP equation (�risk premium�shock).

In DSGE open-economy models �risk premium�shocks a¤ect
domestic interest rates which in turn a¤ect aggregate quantities like
consumption and output.

Little evidence that currency-speculation payo¤s are correlated with
variables like consumption or output.





Motivation

Minimum payo¤, hedged carry trade if Ft > St

[(Ft � k)� Ct (1+ R�t )] /k

Minimum payo¤, hedged carry trade if Ft < St

[(k � Ft )� Pt (1+ R�t )] /k

If peso problems are important, insurance premiums, i.e. put and call
options, should be expensive and signi�cantly reduce pro�ts
associated with carry trade.



Peso problems don�t explain the returns to the carry trade

We assembled an options data set for 6 currencies (AUD, CAD, EUR,
JPY, CHF, GBP) 1987�2007

Set strike prices close to spot price of currencies

Markets for these options are �thick�.
Prices for options way out-of-the money are suspect, so we don�t use
them.
We�re being conservative since we�re �over -insuring�relative to vanilla
carry trade.

Hedging reduces volatility much more than it reduces the average
payo¤ of the equally-weighted portfolio

Sharpe ratio of the hedged carry trade is higher!



Payoffs of Portfolio Strategies using Options
Over a Common Sample (Jan-1989 to Jan-2008)

Standard Sharpe
Mean

Standard 
Deviation

Sharpe   
Ratio

Unhedged Carry Trade

Equally-
Weighted 0.0034 0.014 0.238

(0.0009) (0.001) (0.073)

Hedged Carry Trade

Equally-
Weighted 0.0027 0.008 0.337

(0.0006) (0.001) (0.065)



Realized Sharpe Ratios of the Carry Trade Portfolios
Three-Year Rolling Window January 1990�January 2008
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