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Exchange Rate Risk
Outline:

1. FX Returns and Interest Rates
i. Interest Parity
ii. The Carry Trade

2. Macro Models
i St h ti Di t F ti. Stochastic Discount Factors
ii. Reverse Engineering the Forward Premium Puzzle
iii. Euler Equation Models
iv. Peso Problem Models

3. Micro-Based Models
i. A Micro-Based Model of the Risk Premium
ii. Micro-Based Explanations for the Forward Premium Puzzle
iii. Excess Returns, Risk Premia and Order Flows
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11.1 FX Returns and Interest Rates
Interest Parity

3 Exchange-Rate Dynamics Chapter 11



11.1 FX Returns and Interest Rates
The Carry Trade

Note:

1. Transaction costs reduce the 
payoffs on the carry trade, but 
they are too small to reduce the 
payoffs to zero.

2. There are large gains to 
diversification from adopting a 
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multi-currency strategy.

3. The Sharpe ratio for the multi-
currency carry-trade return is 
substantially larger than that 
for the US stock market because 
the returns on stocks are 
considerably more volatile than 
the carry-trade payoffs.



11.1 FX Returns and Interest Rates
The Carry Trade

Figure 1: Realized Carry-Trade Sharpe Ratios
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12-month moving average of the realize Sharpe Ratio for the equally-weighted carry-trade 
portfolio.  Source: Burnside et al (2006). 



11.1 FX Returns and Interest Rates
The Carry Trade: Risk from Currency Crashes

Daily JPY/USD

US Flows

Non-US Flows
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11.2 Macro Models
Euler Equation Models: Recent Research
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11.2 Macro Models
Peso Problem Models

The estimates are computed 
in monthly and quarterly 
data for the DM/USD, 
GBP/USD and JPY/USD 
between 1975 and 1989.

Column (iii) reports the 
mean value of 1 1

�ˆ
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Column (iv) reports the 
means and standard 
deviation of 1 1

�ˆ /



11.3 Micro-Based Models
Micro-Based Explanations for the Forward Premium Puzzle
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11.3 Micro-Based Models
Excess Returns, Risk Premia and Order Flows
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11.3 Micro-Based Models
Excess Returns, Risk Premia and Order Flows

By definition,

so the values for bs estimate the contribution of the model forecasts to the 
variance of spot rate changes over the forecasting period. 
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11.3 Micro-Based Models
Risk Premia, Order Flows and Macro Information
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