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Overview

Goal: link carry trade and dynamics of FX
→֒ Many interesting results

I focus on the following three:
Carry trade increases probability of currency crashes
Co-movement among currencies with similar interest rates
Unwinding of carry trade when volatility is high



Intuition

Returns (logs): zt +1 = r$,t − rU ,t − st + st +1

Carry trade increases probability of currency crashes
→֒ Plantin and Shin 2007: traders cannot trade continuously; can take
only limited positions + funding externalities ⇒ slow building of positions
with rapid unwinding

Co-movement among currencies with similar interest rates
→֒ Investors trade similar currencies in the same direction

Unwinding of carry trade when volatility is high
→֒ Common volatility component across markets; easier to violate
margin requirements; common liquidity problems



Crossection of Skewness



Skewness Forecast

Why is physical and risk-neutral skewness so different?



Skewness

Skewness in FX is driven by extremal events
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VIX

Is sample skewness a good measure of currency crashes?



Correlation of FX changes



Correlation of FX changes

Interest rates converge over the period + economies get more
integrated ⇒ mechanical relation?

Figure: Interbank interest rates
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VIX and FX



VIX and FX

Low(high) interest rate FX tends to appreciate(depreciate) when
volatility is high (Table 4; Lustig, Roussanov & Verdelhan 2008)
→֒ Table 4: R2 is low ⇒ non-linear relation



Carry trade revisited

What is the optimal strategy/portfolio?

Figure: Barclays Intelligent Carry ETN



Summary

Interesting and important question

Overall supportive evidence for sudden FX moves and unwinding of
carry trades

Wanted: a dynamic model of carry trade that can be taken to the data


