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Contributions of this paper

I. Are risk factors capable of explaining exchange rate
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II. Why should we care?
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Review II: Estimating the Risk Factors

Traditional Carry Trade Risk Factor

8t, order countries in Portfolios according to their interest rate
level
� � � � � � � -j� � � � � � � � � �>

t
[ P1 j P2 j P3 j P4 j P5 j P6 j P7 j P8 ]
low it < < high it
e.g. {[UK, US, ....] [..., Spain]}

Carryi ,t+1 =
∑j2P8,j 6=i ∆sj ,t+1

#P8 � ∑j2P1,j 6=i ∆sj ,t+1
#P1
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CONTRIBUTIONS I. Are Risk Factors Useful?

I. Are risk factors important in explaining exchange rates? Yes
(reassuring)

∆si ,t+1 = α+βidi¤t +δCarryi ,t+1+τDollari ,t+1+γidi¤t Carryi ,t+1+εt+1
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CONTRIBUTIONS II. Why Should We Care?

Literature on exchange rate prediction

Diebold and Nerlove (1989), Engel, Mark and West (2009)
explore traditional factor models for exchange rates estimated
via principal components
Traditional factors do not have a direct economic interpretation
=> The factors identi�ed in this papers do

Also, literature on the predictive ability of UIRP
Typically its explanatory power is low or coe¢ cient have wrong
sign
=> This paper shows that risk factors do have in-sample
explanatory power
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IDEAS I. Other Carry Risk Factors?

The paper uses carry risk factors based on grouping countries on
the basis of their interest rate di¤erentials relative to the
benchmark country

However, one could imagine thinking about constructing the
similar carry risk factors based on other fundamentals:

monetary fundamentals (money and output di¤erentials)
prices (PPP fundamentals)
Taylor rule fundamentals (Taylor rule interest rate di¤erentials)
external imbalances
etc... (see Rossi, 2013, for a recent overview)
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IDEAS I. Other Carry Risk Factors?

In particular, Rossi (2013) �nds that Taylor rule fundamentals
seem to perform better in forecasting exchange rates than
interest rate di¤erentials
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IDEAS I. Other Carry Risk Factors?

The predictive ability remains out-of-sample as well

=> It might be interesting to evaluate whether they are useful
in this context as well...?
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IDEAS II. Other Horizons?

This paper focuses on h=1

Some fundamentals have more predictive ability at longer
horizons

Might it be interesting to look at h=4, 8,.. quarters?
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IDEAS III. Why Are Results Di¤erent from
Traditional Factor Models�?

This paper �nds very signi�cant results

There is a literature on exchange rate predictability using factor
models (Engel et al., 2009)
What is the relationship between these factors and principal
components?

Can factors be extracted from exchange rate and interest rate
data and be compared with the "risk factors" identi�ed in this
paper?
(The author obviously has thought of this, and he looks at
factors extracted from exchange rates and compares it with the
"Dollar factor" in the appendix... it might be interesting to
examine factors extracted from exchange rates and interest
rates jointly or separately and see how they compare with both
risk factors).
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IDEAS IV. In-sample Versus Out-of-sample

In-sample versus out-of-sample

Typically easier to �nd in-sample �t than out-of-sample
predictive ability

I wonder how results would change out-of-sample

(Again, obviously the author has thought of this... see
appendix...)
This paper provides results based on out-of-sample �t (e.g.
Meese and Rogo¤ 1983, Ferraro, Rogo¤ and Rossi 2012)
out-of-sample forecasts?
Why not using the random walk without drift benchmark?
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Conclusions

Very interesting paper!

I enjoyed reading it and also learning more about the carry trade
literature in general!
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