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CONTRIBUTIONS I. Are Risk Factors Useful?

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

Asj 11 = a+Bid™ +6Carry; ry1+TDollar; ey 1+7if"™ Carry; r114€111

Table 2: Carry and Dollar Factors: Monthly Tests in Developed Countries

Country o a ¥ ] T R? R% R'im 3 w N

Aunstralia 0.07 -0.44 0.77 0.16 0.74 25,59 20.05 .71 FEE 312
(0.23)  (0.60)  (0.49)  (0.13)  {0.13) [6.77]  [5.72]  [4.31]

Canada -0.11 -0.02 -0.61 0.21 0.34  19.38 1311 B14  FEE 312
(0.11)  (063)  (0.42)  (0.06) (0.07) [6.04]  [4.34]  [4.97]

Denmark -0.01 -0.20 0.53 -0.16 1.51 B6.08  83.63 3.97  Fx 312
(0.07)  (038)  (0.13)  (0.03)  (0.04) [Le7]  [2.03]  [3.99]

Euro Area 0.07 -0.52 0.10 -0.28 162  B0.60 7622  -0.05  FFF 143
(0.11)  (0.86)  (0.23)  (0.05)  (0.08) [3.58]  [3.99] [4.81]

France -0.15 -0.10 0.80 -0.13 1.38 0097 8T58 1230 FFF 0 1R1
(0.07)  (034) (0.14) (0.03) (0.04) [1.48]  [1.93]  [5.90]

Germany -0.21 -0.03 0.79 -0.03 1.42  91.00 8835 22.83 FFF 8]
(0.00)  (034)  (017)  (0.04)  (0.04) [1.36] [L.75]  [6.20]

Italy -0.03 0.26 0.68 -0.07 1.24  6B.OT 6459 216 *E 17T

(0.22)  (0.69) (0.20) (0.11) (0.10)  [5.25]  [6.02]  [6.13]
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o Literature on exchange rate prediction

o Diebold and Nerlove (1989), Engel, Mark and West (2009)
explore traditional factor models for exchange rates estimated
via principal components

o Traditional factors do not have a direct economic interpretation

o => The factors identified in this papers do

o Also, literature on the predictive ability of UIRP

o Typically its explanatory power is low or coefficient have wrong
sign

o => This paper shows that risk factors do have in-sample
explanatory power

Rossi (ICREA-UPF) Discussion



@ Very much enjoyed reading the paper!

o Selective Review of Results

o ldeas
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@ The paper uses carry risk factors based on grouping countries on
the basis of their interest rate differentials relative to the
benchmark country

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

monetary fundamentals (money and output differentials)

prices (PPP fundamentals)

Taylor rule fundamentals (Taylor rule interest rate differentials)
external imbalances

etc... (see Rossi, 2013, for a recent overview)

® 06 6 o o
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o In particular, Rossi (2013) finds that Taylor rule fundamentals
seem to perform better in forecasting exchange rates than
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@ => It might be interesting to evaluate whether they are useful
in this context as well...?
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o This paper focuses on h=1

o Some fundamentals have more predictive ability at longer
horizons

@ Might it be interesting to look at h=4, 8,.. quarters?
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Traditional Factor Models’ ?

o This paper finds very significant results

o There is a literature on exchange rate predictability using factor
models (Engel et al., 2009)

o What is the relationship between these factors and principal
components?

o Can factors be extracted from exchange rate and interest rate
data and be compared with the "risk factors" identified in this
paper?

o (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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o Typically easier to find in-sample fit than out-of-sample
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o | wonder how results would change out-of-sample

o (Again, obviously the author has thought of this... see
appendix...)

o This paper provides results based on out-of-sample fit (e.g.
Meese and Rogoff 1983, Ferraro, Rogoff and Rossi 2012)

o out-of-sample forecasts?

o Why not using the random walk without drift benchmark?
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o | enjoyed reading it and also learning more about the carry trade
literature in general!
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