
Economist.com http://www.economist.com/finance/PrinterFriendly.cfm?story_id=8742054

1 of 2 2007/02/24 23:25

 

About sponsorship

Economics focus 

Carry on speculating
Feb 22nd 2007 
From The Economist print edition

How traders have been triumphing over economic theory

NO COMMENT on the financial markets these days is complete without mention of the
“carry trade”, the borrowing or selling of currencies with low interest rates and the
purchase of currencies with high rates. The trade is often blamed for the weakness of the
Japanese yen and the unexpected enthusiasm of investors for the New Zealand and
Australian dollars.

But why does the carry trade work? In theory, it shouldn't—or not for as long as it has.
Foreign-exchange markets operate under a state of “covered interest parity”. In other words, the
difference between two countries' interest rates is exactly reflected in the gap between the spot, or
current, exchange rate and the forward rate. High-interest-rate currencies are at a discount in the
forward market; low-rate currencies at a premium.

If that were not so, it would be possible for a Japanese investor to sell yen, buy dollars, invest those 
dollars at high American interest rates for 12 months and simultaneously sell the dollars forward for yen 
to lock in a profit in a year's time. The potential for arbitrage means such profits cannot be earned.

However, economic theory also suggests that “uncovered interest parity” should operate. Countries that
offer high interest rates should be compensating investors for the risk that their currency will depreciate.
In other words, the forward rate should be a good guess of the likely future spot rate.

In the real world, uncovered interest parity has not applied over the past 25 years or so. A recent 
academic study* has shown that high-rate currencies have tended to appreciate and low-rate currencies
to depreciate, the reverse of theory. Carry-trade strategies would have brought substantial profits, not 
far short of stockmarket returns, although dealing costs would have limited the size of the bets traders 
could make. 

Academics have struggled for some time to explain this discrepancy. One possibility is that investors
demand a risk premium, separate from the better interest rate, to compensate them for investing in a
foreign currency. As this risk premium varies, it might overwhelm the effects of interest-rate changes.
For example, American investors might worry about the credibility of the Bank of Japan, but Japanese
investors may regard the dollar as a “safe haven”. This would drive the dollar up and the yen down.

However, according to Andrew Scott, of the London Business School, it has been a struggle to find risk 
premiums that are large enough to explain exchange-rate volatility. So academics have been looking at 
the structure of foreign-exchange markets, to see if behavioural factors might be at work.

One obvious possibility is that the actions of carry traders are self-fulfilling; when they borrow the yen
and buy the dollar, they drive the former down and the latter up. If other investors follow “momentum”
strategies—jumping on the bandwagon of existing trends—this would tend to push up currencies with
high interest rates.

Financial jaywalking
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Such a strategy has its dangers. It has been likened to “picking up nickels in front of steamrollers”: you
have a long run of small gains but eventually get squashed. In the currency markets, this would mean a
steady series of profits from the interest-rate premium that are all wiped out by a large, sudden shift in
exchange rates: think of the pound's exit from the European exchange-rate mechanism in 1992. The
foreign-exchange markets have been remarkably calm since the Asian crisis of 1998 (when the yen rose
sharply, hitting many carry traders). So a whole generation of investors may have grown up in a state of
blissful innocence, unaware that their carry strategy has severe dangers.

Inflation may provide an alternative explanation. The theory of purchasing-power parity (PPP) implies 
that high-inflation currencies should depreciate, relative to harder monies. In other words, while 
nominal exchange rates might vary, real rates should be pretty constant. And over the very long term, 
this seems to happen. A study by the London Business School†, with ABN Amro, a Dutch bank, found 
that real exchange rates in 17 countries moved by less than an average of 0.2% a year over the period 
1900-2006.

Other things being equal (such as roughly similar real interest rates across countries) nominal interest 
rates should be higher in countries with higher inflation rates. So this should give support to 
uncovered-interest parity and deter the carry trade. Clearly, though, PPP has not been a useful guide 
over the past ten years, as the deflation-prone yen has declined against the dollar.

Perhaps the success of the carry trade reflects biases built up in an earlier era, during the inflationary
1970s and 1980s. Currencies prone to inflation back then, such as sterling and the dollar, have had to
pay higher interest rates to compensate investors for their reputation. In fact, because inflation has
declined, investors in Britain and America have been overcompensated for the risks—a windfall gain that
has been exploited by followers of the carry trade. However, it is hard to believe that this effect could
have lasted for as long as it has. So the reasons for the success of the carry trade remain a bit of a
mystery.

What does seem plain, however, is that the carry trade tends to break down when markets become 
more turbulent. In such conditions, those who borrowed yen to buy other assets (such as 
emerging-market shares) might face a double blow as the yen rose while asset prices fell. If the 
turbulence were sufficiently large, many years' worth of profits from the carry trade might be wiped out.
A steamroller could yet restore the reputation of economic theory.

* “The Returns to Currency Speculation”, by Craig Burnside, Martin Eichenbaum, Isaac Kleshchelski and Sergio Rebelo

† Global Investment Returns Yearbook 2007

   


