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Introduction Trade Data Model Conclusion

Summary of the paper and Roadmap

Motivation
persistent differences in interest rates across countries
account for much of the profitability of currency carry trade
what is the economic explanation?

Study an economy with:

two heterogenous countries

1 exports commodities and imports final goods (Australia)
2 imports commodities and exports final goods (Japan)

shipping costs

The authors find that

“non-commodity” currencies must absorb global shocks
→ they are riskier
→ they have lower interest rates (on average)
empirical evidence of currency risk premium for “commodity” currencies

Comments:

what does Australian trade look like?
what if we make this “a tale of three countries”?
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Australian Trade at a Glance

Source: Australian Government, Department of Foreign Affairs and Trade
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Australia and Japan

 

Source: Australian Government, Department of Foreign Affairs and Trade
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Australia and US
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Introduction Trade Data Model Conclusion

Take-aways

Australia is net exporter of commodities

Imports final goods and services from

US (primarily)
Japan
(not including China...)

What happens if we extend the baseline model to include the US?
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Planner’s problem

Choose {XJPN} and {XUS} to maximize

E0

[
∞

∑
t=0

β
t

(
C1−γ

AUS,t

1− γ
+λJPN

C1−γ

JPN,t

1− γ
+λUS

C1−γ

US,t

1− γ

)]

where

CAUS,t = XJPN,t (1− τ0,JPN − τ1,JPNXJPN,t)+

XUS,t (1− τ0,US− τ1,USXUS,t)

CJPN,t = YJPN,t −XJPN,t

CUS,t = YUS,t −XUS,t
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Introduction Trade Data Model Conclusion

Calibration

Four equally likely states

Two countries

State 1 State 2 State 3 State 4

YJPN YHi YLo
YHi+YLo

2 +2ε
YHi+YLo

2 −2ε

Three countries

YJPN YHi/2+ ε YLo/2− ε YHi/2+ ε YLo/2− ε

YUS YHi/2− ε YLo/2+ ε YLo/2+ ε YHi/2− ε

For simplicity, τ0,JPN = τ0,US = 0.

Show results for increasing values of τ1,JPN = τ1,US .
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Results: two countries
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Results: three countries

0 0.1 0.2 0.3 0.4 0.5
0

5
x 10−3

C
ar

ry

 

 

Carry
rf JPN
rf AUS
rf US

0 0.1 0.2 0.3 0.4 0.5
2.98

2.99

3

τ
1

R
is

k−
fr

ee
 r

at
es

US

10 / 12
N



Introduction Trade Data Model Conclusion

Take-aways

Returns from carry-trade are robust to introducing a third country

Double sorting on commodity exports and number of trading partners?

Extensions:

heterogenous shipping capacity
relative country size
heterogenous bilateral trade agreements
...
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Concluding Remarks

There is a lot more in the paper

include disaster risk
a very well executed empirical analysis

A great paper:

A fresh look at the returns from carry trade
Bridge the gap between int’l trade and int’l finance literatures
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