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Abstract

Currencies that are at a forward premium tend to depreciate. This ‘forward-
premium puzzle’ represents an egregious deviation from uncovered interest parity. We
document the properties of returns to currency speculation strategies that exploit this
anomaly. The first strategy, known as the carry trade, is widely used by practitioners.
This strategy involves selling currencies forward that are at a forward premium and
buying currencies forward that are at a forward discount. The second strategy relies
on a particular regression to forecast the payoff to selling currencies forward. We show
that these strategies yield high Sharpe ratios which are not a compensation for risk.
However, these Sharpe ratios do not represent unexploited profit opportunities. In
the presence of microstructure frictions, spot and forward exchange rates move against
traders as they increase their positions. The resulting ‘price pressure’ drives a wedge
between average and marginal Sharpe ratios. We argue that marginal Sharpe ratios
are zero even though average Sharpe ratios are positive.
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1 Introduction

Currencies that are at a forward premium tend to depreciate. This ‘forward-premium puzzle’
represents an egregious deviation from uncovered interest parity (UIP). We document the
properties of the payofls to currency speculation strategies that exploit this anomaly. The
first strategy, known as the carry trade, is widely used by practitioners. This strategy
involves selling currencies forward that are at a forward premium and buying currencies
forward that are at a forward discount. The second strategy relies on a particular regression
used by Bilson (1981), Fama (1984), and Backus, Gregory, and Telmer (1993) to forecast
the payoff to selling currencies forward. We show that both strategies applied to portfolios
of currencies yield high Sharpe ratios. These high Sharpe ratios primarily reflect the low
standard deviation of the payofls as opposed to high average returns.! A key property of the
payofis is that they are uncorrelated with traditional risk factors. Consequently, the high
Sharpe ratios that we identify cannot be interpreted as compensating agents for bearing
risk.”

Our empirical findings raise the question: why don’t investors massively exploit our trad-
ing strategies to the point where either the Sharpe ratios fall to zero or currency-speculation
payoffs become correlated with risk factors? We explore two answers to this question. First,
we use direct evidence that bid-ask spreads are an increasing function of order size. This
pattern of transactions costs greatly reduces the apparent profitability of currency specu-
lation strategies. Second, evidence from the microstructure literature suggests that there
is price pressure in spot currency markets: exchange rates change in response to net order
flow, i.e. the difference between buyer-initiated and seller-initiated orders. Price pressure
drives a wedge between average and marginal Sharpe ratios. By marginal Sharpe ratio we
mean the Sharpe ratio associated with the last unit of currency that is bet in a given period.
We argue that marginal Sharpe ratios can be zero even though average Sharpe ratios are
positive. Consequently, the existence of price pressure can rationalize the view that currency
speculators make profits but leave little, if any, money on the table.

Why should macroeconomists care about our results? UIP is a central feature of virtually

1For our currency strategies the Sharpe ratio is the ratio of the average payoff to the standard deviation
of the payoff.

2There is some evidence that for the second strategy the cross-sectional variation in the average excess
returns across currencies is correlated with some traditional risk factors. This result does not hold for the
first strategy.











































































































































































