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1. Introduction

A currency carry trade, the strategy of investing in high yielding
currencies funded by low yielding ones, has recently received
much attention due to the abrupt reversals of the emerging market
currency carry trades in the summer of 2013 after the US Fed implied
an impending tapering of their quantitative easing program. The
result was a substantial loss of value in the emerging market curren-
cies that had been on the receiving end of carry trade flows. Profit-
able carry trades represent a direct violation of interest rate
parities which form an important building block in the study of
international finance. In both covered and uncovered forms, interest
rate parity relationships require that the current nominal interest
differential between domestic and foreign currencies should equal
either the current forward premium in the foreign currency and/or
its expected rate of appreciation. This suggests that the currency
with the higher nominal interest rate for a given holding period is
expected to fall in value at the rate equal to the interest rate differen-
tial over the period.

However, researchers have consistently reported that the forward
premium is notoriously unreliable in predicting future spot exchange
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rate movements and various exchange rate forecasting services fare
not much better on average. Both the magnitude and direction of
forecasts can be incorrect. That is, instead of depreciating, higher yield-
ing currencies were more likely to appreciate over the relevant holding
period (Burnside, Eichenbaum, Kleshchelski, & Rebelo, 2006). This is
most likely due to a combination of higher real interest rate and
risk premium in the higher yielding currency. In order to exploit this
opportunity, investors take speculative positions on higher yielding
currencies (investment currencies, e.g. most emerging market curren-
cies and commodity currencies such as Australian dollar, New Zealand
dollar) funded in lower yielding ones (funding currencies, e.g.
Japanese Yen and recently the US dollar). This strategy is now regarded
as an alternative asset class in portfolio investments (e.g. Das,
Kadapakkam, & Tse, 2013; Lusig, Roussanov, & Verdelhan, 2014). For
example, the persistent positive interest rate differentials between
Australia and the US (and other major countries, especially Japan)
since the early 2000s was instrumental in the AUD becoming one of
the more consistent investment currencies. The motivation behind
such a carry trade is the likelihood that the ex ante risk premium asso-
ciated with the higher yielding currencies would not be completely
offset by the ex post exchange rate changes leading to sufficient rewards
for the risk taking behavior. For instance, sovereign default risk, as
measured by sovereign Credit Default Swap spreads, contributes to
carry trade gains during booms (Coudert & Mignon, 2013). On the
other hand, profitable carry trade positions can abruptly be turned
into significant losses and this crash risk is associated with unexpectedly
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high exchange rate volatilities. A number of researchers report profit-
able carry trade strategies. Burnside, Eichenbaum, and Rebelo (2008)
show significant carry trade gains from a portfolio of currencies where
the typical Sharpe ratio of hedge funds is improved by more than 50%.
Colavecchio (2008) reports significant Yen carry trade opportunities.
Mollick and Assefa (2011) report evidence in support of carry trades
involving the Swiss Frac as well as the Yen. Jurek (2014) shows that
the crash risk premia are responsible for one-third of the excess returns
in G10 currency carry trades.

Furthermore, there is some evidence of currency carry trades
having a significant impact in other financial market segments with-
in the country and also in other countries. For example, Cheung,
Cheung, and He (2012) report that various measures of Yen carry
trades have varying influences on stock market returns in Australia,
Canada, UK, Mexico and New Zealand. In a similar vein, Fung, Tse,
and Zhao (2013) find that carry trades Granger cause Asian stock
market returns, while Lee and Chang (2013) report that G10 curren-
cy carry trade returns Granger cause stock market returns, especially
during bull market periods, but not vice versa. Tse and Zhao (2012),
however, find a significant correlation but no causality between
US stock returns and carry trades, although stock market volatility

Granger causes carry trades. Moreover, Fong (2013) reports that op-
timism in the stock market seems to lead to currency carry trades by
hedge funds.

This paper aims to investigate the empirical determinants of the
AUD currency carry trades at both daily and weekly horizons over
the period 2 Jan 1999 to 31 Dec 2012. In particular, the thresholds
of underlying market (financial markets in general and foreign ex-
change market in particular) conditions that trigger the reversal of
the carry trades (i.e., crash risk) will be empirically determined.
The AUD is one of the few major currencies that have consistently
provided carry trade opportunities. This has been due to persistent
and at times considerably large positive interest rate differentials
between the AUD and other major currencies (especially the USD,
see Fig. 1, and the Yen). Since the positive interest rate gap has most-
ly reflected higher real interest rates and/or risk premium instead of
higher inflation in Australia, the AUD tended to appreciate during the
2000s in the face of the positive interest rate differentials. Carry
traders take long positions on the AUD to take advantage of the rela-
tively high Australian interest rates and this has resulted in persis-
tent deviations of the AUD from its economic fundamentals and
occasional abrupt reversals of the movements whenever the carry

A) Daily mid-quote interest rate differentials, i(USD) - i(AUD)
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B) Daily mid-quote USD/AUD exchange rate
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C) Daily regime probabilities of carry trade into the AUD - Raw
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D) Daily regime probabilities of carry trade into the AUD - Fisher transformed
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Fig. 1. Daily AUD carry trade variables.
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