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Summary of the paper

Carry-trade returns︸ ︷︷ ︸
Borrow in $

= Cross-country risk differential︸ ︷︷ ︸
(U.S. - foreign) risk↑

+Convenience yield differential︸ ︷︷ ︸
(U.S. - foreign) convenience yield↓

Somehow, stable long- and short-maturity carry-trade returns since late 90s.

Two countervailing forces:

Rising U.S. (total and permanent) risk: rising U.S. equity premium compared to G.7.
Permanent risk from Alvarez and Jermann (2005)

Falling U.S. relative convenience yield: falling Treasury basis on long-maturity bonds,
which is also documented in Du and Schreger (2021)

Asset pricing framework based on Jiang et al. (2021)

Extremely interesting, impactful, and well-executed paper with a ton of interesting policy-
relevant points. One of the most interesting works I read this year.

I am very much convinced. Here, I want to put the paper into a broader context.
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Simpler model (with θ
F ,F (k)
t = θ

H,F (k)
t = 0) à la Jiang et al. (2021)

For home country:

Et [Mt,t+k ]R
(k)
t = e−θ

H,H(k)
t and Et

[
Mt,t+k

Et+k

Et

]
R
(k)∗
t = 1

For foreign country:

Et
[
M∗

t,t+k

]
R
(k)∗
t = 1 and Et

[
M∗

t,t+k
Et

Et+k

]
R
(k)
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t

Assuming

Et+1

Et
=

M∗
t,t+1

Mt,t+1
· eηt+1

Then

Et (ηt+1) = Lt (e
−ηt+1 ) + Ct (Mt,t+1, e

−ηt+1 ) + θ
F ,H(1)
t − θ

H,H(1)
t

Backus and Smith (1993)

(complete market)

≃ Expected foreign appreciation
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Simpler model (with θ
F ,F (k)
t = θ

H,F (k)
t = 0) à la Jiang et al. (2021)

Assuming

Et+1

Et
=

M∗
t,t+1

Mt,t+1
· eηt+1

Then

Et (ηt+1) =�����Lt (e
−ηt+1 ) +((((((((

Ct (Mt,t+1, e
−ηt+1 ) + θ

F ,H(1)
t − θ

H,H(1)
t

1 Lt (e−ηt+1 )↑: from domestic perspectives, FX is more volatile −→ then foreign cur-
rency drops and appreciates over time. Ignored

2 Ct (Mt,t+1, e
−ηt+1 )↑: $ moves with U.S. SDF −→ foreign currency drops and appre-

icates over time. Ignored

3 θ
F ,H(1)
t ↑: U.S. convenience↑ −→ foreign currency drops and appreciates over time.
Confirmed by Jiang et al. (2021) based on widening of the U.S. Treasury basis

– this paper is focused on narrowing of the long-maturity U.S. Treasury basis

Backus and Smith (1993)

(complete market)

≃ Expected foreign appreciation
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Carry trade return

Borrowing in $, long-maturity carry trade return is given by

Et

[
rx

CT (∞)
t+1

]
︸ ︷︷ ︸

≃Constant

= Lt

(
MP

t,t+1

)
−Lt

(
MP∗

t,t+1

)
︸ ︷︷ ︸

Permanent risk differential

+ Et

[
θ
F ,H(∞)
t,t+1

]
︸ ︷︷ ︸

U.S. convenience (long)

with

Lt

(
MP

t,t+1

)
≥︸︷︷︸
=

logEt

[
Rg
t,t+1

Rt

]
︸ ︷︷ ︸
Equity premium↑

−VIX 2
t

2
− Et

[
rx

(10Y )
t+1

]
︸ ︷︷ ︸

Long bond premium

−Et

[
θ
H,H(10Y )
t,t+1

]

Calculation:

Et

[
θ
H,H(10Y )
t,t+1

]
from interest-swap spreads at 10 year maturity (i.e., swap rate - U.S.

Treasury)↓

Et

[
θ
F ,H(10Y )
t,t+1

]
from CIP deviation based on government bonds (i.e., Treasury basis)↓

– proportional to θ
F ,H(∞)
t (hold-to-maturity convenience)
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Some identification issue
Based on Jiang et al. (2021), define the synthetic U.S. Treasury with lower convenience:

Et

[
M∗

t,t+k
F
(k)
t

Et+k

]
R
(k)∗
t = e−β∗

t,k θ
F ,H(k)
t ,

leading to

CIP
(k)
t =

(
1− β∗t,k

)
θ
F ,H(k)
t

Jiang et al. (2021) and this paper assume β∗t,k = β∗k , ∀t (for long bonds), but why?

If the U.S. convenience yield is declining (e.g., the Treasury market liquidity is declin-
ing), then synthetic dollar bond becomes closer to U.S. Treasuries, meaning β∗t,k↑

β∗t,k↑ can explain CIP
(k)
t ↓ given θ

F ,H(k)
t

Then, it is not clear why

θ
F ,H(k)
t ∝ CIP

(k)
t and θ

H,H(k)
t ≃ interest-swap spreads, given that U.S. Treasuries are

largely held by foreigners (≃ 30%), so interest-swap spreads are influenced by foreign
convenience on U.S. Treasuries

If we assume θ
F ,H(k)
t = θ

H,H(k)
t , then can we get information about β∗t,k?
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U.S. convenience yield
Why has U.S. convenience yield been declining?

Hedging role of U.S. Treasuries↓: Acharya and Laarits (2023)

Based on convenience yield ≃ TIPS + inflation swap - Treasury
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U.S. convenience yield
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Monetary policy and stock-bond covariance
Campbell et al. (2014): covariance sign mostly determined by monetary policy (and nature
of shocks)

1 During the 70s and 80s: negative supply shock −→ policy tightening −→ stock-bond
covariance becomes positive

2 During the Great Moderation: long-term inflation target↓ and mostly demand shocks
−→ bond↓ while stock↑ (with positive demand shocks)

3 After Covid-19: inflation expectation↑ and policy tightening −→ positive covariance

Big Question (Rising U.S. Risk)

Has monetary policy caused U.S. permanent risk to rise?

U.S. policy rate was at the zero lower bound (ZLB) during the great recession

Paper says falling Et

[
θ
H,H(10Y )
t,t+1

]
has a minor role in explaining rising permanent risk.

But monetary policy might have affected the rising equity premium

More economics is always better
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Minor question

For short-maturity variables, CIP
(6M)
t and rxFXt+1 are stationary while DTotRiskt is not

Et

[
rxFXt+1

]
︸ ︷︷ ︸
≃Stationary

= Lt (Mt,t+1)−Lt
(
M∗

t,t+1

)︸ ︷︷ ︸
Unit root

+ θ
F ,H(1)
t,t+1︸ ︷︷ ︸

Stationary

?
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Thank you very much!
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