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The Currency Hedging Conundrum 
Why Investors Should Consider Dynamic Hedging Solutions 

September 2020 

Introduction 

Sophisticated investors understand the benefits of diversifying their portfolios globally.  They actively seek out investment 
opportunities around the world in order to reduce their exposure to their own local stock and bond markets.  However, in nearly all 
cases this means investing in assets which are denominated in a foreign currency. This in turn brings exposure to fluctuations in the 
exchange rate between the foreign currency and the investor’s base currency.  If ignored, this currency exposure can represent a 
significant unmanaged – and typically undesired – risk to the portfolio.  Depreciation of a foreign currency can impair or completely 
offset the positive returns from a good overseas investment decision.  

In this note, we examine the different possible approaches to managing this unavoidable exposure, outlining the benefits of a dynamic 
currency hedging approach, especially in the current environment.   

1. Why hedge foreign currency exposures? 

Currency markets tend to be less volatile than stock markets, 
but they can still experience significant fluctuations and the 
impact of this is often underestimated by investors.  As an 
example, an unhedged portfolio of overseas equities (MSCI 
World ex-US) experienced 25% higher volatility over the last 
decade1 and a 35% larger worst drawdown purely from 
exchange rate fluctuations, as shown in Figure 1.   

Figure 1: Unhedged Overseas Investments Suffer 
Larger Drawdowns 

 
Source: Datastream. Please see important note on page 4. 

 

1  For a USD-denominated investor: unhedged MSCI World ex-US annualised volatility of 15.1% and worst drawdown of -27.6% vs hedged to USD 
volatility of 11.9% and drawdown of 20.6%. 

Given the growing weight to overseas equities in many 
institutional portfolios, this seems too large for an investor 
either just to ignore or to persuade themselves that they invest 
overseas to capture positive returns from foreign currencies 
as well as from the underlying equities. 

The four main options for addressing this currency exposure, 
and some of their benefits and drawbacks, are: 

• An active decision to remain entirely unhedged 
It is hard to explain a decision to remain completely unhedged 
as being anything other than a single big discretionary macro 
prediction that the investor’s base currency will depreciate.  
Some investors might believe that currency returns will revert 
over the long-term and that the extra volatility can be tolerated.   
However, there is no guarantee of such mean-reverting 
behaviour and one could be waiting a very long time and 
incurring significant avoidable losses along the way.  US-
based investors may believe that investing overseas is an 
explicit view that overseas currencies will strengthen as the 
overseas assets appreciate.  However, in a risk-averse 
correction or crisis, losses will be magnified by currency losses 
as the safe-haven appeal of the US Dollar causes it to 
strengthen.  Conversely, non-US based investors with a large 
allocation to US equity markets may believe that same safe-
haven appeal of the US Dollar in a crisis will help offset losses 
in a sharp equity sell-off.  However, this ignores the ~50% of 
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typical portfolios not invested in US Dollar denominated 
assets, as well as potential impairment of profits from US 
Dollar weakening in normal non-crisis environments. 
 

• Implementing a full passive hedge 
A complete hedge using currency forward contracts is 
appealing in theory as it removes all the undesired currency 
risk.  However, in practice such a full passive hedge needs 
managing anyway, typically at a cost (both management fee 
and potential cost of carry when hedging).  When a hedge 
moves adversely then it needs to be funded with cash.  This 
may in severe instances require liquidation of underlying 
assets.   Finally, this blunt approach doesn’t distinguish 
between currencies, some of which might be more likely to 
move adversely than others, or market environments, which 
might change the likely behaviours of different currencies.   
 

• Implement a partial hedge on a fixed ratio of the 
exposure 

While it may seem that an appealing middle-ground is to 
hedge passively, say, 50% of a portfolio’s currency risk, this 
compromise solution should still be seen as an active view on 
base currency depreciation – albeit with reduced risk – and 
may therefore represent the worst of all worlds.  Risk is not 
eliminated, but the problems of managing and funding the 
hedge remain.  Deciding the hedge ratio, or what proportion of 
the exposure should be hedged, remains a discretionary 
macro view on currency markets, and if the same ratio is used 
across the different exposures it can be a blunt tool which fails 
to take into account differences between currencies or 
changes in market regimes.  Currencies can react very 
differently to market crises or changes in risk appetite.   
 

• Implement a dynamic hedging solution 
A dynamic hedge involves using currency forwards but, rather 
than holding static positions, trading dynamically to vary the 
hedge ratio, and usually treating each currency independently.  
The aim is to reduce risk with a higher hedge ratio when the 
foreign currency is depreciating but using a lower hedge ratio 
to take advantage of periods where the foreign currency is 
strengthening.  This therefore has potential to mitigate 
currency risk while also adding significant uncorrelated alpha 
returns to the overall portfolio. Typically, a dynamic hedging 
solution will use systematic investment models to forecast the 
different currencies and make the timing decisions to vary the 
hedge ratios accordingly.   

2. Why Implement a Hedging Solution Now? 

Deciding not to hedge, or even to hedge only partially, is akin 
to making a macroeconomic forecast on your base currency 
depreciating.  If overseas equity exposures are significant, this 
could represent one of the larger-risk forecasts being made in 
the portfolio – and it may be a completely unintended risk. 

In the recent past, investors in this situation may have got 
away with having this unintended risk in their portfolio.  
Overall, exchange rate fluctuations were relatively muted for 
several years between 2015 and 2019 as the global economy 
mostly moved in a relatively homogeneous fashion.  However, 
even in this period, there were some very notable currency 
moves.  This included some very sharp single day moves, 
which belie the belief that currencies are a relatively low-risk 
asset class, such as the Swiss Franc’s appreciation in January 
2015 when the Swiss National Bank ended its policy of 
capping its strength against the Euro, or Sterling’s decline in 
June 2016 when the Brexit referendum result emerged.  Prior 
to 2015 however, even larger swings in currencies over longer 
periods were the norm.  Between June 2014 and November 
2015, the US Dollar strengthened by 25.6% against a trade-
weighted basket of foreign currencies.  Figure 2 illustrates how 
if left unhedged, potential positive returns of +5% from 
overseas equities (MSCI World Ex-US) would have been 
totally wiped out by this move and turned into a 13.3% loss. 

Figure 2: Profits Wiped Out by USD Strength  

 
Source: Datastream. Please see important note on page 4. 
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However, there seem to be many good reasons why the recent 
relatively benign environment in currency markets might have 
ended.  Since the start of the Covid-19 pandemic we have 
witnessed unprecedentedly sharp changes in economic 
output, and similarly unprecedented stimulus responses from 
governments and central banks.  Perhaps most relevant is the 
fact that different regions have been hit by the pandemic to 
differing extents and at different times, and that the size of 
policy response has also varied dramatically by country.   

It seems highly likely that these differences might generate 
significant imbalances between economies, large unbalanced 
flows and potentially large adjustments in exchange rates as 
a result.  And this is before considering the potential 
inflationary consequences over the medium term of the 
massive stimulus measures being deployed.   

All these factors seem likely to cause big currency fluctuations.  
And even if an investor’s base currency remains relatively 
stable on average (in terms of a trade-weighted index of 
currency strength), this could still mask significant 

depreciation against some currencies and appreciation 
against others, which would still introduce increased risk into 
a portfolio of unhedged foreign asset exposures. 

The other factor to consider is the performance of the 
underlying assets themselves.  Over the last decade equities 
have performed unusually well, including the remarkable 
recovery from the virus-induced lows in March 2020, such that 
bearing the extra risk of currency fluctuations has not typically 
caused any problems for investors.  But looking forward, there 
are many who believe that this level of performance is unlikely 
to be repeated over the next decade, which would mean 
increasing focus on the risks being taken in portfolios. 

So, while managing currency risk has always been a desirable 
part of investing in overseas assets, it would become even 
more critical from the perspective of risk-adjusted returns in a 
scenario of lower expected asset returns and increased risk 
from larger expected fluctuations in exchange rates. 

 

Summary 

Holding a diverse portfolio of global assets means an investor will be exposed to currency risk, which can be significant and shouldn’t 
be ignored.  Full or partial passive hedges can mitigate that risk, but typically come with a cost, and operational burden and do not 
allow investors to profit if their base currency depreciates.  Over the past few years the hedging decision hasn’t had a huge impact 
because of both strong equity returns and relatively stable exchange rates.  However, the future outlook may be becoming less 
favourable in both cases, making the currency hedging decision more significant.   
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Charts Disclaimer 
Figures 1 and 2: The data above with respect to various indices is shown for illustrative purposes only. Detailed descriptions of the indices used are 
available from Aspect upon request. 

Disclaimer  
This material has been prepared by Aspect Capital Limited which is authorised and regulated for investment management by the Financial Conduct 
Authority ("FCA") in the United Kingdom. 

This information has been prepared for circulation to investment professionals who are or would be classified as Professional Clients or Eligible 
Counterparties under the UK FCA rules and who, if they are US residents or citizens, are or would be qualified as “Qualified Purchasers” under the 
US Investment Company Act 1940 and “Qualified Eligible Persons” under the US Commodity Futures Trading Commission regulations and who if 
they are resident in Canada are “permitted clients" within the meaning of Canadian securities legislation, and is specifically not intended for any other 
persons including persons who are or would be classified as Retail Clients under the UK FCA rules. It is a confidential communication to, and solely 
for the use of such persons who, as set out above, are permitted to receive it. The information may be subject to verification or amendment and has 
been supplied for “information purposes only”. No representation or warranty is made, whether expressly or implied, by Aspect Capital Limited, its 
Directors or employees, as to the accuracy or completeness of the information provided. Any opinions expressed are subject to change and should 
not be interpreted as investment advice or a recommendation. An investor in the Aspect investment programmes may lose all or substantially all of its 
investment. 

This information is neither an offer to sell an interest or otherwise invest in any fund or other investment vehicle including a managed account, 
sponsored or managed by Aspect Capital Limited whether as investment manager, commodity trading advisor or otherwise (each, an “Aspect 
Product”).  Any such offer, if made, would be made only by way of the final offering documents, disclosure document and/or investment management 
agreement (together "offering documents") of such Aspect Product and only in jurisdictions where, and to such persons to whom, such an offer would 
be lawful.  Any decision to invest in an Aspect Product should be made only on the basis of consideration of all of the final offering documents in 
respect of such Aspect Product. Such final offering documents contain important information concerning risk factors and other material aspects of 
such Aspect Product and must be read carefully before a decision to invest is made.  This information must be accompanied or preceded by the final 
offering documents of the relevant Aspect Product. In accepting receipt of the information contained herein all recipients will be taken to have agreed 
with Aspect Capital Limited not to distribute such information to any other person save (i) in accordance with the above restrictions, and applicable 
law and regulation and (ii) without making any changes which would make that information inaccurate or misleading. Any person making an investment 
in an Aspect Product must be able to bear the risks involved and must meet such Aspect Product’s suitability requirements. Some or all alternative 
investment programmes may not be suitable for certain investors. No assurance can be given that any Aspect Product’s investment objective will be 
achieved. Among the risks which Aspect Capital Limited wishes to call to the particular attention of persons receiving this brochure are the following: 
Aspect Products are speculative and involve a substantial degree of risk; Aspect Products’ performance may be volatile; Redemptions may be made 
only if an investor provides prior written notice of its desire to redeem in advance of the intended redemption date; There is no secondary market for 
the shares in Aspect Products that are in the form of an investment fund and none is expected to develop; There are restrictions on transferring shares 
in an Aspect Product that are in the form of an investment fund; An Aspect Product’s fees and expenses are significant. Trading profits must be greater 
than such fees and expenses to avoid loss of capital; Aspect Products are not required to provide periodic pricing or valuation information to investors 
with respect to the Aspect Product's individual investments; Aspect Products are not mutual funds and are not subject to regulation under the US 
Investment Company Act 1940, as amended; Orders executed for Aspect Products will take place on non-US and US markets; Aspect Products may 
be subject to conflicts of interest. 

To the extent that the term/s "systematic" and/or "automatic" is/are used in this document to describe Aspect Capital Limited's investment strategy 
and/or a number of related processes, it should be noted that human discretion is necessarily involved in the development of Aspect Capital Limited's 
operations (including the Aspect Diversified Programme and other programmes offered by Aspect Capital Limited from time to time) and in certain 
circumstances Aspect Capital Limited may also deviate from its automatic systems, for example as a result of external, unforeseen or dramatic events. 
Note that any Assets Under Management ("AUM") figure for Aspect Capital Limited detailed in this document includes all AUM managed by Aspect 
on a discretionary basis. It does not include AUM managed by Aspect on a non-discretionary basis.  

Aspect Capital Limited is exempt from the requirement to hold an Australian financial services licence under the Corporations Act 2001 (Cth). Aspect 
Capital Limited is authorised and regulated under the laws of the United Kingdom which differ from Australian laws. Aspect Capital Limited is not 
registered with any securities regulatory authority in Canada.  

Certain Aspect Products are distributed in Switzerland. ACOLIN Fund Services AG, Geneva Branch, with registered office at 6 Cours de Rive, 1204 
Geneva, is the representative of such Aspect Products (the "Representative"). The paying agent in Switzerland is Swissquote Bank Limited. The 
distribution of shares in Aspect Products in Switzerland must exclusively be made to qualified investors. The place of performance and jurisdiction for 
shares in those Aspect Products distributed in Switzerland are at the registered office of the Representative. 

Aspect Capital Limited is a company registered in England and Wales under registered no. 3491169.  Its registered office is at 10 Portman Square, 
London W1H 6AZ. ASPECT, ASPECT CAPITAL, the ASPECT CAPITAL device and ASPECT CAPITAL: THE SCIENCE OF INVESTMENT are 
registered trademarks of Aspect Capital Limited. © Aspect Capital Limited 2020. All rights reserved. 
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