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Currency risk differs from all other risks in a portfolio because it can
be added or removed without affecting the leverage of the port-
folio. A fully invested portfolio can have anything from zero to
100% foreign currency exposure. The currency allocation, like the
asset allocation, spans the entire portfolio. This is why currency risk
management is so important.

The role of currency exposure in a portfolio must be based on
risk and return. There is little doubt that currencies display large
~ and sometimes rapid moves, both positive and negative. This makes
"  them risky. This chapter explores ways to measure this risk, both
| ~ when it is held passively and when it is managed actively. The case

I a positive expected return from passively holding a basket of
reign currencies is hard to make. However, there is a rationale for
ing actively managed currency exposure.

When assessing currency risk in a portfolio of investments, it is
ortant to define the risk-free position. When an international
Ortfolio’s currency exposure is fully hedged, the portfolio is, by def-

On, free of foreign currency risk. This means it must be exposed
o the investor’s base currency. So currency risk exposures must
Neasured against domestic cash. In fact, this is entirely consistent
i the way that asset risk exposures are measured, for example,

ulating the Sharpe ratio.
"eNCy exposure is created by exchanging domestic cash for for-
rencies. This occurs when investors purchase foreign assets.
SS some hedging takes place, currency exposure is created
118 a manager of foreign equities or bonds, by investing in for-
€Ity or private equity or by purchasing units in a foreign
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commingled fund or hedge fund. An unhedged investment imple-
ments two investment decisions at the same time: an asset decision
and a currency decision. However, a broad array of modern financial
instruments allows institutional investors to make either or both of
these decisions independently.

Investors often find themselves exposed to currency as a by-
product of holding foreign assets. They do not make a deliberate
decision to hold a basket of currency exposures that happens to
match, say, the allocation of a capitalisation-weighted equity index.
It just comes along, sometimes as unwanted baggage, with foreign
equities. With a 20% overseas investment, the resultant currency
exposure would have a dramatic negative impact at the total port-
folio level if foreign currencies fell by 10%. Such a loss could wipe
out a year’s worth of alpha generated across the entire portfolio.
This makes currency exposure a risk that needs to be addressed by
a currency hedging policy.

On the other hand, a 10% rise in foreign currencies could add 2%
to total assets. The perception that either outcome is equally likely
leads to the use of volatility to measure risk. With this symmetric
measure, the triumph of a gain is considered to be just as risky as
the disaster of a loss. With apologies to Rudyard Kipling, volatility
treats those two impostors just the same.

The purpose of currency hedging is not to create gains; its roleis to
reduce losses. So it is meaningless to consider the risk of the hedges
in isolation; an investor must assess the net impact of the hedges
in combination with the underlying currency exposure. Hedging
controls the absolute level of currency risk at the total portfolio level.

A common method of implementing a hedging policy employs
a static or passive approach. But the problem is that in addition
to reducing losses, this also reduces gains symmetrically without
discretion. Since a passive strategy aims only to replicate a bench-
mark, not to beat it, any deviation, upward or downward, should
be avoided. This makes the volatility of benchmark relative returns

(tracking error) an appropriate risk measure for assessing the net
impact of passive hedging.
Contrast this with an active hedging strategy. Once again the role
is to reduce losses, but now the manager seeks to adjust the hedge
ratio over time so that the reduction of losses exceeds the reduction

of gains. This results in a positive overall return. The entire purp0os€
—
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Figure 1.1 Short-term v. long-term volatility
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of active management is to create an asymmetry between gains and
losses. This does not apply simply to currency. Any form of active
management seeks to create asymmetry. Therefore, risk measures
that highlight rather than ignore asymmetry should be much more
useful than volatility for identifying attractive investment opportu-

mtlies and, in particular, for defining the investment guidelines of
active currency managers.

There is aI‘lother difficulty with volatility as the measure of risk
E::Eful{earg in curre.ncy mark.et.s. It does not scale over time. F01:
- thpe S,a me ann}:lahsed V91at111ty of daily currency movements is
. Veo 1as tltl 1= annualised volatility of monthly movements or

N ia 1ty of a.nnual returns. This means that the investor’s
b b POSSibsl Cnftlcal if any measure of risk is to be meaningful. It
e daeii or exz'n.npl'e, to see large cumulative moves over

latility . y Volatlhty. is low and, vice versa, high short-term
y not necessarily lead to a significant move over the

Fi ]

g:::; li.sl ;ilizztrates this. point. In the first period volatility is high
. curr.lulatlve mov.e. In the second period, volatil-
. en;imnm ere is a substa.ntlal cumulative move over time.
B ent should the 1r‘1vestor be most concerned about?

with a long-term horizon is very much concerned with
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prolonged cumulative moves, and much less worried about short-

term volatility. Indeed, the main worry is about a long-term adverse
move. This concept of risk is therefore not reflected in a measure of
volatility that uses high-frequency data and is symmetrical.

This observation has implications not only for assessing cur-
rency risk for investors but also in constructing currency alpha pro-
grammes, which can aim to exploit different characteristics of the
market. It is probably impossible to constructa single alpha strategy
that exploits both long-term trends and short-term volatility. In fact,
an opportunity on the one hand becomes a risk on the other.

Finally, returning to the unique feature of foreign exchange expo-
sure, currency risk is additive and is therefore not diversifying. Ifan
investor takes on a new asset, risk is diversified, because the new
asset replaces some other investment, provided, of course, that the
new assetis not fully correlated with the existing portfolio. However,

when an investor brings currency risk into a portfolio, itisnot replac-
ing any other risk, it is simply adding to it. This means that it will
only be diversifying if the currency risk s negatively correlated with
the existing portfolio. It is not sufficient merely to be uncorrelated.
S0, in assessing currency risk in an investment portfolio and defin-
ing the scope for a currency management strategy, we need tobe able
to address asymmetric returns, we need to determine the appropri-
ate time horizon and we need to fully understand what we mean

by diversification.

DETECTING ASYMMETRY

It is so natural to consider a gain to be more attractive than a loss
that it can seem puzzling that investors have been fixated for so long
on using the symmetric volatility statistic as a risk measure. Even
the proponents of absolute return investing feel an obligation t©
provide volatility statistics, whereas the outcome they seek to av oi
is incurring a loss.

The realm of currency provides some interesting examples of
asymmetry, particularly when interest rate differentials are high-
Holders of a high-yielding currency benefit as long as the exchang®
rate remains stable, but this comes at the cost of being exposed tod
sharp devaluation. So, from a risk perspective, the asymmetr

in the large negative tail.
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_._..,./

RISK ASSESSMENT IN CURRENCY PROGRAMMES

Skilful active managers need to avoid large negative tail events. In
fact, their returns would be more attractive if they could create la;‘ e
positive tail events. This is the kind of attractive asymmetry that bo%h
preserves and enhances wealth. This means that, in order to achieve
a desirable outcome, the investment guidelines of active managers
need tobalance two conflicting objectives: to limit negative outco%nes
without lirni’c'mg1 positive outcomes. The talent of a genuinely skilful
active manager lies in the abilit i i
e % o y to add value in this way (Okuyama
' ACCf)rding to this logic, a symmetric risk limit, such as volatil-
ity, is inappropriate for an active management strategy. Either the
degree of outperformance will be constrained in order to limit losses
to an acceptable level or, more likely, losses will be insufficientl
constrained so that a high expected return can be justified. ’

Asymmetry in active hedging

If }}edging is about controlling absolute currency risk, how much
active risk should be allocated to a currency hedging i)rogramme
and how should it be measured? Consider this scenario. A currenC};
frOEramme is structured to hedge a foreign currency exposure back
s(;:e etllnlzs; ;u(;rency, the euro. Let us take one currency in the expo-
Curr,enc ollar. If the US dollar appreciates, we would like the
¢ y manager to keep out of the way and allow the fund to ben-

 efit
E vf’rom the Move. But let us say that the US dollar falls by 10%.
| iI;/lve would ¥1k.e to see a significant hedge, preferably up to the
maximum permissible. If the currency manager is successful, then

10(())02; (I;;ig:i;vo.uld yield a ret'urn within the currency programme
) .. eg 1n;€£eit rate differentials for now). What if the cur-
b I;e 0%? Now the same hedge would yield a 20%
. Cora;lager he'ls done r.10thing different. Offsetting this,
- imesipondmg l.OSS in the underlying foreign assets,
b plement a high hedge ratio is very important for

e y

ar::ﬂzr;;h:v ;llr'tldeglymg EXpIOSLITE. When currency translation

Therefor,e i e'e the hec%gmg programme to generate large
e lfefers inappropriate t.o.constrain an active hedging
- ence to the volatility of its benchmark relative

3 s is what many funds do in practice. Why do they
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do this? Because they are really concerned about what can happen
when the move is in the other direction, in which case a hedge is
expensive and generates a highly visible negative cashflow.

The objective of an active hedging strategy is therefore to create
asymmetric and potentially quite volatile cashflows. Ideally, these
need to be very large when the base currency is strong and small
when it is weak. If you apply a volatility constraint on the manager,
the positive will be penalised as much as the negative and the man-
ager will never be able to establish a sufficiently high hedge ratio to
protect the fund in an adverse environment (strong base currency).
The result is that, by limiting active risk, the portfolio is exposed to
a higher absolute risk!

We therefore need to constrain an active hedging programme with
a loss budget rather than a traditional volatility budget. Concepts
like tracking error go out of the window (after all, we are not actu-
ally trying to track anything here), and we simply measure losses
relative to a passive benchmark stance. A typical loss budget could
be 3%. This would mean that the manager could underperform his
benchmark by up to 3% in any one year, but there is no constraint
on his upside or on the actual volatility of his returns. Clearly, an
option could achieve this objective (3% being the premium), if only
it were cheap enough to provide a sufficient hedge when in the
money. The ideal active hedge therefore has an option-like payout,
but at low cost.

TIME HORIZON

Now that we are thinking of the probability of loss relative to a
neutral benchmark position rather than to the volatility of returns,
we can also avoid the problem of volatility not scaling in currency
markets (or indeed in many others). In other words, the fact that
annualised volatility using high-frequency data bears little relation-
ship to actual movements over 12 months no longer concerns us. If
our risk horizon is indeed 12 months (a reasonable assumption for
most investors), we can say that the loss budget is 3%, or something
similar, over a 12-month period. It is as simple as that.

By implementing this as a set of investment guidelines, it becomes
the manager’s job to assess the portfolio’s position with reference
to that budget. Once the portfolio starts to make some money, a
greater reserve becomes available to support a larger position. In

this way, the portfolio can build a far greater hedge relative to the
benchmark than any measure based on annualised ex ante tracking
error or volatility would permit.

DIVERSIFICATION

Investors have two types of risk control available to them: direct
and indirect. The direct method is to increase or decrease an expo-
sure. This can be achieved by changing the size of an investment
or by adjusting leverage/hedging using derivatives. This rescaling
impacts both risk and return. The indirect method is through port-
folio diversification which seeks to control risk without diminishing
return. But portfolio diversification is a lot harder than it seem:s.
Diversification is a much misunderstood concept, yet it is so funda-
mental to much within risk management that it is worth exploring
further.

It is often argued that the benchmark hedge ratio should be less
than 100% or even that currency exposures should be left unhedged,
on the basis that currency movements are uncorrelated with under-
lying asset classes and therefore provide diversification for the fund.
We have to disagree, and not because we think there is some corre-
lation with equity markets (although there may be, sometimes). The
point is more fundamental even than that. Diversification in invest-
ment portfolios is achieved by replacing part of one risky exposure
with a new risky exposure having a correlation of less than one.
Introducing foreign currency exposure, however, replaces the risk-
free domestic currency with risky foreign currencies. Thisis additive.
Taking currency exposure does not reallocate risk; it adds risk.

- .This means that currency would only be a source of diversification
%f 1t were quite significantly negatively correlated with other assets
In the portfolio. Most passive baskets of developed currencies show
arelatively low level of correlation with asset returns. There is also
S-’trong theoretical and empirical evidence that their returns are indis-
tinguishable from a random walk and therefore have no expected
return. In this case they fail the diversification test on two counts: no
expected return and a correlation that is not reliably negative.
Historic evidence shows that some markets that are heavily influ-
en.(:ed by commodities, such as Canada or Australia, have seen neg-
ative correlations over quite long periods but this correlation has
been unstable over time. Furthermore, these currencies have tended

[ —
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to have high domesti€ interest rates, which have made foreign cur-
rency expostire moré costly. So the benefit of a negative correlation
with asset returns is ffset by the cost of a negative foreign currency
return. Note that a pErfecﬂy negatively correlated return is the same
as a hedge, and this Jiminates the asset return completely!

The search for indepéedent returns

Investors often state hat they are looking for uncorrelated returns.
In fact, they are look"8 for logically independent returns and cor-
relation is just a statitic, which may or may not indicate indepen-
dence. It is relativelyeasy to show that independence implies zero
correlation, but zero orrelation does not imply independence.

Suppose that an a1@lyst concludes that the return on an asset
follows a random w'lk- Imagine a derivative that pays the asset
return with a one mAth lag. The expected return and volatility of
the asset and the deri@tive must be the same, yet the random walk
implies that their cofelation is zero. It would not be sensible to
follow the advice of 4T€an variance optimiser by investing 50% in
the asset and 50% in f€ derivative.

Another problem { that the correlation coefficient attempts to
encapsulate the connetion between two sets of observations in a sin-
gle figure. This approz:h throws away much of the information con-
tained in a data set as j2ssumesalinear relationship. Any correlation
figure needs to be tre:2d With caution.

Insurance compani® €an expose themselves to genuinely inde-
pendent events. For ¢dmple, a car accident in Miami is unlikely
to be connected to a PUse fire in Seattle. But financial markets are
driven to a large extdt by liquidity, and this factor is becoming
increasingly global. T Very act of adding a historically uncorre-
lated return to your prtfolio makes it more highly correlated with
your existing holding:ThiS is not a statistical quirk; it is causation.
If you have an urgentall on liquidity, you will have to sell assets
wherever they happett© be invested. This also applies to funds of
funds and it is partic@ly likely to occur on the downside, when
you need diversificatit the most.

When we considerfTency alpha strategies it is often argued
that a key benefit lies? the lack of correlation between currency
markets and tradition:asset classes. The logic being that currency

10
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funds (as opposed to additive currency exposure) can therefore pro-
vide genuine diversification for a portfolio. A currency fund, how-
ever, is really a set of long /short positions, established and managed
actively by the currency fund manager. In assessing the diversifi-
cation benefit, therefore, we are really comparing a market return
(the traditional asset class) with a pure alpha return. It is hardly
surprising that these are found to be uncorrelated during normal
conditions.

However, it is not sufficient to rely simply on this observed lack of
correlation. An understanding of the actual currency management
strategy is essential in order to judge whether or not this will be
sustained in the future, particularly during a time of crisis. Consider
what happened in July 2008 as an example. For several years cur-
rency funds and equity portfolios had lived happily together. Both
had seen positive returns, but short-term movements had displayed
low correlation. However, the currency returns were driven very
largely by exploiting the interest differential between different cur-
rencies (the carry trade). This was a strategy that had become highly
levered, and employed by many investors. When the subprime crisis
hit, investors pulled back from (risky) equities and the stock market
fell. There was then a universal move to reduce risk and this caused
a dramatic rise in the Japanese yen (a low-yielding currency) and a
corresponding fall in the high-yielding currencies such as Australian
and New Zealand dollars. Overa very short period we suddenly saw
a massive increase in the correlation between stocks and many cur-
rency funds (they both fell). A hidden link was revealed which had
not been even hinted at by past historical analysis.

THE LAW OF DIMINISHING DIVERSIFICATION
Diversification in an ideal world

As investors tinker with their investment strategies, they inevitably
€ncounter the problem of diminishing marginal returns. In eco-
Nomics, the concept is normally associated with production systems,
Where each additional unit of production yields less additional out-
Put. In investment, the unit of production is the ability to tolerate
loss and the objective is to maximise gains per unit of risk. This is
achieved by allocating a risk budget over independent sources of
Teturn. However, each additional independent return produces a

[ —
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Table 1.1 Correlation of monthly asset returns against US equities

- i io of | but independent
Figure 1.2 VOla’[lllt“ Inan Optlmal pOI‘thlIO o equa P Non-US EM CRB
sources of return equities equities commodities
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1988-1997 0.46 0.42 -0.09

100 1998-2007 0.83 0.73 0.16
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Volatility falls because the correlations between genuinely inde-
pendent returns are zero, but the marginal improvements become
smaller and smaller. Even in this idealistic case, it becomes progres-
sively more difficult to benefit from diversification.

20

Portfolio volatility decreases (%)

01 2 3 4 5 6 7 8 9 i0 1

Number of independent sources of return

No free lunch

Diversification is often touted as the “free lunch” in the world of
finance. The approach has been exploited repeatedly in portfolio
construction, insurance, business strategy and the packaging of
) o CDOs. But, as the last example shows, over-reliance of diversifi-
lower improvemfnt of the Sharpe ratio. This is demonstrated by a cation can lead to a significant under-estimate of risk. The magic
of diversification relies crucially on the degree of independence
between risk exposures.® We call this “the law of diminishing diver-
sification” and it suggests that investors actually have to work hard
to earn their free lunch. Maintaining diversification through time is

tough because the correlation between return sources has a natural
tendency to rise.

Diminishing diversif?ation benefit in an equally weighted portfolio.

simple example. )
Suppose an ippestor finds an asset with the same expected return

and volatility asthe existing portfolio. Suppose further that the

retitig of this aset are totally independent of the existing port-
folio. A mean vaiance optimiser would recommend allocating 50%
to the existing p(rtfolio and 50% to the new asset.! This would pre-

sepve the expectei return, but scale down volatility by 29%, thereby

boosting the ghape ratio by 41%. This is clearly a huge and highly Ris.ing correlation N . . .

: fiof diversification. Evidence of the rising correlation between historically uncorre-
attractive bene ose the investor were lucky enough to find another lated returns is plentiful. Tables 1.1 and 1.2 compare the correlation
5 SSI_eItO ::;;e:},;uszne expected return and volatility that happened to be’f“'\’een assets and simple i'nve'sFment s.trat.eg‘ies over txivo five-year
be independentf both the original portfolio and the first asset. Now }Denods_ Note thz?t the ava1%ab1hty of liquidity can drive the per-

. optimiser would allocate one third to each. The Ol‘manc.e of pass?ve strétegles, .suCh.aS the carry trade, as WE-!H as
a m.ee.m Varlancncond independent asset would bring the over il a'sset prices. The increasing availability and use of commodities is
ad?al:il;? (:;Ot;i; only 58% of the initial portfolio’s volatility. How- Ekd.}c,l.to have an important impact on the way prices behave, as
Z\(z)er, ch margial reduction in volatility from adding the second quidity shocks make sharp falls more frequent than observed his-

torically. This rising correlation is strong evidence that the benefits

o i -scaling of 29% !
asset would benly 18%, compared with the down-scaling o B sification decay over time.

from adding théirst independent asset. Since the portfolio becomes

e -, More recently, particular strategies such as the carry trade as well
more thinly Splad’ the benefit of diversification decay y as hedge funds have become better correlated with equities.

_ The search for independent sources of return becomes increas-
Ingly difficult as portfolios become more diversified. Fortunately, the

[—

more independat assets. | |
Figure 1.2 shWs how this effect works in a mean—variance opti-

sl portfolio more independent sources of return are added.?

-
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Table 1.2 Correlation of Strategies against US e e

—

Carry trade He(.]ge
proxied by AUD/JPY  fund index

passive return on this cash. So far so easy, but what about hedging
programmes?

If the strategy is a passive hedge, at what level should this be
fixed? If it is an active strategy, what is the position against which

EPTS— 0.20 0.39 loss is measured? In other words, what should the fund’s neutral
;gggjggj 0.37 0.64 position be relative to its currency exposure? The logical answer is

financial markets corstitute an open system, so new opportunities
continually become available. In order to maintain diversification,
investors must expos® themselves to novelty and innovation.

Confusions )
[nvestors can sometifies become blinded by correlation to the extent

that they forget abour return. There is no point iI.l adding an uncorre-
lated exposure if it Joes not generate an attractive return. Curr'ency
risk is a good example. Few people would ch09se to be holding a
passive equity marlet weighted basket of fore1gn currency expo-
sures if it had not cof€ as a by-product of an equity asset allocation
decision. Betting on? series of coin tosses is another' example of an
independent return tream, but no one should add this toa portfolio,
because it has no expected return. .

Some investors cinfuse diversification with hedgmg: Beware of
things that are neggcively correlated wit}.1 your portfolio; they are
likely to deliver ne?'ative returns, assuming that you expect your
portfolio to increasdn value. The addition of complet‘ely negatlvely
correlated exposuré is called hedging and that is direct risk con-

trol. Hedging is neessary to reduce the impact of unintended or

unattractive exposu®S:

THE CURRENCY BNCHMARK

What does all this imply for the benchmark in a currency pro-
rbe clear about the distinction between hedging
programmes and spha programmes. For an alpha prf)gramrr}e. we
start with nothing ind try to generate returns by taking positions
and generating ney eXposures in the currency markets. Ver}f often
no funding is requied, in which case the obvious benchmark 1 2B
return. If we makenoney, we are ahead. If funding is required, it
will sit as cash colleeral, in which case the obvious benchmark is the

gramme? Let us fi

-

that if currency exposure in itself provides no expected return and
offers no diversification benefit, then it should be eliminated with
a 100% hedge. An active strategy can seek to improve upon this by
reducing the hedge during periods of base currency weakness.

The real world, however, is not as simple as this logic would sug-
gest. There are two main reasons why a fund may opt for a differ-
ent currency benchmark. We exclude the common misconception of
diversification benefit already addressed.

Cashflow

Having a 100% hedge as the benchmark, or an active programme
that gravitates towards it, will necessarily generate volatile cash-
flows. These may be highly negative (although there will then be a
corresponding unrealised gain in the underlying assets). Negative
cashflows can be highly visible and uncomfortable for a fund, espe-
cially if a new programme has recently been introduced. They can
also be expensive to manage, in terms of both management resources
and trading costs (assets will often have to be sold to finance them
and then bought back when the cashflows are positive).

Alower hedge ratio reduces these costs and the volatility of cash-
flows, at the expense of more currency risk at the portfolio level.
This trade-off is more extreme for a passive programme. An active
programme can start with a lower hedge ratio as its benchmark, but
can at least increase the hedge ratio when the base currency is strong,
Wwhen the cashflows will be positive and therefore more palatable.

Opportunity cost and minimising investment error

Reducing risk in a portfolio is all well and good, especially if no
return is sacrificed in the process, but where do you then spend that
Iisk in order to actually improve returns? Sometimes an investor’s
base currency will be weak for a prolonged period of time. If the cur-
fency risk has been hedged, this will represent a significant oppor-
tunity cost. This could be important if a fund has taken a different

15
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position from its peers or has a view on the direction of the base
currency (not recommended but often encountered).

Such arguments can be strong enough to take the benchmark
hedge ratio right down to zero. Again, with an active programme
there is considerable protection around this decision because the
manager is able to bring the hedge back up in the event of a
prolonged period of base currency strength.

This concept of opportunity cost is important because, for many
investors, it relates to the real risk. For them, the risk includes both
cashflow loss and currency translation losses on assets. Itis about the
failure to capture an opportunity that would normally have resulted
in a gain, which we can call “investment error”.

Pursuing this line of reasoning, the selection of a currency bench-
mark is all about minimising investment error. It is an error to be
unhedged when foreign currencies are falling and it is an error to
be fully hedged when they are rising. If currencies spend half their

protection and an active hedging manager can seek to increase
up51de capture. In both cases, the manager’s investment guide-

lines should specify a limit on the degree of benchmark relative
underperformance.

CONCLUSIONS

There is a weak syllogism which is often encountered, particularly
in the currency world. It goes like this:

Yoq cannot have an expected return unless you take risk. I am
taking risk. Therefore, I have an expected return.

In other words, “You get paid to take risk”.

This is a dubious assertion in many areas, but in currency it is sim-
ply wrong. You do not get paid, either with a return or with a diver-
sification benefit. However, there is no simple passive solution. Cur-
rency risk needs to be constantly monitored and actively managed,

\ time going up and the other half falling, both the fully hedged and
“ the unhedged benchmark positions will be wrong half of the time.
H And a 50% hedged benchmark will be half wrong all the time! We
H reach the conclusion that, in the long term, all passive benchmarks
I suffer from 50% investment error.

| This is a very different conclusion from the conventional vola-
I tility-based approach, because volatility ignores opportunity cost.
H The mean-variance paradigm is very hard to shift, but the fact is
i that hedging out a 10% gain has exactly the same impact on your
| wealth as incurring a 10% loss.

M‘H} If, from the perspective of investment error, all passive hedging
\w benchmarks are equal, how does this help in defining a currency
I hedging policy? The only way to reduce investment error is by
implementing the hedging policy actively. A skilful active hedg-
Il ing manager can shift the hedge ratio towards unhedged when

and the returns from this activity need to focus on the probability of
loss. The traditional use of volatility as a measure of risk is inade-
quate because it is a symmetrical measure and makes assumptions
that are contradicted by the actual nature of the currency markets.
We would go further and say that the traditional approach is
to reduce risk passively and spend risk actively; the sophisticated
approach is to reduce risk actively and spend risk passively.

An . . .
equally weighted portfolio of independent assets has minimum variance.

The volatility o wei d
y f an equall hte ortfolio is inv i
e q yt s;gts. p rtfolio is in ersely proportlonal to the square root of

Investo imi i
Ts need to maximise the information entropy of their portfolios.

¥

N., and G. Francis, 2007, ifyi
i i isi he ons in a Multi % , “Quantifying the Information Content of Investment
foreign currencies are rising, and towards fully hedged when they L ultiple Partial Moment Framework”, Journal of Behavioral Finan; 8;31;

\

\\ are falling. The benchmark determines the extent to which this can

‘H\ be achieved.

\ \\ Benchmark selection can be framed in terms of a trade-off between
‘\ upside capture and downside protection. An unhedged benchmark
| provides maximum capture of foreign currency gains and an active
‘H\ hedging manager can seek to reduce the magnitude of losses- In

“ contrast, a fully hedged benchmark provides maximum downside
I
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