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The Currency Conundrum
Possible Solutions:
1. 0% Hedged
2. 100% Hedged
3. Optimal Hedge Ratio
4. Dynamic Hedge

5. Strategic Hedge With An Active Overlay
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0% Hedged: Uncompensated Currency Risk
Foreign Currency Component of the MSCI World Index in Canadian Dollars
20%

Foreign Currency

Cumulative Return

15%
10%

Annualized Volatility

7.28%

5%

Annualized Return

-0.99%

0%
-5%
-10%
-15%

-20%
-25%
-30%

MSCI World CAD Foreign Currency Return

Dec-88
Dec-89
Dec-90
Dec-91
Dec-92
Dec-93
Dec-94
Dec-95
Dec-96
Dec-97
Dec-98
Dec-99
Dec-00
Dec-01
Dec-02
Dec-03
Dec-04
Dec-05
Dec-06
Dec-07
Dec-08
Dec-09
Dec-10
Dec-11
Dec-12
Dec-13
Dec-14

-35%

Source: FFTW, MSCI, Bloomberg, as of March 31, 2015.
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100% Hedged: Significant Negative Cash Flows
Canadian Dollar Drawdowns
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● As FX forwards used to hedge settle, a hedged account will experience negative cash
flows during periods of Canadian dollar weakness:
● Canada-based investors using a fully hedged strategy could experience particularly large
and persistent negative cash flows as was the case from 1974 to 1985 and 1992 to 2002.
Source: FFTW, Bloomberg, as of March 31, 2015.
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50% Hedge: A Good Balance
● A strategic 50% hedge ratio is a good
compromise:

–
–

Relative to the 100% hedged MSCI World
Index, a 50% hedge ratio has reduced
average annualized volatility by 1.2%
A 0% hedge ratio has reduced volatility only
by an additional 0.2%
A 50% hedge ratio provides 85% of the
diversification benefits of foreign currencies
Benchmark
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–
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Source: FFTW, MSCI, Bloomberg, as of March 31, 2015.
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Addressing the Currency Hedging Conundrum
Investor View

Proposed Solution

Main Downsides

Foreign currency exposure
provides diversification

0% Hedge

• Large uncompensated currency risk with no
assurance that this risk will wash out over the
longer term.

Eliminating currency risk is
the only objective

100% Hedge

• Large negative cash flows in periods when
foreign currencies appreciate relative to the
local currency.
• Forgoing the benefits of diversification from
foreign currency.

Vary the hedge ratio to
minimize overall portfolio
volatility

Optimal Hedge Ratio

• Relies on historical data.
• Ignoring the return component of the portfolio
could lead to large drawdowns.

Vary the hedge ratio to
primarily limit currency risk
while adding some return on
the side

Dynamic Hedge

• Blends together the risk reduction and alpha
generation objectives.
• Relies on trend-following styles for the base
currency that typically provide a low information
ratio.

Separate the risk from the
return objective and
address each with the
most effective strategy

Strategic hedge ratio combined
with an active currency overlay to
add value

Manager selection is critical:
“True alpha” generators should be preferred to
“Beta grazers” in active currency.
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Addressing the Hedging Conundrum with Currency Alpha
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Past performance is not indicative of future results which may vary. There can be no assurance that the investment objectives of any portfolio will be achieved. Please see Additional Disclosures for further information.
Source: Bloomberg, MSCI, FFTW, as of March 31, 2015
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Additional Disclosures
Any opinions expressed are current as of the date appearing in this document only. This document is confidential and may not be reproduced or redistributed, in any form and by any means, without FFTW’s
prior written consent.
This document is provided for your reference on a private and confidential basis to discuss an existing or potential advisory relationship. You are invited to meet with FFTW to discuss any of the information
provided herein or otherwise, including any and all terms (including fees) that may apply to the relationship.
Past performance is not indicative of future results. The value of investments and the income derived from those investments may fluctuate over time such that the value of a portfolio at any given point in time
may be more or less than its original value.
No warranty is provided as to the performance or profitability of any portfolio or any part thereof, nor is any guarantee made that the investment objectives, expectations or targets described in this presentation or
anywhere else will be achieved, including without limitation any risk control, risk management or return objectives, expectations or targets. A portfolio may suffer loss of principal, and income, if any, may
fluctuate. The value of investments may be affected by a variety of factors, including, but not limited to, economic and political developments, interest rates and issuer-specific events, market conditions, sector
positioning, and other factors. Performance results presented reflect the reinvestment of earnings.
Performance results presented are gross of all fees, including management fees and, if applicable, performance fees. A portfolio’s returns will be reduced by all applicable fees and expenses. A description of
management and performance fees is included in Part II of FFTW’s Form ADV.
Below is an illustration of the effect of management and performance fees (where applicable) on portfolio returns. The illustration assumes that (i) the portfolio had a steady excess return, gross of fees, of 1%
per year (examples A & B), (ii) the portfolio was subject to a yearly management fee of 15 basis points of the market value of the portfolio (examples A & B), (iii) the portfolio was subject to an annual performance
fee of 20 percent of the net excess return of the portfolio for the year (example B only), and (iv) there were no cash flows during the period (examples A & B). The illustration shows the compounding effect of
management and performance fees (where applicable) on portfolio returns over time, assuming that other factors such as investment return and fees remain constant. The illustration below is simplified. The
difference between gross-of-fees and net-of-fees performance return will in practice depend on a variety of factors. The illustration below is cumulative and not annualized.
Example A: Base Management Fee
Gross Cumulative
Period:
Excess Return:

Net Return:

Example B: Base Management and Performance Fee
Gross Cumulative
Period:
Net Return:
Excess Return:

1 year

1.00%

0.85%

1 year

1.00%

0.68%

2 years

2.01%

1.71%

2 years

2.01%

1.33%

5 years

5.10%

4.32%

5 years

5.10%

3.32%

The performance results may be presented by consultants to clients (or prospective clients) only in accordance with applicable law, including on a one-on-one basis and with required disclosures.
Target/expected returns represent results of statistical modeling of return ranges of asset classes. They are provided for informational purposes only as of a certain date. There is no assurance that the
target/expected returns set forth in this presentation and/or elsewhere will be achieved. Target/expected returns are subject to high levels of uncertainty regarding future economic and market factors that may
affect actual future performance. Accordingly, target/expected returns are hypothetical and should be viewed as merely representative of a broad range of possible returns. Target/expected returns should not be
construed as providing any assurance or guarantee as to returns that may be realized in the future from investments in any asset or asset class described herein. Target/expected returns are based on a number
of assumptions, they are subject to significant revision and may change materially with changes in underlying assumptions that may occur, among other things, as a result of changes in economic and market
conditions. FFTW has no obligation to provide recipients hereof with updates or changes to any data as assumptions, economic and market conditions, models or other matters change.
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Additional Disclosures
The past performance (if shown) of any representative portfolio is shown for illustrative purposes only in connection with a consideration of the proposed strategy. It represents performance of a portfolio with a
fundamental investment objective that is similar to the investment objective of the strategy under consideration. Past performance is not indicative of future performance, and, in addition, the past performance of
any representative portfolio does not represent the past or future performance of any other portfolio. The performance of the portfolio under consideration may differ from the performance of any representative
portfolio due to a number of factors including, without limitation, potentially differing rates of fees and expenses applicable to each such portfolio, cash levels, investment timing issues, and regulatory
considerations that could impact the performance of each portfolio relative to the other.
Tracking volatility is one possible measurement of the dispersion of a portfolio’s returns from its stated benchmark. More specifically, it is the standard deviation of such excess returns. Tracking volatility is a
figure that represents statistical expectations falling within a normal distribution of returns. Dependent on the measurement period, normal statistical distributions of returns suggests that approximately two thirds
of the time the annual gross returns of the accounts will lie in a range equal to the benchmark return plus or minus the tracking volatility if the market behaves in a manner suggested by historical returns.
Targeted tracking volatility therefore applies statistical probabilities (and the language of uncertainty) and so cannot be predictive of actual results. The returns that will actually be achieved may inherently lie
outside of the range suggested by the historic tracking volatility. The actual tracking volatility is the result of many factors (including but not limited to market volatility, company specific anomalies, instability of
correlation between benchmark holdings, timing differences between the calculation of the portfolio value and the valuation of the benchmark by the index provider). In addition, past tracking volatility is not
indicative of future tracking volatility and there can be no assurance that the tracking volatility actually reflected in a portfolio will be at levels specified in the investment objectives.
Comparisons to a benchmark are provided for informational purposes only. While FFTW seeks to design a portfolio that reflects appropriate risk and return characteristics, including in respect of sector weights,
credit quality and duration, it should be understood that such characteristics, as well as portfolio volatility, may deviate to varying degrees from those of the benchmark.
The risk management process described herein or elsewhere includes an effort to monitor and manage risk, but should not be confused with and does not imply low risk.
This document is not to be construed as an offer to buy or sell any financial instrument. It is presented only to provide information on investment strategies and current financial market trends. Any analyses and
opinions contained in this document are those of FFTW, and are based upon information obtained by FFTW from sources which are believed to be reliable. FFTW provides no assurance as to the completeness
or accuracy of the information contained in this document. Any statements concerning financial market trends are based on current market conditions, which will fluctuate. Investment strategies which utilize
foreign exchange may entail increased risk due to political and economic uncertainties. Any views expressed in this document may change at any time. Information is provided as of the date indicated and FFTW
assumes no duty to update such information. There is no guarantee, either express or implied, that these investment strategies work under all market conditions. Past performance is not a guarantee of future
results. Readers should independently evaluate the information presented and reliance upon such information is at their sole discretion.
The information contained herein (and any calculation of targeted/expected returns) includes estimates and assumptions and involves significant elements of subjective judgment and analysis. No representations
are made as to the accuracy of such estimates and assumptions, and there can be no assurance that actual events will not differ materially from those estimated or assumed. In the event that any of the
estimates or assumptions used in this presentation prove to be untrue, results are likely to vary from those discussed herein.
Please note that FFTW utilizes pricing sources and methodologies which reflect market practice, including its own valuations if FFTW determines that valuation data from independent sources is not available or
is unreliable. However, your custodian, who maintains the official books and records for your portfolio, may utilize different pricing sources resulting in deviations between FFTW's and the custodian’s valuations.
Further, from time to time financial markets may suffer periods of illiquidity caused by unusual volatility or extreme disturbances and prices realized could vary widely from recent valuations.
This information should be considered supplemental to the “Currency Alpha Translated USD (Unfunded)” Composite information presented herein and the “Currency Alpha” presentation which is available upon
request, subject to applicable law.
Fischer Francis Trees & Watts, Inc. is registered with the US Securities and Exchange Commission as an investment adviser under the Investment Advisers Act of 1940.
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