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Investing on a global basis entails exposure to foreign currencies and raises the question whether or not it makes sense to 
hedge this type of risk. Sometimes it can pay to take-on this additional risk, in the hope it can boost investor returns. 
However, because currencies tend to fluctuate over time, it can also expose investors to considerable volatility and the 
potential for loss from which it may take some time to recover. Therefore, one of the main benefits of currency hedging is the 
ability to reduce this risk. The below chart shows hedged and unhedged versions of the Bloomberg Barclays Global Aggregate 
bond index and the difference in annualised volatility between the two. 

Hedging Costs
The cost of hedging foreign currency exposure in the 
centralised investment proposition (CIP) is approximately 
0.40% - 0.60% per year. Whilst several factors affect this 
cost, the main one is interest rate differentials. 

The strong US economy has seen the Federal Reserve 
increase interest rates at a greater rate than the rest of the 
world. This interest rate differential makes it expensive for 
sterling investors to hedge assets denominated in US 
dollars. As shown in the chart, the cost of doing so has 
risen steadily over the last few years to around 2%. 
Conversely, hedging assets denominated in euros, or the 
Japanese yen, actually pays a premium because interest 
rates in those regions are lower than they are in the UK. 
However, because of its large benchmark allocation, US 
denominated assets comprise the majority of underlying 
investments within the CIP and therefore have the biggest 
impact on total cost. 

We believe the cost of hedging has likely peaked and may fall going forward. The key driver is the dramatic change of 
direction by the US Federal Reserve, which has now cut rates for the first time in over a decade. Markets are currently 
pricing in multiple US rate cuts by the end of 2019 whereas in the UK rate cuts are likely to remain unchanged. This should 
reduce overall hedging costs in the CIP.

Several factors affect the decision to 
hedge or not:

• Cost of currency hedging
• Currency outlook 
• Correlations
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Why Hedge?

The red line uses foreign exchange futures 
to approximate the cost of hedging US 
denominated assets back to GBP. This cost 
correlates closely to interest rate 
differentials as shown by the white line 
(which shows the difference between 
official US and UK policy rates). 
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At the same time as hedging costs are likely to decrease, we believe the UK pound is likely to appreciate going forward. The 
UK pound is historically undervalued. GBP is trading near its 2017 low versus the US dollar and more than 20% below its 30 
year trade-weighted average. Further, Brexit fatigue means investor sentiment is overwhelmingly negative. At such 
extremities there is a clear case for sterling upside once political risk starts to fade.

The odds of a no-deal Brexit have increased in recent weeks as Boris Johnson ramps up the no-deal rhetoric. Paradoxically, 
the odds of a deal have also increased as Boris Johnson is more likely to achieve additional concessions from the EU than his 
predecessor, Theresa May, who never credibly threatened no-deal. Tensions are likely to reach a peak over the coming month 
as Labour threatens a vote of no-confidence in the government and the no-deal camp attempt to build a cross-party coalition. 
If successful, this could kick Brexit down the road, benefiting the UK pound. Our base case remains a soft Brexit achieved via 
last minute negotiations. Whilst no-deal may see further currency weakness, it also opens the door to Boris Johnson ’s plan 
for a ‘fantastic and big’ trade deal with the US, which could take effect from the 1st of November 2019. Such an outcome 
would soften immediate weakness stemming from a no-deal Brexit and could help bolster the UK pound given President 
Trump’s focus on foreign currency weakness. 

Correlations
Hedging currency exposure in fixed income portfolios is typically standard practice. This is because currency movements can 
quickly overwhelm income earned. However, this is not necessarily the case for equity portfolios where currency movements 
are less likely to overwhelm the potential for greater returns. Asset classes such as fixed income and equities provide different 
risk-return characteristics. The way in which these move in relation to themselves and to foreign currencies is the basis of 
correlation analysis. This is a very complex subject because correlations are security specific and vary over time. Correlation 
analysis contributes to the decision to hedge or not in the following ways: 

To provide an example, one of our key themes for the second half of 2019 is US dollar weakness. One of our preferred ways 
to play this theme is via emerging markets. There is a strong positive correlation between emerging market currencies and 
equities (in this case relative to the US dollar).

• For unhedged portfolios the foreign currency can appreciate at the same time as the underlying 
asset goes up in value. This can boost overall performance. However, there is also the risk that both 
the foreign currency and the underlying security fall in value together compounding losses. This is 
called positive correlation.

• Alternatively, the foreign currency may depreciate in value at the same time the underlying asset 
goes up in value. This is called negative correlation and can act as a built-in cost-effective hedge.

Interest rate differentials explain the 
majority of long-term FX moves. 
However, since the end of last year there 
has been a divergence between GBP/USD 
(red line) and the spread between 2-year 
UK Gilts and US Treasury yields (white 
line). This deviation is most likely the 
result of greater uncertainty related to 
Brexit. We expect this divergence to 
converge over time as Brexit uncertainty 
fades. Should interest rate differentials 
re-establish themselves as the primary 
driver of FX moves, we expect GBP to rise 
towards 1.40 versus the US dollar.

CURRENCY HEDGING

Page | 2

Currency Outlook 

INTERNAL USE ONLY

1.20

1.30

1.35

1.40

1.45

-2.2

-2.0

-1.8

-1.6

-1.4

-1.2

-1.0

GBP/USD vs Interest Rate Differential

2018 2019
GBPUSD (LHS) UK Government Bond Yield 2-Year - US Government Bond Yield 2 - Year (RHS)

Date of Data: 18/01/18 to 21/08/2019
Source: Refinitiv Datastream / Tavistock Wealth

1.25

-0.8



Our Approach to Currency Hedging
Tavistock Wealth actively manages the CIP against currency-hedged market composite benchmarks with the exception of 
emerging markets. As a result, our default position is to hedge the majority of underlying foreign currency exposure. Doing 
so also allows us to control volatility and ensure risk-taken is consistent with each client’s ability and willingness to take risk. 

The investment team continuously monitors hedging costs, asset class correlations and the currency outlook to determine 
the optimal investment strategy. At this juncture, we believe it makes sense to hedge the majority of our underlying foreign 
currency exposure. This is because the UK pound has more upside potential than downside risk, particularly relative to the 
US dollar. Further, we believe the cost of hedging US dollars may have peaked and will likely fall going forward. Should the UK 
pound appreciate noticeably against the US dollar, towards long-term purchasing power parity (circa $1.45), then we are open 
to review this hedge ratio based on the prevailing political and economic outlook at the time. In emerging markets 
specifically, asset class correlations and the prohibitive cost of hedging mean we prefer to take unhedged currency exposure. 
This approach is in keeping with the market composite benchmarks against which Tavistock Wealth actively manages the CIP. 

This chart highlights the strong positive 
correlation between emerging market 
currencies versus the US dollar and 
emerging market equities.  

Emerging Market Correlations
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This document is published and provided for informational purposes only. The information in the document constitutes the author’s own opinions. 

None of the information contained in the document constitutes a recommendation that any particular investment strategy is suitable for any specific 

person. Source of data: Tavistock Wealth Limited, Lipper for Investment Management and Refinitiv Datastream. Date of data:  22nd August 2019 

unless otherwise stated. 


