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Beyond a “Zero Sum Game” – 
how currencies can add alpha  
and lower risk

By Charles J  Jacklin PhD 
President, Mellon Capital

Conventional wisdom suggests that attempting to add value through the 
active management of currencies is doomed to failure due to the efficiency 
of the currency market. However, this assumption is not entirely correct. 

The currency market is large, multi-segmented, and made up of participants with 
diverse objectives. Certain fundamentals in the currency market, such as spot 
and forward pricing, are highly efficient. Yet there are other relationships in the 
market that are not efficient. Consider real interest rate differentials. Countries 
with higher than average real rates will attract capital flows, which tends to cause 
currencies with high real rates to appreciate, the opposite of what conventional 
wisdom suggests. This inefficiency exists because central banks implement their 
policies asynchronously, causing fundamental differences in global cash markets. 

Active currency management is not a zero-sum game. The different parties 
transacting in the currency market, such as central banks and corporate hedgers, 
have different objectives, thus these parties can take opposite sides of a trade and 
still “win.” In addition, the majority of currency market participants are not 
attempting to profit explicitly from their transactions. 

Another myth in the marketplace is that foreign assets should be left unhedged, 
which is purported to increase diversification. For certain types of entities or 
situations, this may make sense. For many institutional investors with international 
holdings, the most productive method is to hedge all international exposure, which 
reduces the risk of the foreign assets, and employ an active currency manager to 
add an alpha stream. 

In the financial markets, as in many other aspects of life, misinformation can be 
costly. This is especially true for the currency markets, where the conventional 
wisdom embodies a good deal of misinformation. If this misinformation is accepted 
at face value it can lead investors to overlook or ignore significant opportunities 
for alpha generation and risk reduction. 

Provided below are three elements of conventional wisdom where we believe the 
wisdom ends and the misinformation starts. 
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They are: 

Myth 1: Currency markets are incredibly efficient; looking  
 for value is a fool’s errand. 

Myth 2: Foreign assets should be left unhedged to improve  
 diversification. 

Myth 3: Currency is a zero sum game. Whatever someone  
 earns, someone else loses. On average we all break  
 even. 

Myth 1
Currency markets are incredibly efficient; looking for 
value is a fool’s errand. 

This piece of conventional wisdom is often cited to support an 
assertion that the attractive track records of active managers 
can be attributed to simple timing and luck. Let’s take a look at 
what is efficient in the currency markets and what is not. 

First, we can all agree that spot and forward pricing in the 
currency markets is efficient, accurately reflecting the prevailing 
interest rate differentials among currencies. An example from 
a US investor’s perspective illuminates this. In the spring of 
2005, the UK had higher short term interest rates than the US. 
So, the logical “naive” trade for the US investor would be to 
swap dollars for pounds and invest them for, say, three months, 
to capture the premium available from UK rates. The problem 
with the naive trade, according to economic theory, is that 
over those three months the dollar is predicted to strengthen 
against the pound by an amount that would offset the premium 
earned by investing in pounds instead of dollars. (Remember, 
by being short the dollar, the loss from the dollar’s appreciation 
will be realised at the end of three months.) 

But what if you are a not-so-naive US investor who looks at 
the situation and says: “I will go long the pound and capture 
the short-term rate differential over the dollar. But I will also 
go long the dollar in the forward market to hedge my short 
dollar position over the three months.” You would get an A 
for effort but the strategy violates the “no free lunch” rule. 
If the spot rate is 1.75 dollars per pound (given the interest 
rate differential we’ve stipulated), the forward rate would be  
lower — say 1.748. In other words, you will get fewer dollars 
at the end of the contract (compared with what you could 
have had in the spot market) and your loss will equal the 
premium you gained by investing in pounds versus dollars. 
This relationship is the core of what makes spot and forward 
pricing in the currency markets efficient. 

However, it turns out that our naive investor wasn’t quite so 
naive. Investing in a currency with high nominal interest rates 
at the spot price, over time, has allowed the investor to earn 
the differential, as discussed above. Further, the high interest 
rate currency — the pound in our example — has tended to 
appreciate, not depreciate as conventional wisdom and theory 
predict. The reason for this inefficiency is that cash markets 
around the world are not integrated because central banks and 
global corporations have their own agendas. This is addressed 
further in connection with Myth 3, but the discussion above 
should help establish two points: 

●  forward markets are poor predictors of spot price 
direction, and 

●  currency markets are efficient in equilibrating spot and 
forward prices but inefficient in equilibrating diverse 
global cash markets. 

This phenomenon can be documented empirically by examining 
the return to currencies as a function of differential interest 
rates. First, it is important to understand currency investing 
for what it is — long/short investing in cash of different 
denominations. A long foreign currency forward contract is in 
essence a long cash position in the foreign currency and a short 
cash position in the domestic currency. Thus the return on a 
long currency forward is 

Forward FX return = Spot FX return + foreign cash yield  
        – domestic cash yield. 

If currency forward markets are unbiased then on average 
the Spot FX return will be offset by the yield differential. 
This is not the case. In fact, the total return on the currency 
forward can be predicted by the yield differential. Running 
the following simple regression on monthly data we find that 
the differential yield predicts the Forward FX return. 

Forward FX return = a + b (foreign yield – domestic yield) 

Included in our dataset are monthly currency returns from 
March 1989 to April 2004 for the following currencies the US 
dollar, the Canadian dollar, the Australian dollar, the Japanese 
yen, the British pound, the Swiss franc, and the Euro (the 
Deutsche mark, the French franc and the Dutch guilder prior 
to 1999). 

While all of the coefficients on the yield difference are quite 
significant, the regression only explains a very small portion 
(less than 2 per cent) of the variability in monthly FX returns. In 
the dataset yield differences are expressed in annual terms, but 
returns are monthly. If on average FX spot rate changes offset 
yields difference, then we would expect to find the coefficient 
on the yield difference to indistinguishable from zero. We do 
not find that in any of the regressions. If on average spot FX 
rates did not change as a function of the yield differences, then 
we would expected to find the yield difference coefficient to be 
equal to 1/12 (0.0833). That is, on average one twelfth of the 
annual yield difference would be captured each month. In the 
above table we see that all of the yield difference coefficients 

  Yield Diff.  Rewards/ 
Domestic Intercept (a) coefficient (b)  Signal 
Currency (t-statistic) (t-statistic) Obs ratio

US dollar -.001 .134 1322 1.61  
 (-.62) (3.91)

Deutsche 0.000 .088 1322 1.06 
makr/euro (.02) (2.29)  

British pound .001 .113 1322  1.36 
 (1.47) (3.30) 

Swiss franc -.001 .153 1322 1.83 
 (-1.43) (3.49) 

Australian dollar .003 .132 1322 1.59 
 (2.22) (3.13)

TAble 1.  CuRRenCY STATISTICS
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exceed 0.0833. The reward/signal ratio is the yield difference 
coefficient divided by 0.0833. To interpret the results consider 
the Australian dollar. Suppose that the cash yield on Australian 
dollars is 100 basis points lower than a particular foreign 
currency. Then, ignoring the intercept term, the regression 
results indicate that on average over the course of the next 
month having that foreign currency exposure rather than the 
Australian dollar (being long an FX forward) would earn the 
yield difference for the month 8.33 basis points plus the foreign 
currency (again on average) would have appreciated by another 
59 per cent of the monthly yield difference or another 4.90 basis 
points for a total average return of 13.2 basis points. Of course, 
if the Australian dollar has a cash yield that is 100 basis points 
higher than the foreign currency, then on average there would 
have been an average advantage of 13.2 basis points for staying 
in the Australian dollar or for hedging that foreign exposure 
back into the Australian dollar. 

A very simple interpretation of the above results is to hedge 
a particular foreign currency exposure back to the domestic 
currency whenever the domestic cash yield is higher than 
the foreign cash yield and leave it unhedged whenever the 
foreign cash yield is higher than the domestic cash yield. There 
are several very major caveats to this simple prescription. 
First, the prescription has only considered return and not 
risk. The regressions only explained a very small portion of 
the risk and there is a lot of risk in the currency markets. 
Second, this simple approach to hedging/not hedging can be 
improved upon significantly. In this regard, several issues arise 
immediately. One reason a currency may have a high cash 
rate is that it has a high level of expected inflation. Moreover, 
currencies with high underlying inflation have been known 
to depreciate. Taking expected inflation into consideration 
greatly improves the results of the above regressions and thus 
would lead to a more powerful signal. That is, hedge when the 
expected domestic real cash rate is higher than the expected 
foreign real cash rate and vice versa. Another issue is whether 
zero is the appropriate point of neutrality of all currencies. For 
example, is the US dollar special because of its role as a reserve 
currency or is the Swiss franc special because of attractiveness 
of investing in Switzerland for a variety of reasons? The 
significant intercept term in the Australian regression suggests 
that there may be something special about the Australian dollar 
as well. Finally, should not the current spot FX rate matter? 
After all, if a currency is very over valued or under valued on 
a purchasing power parity (PPP) basis, then we might want to 
alter our simple decision somewhat. 

Myth 2
Foreign assets should be left unhedged to improve diversification. 

On the surface, this assertion is borne out by the comparison 
in the first two lines of Table 2 on the next page. The 
correlation between Australian stocks and UK stocks hedged 
into Australian dollars is 0.49, while the correlation between 
the two with the UK stocks unhedged is 0.37. Ergo, the latter 
portfolio should be less volatile according to the intuition 
that in a two-asset portfolio, substituting an asset with lower 
correlation lowers the volatility of the portfolio versus an asset 
with higher correlation. 

There are two problems here. First, the intuition is wrong 

in that it only holds when the asset being substituted has the 
same risk as the original asset. The second issue, which is 
related to the first, is that a risk is being added in this case, 
not substituted. When we substitute unhedged UK stocks for 
hedged UK stocks, we aren’t simply substituting one asset for 
another — we are adding exposure to the pound as a third 
risky asset. As we see in Table 3, the second portfolio can be 
restated as a combination of the first (Australian stocks and UK 
stocks hedged) plus exposure to the pound. Addition of the 
pound could reduce volatility, but only if it were sufficiently 
negatively correlated with stocks as opposed to uncorrelated. 
Historically, most currencies tend to be uncorrelated with 
stocks rather than negatively correlated. (Remember hedging 
works because it is, by definition, introducing a negatively 
correlated asset, and shorting an asset has a -1 correlation.) 

Looking again at Table 2, the last two lines show us that over 
the past 30 years, the portfolio with Australian stocks plus 
UK stocks hedged has indeed been the less volatile of the two 
portfolios we have discussed. 

What is interesting is that even though the pound was quite 
volatile over the period the portfolio with unhedged UK stocks 
was only marginally more risky than the portfolio with hedged 
UK stocks. In fact, if we change the time period to the ten years 
ending 31 December, 2004, the portfolio with the unhedged 
UK stocks would have been less risky (10.1 per cent versus 
11.4 per cent). What is going on? Well, the Australian dollar is 
not like most currencies in that it tends to be correlated with 
stock returns. When stocks do well, the Australian dollar tends 
to appreciate relative to other currencies and vice-versa. Over 
the January 1974 to December 2004 period, the change in the 
British pound in Australian dollars has a negative correlation 
with the return on UK stocks of -0.14, while the change in the 
US dollar in Australian dollars has a negative correlation with 
the return on US stocks of -0.17. Over the period January 1995 
to December 2004, the respective correlations are -0.485 and 
-0.359. From an Australian investors perspective, the negative 

January 1975 – December 2004

Corr (Australian stocks, UK stocks unhedged) 0.37 

Corr (Australian stocks, UK stocks hedged) 0.49 

Australian Stock Volatility 18.8% 

UK Stock Volatility hedged 20.5% 

UK Stock Volatility unhedged 22.9% 

GBP Volatility 13.1% 

Volatility 50% Aus stocks + 50% UK stocks unhedged 17.3% 

Volatility 50% Aus stocks + 50% UK stocks hedged 17.0% 

TAble 2.  vOlATIlITY meASuReS 1975–2004

Foreign assets should be left unhedged to improved diversification

$5000 Aus. stocks  $5000 UK stocks (unhedged) 

$5000 Aus. stocks  $5000 UK stocks hedged  + $5000 in UK£

TAble 3.  CASe STuDY PORTFOlIO COmbInATIOnS
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correlation of the currency return with stock returns has made 
unhedged foreign exposure relatively less risky than it would 
have been if the correlation was near zero as it is for many other 
base currencies. 

Speculation as to why the Australian dollar has performed this 
way centers on the importance of commodities in the Australian 
economy. When the world economy has been strong, demand 
for commodities has also been strong and their prices have often 
been rising. Demand for commodities translates into demand 
for the Australian dollar, which has led to its appreciation. 
From an unhedged Australian investor’s perspective, when 
foreign stocks have done well, some of the return has been 
dissipated by the depreciation of foreign currencies relative 
to the Australian dollar. Whereas, when foreign stocks have 
done poorly, some of the loss has been offset by gains in the 
foreign currency. Of course, the relevant question is whether 
the future will be similar to the past. 

There may be other reasons to leave foreign assets unhedged. 
For example, an institutional investor with inflation-sensitive 
liabilities may wish to leave its foreign assets unhedged, as 
a hedge against the weakening of the base currency due to 
inflation. Or, a company with foreign-denominated liabilities 
may find it worthwhile to leave like-denominated assets 
unhedged. 

Myth 3
Currency is a zero sum game. Whatever someone earns, 
someone else loses. On average we all break even. 

If you care only about alpha then Myth 3 is true–for every 
manager who wins, another one loses. But this one-
dimensional statement ignores risk, which is always relevant in 
financial markets, and especially so for currency, where many 
participants are in it only for risk reduction. 

Once we factor in risk, we can establish in a straightforward 
manner that it is a positive-sum game — meaning that two 
parties can trade with each other and both end up better 
off. Consider an Australian/US comparison. In Table 4 
each investor has exposure in assets of the other country. By 
swapping those exposures, both Australian and US investors 
have reduced their risk. Once you have a positive-sum game, 
the game can take different forms, with some people willing to 
carry that risk in exchange for greater potential return. 

Besides players motivated by risk reduction, there are other 
participants in the currency markets who are not incentivized 
by profit maximisation, such as central banks. Central banks 
are key in setting cash rates. When you think about it, currency 
markets are simply cash markets, and no matter how big the 
positions are that we and our competitors push around, it’s not 
enough to affect short-term rates in the US And, obviously, the 
US Federal Reserve is guided by its agenda of noninflationary 
growth. If its objective were maximising profits, then it would 
set rates high enough to earn a spread off of the non-interest 
bearing reserves it collects from member banks. Indeed, 
in Australia, where rates are considerably higher because of 
inflationary concerns, the central bank had record profits  
last year. 

Large corporate hedgers are another category of players who 
typically aren’t in the currency markets to maximize profits. 
Consider a multinational car maker with contracts and 
obligations in foreign currencies. If the company can lock in a 
certain exchange rate they insulate their potential profits from 
the whims of the currency market. In effect, it is using the 
forward market to buy insurance, and they may be very willing 
to pay up for it. On the other hand, one of the interesting 
quirks of the marketplace is that sometimes hedgers can even 
get paid to reduce their risk. 

A good example is today’s Australian investor with a portfolio 
of US$ denominated assets. As of July 2005, three month 
Australian dollar LIBOR yielded 5.54 per cent, compared to 
3.51 per cent for the three month US$ LIBOR. By hedging 
back into Australian dollars through the forward market — and 
selling the lower-yielding US dollar — that investor reaps the 
2.03 per cent differential as a premium, as described in myth 1. 
On the other hand, in January 1998, when the Australian dollar 
yielded less than US dollar rates, the same hedging strategy 
would have cost the Australian investor 0.83 per cent. 

DEtERMINING EXPECtED CURRENCy APPRECIAtION 
So we have a market with central banks, corporations and 
other risk minimisers who have objectives other than profitable 
trades. That leaves the door open for counterparties-foreign 
currency desks, hedge funds, and active currency managers–
who are willing to assume that risk and get paid for it in their 
search for alpha. 

How do we determine expected currency appreciation? We 
start with our recurring theme of interest rate differentials. 
As you might expect, countries with higher real interest rates 
attract the capital flows, which tends to strengthen those 
currencies. Central banks might be expected to counter this 
imbalance, but as we have seen, their monetary policies often 
drives them to do otherwise. 

TAble 4.  CuRRenCY SCenARIO PARAmeTeRS

  

Assume an exchange rate of .76/1 

Two Investors:  
 US investor with Aus$10,000 Australian stock exposure  
 Australian investor with US$7,600 US stock exposure 

Both bear currency risk.  
However, if the Australian investor sells US$7,600 currency exposure forward 
to the US investor in exchange for Aus$10,000 in Australian $ exposure. 

BOTH investors have REDUCED RISK! 
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As investors seeking alpha in the currency markets we have 
to ask: what is the natural brake on those strengthening 
currencies, and when will it occur? Exchange rates are driven 
by supply and demand, which are expressed through three 
kinds of flows: 

● Capital flows (fast game) 

● Goods and services flows (slow game) 

● Speculative flows 

The first is one we have explored–capital flowing to higher 
yielding currencies, in a positive feedback loop that drives 
appreciation. Goods and services are a different story since 
people will not turn on a dime and switch their foreign 
sourcing because of a small change in exchange rates. For an 
Australian importer who gets supplies from Birmingham, UK, 

if the pound gets 5 per cent more expensive relative to the US 
dollar, it is not likely to change the relationship because the 
increase may not persist. But as the pound strengthens by more 
than 25 per cent relative to the US dollar over a couple of years 
as it has recently, a supplier in Birmingham, Alabama in the 
US is going to start looking increasingly attractive. 

The bottom line is that foreign currency trends can persist long 
enough to represent a significant source of alpha. Lets examine 
the situation in January 2003, when all the ducks lined up  
(Table 5). Three currencies — the Canadian dollar, the 
Australian dollar and the British pound — all had significant 
yield advantages over the US dollar. Our goods and services 
flow signals — which represents the percent expected 
appreciation of the currency — all were strong. And, on 
the bottom line, one year later, the appreciation of all three 
exceeded our estimates. 

CONCLUSION 
To sum up, the inefficiencies and imbalances that present 
themselves in the currency markets warrant the use of an active 
manager. While the universe of overlay managers is really not 
that old, over the past five years, the median manager has 
added about 91 basis points. Our discussion of hedged versus 
unhedged portfolios suggests that the key to this decision is the 
forecast of the future correlation of the Australian dollar with 
foreign investment return. An active overlay manager may also 
be used to capitalize on opportunities that present themselves. 
Far from being a zero sum game, currencies represent a positive 
source of potential alpha for institutional investors. 

TAble 5.  CuRRenCY AlPhA OPPORTunITIeS

January 2003  CAn$  AuS$  Gb£ 

Yield Advantage over US$ 1.45% 3.37% 2.64% 

FX Rate .63 .56 1.61 

Capital Flow Signal  1.12 2.70 2.29 

G&S Flow Signal 13.37 20.30 8.46 

January 2004 

FX Rate 0.77 0.75 1.79 

Capital Appreciation 22% 31% 11% 
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