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Peeking Through the Hedge 
Author: Robert Bush, DWS Research Institute 

“Any	time	you	take	a	chance	you	better	be	sure	the	rewards	are	worth	the	risk”	                      

Stanley Kubrick 

IN A NUTSHELL 
 

 

— Currency operates differently from most other asset classes in a portfolio context. Both the return and 
the risk equations need tweaking – the math is not hard, but it matters.  

— One notable feature is that the relationship between risk reduction and the hedge ratio is a curve that
may benefit the start of a hedging program more than its completion.  

— Investors who benchmark to an unhedged international sleeve, and who may be reluctant to hedge
for that reason, might benefit from reducing some currency risk, even if a full hedge is not preferred.  

 

 

Yes, We’re Going There 
 

Here at DWS we have devoted an extraordinary amount of time to analyzing the role that currency plays 
in a portfolio (because we think it’s very important, not because we don’t have anything better to do!). 
And we have also made considerable efforts to share our thoughts on this topic with our clients, and the 
industry more broadly. Indeed, we created what we believe is an original and straightforward framework 
to help answer this very question (see the Bibliography).  
 
Of course, there remains very vibrant debate about this topic, and there is also the considerable practical 
difficulty that many investors have (and often remind us of) which is that they benchmark to an unhedged 
index (i.e. one with full international currency exposure). In this note, we don’t propose to go through 
either the empirical case for hedging, or the framework. Instead, we want to share a finding that we be-
lieve is rather interesting, but, yes, we will be the first to admit, is quite “in the weeds” of currency hedging.   
 
Until now it wasn’t necessary to go this deep, partly because our time and attention was focused on the 
broader topic of the hedging framework, and partly because we never felt there was any real appetite in 
the industry to delve much deeper. Interestingly, this seems to have changed. Over the last several years 
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we have noticed a far greater familiarity and comfort with the intricacies of currency exposure, and we 
have broached the topic in this paper without noticing any eyes glazing over. Accordingly, we think it’s 
about time we discuss – strap yourselves in – the fact that risk reduction occurs at a different rate, de-
pending on the hedge ratio one applies.  
 
Now that statement of course needs a lot of unpacking, but we promise that all will become clear. Firstly, 
we hope you agree, as we have often claimed, that the easiest way to think about an unhedged interna-
tional allocation (and we will assume to equities, but it could be any asset not traded in US dollars), is as 
a two-asset portfolio. One asset is the equity, and the other is the currency it trades in. And, crucially, we 
argue that, for an unhedged investor, the weights on those two assets are 100% each, and not 50% each 
as one might assume (and is normal for a two-asset portfolio).  
 
Why is this uniquely the case for currency? It is simply because the equation for an international return 
to a US investor is the equity return multiplied by the currency return (not added). An example will clarify. 
If an investor held half their money in US stocks, and half in US bonds, and each returned 10%, then the 
portfolio return would simply be 10%. However, if that same investor held all their money in unhedged 
Japanese stocks, then, if the stocks were up 10%, and the yen were also up by 10%, now their portfolio 
return would be 21% (based on this simplified, illustrative example, which does not reflect actual or ex-
pected performance). Essentially, it’s the difference between adding returns, and multiplying returns, and 
currency is almost unique in operating this way.  
 
If this all seems trivial, then we congratulate you, because it wasn’t to us! And part of the reason for this, 
is that, if you recall reading about expected returns in a finance textbook, examples are almost always 
given (at least in our experience) for two assets that add up to 100% (and not 200% as is the case with 
currency). This matters very much, because it means one needs to retrain one’s finance brain to operate 
in this world.  
 
The Grizzly Details 

 
Allow us to take it a step further, and shift to the risk side of the equation. Here, again, the analysis is 
different, and a touch more complex so please bear with us. Suppose you had one asset with a 16% vola-
tility, and one with 10%. In the “normal” two-asset portfolio world, try as you might, you would never be 
able to get any blend of those two assets (i.e. any two weightings that sum to 100%) where the risk ex-
ceeds 16%. Indeed, the riskiest possible portfolio would simply be 100% allocated to the 16% volatility 
asset.  
 
Amazingly though, in currency world, suppose you had a 16% equity volatility, and a 10% currency vol-
atility, and assume for the moment they were perfectly correlated (correlation being the third part of 
portfolio risk), now the risk of the portfolio would be (drum roll, please)…26% in this example. In other 
words, the risk of the portfolio would now be the sum of the two individual risks, or, as we put it at DWS, 
currency has levered the portfolio.  
 
Of course, the idea that international currency and equity are perfectly correlated is not a reasonable one. 
Investors should probably come up with their own assumptions for that (and it won’t be perfect correla-
tion of one), but, for the purposes of moving the argument forward, let us assume that the correlation is 
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zero. This means that essentially there is no relationship between equity moves in, say, Germany, and 
moves in the euro (which, as it turns out, we believe is a reasonable long-term view). Well, even now, 
with two uncorrelated assets, you may be expecting that we can do better from a risk perspective, using 
the feature of diversification to reduce risk. Unfortunately, it’s not so. The volatility of such an unhedged 
allocation to German equities would be 18.9%, still riskier than either asset alone.  
 
In previous papers we carefully went through all the math that proves this (invoking the Pythagorean 
theorem surprisingly). It’s not all that complicated, it’s simply a matter of using the standard portfolio 
risk equation for a two-asset portfolio and inputting a 16% volatility and a 10% volatility with a weighting 
of 100% to each, and a correlation of zero. This calculation yields a result of approximately 18.9% in our 
example, based on the stated assumptions (and may be worth your verifying independently). How can 
two uncorrelated assets blend to produce higher risk? Well, the answer is that, while the low correlation 
is trying to pull the risk down, the higher weighting to both assets is driving it up. Put another way, there 
are now two competing risk forces – and it’s the leverage that’s dominating.  
 

Your Reward for Sticking with Us 
 

If the above section was painful to read, we (sort of) apologize. The truth is we believe it’s a very im-
portant, and very poorly understood, finding (and we’re not trying to tout our intellect here in any sense, 
this is complex, and it took us a very long time to figure it out). But, let us conclude with what we hope 
might be a slightly more welcome finding for investors.  
 
Firstly, the simplest solution, assuming you don’t have any strong currency views, or conviction that in-
ternational currencies will appreciate, is to fully hedge out currency risk. It turns out that this can easily 
be done in modern financial markets in several different ways.   
 
However, for investors who benchmark to unhedged international indexes (which, in our experience, is 
the vast majority), Figure One should be quite interesting. Let us explain what it shows. Along the y-axis 
is the portfolio risk for an international allocation, assuming the same details as we have outlined above 
– one asset with a 16% volatility, one with a 10% volatility, and a correlation of zero. To be clear, these 
are arbitrary numbers. We have simply chosen them as illustrative starting points for equity risk, cur-
rency risk, and equity-currency correlation, but investors should absolutely feel free to change those as-
sumptions to whatever they think is reasonable.  
 
Along the x-axis is the hedge ratio. Effectively this is the amount of the currency risk that we are assuming 
one is removing. So, on the left, 0% means that the investor is removing none of the currency risk and is 
fully unhedged, and, on the right, 100% means that they are fully hedging out all of the currency risk. And, 
it turns out that any permutation between these two extremes is fairly straightforward to achieve by 
blending one’s hedged and unhedged exposures in the relevant weights.  
 
The first feature to note from the chart is that the risk of the unhedged portfolio (i.e. the most extreme 
point on the left) is indeed 18.9%, as we stated above. Secondly, note that the best you can do in terms of 
risk reduction is to remove all currency risk (the right most point), and doing so will get you just to the 
equity risk itself, 16%. Exactly, we hope you agree, what you would expect in this example. Essentially 
the currency hedge has moved the investor back to a one-asset portfolio.  
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Why therefore is this chart so powerful, and, we hope, interesting for investors? It is because of its shape. 
Notice that the line is a curve with a steeper downward slope on the left, than on the right. What is the 
investment implication of this? It is that even some currency hedging should help to reduce risk. And that 
the most risk reduction comes as you start to hedge (not as you complete the hedge). In other words, the 
rate of risk reduction is not proportional to the hedge ratio, you likely will get more bang for your buck 
(more risk reduction per unit of hedge) at the beginning than at the end.  
 

Figure One: A Portfolio Risk’s Reduction vs The Hedge Ratio  

Source: DWS, as of 10/25 
 

 
Again, putting some numbers to this (and under all the arbitrary numbers we are using), the risk of the 
unhedged portfolio would be 18.9%, and the risk of the fully hedged portfolio would be 16%. But, cru-
cially, the risk of the half-hedged portfolio (50% hedge ratio) would be 16.8% (and not the 17.4% one 
might expect as halfway between the two endpoint risks). So, investors could potentially achieve around 
72% of the total possible risk reduction in this example (that’s 2.1% of 2.9%), for just a 50% hedge ratio.   
 
Why could this matter? Well, one reason is that investors who benchmark to an unhedged international 
sleeve, and who understand the risk reduction of currency hedging but don’t want the tracking error, 
might be more comfortable applying partial hedges if they understand that the initial stages of these 
hedges may be particularly impactful.  
 
Of course, we’d be the first to concede that the risk reduction numbers may appear modest, but, keep in 
mind that finance is a fight for every basis point, and, given the conditions that prevail today for US in-
vestors (and have done for more than a decade) in which the cost to hedging developed market currency 
is very low, we would argue that these are basis points that shouldn’t require much of a fight.           
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Conclusions 

 
We believe that currency exposure is an important aspect of portfolio construction, and that investors 
should think very carefully about its impact. In today’s financial markets, it can be a very straightforward 
risk to manage.   
 
In other work we have laid out what we think is a straightforward and comprehensive framework for 
evaluating currency risk, along with the considerations for whether, and how much to hedge. However, 
we note the increased comfort that investors, and the industry more broadly, now have with these issues. 
It’s time to go deeper.  
 
In this paper we delve into a particular aspect of the way in which risk drops as the hedge ratio changes. 
It turns out that, depending on the investor’s assumptions, the risk reduction is more notable for the 
initial stages of a hedging program.  
 
This, we believe, may offer a useful insight for those that use an unhedged international benchmark. It 
may be possible to better manage the trade off between tracking error and risk reduction. We hope it’s 
useful.   
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Glossary  
 
Basis Point: one basis point equals 1/100 of a percentage point. 
 
Carry: the cost or benefit from holding an asset or following a particular investment strategy.  
 
Correlation: the statistical relationship between two variables, indicating to what extent they tend to be 
away from their means at the same time.  
 
Currency Hedging: in finance, a hedged investment uses financial instruments to reduce or eliminate 
the risk from currency fluctuations, aiming for more stable returns by locking in an exchange 
rate. Hedging protects against potential currency losses but also sacrifices potential currency gains, 
while unhedged investments expose investors to both currency risks and opportunities.  
 
Diversification: refers to the dispersal of investments across asset types, geographies and so on with the 
aim of reducing risk or boosting risk-adjusted returns 
 
Leverage: attempts to boost gains when investing through the use of borrowing to purchase assets. 
 
Tracking Error: is an unwanted deviation between, for example, an index fund and a portfolio. 
 
Volatility: is the degree of variation of a trading-price series over time. It can be used as a measure of an 
asset's risk. 
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Important information – EMEA, APAC & LATAM 

DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they do business. The DWS legal entities offering products or 
services are specified in the relevant documentation. DWS, through DWS Group GmbH & Co. KGaA, its affiliated companies and its officers and employees 
(collectively “DWS”) are communicating this document in good faith and on the following basis. 
 
This document is for information/discussion purposes only and does not constitute an offer, recommendation or solicitation to conclude a transaction 
and should not be treated as investment advice. 
 
This document is intended to be a marketing communication, not a financial analysis. Accordingly, it may not comply with legal obligations requiring the 
impartiality of financial analysis or prohibiting trading prior to the publication of a financial analysis. 
 
This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, projections, 
opinions, models and hypothetical performance analysis. No representation or warranty is made by DWS as to the reasonableness or completeness of 
such forward looking statements. Past performance is no guarantee of future results. 
 
The information contained in this document is obtained from sources believed to be reliable. DWS does not guarantee the accuracy, completeness or 
fairness of such information. All third-party data is copyrighted by and proprietary to the provider. DWS has no obligation to update, modify or amend 
this document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, projection, forecast or estimate set forth 
herein, changes or subsequently becomes inaccurate. 
 
Investments are subject to various risks. Detailed information on risks is contained in the relevant offering documents. 
 
No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve a number of assumptions 
which may not prove valid. 
 
DWS does not give taxation or legal advice.  
 
This document may not be reproduced or circulated without DWS’s written authority.  
 
This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, 
state, country or other jurisdiction, including the United States, where such distribution, publication, availability or use would be contrary to law or regu-
lation or which would subject DWS to any registration or licensing requirement within such jurisdiction not currently met within such jurisdiction. Persons 
into whose possession this document may come are required to inform themselves of, and to observe, such restrictions. 
 
For institutional / professional investors in Taiwan: 
This document is distributed to professional investors only and not others. Investing involves risk. The value of an investment and the income from it will 
fluctuate and investors may not get back the principal invested. Past performance is not indicative of future performance. This is a marketing communi-
cation. It is for informational purposes only. This document does not constitute investment advice or a recommendation to buy, sell or hold any security 
and shall not be deemed an offer to sell or a solicitation of an offer to buy any security. The views and opinions expressed herein, which are subject to 
change without notice, are those of the issuer or its affiliated companies at the time of publication. Certain data used are derived from various sources 
believed to be reliable, but the accuracy or completeness of the data is not guaranteed, and no liability is assumed for any direct or consequential losses 
arising from their use. The duplication, publication, extraction or transmission of the contents, irrespective of the form, is not permitted. 
 
© 2025 DWS Investment GmbH 
 
Issued in the UK by DWS Investments UK Limited which is authorized and regulated in the UK by the Financial Conduct Authority. 
© 2025 DWS Investments UK Limited 
 
In Hong Kong, this document is issued by DWS Investments Hong Kong Limited. The content of this document has not been reviewed by the Securities 
and Futures Commission. 
© 2025 DWS Investments Hong Kong Limited 
 
In Singapore, this document is issued by DWS Investments Singapore Limited. The content of this document has not been reviewed by the Monetary 
Authority of Singapore. 
© 2025 DWS Investments Singapore Limited 
 
In Australia, this document is issued by DWS Investments Australia Limited (ABN: 52 074 599 401) (AFSL 499640). The content of this document has not 
been reviewed by the Australian Securities and Investments Commission. 
© 2025 DWS Investments Australia Limited 

as of 10/25/25 107612_1.0 (10/2025) 
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Important information – North America 

The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries, such as DWS Distributors, Inc., which offers investment products, or 
DWS Investment Management Americas Inc. and RREEF America L.L.C., which offer advisory services. Diversification neither assures a profit not guaran-
tees against loss.  
 
This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor. Before making an 
investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the investments and strategies described 
or provided by DWS, are appropriate, in light of their particular investment needs, objectives and financial circumstances. Furthermore, this document is 
for information/discussion purposes only and does not and is not intended to constitute an offer, recommendation or solicitation to conclude a transaction 
or the basis for any contract to purchase or sell any security, or other instrument, or for DWS to enter into or arrange any type of transaction as a conse-
quence of any information contained herein and should not be treated as giving investment advice. DWS, including its subsidiaries and affiliates, does not 
provide legal, tax or accounting advice. This communication was prepared solely in connection with the promotion or marketing, to the extent permitted 
by applicable law, of the transaction or matter addressed herein, and was not intended or written to be used, and cannot be relied upon, by any taxpayer 
for the purposes of avoiding any U.S. federal tax penalties. The recipient of this communication should seek advice from an independent tax advisor 
regarding any tax matters addressed herein based on its particular circumstances. Investments with DWS are not guaranteed, unless specified. Although 
information in this document has been obtained from sources believed to be reliable, we do not guarantee its accuracy, completeness or fairness, and it 
should not be relied upon as such. All opinions and estimates herein, including forecast returns, reflect our judgment on the date of this report, are subject 
to change without notice and involve a number of assumptions which may not prove valid. 
 
Investments are subject to various risks, including market fluctuations, regulatory change, counterparty risk, possible delays in repayment and loss of 
income and principal invested. The value of investments can fall as well as rise and you may not recover the amount originally invested at any point in 
time. Furthermore, substantial fluctuations of the value of the investment are possible even over short periods of time. Further, investment in international 
markets can be affected by a host of factors, including political or social conditions, diplomatic relations, limitations or removal of funds or assets or 
imposition of (or change in) exchange control or tax regulations in such markets. Additionally, investments denominated in an alternative currency will 
be subject to currency risk, changes in exchange rates which may have an adverse effect on the value, price or income of the investment. This document 
does not identify all the risks (direct and indirect) or other considerations which might be material to you when entering into a transaction. The terms of 
an investment may be exclusively subject to the detailed provisions, including risk considerations, contained in the Offering Documents. When making an 
investment decision, you should rely on the final documentation relating to the investment and not the summary contained in this document. 
 
This publication contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, projections, 
opinions, models and hypothetical performance analysis. The forward-looking statements expressed constitute the author’s judgment as of the date of 
this material. Forward looking statements involve significant elements of subjective judgments and analyses and changes thereto and/or consideration of 
different or additional factors could have a material impact on the results indicated. Therefore, actual results may vary, perhaps materially, from the 
results contained herein. No representation or warranty is made by DWS as to the reasonableness or completeness of such forward looking statements 
or to any other financial information contained herein. We assume no responsibility to advise the recipients of this document with regard to changes in 
our views. 
 
No assurance can be given that any investment described herein would yield favorable investment results or that the investment objectives will be 
achieved. Any securities or financial instruments presented herein are not insured by the Federal Deposit Insurance Corporation (“FDIC”) unless specifi-
cally noted and are not guaranteed by or obligations of DWS or its affiliates. We or our affiliates or persons associated with us may act upon or use material 
in this report prior to publication. DB may engage in transactions in a manner inconsistent with the views discussed herein. Opinions expressed herein 
may differ from the opinions expressed by departments or other divisions or affiliates of DWS. This document may not be reproduced or circulated without 
our written authority. The manner of circulation and distribution of this document may be restricted by law or regulation in certain countries. This docu-
ment is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, state, country 
or other jurisdiction, including the United States, where such distribution, publication, availability or use would be contrary to law or regulation or which 
would subject DWS to any registration or licensing requirement within such jurisdiction not currently met within such jurisdiction. Persons into whose 
possession this document may come are required to inform themselves of, and to observe, such restrictions. Past performance is no guarantee of future 
results; nothing contained herein shall constitute any representation or warranty as to future performance. Further information is available upon inves-
tor’s request. All third-party data (such as MSCI, S&P & Bloomberg) are copyrighted by and proprietary to the provider. 
 
For Investors in Canada: No securities commission or similar authority in Canada has reviewed or in any way passed upon this document or the merits of 
the securities described herein and any representation to the contrary is an offence. This document is intended for discussion purposes only and does not 
create any legally binding obligations on the part of DWS Group. Without limitation, this document does not constitute an offer, an invitation to offer or a 
recommendation to enter into any transaction. When making an investment decision, you should rely solely on the final documentation relating to the 
transaction you are considering, and not the information contained herein. DWS Group is not acting as your financial adviser or in any other fiduciary 
capacity with respect to any transaction presented to you. Any transaction(s) or products(s) mentioned herein may not be appropriate for all investors 
and before entering into any transaction you should take steps to ensure that you fully understand such transaction(s) and have made an independent 
assessment of the appropriateness of the transaction(s) in the light of your own objectives and circumstances, including the possible risks and benefits of 
entering into such transaction. You should also consider seeking advice from your own advisers in making this assessment. If you decide to enter into a 
transaction with DWS Group, you do so in reliance on your own judgment. The information contained in this document is based on material we believe to 
be reliable; however, we do not represent that it is accurate, current, complete, or error free. Assumptions, estimates and opinions contained in this 
document constitute our judgment as of the date of the document and are subject to change without notice. Any projections are based on a number of 
assumptions as to market conditions and there can be no guarantee that any projected results will be achieved. Past performance is not a guarantee of 
future results. The distribution of this document and availability of these products and services in certain jurisdictions may be restricted by law. You may 
not distribute this document, in whole or in part, without our express written permission. 
 
For investors in Bermuda: This is not an offering of securities or interests in any product. Such securities may be offered or sold in Bermuda only in 
compliance with the provisions of the Investment Business Act of 2003 of Bermuda which regulates the sale of securities in Bermuda. Additionally, non-
Bermudian persons (including companies) may not carry on or engage in any trade or business in Bermuda unless such persons are permitted to do so 
under applicable Bermuda legislation. 
 
© 2025 DWS Investment GmbH, Mainzer Landstraße 11-17, 60329 Frankfurt am Main, Germany.  
All rights reserved. 

as of 10/25/25 107612_1.0 (10/2025) 


