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In recent years, investments in international financial securities have grown significantly 
among individual and institutional investors.  Broadening portfolios beyond domestic 
borders may help investors achieve greater diversification.  Although the rapid growth in 
international investments reflects the benefits of geographic diversification, currency risk 
can counteract some of these advantages.  Since foreign exchange rates can have a 
significant impact on returns, investors may be interested in hedging this risk where 
possible and appropriate.  

What is Currency Hedging? 

From the perspective of a Canadian investor with exposure to assets denominated in 
U.S. dollars, fluctuations in the price of the Canadian dollar relative to the U.S. dollar can 
affect the value of the portfolio by introducing exchange rate risk.  When the Canadian 
dollar appreciates relative to foreign currency, it results in a lower valuation of foreign 
investments as measured in Canadian dollars.  Conversely, when the Canadian dollar 
depreciates relative to foreign currency, it results in a higher valuation of investments as 
measured in Canadian dollars.  In order to mitigate the volatility that these fluctuations 
may have on a portfolio, investors can take positions in currency derivatives contracts 
that may partially offset the fluctuations of the exchange rate.  

Currency-hedged indices are designed to measure a combination of the performance of 
an underlying index and that of currency forward contracts used to hedge relevant 
exchange rate risk.  For Canadian investors seeking to hedge currency risk, a hedged 
version of a U.S. index, such as the S&P 500®, should come close to the performance of 
the index available to U.S. investors.  However, its returns will never precisely match the 
U.S. dollar index because currency returns are not fully offset by hedge returns, due to 
rolling of the currency derivatives that make up the hedge.  While resetting the hedge 
more often may reduce this tracking error, it may also introduce higher costs.  There will 
also be a mismatch in returns due to the cost of the hedge itself, which may be positive or 
negative depending on whether the exchange rate in question is trading at a forward 
premium or discount.  

Factors Affecting Currency Fluctuations 

In order to understand the factors affecting the Canadian dollar, it is important to examine 
Canada’s resource-based economy.  Exported goods account for about 30% of the 
nation’s GDP, and 53% of these exports are related to natural resources like energy, 
metals, minerals and timber.  Furthermore, natural resources directly and indirectly 
contribute to almost one-fifth of Canada’s nominal GDP and 1.8 million jobs.1  Combined, 
extractive industries like energy and materials account for a large part of the economy as 
well.  The Canadian stock market, as measured by the S&P/TSX Composite, is more 

1Data Source: Statistics Canada. 
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concentrated in the financials, energy and materials sectors than other major 
benchmarks, like the S&P 500 and the S&P Global BMI.  As of Nov. 28, 2014, the 
Canadian energy sector’s stock market representation exceeded that of the other 
benchmarks by about 15% (see Exhibit 1).  Because of the concentration in natural 
resources, the Canadian dollar has historically been correlated with global commodities.  
When commodity prices are high, resource-based sectors like energy and materials are 
more lucrative, putting upward pressure on the price of the Canadian dollar relative to 
other currencies.  

Exhibit 1: Sector Allocation in S&P/TSX Composite and Benchmark Indices 

 
Source: S&P Dow Jones Indices LLC.  Data as of Nov. 28, 2014.  Charts and tables are provided for illustrative 
purposes. 

Using the S&P GSCI as a proxy for the global commodities market, the fluctuations in the 
Canadian and U.S. dollar cross rates and commodity prices are positively correlated, 
sometimes strongly (see Exhibit 2).  During the second half of 2008, the S&P GSCI 
plummeted amid plunging commodity prices.  Consequently, the exchange rate between 
Canada and the U.S. followed the same pattern.  The Canadian dollar fell almost 20% 
versus the U.S. dollar during this period.   

Exhibit 2: Rolling 36-Month Correlation Between CAD/USD and the S&P GSCI

 
Source: S&P Dow Jones Indices LLC and Bloomberg.  Data from Nov. 30, 2004, to Nov. 28, 2014.  Charts and 
tables are provided for illustrative purposes.  Past performance is no guarantee of future results. 
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resource based, it is relatively 
concentrated in sectors like 
energy and materials.  This 
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dollar to the commodities 
markets. 
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When Does it Make Sense To Hedge?  

While currency movements can affect a portfolio, sometimes those fluctuations can be 
beneficial to investors.  In such cases, currency hedging would actually forego any profits 
that could be obtained from favorable movements in the exchange rate.  So when does it 
actually make sense to hedge?  It is important for investors to assess several factors 
when deciding whether or not to hedge currency (see Exhibit 3). 

• Investor Outlook: If an investor believes that a foreign currency will appreciate 
relative to the Canadian dollar, than investing in unhedged securities is probably 
more suitable.  In this case, if the outlook proved to be correct, the investor would 
receive both the returns on the underlying security and the gains on the currency.  
Alternatively, if an investor believes that foreign currency will depreciate relative 
to the Canadian dollar, then currency hedging may be a viable solution to 
mitigate losses. 

• Time Horizon: In the short run, currencies are more prone to diverging from 
equilibrium than over the long term.  Given the higher currency volatility over 
shorter or medium horizons, hedging may help to eliminate noise from constant 
changes.  Hedging currency may allow investors to attain their goals if they value 
stability and are seeking to reduce short-term downside risk. 

• Cost: Currency forwards that are especially liquid, like the U.S. dollar, are 
relatively inexpensive to hedge.  However, for underlying currencies that are less 
liquid, such as those for emerging markets, hedging foreign exchange exposure 
may become more costly and less efficient.  These higher costs can potentially 
diminish returns over time.  The costs associated with hedging currency may 
include bid/ask spreads, carrying costs, and margin.  Investors should evaluate 
whether the cost of a hedge outweighs the currency’s potential downside risk. 

• Potential Cash Flow Mismatches: Hedge positions may produce cash flows 
independent of the assets being hedged.  While the change in value of hedged 
assets attributable to exchange rates should approximately offset the change in 
the value of the hedge itself, the hedge position may create interim negative (or 
positive) cash flows as currency derivatives positions are rolled forward.  The 
situation becomes somewhat more risky for portfolios holding illiquid hedged 
assets.  In such a case, a losing hedge position will produce negative cash flows 
that may not be immediately recoverable in terms of realizable value of the 
hedged assets. 

Exhibit 3: Key Considerations for Currency Hedging 

Factors Investor May Want to 
Consider Hedging 

Investor May Not Want 
to Consider Hedging 

Outlook that Canadian dollar will depreciate relative to 
foreign currency     
Outlook that Canadian dollar will appreciate relative to 
foreign currency    
Goal to reduce currency volatility in short- or medium-
term investment horizon    

High cost of currency hedge    
Highly liquid hedged assets    

Source: S&P Dow Jones Indices LLC.  Charts and tables are provided for illustrative purposes. 

 

It is important for investors to 
assess several factors, such 
as their outlook, time horizon, 
investment costs and potential 
cash flow mismatches, when 
deciding whether or not to 
hedge currency. 

 3 



To Hedge or Not To Hedge: Foreign Currency Exposure in Canada December 2014 
 

Hedging Using Currency ETFs  

By examining the index performance of the Canadian hedged and unhedged versions of 
the S&P 500 over time, it becomes evident that the fluctuations in the currency exchange 
rate significantly affect the total return of the index.  When the value of the Canadian 
dollar rises relative to the U.S. dollar, as it did from February 2009 to April 2011, the S&P 
500 (CAD) underperformed the S&P 500 CAD Hedged by 43%.  Conversely, in periods 
when the Canadian dollar depreciated relative to the U.S. dollar, the unhedged version of 
the index did better by mitigating losses (from November 2007 to February 2009), or by 
attaining additional gains (from April 2011 to October 2014) (see Exhibits 4 and 5).  In all 
of these instances, the exchange rate differential usually accounted for the difference 
between the returns in the Canadian hedged and unhedged indices.  

Exhibit 4: Index Performance Against CAD/USD Exchange Rate 

 
Source: S&P Dow Jones Indices LLC.  Data from Nov. 30, 2004, to Nov. 28, 2014.  Charts and tables are 
provided for illustrative purposes.  Past performance is no guarantee of future results. 

Exhibit 5: Index Comparison During Up and Down Cycles 
Returns During  
Up and Down Cycles 

S&P 500 
(CAD)(TR) (%) 

S&P 500 CAD Hedged 
(TR) (%) 

S&P 500 (TR) 
(%) 

CAD/USD 
Rate (%) 

November 2004-October 2007 11.2 35.0 39.3 25.9 

October 2007-February 2009 -34.5 -52.8 -50.9 -26.1 

February 2009-April 2011 45.0 88.4 94.0 35.0 

April 2011-October 2014 89.6 60.9 59.6 -16.1 
Source: S&P Dow Jones Indices LLC.  Data from Nov. 30, 2004, to Nov. 28, 2014.  Charts and tables are 
provided for illustrative purposes.  Past performance is no guarantee of future results. 

It has been noted that a weakening foreign currency can diminish positive returns or 
amplify negative returns.  Such was the case for Canadian investors with U.S. dollar 
exposure during the financial crisis.  Due to the depreciation of the U.S. dollar, Canadians 
who had invested in the S&P 500 from September 2002 to the trough of the financial 
crisis in February 2009 experienced cumulative returns of -18% (before dividends) in 
Canadian dollar terms, compared with returns of 2% for the S&P 500 in U.S. dollar terms.  
This 20% drawdown for Canadian investors may have been mitigated by using currency-
hedged ETFs.  

Currency-hedged ETFs have become a popular instrument for investors who seek U.S. 
equity exposure with less of the associated exchange rate risk.  But for those looking to 
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accept both equity and currency risk, several ETFs are also offered.  Depending on their 
outlooks and goals, investors may consider several ETFs listed on the TSX that track 
hedged or unhedged versions of the S&P 500 (see Exhibit 6).   

Exhibit 6: Canadian-Listed ETFs Tracking the S&P 500  
ETF Name Ticker Type 

BetaPro S&P 500 ETF HSX CN Hedged 

BMO S&P 500 Hedged to CAD Index ETF ZUE CN Hedged 

iShares CDN S&P 500 Index Fund XSP CN Hedged 

Vanguard S&P 500 Index ETF CAD-Hedged VSP CN Hedged 

BMO S&P 500 ETF ZSP CN Unhedged 

iShares S&P 500 Index ETF XUS CN Unhedged 

Vanguard S&P 500 Index ETF VFV CN Unhedged 
Source: S&P Dow Jones Indices LLC.  Charts and tables are provided for illustrative purposes only.  While we 
have tried to include all ETFs currently linked to this selection of indices, we do not guarantee the completeness 
of such list.  S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any product linked to 
our indices. 

Conclusion 

Currency movements can add or detract significant value within geographically diverse 
equity portfolios.  Investors who have strong views on exchange rates can choose to 
accept currency risk or to hedge it out from overall risk.  Because of their investor-friendly 
features, ETFs investing in foreign equities are convenient vehicles that may allow 
investors to accept or hedge the risk associated with curreny fluctuations. 

Like What You Read? Sign up to receive updates on a broad range of index-related 
topics and complimentary events. 

Investors who have strong 
views on exchange rates can 
choose to accept currency risk 
or to hedge it out from overall 
risk. 
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GENERAL DISCLAIMER  
© 2014 by S&P Dow Jones Indices LLC, a part of McGraw Hill Financial, Inc. All rights reserved. Standard & Poor’s® and 
S&P® are registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”), a subsidiary of McGraw Hill Financial. 
Dow Jones® is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). Trademarks have been licensed 
to S&P Dow Jones Indices LLC. Redistribution, reproduction and/or photocopying in whole or in part are prohibited without 
written permission. This document does not constitute an offer of services in jurisdictions where S&P Dow Jones Indices LLC, 
Dow Jones, S&P or their respective affiliates (collectively “S&P Dow Jones Indices”) do not have the necessary licenses. All 
information provided by S&P Dow Jones Indices is impersonal and not tailored to the needs of any person, entity or group of 
persons. S&P Dow Jones Indices receives compensation in connection with licensing its indices to third parties. Past 
performance of an index is not a guarantee of future results. 

It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through 
investable instruments based on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any 
investment fund or other investment vehicle that is offered by third parties and that seeks to provide an investment return 
based on the performance of any index. S&P Dow Jones Indices makes no assurance that investment products based on the 
index will accurately track index performance or provide positive investment returns. S&P Dow Jones Indices LLC is not an 
investment advisor, and S&P Dow Jones Indices makes no representation regarding the advisability of investing in any such 
investment fund or other investment vehicle. A decision to invest in any such investment fund or other investment vehicle 
should not be made in reliance on any of the statements set forth in this document. Prospective investors are advised to make 
an investment in any such fund or other vehicle only after carefully considering the risks associated with investing in such 
funds, as detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of the 
investment fund or other vehicle. Inclusion of a security within an index is not a recommendation by S&P Dow Jones Indices to 
buy, sell, or hold such security, nor is it considered to be investment advice.  

These materials have been prepared solely for informational purposes based upon information generally available to the public 
and from sources believed to be reliable. No content contained in these materials (including index data, ratings, credit-related 
analyses and data, research, valuations, model, software or other application or output therefrom) or any part thereof 
(Content) may be modified, reverse-engineered, reproduced or distributed in any form or by any means, or stored in a 
database or retrieval system, without the prior written permission of S&P Dow Jones Indices. The Content shall not be used for 
any unlawful or unauthorized purposes. S&P Dow Jones Indices and its third-party data providers and licensors (collectively 
“S&P Dow Jones Indices Parties”) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P 
Dow Jones Indices Parties are not responsible for any errors or omissions, regardless of the cause, for the results obtained 
from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. S&P DOW JONES INDICES PARTIES 
DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES 
OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE 
ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT 
WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Dow Jones Indices 
Parties be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential 
damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs) 
in connection with any use of the Content even if advised of the possibility of such damages. 

S&P Dow Jones Indices keeps certain activities of its business units separate from each other in order to preserve the 
independence and objectivity of their respective activities. As a result, certain business units of S&P Dow Jones Indices may 
have information that is not available to other business units. S&P Dow Jones Indices has established policies and procedures 
to maintain the confidentiality of certain non-public information received in connection with each analytical process. 

In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers 
of securities, investment advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, 
and accordingly may receive fees or other economic benefits from those organizations, including organizations whose 
securities or services they may recommend, rate, include in model portfolios, evaluate or otherwise address. 

S&P acquired the GSCI from Goldman Sachs on February 2, 2007 and it was subsequently renamed the S&P GSCI.  
Goldman Sachs began first publishing the GSCI related indices in 1991 but has calculated the historical value of the GSCI 
beginning January 2, 1970 based on actual prices from that date forward and the selection criteria, methodology and 
procedures in effect during the applicable periods of calculation (or, in the case of all calculation periods prior to 1991, based 
on the selection criteria, methodology and procedures adopted in 1991). The GSCI has been normalized to a value of 100 on 
January 2, 1970, in order to permit comparisons of the value of the GSCI to be made over time. 
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