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A New Tool in the Toolbox:  

Currency Hedging  
 

Recently, Alitis opened new trading accounts for each of the Alitis Pools with BMO Capital Markets.  These accounts are 

being used to complement and expand upon the capabilities of the Poolsõ main custodian, Qtrade Securities.  This new 

relationship with BMO will allow the Alitis Pools to have another avenue to access the stock and bond markets but, more 

importantly, it will allow Alitis to access the futures markets and the unique products available there. 

The futures market is new to Alitis and we do not want to deal with most of the products that are available.  So to keep 

things simple, effective, and applicable to the Alitis Pools, we are presently only going to trade in one type of futures 

contract ð near term Canadian Dollar futures.  The purchase of Canadian Dollar futures allows us to lock in the Canada/US 

exchange rate for three months at a time and mitigate much of the currency risk associated with any US dollar investments.  

This concept is known as currency hedging. 

So why does currency hedging matter?  The answer lies in the chart below, which shows the value of the Canadian dollar 

relative to the US dollar since 1971.  When the line is going down, the Canadian dollar is losing value and when it is rising, it 

is gaining value relative to the US dollar.  In 2002, the Canadian dollar bottomed out at about US$0.63; by late 2007 it had 

moved to around US$1.05 ð a significant gain in value!  During this time, investments in the US did very well but when these 

gains were converted back to Canadian dollars the returns did not seem so impressive.  Since 2011, there has been a 

reversal such that US investments have greatly outperformed Canadian investments when returns are converted back to 

Canadian dollars. 

US Dollars per Canadian Dollar  
Monthly average, 1971 to Present 
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Source: Federal Reserve Bank of St. Louis, https://fred.stlouisfed.org/series/EXCAUS 

https://fred.stlouisfed.org/series/EXCAUS


 

 

Look at where the Canadian dollar is now.  Just examining the historical data indicates that the Canadian dollar has been 

cheaper than it is now about 33% of the time and more expensive 67% of the time.  Now, the Canadian dollar could decline 

further and, over the short term, anything can happen.  Just look at the big drop and recovery in 2008/2009.  However, over 

a longer period it is likely that the Canadian dollar will appreciate and in this situation, US dollar investments will suffer in 

Canadian dollar terms just like they did in the 2002 to 2007 period. 

To illustrate how currency hedging can help, letõs look at an example.  Suppose you have a US$1 million investment which 

earns a return of 2% per quarter, or 8% per year.  At the end of a quarter you would still have the US$1 million investment 

plus another $20,000 in earnings.  If the exchange rate is the same as our current exchange rate (0.764) at the end of the 

quarter, you would have earned 2% in Canadian dollar terms as well.  But what happens if the Canadian dollar increased or 

decreased in value by 3 cents over the quarter, to 0.794 or to 0.734?  If the Canadian dollar increased in value to 0.794 then 

the Canadian dollar return would have been negative at -1.9%; conversely if the Canadian dollar declined to 0.734 then the 

return for the quarter, in Canadian dollars, would have increased to 6.2%. 

The Effect on Returns with Exchange Rates Unhedged  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Utilizing currency hedging via the futures market allows us to eliminate most of the risk associated with changes in the value 

of the Canadian dollar.  Suppose we purchased enough Canadian dollar futures at 0.764 to perfectly match the value of the 

US dollar holdings and 2% per quarter return.  In this case, the investment and its return would still be exposed to 

fluctuations in the exchange rate and would incur the same gains or losses described above.  However, the value of the 

futures contracts would move in the opposite direction to offset the gains or losses due to currency fluctuations.  If the 

Canadian dollar declined to 0.734, the value of the futures contract would decline as well since the contract was an 

agreement to purchase Canadian dollars 0.764 when they can actually be purchased for 0.734.  The net effect is that the gain 

on the Canadian dollar value of the investment and 2% return is precisely offset by the losses on the futures contract, which 

simply leaves the 2% gain in Canadian dollars. 
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The Effect on Returns with Exchange Rates Hedged  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

This example was simplified because the real world offers more challenges when using currency futures, such as the need to 

purchase them in increments of $100,000 Canadian dollars, the fact that there is a cost to purchase each contract and there 

is a need to roll the contracts over every 3 months.  As such, it will never be possible to perfectly hedge against changes in 

the value of the dollar, but we can get fairly close.   

The advantage to hedging currencies when managing the Alitis Pools is that we can effectively turn foreign investments into 

Canadian ones by removing most of the currency issues.  This is what we are presently doing with the Alitis Private REIT.  It 

holds a number of US dollar investments and the use of currency hedging allows the REIT to gain exposure to real estate 

without having to worry about what the dollar is going to do.  Currency hedging through the use of futures contracts is 

simply one more tool in our investment toolbox, and we look forward to introducing this concept to all the Alitis Pools in 

the future as the need arises. 

 

Kevin Kirkwood, CFA, MBA 

Chief Investment Officer 

Chief Compliance Officer 
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Disclaimers and Disclosures  

This report is provided, for informational purposes only, to customers of Alitis Investment Counsel Inc. (òAlitisó) and does not 

constitute an offer or solicitation to buy or sell any securities discussed herein to anyone in any jurisdiction where such offer or 

solicitation would be prohibited. Opinions expressed in this report should not be relied upon as investment advice.   This report does 

not take into account the investment objectives, risk tolerance, financial situation or specific needs of any particular customer of Alitis. 

Each individualõs investment objectives, risk tolerance, financial situation and specific needs should be evaluated before making any 

investment decision. 

 

The information contained in this report has been drawn from sources believed to be reliable, but is not guaranteed to be accurate or 

complete. This report may contain economic analysis and opinions, including about future economic and financial markets performance. 

These are based on certain assumptions and other factors, and are subject to inherent risks and uncertainties. The actual outcome may 

be materially different. All opinions expressed herein constitute judgements as of the date of this report and are subject to change 

without notice. Alitis assumes no duty to update any information or opinion contained in this report. This report may contain links to 

third-party websites. Alitis is not responsible for the content of any third-party website or any linked content contained in a third-party 

website. Content contained on such third-party websites is not part of this report and is not incorporated by reference into this report. 

Unless otherwise noted, the indicated rates of return are the historical annual compounded returns for the period indicated, including 

changes in security value and the reinvestment of all distributions and do not take into account income taxes payable by any security 

holder that would have reduced returns. The investments are not guaranteed; their values change frequently and past performance may 

not be repeated. 

 

Neither Alitis nor any director, officer or employee of Alitis accepts any liability whatsoever for any errors or omissions in the 

information, analysis or opinions contained in this report, nor for any direct, indirect or consequential damages or losses arising from any 

use of this report or its contents. 

 

© 2016 Alitis Investment Counsel Inc.  All rights reserved.  Unauthorized use, distribution, duplication or disclosure, in whole or in part, 

or in any form or manner, without the prior written permission of Alitis Investment Counsel Inc. is prohibited by law. 
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