
The Hedging Cost of Forgetting 
the Exchange Rate
Beatriz de la Flor, Javier Ojea-Ferreiro, and Eva Ferreira

KEY FINDINGS

n Explicitly managing currency exposure in international gold–equity portfolios cuts weekly
tail losses by roughly one-third, worth USD 10–16 million per distress week for a USD
1 billion portfolio.

n During equity crashes, an explicit exchange rate position lowers conditional and systemic
risk by 196–355 basis points, worth USD 20–35 million per distress week.

n Assuming symmetric, Gaussian dependence understates tail risk by up to 100 bps in ES
and 250 bps in CoES, implying USD 10–25 million less capital than regulators require.

ABSTRACT

Gold has long been the default hedge in international equity portfolios, yet its effectiveness 
depends critically on a dimension that is routinely overlooked: exchange rate dynamics. 
This article quantifies the cost of ignoring it. Using 20 years of weekly data across Europe, 
Japan, Brazil, and the United Kingdom, the authors construct minimum expected shortfall 
portfolios for both US and non-US investors. They find that explicitly incorporating exchange 
rate exposure reduces expected shortfall by 107–162 basis points (bps) relative to a gold-
only strategy, cutting weekly tail losses by roughly one-third. For a USD 1 billion international 
portfolio, this translates into implied weekly capital savings that comfortably exceed the cost 
of a standard currency overlay program. Conditional and systemic risk measures fall by an 
additional 196–355 basis points during stress episodes, equivalent to USD 20–35 million in 
additional unhedged tail losses per distress week. Misspecifying the dependence structure 
by assuming Gaussian co-movements further understates tail risk by up to 250 basis points. 
For institutional investors, the main message is that currency exposure should be treated 
as a primary hedging instrument, implementable via FX forward overlays at a fraction of the 
risk reduction it delivers.
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