
I recently attended a very 

interesting meeting that dealt 
with the topic of hedging for-
eign exchange for pension 
funds. 

The question being consid-
ered was whether pension 
plans should hedge their for-
eign exposure and if so, how. 
As you can imagine, there 
are many perspectives about 
these issues and on the sur-
face, they seem logical. 

First, some background on 
why the issue exists altogeth-
er. Back when pension plans 
where still young and in their 
accumulation phase (the 
1950-1970s), Canadian pen-
sion plans were restricted to 
a maximum of 10% foreign 
exposure. Most plans held 
far less than that, averaging 
closer to 5%. Almost all of 
this exposure was in US eq-
uities. Since this is a 19:1 
ratio Canadian to US assets, 
foreign exchange volatility 
was simply too small to worry 
about. It’s also worth noting 
that the CAD/USD exchange  

rate was relatively stable (at 
near parity) for much of this 
period.  

Two big events affected 
the perspective on foreign 
exchange (FX) hedging.  

The first was the gradual 
change to the foreign proper-
ty rule for pension plans. In 
several stages, the maximum 
foreign limit was raised from 
10% to 30% and abolished 
altogether in 2005. The pro-

cess took near-
ly three dec-
ades, driven by 
the desire to 
better diversify 
and lower risk. 

The second event was the 
deterioration of CAD/USD FX 
rate from 1976 to 2002. Ca-
nadian pension plans that 
held unhedged foreign as-
sets benefited as the $CAD 
deteriorated. This gave peo-
ple the illusion foreign assets 
produce higher returns than 
domestic assets, prompting 
additional flows towards for-

eign investments. 

Theoretically at least, 
hedging foreign exchange 
makes sense, especially for 
volatile currencies. Histori-
cally we know certain curren-
cies exhibit multi-year uni-
directional trends. It should 
be pretty easy to capitalize 
on this well known fact and 
enhance returns for plans 
that hedge selectively. 

Critics claim long-life as-
sets, such as pension plans 
that operate for many dec-
ades, will achieve gains from 
hedging in one period that 
are completely reversed in 
the next. Thus, the cost and 
effort to hedge isn’t worth-
while. They also point out 
that few firms (if any) have 
shown any consistency with 
their FX activities in most of 
the major currencies. 

Next comes a tricky ques-
tion; when investing in for-
eign equities, are the firms 
you invested in hedging cur-
rency themselves (con’t pg. 2)    
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Inside this issue: 

Every year, I have the pleasure of teaching a 3rd year undergrad investment course at the 

Schulich School of Business. Students form 4-person teams and get $1 million dollars to cre-
ate an investment portfolio. Over the ensuing 10 weeks, each team tries to maximize returns 
while managing risk. Students can buy stocks or ETFs from New York, Toronto, London and 
Hong Kong. Teams can leverage up to 100%. Each position can be either Long or Short, 
thus allowing students to mimic either traditional mutual fund or hedge fund strategies. 

Students get very serious about this ‘game’ and it’s no wonder since part of the students’ 
grade is determined by the final rankings. I ask each group to create a unique team name. 
Teams this year included Night Stocker, Buck Dynasty, Reel Returns, BullsEye (con’t  pg. 2)
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My Fundraising Results: 

To all my wonderful sup-

porters — I have raised 

$4,300 for Alzheimer’s 

research.  Still a few days 

left for those who wish to donate. 

Over the past 5 years, I have raised 

over $30,000, my hockey team has 

raised over $400,000, and the event 

has raised in excess of $10 million.  

Alzheimer’s was virtually unheard of 

20 years ago.  Now we know its 

devastating impact. Thanks for your 

continued and unwavering support. 

ASI — What we do: 

Alternativ Solution Inc. (ASI) offers 

advice on capital market issues for 

institutional clients on an assortment 

of topics ranging from strategy, risk 

management, asset allocation, manag-

er selection and manager review. 

The firm also provides advice and/or 

educational services to Boards.   

ASI is focused on the asset and 

liability side of the retirement ques-

tion. Our main objective is to help 

retirement plans achieve their goals.  

Our expertise covers traditional 

active vs. passive and alternative 

assets. 

Mr. Klar is also a faculty member at 

the Schulich School of Business and 

an advisor to York University’s $1.8 

billion pension plan. 

....Cheers, GMK 

http://my.e2rm.com/PersonalPage.aspx?registrationID=2242545&langPref=en-CA


ferent mandates and incentive sys-
tems. The goals of a pension plan 
is a combination of (i) ensuring fu-
ture liabilities can be discharged by 
existing assets, (ii) maximizing re-
turns without putting the plan in 
jeopardy and (iii) optimizing risk 
levels to achieve items (i) and (ii). 

These objectives are vastly different 
from those in the corporate world. 

As a result, when you talk to pen-
sion executives, they view hedging 
activities mainly from a Balance 
Sheet perspective rather than an In-
come Statement perspective. 

And it is not clear which perspec-
tive is right. No doubt, the debate on 
this topic is quite fascinating. 

Conclusions: 

Wouldn’t it be wonderful if we had 
clear evidence-based metrics that 
indicate whether there actually was a 
‘best way’ to proceed on hedging. 
Considerable research is available 
but it gives us conflicting guidance. 

Foreign exchange hedging is one 
of the most complex issues Canadian 
pension plans face these days. It is 
more daunting now because pension 
plans are increasing their exposure to 
a variety of long-term non-liquid for-
eign investments such as private eq-
uity and infrastructure. To sum it up; 
there are many questions, few clear 
answers and many people with an 
array of strongly-held beliefs.        

for their corporate needs? If yes, 
does this mean a pension’s hedg-
ing activities are unintentionally 
doubling the FX exposure or com-
pletely negating it? 

Another question that should be 
addressed is whether hedging is 
being done to (i) increase fund re-
turns, or (ii) to lower return volatility. 
These days, most Canadian pen-
sion plans have sizable exposures 
to foreign investments, a sizable 
amount in $USD.  So it stands to 
reason that hedging CAD-USD 
would be contemplated first. But 
empirical evidence shows that doing 
so actually increases the plan’s re-
turn volatility (which is probably not 
what a pension plan wants to do). 

Even when hedging is deemed as 
worthwhile, additional complex 
questions arise. Which currencies 
should be hedged? Can they be 
hedged at a reasonable cost? What 
level of hedging is appropriate? Is a 
static level of 25%, 50%, 75% or 
100% right? Or should hedging be 
done tactically within a set range? 
Who should decide on these tactical 
swings? Should it be pension exec-
utives, trustees or outside consult-
ants? What about being pro-active 
with professional FX money manag-
ers? Can they add value? The an-
swers are rarely clear. 

Maybe we can get some insight to 
some of these questions by examin-
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Investmentalists and WACC-Attack. BullsEye finished the competition in last place with a loss of 3.9% while WACC-
Attack (WACC stands for ‘weighted average cost of capital’) finished first with a +4.8% return. On the last day of the term, 
every team makes a presentation to their classmates revealing their strategies, approach and findings. This year, a size-
able number of students felt they had developed sufficient skills to beat equity markets consistently. 

After reading the 1st place teams’ submission, holdings list and trade list, I suddenly realized WACC-Attack held 65% of 
their portfolio in cash throughout the game. This makes the +4.8% return nothing short of amazing. The team used 3 dif-
ferent strategies in sequence; a value approach, a growth strategy and then a risk mitigation strategy. In total, they 
bought and sold 28 securities. Obviously, I was very curious to unearth how they had achieved such a stellar result. My 
sleuthing proved worthwhile. Buried deep in an appendix (in very tiny font) was a list that showed the profit or loss on 

every trade. One security, LJPC (Nasdaq), netted the team +96.7% on a $100,000 investment (or $96,700). 

Since WACC’s 10-week overall return was 4.8% (portfolio value $1,048,000), this implies all other trades collectively 
lost $48,700. Further analysis showed that WACC had 17 profitable trades and lost on 11, with losers costing more than 
winners. So what can we learn from this? Even when managers appear very successful, it’s critical to uncover WHY per-
formance is so great. In this case, it was pure blind luck attributed to a single holding. This is not sustainable. What’s re-
ally fascinating is how difficult it was to uncover this simple fact. And guess what, this happens in real life too.   

ing what is being done about FX hedging 
in the corporate world. 

As profit seeking organizations, most 
corporations wish to limit their exposure 
to anything that might negatively impact 
their current and long-term earnings po-
tential. This means carefully examining 
risk exposures that affect the upcoming 
fiscal earnings (or next year’s). This is 
especially true for those firms that pro-
vide investors with annual dividends.  No 
executive wants to cut dividends and 
cause a slide to their equity price.  

Thus, by necessity, most firms put con-
siderable attention on the Income State-
ment (Statement of Comprehensive In-
come) and less attention to the Balance 
Sheet (Statement of Financial Position). 
This is done for two reasons; first the 
overall compensation system is tilted to 
shorter-term earnings management, and 
second, the cost of hedging long-term 
assets can be very costly or challenging. 

 So are corporations good role models 
for pension plans? Should pensions learn 
from and act the way corporations do? 

Again, we’ve arrived at a complex 
question. Pension plans have vastly dif-
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