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Optimal Passive Currency Holdings:
Equilibrium Currency Hedging Revisited

By lan Cooper

International investors can use foreign currency holdings to hedge the
currency exposure of their risky asset holdings, to hedge their exposure
to inflation, to speculate on currency movements, or to hold foreign
currency as an asset based on its risk-return characteristics. The
optimal choice depends on exchange rate expectations and investor
preferences, both of which are unobservable. In order to get around this
difficulty, Fischer Black proposed that the exchange rate expectations
used to select the optimal currency policy should be consistent with
equilibrium. From this he derived a result about the optimal amount of
currency hedging, which he called the universal hedge ratio. Other
authors have pointed out that his result requires several very strong
assumptions, including all investors having the same risk aversion,
equity portfolios, and wealth.

Despite these objections, assuming equilibrium expected returns is a
powerful tool in estimating optimal currency positions for portfolios. The
purpose of this paper is to use Black’s basic approach, but incorporate
more realistic assumptions. In particular | derive the optimal currency
portfolios for investors that differ in risk aversion, equity portfolios, and
wealth, but have equilibrium currency beliefs. The resulting currency
portfolios can be estimated from observable parameters. | do this for a
typical US investor. The optimal currency holding for a typical US
investor is to hold long positions in foreign currencies. This policy differs
significantly from other frequently advocated currency strategies. It may
be viewed as a passive benchmark against which other currency
strategies could be evaluated.




