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Diversification is said to be the only “free-lunch” available on financial markets. The advancement of globalisation and 

free capital flows have enabled investors to spread their investments over different geographical regions, utilizing their 

less than perfect correlations. While such exposure partially reduces portfolio risk, it introduces a new component to 

the allocation: currency risk. 
 

Currency risk, or fluctuations in foreign exchange, can contribute significantly to portfolio volatility, i.e., portfolio risk, as 

measured in the investor’s home currency, not only depends on fluctuations in foreign asset prices but also on variations 

in the associated foreign currencies. The latter is often more difficult to navigate, given the complexity of evaluating the 

risk of one currency against another. 
 

Neglecting currency risk can lead to a suboptimal use of the risk budget and ultimately to the risk-reward ratio being 

negatively impacted by undesired currency fluctuations.  
 
 
 
 
 

To mitigate the negative effects of Forex exposure, investors can adopt a variety of approaches, the simplest being a 

passive hedge, which negates the foreign currency risk almost completely. 
 

However, given the interest rate differential (IRD), the passive hedge is often the costliest approach to follow for the 

EUR-based investor. Given the cash requirements of futures and forward contracts, a static hedge tends to increase the 

liquidity risk of the portfolio. Hence, investors can be forced to sell assets under unfavourable terms (i.e., consider the 

high cash liabilities from a USD hedge (ca. 16%) during the 2022 inflation-induced market decline). Under such circums-

tances, a static hedge would have interfered with taking advantage of the USD appreciation, eliminating all the benefits 

of what is widely considered a safe-haven currency in times of crisis. 
 

Given ever-changing market conditions, the correlations between asset classes and currencies are dynamic, and the risk 

reducing characteristic of some currencies, such as the USD or JPY, varies. Given these limitations, investors often resort 

to a compromise, lying midway between a full static hedge and an unhedged investment strategy, the so-called: partial 

passive hedge. In such a setting, the optimal hedging quote depends on several factors, including: hedging costs, portfolio 

cash flows, asset liquidity, diversification effects, regulations and market expectations. Although a partial hedge could 

be a good compromise, it remains a suboptimal solution due to the variability of the above-mentioned decision factors.  
 

High costs also apply to the utilization of options, given their high upfront option premia. Furthermore, and as with any 

forward/future overlay strategy, investors require the expertise and an operational setup to efficiently implement and 

monitor such strategies, including regular hedge adjustments to the value changes in the portfolio. 
 

The golden standard is consequently a systematic dynamic strategy which provides effective protection in the event of 

currency depreciation and likewise profit-taking in the event of currency appreciation.  

THE NEW "GOLD STANDARD"?   

Machine Learning based Currency 
Management

CURRENCY OVERLAY: THE BREADTH OF POSSIBILITIES 
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The relationship between economic variables can be inherently non-linear. This is especially the case for the currency 
market, which is subject to a multitude of macroeconomic and political forces. Resorting to more simplified (often linear) 
models does not capture the complexity of interacting variables. The optimal hedging strategy is thus a quest to identify 
the appropriate methods to evaluate all the input variables as well as their interactions.   
 
Consequently, the currency overlay strategy developed by La Française Systematic AM applies state-of-the-art supervised 
machine learning methods to tackle these challenges and derive an optimal hedging exposure. The machine learning ap-
proach is combined with a component based on behavioural finance and follows a model pooling approach, highlighting 
the fact that different models produce more accurate results in different market scenarios. While the system is recalibrated 
regularly, each model is selected based on forecasting accuracy and model stability.  
 
For the calibration of the models, La Française Systematic AM’s currency overlay strategy makes extensive use of a large 
breadth of input data: macroeconomic, fundamental, cross-asset, momentum and sentiment. Hence, the training of the 
supervised machine learning algorithm does not rely solely on simple and low “signal to noise ratio” price data. At the 
same time, it demystifies the black box character of the machine learning model, as it is the quant researcher who in-
fluences the hedging characteristics of the strategy by selecting the relevant input data and by identifying the high-risk 
periods in the model’s training phase. The machine learning algorithms learn and select the appropriate settings and pa-
rameter values to identify such high-risk periods in the future. 

 
 
 
 
Figure 1 illustrates the potential performance of a dynamic hedging strategy (for a EUR investor holding a USD portfolio) 
developed by La Française Systematic AM.  The strategy offers partial protection to Forex risk during periods of USD de-
preciation and allows to participate in USD appreciations. The said strategy is designed to dynamically react to changing 
market environments and to increase USD exposure.  

HEDGING THE GREENBACK – AN EXAMPLE

SYSTEMATIC DYNAMIC HEDGING: THE OPTIMAL STRATEGY

FIGURE 1:  

Simulated performance of 

Pooled ML Currency Overlay 

Strategy 

 

Source: La Française Systematic 
Asset Management GmbH, Bloom-
berg, Own calculations; Simulated 
back calculation: 01/2017 08/2023. 
For illustration purposes only. 
Past and simulated performance 
is not a reliable indicator of future 
performance.
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INFORMATIVE DOCUMENT FOR PROFESSIONAL INVESTORS   
This commentary is provided for informational and educational purposes only. Past performance is not indicative of future performance. The opinions expressed by La 
Française Systematic AM are based on current market conditions and are subject to change without notice. These opinions may differ from those of other investment 
professionals. Published by La Française Systematic Asset Management GmbH, licensed to conduct investment business by the Federal Financial Supervisory Authority 
(BaFin, BaFin- ID: 10105549) and registered in the Commercial Register under the registration number HRB 34125. 

MACHINE LEARNING BASED CURRENCY RISK MANAGEMENT: A TAILOR-MADE SOLUTION

The currency risk management tool, or dynamic currency overlay strategy, developed by La Française Systematic AM is 
based on state-of-the-art supervised machine learning models. Despite of the manager’s systematic understanding of 
the market, the management process can be tailored to the individual portfolio characteristics, utilising the comprehensive 
view on currency exposures of all investments. Hence, the dynamic currency overlay strategy can contribute to reducing 
overall foreign exchange risk. 
 
Main risks: currency risk, capital loss risk. The investor is notified that his capital is not guaranteed and therefore might 
not be returned. 
 
Model risk: The model may not always behave as expected. Therefore, the model cannot guarantee to reduce losses in 
value. 
 
Risk associated with derivatives: The model uses derivatives. These are financial instruments whose value depends on 
the underlying asset. Minor fluctuations in the price of the underlying asset can lead to significant changes in the price of 
the derivative. 
 
 

S
ta

n
d

: 
N

o
ve

m
b

e
r 

2
0

2
3

3/3

  

DR. DENISA ČUMOVA, FRM 
 

Head of Portfolio Management & 
Quantitative Research 

 

DR. PHILIPP J. KREMER, CFA, CAIA 

 

Senior Portfolio Manager &  
Quant Researcher 

 

MAXIMILIAN MUDRA 

 

Director Sales 
Institutional Business Development 
 
Phone: +49 (0) 69 29 72 43 -802 
Mobil: +49 (0) 152 28 57 24 57  

mmudra@la-francaise.com 

La Française Systematic Asset Management GmbH 

Neue Mainzer Str. 80, 60311 Frankfurt am Main 

www.la-francaise-systematic-am.com

DO YOU HAVE ANY FURTHER QUESTIONS? - WE ARE PLEASED TO HELP YOU.


