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INSIGHT INVESTMENT
A FACTOR-BASED APPROACH
TO CURRENCY MANAGEMENT
CURRENCY SOLUTIONS CAN BE DEPLOYED FOR A BROAD RANGE OF INVESTMENT GOALS, RANGING FROM
ALPHA GENERATION STRATEGIES TO HEDGING. ALTHOUGH THESE STRATEGIES CAN BE VERY DIFFERENT,
WE UTILIZE A CONSISTENT UNDERLYING TOOLSET TO MANAGE THEM. IN THIS DOCUMENT WE OUTLINE
OUR FACTOR-BASED APPROACH TO CURRENCY MANAGEMENT.

INSIGHT’S APPROACH TO CURRENCY MANAGEMENT
At Insight, we believe that investment returns can be generated
via awareness of a number of persistent behavioral features that
occur within currency markets. By utilizing a systematic approach
to capturing these behavioral features, we seek to achieve reliable

and repeatable returns over time.
This approach can be utilized within either absolute return
strategies, which aim to generate returns above the risk-free
rate, or to help enhance the returns of hedging strategies.

Our investment process can be broken down into three key features:
Figure 1: Our investment process

1

IDENTIFY APPROPRIATE
CURRENCY PAIRS
From the liquid and diverse universe that
makes up our currency opportunity set,
we identify the most appropriate currency
pairs that capture the behavioral factors
we are targeting at a given point in time.
These could be either return seeking, or
have structural diversification benefits
relative to other factors we are targeting.
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Factor based
modelling
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RISK MANAGEMENT
AND RISK CONTROL

TAILORED PORTFOLIO
IMPLEMENTATION

From this pool of currency pairs, we create
an appropriately risk-adjusted basket of
currencies. We then scale exposures upwards
or downwards, depending on the market
environment to meet the aggregate portfolio
risk target.

We tailor solutions for our
clients in a way that satisfies
their objectives and meets
their performance and risk
targets. We back this up
by continuous monitoring
and research to enhance
our ability to capture
behavioral factors.

We cover these processes in more detail later
in this document.
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THE CURRENCY OPPORTUNITY SET
When choosing our currency universe, our focus is on both
liquidity and cost. The universe must be sufficiently broad to
capture the factors that we believe affect all currencies, but with
transactions cheap enough for us to efficiently implement trades
to capture the risk premia we target.
By analyzing the broad currency universe, it becomes clear that
there is a subset of currencies that represent the majority of
global liquidity, and as a result have the lowest total
implementation costs (see Figure 2). This subset is sufficient for
diversification and is able to reliably provide access to the factor
exposures that we require.

Emerging market currencies don’t fit our requirements
Our aim is to exploit factors, not target specific currencies and we
only need a sufficient number of currencies in the opportunity set
to allow for a robust representation of factor returns.
There are a number of emerging market currencies that may
appear to have acceptable liquidity, but which we have rejected,
as they are not as suitable as they may first appear.

In Asia, the more managed currency regimes of China, Singapore
and Hong Kong mean they do not exhibit the factors we require,
and in Mexico, liquidity in the peso is not evenly distributed
through time and can become unreliable.
At this stage, we believe that including emerging market
currencies in our universe would not add to our ability to access
the factors we target, but would reduce liquidity and increase
costs. Given this, we don’t believe they are suitable candidates
for what we require.

By analyzing the broad currency
universe, it becomes clear that
there is a subset of currencies that
represent the majority of global
liquidity, and as a result have the
lowest total implementation costs
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Figure 2: A careful balance between liquidity and trade efficiency1

Cumulative share of global FX turnover (LHS)

Cumulative share of transaction cost (RHS)

FACTOR-BASED MODELING
The use of factors
In our view, there are a limited number of economic, or marketbased, risk factors that tend to explain the majority of returns in
currency markets over time. We view currency exposure as an
instrument that can be utilized to gain targeted access to these
factors. These risk factors have a key role in both absolute return
objectives and currency risk management, meaning that they can
be used for a range of strategies, from unconstrained alpha
generation to asymmetric hedging.
Alpha generation strategies: we utilize risk factors to position for
expected future currency moves, combining a basket of currency
positions with the aim of delivering reliable returns over time and
maximizing risk-adjusted returns.
Asymmetric hedging strategies: risk factors are an aid to our goal
of retaining the enhanced returns that can be achieved from
1

Source: Insight, BIS Triennial survey 2019.
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investing in international assets when the currency those assets
are denominated in appreciates, but limiting downside risk when
they depreciate.

There are five key factors that we believe explain the
majority of currency moves
We outline these five risk factors below. They are broad sources of
alpha that don’t exclude any currencies or any time periods. When
correctly combined, we believe they can produce attractive
risk-adjusted returns across global currencies with a low
correlation to typical global investment portfolios.
For each of these factors, we have analyzed historical returns to
calculate how each factor performed across four different
environments. This covers periods where markets are either
trending, or mean reverting and also when volatility is either
higher, or lower than normal.

FIVE FACTORS2

1

Carry

Carry trades attempt to exploit the Interest rate
differentials between currencies by looking for currencies
where the achievable income is higher than any expected
depreciation over time.

Carry factor returns
Environment

Directional

Mean reverting

High volatility

1.41%

1.93%

Low volatility

3.26%

2.01%

Carry trades can be highly leveraged and overcrowded, and can
suffer significant losses during periods of global risk aversion or
liquidity events. Managing risk off events is critical.

2

Momentum

Currencies can experience large cumulative directional
moves, which can persist for long periods as a result of
herding behavior.

Momentum factor returns
Environment

Directional

Mean reverting

High volatility

1.55%

-1.00%

Low volatility

2.49%

-0.51%

Environment

Directional

Mean reverting

High volatility

2.72%

3.02%

Low volatility

0.73%

1.86%

Environment

Directional

Mean reverting

High volatility

4.04%

3.24%

Low volatility

1.16%

1.19%

Environment

Directional

Mean reverting

High volatility

3.36%

0.91%

Low volatility

3.82%

3.80%

For momentum trades, our goal is asymmetric returns, delivering
greater upside returns than potential downside risk. Our strategy
is to aggressively take exposure when directional moves occur,
but reducing these positions during range-bound periods.
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Value

Long-term fair value in currency markets can be derived
from variables such as terms of trade, productivity, net
investment income and gross government debt. Short-term fair
value can be derived from variables such as relative equity
performance, implied volatility and commodity prices. Over time,
there is a tendency for currencies to mean revert to fair-value
anchors and we aim to capture such moves over multiple time
horizons.

4

Volatility

Volatility in currency markets is generally related to
short-term market events which impact supply and
demand. This results in a premium becoming available for those
willing to supply the market with short-term liquidity and allow
others to hedge their risk. There are various ways this can be
exploited using option strategies. Volatility trades are also
structurally diversifying to momentum trades and thus can
play a crucial role in diversifying the factor mix.

5

Quality

A certain subset of the currency universe can exhibit
consistent behavior related to properties such as liquidity.
In these currencies investors have a tendency to systematically
overpay for directional exposure. Quality has been a stable and
consistent factor for decades.
2

Value factor returns

Volatility factor returns

Quality factor returns

Data for illustrative purposes only.
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Using factor signals
In order to determine when to implement strategies relating to
each risk factor, we rely on a series of factor signals. These signals
can be long term or short term in nature, to account for the fact
that factors can persist over different timeframes. For example:
• The value factor could be exploited using signals capturing
reversion to fair value over both the long term, based on macro
variables, and the short term, based on market variables.
• To capture the momentum factor, one can condition for
exchange-rate momentum reactively by looking at recent price
trends or proactively by examining recent changes in forward
exchange-rate yield differentials.
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• With the carry factor, by averaging over a range of yields, all of
which satisfy the economic rationale of carry, we can increase
the likelihood that the underlying economic risk factor will be
realized and create a more robust strategy.
In the framework we employ, factors contain multiple factor
signals, each signal being a different representation of the factor
in question. This averaging approach is powerful and effective.
It helps us as we seek to deliver stable true factor outcomes with
reduced variability through diversification.

The true power of risk-factor
investing comes at a portfolio level,
where the low correlations between alternative
risk factors can be used to significantly
reduce portfolio volatility and tail risk

RISK MANAGEMENT
The true power of risk-factor investing comes at a portfolio level,
where the low correlations between alternative risk factors can be
used to significantly reduce portfolio volatility and tail risk. Figure 3
shows the monthly return correlations for the factors we employ.
These correlations tend to be more reliable than the correlations

observed by traditional assets, a function of the fact that
currencies are traded relative to one another – not all currencies
can fall or rise at the same time. This structural diversification is an
ideal platform upon which we can overlay the cross-sectional and
time-series risk methodologies which we describe below.

Figure 3: Factor correlations3
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Cross-sectional risk allocation
When we are constructing our basket of factor-based currency
positions, we adopt a risk-parity approach. Firstly, each of the
factor signals is scaled, based on historical measures of volatility,
to have an equal level of risk. The second stage depends on the
type of strategy:

• For dynamic hedging strategies, positions are netted by
currency, then scaled so that each currency is of equal risk.
We then assemble a final basket of currency positions, reflecting
our diversified signal.

• For alpha generation strategies, positions are netted by factor,
then scaled so that each factor is of equal risk. Each risk factor
can be represented by many different underlying combinations
of currency pairs.

3

Source: Insight. Data between December 31, 1995 and June 30, 2021.

7

Figure 4: Hierarchical risk-parity combination of signals and factors
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chart. By implementing this risk-scaling technique, the volatility of
the strategy can be significantly reduced.

To manage the aggregate level of risk at a strategy level we use
time-series risk scaling. This reduces or increases exposure to the
basket of factor-based trades to achieve an appropriate level of
aggregate risk. The aggregate risk of a strategy is generally
specified by the client and may include specific measures such as
drawdown limits.

For active hedging strategies, time-series risk scaling can be used
as part of a dynamic risk-budgeting process to try and create an
asymmetric outcome – limiting downside risk but providing upside
exposure. Our aim is to provide this at a cost far cheaper than
would be available directly in the market. Small differences in
strategic approaches to currency management can be powerful
enough to drive significant performance relative to peers,
especially for funds with large international asset allocations.

An example of the effect of time-series scaling is outlined in Figure
5, which outlines the returns of an unconstrained alpha generating
strategy, and one with a 5% annual tracking error target. The
time-series risk control scales factor exposures upwards or
downwards over time to maintain risk at an appropriate level
– the scaling factor is represented by the grey lines within the
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Source: Insight. Data between December 31, 1992 (when data became available) until June 30, 2021.
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Figure 5: Time-series risk scaling increases or decreases factor exposures to control aggregate risk4

SIMULATED IMPLEMENTATION EXAMPLES
We aim to appropriately tailor structured solutions for our clients in a way that satisfies their objectives and meets their performance and
risk targets. We are able to utilize our risk-factor approach in multiple ways, and to illustrate this point, we show two hypothetical examples
of potential solution designs with quite different configurations and objectives.

Absolute return

Dynamic hedging

• Tracking error target of 5%

• Underlying portfolio of MSCI World ex US

• Objective of maximizing risk-adjusted returns, subject to
tracking-error constraints

• Risk budget set at 3% (calendar year) relative to 50% benchmark
• Objective of maximizing asymmetric returns subject to risk
constraints

Figure 6: Absolute return G10 FX, simulated returns5
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Figure 7: Dynamic hedging, rolling five-year effective currency
4.0
3.5
3.0
2.5
2.0
1.5
1.0
0.5
0.0
-0.5
Dec 92

104.47%

4.57%

24.71%

64.08%




Unhedged return
50% hedged

 Dynamic hedging strategy

1-year

3-year

5-year

10-year

From
inception

Annualized
return

1.31%

-0.06%

0.14%

0.64%
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APPENDIX
Market Direction

Directional

> one standard deviation

Based on rolling 6mth unhedged G10 currency returns

Mean reverting

< one standard deviation

Market Risk

High volatility

> median

Based on rolling 6mth standard deviation of G10 currency returns

Low volatility

< median

Source: Insight. Data between December 31, 1992 (when data became available) and June 30, 2021. Gross of any fee. Simulated
performance in US dollars, based on FX spot and forward data from Datastream, WM Reuters and Insight, rebalanced daily. Returns may
increase or decrease as a result of currency fluctuations. 6 Source: Insight. Data between December 31, 1992 (when data became available)
and June 30, 2021. Gross of any fee. SIMULATED PERFORMANCE BASED ON A MODEL IN US DOLLARS, BASED ON FX SPOT AND FORWARD
DATA FROM DATASTREAM, WM REUTERS AND INSIGHT, REBALANCED DAILY. WHERE MODEL OR SIMULATED RESULTS ARE PRESENTED,
THEY HAVE MANY INHERENT LIMITATIONS. CLIENTS’ ACTUAL RESULTS MAY BE MATERIALLY DIFFERENT THAN THE RESULTS PRESENTED.
UNLIKE AN ACTUAL PERFORMANCE RECORD, MODEL RESULTS DO NOT REPRESENT ACTUAL TRADING AND MAY NOT REFLECT THE IMPACT
THAT MATERIAL ECONOMIC AND MARKET FACTORS MIGHT HAVE HAD ON INSIGHT’S DECISION-MAKING IF ACTUAL CLIENT FUNDS WERE
BEING MANAGED. ALSO, SINCE SUCH TRADES HAVE NOT BEEN EXECUTED, THE RESULTS MAY HAVE UNDER OR OVER-COMPENSATED FOR
THE IMPACT, IN ANY, OF CERTAIN MARKET FACTORS, SUCH AS LACK OF LIQUIDITY. SIMULATED TRADING PROGRAMS IN GENERAL ARE
ALSO SUBJECT TO THE FACT THAT THEY ARE DESIGNED WITH THE BENEFIT OF HINDSIGHT. MODEL RESULTS ARE ACHIEVED THROUGH THE
RETROACTIVE APPLICATION OF A MODEL. MODEL RESULTS SHOWN DO NOT REFLECT MANAGEMENT FEES, TRANSACTION COSTS AND
OTHER EXPENSES THAT WOULD REDUCE RETURNS. THIS IS A HYPOTHETICAL MODEL. THE QUOTED BENCHMARKS DO NOT REFLECT
DEDUCTIONS FOR FEES, EXPENSES OR TAXES. THE BENCHMARKS ARE UNMANAGED AND DO NOT REFLECT ACTUAL TRADING. THERE
COULD BE MATERIAL FACTORS RELEVANT TO ANY SUCH COMPARISON SUCH AS DIFFERENCES IN THE VOLATILITY, AND REGULATORY
AND LEGAL RESTRICTIONS BETWEEN THE INDEXES SHOWN AND THE STRATEGY. INVESTORS CANNOT INVEST DIRECTLY IN ANY INDEX.
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