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The article proposes a dynamic bivariate-GARCH hedging model using time-varying correlations for

five currency futures (British pound, Deutsche mark, Japanese yen, Swiss franc and Canadian dollar) in

the CME and compare that with traditional static model with constant correlation. We consider two

techniques in modeling the time-varying correlations: Cholesky decomposition and principal component.

We find that (1) the time-varying correlation model outperform the constant correlation one for most of the

currency futures. (2) the hedge effectiveness depends on the variations of actual correlations. (3) for both

within- and out-of-sample, the hedge effectiveness increases as the hedge-interval extends from one-day to

one-week and to four-week.

Key Words : Futures hedge ratio, Foreign currency, Hedge effectiveness, Principal component
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