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ABSTRACT 
 
The paper examines the effect of exchange rate risk on the conditional relationship between beta risk and 
return in international equity markets from January 1978 through September 2004. We use an extension 
of the model introduced by Pettengill, Sundaran, and Mathur (PSM Model, 1995) and adapted by several 
authors afterwards. The empirical results show evidence in international markets that are compatible 
with the PSM model and some international studies addressing returns that are unhedged against 
exchange rate risk. However, when this risk is controlled and hedged with forward contracts, the 
conditional relationship between beta risk and return appears asymmetric and presents a lower beta risk 
premium than the one takes place under unhedged returns in up-market months. A main business 
implication of the findings follows: international equity market administrators and portfolio managers 
can defend themselves against exchange risk by using forward contracts, particularly in world stock 
market conditions similar to those discussed throughout the paper. 
 
JEL: G12, G15 
 
INTRODUCTION 
 

he effect of exchange rate risk on stock market returns has become an important issue for several 
economic agents, especially those interested in diversifying risks, when needed and feasible, by 
investing across different world stock markets. Simple observation of international stock markets 

shows that many investors spend substantial resources to control the foreign exchange risk, which is 
associated with their international stock market investments, under the belief that it is a source of risk to 
be hedged away. Thus, hedging foreign exchange rate risk will be a valuable financial strategy if investors 
price such risk in international stock markets. However and surprisingly, typical methods for testing 
whether the exchange rate risk is priced in the world stock market do not address the possibility that such 
risk could be differently priced under up and down world stock market periods. Currency exposure could 
lead to different stock market risk premiums depending on previous world stock market conditions. For 
instance, investors’ optimism or pessimism may result in asymmetric responses under such conditions. 
This situation could generate differences on their portfolio returns’ expectations due to the potential 
impact that changes in foreign exchange rate may have on foreign stock markets. Therefore, if investors 
price differently currency exposure in such world stock market conditions then this result may lead them 
to use financial hedging strategies in order to 1) protect their returns against exchange rate exposure and, 
thus, 2) eventually prevent financial portfolio problems or going bust. 
 
Our main hypothesis is that if exchange rate risk were priced in an international context then there would 
be a positive and higher beta risk premium in up-market months and a negative and higher beta risk 
premium in down-market months. The above applies when investors do not hedge their international 
portfolio against exchange rate risk as compared to the situation when investors hedge their portfolios by 
using forward contracts. We assume that hedging may reduce both market (systematic) and non-market 
risk. We follow a methodology based on an extension of Pettengill, Sundaran, and Mathur (PSM Model, 
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