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Is FX an Asset Class?
At Seed, our investment process is designed to ensure that we make decisions that are not only good for our
investors, but that those decisions can be repeated through the cycle - AND cycle after cycle. A large portion of
our time is therefore spent determining where asset classes are priced versus their fair value.
Some common questions that we receive are, “Are currencies/foreign exchange/FX asset classes?” and “Should
we hedge the currency when investing abroad?”
Unlike equities property or bonds, where investors receive a yield and prices can go up, essentially the FX market
is a zero-sum game as FX is just a rate of exchange. One can only make an FX profit if the counterparty takes a
loss. Strictly speaking, it therefore does not fit into the traditional definition of an asset class but, when investing
globally, one needs to take into account any exchange rate movements, particularly when investing from a country
like South Africa that has a volatile exchange rate. As such, we spend a fair amount of time determining what the
fair value of any currency is in comparison to a range of other currencies.
When compared to the US dollar (USD), the South African rand (ZAR) is very volatile and is, in fact, nearly as
volatile as an equity investment. Over the last 30 years the local equity market’s annual volatility comes in at just
under 18%, while the USD/ZAR exchange rate’s volatility is slightly under 15% pa. Making a poor decision on your
FX exposure can therefore wipe out a material component of any return you receive.
Purchasing Power Parity (PPP) is a widely accepted methodology, which uses the relative inflation rates of two
countries to determine the fair value for the exchange rate. Given that South Africa has structurally higher inflation
than the US, we would expect the ZAR to depreciate versus the USD over time. It therefore typically makes sense,
from a return perspective, to retain as much USD exposure when investing globally (using the US as a proxy), but
there will be times when the ZAR is so undervalued that it makes sense to hedge a component of your global
exposure. The chart below maps how the ZAR/USD exchange rate has moved around its fair value (PPP).
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Since the end of 1984 (nearly 35 years ago), the ZAR has only rarely traded more than 1 standard deviation weaker
than the USD:
•
•
•
•

1985 - Post the Rubicon Speech by PW Botha
2000/2001 - Currency crisis
2008 - Global Financial Crisis (GFC)
2015 - Nenegate

Post 2015 the ZAR has strengthened but has largely remained more than 1 standard deviation weaker than the
USD. Our analysis shows that while PPP is not a great predictor of short-term currency movements, when a
currency trades more than 1 standard deviation away from fair value, there is a good chance that over the next
12 – 24 months it will strengthen.
Based on this analysis, we have used bouts of currency weakness over the past 3.5 years or so to protect a
component of our global allocations in our local Funds. This active decision (to retain global exposure but hedge
out the FX risk) has not only contributed to our Fund returns, but also reduced the volatility of our Funds. While
it is not a strategy that we will blanketly apply, given that we expect the ZAR to generally weaken over time, it is
an arrow in our quiver when it comes to managing our Funds.
In short, the question of whether FX is an asset class is a moot one, as we realize that we need to have a proper
understanding of how a currency is valued in order to optimally manage our client investments.
It definitely remains a building block when constructing a diversified, efficient, portfolio.
Take care,

Mike Browne CFA
Portfolio Manager
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DISCLAIMER
Seed Investment Consultants is an Authorised Financial Services Provider in terms of the Financial Advisory and Intermediary Services Act (Act No. 37 of 2002).
The laws of the Republic of South Africa shall govern any claim relating to or arising from the contents of this document. This document may not be amended,
reproduced, distributed or published without the prior consent of Seed Investment Consultants.
No guarantee is provided as to the values of any financial product mentioned in this document. All illustrations, forecasts, information and opinions provided
within this document are of a general nature and are not intended to address the circumstances of any particular individual or entity. This document does not
constitute a solicitation, invitation or investment recommendation. While we endeavour to provide accurate and timely information, all illustrations, forecasts or
hypothetical data are not guaranteed and are provided for illustrative purposes only. We make no representation or warranty, expressed or implied with respect
to the correctness, accuracy or completeness of the illustrations, forecasts, information or opinions. No party should act upon such information or opinion without
obtaining the appropriate professional and specialised financial, legal and tax advice based upon a thorough examination of their particular situation. Seed
Investment Consultants will not be held liable for any direct or consequential loss or damage suffered by any party as a result of that party acting on or failing to
act on the basis of information or opinion provided by or omitted from this document.
The value of financial products can increase as well as decrease over time depending on the value of the underlying securities and market conditions. Changes
in exchange rates may have an adverse effect on the value price or income of any product.
Past performance is not necessarily a guide to future performance. Performance has been calculated using net NAV to NAV numbers with income reinvested. The
performance for each period shown reflects the return for investors who have been fully invested for that period. Individual investor performance may differ as a
result of initial fees, the actual investment date, the date of reinvestments and dividend withholding tax. Full performance calculations are available from the
manager upon request.
Prescient Management Company and the Trustee are registered and approved under the Collective Investment Schemes Control Act (No.45 of 2002). Collective
Investment Schemes in Securities (CIS) should be considered as medium to long-term investments. There is no guarantee in respect of capital or returns in a
portfolio. CIS’s are traded at the ruling price and can engage in scrip lending and borrowing. The CIS may borrow up to 10% of the market value of the portfolio
to bridge insufficient liquidity. A CIS may be closed to new investors in order for it to be managed more efficiently in accordance with its mandate. CIS prices are
calculated on a net asset basis, which is the total value of all the assets in the portfolio including any income accruals and less any permissible deductions
(brokerage, STT, VAT, auditor’s fees, bank charges, trustee and custodian fees and the annual management fee) from the portfolio divided by the number of
participatory interests (units) in issue. Forward pricing is used. In the event that specific CIS in securities are mentioned please refer to the relevant Mi nimum
Disclosure Document in order to obtain all the necessary information in regard to that unit trust. In rare instances redempt ion transactions may be subject to a
redemption fee. The applicable Prospectus and Key Investor Information Document will be made available upon request.
Please note that there are stipulated cut-off times for all documents, notifications of deposit, investment, redemption and switch applications. These cut-off times
are product or fund specific and the applicable guidelines have been stipulated on the relevant supporting or transaction documents, application forms and
Minimum Disclosure Documents. Where all required and supporting documentation is not received before the stated cut off time no service provider shall not
be obliged to transact at the net asset value price as agreed to. Prices are published daily and are available on the Prescient website at www.prescient.co.za.
Investors should at all times remain aware of the risks involved in the buying or selling of any financial product. Where foreign securities are included in a portfolio
there may be potential constraints on liquidity and the repatriation of funds, macroeconomic risks, political risks, foreign exchange risks, ta x risks, settlement
risks, and potential limitations on the availability of market information. The investor hereby acknowledges the inherent risk associated with any selected
investments and that there are no guarantees (Paragraph 6(2)(f) of BN92). The Manager retains full legal responsibility for a ny third-party named portfolio
(Paragraph 6(1)(g) of BN92).
For any additional information please visit our website on www.seedinvestments.co.za.
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