











current account surplus. In addition, because currency markets are
principally populated by organisations that are simply seeking to
hedge currency exposure rather than to make a profit from trading
currency, active currency management aims to exploit the pricing
anomalies that can sometimes arise.

Exhibit 7 gives one example of the kind of indicator that a value
manager might consider. The blue line represents the ratio of the
price of a basket of goods and services in the USA to the price of a
basket of goods and services in the UK, represented by the US CPI
and the UK's RPI respectively. It therefore represents the price of

a basket of US products relative to a basket of UK products and,
therefore, also represents a rate of exchange. Because UK inflation
has been higher on average than in the USA since 1973, the price of
the UK basket has gone up relative to the US basket, and hence the
“rate of exchange” has fallen, by around half over that period.

According to a well known theory of exchange rates, known as the
purchasing power parity (PPP) theory of exchange rates, the actual
exchange rate should reflect the average price of goods in one
currency relative to another. In other words, the US dollar sterling
exchange rate should broadly reflect the relative values of goods in
the two economies, represented by the blue line. And as we can
see from the Exhibit the actual US dollar/sterling exchange rate has
indeed trended down with the ratio of US consumer prices to UK
prices since 1973.

Exhibit 7: Dollar/sterling exchange rate, and ratio of US
versus UK consumer price indices
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The blue line in Exhibit 7 then can be thought of as one
fundamental measure of the value of the dollar relative to the pound.
But we can see that although the two series trend together over along
time, there are long periods when the actual exchange rate is a very
different from the one implied by the ratio of the two consumer price
indices. One interpretation of the relationship between these two

series is that when the yellow line is above the blue line, the dollar is
overvalued relative to the pound, but is undervalued relative to the
pound when the yellow line is below the blue line.

A value fund manager may use measures like the one presented in
Exhibit 7 to try and identify over and undervalued currencies and,
by doing so, seek to add value by buying undervalued currencies
and selling overvalued currencies.

Currency management performance evaluation

But whether trustees prefer to use a currency overlay manager, or a
specialist currency fund manager (and there is no reason why both
cannot be used) the key aspect of these approaches to currency

is that it is seen as an asset class in its own right, rather than as a
residual equity or bond market risk.

However, whichever approach is chosen one issue remains - how
does one measure performance?

With active management of an equity portfolio, performance

can be benchmarked against a relevant equity index such as the
S&P 500 or the FTSE 100 etc. Specifying a currency benchmark is
much harder. If, for example, the active currency overlay manager
can return to benchmark by hedging all currency exposure, the
benchmark return should be a return of 0%. This is why it is
often suggested that a positive return on currency is “pure alpha”,
implying that there was no market/systematic risk — or beta risk
—involved in the activity. But this is misleading. Whilst some of

a currency fund manager’s positive return may be unrelated to
risk, this should not be taken to mean that currency returns are
achieved with no risk — just as there is no simple, objective way

of separating the true alpha from any market risk. Furthermore,
currency positions can be taken without the need for a capital
investment, since a long position in one currency automatically
implies an offsetting short position in another. Therefore any return
on ‘capital invested’ is virtually either an infinitely positive or an
infinitely negative return.

The investment community is now beginning to address ways

of benchmarking currency fund management, so that currency
performance can be measured and return targets can be set.
However, despite these knotty issues there is still no doubt that
currency should be seen as an asset class in its own right. As
such, the foreign exchange markets offer pension funds another
alternative and legitimate way of adding value to their portfolios
if they choose to manage it actively, rather than just ignoring it, or
hedging it away entirely.
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