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What to do about currency risk in foreign stocks ?

Unfortunately, the Czech equity market is tiny
and, because money should follow the best
opportunities, the portfolios of Czech equity
investors should logically be dominated by
foreign stocks. However, this introduces
another risk to the portfolio: the fluctuation of
foreign currency values vis-a-vis the Czech
crown.

Because the Czech National Bank has for
several years artificially maintained the crown
at the rate of CZK 27 per euro, and as the
dollar has strengthened against the crown by
25% during that same period, no one much
cared about currency risk. In that period,
many Czech investors made more money on
the dollar exchange rate than on appreciation
in the value of the US companies they were
holding.

This idyllic epoch came to an end in April of
this year. The crown has commenced a
journey of apparently longer-term
appreciation. It has strengthened against the
euro by almost 4% and against the dollar by
14%. Losing 14% on the currency over 4
months would be enough, and especially if we
consider that US share prices grew only by a
little over 4%. Currency risk is back.

What to do about it? This is a question we are
getting very often recently. Essentially, there
are two extreme possibilities. The first one is
to accept the risk, not hedge against it, and
count on the fact that exchange rate

movements tend somewhat to even out over
the course of a full business cycle. The
advantage of this approach lies in avoiding the
costs of currency hedging, which, as we will
see below, can be very high. The disadvantage
is that business cycles may be very long. The
current cycle has been running for 8 years
already and still is not near its end. In addition
to cyclical movements, there also are secular
movements in currency values. These are
movements neither cyclical nor seasonal in
nature but which have long-term trends. In
our small currency which until recently has
been held down artificially, this trend can be
substantial.

The second possibility is to hedge against
currency risk. The advantage is that in doing
so we will eliminate the influence of currency
movements on the crown value of the
portfolio. But this comes at a cost. There is
always a cost to eliminate risk.

A currency can be hedged best using currency
swaps and forwards. Their costs are
essentially established by the difference
between the interest rates of the two
currencies. The higher the interest rate for the
currency against which one is hedging as
compared to the interest rates for the Czech
crown, the more expensive the hedge will be.
Dollar rates are higher than crown rates, and
therefore hedging against the dollar costs
money. Euro rates appear at first glance to be
lower than crown rates, and therefore it
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would seem that the cost for hedging the
crown against the euro should be negative —
that we should make money on such a hedge.

Unfortunately, this is not the case. The Czech
financial market is so deformed as a result of
the CNB’s immense issuance of crowns during
the interventions that the forward curve,
which is a curve displaying the crown rate
against foreign currencies for the approaching
weeks, months, and years, is so distorted that,
from the perspective of hedging currency
risks, it looks as if we had significantly
negative short-term rates.

Expressed in numbers, a six-month hedge
against the euro costs approximately 12 cents
and one against the dollar about 34 cents.
Currency risk against the euro can therefore
be eliminated for 0.9% p.a. and the risk
against the dollar for 3% p.a. Other large
currencies such as the sterling or the yen have
costs somewhere in between.

Each investor must consider on his or her own
whether it is worthwhile to pay the costs of
hedging currency risks or whether he or she
would prefer to bear that risk. The 0.9% p.a. in
the case of the euro seems acceptable, but
many will regard the 3% p.a. for the dollar
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hedge as too high. Moreover, one should take
into account that these are numbers before
transaction costs and your broker’s costs.
Especially for medium-sized and small
investors, these costs constitute the nail in the
coffin for currency hedging plans.

And what will the future bring? Before the
CNB began its interventions, currency hedging
costs were much lower. In the future, faster
growth in crown rates compared to rates on
foreign currencies could help, as would a
gradual straightening of the deformed
forward curve. Hopefully, we will see both.

For the sake of completeness, it is necessary
to add that there are also other ways of
dealing with currencies. These include, among
others, to not hedge in an automatic way but
instead to adjust to the current levels of the
hedged currencies, to use options and other
derivatives, to combine various instruments
and approaches. Most of these possibilities,
however, contain certain elements of
speculation, change the portfolio’s risk profile,
and of course have their own costs. The old
adage that “There ain’t no such thing as a free
lunch” applies also to hedging currency risk.
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Disclaimer :

Our estimates and projections concerning the future can and probably will be
incorrect. You should not rely upon them solely but use also your own best judgment
in making your investment decisions.

This document expresses the opinion of the author as at the time it was written and
is intended exclusively for educational purposes.

The information contained in this letter to shareholders may include statements that,
to the extent they are not recitations of historical fact, constitute “forward-looking
statements” within the meaning of applicable foreign securities legislation. Forward-
looking statements may include financial and other projections, as well as statements
regarding our future plans, objectives or financial performance, or the estimates
underlying any of the foregoing. Any such forward-looking statements are based on
assumptions and analyses made by the fund in light of its experience and perception
of historical trends, current conditions and expected future developments, as well as
other factors we believe are appropriate in the given circumstances. However,
whether actual results and developments will conform to our expectations and
predictions is subject to a number of risks, assumptions and uncertainties. In
evaluating forward-looking statements, readers should specifically consider the
various factors which could cause actual events or results to differ materially from
those contained in such forward-looking statements. Unless otherwise required by
applicable securities laws, we do not intend, nor do we undertake any obligation, to
update or revise any forward-looking statements to reflect subsequent information,
events, results or circumstances or otherwise.

This letter to shareholders does not constitute or form part of, and should not be
construed as, any offer for sale or subscription of, or any invitation to offer to buy
or subscribe for, the securities of the fund.

Before subscribing, prospective investors are urged to seek independent professional
advice as regards both Maltese and any foreign legislation applicable to the
acquisition, holding and repurchase of shares in the fund as well as payments to the
shareholders.

The shares of the fund have not been and will not be registered under the United
States Securities Act of 1933, as amended (the “1933 Act”) or under any state
securities law. The fund is not a registered investment company under the United
States Investment Company Act of 1940 (the “1940 Act”).

The shares in the fund shall not be offered to investors in the Czech Republic on the
basis of a public offer (vefejna nabidka) as defined in Section 34 (1) of Act No.
256/2004 Coll., on Capital Market Undertakings.

The Fund is registered in the Czech National Bank’s list in the category Foreign AlFs
authorised to offer only to qualified investors (without EuSF and EuVECA) managed
by AIFM.

Historical performance over any particular period will not necessarily be indicative of
the results that may be expected in future periods.

Returns for the individual investments are not audited, are stated in approximate
amounts, and may include dividends and options.
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