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Consensus wisdom holds that fundamental value is a less reliable concept for currencies than it is for markets. But
our research shows that exchange rates tend to revert to fundamental value over shorter time horizons than
prices in markets. We believe they are also equally likely—with high statistical confidence—to revert.
This argues for greater reliance on the use of value/price investment signals in dynamic currency management
than for asset-class management, which is likely in opposition to what may be judged to be appropriate by the
consensus wisdom of global investors.
Active in Global Currencies
We expect currency to contribute a material portion to the risk taken—and likely to generate a commensurate
return—in our multi-asset portfolios over the longer term. That is, the active risk budget devoted to currency
exposure often approaches equality to, and in some cases exceeds, the active risk budget allocated to equity and
bond markets exposures over time.
One reason for this significant allocation of the risk budget to currency is the diversification benefit that a
dynamically managed currency strategy is expected to provide within a broader, global multi-asset portfolio. Over
the long term, currencies have no correlation with traditional assets and markets and, therefore, should be
expected to deliver performance that is generally uncorrelated with market-oriented exposures.
We believe this relationship between currencies and markets is embodied in our team’s long-term, forward-
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looking Equilibrium risk model. Over shorter horizons, and embodied in the team’s shorter-term, forward-looking
Outlook risk model, correlations between currencies and markets can be non-zero, but they tend to still be low
relative to, say, the correlation of one equity market with another, or one bond market with another.
This means that even if the active currency risk is large in isolation, its contribution to total portfolio risk should
typically be low because of diversification effects. This has been our team’s experience for more than two decades.
Inclusion of currency thus has the potential to “punch above its weight” in respect of contributions to return and
contributions to risk of a dynamically managed multi-asset portfolio, and this argues for an active currency
strategy to be employed meaningfully over time, even though there are fewer currencies in the investable universe
than there are markets (there are more than 30 currencies in our team’s investment universe, compared to more
than 75 different equity and fixed income “buckets,” which represent countries, sectors, and credit categories).
Another reason for the generous use of currency strategy in our team’s portfolios is the efficacy of exchange rate
reversion to fundamental value. The foundation of our team’s investment process is the determination of
fundamental values for asset classes, markets, sectors, and currencies, and the identification of investment
opportunities defined as significant discrepancies between prices and these fundamental values.
The Pull of Fundamental Value
Adherence to the reversion of price to fundamental value is a cornerstone of the justification of major investment
exposures in our portfolios as well as the belief that value exerts an inexorable pull on price over the medium term.
Fundamental value is a discounted cash flow concept for markets, and a relative purchasing power parity concept
for currencies, and our team’s valuation methodology is described in two papers available upon request.
We observe that the pull of value on price is at least as powerful for currencies as it is for assets, which means that
attractive fundamental opportunities can be identified and exploited within currencies in our opinion. While this
finding is supported by rigorous academic research, it is contrary to the consensus of many investment
professionals who are often skeptical about the possibility of adding value by investing in currencies.
In our recent white paper, we summarize our findings that currencies have equally robust reversion to
fundamental values as do markets. We conducted simple tests involving 19 currencies (18 exchange rates), 14
national equity markets (treating the eurozone as one market), and four government bond markets. We used
monthly data from mid-1971 to mid-2021 (50 years) where available, or as much data as possible where it was not.
Broadly noted, we found that the time taken for exchange rates to revert to fundamental value is equal or shorter
for currencies than for assets. Accordingly, the probability of reversion to value, looking forward from any point in
time, is as large for exchange rates as it is for equity and bond markets. And if currencies revert to fundamental
values over horizons similar in length to equities and bonds, or shorter, we believe this property of currencies is an
additional reason why active currency management should be materially utilized.
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Emerging Versus Developed Markets and Currencies
An additional feature of our findings is that the reversion statistics for the emerging currencies and equity markets
in our data set are similarly compelling as are the results for developed currencies and equity markets (emerging
bond markets are not included in our data set).
It is consensus wisdom (with which we agree) that the risk (volatility) inherent within emerging markets is higher
than it is for developed markets, which has implications for the relative sizes of investment exposures that should
be taken in emerging markets, given the magnitude of value/price discrepancy, when compared to developed
markets.
However, a similar efficacy of reversion to value appearing in both emerging and developed currencies and
markets suggests that the former stand on equal footing to the latter with respect to inclusion in a dynamic
investment management universe. Our team’s investment universe comprises multiple emerging and developed
markets and currencies in recognition of this.
Conclusion
In our view, these results argue for a greater reliance on the use of value/price investment signals in dynamic
currency management than may be judged to be appropriate by the consensus wisdom of global investors.
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It is this, coupled with the expectation of low correlation and large diversification benefits of managing currency in
a global multi-asset portfolio, which is the basis for our team’s long-standing decision to devote a material portion
of its multi-asset portfolios’ active risk to currencies.
Thomas Clarke, partner, is a portfolio manager on William Blair’s Dynamic Allocation Strategies team.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
Copyright © 2020 William Blair & Company, L.L.C. "William Blair” is a registered trademark of William Blair &
Company, L.L.C. No part of this material may be reproduced in any form, or referred to in any other publication,
without express written consent.

