
Currency Markets: End of an Error?

NY QWAFAFEW PRESENTATION 27 JANUARY 2009

Michael F. Wilcox, CFA
President, Alford Associates, Inc.

michael.wilcox@alfordinc.com



End of an Error    NY QWAFAFEW Presentation 27 January 2009
Michael F. Wilcox, CFA, President, Alford Associates, Inc.   michael.wilcox@alfordinc.com

-2-

Here’s What Happened in 2008
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But Let’s Put That in a Longer Perspective
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And Offer a Partial Explanation
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A Bit More Historical Perspective (Statistically Speaking)
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Volatility Personified
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A Longer Look and Changing Economic Value
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What Can We Learn from History?
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Dollar Rise Continues
Volatility Returns to the FX Markets (Surprise!)

The dollar had another good week, rising more than 1% (on average) against the
currencies we cover. Averages, as always, can mask a lot, and the actual pattern of
FX changes was all over the lot, ranging from the high-flying yen, which gained 2%
in dollar terms, to the hapless pound, which fell more than 6%.

This sort of volatility has been evident for some time now, and is consistent with
the general nervousness in all the financial markets. It also, in our view, explains
a lot of the appeal of the greenback of late. Here is a chart contrasting recent
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volatility in some of the more liquid currencies with previous years.
All bars are scaled to the previous five years of volatility (measured monthly),

and are thus normalized to the historical experience of each currency, prior to the
measurement period (a measurement of 1.0 would indicate average volatility). The
first bar (in a group of three) for each currency shows what happened in 2006. The
volatility of the Australian dollar, for example, was only 60% of (0.6 times) its
average volatility, as defined here. One would expect this to happen only about
35% of the time (under the usual assumptions about normal distributions, which
probably don’t strictly apply to the FX markets because of measurable trending
tendencies in rate changes, but we can use that measurement as an approximation).
In 2007, the Aussie was 1.1 times as volatile as usual, hardly different from average,
or happening about 46% of the time, under the same normalcy assumptions. Last
year (2008), however, that measure shot up to 2.7 times, a highly unusual occurrence,
expected to happen only about 5% of the time.

Of course, the amount of volatility says nothing about direction. Continuing with
the Aussie as an example, over this 3-year period, the currency changed by only 3%
in value compared with the greenback (it fell in value by that much).

In contrast, the euro, over that same period, had very low volatility (by historical
standards), as measured by monthly volatility in those three years. The numbers
(as shown on the bar chart) were 1.1x for 2006, 1.2x in 2007, and 0.6x in 2008. Yet,
over that period, the euro gained 18% in value versus the US dollar.

As a final example, look at the yen. It had very low volatility in 2006 (0.1x
normal) and in 2007 (0.8x), but very high volatility in 2008 (3.4x). In this case,
volatility and performance were very closely connected. In 2006, the yen fell about
1% in dollar terms, whereas in 2007 it rose about 6%, and in 2008 it was up a
whopping 24%, for a total change over the 3-year period of a 30% gain against the
greenback.

We didn’t want to clutter up the chart with too many bars, but if we had added
2004 and 2005 to the picture, they wouldn’t have been too much different from
2006 and 2007. Our point here is that we went through a 4-year period of very low
volatility in the FX markets. Some of the huge increases in 2008 are a function of
using those years as part of the comparison base, but as anyone who has experienced
FX moves over the past few months knows intuitively that we have returned to a
more volatile environment, and won’t need a bar chart to tell them that!

So, what’s ahead, and what does this mean for the dollar?

As is true in the real economies of the world, uncertainty about the future course
and timing of the recovery weighs heavily on the minds of investors. As long as
uncertainty remains, and risk aversion remains high, volatility will likely be the
order of the day. Of course, the flip side of risk (volatility) is return, so those who
are willing to take on risk have the possibility of profiting nicely from the zigs and
zags in exchange rates. This will require nimbleness and perspicacity, needless to
say. Our analytical work, however, holds out hope that predictability is possible in
such an environment, and 2008 was one of our best years ever for making short-
term forecasts. With the usual caveats that past performance in not an assurance
of future performance, we are nonetheless confident that the potential return is
worth the risk implied in following our advice.
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The dollar is likely to continue to be the beneficiary of risk-aversion, in our view.
At least for a time. Longer-term, we remain pessimistic about the course of the
dollar; we do, however, believe that the dollar will remain the world’s reserve
currency for the immediate future, and will be the place to park funds while awaiting
the eventual upswing in economic activity and the resultant investment opportunities
in other currencies. The only exception to this sweeping generalization is the yen.
We also believe the yen will continue to outperform the dollar during this period of
uncertainty.

Europe    Sterling Acts Like a Third-World Currency

Well, that may be a little hyperbole. It’s not quite that bad. Still, after (as
mentioned earlier) sinking 6% this past week, the pound finds itself in company
with a couple of its former colonies. Namely, South Africa and New Zealand. All
three of these currencies have sunk in value by about 30% against the greenback
over the past year.

That said, sterling has more elite company in terms of its dismal performance so
far this year. Aside from the two other currencies just mentioned, the pound has
actually done a bit better (by 2 percentage points) than the euro, the Aussie, and
the Swiss franc.

Looking ahead, we’re negative on all of the European currencies in the short
term, with the single exception of the Norwegian krone.

Asia/Pacific    Yen Continue to Soar

The yen gained 2% vis-à-vis the dollar in the week just ended. It is now up by
20% in dollar value over the past year (a year in which most currencies fell in value
versus the greenback).

Looking ahead, we can envision the yen rising another 8% to 10% versus the
dollar over the remainder of 2009.

We can’t recommend any of the other currencies in this region for short-term
investment.

Americas & Africa    Rand Remains a Risk

As mentioned earlier, the rand has not done well lately, and we see no immediate
turnaround for the currency. Longer term, we believe the rand is sound, and will
regain some of its losses, but that time is still some weeks or months away.

The Canadian dollar is the strongest prospect in this group, having been reasonably
stable this month, after losing nearly 20% last year. Still, we remain neutral in the
short term.

The pesos of Chile and Mexico have also held up well of late, and we wouldn’t be
surprised to see the Mexican peso do reasonably well this year. We would avoid the
Chilean currency for now.
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Performance of Our Paper Portfolio

In the latest trading week we correctly predicted the direction of 8 of the 10
short-term forecasts we made a week earlier for the major currencies included in
our paper portfolio (which tracks the effects of our predictions on a weekly basis,
and is measured on an equal-weighted basis).

For the week, our portfolio gained 178 basis points, boosting it to a gain of 251
basis points so far this year, which is equivalent to a 48.2% annualized rate of
growth (we don’t expect that this is a sustainable pace!).

Since the beginning of 1999, when we began tracking and publishing the results
of this paper portfolio (which is assumed to be rebalanced to equal weightings each
time), we have achieved a total gain of 9849 basis points, which is equivalent to
7.0% on an annualized (unlevered) basis over that slightly more than ten-year
period.

Explanation of Methodology and Disclaimer: In measuring these hypothetical results, we use the returns (subject to a 2% stop-loss) from
taking long or short spot positions, depending on the direction of our forecast. We do not make any provision for trading costs. This
memorandum is based upon information generally available to the public from sources believed to be reliable.  No representation is made that
it is accurate or complete. Certain assumptions may have been made in this analysis which have resulted in any returns detailed herein. No
representation is made that any returns indicated have been or will be achieved. Changes to the assumptions may have a material impact on
any returns detailed. Although past performance does not provide any assurance of future success, all of our models have been calibrated by
simulating their performance over a fairly long historical time period. We also continually monitor and fine-tune the models, which are, by design,
adaptive in nature. So, it is our belief that the models have a high likelihood of continuing their predictive success into the immediate future.

This report was prepared by
Michael F. Wilcox, CFA

michael.wilcox@alfordinc.com

Additional information is available upon request. Send email to:

moreinfo@alfordinc.com

Important Disclosure
This memorandum is based upon information generally available to the public from sources believed to be reliable.
No representation is made that it is accurate or complete. Certain assumptions may have been made in this analysis
which have resulted in any returns detailed herein. No representation is made that any returns indicated have been
or will be achieved. Changes to the assumptions may have a material impact on any returns detailed. Past performance
is not necessarily indicative of future returns.
The foregoing has been prepared solely for informational purposes, and is not an offer to provide investment
research, consultation, or advisory services. Alford Associates, Inc., its employees and affiliates may have  positions
in, and may effect transactions in securities and instruments relating to the currencies mentioned herein and may
also provide significant advice or investment services to clients who trade in such securities and instruments.
The investments discussed or recommended in this report may be unsuitable for investors depending on their  specific
investment objectives and financial position. The price or value of the investments to which this report relates, either
directly or indirectly, may fall or rise against the interest of investors.

http://www.alfordinc.com/perform.pdf
mailto:michael.wilcox@alfordinc.com
mailto:moreinfo@alfordinc.com



