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A NATION ON A 
KNIFE EDGE:  
HAVE YOUR 
SAFETY NET READY  

A
s of 23 June 2016, the UK will enter 
the unknown. The approaching ref-
erendum, when the UK will decide 
whether or not to remain a member 
of the EU, is the standout date in this 
year’s calendar.

VOLATILITY: EXPECT THE UNEXPECTED
The months leading up to the national vote have 
already seen sharp currency volatility, and we can 
expect this to continue right up to polling day. As a 
matter of fact, sterling has fallen at an alarming rate 
recently and in March hit fresh lows against the euro 
and the US dollar, 12.5% and 6.8% respectively, lower 
than when the referendum date was announced in 
December 2015. 

History tells us that refer-
enda and currency volatility go 
hand-in-hand. In the run-up to 
the Scottish referendum, ster-
ling fell an astonishing 4% in 
only 10 days. A prime example 
of how referendum uncertainty 
can stoke currency volatility was 
demonstrated on 22 February 
2016 when then-London Mayor 
Boris Johnson declared his sup-
port for the ‘Leave’ campaign. 
The announcement prompted 
sterling to descend into freefall 
against all major currencies. This 
trend persisted, with the sterling 
to US dollar exchange rate touch-
ing a seven-year-low, meanwhile 
the euro advanced dramatically 
against the pound when it just 
fell short of an 11-month high.

The government and Bank of England have issued 
stark warnings on the event of a ‘Brexit’, reminding the 
UK of the worst-case scenarios and supporting them 
with a gamut of eyebrow-raising statistics. Yet, while 
the campaign teams battle for the upper-hand and 
polls remain too close to call, the weeks leading up to 
the referendum become ever more significant.

Jeremy Cook, chief economist and head of currency 
strategy at World First, said: “The only certainty with 
the upcoming EU referendum is the volatility that’s 

likely to ensue on 24 June – regardless of the outcome 
of the vote itself. The whipsaw price action in GBP 
we’ve seen so far this year is testament to the fact that 
markets are yet to make their mind up on whether the 
UK will be attempting to depart from the European 
Union in just a few weeks’ time. This uncertainty is 
also reflected in sterling futures markets which are 
pricing in a one-in-three chance of a rate cut from 
the Bank of England by the end of the year, signalling 
investor concerns of a sharp economic downturn in the 
event that ‘Vote Leave’ emerges victorious.”

COMBATING VOLATILITY
Preparation is paramount in anticipation for the vote 
outcome, although this begs the question: how do you 

prepare for the unknown? Here 
are six concepts that every fund 
needs to know when considering 
FX protection:
1.  A strong idea of how much 

(either as a percent or absolute 
value of your fund) that you’re 
willing to expose to currency 
volatility risk 

2.  Always have quantitative 
knowledge of how much you 
have at risk, both now and in 
the future, and if you’re over or 
under-stepping your risk limits

3.  A hedged worst-case rate to 
prevent excess losses when the 
market moves against you

4.  Hedged FX rates in place giv-
ing you the ability to forecast 
your fund valuations and make 
assumptions on exchange rates 
in your modelling

5.  Dependent on risk appetite, a hedging strategy that 
affords you the ability to benefit should rates move 
in your favour

6.  A tailored FX strategy that takes into considera-
tion all your future cashflows, no matter how big 
or small.
Additionally, Daniel Ross, senior consultant in fund 

and wealth management at World First, noted: “Fund 
and asset managers use some of the most sophisticated 
risk management tools and hedging products when 
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THE ONLY CERTAINTY 
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EU REFERENDUM IS THE 
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– REGARDLESS OF THE 

OUTCOME OF THE  
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” 
Daniel Ross has 
focused on FX risk 
management for the 
past six years, with the 
majority of his clients 
based in fund and 
wealth management. 
Now heading a team 
of FX market experts, 
Daniel supports funds 
and investment firms to 
minimise their operational 
risk and manage fund 
exposure.
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managing their exposures to asset markets. 
However, this logic and level of sophistication 
isn’t always extended to the operations and 
finance team who have well defined currency 
exposure across set periods in the future that 
remains under-hedged, or in the worst-case 
scenario, not hedged at all.”

CHANGING EXPECTATIONS
The altering view offered by the pre-referen-
dum polls seemingly correlates with the shift-
ing tides of the FX markets. As one party gains 
an edge, the FX markets follow suit, ebbing 
and flowing alongside the polls. Yet, as the 
‘Remain’ campaign gathers momentum, the 
pound is climbing to a sturdier position in the 
market. Of course, this may only be temporary. 
Major global events have the ability to shake the cur-
rency market to the core, as well as having an impact 
on the voter. 

As the expectations of the outcome of the referen-
dum continue to fluctuate, so to do the fortunes of 
sterling. However, many funds and asset managers are 
still likely to overlook the effects of FX volatility on 

their outgoings, including supplier payments, 
office rents, salaries and operating costs that are 
paid in other currencies. Expected volatility in 
FX markets (particularly GBP) could result in 
operating costs shooting higher if untracked. 
This issue is completely avoidable with a hedg-
ing strategy applying to the firm’s FX exposure 
costs.

“Investment firms often have little sight of 
the value of their upcoming operating costs, 
leading to unpredictability of outgoings tak-
ing a disproportionate hit on their profit mar-
gins as currency markets move against them. A 
well-thought out hedging strategy can protect 
returns and introduce confidence through fore-
casting of profit margins and keeping a cap on 
costs,” added Daniel Ross.

As the future of the United Kingdom appears to be 
balancing on a knife edge, the need for a robust strat-
egy and unprecedented levels of preparation is becom-
ing increasingly essential. Whatever the outcome of 
the UK’s EU referendum, the weeks, months and years 
that will follow will undoubtedly bring monumental 
change. n

 
A WELL-THOUGHT OUT 

HEDGING STRATEGY CAN 
PROTECT RETURNS AND 
INTRODUCE CONFIDENCE 
BY FORECASTING PROFIT 
MARGINS AND KEEPING  

A CAP ON COSTS
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