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Don’t ignore 
the side FX 
The effects of foreign currency on the Mixed 
Investment Funds 

THE WORLD’S BIGGEST MARKET 

Currency markets (or foreign 

exchange, abbreviated to FX) are the 

largest markets in the world, with 

a daily trading volume of around 

US$5 trillion, which is more than ten 

times the trading volume of equities 

and double the trading volume of 

bonds. One of the reasons is that 

there are many more participants 

in currency markets than in 

equities, which are mainly traded 

by institutional and retail investors. 

Currency market participants include 

governments and central banks, 

international business’ hedging 

currency risks of the supplies they 

need or the product they are selling 

to overseas clients, banks and other 

fnancial institutions. 

There are currently 180 currencies in 

the world from the Afghan afghani to 

the Zambian kwacha, but the king is 

the US dollar, involved in over 80% of 

all currency transactions. All currency 

transactions involve a pair, and sitting 

on the other side of those US dollar 

transactions are often the next most 

traded currencies, including the 

euro, Japanese yen, British pound, 

Australian and Canadian dollars, and 

the Swiss franc. Emerging market 

currencies like the Chinese renminbi 

and Brazilian real are a smaller, but 

growing component of international 

currency markets. 

WHAT DRIVES CURRENCY 

MARKETS? 

Just because currencies are traded 

in large quantities, it doesn’t mean 

they aren’t volatile. The value of 

one currency relative to others can 

move due to a number of factors; 

the relationship isn’t always 

straightforward, but a broad overview 

is shown in fgure 1. 

When considering asset allocation of a multi-asset portfolio, it’s common 

to think about a pie chart that shows different asset classes like equities, 

corporate bonds and government bonds. Beyond that people also often look 

at the geographical split of investments. But what is sometimes overlooked is 

foreign currency exposure, which arises as a side effect of investing in overseas 

assets (essential for a diversifed portfolio). In this article we explore currency 

markets, how foreign currency can infuence portfolio returns, and the way in 

which we manage foreign currency exposure in the Mixed Investment Funds. 

Figure 1: Currency drivers 

Mixed Investments Multi-Asset 

Positive Negative 

Low INFLATION High 

High INTEREST RATES Low 

More exports IMPORTS VS. EXPORTS More imports 

Low POLITICAL RISK High 

High/Positive FOREIGN DIRECT INVESTMENT Low/Negative 

Bullish SPECULATORS Bearish 

Source: LGIM 
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In addition, currencies can be swayed 

by the general risk sentiment in 

markets. For example the Japanese 

yen and Swiss franc are generally 

known to be ‘risk-off’ currencies. That 

means when investors are worried 

about the future or equity markets 

are down a lot, the yen and franc 

generally appreciate. Vice versa, 

currencies of commodity-producing 

countries, like the Australian and 

Canadian dollar as well as emerging 

market currencies, tend to perform 

well in a ‘risk-on’ environment. 

The fact that currencies tend to move 

along with macro-economic factors 

and market sentiment means that 

they can be a useful tool for investors 

to express their views on different 

economies with the aim of either 

enhancing returns, or reducing risks. 

We will discuss later how we actively 

manage currency exposure in the 

Mixed Investment Funds to achieve 

those objectives. 

THE EFFECT OF FX ON 

INVESTMENT RETURNS 

When investing in foreign assets, 

like US equities for example, a UK-

based investor will proft not only 

if the value of US shares goes up, 

but also if the value of the US dollar 

appreciates against the pound. The 

same is true the other way, the UK-

based investor could lose money 

even if US shares go up or stay fat, 

if the value of the dollar sinks against 

the pound. Figure 2 shows how 

investments in US equities would 

have fared over the past 20 years, 

along with the currency return.   

It may seem like foreign currency 

risk is something you might not want 

as a side effect to your investments. 

However, there are benefits to 

holding foreign currency in a multi 

asset portfolio. Holding foreign 

currency helps protect against 

the risk of higher infation in the 

investor’s home country, because 

high infation at home will mean the 

pound could drop in value versus 

other currencies, which will deliver 

a gain. 

We have all experienced currency 

volatility in the last few years; in the 

months after the Brexit referendum 

on 23 June 2016, the pound fell 

in value by over 15% against the 

US dollar and by similar amounts 

against the euro. The fall in the value 

of the pound also drove up infation 

in the UK, while the rest of the world 

was experiencing relatively low 

levels of infation. Investments and 

political views aside, higher infation 

and a weak home currency are seen 

as a negative for most households in 

the UK. Fortunately for investors in 

overseas equities, foreign currency 

movements helped offset some of 

the other negatives; as the pound 

fell, overseas currencies rose in 

value. This can be seen in Figure 2 

where the large yellow bar in 2016 

represents the currency gain. 

Figure 2: Annual returns of investing in US equities for a GBP based investor 
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US Equities Local Return FX Return (USD vs. GBP) Total Return 

Source: LGIM, Bloomberg L.P. From 31/12/1997 to 31/12/2017. US Equities are represented by the FTSE USA Total Return Index in USD (local return) and in GBP (Total Return). The FX return 
is the residual performance caused by the currency effect.  
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CURRENCY EXPOSURE IN THE 

MIXED INVESTMENT FUNDS 

Of course we want the potential 

positives from foreign currency 

exposure, but we also want to avoid 

too much exposure when those 

currencies fall versus the pound. 

The Mixed Investment Funds hold 

a globally diversifed set of assets, 

which would naturally come with 

foreign currency exposure. To 

manage the overall risk of the funds 

we typically hedge the currency risk 

from most fxed income assets.This 

is because these assets in their 

own right are not too risky, but the 

currency risk we would get would 

be large and potentially swamp the 

Figure 3: Average historical currency exposure of the Mixed Investment Funds 

100% 

90% 

80% 

70% 

60% 

50% 

40% 

return coming from the underlying 

asset which we don’t want. For 

equities, however, our starting point 

is generally to leave the currency 

element unhedged. Naturally, higher 

risk funds like the Mixed Investment 

40-85% have greater exposure to 

foreign currency than lower risk 

funds as they have more equities. 

The average historical currency 

exposure of the funds is shown in 

Figure 3. We also consider what 

level of overall currency exposure 

is appropriate for each fund over 

the long-term. 

At any point in time we review the 

actual currency exposure of the funds 

and take a view on what currency risk 

we may want to reduce or potentially 

increase. Managing the currency risk 

is done actively, using the inputs 

from our economists and strategists 

on the type of factors listed in 

Figure 1. We don’t believe that you 

can take an approach that says over 

the long-run the currency effects 

will just wash out. The 40-85% fund 

has held as much as 50% in foreign 

currency but that has also dropped 

to below 40% at times, making it a 

key part of our risk management in 

the fund. 

So the side effects of FX on portfolios 

can be good, or bad, it is really a 

question of getting the dose right. 

MIF 0-20% MIF 0-35% MIF 0-35% 
Income 

MIF 20-60% MIF 20-60% 
Income 

MIF 40-85% 

GBP USD EUR JPY Other 

Source: LGIM, average exposures shown from 31/12/15 to 30/4/18 

Important Notice 

This is not a consumer advertisement. It is intended for professional fnancial advisers and should not be relied upon by private investors 
or any other persons. 

The value of investments and any income from them can fall as well as rise, is not guaranteed and your clients may get back less than they 
invest. These Legal & General Mixed Investment Funds may invest overseas. Changes in exchange rates between currencies may cause 
the value of an investment and the level of any income to rise or fall. These funds are sensitive to interest rate changes. An increase in 
medium to long-term interest rates is likely to reduce the value of an investment in these funds. The funds invest in riskier bonds, known as 
subinvestment grade bonds. These bonds pay higher interest rates to try to provide more attractive income returns. To achieve this, greater 
risk is taken as the companies are more likely to miss payments or not repay the loan, resulting in the returns on your clients’ investment 
falling. 

Legal & General (Unit Trust Managers) Limited. Registered in England and Wales No. 1009418. Registered offce: One Coleman Street, 
London EC2R 5AA. Authorised and regulated by the Financial Conduct Authority. 
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