
THE ANALYTICS CURRENCY DECODER

FAIR VALUE AND EFFECTIVE FAIR VALUE
The Analytics Currency Decoder has been used 
extensively over the past few years during initial stress 
testing and then as a decision-making tool to provide 
very useful signals for determining whether to buy, sell 
or wait on trading a currency pair. Research work on 
the Decoder has continued in an effort to explore the 
capabilities of the Decoder and to test the versatility of its 
algorithms so as to provide further useful investment and 
trading information on US dollar-driven exchange rates. 
In addition to providing an estimate of the prevailing fair 
value for an exchange rate, we now introduce the concept 
of effective fair value. 

The need for an additional FX trading signal arises when an 
exchange rate remains weak (or strong) for an extended period 
of time leading to some frustration while waiting for fair value 
to materialise. A recent example is shown in the chart below 
where the residual for the USDZAR exchange rate has remained 
consistently weak since early 2023. While mean reversion is a 
proven characteristic of the residual, this mean reversion can at 
times, take a long time to complete a full cycle. Since the middle  
of January 2023, the USDZAR has not yet returned to fair value. 

The next chart shows the long term USDZAR residual and it is 
clear that there are long periods of time when the return of the 
exchange rate to fair value appears elusive.
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While the main characteristic of the chart above is the mean 
reversion of the residual relative to fair value, it can also be seen 
that over this extended period of time, the residual is positive 
meaning that the USDZAR exchange rate spends most of its time 
at levels that are weak relative to fair value. Statistics show that of 
the 3214 daily observations of the residual in the chart, only 26% 
of these observations are cases of strong relative levels. Weak 
observations represent 74% of the total. On average over this 
period of time, the daily residual was a positive 5.6%, quantifying 
clearly the long term weak bias in the USDZAR exchange rate.

On the basis of these statistics, we decided to develop a “trigger 
zone” that gives an exchange rate range from the estimated fair 
value to the “effective” fair value where the latter is currently 
pegged at 5.6% above the former. Once the exchange rate enters 
the trigger zone, this generates a signal to consider an FX trade  
– either wait for fair value and risk not getting there or arguing  
that the long-term average residual has been reached and on a 
balance of probabilities basis, pull the trigger. The chart below 
is the same as the first chart on the previous page, but with the 
upper level of the trigger zone shown. While it is clear that since 
the middle of January 2023 the exchange rate has not returned  
to the fair value estimate, there are a number of occasions where 
the exchange rate has been inside the trigger zone only to retreat 
again to weaker levels.
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FX trading guidelines have been developed and are updated 
regularly for both actual and effective fair value against a number 
of currency crosses for the ZAR as shown in the next two charts  
(as at 22 April 2024).
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Disclaimer 

The information provided is for internal use only and is of a general nature and does not take into account investor’s objectives, financial situations or needs. The information and opinions contained in this 
document are recorded and expressed in good faith and in reliance on sources believed to be credible. No representation, warranty, undertaking or guarantee of whatever nature is given on the accuracy 
and/or completeness of such information or the correctness of such opinions. Views are subject to change on the basis of additional or new research, new facts or developments. Analytics Consulting 
will have no liability of whatever nature and however arising in respect of any claim, damages, loss or expenses suffered directly or indirectly by an investor acting on the information contained in this 
document. The information does not constitute financial product advice and it should not be used, relied upon or treated as a substitute for specific, professional advice. It is, therefore, recommended that 
investors obtain the appropriate legal, tax, investment and/or other professional advice and formulate an investment strategy that would suit the investor’s risk profile prior to acting on such information 
and to consider whether any recommendation is appropriate considering the investor’s own objectives and particular needs. No guarantee of investment performance or capital protection should be 
inferred from any of the information contained in this document. Past performance is not necessarily a guide to future performance. All data is in base currency terms unless otherwise indicated, and 
sources as disclosed.
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The addition of an effective fair value to the FX guidelines enables us 
to define a trigger zone that provides decision makers with more 
flexibility when considering whether to buy, sell or wait on trading 
a currency pair. There is no longer a need to wait for a specific 
point in time when fair value is reached before making a decision.

USDZAR exchange rate residual: trigger zone
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