Casualty to currency
Did South African CFOs do enough
to respond to rand volatility?

CFOs no longer have the luxury of time in the face of global
megatrends sweeping the business world. Seismic shifts
in technology, business practices and the macroeconomy
are causing the ground to fall out from under the feet of
unsuspecting or unprepared CFOs. Where before the CFO was
typically seen as a steward of company assets and an efficient
operator, they are increasingly viewed as indispensable
partners to the CEO, with more emphasis being placed on
the CFO becoming a catalyst for organisational change and
a forward-looking strategist for the business as a whole. This
transition of the CFO’s role is in turn having a knock on effect
on the day-to-day organisational demands and strategic
expectations placed on finance functions worldwide. The need
for the CFO to adapt to these fundamental changes in their
mandate is becoming even more urgent in light of strong
headwinds currently facing the global and domestic economy.

Swift declines, slow reactions
Despite the transformative shifts in finance taking place
in the global business environment, it is clear from a local
perspective that South African companies are not taking
sufficient steps to adapt to these changes. A stark reminder
of this fact is the delayed reaction of local organisations to
the rapid depreciation of the rand against the US dollar.
Although the rand is not alone in its cataclysmic dive against
the greenback (emerging market currencies have declined
some 14% year-on-year as at 05 July 20161), it is conspicuous
in the magnitude of its deterioration. At the time of writing
in July 2016, local currency had depreciated some 18%
against the dollar year-on-year (05 July 2016: R12.45/USD, 05
July 2016: R14.73/USD), whilst at the depths of rand weakness
during January 2016 the exchange rate stood at almost R17 to
the dollar2.

The rand was also one of the world’s worst performing
currencies in 2015, behind only the Argentinian peso and
Brazilian real in its fall from grace3.
A drastically weaker rand is having a profound impact
on South African companies, from rising cash outlays for
imported capital goods to increased manufacturing costs
and commodity prices. Whilst some companies with overseas
operations and revenues have benefitted from a weaker rand,
the vast majority of businesses are struggling to cope.
In light of this situation, is there anything that South African
companies can do differently in order to weather the
ongoing currency storm? Did CFOs do enough to insulate
their businesses from the rand cliff fall in early 2016? More
importantly, are CFOs strategically proactive in their approach
to foreign exchange risk management and can they apply a
similarly strategic approach to the next big economic shift?
Surveying the damage
Results from Deloitte Africa’s latest CFO Survey, when viewed
in conjunction with the recent performance of South African
companies, provide compelling answers to these critical
questions. The survey incorporated insights gleaned from 260
CFOs from a wide spectrum of industries across Southern,
East and West Africa and took place over an eight-week period
in June and July 2015. The respondents were asked to express
their views on currency volatility alongside a variety of relevant,
finance-related subjects, ranging from the current business
climate to the availability and cost of funding. On the topic of
currency depreciation, South African respondents expected
the rand to depreciate by an average of 8.9% to the dollar
during 20154. This consensus drastically underestimated the
actual drop in local currency of 34.3% against the US dollar in
20155.
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However, one has to question not just whether South African
CFOs underestimated the quantum of the rand’s depreciation,
but whether the market as a whole misjudged the severity
of the underlying risk itself. This sentiment arises amidst the
fact that, although currency volatility rated as the fourth most
significant risk amongst respondents to the 2015 survey, less
than one third of respondents registered currency volatility as
one of their most pressing concerns as a CFO6. This attitude
towards foreign exchange risk could possibly explain the
limited evidence of strategic insight in CFOs’ responses to rand
depreciation.

“…less than one third
of respondents even
registered currency
volatility as one of
their most pressing
concerns as CFO.”
An in-depth review of the latest annual integrated reports
of the survey respondents’ companies unearthed the usual
risk mitigation suspects, such as forward exchange contracts
and natural hedges (i.e. invoicing in the same currency in
which costs are incurred), but no innovative or truly predictive
safeguards were in place to better protect against downside
foreign exchange risk or that would allow for a swift reaction
to shield company performance. Some of the respondents’
organisations didn’t make use of basic risk management
techniques to try to explain and control rand fluctuations,
such as currency sensitivity analysis, standardised hedges for
exposure types and a regular review process over hedging
policies.

Although a skittish foreign exchange environment affects
companies to varying degrees depending on their operations,
geographic footprint and hedging strategy, it is important to
note that all of the businesses analysed above mentioned
foreign exchange risk in their annual reports and that all of
these businesses operate in more than one country. This
evident lack of sound risk management over a temperamental
currency is somewhat surprising given that results from the
survey show that 45% of South African CFOs rated currency
volatility as a significant risk, with a further 47% seeing this as a
manageable risk7.
Predicting crises to protect performance
In light of the above, companies could potentially use more
strategic, predictive approaches towards currency risk.
These approaches include detailed scenario modelling
and risk sensing, responsive or real-time budgeting and an
integrated, centralised treasury approach for foreign currency
positions across geographic jurisdictions. Whilst the means to
implement these decision-making tools are currently available,
it is disheartening to see that there is at present little evidence
of South African companies investing in these capabilities to
assist them in navigating the fickle currency environment we
now find ourselves in.
Scenario planning and risk sensing in particular could lead to
dramatic improvements in the way that CFOs and their finance
functions model currency risk.
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Scenario planning allows organisations to see a set of
both risks and opportunities more broadly, to imagine
potential futures that might challenge their current strategic
assumptions, and to spot potential sources of risk that may
not surface using other, more traditional risk identification
methods. By rigorously exploring uncertainties, scenario
planning can also address the decision-making biases that
often impede the risk strategy discussion while offering
alternative mitigation paths for when risks materialise.
Scenario planning in the context of foreign exchange risk
management would possibly entail incorporating a factor
like rand volatility alongside a basket of other inputs, such
as consumer confidence indices, geopolitical risk premiums
and stakeholder expectations, in order to form a variety of
scenarios. This could provide a more nuanced view of the
impact of fluctuating currency on company performance by
looking at both financial and non-financial effects of currency
devaluation. Scenario planning of this ilk is more robust than
frequently used sensitivity analyses and, more importantly, is
far more strategically important to the organisation as a whole
by allowing companies to more accurately predict seemingly
unpredictable, black swan events when the assumptions of
the scenario are stretched. This gives companies the ability to
assess business performance under a variety of situations and
permits CFOs to proactively preserve shareholder value.

Risk sensing technologies could also be useful in identifying
and tracking potential strategic risks associated with rapid
currency devaluation. The emergence of risk sensing is
closely linked to recent advances in data analytics, giving
companies the ability to examine huge sets of structured and
unstructured data for a variety of risks. The advent of the
‘Internet of Things’ is interconnected to this progression in
data analytics, giving companies the ability to generate, digitise
and then analyse data from physical objects. This allows these
companies to monitor their operations in real-time in a way
that was never before possible.

monitor storage levels of dollar-denominated commodities,
the related foreign exchange exposure and possible leading
risk indicators. However, this data is not necessarily used to its
full potential by finance functions for risk sensing purposes (i.e.
using an unplanned maintenance shutdown as a trigger for
increasing or decreasing naked/unhedged foreign exchange
exposures). Furthermore, data mining of financial records
could be used to detect foreign exchange exposures across a
company or group in close to real-time, empowering CFOs to
take preventative measures should there be a sudden slide in
exchange rates.

More innovative finance functions are now using these insights
from data analytics to create accurate models that examine
how their organisations would perform in certain scenarios.
An example would be a manufacturer analysing how its
production line would react if, say, the demand for electricity
spiked at an unexpected time, or if an undesirable health and
safety event were to take place during peak production.
Could similar risk sensing capabilities be used to model a
company’s reaction to a sudden spike or drop in foreign
exchange rates? By way of example, a risk sensing exercise
could conceivably forecast currency exposure for a retailer
based on real-time, foreign-denominated data extracted from
point of sales devices and then automatically raise an alert
when the exchange rate breaches a certain threshold. Such an
alert could prompt automatic hedging whilst simultaneously
monitoring exposures’ reactions to rand volatility for future
modelling purposes. Similar logic is already being applied by
some mining and resources companies to instantaneously

The above examples could enable CFOs to actively and
creatively manage their balance sheets in order to defend or
even drive improvements in business performance. Regardless
of the possibilities, it is clear that strategic attitudes towards
risk incorporating the type of thinking above are infinitely more
valuable than the traditional risk register when developing
responses that actually improve performance.

“Regardless of the possibilities, it is clear that
strategic attitudes towards risk…are infinitely
more valuable than the traditional risk register
when developing responses that actually
improve performance.”
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Time, technology as barriers to strategy
The fact that approaches to currency risk similar to those
highlighted above are not being investigated by South
African CFOs is not startling, given the agenda that CFOs find
themselves saddled with today. Data from the 2015 survey
shows that CFOs are currently spending the majority of their
time (up to 62%) in the capacity of stewards of company assets
and operators managing the internal requirements of their
finance functions8. This leaves just 38% of the working week
dedicated to activities involving strategy and change within
the company as a whole. In an ideal world, there should be far
more balance amongst the Four Faces of the CFO (Catalyst,
Strategist, Steward and Operator) than is currently being
demonstrated by respondents, with CFO’s increasingly being
asked to play in the role of Catalyst and Strategist.

Current data analytics and technology capabilities also seem
to be acting as a barrier to CFOs’ capacity to manage currency
risk. Although 79.5% of CFOs rated big data and analytics
as a key enabler when asked, only 59.8% of respondents
believed that their businesses had the necessary capability to
leverage off of this emerging technology trend10. Interestingly,
this lack of confidence in analytics capabilities was highest in
South Africa, with respondents from the rest of Africa rating
their capacity for data analytics as high as 67.6%11. A caveat
to this statistic is that African CFOs’ self-confidence in their
data analytics capabilities could be inflated due to widespread
misunderstanding of the true potential of data analytics. Still,
the fact that their counterparts in the rest of Africa seem
better equipped to use data analytics to handle currency
volatility should give South African CFOs something to think
about.
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It is thus no wonder that most CFOs view risks such as
unstable currency in a non-strategic light. This is not for lack
of trying – the same respondents noted that they would
ideally like to spend as much as 55% of their time in the role
of strategist and as a catalyst for change9. Limited time is a key
constraint against the CFOs’ ability to think strategically, and
has been a recurring theme in the Deloitte CFO survey since its
inception eight years ago. Worryingly, there seems to be scant
relief for CFOs going forward, given the multiple roles that they
need to play within their companies, from leading their finance
teams to providing quality metrics to the board. Whatever the
time constrictions, the battering that local businesses have
endured recently should point towards the pressing need for
CFOs to become more strategically-minded, and with that a
transformation in the mind-set of their finance teams.

Current

Preferred

Related to the lack of data analytics capabilities highlighted
above is the fact that very few companies harness the power
of dedicated treasury technology. This oversight is not just
limited to South Africa – when asked during Deloitte’s 2016
Global Foreign Exchange Survey whether they used a treasury
management system or financial risk management system for
foreign exchange risk management, 44% of global companies
responded that they did not make use of these technologies12.
This in turn leads to a lack of visibility of foreign exchange
exposures, which was rated as the biggest challenge to
companies worldwide when managing foreign exchange risk13.
As the abovementioned scenario planning and risk sensing
tools depend on strong analytical capabilities supported by
technology, it appears that CFOs are not currently equipped
to predict and manage an increasingly mercurial rand in any
strategic manner.
A pervasive theme of the 2015 CFO survey was that fears
around a volatile global market have compelled CFOs to
adopt an agile strategy in improving company performance
and creating shareholder value. However, it is clear that risk

management in its current guise is not nimble enough to
execute on these priorities in the midst of rapidly changing
market forces, of which currency fluctuations are just one
symptom. Although CFOs are limited in their ability to adjust
their organisational strategy to currency volatility, notably
due to lack of time and technology, it is crucial that CFOs
begin to look at risks like foreign exchange volatility in a
more strategic light. The decline in benchmark South African
equity performance since the rand’s rapid depreciation last
year should serve as a grim reminder of what is at stake if
companies do not identify, assess and react to market risks
in a strategic manner. If South African CFOs do not respond
accordingly to the formidable challenges set before them, we
can expect even more damage to business performance when
the next upheaval strikes. One does not need to look too far
over the economic horizon, perhaps to the global currency
fallout over ‘Brexit’, or to December’s expected ratings decision
on South African sovereign debt, to realise that South African
CFOs have to adapt to risk more strategically, and do so
quickly.
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MSCI Emerging Markets Currency Index http://markets.ft.com/research/Markets/Tearsheets/Summary
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http://www.xe.com/currencycharts/
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Rand Lands Third Spot in Global List of the Worst Performing Currencies: http://ewn.co.za/2016/01/01/The-worst-performing-currencies-Rand-takes-third-spot
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Region-wide currency depreciation, Deloitte Africa CFO report 2015
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Significant shift in risk factors, Deloitte Africa CFO Report 2015
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Significant shift in risk factors, Deloitte Africa CFO Report 2015
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In pursuit of a more strategic role, Deloitte Africa CFO Report 2015
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In pursuit of a more strategic role, Deloitte Africa CFO Report 2015
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