Currency Diversification: A portfolio ‘must do’
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When it comes to portfolio construction, it is unlikely that you would allocate all your money to a
single asset class. Instead, you would most likely choose to diversify your investments across
multiple asset classes and investment strategies. This is because the benefits of portfolio
diversification are well known, i.e., diversification helps to generate optimal risk adjusted returns
by mitigating downside risk. Yet, when it comes to currency exposure, most HNIs and UHNIs have
concentrated exposure to a single currency.

What is currency diversification?

Currency diversification refers to using more than one currency as an investing or financing
strategy. It entails creating a diversified currency portfolio to mitigate exchange rate risks and
profit from favorable currency movements.

Why is currency diversification important?

To preserve your wealth over time and ensure that your portfolio is well-positioned to generate
optimal risk-adjusted returns, you must consider a long-term currency strategy. Currency risk
stems from political and central bank actions. Changes in policy coupled with shifts in commodity
prices and global trade flows can influence currency strength and movement. Similar to portfolio
construction, sharp negative movements in the major currency can have a high impact on your
portfolio performance and even reduce the returns from your portfolio investments. Thus,
keeping all your eggs in one basket or investments in one currency, may not be an ideal strategy
from a long-term perspective. This is applicable even if a majority of your assets are dollar or euro
denominated.



Today, with central banks opening the liquidity taps to mitigate the impact of the COVID-19
pandemic, it is inevitable that major currencies, like the US Dollar, enter a period of sustained
weakness. Thus, today, more than ever before, there is a need to protect your portfolio against
the dollar or euro’s loss of purchasing power by diversifying across different currencies.

How to achieve optimal currency diversification?
When you are considering currency diversification you must bear in mind:

e Your current exposure to different currencies in terms of investments and assets - is your
investment portfolio primarily exposed to a single currency? Do you have immovable
assets like a house in a foreign country?

e Your future exposure to currencies due to potential liabilities and payments - have you
taken a foreign currency loan to fund your business? Do you plan to send your child to a
foreign country for further education?

e The unique characteristics of different currencies - while macro-economic parameters
have a sharp impact on the strength of a currency, there are several unique factors that
influence currency movements.

Currencies and their unique characteristics

Every currency, while being influenced by a set of more-or-less homogenous factors, has its
unique characteristics. For example, some currencies have a safe haven appeal and tend to
appreciate in times of financial market stress. On the other hand, there are some currencies that
are highly sensitive to the global growth cycle or changes in commodity prices. Knowing and
understanding these unique characteristics can help you shape a compelling currency
diversification strategy.

o Safe haven currencies: As the name suggests, these currencies have a safe haven appeal
and appear especially attractive in times of financial market volatility and global
economic uncertainty. Generally, a currency is deemed to be of ‘safe haven’ status if the
issuing country has a stable government and highly liquid financial markets. From that
perspective, the US dollar, the Japanese yen, and the Swiss franc are considered to be the
usual safe haven candidates.

e Commodity currencies: These currencies belong to countries that are primarily
commodity exporting nations such as Australia, Canada, and Russia. Since a large part of
the currency inflows stem from the sale of commodities, the value of these currencies is
strongly correlated to the performance of the global commodity market.

o Interest rate advantage: These are currencies where the interest rates in the issuing
country are high and holding them would provide a good opportunity for interest rate
arbitrage. However, since rates do not stay the same over the long-term, portfolios that
employ currency diversification based on interest rates also need to rebalance frequently.

We live in world where an individual can potentially earn in UAED, invest in USD, and spend in
Euros. In such a world, portfolio currency diversification is no longer a ‘good to do’. It is a ‘must
do’. Which is why HNIs and UHNIs must proactively create an ideal currency diversification
strategy for their portfolios.



