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You may know that diversifying your investments outside the US can significantly reduce your risks,
while increasing the potential returns. This is true because the different stock markets don’t go up and
down at the exact same time, allowing a globally diversified portfolio to have shorter and shallower
declines than a portfolio that is concentrated in the US stock market.

Global diversification into thousands of stocks in many countries and continents limits to an acceptable
level the various risks, including: country risk, political risk, regulation risk and liquidity risk.

There is one risk that should be addressed separately: currencyrisk. This article will offer a separate
discussion for short-term and long-term currency risks.

What is the short-term currency risk of international investments?

It is the risk of a significant strengthening of the local currency (US Dollar for Americans) compared to
other currencies, whether temporary or long-term.

Can this happen?

Currencies tend to be less volatile than stocks, and are not correlated with the price of stocks. As a
result, they are not expected to increase the risks of a globally diversified portfolio.

In addition, by holding a portfolio that is denominated in different currencies, short-term fluctuations
are diversified. Note that whenever people use more of one currency compared to another one, this
currency increases in value while the other declines. By holding a globally diversified portfolio, when
some of the currencies you hold go down, others should go up.

All historic measures of returns include the currency impact. Historically, the international
diversification of stocks proved to be very valuable, even when considering the currency impact.

What is the long-term currency risk of international investments?

It is the risk of a significant and irreversible strengthening of the local currency (US Dollar for
Americans) compared to most other currencies.

Can this happen?

Let’s try to imagine such a situation. As the dollar strengthens, goods become more expensive in the
US relative to other countries. At that point, Americans and others would start buying goods in other
countries. The influx of dollars into other countries would make them more widely available,
weakening the dollar and breaking the long-term strengthening-streak of the dollar. Academically, this
is called “Purchasing Power Parity”.

As mentioned in the section about the short-term currency risk, historic evidence shows the contained
long-term risk of currencies when combined with stock investments.

To Summarize

All of the risks that are specific to any individual country, including currency risk, are reduced to
acceptable levels within the context of a globally diversified portfolio. Diversifying a portfolio globally
reduces the risks specific to the home country (e.g. US), without introducing other bigger risks. This is
both logical and has withstood the test of time.



Past performance may not be indicative of future results. Simulated data was used for periods prior to the
inception of mutual funds (see Performance Data Disclosure at http://www.qualityasset.com/disclosure.htm).
Different types of investments involve varying degrees of risk, and there can be no assurance that the future
performance of any specific investment, investment strategy, or product made reference to directly or
indirectly in this article, will be profitable, equal any corresponding indicated historical performance level(s),
or be suitable for your portfolio. Due to various factors, including changing market conditions, the content
may no longer be reflective of current opinions or positions. Note that services are limited to investment
advice and do not include financial planning and/or non-investment related consultation services. You
should not assume that any discussion or information contained in this article serves as the receipt of, or as
a substitute for, personalized investment advice from Quality Asset Management. If you have any questions
regarding the applicability of any specific issue discussed above to your individual situation, you are
encouraged to consult with the professional advisor of your choosing. A copy of our current written
disclosure statement discussing our advisory services and fees is available for review upon request.
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