


CURRENCY MANAGEMENT
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Chart 1 - Average Monthly Return Dispersion
(Difference Between Best and Worst)
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Chart 2 - Average Volatility of Monthly Relative Returns
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Accordingly, their return and risk can
simply be managed as part of these same
underlying assets. This belief is based on
the intuition that because capital flows
usually chase the best performing mar-
kets, the stock or bond markets that out-
perform should draw in more capital.
Those capital inflows should in turn force
up the value of currencies.

Chart 3 shows the monthly correla-
tion between bond returns and currency
returns over the past decade. On average,
this correlation has been very low (-0.1).
For each month, we also show the highest
and lowest correlations among different
markets; this is the gray band around the
thick line. You will note that this range

Therefore, if investors
choose to actively manage
the returns and risks of
equities and bonds, why
should they not actively
manage the returns and
risks of currencies?

has been fairly narrow and has been
declining considerably, from plus or
minus 0.5 in the early 19905 t0 0.1to -0.4
recently. In other words, government
bond returns and currency returns are
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completely un-correlated.

One argument that may explain this
apparent lack of connection between
bond returns and currency returns is that
equity and equity-linked cross-border
capital flows have been dominant. This
was certainly true in the late 1990%,
although the equity bear market has
reversed this trend since 2000. Assuming
that in the future equity flows will again
be dominant, it may be more relevant to
look at the correlation between equity
returns and currency returns.

Chart 4 shows the monthly correla-
tion between equity returns and currency
returns over the past decade. Again, we
note that it is not only very low (and neg-
ative) but that the dispersion is just as nar-
row as it is for bonds.

Our conclusion is that currencies
march to their own beat. We recognize
that cross-border capital flows probably
impact currencies in the short term.
However, empirical evidence is unam-
biguous: there is no apparent link
between equity or bond market perform-
ance, and currency fluctuations.

Charts 1 to 4 together could yield the
following conclusion: in a global balanced
portfolio, currencies can account for
about one third of total returns and half
of total risk. Because currency returns are
not correlated to those of the underlying
assets, they can just as easily bolster or
detract from portfolio returns with little
or no increase in overall portfolio risk.

How about the longer term? If one
looks at quarterly or annual returns and
risk, the conclusions are much the same,
but with different orders of magnitude:
currency returns remain significant,
somewhere between stocks and bonds,
and are un-correlated with the return of
the underlying assets. For example, the
correlation between currency and equity
market annual returns has averaged -0.2
over the past decade, ranging from 0.2 to
-0.4. The range of correlations is slightly
higher for currencies versus bonds (-0.4
to 0.5), but the average remains low and
insignificant as well at 0.2.

Finding optimal solutions

Finding the right solution will depend on
many variables. This section provides a
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