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Perils of Plenty: Can Foreign Reserves Grow Forever?*

You can't always get what you want—>but if you try sometimes, you might find you get what

Paul McCulley
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you need. —Mick Jagger (1969)

Central banks can't always get what they want. In fact,
economic theory illustrates the perils of central banks
pursuing what they want—at least sometimes. Seminal
research showed how central banks can be tempted to
exploit the short-run Phillips curve tradeoff by permitting
a higher rate of inflation today in order to push down
unemployment temporarily. But such behavior has the
consequence of generating higher, self-fulfilling inflation
expectations in the future.’ The Great Inflation of the late
1970s and early 1980s in industrialized countries gave
stark empirical validation of this lesson. Central banks are
now well aware of the “time inconsistency” trap, which
is one reason why the predominant focus of central
banks today is on keeping inflation under control.

But as Asian countries learned a decade ago, low inflation
is not the only thing that central banks need. Inflation was
falling in most of the crisis-afflicted countries heading
into mid-1997.? But current account deficits in many
countries—abetted by fixed exchange rate regimes—
were combined with a build-up of short-term external
liabilities. The dramatic reversal of capital inflows accen-
tuated the maturity mismatches and caused the collapse
of fixed exchange rate regimes and widespread insolven-
cies, as many of the corporate and financial sectors’
liabilities were denominated in foreign currencies.

The lessons of the Asian financial crisis could fill several
books, and indeed they have.” Near the top of the list of
lessons would be the vulnerability of fixed exchange rate
regimes and the necessity of comprehensive financial
sector supervision. Also near the top must be the impor-
tance of sufficient central bank foreign exchange
reserves to provide a liquidity buffer during financial

*Prepared for the 2nd Meeting of EMEAP Monetary and Financial
Stability Committee, Bali, Indonesia, November 2, 2007.

market disruptions. There has been a long-standing
debate over whether the Asian crisis was fundamentally
a liquidity or solvency event. But substantial academic
work suggests that countries with substantial levels of
foreign reserves are less vulnerable to financial crises.*

The purpose of this paper is three-fold. The first objec-
tive is to review the evolution of the concept of “reserve
adequacy” for central bank foreign exchange reserves.
The second objective is to show where emerging market
countries stand at the present time according to various
measures of reserve adequacy, with a focus on the rele-
vance of the reserve adequacy concept today. The final
objective is to discuss the costs of—and limits to—
reserve accumulation in the current global economic
and financial system.

The Evolving Concept of Reserve Adequacy
To assess the concept of reserve adequacy, it is useful
to start with why countries hold foreign reserves in the
first place. The principal reason is to provide a ready
source of liquidity in the event of unforeseen disrup-
tions in the funding of a country's international balance
of payments activities. The availability of foreign
reserves enables a country to finance temporarily
shortfalls in the balance of payments without large
and potentially disruptive changes in the exchange
rate or in domestic consumption and investment.
Without foreign reserves, for example, a country that
suffers a steep decline in the price of its principal
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export and is unable to arrange exceptional financing
would likely face substantial exchange rate deprecia-
tion and lower GDP growth in order to keep its trade
balance at a level compatible with financing through
capital flows.” By drawing on its foreign reserves, a
country can reduce the impact of balance of payments
shocks on the exchange rate and real GDP growth,
reducing overall macroeconomic volatility, which in
turn generally improves long-run growth prospects
by encouraging higher levels of investment that
come with greater stability.

The essence of reserve adequacy boils down to the
capacity of central bank reserves to act as a buffer in the
face of various balance of payments shocks. Economists’
views on what constitute adequate levels of international
reserves have therefore evolved with the evolution of the
global economic and financial system: as the nature of
likely shocks to the balance of payments has changed,

so have the metrics for reserve adequacy.

Under the original Bretton Woods system and for a
number of years that followed, capital controls remained
widespread and capital mobility across borders was
limited. Under Bretton Woods, therefore, shocks to the
balance of payments came primarily from the trade
account, and reserve adequacy was measured in these
terms. Specifically, reserves were calculated as a multiple
of the months of imports that they could finance, with
the typical minimum benchmark being 3 months.

The shortcomings of this concept of reserve adequacy
became painfully apparent in the 1990s. With the liber-
alization of capital controls beginning in the 1980s,
cross-border financial flows accelerated dramatically.

A rapid reversal in capital account flows became the
most significant potential shock to most emerging
markets’ balance of payments, leading to the develop-
ment of several reserve adequacy metrics defined
using capital account variables.

The most prominent is the ratio of reserves to short-term
external debt, with “short-term” defined as debt amortiza-
tions due within the next 12 months (regardless of the
original maturity of the obligations). The minimum bench-
mark of reserves equal to at least 100% of short-term
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external debt became known as the Greenspan-Guidotti
rule. Greenspan-Guidotti is perhaps the single concept
of reserve adequacy that has the most adherents and
empirical support.®

Other capital account metrics focus on the capacity of
reserves to finance capital flight from the local market
—that is, sales of domestic securities and their conver-
sion into foreign exchange. This approach recognizes
that balance of payments pressures can come not only
from scheduled drains on foreign exchange embodied
in short-term external debt but also the liquidation

of investor positions in local capital markets.

Two examples of domestic capital market-related
measures are the ratios of reserves to broad money
and reserves to domestic equity portfolio holdings

by foreigners. Unlike the months of imports and short-
term debt measures, these metrics are stock rather than
flow measures.” The adequacy thresholds for each are
intended to reflect the extent to which foreign reserves
could finance the outflow that would materialize if a cer-
tain portion of the stock of local money or foreign hold-
ings of equity were liquidated and converted into for-
eign exchange. The minimum threshold for broad
money is usually considered 5-20%, with the lower end
of the range considered adequate for flexible exchange
rate regimes and the latter number for fixed regimes.
The threshold for foreign equity holdings is typically
considered to be 30%, though in practice actual outflows
during crisis events have rarely approached these levels
and a fall in equity prices in local-currency terms would
reduce the value of the outstanding stock during a crisis.

Other approaches to reserve adequacy also deserve
mention. The first is a “value-at-risk” or related “insur-
ance-based” framework.® The intuition behind this
approach is to view shocks to the balance of payments
as probabilistic events for which reserves act as insur-
ance. The amount of insurance, or reserves, to hold is
the level where the (declining) marginal benefit of
holding the insurance equals the (increasing) marginal
cost. The actual calculation is done by using empirical
data on variations in the balance of payments, assign-
ing “disutility” values for crisis-related outcomes, and
introducing a measure for the cost of holding reserves.
These approaches are appealing for their theoretical
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rigor and clear articulation of the basic problem con-
fronting central banks in their decisions about reserve
targets. The downside is their complexity, difficulty

in assigning “utility” values to various outcomes, and
reliance on empirical volatilities. The fact that these
approaches are less transparent increases the

“black box"” factor of their output.

The second is related to the path-breaking and influen-
tial Bretton Woods Il (BWII) thesis put forward by
Michael Dooley, David Folkerts-Landau, and Peter
Garber.” The BWII contention is that exchange rate
intervention by emerging market countries to maintain
undervalued exchange rates is a rational and sustainable
development strategy. The counterpart to such interven-
tion, of course, is the build-up of international reserves
by emerging market central banks. The BWII framework
argues that such reserves serve literally as “collateral” for
foreign investors, inducing them to make foreign direct
investments (FDI) in emerging market countries that
further advance the development process.

There are several problems with this latter part of the
argument. First, in practice central bank reserves have
generally been immune to seizure even in the event of
sovereign defaults, to say nothing of private investment
disputes. Second, the pattern of reserve accumulation
(heavy purchases of U.S. assets by Asian countries for
instance) does not match the pattern of FDI (which for

Figure 1 | Gross Reserves (Excluding Gold)
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Source: Haver. Latest data is from August 2007. Select Asia excluding China: India, Indonesia, Korea, Malaysia,
Philippines, Singapore, Thailand, Vietnam. Select Non-Asia excluding Russia: Brazil, Hungary, Mexico, Poland, South
Africa, Turkey. This chart is not indicative of the past or future performance of any Allianz Global Investors product.
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Asia has largely been intra-regional including from
Japan). Third, while reserves-as-collateral has a certain
logic for countries with uncertain protections for for-
eign investors, it is harder to explain for countries that
have a long history of foreign investment and protec-
tion of property rights." BWIl is thus more compelling
as a theory for why central banks target the level of
the exchange rate rather than as a theory of targeting
a specific level of foreign reserves—a distinction

we will discuss at greater length below.

For these reasons, we focus in the rest of this paper
on the reserve adequacy metrics described above. The
next section examines how current reserve levels in
emerging markets stack up against these metrics.

Reserve Adequacy Today

It is no secret that reserves in emerging markets have
grown at an astonishing pace in recent years." Figure 1
tells the story for a selection of countries. Combined
reserves of this group almost quadrupled from $720
billion at end-2001 to $2.7 trillion by the first quarter
of 2007. China alone accounts for almost half of the
increase. But as Figure 1 illustrates, the increase in
reserves has been broad-based.

Where do emerging market countries stand with respect
to traditional metrics of reserve adequacy? Table 1 pro-
vides a summary, using data as of the first quarter of
2007. Itis clear from the table that reserves in emerging
markets almost across the board are substantially above
the minimum thresholds recommended under tradition-
al metrics of reserve adequacy. In fact, the only readings
that are below the minimum thresholds on any of the
indicators are Turkey's ratio of reserves to short-term
debt (85%) and South Africa’s coverage of foreign equity
holdings (22%). The magnitude of above-threshold
holdings is also illustrated in Figures 2a-d (see page 6).

Itis also apparent that, in general, reserve coverage in
Asian countries is substantially above comparable cover-
age ratios in non-Asian emerging markets. Table 1 shows
the median values for the coverage ratios for Asian and
non-Asian countries: 5.6 vs. 3.9 in months of imports,
340% vs. 154% for short-term debt, and 172% vs. 122% of
foreign portfolio equity holdings. The median values for
coverage of broad money are roughly the same at 30%.
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Besides looking at individual indicators, we can also
look at indicators that provide a composite picture of
reserve adequacy against the variety of risks discussed
above. The first column of Table 2 (see page 7) shows
reserves as a percentage of the most restrictive mini-
mum reserve adequacy metric for each individual
country. For example, for Korea, the most restrictive
minimum metric is short-term debt: 100% coverage for
short-term debt generates a minimum reserve require-
ment of $130 billion—larger than $97 billion to cover
3 months of imports, $85 billion to cover 30% of foreign
portfolio equity, and $77 billion to cover 12.5% of broad
money. Korea's $244 billion in reserves covered 188%
of the $130 billion required to cover short-term debt.

As Table 2 illustrates, all countries except Turkey and
South Africa held reserves in excess of the minimum
required under the most restrictive standard. At the
median, Asian countries held almost twice (186%)

the amount of reserves required by the most restrictive
standard, while non-Asian emerging markets were
slightly above the relevant level (105%).

We can look at an even more extreme measure of
reserve adequacy by adding together the minimum

Table 1 | Individual Reserve Adequacy Metrics

Current Account Rollover Capital Flight Risk
Risk Risk
Month %of Short-Term % ofBroad % of Foreign Portfolio
of Imports Debt Money Equity Holdings

Recommended Threshold 3 Months 100% 5-20% 30%
Asia 5.6 340% 30% 172%
China 16.2 630% 26% 836%
India 94 809% 25% 306%
Indonesia 53 168% 30% 135%
Korea 7.5 188% 40% 86%
Malaysia 6.9 373% 41% 172%
Philippines 43 269% 30% 194%
Singapore 53 128% 75% 114%
Thailand 5.6 340% 29% 170%
Vietnam 4.1 916% 32% 301%
Other Emerging Markets 39 154% 30% 122%
Brazil 103 312% 16% 54%
Hungary 3.0 154% 34% 122%
Mexico 3.1 220% 33% 47%
Poland 39 131% 29% 209%
Russia 17.8 379% 79% 167%
South Africa 32 104% 14% 22%
Turkey 54 85% 30% 178%

Source: Haver. Latest data is from August 2007. Select Asia excluding China: India, Indonesia, Korea, Malaysia,
Philippines, Singapore, Thailand, Vietnam. Select Non-Asia excluding Russia: Brazil, Hungary, Mexico, Poland, South
Africa, Turkey. This chart is not indicative of the past or future performance of any Allianz Global Investors product.
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thresholds for current account risk (3 months of
imports), rollover risk (100% of short-term debt), and
capital flight risk (the higher of 12.5% of broad money
and 30% of foreign portfolio equity holdings). The results
are shown in the second column of Table 2. Russia,
China, India, and Malaysia exceed 100% coverage under
even this extreme measure of reserve adequacy. The
median value for Asian countries again exceeds the
comparable value for non-Asian emerging markets.

Note that this “combined” measure of reserve adequa-
cy is purely illustrative and lacks any empirical support
as a meaningful indicator itself, in contrast to the indi-
vidual reserve adequacy metrics discussed above.
Moreover, several of the countries with lower readings
on this measure—particularly in Asia—have large
current account surpluses that provide an enormous
buffer against outflows on the capital account.”

These data suggest that reserve holdings in emerging
markets overall are substantially above those required
for crisis-prevention purposes, with “excess” reserves
particularly high in some countries. Asian countries
as a group have markedly higher levels of reserves
relative to standard vulnerability metrics than their
counterparts in other regions.

The move in many countries toward more return-orient-
ed strategies for managing their reserves offers some
confirmation that central banks recognize this. Putting a
portion of reserves into higher-risk assets like fixed-
income credit products, equities, and alternative invest-
ments reduces portfolio liquidity and increases vulnera-
bility to price declines. The “revealed preference” willing-
ness of central banks and countries to do this suggests
that they view overall reserve holdings as comfortably

in excess of any plausible prudential requirements.

All of this points to the conclusion that central bank
foreign exchange intervention in many emerging mar-
kets is being driven not by objectives vis-a-vis reserve
accumulation itself. Rather reserve accumulation is the
outgrowth of objectives vis-a-vis the exchange rate,

as many central banks seek to limit the appreciation

of their currencies to encourage export-led growth

a la the BWII thesis. The exchange rate dog wags

the reserve accumulation tail, not vice versa.”
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Reserve Holdings Versus Recommended Thresholds
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Source: IMF International Financial Statistics, Institute for International finance, Joint External Debt Hub, Haver
Analytics, IMF Balance of Payments Statistics, PIMCO. These charts are not indicative of the past or future performance
of any Allianz Global Investors product.

Table 2 | Composite Measures of Reserve Adequacy

Ratio of Reserves to...

Current Account + Rollover +
Capital Flight Risk Metrics

Most Restrictive Individual
Reserve Adequacy Metric

Asia 186% 79%
China Broad Money 204% 120%
India Broad Money 203% 107%
Indonesia Short-term debt 168% 63%
Korea Short-term debt 188% 78%
Malaysia Imports 231% 100%
Philippines Short-term debt 143% 67%
Singapore Imports 128% 62%
Thailand Imports 186% 79%
Vietnam Imports 137% 82%

Other Emerging Markets 105% 50%
Brazil Broad Money 125% 71%
Hungary Imports 101% 50%
Mexico Imports 105% 49%
Poland Imports 131% 51%
Russia Short-term debt 379% 163%
South Africa Equity 75% 31%
Turkey Short-term debt 85% 47%

Source: Sources: IMF International Financial Statistics, Institute for International Finance, Joint External Debt Hub,
Haver Analytics, IMF Balance of Payments Statistics, PIMCO. Median figures for each region in bold. This chart is not
indicative of the past or future performance of any Allianz Global Investors product.
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As such, the very concept of reserve adequacy has lost
its meaning for many countries in the emerging world.
This is particularly true in Asia. With foreign reserves
rocketing upwards as central banks seek to satisfy ris-
ing demand for their local currencies, the relevant
question with respect to reserve accumulation is no
longer “how much is enough?” but rather “how much
is too much?” The next section looks more closely at
the factors that may set limits on the magnitude of
reserve accumulation in the future.

The Limits of Reserve Accumulation

Some of the constraints on unlimited reserve accumu-
lation are well known. To purchase foreign reserve
assets, the central bank must finance the purchase
either by issuing new liabilities or selling other assets
on its balance sheet. With the power of the printing
press, the central bank can finance the purchase of
foreign reserves interest-free simply by issuing new
liabilities in the form of domestic currency. Indeed,
this produces seigniorage profits for the central bank.
But doing so excessively risks igniting inflation.

On the opposite side, financing reserve purchases via
the issuance of central bank debt or sale of assets like
domestic government securities—known as steriliza-
tion—can prevent the growth of base money. But it
entails financial costs for the central bank, either
through the interest foregone on the government secu-
rity assets or the interest the central bank must pay on
its own securities. In addition, the central bank may find
it difficult to place large volumes of sterilization securi-
ties in domestic financial markets, particularly if such
markets are still at an early stage of development.

What does recent experience tell us about inflationary
risks and sterilization costs? Inflation has generally
declined or remained low in emerging market coun-
tries in recent years during the period of rapid reserve
accumulation. In fact, some countries that have
experienced relatively stronger inflationary pressures
during recent years have been those with lower levels
of reserve coverage levels, such as Turkey, Hungary, and
South Africa. This is certainly not universally true, and
Russia stands out as an example of a country where
rapid reserve accumulation has contributed to high
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rates of inflation. But in much of Asia, inflation rates
have remained relatively low. The recent uptick in
inflation has been driven in large measure by supply-
side pressures from food and energy prices.

Turning to sterilization, the central bank pays (or fore-
goes) a domestic financing rate to withdraw liquidity
from the local market. It receives interest on the foreign
reserves it purchases. If the interest rate paid in the
domestic market exceeds the interest rate received on
foreign reserves, the central bank incurs an incremen-
tal net income cost when it purchases foreign reserves
and sterilizes; it earns an incremental net income gain
when the cost of domestic financing is lower than the
rate earned on foreign reserves. In situations of steril-
ized intervention, then, overall central bank seigniorage
profits are lower than they otherwise would be when
domestic interest rates are higher than foreign

interest rates, and vice versa."

The financial costs of sterilizing reserve accumulation
do not appear to have been prohibitive to date. Table 3
provides a very simple calculation to compare these

costs across countries. The first column shows the
domestic financing rate, usually representing the
overnight interest rate or the yield on central bank steril-
ization instruments. Because data on central bank
reserve holdings are not widely available, the rate on
foreign reserve holdings is assumed to be the yield on
the two-year U.S. Treasury note (4.00%). The second col-
umn shows the “carry” on each central bank’s foreign
reserve holdings, with a negative number indicating the
cost to the central bank of holding foreign reserves. The
third column shows the annual profit or loss from the
interest rate carry on the central bank’s entire reserve
holdings. The fourth column shows the annual profit

or loss from the interest rate carry on the central bank’s
excess reserve holdings, defined as the amount of
reserves over and above the minimum under the most
restrictive standard described in the previous section.

The carrying costs of excess reserve holdings do not
appear particularly significant. All are less than 0.5%

of GDP. In several Asian countries, the central bank
earns a carry profit because of the low costs of domes-
tic financing for the central bank. This does not, howev-

er, account for foreign exchange valuation changes.

Table 3 | Estimated Sterilization Financing Costs

Interest Rate Differential From experience to date, it would be difficult to make

Impact if Carry on

Seigniorage Profits the case that inflationary pressures or sterilization costs
~ Domestic Net Carry (Interest ~ Carry Income ~ Carry Income have presented significant obstacles to reserve accumu-
Financing Cost on Foreign on Total Reserves on Excess . . .
(Sterilization Rate) ~ Reserves Minus (% of GDP) Reserves lation. This does not mean that they will not do so
Sterilization Rates) (% of GDP) h ' -

= in the future. Indeed, central banks’ monetary policies
Sla . . . .

China 39% 078% 03% 0% must increasingly contend with possible second-order
India 7.54% -3.54% -0.7% -04% inflationary spillovers to non-commodity prices from
Indonesia 8.25% -4.25% -0.5% -0.2% ; ;

supply shocks—a task that is complicated by the mone-
Korea 5.43% -1.43% -0.4% -0.2% PPY . P 15 y .
Malaysia 345% 055% 03% 0% tary effects of reserve accumulation.” In the remainder
Philippines 5.64% -1.64% -0.3% 0.1% of this section, however, we focus primarily on several
Singapore 2.11% 1.89% 1.9% 0.4% .
Thaiand eV 077% 03% 01% other factors that act as limits on reserve growth.
Vietnam 7.75% -3.75% -1.1% -0.3% . . .

Other Emerging Markets Asset bubbles. The dramatic rally in emerging market
Brazil 11.25% -1.25% 0.7% 0.1% equities this fall has resulted in a wave of renewed
Hungary 7.50% -3.50% -0.7% 0.0% . . .

Viexco 775% 37% 03% 00% press speculation about a possible bubble in these
Poland 4.75% -0.75% -0.1% 0.0% assets. These concerns are not new, having been

Russia 5.28% -1.28% -04% -0.3% voiced at numerous points during the run-up in emerg-
South Africa 9.80% -5.80% -0.5% NA . . . . .

Turkey 1705% 1305% 2% NA ing market equity prices since 2003. Certainly there

are fundamental reasons for the strength of emerging
Sources: HSBC, Lehman Brothers, Bloomberg, International Financial Statistics, PIMCO. This chart is not
indicative of the past or future performance of any Allianz Global Investors product.
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market equities, including increasing confidence about
the durability of their growth prospects and (until
recently at least) lower price-to-earnings multiples
than their counterparts in industrialized countries.

But history provides sobering lessons about how asset
valuations can become stretched beyond what even
strong fundamentals justify, when financial conditions
are permissive. Foreign exchange intervention by central
banks tends to boost domestic asset prices in two ways:
first, by generally easing domestic financial conditions
as interventions are only partially sterilized; and second,
by inducing even larger inflows into local markets by
investors who believe they will benefit from eventual
currency appreciation as the central bank relents in its
efforts to maintain an undervalued level. This is a reason
that central banks should not take excessive comfort
from relatively restrained consumer price inflation: it
might be because loose liquidity conditions resulting
from rapid foreign exchange accumulation are showing
up in the prices of assets rather than goods.

Japan's experience in the late 1980s and early 1990s
has become a fascinating empirical counterpoint to
this discussion. Ronald McKinnon and others have
argued that Japan's mistake was to submit to pressure
from the United States and other countries to allow
yen appreciation, which was followed by more than a
decade of deflation in Japan. Larry Summers and others
have responded that Japan's mistake was to pursue an
easy monetary stance in the late 1980s aimed at limit-
ing yen appreciation, which produced enormous real
estate and equity bubbles. The size of these bubbles
meant that when they popped, the depth and velocity
of the decline created a discontinuous change that
made successful stabilization much more difficult."

It is true—as Alan Greenspan has argued—that during
a period when asset prices are growing rapidly it

is difficult to distinguish between the fundamental
factors driving such changes versus financial
causes/investor euphoria associated with asset bubbles
that will eventually pop. But for a central bank that is
concerned about macroeconomic stability, policy deci-
sions must incorporate serious consideration of the lat-
ter possibility."” When there are strong theoretical and
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empirical reasons to believe that exchange rate policy
contributes to excess asset price increases, a prudent
central bank may wish to phase down its foreign
currency intervention before such pressures build

up to the point of painful and disorderly reversal.

Central bank balance sheet losses. A number of analysts
have pointed out that the foreign asset holdings of cen-
tral banks are subject to large mark-to-market losses

in local currency terms when local exchange rates
appreciate. These mark-to-market losses could amount
to multiples of central bank capital, resulting in nega-
tive net worth in the absence of recapitalization by

the country's finance ministry.'

Does it matter? Some studies have shown that coun-
tries with financially weak central banks tend to experi-
ence higher rates of inflation, since the institutional
independence of the monetary authorities is compro-
mised."” But there are also examples of central banks
with negative capital (such as Chile) with no

apparent impact on inflation.

In general, the flow situation facing the central bank on
its income statement is more important to monetary
control than the mark-to-market stock situation on its
balance sheet. That is, if the central bank is paying out
more in interest on its sterilization instruments than it is
receiving on its foreign reserves, it is forced to either (a)
emit more money each month, with possible inflationary
consequences, or (b) issue additional sterilization instru-
ments to prevent base money from growing, which sim-
ply increases the central bank's interest burden further.
The central bank thus becomes conflicted between
inflation-fighting objectives and its own financial health.
In extreme situations, this can result in a profound ero-
sion of public faith in the central bank’s inflation-fighting
credibility, resulting in an upward spiral of inflationary
expectations, interest rates, and central bank losses.

As the exchange rate appreciates, the central bank’s
income situation deteriorates because the interest earn-
ings on foreign reserves become less valuable in local
currency terms. For example, for a country in which
foreign reserves are equal to 25% of GDP and interest
income on foreign reserves equals 1% of GDP, each



November 2007 Global Central Bank Focus

Figure 3 | Contributing to Real GDP Growth in Emerging Markets exchange rate is under pressure to appreciate, this
9.0 makes foreign assets less valuable over time—possibly
50 BN Net Exports much less valuable. In such a situation, it would be
' Gross Fixed Investment preferable to build a stock of domestic currency-denom-
7.0 B Government Consumption . - inated assets that can be used for bank recapitalization.
60 Private Consumption - Excess dependence on foreign demand. Currency inter-
5.0 - vention to maintain depreciated exchange rates is a

vehicle for promoting export-led growth, along the

4.0
- . . lines proposed by Bretton Woods II. Indeed, the net

Contribution of Expenditure Component
(Percentage Points)

30 export contribution to growth in emerging markets
2.0 - | has been consistently positive in recent years, as illus-
0 - trated in Figure 3. On a net basis, therefore, emerging
markets have relied more on strong demand growth
0.0 — m— in industrialized countries than the other way around.
10 2007 2002 2003 2004 2005 2006 Domestic consumption in emerging markets has

Source: Country national income statistics, PIMCO. Excludes changes in inventories and errors/omissions. This chart fallen as a percentage of GDP, as shown in Figure 4.
is not indicative of the past or future performance of any Allianz Global Investors product.

10% of currency appreciation reduces central bank The resilience of emerging market growth—and that of

income by 0.1% of GDP. Though the direct effect is the global economy as a whole—would be enhanced by
more diversified sources of global demand. While global

economic growth has remained strong amid the slow-
down in the United States, part of the reason is that much
of the drag on U.S. real GDP growth has come from

modest, these costs build up over time as reserves grow,
the currency appreciates, and domestic sterilization
financing rates increase as central banks tighten policy.

A final comment on this balance sheet topic: it is some- demand for non-tradeables especially residential invest-
times argued that a secondary rationale for holding for- ment. A sharper and broader contraction in the United
eign reserves is to provide a stock of assets that can be States would present greater risks to the global economy.

used for recapitalizing a weak domestic banking sector.

The shortcoming of this argument is that when the local Parts of the non-industrialized world—particularly

oil exporters—have substantially ramped up their

Figure 4 | Consumption as % of GDP in Emerging Markets demand for imports and thus their contribution to

. net global demand. For Asian countries, the scope for
increasing domestic aggregate demand is consider-
able, both through additional fiscal spending in some

2 countries and further exchange rate appreciation. This
entails an evolution of the export-driven growth model

% 70 that has guided economic policy in the region in recent
& years. The danger is that if countries resist such an evo-

68 lution for too long, they miss the opportunity to facili-
tate a smooth hand-off from slower demand growth

66 in the United States and other industrialized countries.
Political limits. The current account deficits in the indus-

64 . L.
trialized world—the flip side of the current account sur-

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 N .
pluses and reserve accumulation in the emerging world
Source: IMF World Economic Outlook Database. This chart is not indicative of the past or future performance of any —raise questions not only of economic sustaina bility
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but also political sustainability. This is most apparent
in the United States, where momentum is building in
the U.S. Congress for legislation aimed at the foreign
exchange and trade policies of other countries.

Several bills have been approved in Senate and House
committees that would tighten the definition of curren-
¢y “manipulation” or “misalignment” by U.S. trading
partners. The enforcement provisions of the bills could
allow U.S. companies to use currency undervaluation
as grounds for anti-dumping duties and could compel
the U.S. government to file a complaint against such
countries with the World Trade Organization (WTO).
For example, the Dodd-Shelby Senate Banking bill
would compel the U.S. Treasury to designate a country
as a currency manipulator if it (1) has a material global
current account surplus, (2) has a significant bilateral
trade surplus with the United States, and (3) is engaged
in prolonged one-way currency market intervention.

Although these bills remain a long way from becoming
law (among other reasons because of a crowded U.S.
legislative calendar and opposition from the Bush
Administration), the direction of the political winds is
clear. Pressure is likely to build further heading into the
2008 Presidential election year, especially if the U.S.
economy weakens. And it is not just the United States.
Criticism in Europe of Chinese foreign exchange policy
has intensified, culminating in a recent call by European
finance ministers for an official dialogue with China

on exchange rate policy. While the renminbi has been
appreciating gradually against the U.S. dollar, it has
depreciated against the euro as the dollar has weakened.
The new multilateral emphasis is reflected in the recent
G7 Finance Ministers statement, which called for “accel-
erated appreciation of [China's] effective exchange rate.”

At the same time, on the investment side of the ledger,
apprehension is growing in many industrialized coun-
tries regarding investments by state-owned entities
from other countries including sovereign wealth funds
(SWFs). Examples include U.S. Congressional resistance
to the purchase of Unocal by the China National
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Offshore Oil Company (CNOOC) in 2005 and of port
facilities in the United States by Dubai Ports World in
2006. Both transactions were ultimately withdrawn.

In response to the Dubai Ports deal, the U.S. Congress
has strengthened its oversight of the Committee on
Foreign Investment in the United States (CFIUS), which
has the power to prevent purchases of U.S. companies
by foreign entities on national security grounds. Under
the new legislation, purchases by foreign state-owned
companies are automatically subject to CFIUS investi-
gation. Again, the United States is not alone in moving
in this direction. German chancellor Angela Merkel
recently said that her government was considering leg-
islation to make it more difficult for sovereign wealth
funds to purchase German companies. The European
Union has also discussed such measures, with particu-
lar emphasis on prospective purchases by Russia.

Thus the rapid rate of reserve accumulation in emerg-
ing markets faces political constraints from two fronts:
on the trade side, from legislation targeting the
exchange rate policies that have produced increasing
levels of foreign reserves; and on the investment side, as
countries are seeking to diversify and boost returns on
their reserve assets. While there is nothing imminent in
legislation that would break apart the current system,
the progressive ratcheting up of the political pressure is
rightly viewed as a constraint on future reserve growth.

Conclusion

The financial crises of the 1990s and early 2000s
justifiably increased the focus of policymakers on
economic stability, in addition to economic growth.
The proliferation of metrics to measure the adequacy
of foreign reserve holdings was an outgrowth of

this emphasis on insulating countries from the
disruptive effects of financial crises.

With reserve holdings in most emerging markets now
comfortably above the levels suggested by broadly
accepted adequacy metrics, attention rightly shifts to
other potential sources of instability. As argued here,
some of that potential instability may in fact come
from the rapid pace of reserve accumulation itself, by
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contributing to imbalances in asset markets, central
bank finances, global aggregate demand, and the
political consensus on economic policy. The greatest
risk is that this combination of imbalances continues to
grow over time, culminating in sudden and disorderly
changes in emerging markets and the global economy.

That scenario is by no means certain or even the most
likely. The best insurance against such an outcome
involves continued rebalancing of global demand. This
will likely involve a fiscal expansion in some countries,
particularly those with low levels of debt and strong
fiscal positions. A mix of import-intensive infrastructure
investment combined with targeted social investments
can both boost productivity and increase the incentives
for households to consume.”

It will also entail appreciation of emerging market cur-
rencies and a concomitant moderation in the pace of
reserve accumulation. Given the focus on exchange
rate policies favoring export-led growth in recent years,
this is not necessarily a recipe for central banks getting
everything they want. But it might be one for getting
what they—and the global economy—need.
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Data Appendix | Summary of Country Statistics (End-Q12007)

RESES Economy Size Inputs for Reserve Adequacy Metrics
Gross Reserves Annual Short-term Broad Foreign Portfolio
US$ Billions (Excluding Gold) GDP Imports Debt Money Equity Holdings
Asia
China 1,204 2,735 892 191 4,713 144
India 192 911 244 24 759 63
Indonesia 46 375 104 27 151 34
Korea 244 902 389 130 616 284
Malaysia 88 153 153 24 213 51
Philippines 22 121 61 8 73 11
Singapore 138 136 311 108 184 121
Thailand 69 210 149 20 239 41
Vietnam 18 63 54 2 56 6
Other Emerging Markets
Brazil 109 1,095 127 35 697 201
Hungary 23 117 89 15 67 19
Mexico 76 854 289 35 232 161
Poland 49 345 148 37 170 23
Russia 330 1,026 223 87 419 198
South Africa 24 259 89 23 165 106
Turkey 68 402 149 80 225 38

Sources: Gross Reserves—IMF International Financial Statistics and Bloomberg

GDP—IMF World Economic Outlook Database

Annual Imports—IMF Balance of Payments Statistics

Short-Term Debt—Institute for International Finance and Joint External Debt Hub (most data from IIF, with JEDH used to cross-check and fill in coverage gaps)
Broad Money—IMF International Financial Statistics

Foreign Portfolio Equity Holdings—IMF Balance of Payments Statistics, Haver Analytics, and Bloomberg (some 2006 figures and all 2007 figures estimated from
combining balance of payments data with equity return data)
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