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5. Please answer questions below according to the following article cited
from THE ECONOMIST NOVEMBER 18TH 1995

What's under Asia’'s mattress?

Asian countries are amassing huge foreign-exchan

reserves. What are the im-

plications for their economies and for the world’s inancial system?

ONCE upon & time, economists used o

fret about whether a shortage of for-

eign-exchange reserves would cramp devel-
oping economies’ imports, and hence thexr
ability 1o invest and grow. Now, however,
the coffers of central banks in many of these
countrics are overflowing. Over the past five
years, the foreign-exchange reserves of
developing economies have more than dou-
bled; those in rich industrial economies
have risen by only a fifth. As a result, devel-
oping countries now contral more than half
of the world's total reserves.

Indeed, s1x of the world's ten biggest
holders of foreign-exchange reserves are
now emerging economics; five of these are
in Asia {see chart on next page). China’s re-
serves have risen above $70 billion, almost
four times their level a1 the end of 1992,
Thailand and Singapore have also seen big
gains of late. After an explosion in the lare

., 1980s, Taiwan's reserves have fallen this
year, because of a net outflow of capital as
foreigners have shunned the Taipei stock-
market. Nevertheless, at $91 billion. they are
still bigger than China’s.

Even so, japan is top of the global re-
serve league with 5170 billion. Its reserves
have soared by 174% since the end of 1992,
thanks to heavy intervention by the Bank of
Japan to prop up the dollar. As a result, just
hive Asian economies—China, Hong Kong,
Japan, Singapore and Taiwan—now con-
ol more than ane-third of the world’s 1otal
foreign-exchange reserves.

At first sight, this looks like yet more ¢vi-
dence of Asia’s increasing economic clout,
But although it reflects large current-ac-
count surpluses in some countries, 3 Major-
ity of Asia's emerging econonies run deh-
¢its. A weighuier factor has been the massive
inflow of foreign capital, which has greatly
exceeded these current-account deficits.

The concentration of reserves tn the
hands of Asian econormes would make ex-
cellent marerial for a financial thriller: a
piot 10 bring down the dollar, The news that
several Asian central banks are about tosign
a pact ro strengshen their ability 1o intervene
jointly in the currency markets could be in-
terpreted as another sign of a conspiracy.

THE LCONOMIST HOVEMBLR MITII LYYS

Sales of dollars by these banks have some-
times been biamed for the dollar's fall.

The shift out of dollars has been driven
partly by the eurrency’s poor performance
as a store of value; but iralso reflects a desire
to hold more yen, in which a large chunk of
Asian countries’ debr is denominated.
Asia’s accumulation of reserves, combined
with irs desire to diversify into yen, may well
hasten the dollar’s long-term dechne as a re-
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serve currency. However, conspiracy theo-
rists should not gettoo carried away: central
banks’ reserves do not carry that much
weight. After all, such reserves amount 10
barely one day's trading in the global for-
eign-exchange market.

More interesting is the impact of the
build-up of reserves on emerging econo-
mies. It is always possible 1o have too much
of agood thing:and rising foreign-exchange
reserves can sometimes signal poor policy,
rather than economic strength.

Such reserves are typically invested in
low-yieldingtreasurybills,soa country with
massive reserves is rather like a hrm that
leaves lots of cash idle in the bank, rather
than putting it to productive use or handing
it back 1o shareholders. Industrial econo-
mies’ foreign-exchange reserves are, on aver-
age, equivalent to 21 months of their im-
ports; many Asian developing countries
have eight months or more of impart cover.

Mexico's expenence last year in Decem-
ber 1994 it iost $5bnthon of reserves within s
few days) suggests a1 INEIgINg evenomics
need large war chiests. But the sk of a sud-
den reversal in capital inflows 15 lower in
Asia than in Latin America, because foreign
direct investment has played a bigger role
than volatile flows of hot money. In an age
of high caputal mobility, the uaditional
measure of reserve adequacy, import cover,
makes less sense. More imporant 1S
whether a country has enough reserves 0
cover debt payments. Those that have high
levels of shon-term debr, such as Mexico,
need more reserves than Asian countnes.

Money to bum

If the squirrelling away of reserves simply
reflected  Anancial conservatism, there
might be little cause for concern. But rising
reserves can somenmes signal danger rather
than prudence. Their rapid nse can fuel
maonetary growth and thus inflarion (or as-
set-price bubbles, as happened in Taiwan 4
few years ago). Several governments have
tried 1o “sterilise” the increase in their re:
serves by selling bands to mup up the exta
liquidity. But this trick is less effective uver
time: it becomes increasingly costly and. be-
cause it raises domestic tnterest rates, 1t can
lure in even more foreign capital.

The only long-term solution is to allow
exchange rates (o rise, which would help o
curb inflarion. Al present, most Asian econ-
omies try 10 keep their exchange rates low 10
maintain export competitiveness. Much of
the increase in reserves reflects direct cen-
tral-bank intervention to hold down their
currencies. However, according 10 ING Bar-
ing Securities, an investment bank, most
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—  joys one of the lowest inflation rates in the
Overtaking : world {1.3%), despite being one of the re-
Forcign-exchange reserves : Top ten holdings gion's fastest-growing economies. The rise
300 1995 latest, $bn in the Singapore dollar has alsp encouraged
700 6 1w % ™ ow companies toshift their products upmarket,
* Davelaping — 1 - B A b ]
econemies” 25 o Japan m away from those made by low-skilled la-
- Tarwan (k) e ] bour towards those with a greater skall con-
) cermany [ 1 S tent. Governments that keep their ¢urren-
e fhunz T 276 | cies undervalued hinder the upgrading of
- Singaporet [3EEHE their exports and may also hold back living
—1 Hang Kong Lamieo i} 52 | standards by making imports dearer than
200 United States E ER they need to be.
100 prazi EEORV] [ 103 | Sooner or lawer, many Fast-growing
i e 4 I [ 47 | Asian econamies will have to fallow Singa-
\:"—;1——.1'—;—1;——.{,—37_7 S Thaitand (datiar terms)s (EZNN pore’s lead and let their exchange rates nse
against other Currencies. when they do, the
P — AT ot Dluk Aubing ang beor Rang _ TLIRLL i iués 3eid dollar may well decline—not because of

Asian currencies, including those of China,
India and Thailand, are still grossly under-
valued compared with these countries’ pur-
chasing-power parities.

t1 s natural that the real exchange rates
of countries whose productivity is growing
rapidly should rise—-look at Japan over the
past two decades. This can happen 1n two
ways:through 3 risen the exchangerateora
rise in infation.

The crucial question is whether capital
inflows are permanent. if they consist
mainly of shor-term portfolio capital, then

1t may be wiser 1o accumulate reserves and
sterilise, rather than atlow the exchange rate
1o rise only to see it plunge ater when the
footloose capitat leaves. But if, as seems 10
be the case in Asia, much of the inward in-
vestment is permanent, a sironger exchange
rate may be a better answer.

The trouble is that Asian governments
tend to worry that currency appreciation
will make their expons less compeaitive.
This has nat, however, happened in Singa-
pore, one of the few Asian economies that
has allowed its exchange rate o nse. lten-

some dastardly Asian conspitacy, but sim-
ply because of the law of the market.

S )

(1) Haw does the rapid rise in reserves affect inflation ?  (5%)

(2) What is the long-term solution to curb inflation in Asian countries
like Taiwan with huge foreign-exchange reserves? why?(5%)

(3) How can rising foreign-exchange reserves sometimes signal
poor policy, rather than economic strength? (5%)

() “ A country can maintain export competitiveness by keeping

exchange rate low.” Do you agree or not? why? (10%)

6. Suppose people begin 1o believe that future yields of existing or
producible assets will deteriorate what would happes to
(1) the prices of common stocks? why? (5%)
(2) the interest rate? why? (5%)
(3) the aggregate national income? why? (5%)

7. What would happen to interest rate if, say, by accumulation
over the years, the stock of capital goods increased? why? (10%)
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