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Figure 1: Largest regional safety nets are European and Asian European Stability Mechanism,
Map of regional financial amrangements $500bn. Est 2012

Chiang Mai Initiative, $240bn.
" By Est.2010.
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North America Framework
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Sotirce: National sources, OMFIF analysis
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Figure 2: Reserves have risen six-fold since
new millennium
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Figure 3: Asian sovereign fund and central bank
assets largest in the world

Reserves by region and type of institution, Stn
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Gaps in global financial safety net

How to augment large but fragmented reserves

Danae Kyriakopoulou®

This risk of financial instability may have risen over the past decades as
globalisation has intensified. This is in spite of a string of international measures to
improve financial regulation and tighten surveillance over countries that follow
unbalanced policies. Some elements of a “‘global financial safety net” intended to protect
countries against crises are in place, but large gaps remain.

Following a sharp drop afterthe 2008 financial crisis, global capital flows have
begun to recover. Their composition has also changed. As analysed in the September
Bulletin, the post-crisis regulatory wave has succeeded in curbing cross-border bank
lending. However, this has been partly offset by increasing levels of direct investments.
Banks’ total foreign claims stood at $25.8tn in 2017, $4.6tn down from their pre-crisis
peak.

Globally integrated capital markets offer important rewards to individual
economies, enabling them to expand investment opportunities and diversify risk
internationally,and to borrow to smooth consumption in the face of shocks. The
potentialgains resulting from such international risk sharing and efficient resource
utilisation can be large. But capital flows can also be volatile and unpredictable, and
abrupt reversals can have damaging effects on the real economy. As developed
countries’ central banks navigate a period of normalising monetary policy, the global
economy is entering a juncture where these risks may intensify, particularly in emerging
markets.

This backdrop highlights the importance of an effectiveglobal financial safety net,
defined as the collective value of countries’ sources of insurance and financing. These
include individual countries’ reserves as well as external public financing at the

regional and global level, such as central bank bilateral swap arrangements, regional

! Danae Kyriakopoulou is Chief Economist and Head of Research at OMFIF
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financial arrangements such as regional reserve pooling, and the International Monetary

Fund. These measures are intended to provide countries with insurance against crises,
financing when shocks hit and incentives for sound macroeconomic policies. As shown
in Figures 1&2, the elements of a potential safety net grew strongly following
thefinancial crisis, as individual countries amassed more foreign reserves and BSAS
and RFAs were introduced.

Figure 1: Largest regional safety nets are European and Asian European Stability Mechanism,
Map of regional financial arrangements $500bn. Est. 2012

Chiang Mai Initiative, $240bn.
Est.2010.

Bric Contingent Reserve
Amrangement, $85bn. Est. 2015.

European Commission Balance
of Payments assistance, $15bn.

North America Framework
Agreement, $5bn. Est. 1994.

Sotirce: National sources, OMFIF analysis
'

Expanding the net

But even this may not be enough. Reserves (including gold) of individual countries’
central banks and sovereign funds make up the vast majority of the total, at around
$20tn. Out of these, around $12tn are foreign exchange reserves held at central banks
(see Figure 2). This presents several problems. Global reserves may be large, but they
are also fragmented. Asia, led by China, and the Middle East, led by the oil-exporting
Gulf economies, jointly hold 65% of global foreign reserves, according to the 2017
edition of OMFIF’s Global Public Investor report. This uneven distribution will rarely

match the global distribution of risks.
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Figure 2: Reserves have risen six-fold since
new millennium
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Moreover, size is not always a guarantee of resilience. In times of crisis, individual
countries’ reserves can be depleted very quickly. Russia’s reserves declined by almost
30% in just nine months in 2014-15. Reserve pooling and RFASs such as Asia’s Chiang
Mai Initiative and the European Stability Mechanism in the euro area can go some way
to address this, but remain vulnerable to regional shocks and domestic disturbanceswith
regional impact. These may create situations when individual countries want to access
the regional pool at the same time. The choice of currency for regional reserve pools
can also be problematic: Unless reserves are denominated in a currency that is issued
by one of the central banks in the region, they run the risk of being depleted quickly in
a crisis. But the alternative would only be feasible for regions with currencies that enjoy

reserve status. RFAs are also politically difficult to implement. Better mechanisms to
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contain potential disorderly spillovers are urgently needed if they are to become

effective tools.

These constraints elevate the importance of global resources held at the IMF.
Quota resources at the Fund doubled as part of the 14th General Review of Quotas
reform package implemented in 2016, and now stand at sdr475bn ($675bn). The Fund’s
lending toolkit offers multiple instruments of crisis prevention through which its
members can receive financial assistance, such as the Flexible Credit Line and the
Precautionary and Liquidity Line. But the stigma associated with requesting
precautionary financing has constrained the extent to which the facilities have been
used. In response, IMF staff proposed a new facility, the ‘short-term liquidity swap’ for
‘members with strong fundamentals and policies’, ‘to provide liquidity support for
potential balance of payments needs of a short-term, frequent and moderate nature’.
The proposals were rejectedby the Board in December 2017, who cited worries over
‘the importance to maintain incentives for strong policies, minimising moral hazard,
safeguarding Fund resources and avoiding overlap and proliferation of instruments’.

These important concerns need to be addressed, andindeed the Fund insists that
the proposals are not completely off the table, but rather on the shelf for now. But the
alternative of a global financial safety net which never took off the ground couldbe even

more problematic.
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The ECB's monetary trilemma

Warnings from failed 2011 exit strategy

Frank Westermann?

In the present debate on the European Central Bank's expansionary policy stance,
the focus is mostly on its quantitative easing programme. In January, the monthly
volume of purchases was reduced to €30bn from €60bn per month. Those who interpret
this as a step towards monetary tightening forget that QE is only one of two important
policies that determine the euro area’s monetary base. The second, namely the full
allotment policy to banks, is still in place. Under the policy, banks can borrow unlimited
amounts from their central banks at a fixed rate against eligible collateral.

In practice these policies are quite similar. Under QE, the central banks buy bonds
using central bank money. Under full allotment, they lend central bank money against
bonds as collateral. A true exit from the ultra-expansionary policy of recent years would
reduce the sum of the two; the composition would be of secondary importance.

Experience shows, however, that an exit strategy that controls the monetary base
is not possible in the presence of capital flight. When the ECB last tried to implement
such a strategy in a state of financial fragility, it failed spectacularly. In the spring of
2011, it raised interest rates to 1.25% from 1%, and then later to 1.5%. This was
accompanied by a tightening of collateral standards and the explicit announcement of
a gradual raising of interest rates.

The result was a wave of capital flight that nearly broke apart the Eurosystem. It
was visible in the system of Target-2 balances, which measures the share of central
bank liquidity that is wire-transferred across countries in net terms — after the

announcements, they skyrocketed to €750bn from €300bn in only a few months. This

1 Frank Westermann is Professor of Economics at Osnabriick University
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pattern is highly reminiscent of speculative attacks in emerging markets just prior to the

break-up of an exchange rate peg.

In Europe, the speculative attack was fuelled by investors' flight to safety. As
central banks in the crisis-affected countries provided liquidity by buying bonds or by
lending against bonds as collateral, they indirectly absorbed risky assets from markets.
Conversely, the Bundesbank's absorption of liquidity put safe assets in circulation that
previously were used to collateralise central bank credit. This made capital flight
attractive, as safe assets could be bought without the price increase that would have
been inevitable with fixed quantities.

A limit on the monetary base in this period would have implied a limit on the
amount of capital flight through the Eurosystem, as well as a maximum of Target-2
balances that national central banks can accumulate. This follows from the fact that the
national central bank of one country can only increase its credit to banks, while keeping
the monetary base stable, if another country reduces its credit. This reduction is a
natural reaction in the countries receiving net capital inflows — banks pay back their
loans to the central banks, because they receive plenty of liquidity from abroad. But
this reaction reaches a limit when the credit by the receiving central bank has fallen to
zero. At this point, the ECB runs into a trilemma that is familiar from the literature

on monetary policy in emerging markets: it cannot simultaneously secure the existence

of acommon currency, allow for unlimited capital flight, and control the monetary base.
One of the three objectives must be given up.

While in most emerging markets the central banks opted to abandon their

exchange rate pegs, the ECB made a different decision. On 8 December 2011, it gave
up the third objective by abolishing its exit strategy and implementing an unprecedented
monetary expansion, the 'big bazooka'. Half a year later, ECB President Mario Draghi's
statement that the bank would do ‘whatever it takes to preserve the euro’, combined with
the promise of unlimited capital flight, and that it would place no upper limit on Target-
2 balances, implied that losing full control over the monetary base would be the

consequence.
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Policy-makers at the ECB are likely to have this episode in mind when refusing to

interpret the latest reduction of bond purchases as a sign of a new policy stance.
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