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Some economies in East Asia have built 
up large amounts of foreign exchange reserves 
in the past decades. Holding large amounts of 
reserves helped these economies to stabilize 
their macro economy and exchange rates under 
periods of market stress and rapid shifts in rela-
tive economic size. Generally, it has been a strat-
egy to provide a defence against external shocks 
with damaging consequences for exports.  

Rules aimed at limiting foreign reserves, 
in order to prevent currency manipulation, have 
been discussed over a long period of time. Yet 
there are to date no rules that come with effec-
tive disciplines – and it is unlikely that such rules 
can be agreed multilaterally, at least for the fore-
seeable future. 

What measures has China adopted to 

cope with these challenges?  
The first line of defense was assigned to 

the State Administration of Foreign Exchange 
(SAFE), part of the People Bank of China 
(PBOC), with the objective to diversify away 
from U.S. government securities. In essence, 
the purchasing of new U.S. Treasury bonds was 
going to decelerate, if not stop. This is not an ad-
equate policy. Even if China would reduce its U.S. 
denominated foreign exchange reserves, it does 
not answer the question what China should do 
with all the assets it has already accumulated.

Improving the safety of its foreign reserves 
and the yields it can realistically expect is linked 
to improving China’s institutional structure for 
financial competition and openness. In order 
to transition some of its current reserves, China 

should “decentralize” and move capital into the 
economy guided by solid market mechanisms. 
Financial liberalisation would allow the country 
to consider redeployments of its foreign re-
serves – redeployments allowing for greater 
amounts of investment from China in America’s 
real economy. 

Even if China’s foreign reserves seem 
destined to shrink, redeployment is neces-
sary if China wants to gain better control over 
its reserves by reducing its exposure to larger 
systemic and macro risks. This Policy Brief of-
fers a discussion around various alternatives for 
China’s government to achieve that aim – and 
especially takes stock of an idea to shift reserves 
into equity. 

EXECUTIVE SUMMARY

In the wake of the financial crisis, there 
has – yet again – been an animated debate 
about global imbalances and foreign reserve 
accumulation. In the decade before the crisis, 
emerging markets and low-income countries 
accumulated reserve holdings of over 5 trillion 
U.S. dollars2. These reserves were a powerful 
defence against external turbulence in 2007-
2009. The IMF (2011) argued: “Countries 
with adequate reserves generally avoided large 
drops in output and consumption, and were 
able to handle outflows of capital without ex-
periencing a crisis”. 

However, the IMF and many others 
have questioned whether higher reserves are 
always better and argued that excess reserves 
held by China and other countries are desta-
bilising the global economy. The IMF argued 
in a much-discussed analysis that in the new 
post-crisis environment it is necessary to re-
consider the adequate levels of reserves and 
establish a metric for the reserve needs of 
emerging markets and low-income countries. 
Furthermore, the Fund concluded that “hold-
ing large reserves entails costs, both directly for 
each individual country, and globally as large 

1 The author would like to acknowledge the many valuable suggestions and encouragement made by Benjamin  Cohen, Fredrik 
Erixon, an anonymous  referee, and the Editor 2 As the IMF admits the precautionary motive was an important reason for the 
build-up of reserves in a number of emerging markets in the early 2000s following the balance of payments and banking crises 
of the 1997-1998 in Asia. The Fund also admits the precautionary benefits of reserves were perceived to have increased 
not only in emerging economies but also in some advanced countries, in recognition of new sources of vulnerability that were 
highlighted during the crisis (IMF 2011).
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reserves are detrimental in the form of macro-
economic imbalances” (IMF, 2011). 

Clearly, the Fund’s analysis suggests there 
is a strong correlation between excessive re-
serve accumulation and global imbalances. 
Moreover, it assumes that large foreign ex-
change reserves could be instrumental in alter-
ing exchange rates, consequently eroding the 
stability of the international monetary system. 
However, this view is contested. 

One response has come from the Fund’s 
own Independent Evaluation Office (IEO). 
In a 2012 report, the IEO concluded that the 
IMF’s argument about foreign reserves held 
in emerging countries is not persuasive as it 
relates mainly to current account imbalances 
and not to reserves. In addition, the IEO ar-
gued that when compared to the expansion of 
global financial markets, the size of official in-
ternational reserves does not appear excessive 
(Figure 1). Therefore, the IEO concluded, “in 
analysing the international monetary system 
the IMF should have placed greater emphasis 
on more pressing issues than reserves, for ex-
ample the growth in global liquidity and capi-
tal flow volatility”. 

FIGURE 1. 

GLOBAL BANK ASSETS AND INTERNATIONAL RE-

SERVES (IN BILLION US$)  SOURCE: IMF-IEO 2010

The debate over imbalances and reserves 
offers more nuances than the short description 
exhibited above. But it is clear that there is no 
consensus among economists or in the com-
munity of global macro decision-makers about 
the right size of reserves or what effects that big 
reserves have on international macro policy. 
Some of the urgency in the debate has abated 
in the past two years as the structural growth 

in foreign exchange reserves has slowed down. 

IS CHINA A CURRENCY MANIPULATOR? 

 

Yet there is one part of the debate that refuses 
to go away – the charge that China is a “cur-
rency manipulator” and that it runs a foreign 
exchange reserve policy that destabilises the 
world economy. The U.S. Treasury has been 
close to naming China a currency manipula-
tor but yet refrained from doing so. It keeps 
pushing China to allow a faster appreciation of 
the renminbi, but in recent years argued that 
the decline in China’s current account surplus, 
due to appreciation of China’s real effective 
exchange rate, has helped to reduce the U.S. 
current account deficit. 

This position is, however, questioned by 
economists that consider China a currency 
manipulator and argues that it should merit 
action by U.S. authorities. Lately, it has been 
argued that the U.S. government should try 
to establish disciplines against currency ma-
nipulation in trade agreements such as the 
Trans-Pacific Partnership (TPP) that is cur-
rently negotiated. Peterson Institute’s Fred 
Bergsten, for example, takes the view that it is 
high time for the U.S. to finally implement a 
strong currency manipulation discipline in de-
fence of the country’s exports and that a failure 
on this account could compel the U.S. to sink 
a TPP deal. Furthermore, it is said that such a 
policy would send a serious warning to pres-
ent (especially Japan) and prospective (China) 
partners in trade negotiations that the U.S. is 
serious about taking away trade advantages 
generated by currency-manipulating policies.  

To help U.S. authorities to pinpoint the 
villains, Bergsten draws on a model by Jo-
seph Gagnon (2013) in which three measures 
are used to define a currency manipulator: a 
measure of foreign exchange reserves, includ-
ing sovereign wealth funds, in excess of three 
months of imports; the purchase of significant 
additional amounts of official foreign assets 
(which would imply substantial intervention 
on the exchange rate); and, last but not least, 
excessive trade surpluses. 

Excessive foreign reserves would trigger 
a string of penalties, including denied market 
access obtained via free-trade pacts, counter-
vailing duties against exports subsidized by de-
liberate undervaluation, and sweeping import 
surcharges on the villains. With such penalties, 
Bergsten expects “objectionable currency prac-
tices by trade pact participants” to be deterred. 
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In addition, if a bilateral trade agreement em-
braces such disciplines it could also help to 
spawn better multilateral disciplines at the 
IMF and the World Trade Organisation. 

Such proposals also form part of heavy 
trade lobbying in Washington, DC. It is a view 
championed by several companies and the au-
tomobile industry has especially embraced it, 
at least in trade agreements including Japan. 
The American Automobile Policy Council’s 
(APPC) has put forward a proposal for a cur-
rency-manipulation clause in the TPP trade 
agreement and made its support for this trade 
initiative contingent on the adoption of such 
enforceable provisions. Previous versions of 
Congressional proposals on a trade promotion 
authority bill included some novel phrases on 
currency manipulation. Still, Congressman 
Sander Levin, ranking member of the U.S. 
House Ways and Means Committee, withheld 
his support of this bill, noting among his ob-
jections that it did not go far enough on cur-
rency intervention issues. In the recent TPA 
bill proposed by Senators Hatch and Wyder 
together with Representative Ryan there are 
no proposals to condition the approval of Free 
Trade Agreements on currency-reserves policy. 

However, the “currency manipulation 
discipline” proposed in the debate, and the 
campaign for its implementation, can turn out 
to be a red herring 3. Excessive foreign reserves 
are already a big concern to China’s authori-
ties, but for different reasons. Holding reserves 
come with opportunity costs – and big reserves 
inevitably mean big opportunity costs. 

 
EXCESSIVE FOREIGN EXCHANGES 

RESERVES: FORGONE GROWTH AND 

SYSTEMIC RISKS

Excessive reserves imply denied welfare. Ac-
cording to calculations by Larry Summers, 

the forgone growth for China because of its 
reserves amounted five years ago to almost 6% 
of GDP 4. Yet what appears to have concerned 
China’s authorities more in recent years is that 
its foreign reserves, mostly parked in sovereign 
debt securities of the developed world, are no 
longer harbored in safe haven after the 2008 
global financial crisis. In the current unstable 
structure of international monetary policy 
these assets are exposed to a mix of systemic 
risks. At home, as Yu Qiao (2013) observes, 
“the balance sheet of the Chinese central bank 
is constantly being expanded with stockpiles 
of foreign reserves over the years, and this situ-
ation was severely worsened by the recent fiscal 
stimulus to counteract economic slowdowns. 
Consequently, domestic money supply is in-
creasing to a dangerous level and inflationary 
pressure mounts”.

In most advanced economies, however, 
inflationary pressures are subdued5 and pric-
es are in some countries falling despite seven 
years of rapid expansion of central banks’ bal-
ance sheets. The prevailing view is that, with 
inflation on downward trend, the interest rates 
largely reflect a fall in the equilibrium or ‘nat-
ural’ interest rates. However, as argued by the 
IMF (2014) and others, central banks should 
not get complacent about the risks involved 
in the extraordinary monetary expansion . As 
Borio (2015) argues, this view neglects the role 
of monetary and financial factors behind the 
trend decline in real rates: “After all, interest 
rates are not determined by some invisible 
natural force, they are set by central banks of 
developed economies”. 

By the same token, the ECB’s Benoît 
Cœuré remarks that a “central bank which 
promises to maintain interest rates low for a 
prolonged period entails some risks” (2014). 
And India’s top central banker, Raghuram Ra-
jan (2014), argues that “the belief that interest 

3  Ed Dolan (2013), among others, has made the correct observation that, while helpful to some interests in China, the accu-
mulation of reserves and an undervalued currency harm other interests, in particular industries that rely on imported inputs, 
both high-tech components and raw materials, and middle-class consumers of imported goods. As Dolan writes: “China’s 
currency manipulation has not been highly effective, nor, at the present exchange rate, does it demonstrably do great harm 
to the United States”.  4  This figure is from Steil (2010).  5 The Cleveland Federal Reserve (2014), Estimates of Inflation 
Expectations (December 17, 2014), assesses actual inflation at about 1.7 per cent, below the Fed 2 per cent target, and 
expected inflationary expectations to go south. Yet inflationary risks are still persistent: “Inflation expectations matter because 
they, more than current inflation, determine prices. That’s why even if actual inflation doesn’t materialize, the wide range of 
expectations still matters. When evaluating the costs of the Fed’s quantitative easing program, the relevant question is not 
whether it sparked inflation. It’s whether it increased inflation risk.” Inflationary risks result in a drag on creditors, and the 
process of hedging future risks, or uncertainty, is highly expensive in terms of missed decisional capabilities. 6 In other words, 
a higher propensity to save in emerging economies, together with investors’ growing preference for safe assets, has increased 
the supply of savings worldwide, even as weak growth prospects and heightened uncertainty in advanced economies have 
depressed investment demand.
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rates will stay low for long periods might lead 
banks to make excessive liquidity promises and 
increase the future need for low rates, and thus 
sow the seeds of future crises”.

Others have also weighed in. Both the BIS 
(2014) and the IMF (2014) have argued that 
current ultra-expansionary policies are build-
ing into the financial system large risks in the 
form of mispricing of assets and risk, without 
affecting real-sector expenditure to the extent 
desired. Rajan (2011, 2015) argues that pledg-
ing to keep interest rates to stay low for long 
periods might lead banks to make excessive 
liquidity guarantees and increase the future 
need for low rates. In other words, it sows the 
seeds of future crises, creating a feedback rein-
forcing the instability of the financial sector. 

In sum, ultra-expansionary policies create 
powerful incentive distortions whose conse-
quences are typically understood only after a 
crisis. Yu Qiao and Xue Lan (2013) warn that 
these policies tend to reinforce the moral haz-
ard that created the crisis in the first place, and 
that they are currently reproducing the distor-
tions that characterized the era leading up to 
the 2008 crisis. Such warnings have not passed 
unnoticed in Beijing. Chinese authorities are 
increasingly alarmed about systemic financial 
risks abroad and how a crisis could erode the 
value of China’s reserves.

REDEPLOYING FOREIGN RESERVES

 
As Stephen Roach (2014b) warns: “In these 
days of froth, and of the persistent extraor-
dinary policy accommodation in a financial 
system flooded with liquidity, central bank-
ing seems having lost its way. Trapped in a 
post-crisis quagmire of zero interest rates and 
swollen balance sheets, the world’s major cen-
tral banks do not have an effective strategy for 
regaining control over financial markets or the 
real economies that they are supposed to man-
age. Policy levers – both benchmark interest 
rates and central banks’ balance sheets – re-
main at their emergency settings, even though 
the emergency ended long ago”. 

These developments, reinforced by trends 
of emerging “currency wars”, have ended up 
diluting international reserves. As for China, 
the real value of the foreign reserves is pro-

jected to shrink in the next few years by about 
one third when measured against a composite 
commodities index 7. Consequently, China 
needs to defend its riches and take measure to 
that end.  

This is easier said than done. While for-
eign reserves are liquid assets, China’s foreign 
reserves are locked in the U.S. Treasury bonds 
and the European sovereign debts. Selling 
large amount of them would drop the their 
value sharply and erode the market. This is the 
so-called “too-big-to-exit” problem. Therefore, 
diversifying a sensible part of excess foreign re-
serves is the only realistic option. 

The first way to reduce the huge pile of 
foreign exchange reserves is obviously stop 
buying them. And, for a variety of reasons, 
China is obviously slowing down its reserve 
accumulation (Figure 2). 

FIGURE 2.

CHINA FOREIGN EXCHANGE RESERVES 2014, 2015 

(SOURCE: TRADINGECONOMICS AND PBOC). 

A second way to protect the value of its 
reserve is legalistic. While there may be no 
reason to worry about a default by the U.S. 
government, Barry Eichengreen (2014) argues 
that “China, as a creditor nation, has responsi-
bilities on putting its savings safe, and especial-
ly has an interest in a stable international debt 
regime, under which governments pay when 
they can and restructure in an orderly and pre-
dictable way when they can’t”.

In fact, what makes a debt resolution 
process difficult is the absence of a suprana-
tional Sovereign Debt Restructuring Mecha-
nism, with the power to enforce lending con-
tracts and oversee restructuring negotiations.  

7  See Yu (2013).
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Ideally, such a mechanism could be put in the 
International Monetary Fund, an idea that 
economists like Anne Kreuger have advanced 
in the past. Yet, the U.S. and other countries 
are unlikely to agree transiting more power to 
the Fund. China too has little interest for such 
an approach given its weak representation in 
the IMF.  

Hence, argue observers like Eichengeen, 
the only option left is a reinforcement of bond 
covenants and contracts.  As Eichengreen as-
serts “international bonds should include 
‘collective action clauses’ which specify that 
the terms accepted by a qualified majority of 
bondholders will apply also to any dissenting 
minority. All bonds should also include ‘ag-
gregation clauses’ where the qualified majori-
ty is of all bondholders, not just investors in 
a single issue, to prevent vulture funds from 
assembling blocking positions”. In the end, 
Eichengreen’s recommendation for   China is 
to announce “that, henceforth, it will buy only 
bonds including such provisions” (2014).

A MARKET-DRIVEN APPROACH

 
A third approach would be to change the 
nature of the reserve holdings, turning them 
away from holdings of sovereign paper into 
real capital that can be measured, allocated and 
protected in better ways. China’s State Admin-
istration of Foreign Exchange (SAFE), an arm 
of the PBoC, is a conservative investor but has 
accelerated its diversification in order to get 
a better return. In a way, it seems as if SAFE 
recently has started like a Sovereign Wealth 
Fund (SWF) rather than a conventionally re-
serves fund manager 8.

Yet a bolder approach is needed if the am-
bition is to protect its accumulated reserves. 
For that purpose, a significant portion of the 
nationalized external savings should be de-
centralized and move into a private institu-
tional structure. Excess forex reserves should 
move away from the territories of monetary 
authority dominance. In fact, the current 
rigid mandates of reserve assets, enforced by 
governmental agencies, should be replaced by 
a return-driven allocation policy effected by 

commercial entities. For this to happen, there 
would have to be a transition of the assets into 
other structures than those controlled immedi-
ately by the Chinese state.

In such a way, resources of sovereign debt 
securities could be diversified in a way that 
would not prompt political responses abroad. 
Such diversification would include shifting 
the sovereign assets into equity claims against 
private corporations in commercial industries. 
For this purpose, a dedicated agency – taking 
lessons from the CIC (Wei-Yu, 2010) or the 
concepts guiding Debt-Equity-Swap (DES) 
facilities (Yu Qiao, 2013) – would have to be 
created in order to manage the transition and 
the improvements in investment strategies. 

A pure DES model, as designed by Tsin-
gua’s Yu Qiao, introduces important innova-
tions into the debate. According to Yu, the 
DES is conceptually a special instrument of 
asset conversion that changes debt into equity 
claims in the process of a liability restructur-
ing. It follows a three step-process. First, the 
Chinese central bank moves the U.S. Treasury 
bonds to other investment entities. Second, 
investors swap the Treasury bonds to equity 
shares or equivalent claims in the private sec-
tor, or commit them in greenfield projects in 
foreign countries. Third, the bond-receivers 
take the U.S. Treasury bonds as collateral to 
obtain bank credits or issue asset-backed secu-
rities for liquidities. 

Such an ex-ante DES facility rests on ac-
cessibility to a variety of market-oriented and 
professional investment platforms. This is 
needed to set up new private investment com-
panies with joint-share ownership structures, 
sound corporate governance structure, and 
adaptability to external environments. Togeth-
er with the new investment institution, Yu 
(2013) recommends that China’s state invest-
ment monopolies like the SAFE and the CIC 
should be reshaped in order to improve their 
performance. 

This is a bold idea – and it is easy to see 
what challenges that face it. Obviously, the 
prime one is that China’s government would 
have to let go of the control of the parts of 
the reserves that are transformed. Yet it has one 

8  SAFE has been facing strong competition from China Investment Corporation (CIC), a SWF, which has led to significant 
pressures on the management of SAFE to increase its return. 



6

ecipe policy brief — 05/2015

core strength: it gives an opportunity for the 
Chinese government to diversify its reserves 
faster and do it in a way that it can control. It 
also makes another thing clear: for China to 
improve the protection of its riches, it need to 
reform its financial sector by providing better 
structures of competition and allow for greater 
market access. 

The last point is becoming urgent. In 
the last months, the PBoC has been busy on 
the liberalization front. In December 2014, 
the PBOC published the Deposit Insurance 
Scheme (DIS), due to take effect this year, and 
has allowed 20 percent upward floating of the 
benchmark deposit rate. In principle, these 
measures (if they are implemented) would lead 
to higher interest rates on deposits and higher 
lending rates on firms, which is necessary in 
China’s depressed savings market. As private 
firms would still be profitable despite some-
what higher rates, state firms will likely dry up 
a bit financially as resources will most likely 
flow to the private sector 9. Beijing seems still 
to be backing the idea of letting interest rates 
float more freely, and if its support continues 
banks would be forced to compete and thus 
allocate credit more efficiently.  

However, such support may be a foregone 
conclusion. China’s administration seems to be 
acting more as a stabilizer than a front-runner 
in the implementation of financial reforms 10.  
Timely reforms of the capital market, includ-
ing facilitating market access for private banks 
and administrative approval process, should 
however be a priority for the central govern-
ment. It is critical for the health of its economy 
that market forces play a greater role in allocat-
ing the country’s large financial resources. In 
a recent paper, Yu-Fu Chen (2015) calculates 
that with financial market reforms in place, 
capital and labour should become more effi-
ciently allocated across firms and industries, 
with the private sector expected to deliver size-
able rates of economic growth, something that 
would succumb the inefficient state sector and 
compensate for declining exports.  

The point in this Policy Brief is that such 
reforms are necessary for China to move into 
a policy that would allow it to better control 

and protect its foreign reserves. In its current 
form, China will exposed to broader financial 
risks without the capacity to accelerate a pro-
cess of diversification. State and private money 
also hang together. With its reserves and the 
large pool of domestic savings, China is the 
world’s largest capital-surplus economy. It is 
up to China’s leadership to set the institution-
al conditions for the return on the capital it 
exports abroad. In the current form, China’s 
strategy of exporting capital is not just subject 
to risk, but it needs to up that game in order to 
improve the financial returns it can get under 
its own self-imposed restrictions. 

CONCLUDING COMMENTS

A recent poll, commented in The Glo-
balist (2014), suggest that Americans consid-
er China their “nemesis” as they see China’s 
growing economic power as a “critical threat” 
to America’s “vital interests”. As the process 
around the China-led Asian Infrastructure 
Investment Bank has unfolded there has been 
evidence to suggest that such views are also 
supported in high places. U.S.-China relations 
are clearly showing signs of stress.

However, China’s huge amount of dollar 
reserves and its role as the largest U.S. creditor, 
are a distraction, also for the U.S.  As Stephen 
Roach (2014a) warns, “what rather should 
worry the U.S. administration is that Chi-
na’s determination to re-balance the country’s 
economy into more of domestic-led growth 
can be far more complicated for the U.S. and 
the world economy than expected as there will 
be far less capital available for government 
bonds”. 

That sounds a warning for America, that 
the country is likely to feel some pressure 
when China shifts from a saving-surplus mod-
el to a saving-absorption policy. As the U.S. 
Fed winds down its QE programme, the U.S. 
government has an interest to decelerate rather 
than exacerbate frictions in relations to its for-
eign creditors. 

China is indeed attempting to rebalance 
its economy. While there are substantial chal-
lenges – and the speed of the reforms (or the 

9  Lardy (2014). 10  Forchielli (2014).
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lack of it) prompts warnings about the deter-
mination of Beijing to effect reforms – the di-
rection of economic policy has grown clearer 
in the past years. Ideally, sooner rather than 
later it should   free up restrictions on the flow 
of money in and out of the country. Its long 
period of accumulating foreign-exchange re-
serves will also move towards an end. Li Jie, 
head of the foreign-exchange reserve research 
office at the Central University of Finance and 
Economics in Beijing, argues that the conse-
quence would be that Chinese authorities may 
attach growing importance to the U.S. Treas-
ury bonds already held by China: “You value 
your assets when assets aren’t growing. For the 
past years, China has been talking about boost-
ing the return of foreign exchange reserves. As 
the reserve size peaks, however, China is likely 
to shift focus to liquidity” 11. 

11  Bloomberg (2015)
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