OBIS

Reserve Management Challenges in the Current Economic and
Financial Environment

Agustin Carstens
General Manager, Bank for International Settlements

High-Level Reserve Management Conference
Hanoi, Vietnam, 21 September 2023

Good afternoon, ladies and gentlemen. Let me thank the State Bank of Vietnam for co-hosting
this event with the BIS. As a former reserve manager, | am excited to be here to learn more from
the distinguished speakers about their experiences of managing international reserves in these
turbulent times for economies and financial markets.

In keeping with the conference’s focus, my remarks will cover three broad themes:

e The key challenges facing reserve managers;
e How reserve mangers are responding to those challenges; and
¢ How the BIS’s banking services can support you in your endeavours.

Let me discuss each of these themes in turn.

Reserve management has always been an important aspect of central bank operations. But the
nature of the role has changed over time as monetary policy frameworks have evolved. Monetary
policy and market developments in the aftermath of the Covid-19 pandemic have made the task
particularly challenging.

Consider first the changing nature of reserve management.

Historically, at least for countries that did not peg their exchange rate, reserves tended to play a
relatively passive role as a buffer that would be drawn upon in times of crisis. While that role
continues, many central banks now deploy their foreign exchange reserves more nimbly, as an
active policy tool for managing short-run exchange rate volatility. This type of foreign exchange
management is often part of a broader macroprudential policy framework that prioritises low
inflation as its main aim but uses a range of policy instruments to achieve it, often in conjunction
with the pursuit of other, secondary, goals."

! See "Monetary policy frameworks in EMEs: inflation targeting, the exchange rate and financial stability”, BIS Annual Economic

Report, June 2019, Chapter Il
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Recent experience provides a concrete example of the use of these frameworks and their benefits.
To remind you, in the first 10 months of 2022, in the context of a broad US dollar appreciation,
many central banks in emerging market economies (EMEs) drew down their foreign exchange
reserves (from their end-2021 peak) to limit the speed and extent of exchange rate depreciation
(Graph 1). In conjunction with prudent adjustments to domestic policy interest rates, these
measures helped to keep inflationary pressures in check while ensuring stable domestic financial
conditions. This, in turn, helped preserve investor confidence in the face of a global and domestic
macroeconomic backdrop that had proved hard to navigate in the past.

Change in FX reserves in 2022-23
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FX reserves include net forward positions.
Sources: IMF; BIS.

Then, starting in late 2022, as the US dollar depreciated and global inflationary pressures eased,
central banks took the opportunity to rebuild some of their depleted reserves, to the tune of
about $0.5 trillion.

The developments | have just described illustrate how this more dynamic use of central bank
reserves has made reserve managers’ jobs more challenging and, perhaps, more interesting.

Central banks can't deploy reserves they don't have. The increased use of reserves as a
stabilisation tool has gone hand in hand with an increase in the volume of reserves to manage.
Despite a recent decline, according to IMF data, total reserves are measured at around $12 trillion
(down from their peak of $12.9 trillion at end-2021).

At the same time, to guarantee that those reserves can be actively deployed, potentially in times
of market stress, they need to be held in reasonably liquid form, at least up to the level of
reserves that corresponds with conventional adequacy metrics (often representing so-called
liquidity tranches).
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And, on top of this, reserve managers are still and, perhaps increasingly, expected to turn a profit
on their investments.

The bar for successful reserve management has thus been raised; an additional demand that you
will all be aware of.

Adding to these intrinsic challenges, reserve managers have faced rather difficult market
conditions. For the decade or so leading up to the pandemic, this reflected the low interest rate
environment. This made it hard for fixed income investors, particularly those holding portfolios of
liquid, low-risk assets, to generate healthy, stable returns. Indeed, at the peak, bonds trading at
negative rates amounted to around $18.3 trillion, highlighting the pressures on reserve managers
in terms of return expectations.

On this basis, it is no surprise that many reserve managers may have welcomed a gradual rise in
interest rates as inflation turned out to be more stubborn than previously expected. Yet, the
resulting abrupt shift in the interest rate environment proved hard to navigate. To a large extent,
this reflected the fact that the rise in interest rates was unusually rapid and unusually
synchronised across countries.? Indeed, the past 18 months has seen the largest and most
coordinated global monetary policy tightening since at least the 1970s. Fixed income investors
have borne the brunt of the associated valuation adjustments, with little room to diversify out of
these exposures.

As well as its effect on fixed income markets, the global policy tightening has also reverberated
through currency markets, particularly via the large US dollar appreciation that | described before.
These currency movements have posed a further challenge for reserve managers to navigate.

Faced with these developments, reserve managers faced many choices:

¢ How to manage duration risk amid rapidly rising interest rates;
e The question of how far to hedge currency exposures;

e Whether to diversify into assets, such as gold, that may serve as a safe haven when inflation
and general market uncertainty are high;

e And how to balance all of the above choices with the need to maintain a prudent approach to
liquidity management.

Let me now address the question of how reserve managers are facing those challenges. To
answer this question, | will draw on survey results gathered by the BIS in 2022 and 2020.3

The surveys confirm that the key reserve management objectives have remained rather steady
over the years. In particular, almost all reserve managers report that safety and liquidity are the

2 See "Navigating the disinflationary journey”, BIS Annual Economic Report, June 2023, Chapter I.
3 See "The bank for central banks”, BIS Annual Report, June 2023, Chapter 4.
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most important objectives in designing their portfolios (Graph 2). This is consistent with the use of
reserves as a flexible policy instrument to be deployed in challenging market conditions.

Main reserve management objectives
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Source: BIS, based on over 130 responses from reserve managers collected in 2022.

Achieving solid returns is also a relevant objective for most reserve managers. However, it is
generally seen as less important than safety and liquidity. Nevertheless, reserve managers have
taken a number of steps to boost returns over recent years, most notably by expanding the range
of eligible asset classes for investment. For example, a decade ago, only around one fifth of
reserve managers invested in corporate bonds, but this share has grown to nearly 45% in 2022.
The proportion investing in equities has roughly doubled over the same period, now reaching 20—
25%. Of course, careful risk management is a key necessity for reserve managers. The vast
majority of those investing in corporate bonds restrict themselves to investment grade issues,
often only single A and above. Careful duration management is also an area of constant focus, in
addition to a measured approach to any currency risk. Indeed, between our 2020 and 2022
surveys, we found a rather significant shift in emphasis from liquidity risk in 2020 to interest rate
risk/duration in 2022. This was at the very beginning of the recent rise in interest rates. | am sure,
therefore, that the focus on duration has risen even more since.

Finally, around 60% of respondents indicate a fourth objective, namely sustainability, as being
relevant for their investment decisions. The importance of this objective has been growing
particularly rapidly, since over 50% of reserve managers reported that it had become a more
important objective between 2020 and 2022 (Graph 3).
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Change in reserve management objectives between 2020 and 2022

Percentage of respondents Graph 3
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Source: BIS, based on over 120 responses from reserve managers collected in 2020 and 2022.

Sustainability is a broad, and not particularly well defined, term. In practice, | suspect that, for
most reserve managers, it refers to the consideration of environmental factors, in particular
climate-related risks and opportunities in their decision-making. For investors with long
investment horizons, sustainability objectives may be justified from a pure risk management
perspective. All investors have good reason to hedge against the physical and transition risks
associated with climate change. For others, where mandates allow, making an impact on climate
outcomes may also be a goal, for example by purchasing bonds whose proceeds go to green
energy projects.

The BIS stands ready to assist reserve managers in pursuing all four of these objectives.

BIS investments are among the safest available to reserve managers, with a product range that
caters specifically to the needs of reserve managers, who need to safeguard their assets. The BIS
is itself a highly robust and secure institution; our banking operations are performed on the basis
of a strong capital position and a prudent financial risk management framework. And with the
establishment of our dealing room in Mexico City in 2020, we became the first supranational
institution to offer central bank services over the full trading day, increasing both the robustness
of our operations and the service provided to our clients.

In addition to safety, highly liquid products are another of the BIS’s core strengths. Liquidity is a
hallmark of all our tradable instruments, which are available in all the major reserve currencies.
We have a strong franchise when it comes to our foreign exchange services, conducting FX
transactions on behalf of central bank customers. We have also developed advanced electronic FX
trading capabilities to assist central banks with their foreign exchange needs, including our e-FX

4 See | Fender, M McMorrow, V Sahakyan and O Zulaica, “Reserve management and sustainability: the case for green bonds?”,
BIS Working Papers, no 849, 2020.
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platform, which aggregates across pricing sources to offer the most efficient execution possible
for our customers. We also offer gold services, including both trading in various products and
physical services, such as quality upgrading, refining and location exchanges. And, as well as
providing swift convertibility into cash for most of our products, we also offer access to liquidity
facilities against high-quality collateral in four of the five SDR currencies. These include both
standalone facilities, where we provide liquidity against BIS instruments, high-quality collateral or
gold and central bank liquidity facilities, established with the support of reserve currency central
banks. Some of the latter also offer a degree of maturity transformation.

BIS products offer a favourable risk-return trade-off, given the institution’s credit quality. Our
deposits and tradable instruments offer attractive returns relative to comparable offerings, even
on highly liquid products. Further out the curve, we offer an expanding range of longer-duration
products with maturities of up to five years, including our Medium-Term Instruments (MTIs).

Given the rising interest in the reserve management community in environmental sustainability,
we have bolstered our sustainable product offerings in recent years. These include a range of
green bond funds, including one focused on green bonds issued in the Asia-Pacific region. A key
question for many green bond investors is the question of impact. To help answer this question,
all investors receive an impact report that details the environmental benefits expected from the
associated projects, based on impact metrics provided by the issuers. With the demand for these
investments evolving, we intend to further expand the range of our sustainable investment
products in the future.

Finally, I would like to note that the range of products and customer support that we provide has
greatly expanded in recent years due to the significant investments we have made in our
technology infrastructure. We will continue making enhancements in this area to remain flexible
and nimble in the products that we can offer you and to ensure that the service you receive is
“best in class”.

Let me conclude. The role of reserve managers has become more complex and dynamic over time
as it has come to play a more central role in day-to-day policymaking. In conjunction with often
difficult market conditions, this has created a challenging environment for reserve managers.
Safety, liquidity and return all matter for reserve managers. At the same time, they are being
increasingly asked to achieve sustainability objectives. The BIS stands ready to help you in this
challenging task with a range of product offerings that cater to all the objectives of reserve
managers. Thank you for your attention.

6/6



	Reserve Management Challenges in the Current Economic and Financial Environment


<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /PageByPage

  /Binding /Left

  /CalGrayProfile (Gray Gamma 2.2)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Warning

  /CompatibilityLevel 1.6

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages false

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.1000

  /ColorConversionStrategy /LeaveColorUnchanged

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams true

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo false

  /PreserveCopyPage false

  /PreserveDICMYKValues true

  /PreserveEPSInfo false

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments false

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Remove

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

    /SymbolMT

    /Wingdings-Regular

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 150

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 150

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.00000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /ColorImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 150

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 150

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.00000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /GrayImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 600

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.00000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile (None)

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<





    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>







    /HUN <>

    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)

    /JPN <>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>





    /SKY <>



    /SUO <>

    /SVE <>

    /TUR <>



    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)

  >>

>> setdistillerparams

<<

  /HWResolution [600 600]

  /PageSize [595.276 841.890]

>> setpagedevice





