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Dealing with foreign exchange reserves

M. SHAHIDUL ISLAM

ITH $16 billion (and counting) foreign exchange

(FX) reserves, Bangladesh has the second highest

reserves in South Asia after India. Although this
is an incremental statistics and growth of reserves have been
steady for years except for fiscal year (FY) 2011 and FY 2012,
the record reserves are widely seen as the current regime's
success.

However, accumulation of FX reserves in excess of opti-
mal level could do more harm than good. That buildup of
reserves comes at economic and social costs Bangladesh
Bank's goal should be centered on the optimal level of FX
reserves. More worryingly, accretion of reserves largely
banking on remittances that makes non-tradables expen-
sive (for instance, land) poses a danger for the long-term
structure of Bangladesh economy, which is least understood
in the country's policy discourse.

Before we delve into these issues, it is imperative to exam-
ine if the current EX reserves are significantly higher than the
required level. There is no "one-size-fits-all” rule to measure
the optimal reserves for all countries. Nevertheless, there are
some criteria that help in understanding if a country has
adequate reserves or is holding more.

Bangladesh's current level of FX reserves seems excessive,
although not markedly, based on key criteria that are rele-
vant for the country. Reserves should account for at least
three months worth of a country's import bills, a widely
accepted measure derived from a trade-related approach to
the balance of payment. This is one of the key benchmarks
that most countries follow when they calculate optimal
reserves, With the current level of reserves Bangladesh can
meet approximately 5 months of its import bills.

Other indicators such as reserves to GDP ratio (bench-
mark 10%) and reserves to money supply ratio (20%) sug-
gest that the central bank is holding more reserves than
what the economy requires.

While many Asian countries led by China and
petrodollar economies have stockpiled staggering amount
of reserves owing to mercantilist motive (to limit exchange
rate flexibility), some economies have accumulated reserves
to insure themselves from the impact of a 'sudden stop' in
capital flows. For these countries reserves to short-term debt
ratio is an important yardstick when they calculate reserves.
Bangladesh's short-term debt is relatively low. Nevertheless,
in many instances, both mercantilist and precautionary
motives prompt reserves build-up.

In fact, accumulation of FX reserves, mostly in emerging
and petrodollar economies, has created huge imbalances in
the global economy, what the Federal Reserve Chairman

Ben Bernanke dubbed 'the global savings glut' (excess
intended saving), leading to a fall in global real long-term
interest rates.

There is no denying that there are certain benefits in
holding of higher reserves -- it reduces the probability of
financial distress, lessens sovereign default risk and lowers
real exchange rate volatility, inter alia. However, these bene-
fits have to be weighed with costs of holding reserves.

When a central bank receives excess capital flows such as
remittances they could potentially destabilise the con-
cerned economy’s domestic monetary and macroeconomic

Nevertheless, such sterilisation mechanism is sometimes
difficult to operate and can potentially be self-defeating. In
extreme cases, mounting fiscal costs could prompt central
banks to abandon the sterilisation effort. Even stability in
the domestic economy through sterilisation comes with a
price. There is an associated fiscal cost (direct cost) of sterili-
sation which is on the rise following the drastic fall in yields
on the US Treasuries. This could worsen central banks’
operating losses and could expose the sterilisation instru-
ments into credit risk.

While the existing level of FX reserves seems excess, albeit
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stabilities -- by increasing monetary base, appreciating
currency and raising prices. Consequently, central monetary
authorities have to sterilise the capital flow. They purchase
foreign exchange by selling domestic currency (thus result-
ing in a reserves accumulation) to resist currency apprecia-
tion that generally offsets by open market operations (issu-
ing bonds, treasury bills, etc.) in the domestic market.

Such actions (sterilisation) counterbalance its impact on
domestic interest rates and inflation. Central banks gener-
ally invest FX reserves in short-term securities, predomi-
nantly in US Treasury securities and its agency bonds that
offer very low returns.

'Can the US get serious on climate

not markedly, it is imperative to see if the trend is sustain-
able. The rise of reserves in recent months following slow
growth in FY11 and FY12 is largely due to three reasons:
decline in import demand, steady growth of exports and
double digit growth of remittances. Moreover, credit for oil
import and better aid disbursement has also helped in
developing a favourable balance of payment position.

All these developments have been of help in attaining
macroeconomic stability. However, the excess supply of
foreign exchange forced the central bank to intervene in the
market, arresting rapid appreciation of the local currency
vis-a-vis the US Dollar and other key currencies. Bangladesh

Taka has appreciated against almost all the major curren-
cies, including 5% appreciation vis-a-vis the US Dollar and
15% against the Indian Rupee in the past year.

The fall in import growth in two consecutive years,
including negative growth (-5.6%) in FY 2013, underlies
that growth in investment demand decelerated markedly
reflected in slowdown in private sector credit growth result-
ing in reserves build-up. This also signifies that owing to
poor economic governance there is not much headway in
investment growth keeping economic growth significantly
below than the target level outlined in the 6th five year plan.

The next point to ponder is should the government use a
part of FX reserves in infrastructure and other investment
vehicles, as suggested by some economists? China,
Singapore and many petrodollar economies developed
sovereign wealth funds (SWF) channeling a part of their
reserves. This could be a risky venture for Bangladesh on two
grounds. First, foreign exchange reserves are extremely
liquid assets and any turnaround in import growth could
increase the demand for US Dollar decelerating the growth
of reserves as we have seen in the past. Secondly, and more
fundamentally, to manage SWFs there is a need for a strong
managerial capacity that Bangladesh lacks.

Finally, there is no denying that the rise of reserves largely
banking on remittances reversed the balance of payment
position. However, it is high time to revisit our develop-
ment policies regarding remittances. Over-reliance on
remittances could make Bangladesh Asia's next Philippines.
One key difference between Bangladesh and China (or
similar countries that accumulated huge reserves) is that the
latter uses reserves to support its mercantilist (undervalued)
exchange rate policies to defend its export-led growth,
although Beijing is now revisiting the model. In the case of
Bangladesh higher growth in remittances appreciates local
currency making land and other non-tradables expensive
that could eventually discourage industrialisation.

To sum-up, while FX reserves are necessary to maintain
macroeconomic stability, the central bank's goal should be
maintaining an optimal level of reserves, disallowing politi-
cians taking mileage from it. The current level of reserves
should also worry the policymakers as they are partly accu-
mulated due to slowdown in import growth, in turn slack-
ening of economic activities. More importantly, the coun-
try's policy priority concerning remittances should be revis-
ited as their excess growth could make non-tradables expen-
sive and discourage its long-term industrialisation, turning
Bangladesh the next Philippines of Asia.

The writer is a Research Fellow at the Institute of Governance Studies (IGS),
BRAC Unliversity.
E-mail: imonsg@gmail.com
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read with interest the observations made by my friend i I GREG+H
Dr. Saleemul Hugq in the recent article “Can the US Get § ﬂ%
Serious on Climate Change?” (The Daily Star, August 7).

The fundamental issue for us engaged in the climate change
debate is not whether “US can get serious on climate
change?” as Saleem asks, because US administration has
been serious since the '90s, rather can we present a coherent
and logical view of the science and economic policy to the
public and the Congress? And sadly, my conclusion is that
we have failed to do so.

Let me start with some important observations Saleem
presents in his op-ed piece about the public mood on cli-
mate change and the political realities in the USA. The US
public, as he correctly states, has not been “convinced by the
scientists” on the evidence linking climate change to
human behaviour. This has not been helped by the scandal
that showed that some of the earlier findings of IPCC were
flawed, and biased. As a Bangladeshi economist living in the
USA, I also have noticed that in recent years public mood
has further soured for two additional reason, (a) the alarm-
ist tone projected by the scientists involved in the earlier
rounds of IPCC and (b) recent hype within some elements
of the media who try to link every recent weather-related
disaster -- “droughts and hurricanes” -- to climate change.
As can be expected, a rational and sceptical public will ask: if
climate change is a long-term phenomenon, as we all seem
to agree on, why are such natural disasters happening now?
Is it possible that Hurricane Sandy and the recent weather
patterns in the Rocky Mountain area are just outliers?

As for the political leadership, of course there are some
groups, particularly in the Republican-dominated House of
Representatives, who are opposed to any measure that has
the flavour of a tax increase, for example carbon tax; on the
other hand, even the power and automobile industry, two
of the largest sources of greenhouse gas, are in favour of cap-
and-trade. In the Obama first term, there was a decent
chance that Congress would pass the cap-and-trade legisla-
tion; unfortunately, the president lost the initiative and
redirected his energy on getting the HealthCare Law
through Congress instead. Nonetheless, cap-and-trade still
has some powerful supporters in the Republican Party,
including Senators John McCain and Lindsey Graham. In
cap-and-trade, a market based solution, which has been
tried in some European countries and in the USA on a lim-
ited basis, each power plant, for example, gets a permit to

discharge a fixed amount of carbon. However, those who
emit less than the amount allowed in the permit can sell the
rest of the “right to emit” to another plant which has
exceeded its quota. Thus, this trade benefits both plants and
keeps the total amount of carbon emissions in check.

Is carbon tax then a lost cause? The short answer is no. In
recent months, many advocacy groups have been mobilis-
ing public opinion on carbon tax. In Massachusetts, where |
live, a non-profit named Committee for a Green Economy
(CGE) is planning to place a ballot initiative for this tax.
According to the proponents of this initiative, the state will
levy a carbon tax on petroleum, heating oil, and other fossil
fuels based on the amount of carbon dioxide they generate.
However, before they are able to get to that point, the initia-
tive must pass certain constitutional requirements. As one
can surmise, even if public opinion is in favour of carbon
tax, any new tax measure must overcome the checks and
balances that are in place in a functioning democracy like
the UUSA.

Finally, while it is true that we still have a long way to go,
the clean environment movement in the USA is gaining
strength and the newer generation is more conscious of the
environmental costs of big cars, coal-burning power plants,
and other wasteful practices. However, going forward, the
US public can be swayed to act more forcefully to reverse
climate change if the policy makers and politicians have the
right mix of facts and actionable intelligence.

The writer is an economist who lives and works in Boston, USA.
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VACANCY

NORTH SOUTH UNIVERSITY

The first private university in Bangladesh

TREASURER

North South University (NSU), the first private university in Bangladesh which provides higher education
through curricula at par with North American standards, seeks applications for the position of Treasurer. The
university is run by the Private University Act 2010 of the People’s Republic of Bangladesh and works closely
under the supervision of the Ministry of Education and the University Grants Commission, providing an

international standard education.

Academic Qualifications: Minimum Master’s Degree in Accounting/Finance/Economics or MBA with major in
Accounting/Finance with at least two first divisions/classes and no third division/class or a CGPA of at least
3.5. Candidates with CA/CMA/CPA degree will be preferred.

Experiences: At least 15 (fifteen) years of experience in teaching or administration or financial management
in any well-known university/large organization including 8 (eight) years in the executive rank or in the
senior- most position. Prior experience in a university will be preferred.

Duties and Responsibilities: The incumbent is expected to provide leadership and oversee all aspects of
financial administration including financial and related planning, revenue and expenditure analysis, payroll
and procurement, overseeing and managing investments and risk, accounting, tax, audit and compliance

obligations.

The Treasurer will lead the university’s efforts to streamline the financial and related reporting management
systems, oversee the budget process for regular or emergency situations, liaise with the Finance Committee
and the Board of Trustees, oversee and manage banking and financial services, all insurance-related and
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