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    FOREWORD


    This is the 11th annual review of the international role of the euro published by the ECB. Itpresents the main findings of the continued monitoring and analysis conducted by the ECB and the Eurosystem looking at the development, determinants and implications of the use of the euro by non-euro area residents.


    This review finds that the international role of the euro was relatively resilient in 2011 when compared with other major international currencies, despite the impact of the euro area sovereign debt crisis on some financial market segments and foreign investors’ reduced appetite for the securities issued by a number of euro area Member States. As in previous years, the ECB’s stability-oriented monetary policy continued to underpin the international use of the euro as a credible store of value. Overall, relative preferences for major international currencies were broadly stable.


    This review also examines in greater depth issues that have a bearing on the euro’s international role, the global currency order and the international monetary system. This analysis is presented in the form of four special features.


    The international role of the euro is primarily the outcome of market forces. The ECB will continue to monitor developments and disseminate information to the public on a regular basis.


    


    


    


    


    



    



    



    Mario Draghi President of the European Central Bank


  


  
    INTRODUCTION


    This report reviews developments in the international role of the euro in 2011, tracking a comprehensive set of indicators covering a number of different market segments. As in previous issues, the main focus is onmeasures of the euro’s relevance in financial markets, such as the use of the euro in foreign exchange reserves or in debt securities markets.


    The first part of the review continues to provide high-quality and timely data for use by academic researchers, professionals and the general public. This section has been further streamlined relative to previous issues, focusing on those market segments where timely and comprehensive data releases are available. The Statistical Annex contains detailed information and time series for many key data. Where relevant, the review removes exchange rate-related valuation effects by showing statistical time series at constant exchange rates, so as to facilitate comparisons over time. Data are compiled by the ECB and the national central banks of the Eurosystem, drawing on data available from international financial institutions. The report also presents survey-based evidence prepared by the OeNB looking at the use of the euro in asset substitution in central, eastern and south-east Europe.


    The second part of the review offers in-depth analysis of issues that have a bearing on the international role of the euro, the implications of its international use and the global currency order. This year, this second part contains four special features, namely: an analysis of foreign demand for euro area securities during the recent crisis; an evaluation of the “Chinese dominance hypothesis” and its implications for the emergence of a tripolar global currency system; a historical investigation looking at the role played by the US dollar and the pound sterling as the leading international currencies between 1914 and 1946, with a special focus on their role in foreign public debt; and a study looking at the implications of unofficial euroisation/dollarisation in emerging markets during the period 2007-09.


    


    

  


  
    MAIN FINDINGS


    Developments in the international role of the euro in 2011


    In 2011, particularly the second half of the year, the euro area’s financial system was strongly affected by the intensification of the sovereign debt crisis. Risk premia for certain sovereigns and financial institutions increased, while the most distressed euro area issuers found it increasingly difficult to access primary markets. Money market conditions deteriorated significantly in the second half of 2011, after temporarily easing in the first half of the year. At the same time, euro areabond markets showed increasing signs of segmentation across euro area countries in the second half of 2011.1 In order to ensure that euro area banks had access to adequate funding liquidity, the Governing Council of the ECB decided to reintroduce 12-month refinancing operations and conduct two 36-month refinancing operations, while also significantly extending the collateral base. It also decided to continue using fixed rate tender procedures with full allotment in its main and special-term refinancing operations.


    In this challenging environment, the international role of the euro remained relatively resilient, as mirrored in the euro’s relatively stable exchange rates against the other major reserve currencies until end-2011. In particular, the euro’s share in global foreign exchange reserves remained around 25% at end-2011. However, survey evidence from managers of non-euro area central banks’ reserves suggests that the euro area sovereign debt crisis had composition effects within the segment of euro-denominated reserves, as also mirrored in the divergence of government bond yields across euro area countries. As regards the euro’s use as an anchor currency, in September 2011 the Swiss National Bank unilaterally announced a minimum exchange rate of CHF 1.20 per euro. Otherwise, the use of the euro as a reference currency for the anchoring of exchange rates remained broadly unchanged and the euro remained an important anchor of stability, particularly for countries neighbouring the euro area.


    In international debt markets, foreign demand for euro-denominated debt securities remained stable in the first half of 2011 (see Table 1), but dropped moderately towards the end of 2011 as discussed in more detail in one special feature article using financial account data for the euro area. From an issuance perspective, the euro’s share in the “narrow measure” of international debt securities, i.e. those issued by non-residents declined further in 2011 (see Table 1). Funding cost considerations are likely to account for this downward trend. Moreover, it is possible that the relatively large domestic sovereign euro area issuances since the beginning of the financial crisis may have crowded out foreign borrowers, discouraging them from tapping the euro bond market.


    


    As regards currency substitution, statistics on net shipments of euro banknotes to destinations outside the euro area show that foreign demand for euro banknotes grew at a markedly higher annual growth rate than banknotes in circulation within the euro area. This suggests that, overall, the use of euro banknotes outside the euro area has remained strong, despite the intensification of the euro area sovereign debt crisis in the second half of 2011.


    As regards asset substitution, the euro’s share in total deposits declined in some countries in central, eastern and south-east Europe (CESEE). These developments could point to a modest shift in currency preferences towards the end of 2011, when financial strains in certain countries and financial institutions of the euro area intensified. Nevertheless, the euro remained the most popular currency of denomination for foreign currency deposits in CESEE countries and continued to be regarded as a more reliable store of value than most local currencies.


    Main findings of the special features


    The special features in this year’s report look at two main themes related to international currencies and the implications of their use. The first main theme is the impact of the global financial crisis, which is considered from two different angles: from the perspective of issuers of international currencies, analysing foreigners’ demand for their securities during periods of financial turbulence; and from the perspective of emerging markets, where international currencies are widely used for domestic lending, looking at whether unofficial euroisation/dollarisation exacerbated the crisis. The second main theme is the changing landscape of the international currencies, which could progressively see a shift towards a multipolar system in which emerging market currencies (particularly the Chinese renminbi) play a greater role.


    The first special feature evaluates the impact that the recent sovereign debt crisis has had on foreign investors’ demand for euro area securities and potential differences compared with the period following Lehman Brothers’ default. It looks at whether foreign investors withdrew from all euro area securities, or only those issuing at higher yields, whether those outflows were limited to sovereign bonds, or also affected bonds and equities more generally, and how these flows compare with flows for issuers of other international currencies. The analysis finds evidence of a sharp decline of foreign interest in government debt securities issued by particular euro area countries and a moderate reduction for the euro area as a whole during the intensification of the crisis in the second half of 2011, contrasting with the strong resilienceof foreign demand for euro area government securities in 2008. Moreover, in late 2008, foreigners  remarkably  reduced their exposure to government debt securities issued by the United States and Japan, which resumed their typical safe-haven roles when volatility peaked again 2011. Less surprisingly, these crisis periods saw foreigners retreat from riskier assets, such as bonds, notes and equities. Overall, despite the reduced availability of safe-haven assets, evidence on foreign demand for euro area government debt securities suggests that, on the whole, the sovereign debt crisis has not undermined the status of the euro.


    The second special feature offers a new perspective on the current global currency order. One salient feature of the international monetary system is that it is centred around the US dollar as a global reference currency and the euro as a regional currency. What role does the Chinese renminbi play in this system? This analysis draws on a recent empirical study that gauges whether the international monetary system is already tripolar and centred around the US dollar, the euro and the Chinese renminbi. It focuses on the “Chinese dominance hypothesis”  i.e. the question of whether the renminbi is already the dominant currency in Asia, exerting considerable influence on exchange rate and monetary policies in the region, over and beyond that of the US dollar. This hypothesis can, in turn, be traced back to the old “German dominance hypothesis”, which suggested that the Deutsche Mark played a dominant role in European countries’ monetary and exchange rate policies in the 1980s and 1990s. Empirical findings are indeed consistent with this hypothesis, suggesting that, to some extent, the international monetary system is already on the verge of becoming tripolar when it comes to international currencies acting as exchange rate anchors at the regional level. This may not yet be the case when it comes to other aspects of international currency use  not least owing to the fact that China’s capital account remains largely closed, which in turn limits the international use of the renminbi.


    If the international monetary system were to move towards a fully-fledged tripolar system, how rapid could this process be? The third special feature in this report makes a unique contribution to this debate, considering the issue from a historical perspective and maintaining that changes may take place more rapidly than previously assumed. It is commonly believed that there was a considerable lag between the period from 1870 to 1918, when the United States overtook the United Kingdom as the largest economic, financial and commercial power in the global economy, and the US dollar overtaking the pound sterling as the leading international currency after the Second World War. This would suggest that, for the time being, the prospects of any transition to a multipolar system remain remote. New evidence, however, suggests that the US dollar overtook the pound sterling as the leading global reserve currency and the currency of denomination for international trade credit as early as the 1920s  i.e. two decades earlier than previously thought. This special feature also shows that the US dollar emerged earlier than previously thought as the leading international financing currency in global debt markets and that financial development was the main contributor to its rise during the interwar period. To the extent that history is any guide, a transition to a multipolar system could, therefore, occur sooner than is sometimes asserted. Nevertheless, the key role that financial deepening and integration are likely to play as determinants of the international status of currencies suggests that any shift will still be a gradual process.


    Finally, the last special feature looks at a wide range of emerging markets and asks whether unofficial euroisation/dollarisation  measured as the share of foreign currency-denominated loans in total loans  had the effect of amplifying the global crisis of 2007-09. Indeed, a typical feature of many emerging market economies is that a significant share of assets and liabilities are denominated in foreign currencies, such as the US dollar and the euro. This may, in turn, increase financial vulnerabilities and limit the scope for macroeconomic policies to act counter-cyclically. This empirical investigation shows that unofficial euroisation/dollarisation contributed significantly to the severity of the global crisis in emerging economies. Its adverse impact was transmitted mainly through heightened currency mismatches, reduced monetary policy autonomy and a limited ability to act as a lender of last resort, which imposed greater constraints in the midst of the crisis. Overall, these findings confirm that the use of foreign currencies in emerging economies can contribute to the build-up of financial stability risks and should be monitored closely by the authorities.


    
      1 See ECB (2012) for detailed analysis of recent trends as regards financial integration in the euro area.

    

  


  
    1 RECENT DEVELOPMENTS IN THE INTERNATIONAL USE OF THE EURO


    1.1 The euro in global foreign exchange reserves and exchange rate anchoring


    During the period under review, reserves continued to grow rapidly in several emerging and advanced economies. Global foreign exchange reserves reached a new historical high of USD 10.2 trillion at end-2011 (see Chart 1, Panel A below and Table 1 in the Statistical Annex). According to IMF data, which only cover around 55% of global foreign exchange reserves, the shares of major reserve currencies remained relatively stable throughout 2011 (see Chart 1, Panel B). Such inertia in the currency composition of foreign exchange reserves is likely to result from a combination of factors, including the anchoring, liquidity and hedging properties of major reserve currencies.1At the same time, changes in the aggregate currency composition of global foreign exchange reserves can stem from changes in the relative weights of countries holding reserves, rather than from a change in the currency preferences of central banks outside the euro area.2


    


    The euro’s share in global foreign exchange reserves decreased slightly to stand at 25.0% at the end of 2011 when adjusted for exchange rate effects (down from 25.4% at end-2010, at constant end-2011 exchange rates). Over the same period the share of US dollar-denominated assets in global foreign exchange reserves remained almost stable at 62.1%, down from 62.2% at end-2010 (at constant end-2011 exchange rates), while the share of the Japanese yen slightly decreased to 3.7% from 3.9%. At the same time, the share of “other currencies” (comprising all currencies other than the special drawing right (SDR) currencies and the Swiss franc) in global foreign exchange reserves rose by around half a percentage point (from 4.5% to 5.1% at end-2011) when adjusted for exchange rate effects.3


    Despite the euro’s broadly stable overall share, recent survey-based evidence 4suggests that there may have been shifts within the euro-denominated segment of reserve managers’ portfolios, increasing the weight of euro area issuers with sound fiscal positions and EU issuers with high credit ratings.5 In fact, 78% of respondents indicated that the euro area sovereign debt crisis had affected their reserve management strategy. Many individual respondents also indicated that their central banks had reduced their exposure to certain euro area governments because they were no longer eligible as issuers of reserve assets owing to the downgrading of their ratings. In addition, some respondents stressed that only a few euro area issuers still met their central banks’ liquidity requirements. However, the majority (64% of all respondents) also denied that the euro area sovereign debt crisis put the euro’s status as a reserve currency at risk. Similar findings apply to the status of the US dollar as the leading international reserve currency: 92% of all respondents took the view that the downgrading of the United States’ rating in August 2011 did not affect the US dollar’s status as the global reserve currency. At the same time, survey evidence also confirms that other currencies, such as the Australian and Canadian dollars, are now more likely to be regarded as alternative reserve assets.


    Among the non-euro area central banks which disclose the currency composition of their foreign exchange reserves (see Table 2 in the Statistical Annex), the euro’s share remained relatively stable, with only a few exceptions. Sveriges Riksbank, for example, decided in December 2010 to “hold reserves that to a larger extent than previously were denominated in the currencies in which liquidity assistance might prove necessary, and in assets that can be quickly converted into liquid funds” (Sveriges Riksbank, 2011, p. 50). In accordance with this decision, Sveriges Riksbank increased the share of US government debt securities in its foreign exchange reserves, partly by selling euro-denominated assets. As a result, the euro’s share declined to stand at 37% at end-2011 (down from 50% at end-2010).


    Overall, while the euro area sovereign debt crisis had composition effects within the segment of euro-denominated reserves, available evidence suggests that the euro remained the second most important international reserve currency in 2011. At the same time, the US dollar’s status as the leading global reserve currency remained unchanged.


    As regards the use of the euro as an exchange rate anchor, the main change during the review period occurred in Switzerland: on 6 September 2011 the Swiss National Bank unilaterally announced a minimum exchange rate of CHF 1.20 per euro (see Box 1). Otherwise, the use of the euro as a reference currency for the anchoring of exchange rates remained broadly unchanged. As in previous years, the use of the euro in the exchange rate regimes of countries outside the euro area was, to a large extent, underpinned by geographical and institutional factors, being observed mainly in countries neighbouring the euro area and countries that have established special institutional arrangements with the EU or its Member States (see Table 3 in the Statistical Annex). With the exception of the countries participating in ERM II, the decision to use the euro as an anchor currency is a unilateral one and does not involve any commitment on the part of the ECB. The US dollar, on the other hand, continues to be widely used as an exchange rate anchor both in Asia and in Central and South America.


    1.2 The euro in international debt markets


    1.2.1 Foreign demand for euro-denominated debt securities


    Foreign demand for euro-denominated debt securities remained unchanged in the first half of 2011, according to figures compiled by the ECB on a biannual basis. At end-June 2011 the share of euro-denominated debt securities in total debt securities held by non-euro area residents stood at 17% (down slightly from 18% at end-June 2010; see Table 8 in the Statistical Annex). Euro area financial account figures suggest, however, that there was a moderate decline in foreign demand for euro area assets at the end of 2011 (see the special feature in Section 2). More recent information on foreign demand for euro area debt extending beyond the intensification of the sovereign debt crisis at the end of 2011 was not available when this report was finalised. Nevertheless, data available from the EFSF, which was created in 2010 to safeguard financial stability in Europe by providing financial assistance to euro area countries (see Box 2) suggest that foreign investors’ demand for bonds issued by the EFSF was strong in 2011, accounting for more than half of all demand in the primary market (see Table 2). While the overall volume of these newly created debt instruments is small relative to the overall size of euro area debt markets, the evidence from 2011 would tentatively suggest that foreign demand for highly-rated euro-denominated assets remained stable.


    


    In early 2012 foreign investors’ participation in EFSF bond auctions was lower on account of increased demand by euro area banks, which had been provided with large amounts of liquidity in two exceptional longer-term refinancing operationsconducted by the Eurosystem in December 2011 and February 2012.


    1.2.2 The use of the euro in debt issuance by non-residents


    At the end of the fourth quarter of 2011 outstanding amounts of debt securities (including bonds, notes and money market instruments) reached around USD 98 trillion at the global level, up from USD 95 trillion one year earlier. Euro-denominated debt securities accounted for around USD 25 trillion of those outstanding amounts  25.7% at current exchange rates (see Table 3). When measured at constant exchange rates, this share shows remarkable stability over time, hovering between 25% and 26% over the past decade (see Table 4 in the Statistical Annex). This figure, however, provides an estimate of the euro’s “global” share in the debt market, including euro-denominated debt securities issued by euro-area residents and bought by euro area residents, which is a purely domestic transaction.


    


    Another  more accurate  method of measuring the importance of currencies in the international debt market is the “narrow” concept of international issuance, which comprises only issuance in a currency other than that of the country in which the borrower resides. At the end of 2011 the total stock of debt securities stood, on the basis of this “narrow” measure, at around USD 11 trillion. Euro-denominated securities accounted for USD 2.8 trillion of that stock  25.5% of total outstanding amounts (see Table 3). At constant exchange rate, this was more than 1 percentage point lower than in the previous year, continuing a downward trend that began back in 2005 and was exacerbated by the global financial crisis (see Chart 2). By contrast, the US dollar’s share in that narrow measure of international issuance rose further to stand at more than 50%.


    


    As noted in previous issues of this report, funding cost considerations are likely to lie behind the downward trend in the euro’s share  based on the narrow measure  in issuance in international bond markets. Deviations from covered interest parity have made it cheaper to borrow in US dollars and swap the proceeds into euro than to borrow directly in euro. Moreover, it may be that the relatively large domestic sovereign euro area issuances since the beginning of the financial crisis, outstanding amounts of which increased from around USD 6 trillion at the end of 2008 to almost USD 8 trillion at end-2011 (on the basis of BIS statistics) may have crowded out foreign borrowers, discouraging them from tapping the euro-denominated bond market.


    1.3 The euro in foreign exchange markets and international trade invoicing


    In 2011 the euro’s share in the settlement or invoicing of international trade flows remained close to the level observed in the previous year, bar a small number of notable exceptions. Looking at developments in specific euro area countries’ transactionswith counterparts located outside the euro area, France saw considerable increases in the use of the euro, particularly for trade in services. By contrast, Luxembourg recorded a substantial decline in the trading of goods denominatedin euro (albeit this is in line with similar fluctuations observed in the past). Remarkably, Cyprus’s exports and imports of goods invoiced in euro rose by 23.2 percentage points (to 49.1%) and 29.5 percentage points (to 41.1%) respectively in 2011. This could potentially be a consequence of the introduction of the euro in 2008, with longer-term contracts previously billed in Cyprus pounds gradually now being denominated in euro.6 In the case of Portugal’s imports of goods and services, the share of the euro declined further, continuing the trend witnessed in previous years, potentially owing to the rapid expansion (in both volume and value terms) in the country’s trade in petroleum products with Angola (which are probably US dollar-denominated).


    In foreign exchange markets, available data on average daily settlement values in CLS (see Chart 3) show that foreign exchange transactions, after a significant decline in 2008, began rising again in 2009 and finally surpassed their pre-crisis levels in July 2010. Since then, settlement values have kept rising, notwithstanding some interim volatility. The currency composition of trades settled in CLS remains stable: the US dollar was the counterpart in 90% of all currency exchanges, confirming its role as the main vehicle currency7 in foreign exchange markets, while the euro’s share remains at 40%.8


    


    1.4 The euro as a parallel currency


    1.4.1 Currency substitution


    The use of euro banknotes outside the euro area cannot be estimated with complete precision. One estimate of the amount of euro banknotes circulating abroad (published on a regular basis in this report) is based on the accumulation over time of net shipments of euro banknotes by euro area monetary financial institutions (MFIs) to destinations outside the euro area. On the basis of this method, some €117 billion worth of euro banknotes (after adjusting for seasonal effects) are estimated to have been in circulation outside the euro area at the end of December 2011 (see Chart 4). This was around 13% of the total euro currency in circulation in that month. This estimate is regarded as a clear lower bound, given that the banking channel is just one of a number of channels through which euro banknotes leave and re-enter the euro area. Anecdotal evidence suggests that outflows of euro banknotes via non-MFI channels (e.g. via tourism or workers’ remittances) are, for most countries, greater than the inflows via such channels. Thus, net shipments by banks offer an incomplete picture of true net flows of banknotes. Other estimates suggest that around 20-25% of euro currency in circulation (potentially closer to the upper end of the range) were circulating outside the euro areaat the end of 2011.


    



    Foreign demand for euro banknotes increased substantially in 2011. It grew at a markedly higher annual growth rate than banknotes in circulation within the euro area. The value of monthly net shipments of euro banknotes abroad was particularly robust until late summer 2011, having contracted modestly in 2010. Nonetheless, monthly net shipments in 2011 were not as large as the average shipments recorded in 2007-08. The increase seen in 2011 in net shipments of euro banknotes was explained entirely by the larger gross outflows of euro banknotes, with gross backflows of euro banknotes from non-euro area residents remaining broadly unchanged from the previous year. The volume of net shipments of euro banknotes was significantly negative in December 2011 in the context of heightened economic and financial market uncertainty affecting the euro area in particular. However, that negative flow was reversed in January 2012. Overall, therefore, recent developments in net shipments of euro banknotes abroad suggest that the use of euro banknotes outside the euro area has remained strong following the onset of the euro area sovereign debt crisis in spring 2010 and its intensification in the second half of 2011.


    Further evidence on the holdings of euro currency abroad can be derived from statistics provided by the monetary authorities of non-euro area countries. For example, the Central Bank of Russia publishes data on foreign currency brought into and taken out of the Russian Federation by authorised banks. These statistics show that net shipments of euro banknotes to Russia increased slightly in 2011 (see Chart 5), following persistent net outflows during most of 2009 and 2010. However, the increase in euro banknotes held by Russian residents in 2011 remained below the average levels observed prior to Lehman Brothers’ default. These data also reveal that the euro area sovereign debt crisis did not lead Russian residents to replace euro banknotes with US dollar banknotes in 2010. Indeed, Russian residents also reduced their holdings of US dollar banknotes in that year (albeit less than their holdings of euro banknotes). The data also highlight the fact that Russian residents’ replacement of US dollar banknotes with euro banknotes between spring 2006 and summer 2008 coincided with the significant appreciation of the euro vis-à-vis the US dollar.


    


    Data collected from international wholesale banks confirm that sales of euro banknotes increased in 2011, mainly owing to increased demand from non-EU Member States in Eastern Europe, Russia, the Middle East and Africa (see Chart 6, Panel A), while banknote sales to Switzerland continued to account for a large share of total sales to non-euro area destinations. At the same time, backflows of euro banknotes (i.e. purchases from wholesale banks) stemmed mainly from non-EU Member States in Eastern Europe (see Chart 6, Panel B).


    


    1.4.2 Asset and liability substitution


    Economic agents in central, eastern and south-east Europe use the euro widely for domestic financial transactions. As in previous years, this review reports the euro’s share in total deposits and loans in countries outside the euro area, with a focus on countries neighbouring the euro area.2011 saw the euro’s share in total deposits decrease somewhat in most non-euro area EU Member States and potential candidate and acceding countries (see Table 7 in the Statistical Annex). While this may stem from economic agents’ response to a gradual decline in macroeconomic and financial uncertainty (as most of these countries returned to positive growth during the first half of 2011), it could, to some extent, also reflect valuation effects. At the same time, the euro’s share in total foreign deposits also declined slightly in most CESEE countries (see Chart 7).


    


    While these developments could, to some extent, reflect valuation effects, they could also point to a slight shift in currency preferences towards the end of 2011, when financial strains in certain countries and financial institutions of the euro area intensified. Indeed, survey evidence provided by the OeNB confirms that trust in the euro declined somewhat in CESEE countries in autumn 2011 (see Section 1.4.3 below). Nevertheless, the euro remained the most popular currency of denomination for foreign currency deposits in CESEE countries and continued to be perceived as a reliable store of value relative to local currencies, particularly in countries which had previously experienced periods of macroeconomic instability.


    2011 saw euro-denominated loans continue to account for a large share of total loans in several non-euro area EU Member States and candidate countries, particularly countries maintaining a currency board or a tightly managed exchange rate vis-à-vis the euro (see Table 16 in the Statistical Annex).


    Since lending in euro outside the euro area and in foreign currencies more generally entails financial stability risks and macroeconomic costs if borrowers’ liabilities in foreign currencies are not matched by assets denominated in the same currency, the European Systemic Risk Board published in October 2011 a set of recommendations aimed at increasing the cost of unhedged foreign currency lending so that this would properly reflect the interaction between market and credit risk for banks exposed to such loans.


    1.4.3 The OeNB Euro Survey: the role of the euro as a safe-haven asset in central, eastern and south-east Europe


    The OeNB Euro Survey has been conducted on a biannual basis since 2007, with questions asked of households in five EU Member States and five acceding, candidate and potential candidate countries. The survey represents a unique source of information on the extent of, and reasons for, households’ use of foreign currency-denominated assets, particularly cash holdings and savings deposits.9


    The latest survey, which was conducted in autumn 2011, suggests that attitudes towards the euro on the part of households in central, eastern and south-east Europe may have been affected by the sovereign debt crisis. Among households participating in the survey, agreement with the statement “The euro will be a very stable and trustworthy currency over the next five years.” declined in all countries relative to spring 2011 (see Chart 8).


    


    Nevertheless, this apparent change in attitudes towards the euro did not lead to an overall change in the assessment of local CESEE currencies relative to the euro. Chart 9 shows the percentage share of respondents who agreed that the euro would be stable and trustworthy minus the percentage share of respondents who agreed that the local currency would be stable and trustworthy. In eight of the ten countries, respondents trusted the euro more than they trusted their local currencies. The exceptions were Poland, where the two shares were roughly equal, and the Czech Republic, where a larger percentage of respondents expressed faith in the stability of the Czech koruna.


    


    


    The OeNB Euro Survey results for the EU Member States are broadly in line with the findings of the latest Eurobarometer survey carried out by the European Commission.10 Given this possible reduction in CESEE households’ confidence in the euro since the beginning of the sovereign debt crisis, one might expect households to adjust their preferences as regards the denomination of their savings deposits.


    Looking at people’s savings preferences, in autumn 2011 all respondents were asked, for the first time, which currency they would use if they had to deposit an amount worth two monthly salaries in a savings account. Chart 10 shows that the regional pattern as regards respondents’ relative trust in their local currency and the euro is mirrored in their savings preferences. In the Czech Republic and Poland, more than 70% of respondents would choose to save in the local currency. By contrast, in Serbia only 20% of respondents would save in Serbian dinars and more than 70% would save in euro. As in the past, of the foreign currencies, the euro was chosen more frequently than the US dollar. In Hungary and Bosnia and Herzegovina, the share of respondents who would deposit their savings in US dollars was comparatively high at 9% and 15% respectively. Overall, however, these results show that, despite the decline seen in trust in the euro, a remarkably large percentage of respondents would continue to save in euro, especially in south-east Europe.


    Overall, the recent OeNB Euro Survey finds that the sovereign debt crisis may have had an impact on households’ attitudes towards the euro. However, at the same time, it provides evidence that the euro remains more trusted than respondents’ respective local currencies. Consequently, households’ preferences as regards the denomination of their hypothetical savings appear to be scarcely affected.
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        1 See ECB (2008) and Beck and Rahbari (2011), who show that in optimal reserve portfolios, anchor currencies and currencies which are a good hedge against sudden stops in capital inflows have a large weight. In addition, large reserve holdings do not necessarily have to increase their diversification if the increase in reserves is driven by precautionary motives (see Beck and Weber, 2011).

      


      
        2 In Table 1 in the Statistical Annex, the share of these “other currencies” is combined with that of the pound sterling and the Swiss franc.

      


      
        3 See ECB (2008) for a more detailed discussion of this effect.

      


      
        4 See Royal Bank of Scotland (2012). In this survey, reserve managers representing 54 central banks holding around 49% of global reserves (including gold) responded to questionnaires in January and March 2012.

      


      
        5 In addition to the European Union and the European Investment Bank, the European Financial Stability Facility (EFSF) also issued euro-denominated bonds, which appeared to have some appeal for foreign central banks and sovereign wealth funds in 2011 (see also the section on debt securities).

      


      
        6 A similar pattern seems to be emerging in Estonia, where the euro was introduced in 2011. By contrast, adopting the euro has had less of an impact on the settlement and invoicing of international trade in Slovakia and Slovenia, where the euro was already widely used for those purposes before it was actually introduced.

      


      
        7 A vehicle currency (B) is used to exchange two other currencies (A and C), so A and C are exchanged not directly (i.e. AC), but in two transactions (i.e. AB and BC). Most transactions between relatively illiquid currencies are executed via vehicle currencies, owing to the lower transaction costs.

      


      
        8 Payment-versus-payment settlement involves two currencies, so the sum of all currency shares equals 200%.

      


      
        9 The OeNB Euro Survey also provides up-to-date information on households’ confidence and economic expectations, as well as indicators of trust. For a summary of recent results, see: http://www.ceec.oenb.at

      


      
        10 The Eurobarometer survey carried out in May 2011 indicated that respondents’ support for the euro replacing their respective national currencies had declined in most EU Member States relative to the survey carried out one year earlier (European Commission, 2011).
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    2 FOREIGNERS’ APPETITE FOR EURO AREA SECURITIES DURING THE SOVEREIGN DEBT CRISIS


    The purpose of this special feature is to evaluate the impact that the recent sovereign debt crisis has had on foreign demand for euro area securities and potential differences relative to the period following Lehman Brothers’ default. In particular, this special feature aims to assess: (i) whether the recent crisis has resulted in foreign investors withdrawing from all euro area securities (i.e. all bonds, notes and equities issued by euro area residents), or only from specific euro area countries that are considered more risky; and (ii) how these flows compare with flows for issuers of other international currencies, such as the United States, Japan and Switzerland. The analysis finds evidence of a reallocation of foreign demand from euro area high-yield sovereign issuers towards euro area low-yield sovereign issuers, which was particularly pronounced during the euro area sovereign debt crisis in the second half of 2011 relative to the Lehman Brothers’ default.For the euro area as a whole, foreign demand for euro area government debt securities was resilient in the face of the global shock in 2008, but declined in the last two quarters of 2011. Interestingly, the pattern of foreign demand for USand Japanese government debt securities is the mirror image of that for the euro area, declining in the aftermath of Lehman Brothers’ default, but rising in 2011. This suggests that the response of foreign investors to the idiosyncratic shock to the euro area was indeed different from the previous global shock, lessening their appetite for euro area securities, in particular those of the high-yield sovereign issuers.


    


    


    


    2.1 Introduction


    The impact of the global financial crisis on international capital flows has been the subject of considerable attention. The crisis has been accompanied by a marked increase in the home bias of portfolio investors and a retrenchment of cross-border investment. Recent contributions, such as that of Milesi-Ferretti and Tille (2011), suggest that this withdrawal partly reflects a “risk shock”, with countries with larger net external liabilities and countries that had previously experienced a credit-fuelled boom facing larger outflows.2


    An alternative view of the behaviour of cross-border flows (especially portfolio flows) suggests that increases in global risk aversion encourage investors to retreat to assets that are more familiar, withdrawing from assets that are more difficult to understand. This view builds on the idea that there is an asymmetry of information between domestic and foreign investors, which is, in turn, due to foreign investors’ inattentiveness to developments in foreign countries.3 The sovereign debt crisis in certain euro area countries in 2010-11 saw an increase in the riskiness of some euro-denominated debt securities, but it was also a development that foreign investors may have found particularly difficult to understand, partly due to the institutional complexities involved.


    Against this background, the purpose of this special feature is to evaluate the impact that the recent sovereign debt crisis has had on foreign demand for euro area securities and potential differences relative to theperiod following Lehman Brothers’ default. In particular, this special feature aims to answer a number of questions. During the recent crisis, did foreign investors withdraw from all euro area securities? Were any capital outflows concentrated in high-yield sovereign issuers, or did they affect the euro area as a whole? Were these outflows limited to sovereign bonds, or did they affect bonds and equities more generally? How do these flows compare with flows for issuers of other international currencies, such as the United States, Japan and Switzerland? What are the implications for the international role of the euro and the safe-haven role of international currencies?


    Within the limitations of available data sources, the main aim of this analysis is to focus on the external liabilities in balance of payments statistics in order to gauge foreign demand for domestic securities, equities and debt securities with a maturity of more than one year during these two crisis periods.4 Following in the footsteps of Forbes and Warnock (2011), this special feature focuses on identifying “surges” (i.e. sharp increases) and “stops” (i.e. sharp decreases) in capital inflows that are driven by foreigners.


    2.2 Data


    In order to gain a comprehensive picture of foreign demand for euro area, US, Japanese and Swiss securities during the sovereign debt crisis, this special feature analyses the balance of payments statistics published by the IMF. In particular, since the focus here is on capital inflows, this analysis considers net liabilities in equities, net liabilities in bonds and notes, and net liabilities in general government bonds and notes.5 It is important to stress that only one side of the financial account (i.e. the liability side) is studied in order to isolate the behaviour of foreign investors. In other words, rather than showing total portfolio flows, the data show only those flows that are related to securities issued by domestic residents and purchased by foreigners.6


    To control for differences in the size of the various countries’ financial markets and ensure a standardised measure, financial flows from the balance of payments statistics are divided by their respective stock variables, as reported in the i.i.p. statistics published by the IMF.


    The euro area is benchmarked against those countries that issue currencies that are usually regarded as safe havens: the United States, Japan and Switzerland. Moreover, in order to disentangle any potential reallocation of portfolio flows within the euro area, two other aggregates are presented: “euro area low yield” (which is constructed by aggregating data for Belgium, Germany, France, the Netherlands, Austria, and Finland); and “euro area high yield” (which is calculated by aggregating data for Ireland, Greece, Spain, Italy and Portugal). It is very important to bear in mind that balance of payments data for the euro area as a whole net out intra-euro area financial flows and report claims vis-à-vis non-euro area residents, whereas the two sub-aggregates (“euro area low yield” and “euro area high yield”) are based on national sources, which include transactions between euro area countries.


    2.3 Trends in the external portfolio liabilities of the euro area


    The first step in this analysis is to illustrate the main trends in external liabilities over the past decade. Chart 11 shows total euro area liabilities for bonds, notes and equities over time. As noted, the flows from the balance of payments are scaled by the total stock of liabilities in each category, so that the shocks to the series in each period are comparable across different asset classes. Over the past decade, within portfolio inflows for the euro area, long-term debt securities have outpaced claims represented by equity securities. To provide some idea of the amounts involved, since 2001 the total stock of euro area portfolio liabilities has averaged €5.2 trillion (standing at €7.7 trillion at the end of 2011), of which equity liabilities have averaged €2.3 trillion (standing at €3.1 trillion at the end of 2011) and long-term debt securities have averaged €2.6 trillion (standing at €4.1 trillion at the end of 2011).7 Since 2001 quarterly equity flows have averaged around €33 billion, an average of 1.7% of the stock of equity liabilities, whereas quarterly flows for long-term debt securities have averaged €56 billion, an average of 2.6% of the stock of long-term debt securities.


    In Chart 11 the two series are plotted against the VIX, a measure of the implied volatility of options on the Standard & Poor’s 500 index and a good proxy for global risk and global risk aversion.8 This allows us to obtain a preliminary assessment of how foreigners’ net demand for euro area securities behaved during these two periods of heightened financial market volatility. In general, foreigners are net buyers of long-term debt securities issued by euro area residents. However, foreigners retreated from the euro area bond market in the aftermath of Lehman Brothers’ default, particularly in the fourth quarter of 2008, which corresponds to the largest negative spike in the series and an outflow of capital related to this asset category. The next section will show that this “stop” in inflows for debt securities was not due to foreigners withdrawing from sovereign bonds.


    


    In addition, since 2008, foreign purchases of euro area debt securities are generally below the average. Similarly, prior to mid-2007 foreigners were net buyers of equity securities issued by euro area residents. However, these equity flows then turn negative, suggesting capital outflows from the euro area at roughly the same time as the various crisis periods: the third quarter of 2007, when the liquidity crunch first became apparent; between the second quarter of 2008 and the first quarter of 2009, with a particularly protracted decline coinciding with the collapse of Lehman Brothers; and mid-2011, the second, sharper phase of the euro area sovereign debt crisis. It is therefore clear that foreigners display home bias during periods of financial turmoil. Is this also the case for “all” the countries of the euro area and other countries issuing currencies used as safe havens? The next section tries to answer this question.


    2.4 External portfolio liabilities: lehman brothers’ default versus the sovereign debt crisis


    In order to analyse foreign demand for euro area securities during periods of elevated financial volatility, a distinction is drawn between: (i) the global shock stemming from Lehman Brothers’ default in the United States in September 2008, which triggered a spike in the VIX index in the fourth quarter of 2008; and (ii) the recent shock relating to the sovereign debt crisis in the high-yield countries of the euro area, in the second half of 2011. The average flow for the third and fourth quarters of 2008 (i.e. those corresponding to the collapse of Lehman Brothers) and the average flow for the third and fourth quarters of 2011 (corresponding to the euro area sovereign debt crisis) are compared with the median value for the sample as a whole (starting in 2001). In this way, it is possible not only to identify the withdrawal of capital by foreigners (i.e. negative figures), but also to see how flows during periods of considerable financial volatility differ from those observed during normal periods (proxied by the median value for the period as a whole). In addition to the breakdown for equities and long-term debt securities, this analysis also focuses on government bonds and notes, controlling for which geographic area and in which episode this asset class (which is traditionally considered a safe haven for foreign investors) may have lost this privileged status.


    Chart 12 presents evidence on government liabilities held by non-residents, as recorded in the balance of payments, for the euro area as a whole (excluding intra-euro area flows), for high-yield and low-yield euro area sovereign issuers (aggregating national data, which include intra-euro area transactions), and for the United States and Japan (with data on Switzerland not available). Two stylised facts emerge from these data. First, euro area government securities continued to attract foreign interest during the Lehman Brothers’ crisis, but there were large outflows from the government bonds of high-yield sovereign issuers of the euro area and an overall small outflow for the euro area as a whole during the recent euro area sovereign debt crisis. This confirms that the response of foreign investors to the idiosyncratic shock hitting the euro area was indeed different from the global shock in 2008. Second, the pattern of foreign demand for US and Japanese government debt securities is the mirror image of that for the euro area, declining in the aftermath of Lehman Brothers’ default, but rising in 2011. The outflow of foreign investors from US government securities in the wake of Lehman Brothers’ default is somewhat surprising, if compared to the euro area or Switzerland during the same episode. This suggests that the compression of government bond yields in the United States, which is often viewed as evidence of the safe-haven status of US Treasuries, may be the result of US residents displaying home bias, repatriating funds from abroad during such episodes, rather than a result of foreign investors buying US securities.


    



    The patterns of flows are partly different when looking at total external holdings of bonds and notes, including private sector liabilities and equity liabilities. In the case of total long-term debt securities (see Chart 13, Panel A), foreigners also withdrew from the euro area (particularly the high-yield countries) following Lehman Brothers’ default. It is also interesting to note that, in all countries, net purchases of debt securities by foreigners, even where they remain positive, are always smaller than the median values for the sample as a whole, suggesting a declining appetite for foreign assets, irrespective of the country. This is further confirmation of the sharp increase in home bias described by Milesi-Ferretti and Tille (2011). In conclusion, these results confirm the special role of government debt securities during periods of rising global financial volatility, particularly for the euro area.


    



    Unsurprisingly, the same pattern of retrenchment of foreigners is magnified when looking at equity liabilities, a riskier asset class (see Chart 13, Panel B). Foreigners appear to have shunned euro area and Japanese stock markets, particularly in the wake of Lehman Brothers’ default, while remaining more neutral as regards the United States. One interesting result is the increase, in times of considerable global financial market volatility, in foreigners’ claims on Swiss equity. In the last two quarters of 2008 and 2011, foreigners’ claims totalled around 1% of the outstanding amount of Swiss equity liabilities, a level higher than in normal periods (see median). This atypical pattern, compared to other economies, is probably due to Switzerland’s importance as a major international financial centre and, in particular, the weight of shares and units of investment funds and special-purpose entities based in Switzerland on the liability side of the financial account.9


    2.5 Concluding remarks


    It is difficult to gather evidence on the investment patterns of foreigners purchasing securities issued by euro area residents in a timely manner. Where evidence is available, it is often limited to measures of stocks. Price developments for these securities reflect interaction between the net demand of domesticand foreign investors and may provide misleading signals regarding foreign investors’ true appetite for euro area securities. This special feature has attempted to circumvent such limitations by focusing on the liability side of the financial account, reporting transactions in portfolio securities issued by domestic residents and purchased by non-residents on a net basis (i.e. subtracting sales of domestically issued securities by foreigners to domestic residents).


    Indeed, by tackling the data from a different angle, it is possible to isolate a number of somewhat unconventional stylised facts. First, looking at the euro area as a whole, there is no evidence of a reduced interest of foreign investors in government debt securities issued by euro area countries after the Lehman Brothers’ bankruptcy. However, the recent sovereign debt crisis during the last two quarters of 2011 appears to have a different and negative impact on foreigners’ appetite for euro area securities, which is not confined to the high-yield sovereign issuers of the euro area, but partly affects the euro area as a whole. Second, somewhat unexpectedly, in late 2008 foreigners reduced their exposure to government debt securities issued by the United States and Japan, which resumed their usual safe-haven roles when volatility peaked again in 2010 and 2011. And third, less surprisingly, these crisis periods saw foreigners retreat from riskier assets, such as bonds, notes and equities issued by the private sectors of other countries, with the exception of Switzerland.


    Overall, with the decline in the supply of safe-haven assets at the global level following the onset of the financial crisis,10 the response of foreign investors to the idiosyncratic shock to the euro area in 2011 was indeed different from the global shock in 2008, lessening their appetite for euro area securities, in particular those of the high-yield sovereign issuers.
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        1 This special feature is based on recent research by Habib and Stracca (2012).

      


      
        2 See also Chapter 4 of the April 2011 issue of IMF World Economic Outlook, entitled “International capital flows: reliable or fickle?”.

      


      
        3 See Van Nieuwerburgh and Veldkamp (2010). Mondria et al. (2010) empirically confirm that investors’ attention and investment allocation are correlated.

      


      
        4 Since 2011 equities and long-term debt securities have accounted for the bulk  more than 90%  of the euro area’s total stock of external portfolio liabilities. The remaining portfolio liabilities consist of money market instruments, which account for around 7% of the total.

      


      
        5 Liabilities represent residents’ indebtedness to non-residents. Positive entries indicate that non-residents purchased more claims on residents (by means of equities or bonds) than they sold (i.e. there was a capital inflow for the domestic economy), and vice versa. The term “net” refers to the difference between non-residents’ purchases of securities issued by a domestic resident (representing a capital inflow for the domestic economy) and non-residents’ sales of domestically issued securities to domestic residents (representing a capital outflow for the domestic economy).

      


      
        6 For analysis of overall portfolio flows for the euro area, see the February 2012 issue of the ECB’s Monthly Bulletin.

      


      
        7 The residual is represented by money market instruments.

      


      
        8 A number of papers show that the VIX is highly correlated with different measures of global risk and risk aversion. See, for instance, Collin-Dufresne et al. (2001).

      


      
        9 In 2008 home bias led, in most countries, to a reduction in external portfolio assets and liabilities. Switzerland is an exception in this respect: not only did external portfolio liabilities increase, as indicated, but external portfolio assets also rose (mainly in the form of increased debt securities claims on non-residents). Eventually, in 2008, Switzerland recorded a net portfolio outflow.

      


      
        10 See Chapter 3 of the April 2012 issue of the IMF Global Financial Stability Report, entitled “Safe Assets: Financial System Cornerstone?”.
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    A salient feature of the international monetary system is that it is centred around the US dollar as a global reference currency and the euro as a regional currency. At the Cannes summit of November 2011 G20 leaders made a commitment to work together to ensure that the international monetary system better reflects the increased weight of emerging market economies. This special feature draws on a recent empirical study that gauges whether the international monetary system is already tripolar and centred around the US dollar, the euro and the Chinese renminbi. It focuses on the “Chinese dominance hypothesis”  i.e. the question of whether the renminbi is already the dominant currency in Asia, exerting considerable influence on exchange rate and monetary policies in the region. This hypothesis can, in turn, be traced back to the old “German dominance hypothesis”, which ascribed to the Deutsche Mark a dominant role in Europe in the 1980s and 1990s. This special feature presents empirical findings which are consistent with this hypothesis, thus indicating that the international monetary system is already on the verge of becoming tripolar when it comes to international currencies acting as exchange rate anchors at the regional level. This may not yet be the case when it comes to other aspects of international currency use  not least owing to the fact that China’s capital account remains largely closed, which in turn limits the international use of the renminbi.


    3.1 Introduction


    The global financial crisis has brought reform of the international monetary system back to the forefront of the international policy debate. Some G20 leaders  notably leaders of emerging economies  have questioned the current system, which is based on a single currency, the US dollar, as a global reference currency, and the euro as more of a regional currency. They point to the fact that the financial crisis originated in the United States, with Europe being the first continent to be engulfed in subsequent sovereign debt crises, and many have drawn links between the global financial crisis and the dominant role of the US dollar, pointing to the “exorbitant privilege” that this confers on the United States (see, for example: Gourinchas and Rey, 2007; and Curcuru, Dvorak and Warnock, 2008) and the negative global externalities that this allegedly creates.


    A multipolar international monetary system is deemed by many to be a distant prospect (see, for example, Kenen, 2011), but others expect it to develop soon as a natural consequence of Asia’s emergence as the world’s new economic powerhouse (see, for example, Eichengreen, 2009 and 2010). This, they assert, could see the Chinese renminbi emerge as a truly global currency, along with the euro, while the US dollar loses its dominant status.


    To what extent is the international monetary system already tripolar? And what would be the implications of such a constellation for the global economy and financial markets? One way of considering these questions is to test the “Chinese dominance hypothesis”  i.e. look at whether the renminbi is already the dominant currency in Asia, exerting considerable influence on exchange rate and monetary policies in the region, to the extent that China exerts significant influence on its neighbours through the well-known “Asian production chain” or “Asian supply chain”.


    3.2 Chinese and german “dominance hypotheses”


    Somewhat paradoxically, there is a strong sense of déjà vu in today’s debate on the future of the international monetary system. This debate is remarkably reminiscent of a much older discussion that took place in Europe in the 1980s and 1990s on the subject of what was called, at that time, the “German dominance hypothesis”. Back then, the international monetary system was already dominated by the US dollar. De jure, European currencies were linked to each other under the European Monetary System. But the system was, de facto, asymmetrical, with Germany’s Deutsche Mark playing a dominant role and other European currencies shadowing the German currency. The proponents of the “German dominance hypothesis” saw this as an arrangement that led other countries to follow Germany’s monetary policy.2


    There are important parallels with the situation in Asia today. De jure, emerging Asian economies peg their currencies to the US dollar in a “revised Bretton Woods system” or an “East Asian dollar standard” (Dooley et al., 2004). De facto, Asian economies are highly dependent on China, which is by far the largest economy in the region. The mesh of real and financial linkages woven by the Asian production chain encourages economies to maintain their external competitiveness relative to China and the stability of their currency relative to the renminbi. In turn, this suggests that China’s exchange rate and monetary policy, together with the reforms undertaken since mid-2005 to increase exchange rate flexibility, are likely to exert a significant  if not dominant  influence on exchange rate and monetary policies elsewhere in emerging Asia.3


    Thus, one can already try to gauge the extent to which China’s foreign exchange policy influences other countries in the region, hence the analogy of the German dominance hypothesis. But as noticeable as the parallels between Europe yesterday and Asia today may be, the “Chinese dominance hypothesis” is not as easy to test as its German predecessor. China’s (crawling) peg to the US dollar creates an identification problem. The renminbi is not convertible and China’s capital account remains largely closed. Co-movement between short-term interest rates or monetary aggregates (used in literature on the German dominance hypothesis) is uninformative, since China’s money, credit and other financial markets remain heavily regulated, segmented or repressed.


    To overcome these challenges, Fratzscher and Mehl (2011) carry out an unconditional analysis based on a three-factor exchange rate model comprising a US dollar factor, a euro factor and a regional currency factor, along the lines of a methodology initially proposed by Frankel and Wei (1994 and 2008), for a set of 48 currencies in advanced and emerging economies. In its most general specification, their model is written as


    


    where: si,t is the log (difference) of the exchange rate of country i vis-à-vis the SDR at time t; X is a vector of control variables; αi represents fixed effects relating to the country in question; the various βs and δs represent country and time-varying parameters; ε is the residual; and the superscripts USD, EUR and REG denote the US dollar, the euro and regional foreign exchange factors respectively. As is customary in the literature, they use exchange rates vis-à-vis the SDR in order to identify the relative importance of the US dollar, euro and regional factors (i.e. the βs) for local currency i.


    3.3 Empirical evidence of china’s influence on other emerging asian economies’ exchange rate policies


    Overall, Fratzscher and Mehl (2011) find evidence in line with the Chinese dominance hypothesis, albeit with some qualifications, suggesting that the international monetary system is, to some extent, already tripolar. They identify a statistically significant regional foreign exchange factor in emerging Asia’s exchange rate dynamics, which is stronger than those observed for other regions of the world. Table 4 reports estimates for the factors in their model, showing that Asia’s regional factor, with a weight of more than 0.2, is the world’s largest, underscoring the strong regional orientation of exchange rate policy in the area.


    Importantly, they also show that this factor has increased markedly since China began its exchange rate reforms in 2005. This supports the view that emerging Asia’s policy-makers have been paying more attention to regional currency developments since China began gradually increasing the flexibility of its exchange rate. Moreover, additional estimates by the authors suggest that Asia’s regional exchange rate factor is driven mainly by the renminbi, although there is also evidence that causality is, to some extent, bidirectional and that, in part, Asia’s regional factor exerts influence on the renminbi.


    An empirical approach of this kind is informative as regards co-movement and correlation across global foreign exchange policies. However, it has nothing to say on the ultimate source of this co-movement, which can be identified only indirectly. A more direct way to test the Chinese dominance hypothesis is to analyse the transmission of specific shocks to China’s foreign exchange regime, which can be clearly identified. This allows the direction of causality and the origin of the co-movement to be identified, with the added advantage of allowing the impact of a particular shock to be traced more clearly across global foreign exchange markets.


    To that end, the authors conduct a complementary analysis based on a shock-augmented factor model. Their aim is to carry out an event study, using the global foreign exchange market’s reactions to official statements by Chinese authorities on China’s exchange rate and reserve policies in order to identify the impact of such statements on the exchange rates of other currencies  particularly those of emerging Asian economies. The key strength of this approach (see also: Fratzscher, 2008a, 2008b, 2009; and Fratzscher and Mehl, 2009) is that it allows the clear identification of specific and exogenous renminbi shocks and the measurement of their impact on the rest of Asia.


    The conditional model that the authors use here is an extended version of the model used for the previous (unconditional) analysis, augmented with an indicator variable for Chinese statements on China’s exchange rate or reserve policies. A theoretical basis for such a model can be found in literature on the microstructure of foreign exchange markets  more specifically, literature on announcement effects and asset prices (see, for example: Andersen et al., 2003; and Blinder et al., 2008).


    The authors have compiled more than 300 statements made by the Chinese authorities 4 between 1997 and 2011 on exchange rate and reserve policies, which generally stem from speeches, interviews and public testimonies. These have been taken from Reuters News, one of the most commonly used wire services, which ensures that these statements were also available to market participants in financial markets. This allows the use of daily data to analyse the impact that such statements have on foreign exchange markets.


    Testing the Chinese dominance hypothesis within this framework consists of assessing whether such official statements lead emerging Asian currencies to appreciate in a manner which is similar to the response of the renminbi itself  i.e. whether policy-makers in other Asian economies are willing to let their currencies move in response to such shocks, in a way that they remain relatively stable (or do not appreciate overly fast) against the renminbi.


    Chart 14 shows the average estimated impact (in percentage terms) of an official Chinese statement on the day it occurs (with the SDR used as the numeraire). This shows that the responses of Asian currencies are more similar to that of the renminbi than the responses of currencies of advanced economies or other emerging market economy regions (with the exception of the Gulf Cooperation Council countries, which have a strict peg to the US dollar). This is fully consistent with the unconditional analysis’s findings that the weight of the regional factor within Asia is substantial, implying significant co-movement between the renminbi and other Asian currencies.


    



    


    Additional results also suggest that the impact of renminbi shocks has been strongest following the start of emerging Asia’s recovery in 2009, with an order of magnitude almost four times larger than that observed prior to 2005. These findings give further support to the view that policy-makers in emerging Asia have been paying much greater attention to developments in the renminbi since the onset of the global economic and financial crisis. They are also in line with the existence of both a portfolio balance channel and a signalling channel, with market participants regarding official Chinese statements as a signal that, were China to relax the renminbi’s links with the US dollar, the rest of emerging Asia might do so too. The results are also supportive of the view that official statements pointing to the appreciation of the renminbi against the US dollar encourage other emerging Asian economies to let their currencies appreciate in turn, so as to stabilise their relative competitiveness within the “Asian production chain”.


    3.4 Concluding remarks


    Overall, these findings raise a number of issues. The analysis presented here focuses on the renminbi’s emerging role as an anchor currency (i.e. the influence of China’s foreign exchange policy on global foreign exchange constellations and the Asian region in particular), which is akin to the debate about the importance of German policy for the European Monetary System in the 1980s and 1990s. It does not cover all aspects of the renminbi’s growing international role, such as its use in real or financial transactions or official reserve holdings. Another specific issue in this regard concerns the optimality of current foreign exchange constellations in Asia and the question of whether stronger explicit exchange rate coordination might be beneficial at the regional level. As China continues to reform its exchange rate regime in the years ahead, this could well become an increasingly important policy issue, both in Asia and globally.
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        1 This special feature is based on Fratzscher and Mehl (2011).

      


      
        2 See, for example: Giavazzi and Pagano (1988); Gros and Thygesen (1988); and von Hagen and Fratianni (1990).

      


      
        3 By no means does this necessarily imply that the renminbi’s influence in the region is or will be stronger than that of the US dollar. For instance, in Europe in the 1980s, it was found that, while German interest rates had the strongest impact on interest rates of all of the countries in Europe, US interest rates also had a significant impact. A country’s dominance is relative, and a dominant country can exist alongside another country that exerts considerable influence. Indeed, this may be the case with the renminbi. While it may not surpass the US dollar’s impact on Asian economies, the renminbi may nevertheless exert considerable  and rapidly growing  influence on the region.

      


      
        4 These include statements by the Governor of the People’s Bank of China, the President and Premier of the People’s Republic of China and other relevant Chinese ministers, as well as other officials at the People’s Bank of China, including the Head of the State Administration of Foreign Exchange.
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    It is commonly believed that there was a considerable lag between the period from 1870 to 1918, when the United States overtook the United Kingdom as the largest economic, financial and commercial power in the global economy, and the US dollar overtaking the pound sterling as the leading international currency after the Second World War. Observers often refer to this historical episode in today’s debate regarding the future of the international monetary system, arguing that, for the time being, the prospects of any transition towards a multipolar system remain remote. This special feature summarises the findings of recent studies (referred to as the “new view”) that suggest that the US dollar overtook the pound sterling as the leading international currency as early as the 1920s  i.e. two decades earlier than was previously thought. It looks at the emergence of the US dollar as the leading international financing currency in global debt markets, as well as the key role played by financial development, the main contributor to the rise of the US dollar during the interwar period. To the extent that history is any guide, the evidence presented here suggests that a transition to a multipolar system could occur sooner than is sometimes asserted. Nevertheless, the key role that financial deepening and integration are likely to play as a determinant of the international status of currencies suggests that any shift will still be a gradual process.


    4.1 Introduction


    The global economic and financial crisis has given fresh impetus to discussions regarding the future of the international monetary and financial system. Some advocate moving to a multipolar system in which the US dollar shares its international currency role with the euro, the Chinese renminbi and/or the IMF’s Special Drawing Rights. At the Cannes summit in November 2011 G20 leaders made a commitment, in this respect, to taking “concrete steps” to ensure that the international monetary system reflects “the changing equilibrium and the emergence of new international currencies”.


    Some observers expect this change to occur spontaneously, as a natural result of the declining economic and financial dominance of the United States and the increasingly multipolar nature of the global economy, together with the advent of the euro and the gradual internationalisation of the renminbi. However, sceptics assert that, for the time being, the prospects of any shift to a multipolar international monetary and financial system are in fact remote. Were it to occur, such a transition would take many decades to complete, they say.


    The view that a shift to a multipolar system is unlikely to occur rapidly is rooted in theoretical models in which international currency status is characterised by network externalities.2 These give rise to lock-in and inertia effects, which benefit the incumbent. Such models rest, in turn, on a conventional historical narrative, epitomised by Triffin (1960), which states that a period of 30 to 70 years (depending on the aspects of economic and international currency status considered) separated the point at which the United States overtook the United Kingdom as the leading economic and commercial power from the point at which the US dollar overtook the pound sterling as the dominant international currency. The United States, it is observed, surpassed the United Kingdom in terms of absolute economic size as early as the 1870s. By 1913 it was the leading commercial power on the basis of the value of foreign trade. And it was the leading creditor nation by the end of the First World War. And yet, the pound sterling remained the dominant international currency not only during this period, but throughout the interwar years, according to the conventional narrative, and even for a brief period after the Second World War.


    4.2 The “new view”


    However, recent studies, referred to by Frankel (2011) as the “new view”, have challenged this conventional account. Eichengreen and Flandreau (2009), relying on new data on the currency composition of global foreign exchange reserves, show that the US dollar overtook the pound sterling as the leading reserve currency as early as the mid-1920s  i.e.more than two decades earlier than was previously thought.


    The “new view” also challenges the broader implications of the conventional narrative. First, it suggests that inertia and the advantages of incumbency are not as significant as they were previously thought to be. Moreover, it challenges the notion that there is room for only one international currency in the global system: on the contrary, the pound sterling and the US dollar accounted for roughly equal shares of global foreign exchange reserves throughout the 1920s. Finally, the “new view” challenges the assumption that, once lost, dominance is gone forever. Indeed, Eichengreen and Flandreau’s data indicate that the pound sterling regained its dominant position for a brief period after 1931. This reinforces the point that the advantages of incumbency in the competition for reserve currency status may be less significant than is commonly thought.


    In a companion piece, Eichengreen and Flandreau (2010) show that what was true of reserve currencies was also true of the use of currencies for the financing of international trade. The US dollar overtook the pound sterling as the leading formof trade credit (as the currency of denomination for what were then known as “trade acceptances” or “bankers’ acceptances”) as early as the mid-1920s  not after the Second World War, as had been thought. The United States achieved this from a standing start  i.e despite the fact that US dollar-denominated trade credits had been virtually unknown as recently as 1914. Both market forces (i.e. the development of its financial markets) and policy support (with the Federal Reserve System acting as a market-maker in the New York market for bankers’ acceptances) were instrumental in helping the US dollar to overtake the pound sterling.


    Some critics have questioned the “new view”. Ghosh, Ostry and Tsangarides (2011) suggest that the interwar gold standard was special in that gold  not foreign exchange  was the dominant reserve asset, accounting for some two-thirds of international reserves. The fact that gold played a significant monetary role at that time, but plays only a small one today, may limit the inferences regarding prospective changes in international currency status that can be drawn from this earlier episode. Forbes (2012) suggests that international financial transactions may now play a larger role in driving the decision as to which unit or units to use internationally, while goods transactions and the importance of a currency or market as a source of trade credit play a correspondingly smaller one. Thus, inferences regarding the future are also less convincing insofar as they are drawn from the past behaviour of trade credit, rather than the use of currencies in international financial transactions.


    4.3 Additional evidence from global bond markets in support of the “new view”


    Chiţu, Eichengreen and Mehl (2012) provide yet more evidence of the emergence of the US dollar as the leading international currency in the interwar period, focusing on its role as a financing currency in global debt markets. This sheds light on a third aspect of international currency status, namely the use of currencies as vehicles for international financing, which is also useful for establishing the generality (or otherwise) of the “new view”. Moreover, since international bonds were typically denominated in national currencies, rather than gold, this market segment is also more informative when considering the situation today.


    To that end, they compile new data on the currency denomination of foreign public debt for 33 countries in the period 1914-46, drawing on United Nations (1948). These data were initially gathered by statisticians employed by the League of Nations, the UN’s predecessor, and by the UN itself, drawing on official national sources, including national accounts and/or budgetary accounts prepared by ministries of finance, annual or special reports produced by central banks or national statistical institutes, national statistical yearbooks, and so forth.3 The evidence that they derive from these data allows them to challenge the three central tenets of the conventional wisdom on international currencies, giving further support to the “new view”.


    First, network externalities, first-mover advantages and inertia are found to be important, but not to delay the transfer of leadership in the international monetary sphere relative to that in the economic, commercial and financial spheres to the extent previously thought. Indeed, the new data provided by Chiţu, Eichengreen and Mehl (2012) show that, ignoring Commonwealth countries, the US dollar overtook the pound sterling as early as 1929  at least 15 years earlier than the dates cited in previous accounts (see Chart 15, Panel A). Even including Commonwealth countries, which were wedded to the pound sterling for political and institutional reasons, the US dollar was already within hailing distance of sterling as a currency of denomination for international bonds by the late 1920s (see Chart 15, Panel B). Second, this new evidence also challenges the assumption that, once international monetary leadership is lost, it is gone forever. Indeed, although the pound sterling lost its leading position in the 1920s, it recovered after 1933 and was neck and neck with the US dollar at the end of that decade. And third, this new evidence challenges the assumption that there is room for only one dominant international currency owing to strong network externalities and economies of scope. In the 1920s and the 1930s international debt markets were characterised by a bipolar currency system, not a unipolar one. This is true even if account is taken of Commonwealth countries, which strongly favoured the pound sterling for institutional and political reasons.


    



    As regards the determinants of these developments, the authors’ empirical estimates point to the development of US financial markets as the main factor that helped the US dollar to overcome the pound sterling’s incumbency advantage. According to their estimates, with the ratio of US banking assets to GDP rising from 70% to 100% of GDP between 1918 and 1932, the US dollar’s share in global foreign public debt would have risen by almost 50 percentage points ceteris paribus (see Chart 16, Panel A).4 However, the impact of finance on international currency shares in global debt markets worked both ways during the interwar period. In particular, the authors find that the collapse of the US banking system and subsequent financial retrenchment was the most important factor contributing to the decline in the US dollar’s share in global foreign public debt between 1932 and 1939. In the case of the United Kingdom, economic stagnation (i.e. declines in its relative economic size) was the most important factor accounting for the pound sterling’s declining share over the period in question (see Chart 16, Panel B).


    


    4.4 Concluding remarks


    These findings have implications for the future of the international monetary system, to the extent that history is any guide. They could suggest that a transition to a multipolar system is not impossible, that it could occur sooner than is sometimes asserted, and that further financial deepening and integration are likely to be a key determinant of the ability of currencies other than the US dollar to strengthen their international currency status.


    Moreover, the fact that financial retrenchment during the Great Depression of the 1930s was the most important factor contributing to the decline in the US dollar’s share in global debt markets highlights the fact that the pace and scope of financial sector reform should always be guided by the objective of medium-term sustainability. The experience of the yen is another cautionary tale in this respect. Attempts by the Japanese authorities to boost the international role of their currency suffered following the bursting of Japan’s equity and real estate bubbles in the late 1980s and the banking and economic crisis of the 1990s (see Box 3). In turn, this highlights the important role that macro-prudential policies and tools will play in shaping the international status of currencies in the new millennium.
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        1 This special feature is based on recent research by Chiţu, Eichengreen and Mehl (2012).

      


      
        2 See, for example: Krugman (1980); Krugman (1984); Zhou (1997); Hartmann (1998); and Rey (2001).

      


      
        3National public debt was not always broken down into its domestic and foreign components on the basis of the same criteria, although the authors of the UN compendium attempted to adjust for these differences to the extent possible. Indeed, in a number of countries, the breakdown was based on the currency in which the debt was denominated; in others, it was based on the place where it was floated (i.e. abroad or at home); and in others still, it was based on the issuer’s place of residence. However, what is key for the purposes of this assessment, which aims to gauge the importance of the pound sterling, the US dollar and other currencies as vehicles for international financing, is the fact that the UN applied consistent criteria when categorising countries’ foreign debts on the basis of their currency of denomination and used the currencies in which debt was originally raised as a specific criterion. In addition, since the focus here is on non-US and non-UK debt, it is always the international financing role of the pound sterling or the US dollar, in a narrow sense, that is captured by the data.

      


      
        4 The regression estimates also control for inertia (lagged currency shares), size (country shares in world GDP) and credibility (inflation) effects, as well as for unobserved country, currency and time effects.
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    A typical feature of many emerging market economies is that a significant share of their assets and liabilities are denominated in foreign currencies, such as the US dollar and the euro, which is known as “unofficial dollarization/euroisation”. This may, in turn, increase financial vulnerabilities and limit the scope for macroeconomic policies to act counter-cyclically. This special feature 1draws on a recent empirical study which, building on a novel dataset, investigates whether  and if so, why  unofficially dollarised/euroised economies were harder hit by the recent global financial and economic crisis. It shows that conditional unofficial dollarisation/euroisation did indeed contribute to the severity of the global crisis in emerging economies. This adverse impact was transmitted mainly through heightened currency mismatches, reduced monetary policy autonomy and a limited ability to act as a lender of last resort, which became more binding constraints in the midst of the crisis.


    5.1 Introduction



    The rapidly growing body of literature analysing the cross-country incidence of the global financial and economic crisis of 2007-09 has identified several determinants of the severity of the crisis. In particular, strong pre-crisis credit growth, large current account deficits, trade openness, credit market regulation, financial openness, GDP per capita and exchange rate rigidity have all been shown to be major determinants of the severity of the crisis across countries.


    One aspect that such studies have not yet considered, however, is the extent to which a country has assets or liabilities denominated in a foreign currency  i.e. its degree of “unofficial dollarisation/euroisation”. This aspect is particularly important for emerging economies, as shown by past crises, such as the Latin American debt crisis of the 1980s or the currency crises of the late 1990s and early 2000s. Unofficial dollarisation/euroisation has been the focus of controversial policy debates in emerging market economies (see, for example, Levy Yeyati, 2006), giving rise to a body of analytical and empirical work looking at its causes and costs, as well as policy measures mitigating its adverse effects. At the same time, empirical work in this area has been severely constrained by the absence of comprehensive and systematic data on unofficial dollarisation/euroisation.


    In a recent paper, Chiţu (2012) looked at whether unofficial/dollarisation acted as an amplifier of the global crisis of 2007-09  and if so, through which channels. This analysis builds on a unique dataset on unofficial dollarisation/euroisation, focusing on loan dollarisation (i.e. lending in foreign currency), which is currently the focus of policy discussions, notably in emerging European economies.


    5.2 The “great recession” as a “natural experiment” of the costs associated with unofficial euroisation/dollarisation



    There are at least three theoretical costs associated with unofficial dollarisation/euroisation, namely: (i) the reduction of monetary policy autonomy/effectiveness; (ii) a limited ability to act as a lender of last resort; and (iii) adverse currency mismatcheswhich arise for unhedged borrowers in case the domestic currency depreciates (see, for example, Levy Yeyati et al., 2003 for a survey of this literature). These costs are well-established in theory, but existing empirical studies have provided mixed results as to whether they matter in practice. Indeed, several studies have failed to find compelling evidence that the magnitude of such costs is significant, and, in particular, that unofficially dollarised/euroised economies are more vulnerable to crises than other economies, or that crises are more severe in unofficially dollarised/euroised economies (see, for example: Arteta, 2003; Levy Yeyati, 2006; and De Nicoló et al., 2003).


    However, it may be that the costs associated with dollarisation/euroisation are visible only when crises are sufficiently severe. Hence, it could well be that past crises used in previousempirical studies were not of a significantly large magnitude to allow detecting these costs in the data. Consequently, the “Great Recession” of 2007-09, which is unrivalled in severity by any crisis since the Great Depression, offers a potentially unique opportunity to reveal these costs and test whether they have significant real implications or not. Thus, the Great Recession can almost be regarded as a “natural experiment” that may have rendered more visible the three main theoretical costs of dollarisation/euroisation, which the literature traditionally highlights.


    Data on unofficial dollarisation/euroisation are yet often sparse and not collected systematically. Data on loan dollarisation are particularly scarce and there is thus far no global dataset for this variable. Chiţu (2012) takes up the issue and provides a comprehensive dataset on loan dollarisation for around 60 emerging economies from all of the major regions of the world (Latin America, the Middle East, Africa, emerging Europe and Asia).


    This new dataset allows the author to test empirically whether unofficial/dollarisation acted as an amplifier of the Great Recession and if so, through which channels. The empirical investigation is carried out in two stages. In the first stage, the author tests whether unofficial dollarisation/euroisation acted as an amplifier of the Great Recession of 2007/2009 in a cross-section of around 60 emerging economies, using the following empirical specification:


    (1)


    where y, the change in the real GDP growth rate between 2009 and 2007 in country i is regressed on: pre-crisis loan dollarisation/euroisation x (i.e. the ratio of foreign currency-denominated loans to total loans), and a set of control variables Z identified in the literature as being good predictors of the severity of the 2007-09 global crisis, namely GDP per capita, trade openness, private sector credit growth and the current account balance; α, β, and the δs are parameters to be estimated and u the residual. 2The coefficient of interest in Eq. (1) is β. A negative coefficient estimate would suggest that more highly dollarised/euroised countries experienced larger declines in real GDP growth rates during the crisis.


    At the second stage, the author analyses the channels through which the costs of unofficial dollarisation/euroisation, if any, have been transmitted to the real economy. These transmission channels are proxied by interaction terms between loan dollarisation and proxies for its various negative effects on balance sheets (currency mismatches) and monetary policy (changes in policy rates and liquidity provision). The empirical specification is as follows:


    (2)


    5.3 Evidence of the unofficial euroisation/dollarisation’s amplifying role of the severity of the “great recession”



    Table 5 reports the baseline estimation results, which suggest that loan dollarisation was indeed an important predictor of the decline in real GDP growth rates between 2007 and 2009 across a sample of 60 emerging economies, once other standard determinants of the severity of the crisis are taken into account. According to the estimates, real GDP growth declined on average by around 0.8 percentage point more in economies where loan dollarisation was 10 percentage points higher. These results are robust to a number of sensitivity tests on the definition of crisis severity, sample selection, model specification or estimation methods. In addition, further sensitivity checks suggest that the crisis amplifying nature of unofficial dollarisation/euroisation was similar across regions, including in emerging Europe.


    Table 6 presents estimation results when interaction terms are included in order to estimate the impact of the three main channels transmitting the costs of unofficial euroisation/dollarisation. There is evidence that all three channels (i.e. reducedmonetary policy autonomy, limited ability to act as a lender of last resort, and currency mismatches) played a role in transmitting the adverse impact of dollarisation/euroisation to the real economy. Stronger currency mismatches translated into more severe growth declines during the crisis and policy intervention was constrained by an unofficially euroised/dollarised environment. Moreover, the findings also suggest that where it was possible to act as a lender of last resort, this was not effective in supporting growth during the crisis, its effect being found to be statistically insignificant. Finally, as regards the monetary policy channel, the results provide empirical support for the so-called “Fischer view” (see, for example: Kirsanova et al., 2007; and Fischer, 1998), according to which a temporary increase in interest rates in unofficially dollarised/euroised countries during crises could in fact be growth supportive, and not harmful to growth, as the opposite view defended by Stiglitz (see, for example: Furman and Stiglitz, 1998) would argue. The reason for this is that an increase in interest rates helps to stabilise the exchange rate, thereby avoiding the undesirable balance sheet effects that would arise in the presence of significant currency mismatches should the exchange rate depreciate.


    5.4 Concluding remarks



    Unofficial dollarisation/euroisation played a role in amplifying the severity of the Great Recession. All of the major costs traditionally associated with unofficial dollarisation/euroisation became more apparent during the crisis. The key role found for currency mismatches as a transmission channel to the real economy of the adverse effects of loan dollarisation/euroisation gives support to the so-called “Fischer view”, according to which a temporary tightening of monetary policy is not necessarily detrimental to growth in unofficially dollarised/euroised economies, as it can help to stabilise the exchange rate, thereby preventing the materialisation of adverse balance sheet effects. Overall, the findings presented here suggest that the use of foreign currencies in emerging economies can create financial stability risks and limit the scope for counter-cyclical policies.
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    The swiss national bank’s commitment to maintaining a minimum exchange rate between the euro and the swiss franc


    Box 1 The swiss national bank’s commitment to maintaining a minimum exchange rate between the euro and the swiss franc


    The Swiss franc was broadly stable vis-à-vis the euro until late 2009, trading in a relatively narrow range between CHF 1.45 and CHF 1.68 per euro. The Swiss franc then appreciated strongly, peaking at CHF 1.05 per euro on 10 August 2011. This amounted to a 30% appreciation vis-à-vis the euro  almost 40% in nominal effective terms  since the beginning of 2010. At that point, the Swiss franc’s exchange rate against the euro was more than 30% higher than its average since 1999.


    


    The sustained strength of the Swiss franc over that period appeared largely to reflect its role as a safe-haven currency in the presence of heightened financial market uncertainty, with negative developments being observed both for the global economy as a whole and for the sovereign debt markets of certaineuro area countries. Against the background of an increasing shortage of safe liquid assets, the Swiss economy’s dynamic recovery following the global financial and economic crisis, coupled with its sound public finances, further fuelled demand for the Swiss franc.[1]


    In the view of the Swiss National Bank, this sharp appreciation resulted in a massive overvaluation of the Swiss franc. To counteract these developments, in early August 2011 the Swiss National Bank lowered its target range for the three-month LIBOR to close to zero and increased the supply of liquidity to the Swiss franc money market. However, these measures proved insufficient. Consequently, on 6September 2011 the Swiss central bank announced a minimum exchange rate of CHF 1.20 per euro, which would be enforced with the utmost determination. To this end, the central bank was, it said, prepared to buy foreign currency in unlimited quantities. Following that announcement, the Swiss franc swiftly depreciated to stand at that unilateral minimum exchange rate. As the Swiss franc has since remained above that rate  with the exception (owing to technical factors) of a very brief period in early April 2012  the Swiss National Bank’s strategy of a straightforward exchange rate policy has, thus far, proved effective in preventing further appreciation and reducing exchange rate volatility. The announcement of a minimum exchange rate vis-à-vis the currency of the economy’s primary trading partner (i.e. the euro area) has, at the same time, alleviated concerns about international trade activity and facilitated planning by Switzerland’s highly export-oriented companies.


    [1] For more information regarding the empirical determinants of safe-haven currencies, see the special feature entitled “What makes a currency a safe haven?” in the 2011 issue of this report (ECB, 2011).


  


  Return to text


  
    
      
        	
          Box 2

        
      

    


    
      
        	
      

    


    Box 2 New forms of public debt in the euro area


    Box 2 New forms of public debt in the euro area


    New forms of public debt were launched in 2011 in the euro area and EU. First, in order to fund loans to programme countries in the euro area, the European Financial Stability Facility (EFSF) issued debt with a total value of €18 billion in 2011, while the European Financial Stabilisation Mechanism (EFSM) issued debt with a total value of €28 billion. Second, in an effort to expand EU capital markets in order to finance large European infrastructure projects, a pilot phase was launched for the European Commission’s Europe 2020 Project Bond Initiative. This aims to mobilise up to €4.6 billion in 2012 and 2013.


    The EFSF and EFSM were both created in 2010 and are aimed at safeguarding financial stability in Europe by providing countries with financial assistance: euro area countries in the case of the EFSF; and all EU Member States in the case of the EFSM. While debt issued by the EFSF is backed by guarantees from euro area countries, debt issued by the EFSM is implicitly backed by the EU budget. The EFSM has a lending capacity of €60 billion, while the EFSF currently has a lending capacity of €440 billion. On the basis of the decisions taken at the euro area summit on 27 July 2011, the EFSF is authorised to provide financial assistance to euro area countries in financial difficulties  subject to the relevant requirements being met  by means of (i) loans; (ii) intervention in primary and secondary markets for sovereign debt; (iii) precautionary programmes; and (iv) the financing of recapitalisation for financial institutions (via loans to governments). The EFSF is currently involved in the financing of economic programmes for Ireland, Greece and Portugal.


    The European Stability Mechanism (ESM) is scheduled to become operational in July 2012. The ESM will finance any new programmes for euro area countries. Although the EFSF could conceivably be involved in any new programmes beginning prior to mid-2013, it will  as a rule  only be involved in the financing of programmes beginning prior to July 2012. The maximum lending capacity of the ESM will be €500 billion, while the overall ceiling for lending by the EFSF and ESM will be €700 billion. The main difference between the EFSF and the ESM is that the ESM is established as a permanent mechanism and an intergovernmental organisation under public international law, in accordance with established IMF policies regarding private sector involvement. This implies that, in exceptional cases, an adequate and proportionate form of private sector involvement will be considered, where stability support is provided in tandem with relevant requirements in the form of a macroeconomic adjustment programme. The ESM will also have more efficient decision-making procedures, total subscribed capital of €700 billion and paid-in capital of €80 billion. This will be paid in in five tranches, with paid-in capital totalling at least 15% of outstanding debt. As a result of the euro area summit decisions on 28 June 2012, it is intended that the ESM would also have the possibility to recapitalise banks directly by the end of 2012.


    



    As part of an effort to leverage the resources of the EFSF and the ESM, the European Sovereign Bond Protection Facility was approved on 17 February 2012, enabling the issuance of partial risk protection certificates in the form of insurance covering 20-30% of the principal of a sovereign bond issued by a Member State benefiting from EFSF financing. It is intended that such partial risk protection certificates will be used primarily in the context of precautionary EFSF programmes. Another leveraging option envisaged for the purchase of bonds in the primary and secondary markets is the establishment of co-investment funds under the European Sovereign Bond Investment Facility, with the EFSF/ESM financing a first-loss tranche. This would allow a combination of private and public funding.
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    Attempts to internationalise the Japanese yen: some policy lessons1


    Box 3 Attempts to internationalise the Japanese yen: some policy lessons


    The transition in Japan towards the opening-up of the capital and financial accounts was accompanied by a series of policies to boost the international role of the yen and promote Tokyo as a major international financial centre between the mid-1980s and late 1990s. These efforts would eventually be counteracted by the progressive decline of the Japanese economy. Nevertheless, some of the policy lessons that can be drawn from this partial failure are useful in assessing the process of internationalising currencies, particularly those of emerging markets.


    In the mid-1980s the internationalisation of the yen was expected to be instrumental as regards progress towards a more open and efficient financial system in Japan and the promotion of Tokyo as a major financial centre. However, the decisive push for policy action came from the US Treasury with the intent to foster greater capital flows to Japan and trigger an appreciation of the yen against the background of widening bilateral trade imbalances between the United States and Japan. The bursting of Japan’s asset price bubble in the early 1990s brought an end to the first wave of financial reforms and the promotion of the international role of the yen. These policies were then re-launched by the government in 1998 in an attempt to revive the economy. By 2003, these renewed policy initiatives in pursuit of greater internationalisation of the yen had been abandoned again, as the liberalisation of Japan’s capital and financial accounts was largely complete, but the internationalisation of the Japanese yen was still lagging behind Japan’s weight in the global economy.2


    Indeed, analysis of trends in the internationalisation of the yen shows that this was most successful in its early stages, around the time of Japan’s economic development in the 1970s and 1980s. Consequently, the peak in many key indicators of internationalisation (e.g. the yen’s share of global foreign exchange reserves; see Chart, Panel A) coincided with the Japanese asset price bubble between 1986 and 1991, when the capitalisation of the Japanese stock market as a percentage of domestic GDP surpassed even that of the United States. Remarkably, the internationalisation of the yen was moderately successful as regards the invoicing of trade. Starting from a very low level, having stood close to zero in the 1970s, the shares of exports and imports invoiced in yen rose to stand at 40% and 22% respectively in 2010 (see Chart, Panel B).


    



    When the asset bubble unwound, Japan entered its two “lost decades”, characterised by depressed growth and moderate debt deflation, with the yen gradually losing ground as an international currency as the situation deteriorated. By the time the Japanese authorities took the necessary steps to foster the international role of the currency by opening up the financial account and establishing modern financial markets in the late 1980s, the economy’s growth momentum had already reached its peak and the international role of the yen had begun to decline. Political factors, such as Asian neighbours’ resentment of Japanese leadership, may also have prevented the yen from taking on a broader regional role. By contrast, the euro is widely used in the countries neighbouring the euro area, including use as an anchor currency.


    A number of interesting policy lessons can be drawn from the process of internationalising the yen. First, this confirms that such a process is driven mainly by market forces, whereas policies can only set necessary  albeit not sufficient  conditions for broader use of a currency in international markets. Second, the internationalisation of the currency and the development of financial markets are two joint objectives, whose achievement may mutually reinforce (or weaken) each other. Third, from a theoretical point of view, liberalisation of the financial sector should precede the internationalisation of a currency. However, the Japanese reforms of the 1980s and 1990s suggest that the internationalisation of a currency may be used as a policy lever to promote or justify the more contentious objective of financial liberalisation. Finally, this shows that, in some market segments  i.e. the invoicing of trade (particularly exports)  early and rapid success can be achieved in terms of fostering the internationalisation of a currency.


    1 Frankel, J. (2011), Historical Precedents for Internationalisation of the RMB, Council of Foreign Relations, New York.



    
      2 Ito, T., Koibuchi, S., Sato, K. and Shimizu, J. (2010), “Determinants of Currency Invoicing in Japanese Exports: A firm-level analysis”, Discussion Paper Series, No 10034, Research Institute of Economy, Trade and Industry


      3 Takagi, S. (2011), “Internationalising the yen, 19842003: unfinished agenda or mission impossible?”, Currency internationalisation: lessons from the global financial crisis and prospects for the future in Asia and the Pacific, proceedings of a joint conference organised by the BIS and the Bank of Korea in Seoul on 1920 March 2009, BIS Paper No 61.
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Note: The yen’s share in foreign exchange reserves is calculated 
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composition at constant exchange rates.
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