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ANALYSIS-Asia's reserves and Mrs Machlup's Wardrobe Theory
Reuters, 12.16.03, 10:51 PM ET

By Alan Wheatley, Asian Economics 
Correspondent

SINGAPORE, Dec 17 (Reuters) - 
Will 2004 be the year when Asian
central banks stop behaving like 
Fritz Machlup©s wife?

Machlup, an Austrian economist 
who died in 1983, likened the
apparently insatiable appetite of 
central banks for building up
reserves to his wife©s accumulation 
of clothes: she always wanted more,
it seemed to Machlup, even though 
her bulging wardrobe provided for all
her needs.

Mrs Machlup©s Wardrobe Theory 
could be put to the test next year as
the cost of hoarding reserves 
becomes more apparent.

For a start, countries are swapping 
the high returns of productive
investment at home for low-yielding 
foreign assets, mainly U.S.
government securities.

In the extreme, by pumping up 
growth of high-powered money,
Asia©s fixation with reserve 
accumulation could also trigger a
repeat of the very crises policy 
makers are seeking to avoid, said
Rob Subbaraman, an economist 
with Lehman Brothers in Tokyo.

"Excess liquidity growth could 
eventually create an altogether more
malign environment, one involving 
private credit increasing excessively,
stock markets overheating, current
accounts deteriorating, and central 
banks having to increase official
interest rates sharply," Subbaraman 
wrote in a report.

All of which makes the time ripe, 
academics say, for Asian
governments to consider pooling 
part of their reserves, permitting
individual countries to hold smaller 
stockpiles while giving them access
to liquidity in the event of a cash
crunch.

Finance ministers will have the 
chance to do that when they meet in
South Korea in May to take stock of 
the Chiang Mai Initiative (CMI).

SAFETY NET

The CMI, launched in May 2000 by 
the 10 members of the Association
of South East Asian Nations plus 
China, Japan and South Korea
(ASEAN Plus Three), aims to 
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provide a safety net for regional
currencies by weaving a web of 
swap agreements among
participating central banks.

The idea is that a country could tap 
its partners for reserves in an
emergency such as the speculative 
onslaught that set off cascading
devaluations across Asia in 1997.

Bilateral swap agreements totalling 
more than $30 billion have been
signed so far but officials 
acknowledge the CMI is more of a
symbol of political will to cooperate 
than of practical use. No one country
would have access to more than a
few billion dollars under the pact, a 
pittance in today©s markets.

Pooling reserves, however, would 
make more of the pot available to
countries that run into turbulence. 
That©s the theory. In practice,
pooling is likely to be a leap too far 
for a region where monetary
cooperation is still in its infancy.

"Pooling requires strong agreement between nation states with competing interests," says
Gordon de Brouwer, an economics professor at the Australian National University.

"So it©s very nice to say ©We need to do it©; actually doing it is a very different thing," de Brouwer
said.

A politically easier way for ASEAN Plus Three to show their will to deepen their cooperation
would be to "multilateralise" the CMI swaps -- in effect connecting the existing agreements, thus
making it easier to activate them should the need arise.

QUESTIONABLE

But such a streamlining step is a far cry from a fully fledged regional reserve pooling mechanism
that academics say is the key to reducing the huge opportunity costs for individual countries of
holding excess reserves while providing a pot of cash large enough to help out a neighbour in
distress.

"While the CMI is undoubtedly an important first step toward intensified monetary cooperation, on
its own and given the manner in which it is presently structured, its effectiveness is questionable.
It is, after all, still an uncoordinated and decentralised swap arrangement," according to
Ramkishen Rajan and Reza Siregar of the University of Adelaide.

Rajan and Siregar, who refer to Mrs Machlup©s Wardrobe Theory to try to explain Asia©s record
reserve build-up, contributed to a new Asian Development Bank book on "Monetary and
Financial Integration in East Asia -- The Way Ahead".

The desirability of pooling part of Asia©s reserves, up some 30 percent this year to $1.86 trillion, is
a theme of the book.

Peter Montiel of Williams College in the United States says ASEAN Plus Three should double
the swap lines over the next two years and, within five years, negotiate the replacement of
bilateral pacts with a regional reserve pool.

Yet as Rajan, Siregar and Montiel point out, a regional fund would require a surveillance
mechanism to monitor compliance with policy conditions that would be attached to any country©s
use of its neighbours© reserves -- in much the same way as the International Monetary Fund
operates.

Montiel advocates setting up an independent, well-funded and well-staffed regional policy
dialogue unit within two years, a step he sees as the bare minimum required for meaningful
monetary and financial cooperation in Asia.

Beefing up ASEAN Plus Three©s skimpy surveillance will be on the agenda when ministers meet
during the ADB©s annual meeting in May. But the omens are not great, given Asian states©
tradition of keeping their noses out of each other©s business. 

Copyright 2003, Reuters News Service
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