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Abstract: The foreign exchange reserves are part of the central bank tools for maintaining the stability of the
national legal tender. Several issues are of great importance when analysing the foreign exchange reserves.
Firstly, the structure and size of the reserves is determined by the monetary policy of the central bank.
Secondly, the monetary policy is different in regards with the applied exchange rate arrangement in the
country as the central bank plays a significant role in maintaining the selected exchange rate. These issues are
considered when reviewing the impact of the pandemic on the foreign exchange reserves.

The aim of the paper is to review the role of the foreign exchange reserves in pandemic and to analyse the
opportunities for their future implementation. The statistical methods are applied to assess the present
situation compared to the pre-pandemic period, and the data is from the Bank for International Settlements
and the International Monetary Fund databases. The conclusion is that the foreign exchange reserves are
necessary for the central banks and governments, especially in times of crises and in pandemic. They are
applied as a “buffer” for maintaining the stability of the domestic currency and the whole national financial
system. Moreover, in recent years the role of the foreign exchange reserves is reviewed as an additional tool of
the governments and central banks for introducing new digital currencies on the market.
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1. INTRODUCTION

The coronavirus pandemic has a tremendous impact over countries, their economies, and the way they
function. It is expected that the influence will continue in future even if the disease is over. The financial
markets and especially the foreign exchange one, are quite sensitive to the changes in the global environment.
Usually, they are regarded as an indicator to the measures that the authorities and investors should consider.
That rule was confirmed once more when the information about the instability in the healthcare system in
China changed quickly in January 2020 and the lockdowns in Asia started. The so called “news effect” affected
the markets and they reacted immediately, but without considering and even expecting the scale of the events.

In general, the real sector of the economy and some specific sectors were hit fiercely by the pandemic and
some economies shrank by 25-40%. As stated in the Annual Report of the Bank for International Settlements
(Bank for International Settlements, 2020) “the central banks acted as the first line of defense in order to
stabilize the financial markets and the financial system and to preserve the flow of credit to firms and
households”.

As for the currencies, their position on the markets was affected as well. There was a sharp currency
depreciation for both the major and the emerging markets currencies. However, the currencies of the
advanced economies restored quickly their stability on the market, while those of the developing and emerging
market economies recovered slowly in April 2020 and later (OECD, 2020).

In times of crisis, the fiscal and foreign exchange reserves of a country are regarded as “buffers” for the
stability of the financial system and the economy. Central banks are responsible for maintaining the stability of
the national currency and in case of turbulence in the world economy and other external shocks, the foreign
reserves are one of the tools for intervention on the markets.

The reserves do not exist independently from the external and internal environment of a country. Thus, not
only the pandemic altered the view towards the reserves but also the influence of the related policies and the
undertaken measures.

The external environment for the foreign exchange reserves include: 1. Risks and, 2. Governmental policies.
The risks that are included in the Global Risks Report of the World Economic Forum represent to a certain


mailto:inikolova@nbu.bg

extent the expected or emerging obstacles and threats in the external business climate (World Economic
Forum, 2021). The five categories of global risks, such as economic, technological, societal, environmental, and
geopolitical, have signalized to the world the possible events and threats that we may encounter in future. And
the pandemic is one of the societal risks that is analyzed in depth in the reports in recent years. But were we
prepared for such a risk and threat? Well, the answer is No, due to the circumstances and the turbulence in the
economic and social life worldwide.

Another factor in the external environment that affects the foreign exchange reserves are the governmental
policies (e.g., healthcare, social, environmental, etc.). The pandemic had and still has an impact on other
related policies and on the stability of the foreign exchange reserves. The lockdowns worldwide influenced
different areas significantly, and predominantly the economic sectors related to the face-to-face
communication such as sport (Borisov, 2019; Borisov, 2019a; Borissov, 2020) and tourism (Jarolimkova and
MIECAT Project Team, 2021; Vanicek, Senkova, and Jarolimkova, 2021), where the opportunities for financing
diminished sharply. The subsidies and governmental support were the main contributions for the affected
sectors and it was considered as an opportunity to preserve them in times of pandemic. In such cases the fiscal
policy (Nikolova and Angelov, 2021; Pancheva, 2015) and the balancing between economic growth and tax
burden is an important tool for local and central governments.

Education is another crucial area that was affected by the pandemic as the student presence in the universities
was limited and the student mobility from home countries and regions to foreign ones was blocked.
Supplementary businesses as restaurants, real estate, rental, etc., were affected as well. Nevertheless,
education has continued functioning successfully based on the digitalization, entrepreneurship, and the
effective relationship between universities and businesses (Tekev, 2015; Tekev, 2015a; Tekev, 2003) and in
combination with the corporate social responsibility (Stoichkova, 2019; Stoichkova, 2020). Another point that
motivates the society and each one of us to change is the attitude for adapting to the circumstances
(Karamelska, 2019) which the pandemic definitely showed to us all.

The internal environment for the foreign exchange reserves is related to the economic and financial policies of
the central banks and the ministries of finance. The main purpose of those policies is to manage the reserves
and to maintain the stability of the domestic currency and the financial system (Nikolova, 2019). Some specific
risks may influence the foreign exchange reserves (Fisher and Lie, 2004) such as financial risks, liquidity risk,
credit risk, (Petkova, 2007; Petkova, 2010), foreign exchange risk (Nikolova, 2018), etc. Thus, the rules for the
internal policies are more predictable than the external ones and the authorities may influence the direction of
the reserves-related policies.

The characteristics of the reserves are part from the internal environment as it is quite important to balance all
the policies and to manage the amount of that specific tool. When analyzing the foreign exchange reserves,
several issues have to be discussed, especially in terms of pandemic and the challenges that emerged: 1. Size,
2. structure (composition), and 3. Exchange rate arrangement.

Historically, countries maintained large reserves in order to guarantee the fixed exchange rate arrangements
and the Bretton Wood system that existed in the 50s, 60s and early 70s. That was the mechanism for
reconstructing and rebuilding the Western European economies in the post-war period and gold was one of the
major elements of the reserves (Stoichkova, 2020a). Today the official reserves consist predominantly of
foreign currencies and financial instruments denominated in a foreign currency, but gold is still part of the
reserves along with the SDRs (International Monetary Fund, 2013).

The aim of the paper is to review the role of the foreign exchange reserves in pandemic and to analyse the
opportunities for their future implementation. The statistical methods are applied to assess the present
situation compared to the pre-pandemic period, and the data is from the Bank for International Settlements
and the International Monetary Fund databases.

2. CHALLENGES FOR FOREIGN EXCHANGE RESERVES DURING PANDEMIC

Size of the foreign exchange reserves. The foreign exchange reserves are managed by the central banks, and
their major role is to preserve and maintain the stability of the domestic currency. In that way the whole
financial and banking system is guaranteed against both external and internal shocks or changes in the
environment. For example, during the global financial and economic crisis, there was a rise in the foreign
exchange reserves in the countries, predominantly in the emerging and developing economies in Asia.



On the one hand, the reason for that is the instability in the world and attempt of the central banks to ensure
enough resources for the post-crisis period. On the other hand, the increase is explained by the improvement
of the credit rating and rise in confidence to the country by diminishing the costs for lending on the
international markets. Thus, the overall price of the loan decreases as well (Romero, 2005).

One of the trends that was applicable and evident before the pandemic but continues during it, is the steady
increase in the amount of the foreign exchange reserves worldwide (Fig. 1) by 4-6% per year including gold. At
the beginning of the pandemic the amount of the reserves rose further in order to secure resources for the
post-pandemic period of the countries like the global financial crisis situation as mentioned above.

In 1995 the total reserves in the world amounted 1,389,816 million US dollars, while in the fourth quarter of
2020 the reserves were 12,700,750 million US dollars. In other words, the official foreign exchange reserves for
the last 25 years have increased dramatically. During the different quarters of 2020, the trend continued, and it
is expected that during 2021 this attitude towards the reserves will be preserved by all types of economies
(developed, developing and emerging markets).

Due to the Asian crisis in the 90s and then the global financial crisis, and the European debt crisis, the emerging
markets and developing economies have taken measures towards the increase of the reserves. In the present
situation where the pandemic is expected to cause a serious economic crisis in the post-pandemic period, it is
not a surprise that central banks focused more on the reserves as a buffer.

Figure 1: Total Foreign Exchange Reserves in the world, 1995-2020 Q4
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Source: International Monetary Fund Database, 2021

The currency (structure) composition of the foreign exchange reserves is related to the activities (trade,
economic, etc.) of the country and relation of the domestic currency to other key currencies (Ito and McCauley,
2019). Thus, the trade and financial flows determine to a great extent the reserves structure.

According to the Bank for International Settlements (Bank for International Settlements, 2021) the major
currencies that dominate the foreign exchange market are the US dollar, euro, Japanese yen, emerging market
currencies, UK pound, Australian dollar, Canadian dollar, Swiss franc, etc. These are the currencies that
participate actively in the composition of the reserves worldwide.

Figure 2 describes the currency composition worldwide and as shown the US dollar is the leading currency in
the foreign exchange reserves with 59% share. However, there is a decreasing trend for the presence of the US
dollar in the reserves in recent years. The reason for that are the increasing activities among the emerging
markets and their attempt to avoid the exchange rates differences and additional costs when applying cross
currency rates. For example, the share of the US dollar in the official reserves in the 90s and in the beginning of
the 21 century was around 70% and above that.

The Chinese yuan (renminbi) with 2.25% share and the Japanese yen with 6% share in the world reserves have
been enlarging steadily their presence in the currency composition of the foreign exchange reserves. That is
explained with the intention of the central banks worldwide to continue diversification of their reserves in



order to be less sensitive to the changes on the foreign exchange market to only one currency such as the US
dollar.

Figure 2: Currencies Composition of Official Foreign Exchange Reserves, 2020 Q4
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Another explanation for the change in the currency composition of the reserves are the exchange rate
fluctuations of the domestic currency to the major world currencies. In case the domestic currency varies less
or is fixed, then the central bank most probably will include it in the composition of the official reserves. The
reasons are the following: 1. Costs from the exchange rate fluctuations are higher when the currency is volatile
to the domestic one; 2. Foreign exchange risk increases in cases of more fluctuations on the market between
the domestic and the foreign exchange currencies. Thus, central banks would prefer foreign currencies with
less risk and costs in their foreign reserves rather than risker ones.

Exchange rate arrangement and the foreign reserves. There are two major types of exchange rate
arrangement that are classified by the International Monetary Fund (International Monetary Fund, 2020): fixed
(pegged) and floating. When the types of exchange rate arrangements and foreign reserves are analysed in
detail then it is obvious that central banks with a fixed exchange rate need the reserves in order to maintain
the stability of domestic currency and the exchange rate itself.

However, there is one special case, and that is the currency board arrangement where the foreign reserves
have to cover 100% at minimum the domestic currencies. In that case, the foreign reserves should consist
predominantly of the selected reserve currency or basket of currencies.

For the floating exchange rate arrangement there is not a specific rule for maintaining particular quantity from
specific currencies. Of course, countries that have adopted the floating exchange rate arrangement need
reserves as well. The central banks in some cases have to intervene in order to support the domestic currency
and to preserve the stability of the financial system. Moreover, maintaining a huge size of foreign reserves
presents the capability of preserving the selected exchange rate arrangement in order to meet the disbalances
in the balance of payments of the country. And it guarantees the functioning of the money, capital and foreign
exchange markets. (Sunner, 2017).

Several methods for measuring the foreign exchange reserves are applicable. For determining the optimal size
of the reserves is used the rule of the Greenspan-Guidotti, by which the foreign reserves are a percentage of
the short-term debt. According to taht rule the ratio of the short-term debt to the foreign reserves should be
100% (Brussiere and Fratzschermay, 2002). Usually, countries maintain the largest share of their reserves in the
currency in which they have the highest share of external debt (Cagoz, Sull, Wang and Dychala, 2019).

4. CONCLUSION

Foreign exchange reserves are necessary for the central banks and governments, especially in times of crises
and in pandemic. They are applied as buffers for maintaining the stability of the national currency and the
whole national financial system. Moreover, in recent years the role of the foreign exchange reserves is



reviewed as a supplementary tool of the governments and central banks for introducing new digital currencies
on the market.

Challenges for the central banks in managing the official foreign reserves during the pandemic can be
summarized as follows:

v’ Difficulties in forecasting the external and in some cases the internal environment and in that way the
risks and policies that will affect directly the reserves;

v" The size of the reserves depends on the exchange rate arrangement and the economic and financial
policies in a country;

v" The more diversified in currency composition are the reserves, the less vulnerable to the environment
they will be.

In fact, the central banks33w that maintain large size of a certain currency may influence the markets by selling
or buying those amounts, affecting the exchange rate for that particular currency in the short run. The foreign
exchange reserves and their role for the stability of the national currency is in focus for both the developing
and developed countries due to the pandemic.

In times of crisis, only the well-managed foreign exchange reserves may prevent the turbulence against the
national currency, because the external environment is difficult to forecast and the internal environment is the
one the authorities should focus on in order to prevent the uncertainty.
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