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Optimal Scale of Our Foreign Exchange Reserves:
Driving Factors, Measuring Rationale and Future Trend

YANG Yuemin, ZHU He

Abstract: Against the backdrop of a surging dollar, many emerging economies and even developed
economies have witnessed currency depreciation and capital flights, resulting in a sharp decline of
global foreign exchange reserves by nearly a trillion US dollars so far this year. With the USD/
CNY and USD/CHY rose above 7 and even 7.2 in late September, the PRC has released signals
of stabilizing RMB exchange rate. Undoubtedly, given the rising uncertainties in the global
economy and constrained progress of RMB Internationalization, foreign exchange reserve is still
of great significance in maintaining our financial security in the short term. Based on IMF reserve
adequacy model, this paper estimates the optimal scale of our foreign exchange reserve. The result
shows, our foreign exchange reserve exceeds or at least situates in the optimal interval under the
scenarios like floating exchange rate regime, capital control and so on. In the foreseeable future, as
with the narrowing trend our investment—savings gap, growing flexibility of exchange rate regime
and substantive progress of RMB Internationalization, the optimal size of our foreign exchange
reserves will steadily decline, which means our foreign exchange reserves are still sufficient to
respond to risk events at the current or even a lower level. Next, we need to continue improving
our exchange rate regime toward a clean float, optimizing the pertinence and precision of macro—
and micro— prudential management, strengthening the market foundation of the RMB
Internationalization, and stepping up international co—ordination and co—operation on all fronts,
and thus further relieving the pressure on foreign exchange reserves in response to the external
shocks.

Key Words: optimal scale of forex reserve, exchange rate stability, financial security
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