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Summary:
 Canada’s official reserves total more than US$80 billion, meeting the government’s commitment to maintain
liquid foreign exchange reserves of at least 3% of GDP. Recent international developments suggest, in our view,
that a larger buffer may be justified going forward.
 A number of metrics are used to gauge the proper size and composition of the Exchange Fund Account (EFA).
The exercise includes estimating portfolio value at risk and scenario analysis.
 We note that the hypothetical scenario used for stress testing mimic market conditions during six previous
extraordinary market events in which the Federal Reserve was active in providing currency swap facilities to a
range of foreign central banks. In a world of deglobalization, rising trade tensions, protectionism and loss of
support for international cooperation from major international player(s), shouldn’t scenario analysis be extended
to include cases where such facilities would not be available from the Fed?
 Looking at challenges that the Bank of Canada might face and for which little experience is available, we would
suggest giving thought to the consequences of the recent trend to use of the Canadian dollar as a reserve
currency by other countries. So far, Canada has mostly been surfing the wave of inflows that have compressed
yield spread to Treasuries as well as supporting the Canadian dollar. But what if this trend were suddenly
reversed by economic or financial developments affecting specifically one or more of those countries?
 In a time characterized by heightened global economic and political risks, by expectation of persistently low
interest rates despite potential inflationary pressures from deglobalization of supply chains, and by uncertainty
about the future role of the USD in the international monetary system, it may be time to consider the return of
gold to the Exchange Fund Account. We note that Canada is the only member of the G20 that doesn’t hold any
gold in its official reserves.
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Canada’s official reserves: Time for a review
Reserves: What they are and why hold them
A good starting point could be why reserves are held. In an IMF
Working Paper, Bradley A. Jones writes:
“Precautionary reserves are held to defend the exchange rate
against destabilizing capital outflows; to grant emergency
foreign currency liquidity assistance to banks; and to lean
against disorderly market conditions and/or valuation overshooting. The operational functions served by reserves include
facilitating regular international debt and import-related
payments made on behalf of the government, serving as
collateral to relax external borrowing constraints, and
assisting with monetary policy related liquidity operations.
Policy credibility, the exchange rate regime (fixed, floating,
currency union), the degree of dollarization, range of domestic
instruments available for monetary operations, and other
(shock absorbing) characteristics of the economic and
financial system all feature in the determination of the
appropriate level of international reserves. The implication is
that in an institutional and economic context whereby reserve
management is strictly liability-driven, liquidity and safety are
paramount.”
In looking at the composition of foreign reserves, we focus on
the broad definition of total official reserves. They include
foreign-currency reserves, gold (including gold deposit and
swap), special drawing rights, the reserve position at the IMF
and other reserves assets. These last could include prudential
liquidity held by the government at the central bank, which
could be used to cover refinancing needs if financial markets
were to become temporarily dysfunctional.

Optimal reserve holdings
Historically, official reserves were modest in size and passively
managed. They were composed of a small set of conservative
investments such as non-yielding bullion and short-term bills.
The situation has evolved since then. In response to the policy
objectives of large emerging countries, foreign reserves have
grown in size. This in turn brought a change of expectations
for income from these assets and consequently for the risk
tolerance demonstrated by their managers. This has meant
larger allocations to assets with more pro-cyclical returns
than traditional reserves assets, a more common use of
derivatives and tactical strategies to enhance returns, and
even the hiring of external asset managers to advise on asset
classes where in-house expertise is lacking.
In the case of advanced economies with deep financial markets and with fiscal and monetary space to respond to adverse
shock, precautionary reasons to hold reserves are not as large.
Also, financial and economic globalization has made it beneficial to the U.S. to provide, via the Fed, currency swaps to foreign central banks in times of tumult. Nonetheless, authorities

in advanced economies may have to rely on foreign reserves
to moderate currency fluctuations when use of the interestrate tool to smooth them could significantly crimp domestic
demand.
Total official reserves of G-20 countries as % of nominal GDP
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A range of metrics for gauging optimal reserve holdings are
advocated, from the number of months that imports could be
sustained if export revenue and external financing were to dry
up, to the number of months governments could operate
without access to financial markets to roll over their short-term
debt.
Others have used stress testing scenarios, with the resulting
financing gap used to gauge the right level of reserves, with
consideration for the funding cost (or positive carry) of that
level. Also a factor in such an exercise is the value at risk (VAR)
given the composition of the portfolio.

Washington Agreement
In early 1999, when gold accounted for 50% of U.K. foreigncurrency reserves, an analysis showed that the value at risk of
the net reserves could be reduced roughly 30%, if the proportion of gold was reduced from 50% to 20%.
An analysis that did not go unnoticed. In May 1999 the Bank of
England made public the government’s intention to cut the
gold held in reserve at the central bank by 58%. The plan
called for a series of auctions to be held every two months,
reducing gold reserves from 715 tonnes to 300 tonnes over a
number of years.
In support of the U.K.’s decision, it can be noted that from
January 1999 to May 2002, the average 10-day volatility of the
price of bullion was 8.5 times that of 1- to 3-year U.S.
Treasuries and 2.3 times that of 7- to 10-year Treasuries.
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With the benefit of hindsight, it is clear that gold was much
more volatile than 3- to 5-year U.S. Treasuries in the year following the U.K. decision to reduce the weight of gold in its net
reserves (chart).
Weekly change in gold price, weekly return of 3- to 5-year Treasuries
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The effect was to destabilize the gold market, so much so that
the ECB, together with the 11 central banks of nations then participating in the new European currency plus those of Sweden,
Switzerland and the U.K., agreed to reiterate publicly that gold
should remain an important part of global monetary reserves,
and committed to limiting their annual sales over the next five
years (September 1999 to September 2004). This so-called
Washington Agreement on Gold was signed September 26,
1999. It was seen as capping European gold sales and contributed greatly to ending rampant speculation against bullion.
The signatory banks agreed to review the agreement after
five years, and ended up renewing it for three more 5-year
periods while gradually making the terms less binding.
In September 2019 the Agreement was not renewed, since
official institutions have been net buyers since the 2008-09
financial crisis in a bullion market whose liquidity and investor
base has increased significantly.
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That said, it is well documented that riskier assets can
improve the risk-reward portfolio attributes if their returns
correlate less than perfectly with returns on other assets.
Which is the case for gold. However, the proper mix depends
on portfolio objectives and the investor’s risk preference.
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The U.K.’s decision to lower its reserve exposure to gold was
not an isolated case in early 1999. In April, Switzerland passed
legislation allowing its central bank to reduce its gold holdings
by 1,300 tonnes. These developments came on the heels of
large bullion sales by Belgium and the Netherlands. In that
context, the unexpected BoE announcement was seen by
many as likely to be followed by other central banks as well as
by the International Monetary Fund. To many market participants it signalled a major change in the world monetary system if not the end of an era.

Canada’s total official foreign exchange reserves are not included as assets on the Bank of Canada balance sheet. They
belong to the federal government and are held largely in the
Exchange Fund Account (EFA). The Bank acts as fiscal agent
for the government and in collaboration with the department
of finance advises the minister of finance on the funding and
investments of the country’s foreign exchange reserves.
Among the guiding principles that the Bank of Canada must
follow in its role as fiscal agent is that the “EFA shall be managed in a cost effective manner under an asset-liability matching framework, whereby the market value of assets and liabilities are matched to the extent possible by currency, term
and/or duration, to mitigate the potentially negative impacts
of movements in interest rates and foreign exchange rates on
the Government's fiscal position.” To fulfil its mandate the
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Bank has developed a framework for asset-liability management (ALM). The model takes into account the level of risk and
preference for liquid assets, and balances the transaction cost
of meeting a call on reserves with the need to ensure that the
remaining assets are liquid enough to meet potential future
calls on reserves at reasonable cost. This approach allows
maximization of net return of the EFA under the specific
constraints to be satisfied.
The model has much to say about the composition of EFA
assets and liabilities. But what about the size of the fund?

As an example of the latter consideration, we would point to
the federal government’s active provision of liquidity to households and businesses in response to Covid-19. At present the
Parliamentary Budget Officer projects a federal deficit of about
$260 billion in the current fiscal year. To meet this new financial
requirement the volume of Canada bonds issuance has skyrocketed. Given the expectation that it will take time for
the economy to recover, we wonder whether an upward
revision of prudential liquidity holdings is in the offing.
Canada: Historical perspective on deficits (-) and surpluses (+)
Federal government budgetary balance

The answer is influenced by a number of factors, involving expert judgments based on the Canadian experience. As noted
by Bank of Canada deputy governor Timothy Lane in a speech
of February 6, 2019, our floating-exchange-rate regime, in
which fluctuations in the currency buffer the domestic economy
from international events, means that the Bank has not intervened to stabilize the exchange value of the loonie despite
large swings over the last 20 years. “There have, however,
been a couple of occasions over that period when Canada
participated in concerted intervention along with other
nations,” he noted – to support the Euro in September 2000
or in 2011 to stem “disorderly movements in the exchange rate
of the Japanese yen following the earthquake and resulting
tsunami and nuclear crisis at the Fukushima nuclear plant.”
This record is in stark contrast with the period from 1995 to 1998
when the Bank intervened about 150 times to smooth movements of the exchange rate. “By 1998, we had concluded that
such interventions weren’t particularly effective.”
Canada: A freely floating exchange rate
Canada/U.S. exchange rate
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More generally, a number of metrics are used to gauge the
proper size of a war chest. The exercise includes estimating
portfolio value at risk and scenario analysis. As of April 2020,
EFA assets totalled more US$80 billion (63% of which were in
U.S. dollars) meeting the government`s commitment to
maintain liquid foreign exchange reserves of at least 3% of
GDP.
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Still, the EFA will provide the Bank with munitions to intervene
should market breakdown with extreme price volatility put the
economy and the soundness of the financial system at risk.
The fund is also there to provide the federal government
with liquidity to meet its financial obligations in a situation
where normal access to funding may be disrupted or
delayed.

According to the finance department’s Report on the Management of Canada’s Official International Reserves, the stresstesting exercise included “hypothetical scenario analyses that
mimic market conditions during six previous extraordinary
market events” – “the tightening of monetary policy by the US
Federal Reserve in 1994; the 1997 Asian financial crisis; the 1998
Russian debt default and Long-Term Capital Management
(LTCM) collapse; the 2001 terrorist attacks on the US; the 2008
financial crisis; and the 2010 European debt crisis. The scenario
analyses showed that the EFA would generally perform well
during such periods of market turbulence.”
We note that most of the scenario mimicry was of
international situations in which the U.S. Federal Reserve
was active in providing currency swap facilities to a range
of foreign central banks. In a world of deglobalization, rising
trade tensions, protectionism and loss of support for
international cooperation from major international player(s),
shouldn’t scenario analysis be extended to include cases
where such facilities would not be available from the Fed? And
5

Special Report
Economics and Strategy
what if the international monetary system were to start moving
more rapidly from being largely USD-centric toward a
multipolarity in which China has a larger footprint? One can
wonder whether the current EFA assets are well-suited to
enhancing confidence in the loonie and the Canadian
financial system in what could be a volatile transition
toward a new international monetary order.
Looking further at challenges that the Bank might face and for
which little experience is available, we would suggest giving
thought to the consequences of the recent trend to use of the
Canadian dollar as a reserve currency by other countries. So
far, Canada has mostly been surfing the wave of inflows that
have compressed yield spread to Treasuries as well as
supporting the Canadian dollar. But what if this trend were
suddenly reversed by economic or financial developments
affecting specifically one or more of those countries?

In 1980, Ottawa implemented a policy of selling its gold. At the
time, the commodity was considered lacking in liquidity,
especially compared to U.S. Treasuries. As noted above, the
liquidity and buyer base of gold have increased significantly
since then. Moreover, the current interest-rate environment is
quite different. In the year of the decision to sell gold, the 3month U.S. T-Bill yield averaged 11.35%, today it is 0.14%. Back in
1980, it was also considered that physical delivery could mean
significant delivery and storage costs. Forty years later, some
ETFs may provide a cost-efficient alternative.
Canada: Gold vs. non-gold official reserves as % of nominal GDP
5.6
5.2

% of nominal GDP

4.8%

4.8
4.4
4.0

Non-gold

3.6

Developments in Canada’s credit rating and growth outlook
could also be triggers bringing not only private runs on our
currency but also pro-cyclical CAD selloffs by international
institutions, resulting in potentially unexpected stress on the
loonie, financial stability and the EFA.
These are not forecasts, but such scenarios should certainly
be part of the stress testing.
So if past experience suggests that an EFA worth not quite
5% of GDP is sufficient, more recent international
developments suggest that a larger buffer may be justified
going forward, especially considering that over the last 10
years, according to Timothy Lane, other advanced economies
have maintained foreign reserves averaging 13% of GDP and
emerging economies 20% of GDP, with gold accounting for
large portions of their reserves. We note that Canada is the
only member of the G20 that doesn’t hold any gold in its
official reserves (chart).
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That said, it remains true that gold does not fit in the current
investment guidelines of the EFA, which instruct the fiscal
agent to operate in an asset-liability-matching framework.
But when we look at the challenges Canada could face in
coming years, we are not sure the current EFA investment
guidelines are still optimal.
Price of gold and yield of 3- to 5-year Treasuries since 1996
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In a time characterized by heightened global economic
and political risks, by expectation of persistently low
interest rates despite potential inflationary pressures from
deglobalization of supply chains, and by uncertainty
about the future role of the USD in the international
monetary system, it may be time to consider the return of
gold to the Exchange Fund Account.
World: A most uncertain environment
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On a different note, many sectors of the Canadian economy
will need not only bridge financing to get past the shutdown
dictated by the Covid-19 pandemic, but government spending in the recovery phase to return the economy to its previous
level. Infrastructure spending could be part of the answer, but
why not add some support for the Canadian mining industry?
Gold purchases by the EFA could kill two birds with one stone,
strengthening the Exchange Fund Account while supporting
an important Canadian industry.
World: Leading gold-producing countries in 2018
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General
This Report was prepared by National Bank Financial, Inc. (NBF), (a Canadian investment dealer, member of IIROC), an indirect wholly owned subsidiary of
National Bank of Canada. National Bank of Canada is a public company listed on the Toronto Stock Exchange.
The particulars contained herein were obtained from sources which we believe to be reliable but are not guaranteed by us and may be incomplete and may be
subject to change without notice. The information is current as of the date of this document. Neither the author nor NBF assumes any obligation to update the
information or advise on further developments relating to the topics or securities discussed. The opinions expressed are based upon the author(s) analysis and
interpretation of these particulars and are not to be construed as a solicitation or offer to buy or sell the securities mentioned herein, and nothing in this Report
constitutes a representation that any investment strategy or recommendation contained herein is suitable or appropriate to a recipient’s individual
circumstances. In all cases, investors should conduct their own investigation and analysis of such information before taking or omitting to take any action in
relation to securities or markets that are analyzed in this Report. The Report alone is not intended to form the basis for an investment decision, or to replace any
due diligence or analytical work required by you in making an investment decision.
This Report is for distribution only under such circumstances as may be permitted by applicable law. This Report is not directed at you if NBF or any affiliate
distributing this Report is prohibited or restricted by any legislation or regulation in any jurisdiction from making it available to you. You should satisfy yourself
before reading it that NBF is permitted to provide this Report to you under relevant legislation and regulations.
National Bank of Canada Financial Markets is a trade name used by National Bank Financial and National Bank of Canada Financial Inc.
Canadian Residents
NBF or its affiliates may engage in any trading strategies described herein for their own account or on a discretionary basis on behalf of certain clients and as market
conditions change, may amend or change investment strategy including full and complete divestment. The trading interests of NBF and its affiliates may also be
contrary to any opinions expressed in this Report.
NBF or its affiliates often act as financial advisor, agent or underwriter for certain issuers mentioned herein and may receive remuneration for its services. As well
NBF and its affiliates and/or their officers, directors, representatives, associates, may have a position in the securities mentioned herein and may make purchases
and/or sales of these securities from time to time in the open market or otherwise. NBF and its affiliates may make a market in securities mentioned in this
Report. This Report may not be independent of the proprietary interests of NBF and its affiliates.
This Report is not considered a research product under Canadian law and regulation, and consequently is not governed by Canadian rules applicable to the
publication and distribution of research Reports, including relevant restrictions or disclosures required to be included in research Reports.
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UK Residents
This Report is a marketing document. This Report has not been prepared in accordance with EU legal requirements designed to promote the independence of
investment research and it is not subject to any prohibition on dealing ahead of the dissemination of investment research. In respect of the distribution of this
Report to UK residents, NBF has approved the contents (including, where necessary, for the purposes of Section 21(1) of the Financial Services and Markets Act
2000). This Report is for information purposes only and does not constitute a personal recommendation, or investment, legal or tax advice. NBF and/or its
parent and/or any companies within or affiliates of the National Bank of Canada group and/or any of their directors, officers and employees may have or may
have had interests or long or short positions in, and may at any time make purchases and/or sales as principal or agent, or may act or may have acted as
market maker in the relevant investments or related investments discussed in this Report, or may act or have acted as investment and/or commercial banker
with respect hereto. The value of investments, and the income derived from them, can go down as well as up and you may not get back the amount
invested. Past performance is not a guide to future performance. If an investment is denominated in a foreign currency, rates of exchange may have an adverse
effect on the value of the investment. Investments which are illiquid may be difficult to sell or realise; it may also be difficult to obtain reliable information about
their value or the extent of the risks to which they are exposed. Certain transactions, including those involving futures, swaps, and other derivatives, give rise to
substantial risk and are not suitable for all investors. The investments contained in this Report are not available to retail customers and this Report is not for
distribution to retail clients (within the meaning of the rules of the Financial Conduct Authority). Persons who are retail clients should not act or rely upon the
information in this Report. This Report does not constitute or form part of any offer for sale or subscription of or solicitation of any offer to buy or subscribe for
the securities described herein nor shall it or any part of it form the basis of or be relied on in connection with any contract or commitment whatsoever.
This information is only for distribution to Eligible Counterparties and Professional Clients in the United Kingdom within the meaning of the rules of the Financial
Conduct Authority. NBF is authorised and regulated by the Financial Conduct Authority and has its registered office at 71 Fenchurch Street, London, EC3M 4HD.
NBF is not authorised by the Prudential Regulation Authority and the Financial Conduct Authority to accept deposits in the United Kingdom.
U.S. Residents
With respect to the distribution of this report in the United States of America, National Bank of Canada Financial Inc. (“NBCFI”) which is regulated by the Financial
Industry Regulatory Authority (FINRA) and a member of the Securities Investor Protection Corporation (SIPC), an affiliate of NBF, accepts responsibility for its
contents, subject to any terms set out above. To make further inquiry related to this report, or to effect any transaction, United States residents should contact
their NBCFI registered representative.
This report is not a research report and is intended for Major U.S. Institutional Investors only.
This report is not subject to U.S. independence and disclosure standards applicable to research reports.
HK Residents
With respect to the distribution of this report in Hong Kong by NBC Financial Markets Asia Limited (“NBCFMA”)which is licensed by the Securities and Futures
Commission (“SFC”) to conduct Type 1 (dealing in securities) and Type 3 (leveraged foreign exchange trading) regulated activities, the contents of this report
are solely for informational purposes. It has not been approved by, reviewed by, verified by or filed with any regulator in Hong Kong. Nothing herein is a
recommendation, advice, offer or solicitation to buy or sell a product or service, nor an official confirmation of any transaction. None of the products issuers,
NBCFMA or its affiliates or other persons or entities named herein are obliged to notify you of changes to any information and none of the foregoing assume
any loss suffered by you in reliance of such information.
The content of this report may contain information about investment products which are not authorized by SFC for offering to the public in Hong Kong and such
information will only be available to, those persons who are Professional Investors (as defined in the Securities and Futures Ordinance of Hong Kong (“SFO”)). If
you are in any doubt as to your status you should consult a financial adviser or contact us. This material is not meant to be marketing materials and is not
intended for public distribution. Please note that neither this material nor the product referred to is authorized for sale by SFC. Please refer to product prospectus
for full details.
There may be conflicts of interest relating to NBCFMA or its affiliates’ businesses. These activities and interests include potential multiple advisory, transactional
and financial and other interests in securities and instruments that may be purchased or sold by NBCFMA or its affiliates, or in other investment vehicles which
are managed by NBCFMA or its affiliates that may purchase or sell such securities and instruments.
No other entity within the National Bank of Canada group, including National Bank of Canada and National Bank Financial Inc, is licensed or registered with the
SFC. Accordingly, such entities and their employees are not permitted and do not intend to: (i) carry on a business in any regulated activity in Hong Kong; (ii) hold
themselves out as carrying on a business in any regulated activity in Hong Kong; or (iii) actively market their services to the Hong Kong public.
Copyright
This Report may not be reproduced in whole or in part, or further distributed or published or referred to in any manner whatsoever, nor may the information,
opinions or conclusions contained in it be referred to without in each case the prior express written consent of NBF.
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