The United Kingdom’s Official Reserves of Foreign Currency and Gold

A. Institutional Framework

B. Administration and Control

C. Asset Allocation and Risk

D. The Composition of the Reserves

E. The Financing of the Reserves

F. Links to the International Monetary Fund

G. Published Information on the Reserves

A. Institutional Framework
The United Kingdom’s official holdings of international reserves comprise gold, foreign
currency assets, International Monetary Fund (IMF) Special Drawing Rights (SDRs), and
the UK’s Reserve Tranche Position (RTP) at the IMF. With the exception of the RTP,
these reserves are held in a government account administered by Her Majesty’s Treasury
(HMT), the Exchange Equalisation Account (EEA). The Bank of England (the Bank) acts
as HMT’s Agent in the day-to-day management of the EEA. The Bank deals in foreign
exchange and invests the reserves within the framework of a Remit set by HMT.
The EEA was established in 1932 to provide a fund which could be used “for checking
undue fluctuations in the exchange value of sterling”. Any exchange rate intervention
undertaken by the UK government would therefore be conducted via the EEA 1 . he
legislative underpinning for the EEA is now the EEA Act 1979. This states that the EEA
may also be used “to secure the conservation or disposition in the national interest of the
means of making payments abroad”; and for certain purposes arising from the UK’s
membership of the IMF. The EEA is used to provide foreign exchange services to
Government Departments and Agencies, such as sales of foreign currency to Departments
with foreign currency obligations.
The Bank also acts as HMT’s Agent for foreign currency liability management, including
the issuance of foreign currency debt. This allows the foreign currency part of the
government’s balance sheet to be managed in an integrated way by the Bank as Agent.
HMT has published Key Performance Indicators for the Bank's management of the EEA.
Performance relative to these indicators is reported in the annual accounts of the EEA and
the Debt and Reserves Management Report.
As note above, the Bank manages the reserves in accordance with an annual Remit set by
HMT. The main text is published in HMT’s annual Debt and Reserves Management
Report. The Remit summarises the benchmarks against which the reserves are actively
managed; the investment constraints within which the Bank operates; the framework for
risk control; and the arrangements for the audit of the EEA.
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As set out in the Chancellor of the Exchequer’s letter of 6 May 1997 to the Governor of the Bank of
England, the Bank can intervene in support of its monetary policy objective using the Bank’s own
resources rather than those of the EEA

B. Administration and Control
Within the Bank of England the reserves management operation reports to the Executive
Director for Markets. The heads of the Foreign Exchange Division (FED) and the Risk
Management Division (RMD) report independently to the Executive Director. FED
contains he asset and liability portfolio managers who manage the reserves by dealing
with market counterparties on a day to day basis. RMD advises HMT in the latter’s
setting of a system f benchmarks (see Section C below). RMD is also responsible for
monitoring adherence to risk limits and conducting analysis of risk issues; for reporting
returns; and for preparing the EEA’s annual accounts.
The Bank reports to HMT on investment performance at meetings chaired by the
head of HMT’s Debt and Reserves Management team. Every six months there is a
meeting at which the EEA Accounting Officer, currently HMT’s Managing Director for
Macroeconomic and Fiscal Policy, and the Bank of England’s Executive
Director for Markets, or delegated senior officials, review investment performance and
discuss strategic issues relating to the Reserves.
An independent opinion of the adequacy and effectiveness of the system of internal and
financial control is provided to the Bank’s Executive Director for Markets in quarterly
reports from the head of the Bank’s internal audit team, which operates to the standards
defined by the Government Internal Audit Manual; the Executive Director reports the
content of this audit to the EEA Accounting Officer. The Executive Director also
provides a quarterly management report to HMT on the operation of the control
framework. The UK National Audit Office undertakes an external audit of the EEA on an
annual basis.

C. Asset Allocation and Risk
In accordance with the Remit, the Bank manages the official reserves so as to maintain
their liquidity and security and, subject to that, so as to cover the costs of managing the
reserves. The Bank and HMT agree in the Remit a series of “benchmarks” for the assets
in which the reserves are invested. This is essentially the high-level asset allocation
decision, and it is made in accordance with the objectives specified above.
In order to determine the benchmark asset allocation for the EEA, the Bank employs an
asset allocation model that explicitly trades off liquidity and return: the model determines
an asset mix that maximises expected return for given levels of expected liquidation
costs.
The Bank and HMT also agree a benchmark for the currency allocation of the net
reserves 2 . This takes into account past patterns of risk and return, as well as other
macroeconomic factors such as trade flows and the currencies likely to be required in any
intervention. In 2007-08 this was 40% US dollars, 40% euro and 20% yen. This
benchmark is disclosed in the EEA’s annual accounts. It has been unchanged since the
accounts were first published, for 1997-98.
HMT may decide, on advice from the Bank, to hold assets, or to set a currency allocation
for the net reserves, that differ from these benchmarks. These are described as Strategy
Positions. The EEA Annual Accounts (see section G) disclose whether any Strategy
Positions were taken during the financial year. In addition, the Bank’s portfolio managers
are permitted, within limits, to take positions relative to the benchmarks in order to
generate returns. This is described as ‘active management’.
Market risk
Market risk is defined as the exposure of a portfolio of assets to movements in market
variables. For the EEA, the relevant variables are primarily interest rates, exchange rates,
and the spreads between the yields of securities issued by sovereigns and by other types
of issuer. The Bank monitors and controls market risk using a Value-at-Risk (VaR)
model, which predicts, at a specified confidence level, the maximum likely loss for a
portfolio over a certain time period. In agreement with HMT, the Bank applies a 99%
confidence interval and a ten-day holding period, such that in 99 ten-day periods out of a
hundred, losses should not exceed those suggested by the model. These VaR estimates
are derived from the past volatility of, and correlations between, returns on different
assets in the portfolio.
The Bank measures the EEA’s VaR exposure against limits set by HMT in the Remit. For
internal Bank management control purposes RMD also measures Delta. Delta is the
change in value of the portfolio for each one basis point shift in the relevant yield curve.
It supplements the VaR measure, and helps to test the sensitivity of the portfolio to
changes in interest rates.
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This term is defined in Section E.

Furthermore the Bank conducts regular stress tests to explore the vulnerability of the
EEA to potential severe market movements and to estimate the potential losses (or gains)
in these extreme conditions.
Credit risk
The management of the reserves involves taking credit exposures to banks and to the
issuers of sovereign, supranational and commercial paper. The creditworthiness of these
banks and issuers is subject to regular scrutiny by the Bank’s internal Credit Risk
Advisory Committee (CRAC). As part of this process, limits are agreed for the maximum
exposure to each bank and issuer in terms of both amount and maturity. Such exposures
are monitored in real time against the limits. In addition, there are limits to contain
exposure to each country’s banking system, and limits that apply to certain instrument
types. Certain derivative instruments entered into by the EEA are conducted under master
legal agreements that permit collateralisation of outstanding exposures.
Liquidity Risk
In agreement with HMT, a core level of liquidity is specified in the Bank’s asset
allocation model, leading to minimum holdings of particular asset classes such as US
Treasury bonds.

D. The Composition of the Reserves
Under the Exchange Equalisation Act, the EEA’s funds may be invested in securities and
assets denominated in the currency of any country; in gold; or in SDRs. Information on
the composition of the reserves is published regularly, as described in Section G of this
note.
Securities and Other Eligible Instruments
Consistent with the objectives of the asset allocation process described in Section C, the
EEA’s assets consist chiefly of securities issued by the national governments of the
United States, euro area countries and Japan.
The EEA also invests in, or makes use of other instruments, including:
i. Bonds and commercial paper issued by other national governments,
supranational organisations and selected official sector agencies;
ii. Foreign currency spot, forward and swap transactions;
iii. Interest rate and currency swaps;
iv. Bond and interest rate futures;
vi. Forward rate agreements;
vii. Gold deposits 3 ;
viii. SDRs; and
ix. Certificates of deposit and bank and corporate commercial paper.
Gold
In May 1999, the Government announced a restructuring of the reserves involving a
programme of gold sales by auction to achieve a better balance in the portfolio by
increasing the proportion held in currency. Auctions of gold were held approximately bimonthly between July 1999 and March 2002. Around 395 tonnes were sold by this
means; the EEA’s holdings of gold at the start of the programme had been approximately
715 tonnes. Following each auction, the proceeds of the gold sales were invested in
foreign currency interest-bearing assets and retained in the reserves broadly in the
proportion 40% dollars, 40% euros and 20% yen. Further information on the gold sales
programme is contained in HMT’s Review of the Sale of Part of the UK Gold Reserves
(November 2002). The National Audit Office and the House of Commons Public
Accounts Committee have also produced reports on the gold auction programme.
The EEA’s holdings of gold are published each month on the Bank of England website. 4
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Under a gold location swap, gold stored in a particular physical location is swapped with a market
counterparty for a specified period with gold stored in another physical location. Under a gold quality
swap, gold of a particular quality (“fineness”) is swapped with a market counterparty for a specified period
with gold of a different fineness. In each case a fee is built into the transaction
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See www.bankofengland.co.uk/mfsd/reserves/Tempoutput.pdf. The amount of gold held, and its current
value, are shown at the top of page 4

E. The Financing of the Reserves
It is possible for the Reserves to be financed (that is, “raised”) in two principal ways.
Either sterling can be sold for foreign currency, or foreign currency can be borrowed.
Both methods have been employed in funding the Reserves in recent years.
Reserves financed by borrowing are known as “the hedged reserves”. This foreign
currency borrowing can take two broad forms. From time to time foreign currency has
been borrowed directly, by issuing securities denominated in foreign currencies. The
most recent example was the UK government’s US dollar bond issue announced in June
2003. Alternatively, securities may be issued in sterling and the proceeds “swapped” into
foreign currency, which also gives rise to a foreign currency liability 5 . The choice
between these methods of borrowing foreign currency is determined chiefly by their
relative cost.
The 1979 Exchange Equalisation Account Act does not permit the EEA to borrow. The
National Loans Fund, which is another government account, undertakes such
transactions.
Therefore, where the foreign currency reserves are financed by foreign currency
liabilities, the debt is issued and held on the NLF. The foreign currency raised is
transferred to the EEA in return for payment in sterling. The sterling used to make this
payment is advanced to the EEA from the NLF. Upon consolidation of the two accounts,
the inter-account sterling transactions cancel out leaving the NLF with a foreign currency
liability to the market hedged by a foreign currency asset on the EEA.
The portion of the reserves that has not been funded by borrowing foreign currency is
known as the “unhedged reserves”. It is in effect HMT’s net asset position in foreign
currency and gold. Broadly speaking the unhedged reserves can be thought of as having
been financed over time by sales of sterling for foreign currency 6 .
The published information on the Reserves shows what portion is “hedged” and what
“unhedged”. See Section G.
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The Agency that issues debt in sterling on behalf of the government is the Debt
Management Office (DMO). See www.dmo.gov.uk
6
There are however other sources: first, the EEA’s retained profits, and second the EEA’s net SDR liability
(ie the extent to which the UK has sold SDRs over time such that its holdings of SDRs are below its
cumulative allocation. This is explained in Section F).

F. Links to the International Monetary Fund
The primary means of financing the IMF is through members’ quotas. Each member of
the IMF is assigned a quota, part of which is payable in SDRs or specified usable
currencies (“reserve assets”), and part in the member’s own currency. The difference
between a member’s quota and the IMF’s holdings of its currency is a country’s Reserve
Tranche Position (RTP). Although it is not held in the Exchange Equalisation Account,
the UK’s RTP forms part of the UK’s official reserves. This is because the UK, in
common with other members of the IMF, may, upon declaring a balance of payments
need, draw down its RTP at short notice in the form of convertible foreign currency.
The SDR is an international reserve asset created by the IMF. Its value is defined in terms
of a basket of the US dollar, the euro, the yen and sterling. The IMF has periodically
created SDRs, and allocated them to members in proportion to their quotas. The UK’s
SDR allocation is a liability of the EEA and the resultant holding of SDRs by the UK are
an asset of the EEA. IMF members are credited with interest on their holdings of SDRs
and pay interest on their allocation of SDRs. Interest payments and receipts are made in
SDRs.
Over the years the IMF has supplemented the quota system with other sources of funding:
General Arrangements to Borrow (GAB) – These are long-standing arrangements under
which the Group of Ten industrial countries stand ready to lend to the IMF to finance
purchases that aim at forestalling or coping with a situation that could impair the
international monetary system.
New Arrangements to Borrow (NAB) – Since 1998 the Fund has had a SDR 34 billion
facility at its disposal, provided by GAB members and other IMF members. The
intention is that the NAB would replace the GAB as the primary financial resource for
the Fund in the event that it needs additional liquidity.
When the IMF draws on these facilities, the UK advances currency to the IMF and
receives an SDR-denominated claim on the IMF. This claim forms part of the official
reserves.

G. Published Information on the Reserves
The presentation and accounting basis of the UK reserves has changed in recent years.
Since April 2000, reserves data have been published on a monthly basis in accordance
with the IMF/G10's Special Data Dissemination Standard (SDDS). Data from July 1999
onwards can be found on both the Bank of England’s website and the International
Monetary Fund’s website. These data record the value and composition of the UK
government’s (and, separately, the Bank of England’s) gold and foreign currency assets,
liabilities and derivatives on a “marked-to-market” basis (that is using current market
valuations).
A monthly press release issued by HMT contains a summary of this data. It also reports
details of any intervention operations conducted in the foreign exchange market during
the period, by either the EEA or the Bank of England. The most recent episode of
intervention occurred in September 2000, when the UK government, via the EEA,
participated in joint G7 intervention to support the euro.
In January 2000 the first set of EEA annual accounts was published, covering the period
1997-98. These financial statements are audited by the National Audit Office. HMT now
has a statutory obligation, under the Finance Act 2000, to publish annual accounts for the
EEA. The accounts for 2000-01 were the first to be published within this framework.
They and all accounts up to and including 2007-08 are prepared under accruals
accounting consistent with UK Generally Accepted Accounting Practice (UK GAAP).
From 2008-09 accounts are prepared under International Financial Reporting Standards
(IFRS).
As noted above, a summary of the annual Remit set by HMT is published annually in the
Debt and Reserves Management Report.
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