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Abstract

This paper compares the importance of precautionary and mercantilist motives in accounting for
the hoarding of international reserves by developing countries, and provides a model that
guantifies the welfare gains associated with optimal self insurance against sudden stops and
capital flight. The variables associated with the mercantilist motive, while statistically significant,
can only account for a small part of reserve accumulation. A more conspicuous variable is the
degree of capital account liberalization, boding well for precautionary motives as they are
strengthened by international capital flows. Further evidence of precautionary motives is provided
by the strength of variables reflecting two past financial crises in Mexico and Asia. Overall, the
empirical results suggest that precautionary motives played a more prominent role behind reserve
accumulation by developing countries. We then investigate the micro foundation of precautionary
demand in an open, emerging market economy where banks finance long term projects with
short-term deposits, following Diamond and Dybvig (1983). A large precautionary demand for
international reserves—self-insurance against sudden stop—arises when liquidity shocks can
force a premature closing of long-term projects and impose large output costs on the economy.
We show that the welfare gain from the optimal management of international reserves is of a
first-order magnitude, reducing the welfare cost of liquidity shocks from a first-order to a second-
order magnitude.
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