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LONDON, Jan 6 (Reuters) - An old ghost could come back to haunt the dollar in 2006 -- 
foreign exchange reserve diversification.

China alarmed markets after announcing on Thursday that it would explore ways to put its
rapidly growing foreign exchange reserves to better use -- unveiling a potential threat to
the dollar, which makes up the bulk of China's holdings.

"It's confirmation that diversification is still going on and it remains an issue. It will weigh
on the dollar going forward," said Thomas Stolper, global market economist at Goldman
Sachs. 

Central banks diversifying their reserves away from the dollar was one of the main factors
behind the dollar's slide to record lows against the euro in 2004. However, the currency
enjoyed a bumper 2005 -- rallying 15 percent against the euro <EUR=> and the yen
<JPY=> as U.S. interest rates rose sharply. 

Data from the International Monetary Fund released last year showed the dollar's share of
official reserve holdings has steadied in 2005. 

In the third quarter the dollar's share stood at 66.4 percent up from 66.2 percent in the
second quarter but down from a 1999 peak above 70 percent.

The market took China's announcement in its stride this week, with the dollar's fall driven
largely by growing fears that U.S. interest rates are close to a peak.

"The statement is clearly not positive for the dollar or treasuries but nor is it a new
negative," said David Simmonds, global head of currency research at Royal Bank of
Scotland. 

The reserves held by central banks, which rose above $4 trillion for the first time in 2005,
play an increasingly important, if opaque, role in the $1.9 trillion a day currency market.

NEW ASSET CLASSES

Many analysts reckon that China has already cut the weighting of dollars in its currency
stockpile and that further diversification would likely take the guise of new asset classes
such as non-government bonds.

China's foreign exchange reserves, which hit $769 billion by end-September, according to
the latest official figures, could overtake Japan's as the world's largest in 2006.

"A new policy on reserves management in China may prove a stronger positive for
non-traditional reserve assets such as gold, U.S. corporates and emerging markets,"
financial broker Tullet Liberty said in research.

Japan has said it is taking a more active management approach and buying and selling
securities in the secondary market rather than purchasing new issues and holding until
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maturity. 

South Korea has also revealed plans to invest a portion of its reserves through a new
management agency -- the Korea Investment Corporation -- to improve the returns earned
on holdings of foreign assets, though the government insists it is not embarking on a
currency diversification programme.

Asian central banks have traditionally invested their dollar holdings in short-term U.S. 
government securities.

"Even though the return has improved lately with higher U.S. interest rates generally they
are low yielding assets compared with other possibilities," said Stolper at Goldman Sachs.

Oil-rich Middle Eastern countries have seen a huge influx of petrodollars into central bank
coffers as oil prices rose in 2005. 

Traditionally these countries recycle dollar-based revenues in dollar-based assets but in
recent years they, too, have been diversifying in search of better returns given the dollar's
3-year slump before 2005.

United Arab Emirates said in November it plans to buy more overseas assets after acquiring
the Tussauds Group, home to the famous wax work museums, and snaring a $1 billion
stake in Daimler Chrysler AG . 

China said it may also channel part of its reserves towards national development goals.

Beijing has already used a chunk of its foreign exchange reserves to recapitalise some state
banks, which carry high levels of non-performing loans on their balance sheets.

"Diversification is back and ongoing. But it's not so much which currency they will be
buying but whether there will be a shift across asset classes -- more equities, more gold
and less debt," said Simmonds.

(To see: U.S. pressure on Asia forex at G10 could backfire double click on
[ID:nL06615186])

MARKETS-FOREX-DIVERSIFICATION|LANGEN|ABN|M|D|ABX|BNX|FUN

Document LBA0000020060106e2160015o

© 2006 Dow Jones Reuters Business Interactive LLC (trading as Factiva). All rights
reserved.


