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Abstract

Foreign Exchange Reserves (FER) in India have created a milestone
in the history of Indian economy for having crossed the US$ 500
billion mark and reached US$ 590.18 bn (RBI, 2021). It is sign of a
strong economy as compared to the situation of 1991 when India was
left with US$ 9.2 billion of FER and not in aposition to service its
foreign debt and had to pledge its gold. There has been an increasing
trend of FER accumulation by India since 1991 and also a similar
trend was observed in other emerging economies. Increased FER
accumulation has benefited India as a cushion against any external
vulnerability or currency attack by creating sufficient liquidity buffer
but has also come under a scanner as to the social cost of holding
excessive FER. This paper seeks to analyse the optimal level of reserves
using both the traditional thumb rule of CAD financing and (Guidotti-
Greenspan-IMF, 2006) actually needed by India. The paper also throws
light on other BRICS countries' reserve accumulation trends and
rationale vis-a-vis India.

I. Introduction

FOREIGN EXCHANGE RESERVES (FER) are cash and other reserve
asset held by the central bank of a country or any other monetary authority.
They include 93 percent of Foreign Currency Assets (FCA), 6% of gold and
reserve tranche position and SDR with IMF. These reserve assets can be put
to multiple use but are mostly used as a backup by central banks of countries
to support their domestic currency against any devaluation or currency crisis.
Foreign exchange reserves help to keep the exchange rate steady when faced
with any changes in macroeconomic factors of domestic or international
economy. As observed in the past during the Asian Financial Crisis of 1997,
many Asian countries experienced a free fall of their currencies in the absence
of sufficient reserves to back up their currencies.

FER also indicate the ability of a government to repay its foreign debt
and make payments of imports esp. crude and gold as currencies of emerging
countries like India are generally not accepted for payments of imports. In
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X. Conclusion

Thus, we can conclude that despite the economic slowdown and in most
cases economic contraction, falling revenue collection, large stimulus
packages to revive the economy, besides creating a burden on government
fiscal plans, it is time to re-think the optimal utilization of the excessive
reserves. India's economic position in 2021 is better than most of the BRICS
economies. At present, as already pointed out, the cost of holding high reserves
surpasses the benefit of holding it as a cushion against any impending crisis.
Reserve Management is the need of the hour.

References

Achille, C., M. Mezui and U. Duru, (2013), “Holding Excess Foreign Reserves
Versus Infrastructure Finance?: What Should Africa Do??”, African Developent Bank
Group, Working Paper Series, No. 178

Aizenman, Joshua, Yothin Jinjarak and Donghyun Park (2010), “International
Reserves and Swap Lines: Substitutes or Compliments”, NBER Working Papers 15804,
National Bureau of Economic Research, Inc.

Akinlo, O.0., (2015), “Impact of Foreign Exchange Reserves on Nigerian
Stock Market”, International Journal of Business and Finance Research, Vol. 9, No. 2,
pp- 69-76

Arunachalam, P., (2010), “Foreign Exchange Reserves in India and China”,
African Journal of Marketing Management, Vol. 2, No. 4, pp. 69-79

Azar, S.A., and W. Aboukhodor, (2017), “Foreign Exchange Reserves and the
Macro-economy in the GCC Countries”, Accounting and Finance Research, Vol. 6,
No. 3, pp. 72

Bhasin, N., and V. Khandelwal, (2019), “Relationship between Foreign
Institutional Investment, Exchange Rate and Foreign Exchange Reserves: The
Case of India using ARDL Bounds Testing Approach”, GIS Business, Vol. 10, No.
1, pp. 33-39

Bhullar,P.S. and M. Dhameja, (2016), “Empirical Analysis of long run
equilibrium between Exchange Rate and Foreign Exchange Reserve - An Indian
Perspective”, International Journal of Management, Vol. 7, No. 6, pp. 89-94

Bruno Bonizzi and Jan Toporowski, (2017), “ Developing and Emerging Countries
as Finance Providers : Foreign Exchange Reserves and Direct Investment to the European
Union”, in book edited by Agata Gemzik-Salwach and Krzysztof Opolski on
“Financialization and the Economy”, Routledge, London, 2017

Chowdhury, M. Niaz Murshed, M. Jashim Uddin and M. Saiful Islam, (2014),
“An Econometric Analysis of the Determinants of Foreign Exchange Reserves in
Bangladesh”, Journal of World Economic Research, Vol. 3, No. 6, pp. 72-82

Dongmin, L., G. Haihong, X. Qiyuan, L. Yuanfang and S. Shuang, (2017), “ The
‘Belt and Road’ Initiative and the London Market - the Next Steps in Renminbi
Internationalization, Part 3 ?”, Framework for Policy Discussion, The Royal Institute
of International Affairs

Drama, B.G.H., (2016), “An Examination of Foreign Exchange Reserve and
Inflation Relationship of Four West African Countries: Evidence from ADRL
Model”, Journal of Finance and Economics, Vol. 4, No. 4, pp. 36-50

© Indian Institute of Finance



Sahay; Foreign Exchange Reserves Accumulation : A Cost-Benefit.... 1343

Fang, Y., and L. Lu, (2011), “Does a Correlation exist between the Foreign Exchange
Reserves and the Exchange Rate?: An Empirical Study of China”, UMEA Universitet

Fang-Yuan, L., and S. Jun-Guo, (2013), “The Empirical Research of the Impact
of GDP and Exchange Rate on Foreign Exchange Reserve Scale in China-based on
Quantile Regression Model”, Research Journal of Applied Sciences, Engineering and
Technology, Vol. 5, No. 6, pp. 2113-2117

Fischer, S. (2001), “IMF/World Bank International Reserves: Policy Issues Forum”
Opening Remarks by IMF First Deputy Managing Director Stanley Fischer, at the
International Monetary Fund, Annual Meeting, Washington DC, April 28, 2001

Frait, J., (2006), “ Driving Forces behind Foreign Exchange Reserve Accumulation”,
4th Annual Conference of the Czech Economic Society, Prague School of Economic

Fukuda, S., and Y. Kon, (2010), “Macroeconomic Impact of Foreign Exchange
Accumulation”, ADBI Working Paper Series

Goldberg, L., C.E. Hull and S. Stein, (2013), “Do Industrialized Countries
Hold the Right”, Federal Reserve Bank of New York Current Issues, Vol. 19, No. 1, pp.
1-9

Gosselin, Marc-Andre and Parent Nicolas (2005) “ An Empirical Analysis of Foreign
Exchange Reserves in Emerging Asia”, Working Paper 2005-38, Bank of Canada

Islam, M.S., (2009), “An Economic Analysis of Bangladesh’s Foreign Exchange
Reserves”, SSRN and ISAS Working Paper, National University of Singapore

Khan, M.T., (2013), “Exchange Rate as a Determinant of Fluctuation in Foreign
Exchange Reserves: Evidence from Economy of Pakistan” Social Sciences and
Humanities, Vol. 4, No. 2, pp. 459-471

Manchev, T., (2009), “International Foreign Exchange Reserves”, Working Paper,
The Bulgarian National Bank

Mehta, R. and Akansha Jain (2015), “FlIs Foreign Exchange Reserve, Nexus in
India”, Pacific Business Review International, Vol. 8, No. 1, pp. 79-86, July 2015

Neely, C.J., (2017), “Chinese Foreign Exchange Reserves, Policy Choices,
and the U.S. Economy”, Federal Reserve Bank of St. Louis Review, Vol. 99, No. 2,
pp. 207-232

Pineau, G, E Dorrucci, F Comelli and A Lagerblom, (2006), “ The Accumulation
of Foreign Reserves”, Occasional Paper Series No 43, European Central Bank

Popov, Vladimir, (2013), “Currency Wars- Why Russia and China Are Rapidly
Accumalating Foreign Exchange Reserves”, PONARS Eurasia Policy Memo No. 256

Ray, S., (2012), “Foreign Exchange Reserve and its Impact on Stock Market
Capitalization?: Evidence from India”, Research on Humanities and Social Sciences,
Vol. 2, No. 2, pp. 46-61

RBI, (2020), “An Assessment of India’s External Debt Sustainability and
Vulnerability”, RBI Bulletin, Reserve Bank of India, January 2020

Rodrik, D., (2006), “The Social Cost of Foreign Exchange Reserves” NBER
Working Paper Series No. 11952, National Bureau of Economic Research

Roger, S., (1993), “ The Management of Foreign Exchange Reserves”, BIS Economic
Series No 38, Bank for International Settlements

Romero, A. M., (2005), “ Comparative Study: Factors that Affect Foreign Currency
Reserves in China and India”, Honors Projects, 33, Illinois Wesleyan University,
Bloomington

© Indian Institute of Finance



1344 Finance India

Singh, C., (2005), “Should India Use Foreign Exchange Reserves for Financing
Infrastructure?”, SIEPR Policy Brief

Siregar, R., and R. Rajan, (2003), “Exchange Rate Policy and Foreign Exchange
Reserves Management in Indonesia in the Context of East Asian Monetary Regionalism”,
Discussion Paper No. 0302, University of Adelaide

Smith, G., and J. Nugée, (2015), “The Changing Role of Central Bank Foreign
Exchange Reserves”, Working Paper, The Official Monetary and Financial Institutions
Forum(OMFIF), September 2015

Talreja, P., (2014), “Monetary Policy & the Behavior of Foreign Exchange
Reserves of India”, European Journal of Business and Management, Vol. 6, No. 11,
pp- 80-88

Ugolini, S., (2011), “Foreign Exchange Reserve Management in the 19th Century:
The National Bank of Belgium in the 1850s”, Working Paper, Fra Norges Bank

Vallence, C., (2012), “Foreign Exchange Reserves and the Reserve Bank’s
Balance Sheet”, Reserve Bank of Australia Bulletin, December Quarter 2012

Wijnholds, J. Onno de Beaufort and Arend Kapteyn, (2001), “ Reserve Adequacy
in Emerging Markets”, Working Paper WP/01/143, Interntational Monetary Fund

Zeng, S., (2012), “Study On Chinese Foreign Exchange Reserves”, Journal of
Applied Finance & Banking, Vol. 2, No. 1, pp. 29-67

© Indian Institute of Finance



