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India’s total forex reserves have reclaimed USD 600 bn mark (as on Jul 14, 2023) after
a gap of almost thirteen months. The sequential increase of USD 31 bnin forex reserves
in FY24 so far appears impressive. Going by the current frend, the reserves can scale
a new record high of USD 650 bn before the end of FY24.

The total forex reserves held globally is estimated to be around USD 14.1 frillion in 2022,
out of which India accounted for 4% share (World Bank). This makes India the fifth
largest holder (excluding USA) of official forex reserves in the world (after Chinag,
Japan, Switzerland and Russia). Before the end of 2023, India may become the fourth
largest holder by displacing Russia, given the impact of the Ukraine war on the latter.

Forex reserves play an important role in the macro-prudential stability toolkit of the
holder nations, being driven primarily by three motives:
(i) Transactional: Facilitate regular flows for external frade and capital
movement
(ii) Precautionary: Buffer creation against balance of payment (BoP) shocks;
provision of foreign currency liquidity to banks in stressed situations; and
mitigating excess volatility in currency markets.
(iii) Speculative: Reserve accumulation to prevent appreciation of domestic
currency to maintain export competitiveness.

India’s nightmarish experience with the 1991 BoP crisis, followed by global shocks like
the 1997 Asian Financial Crisis, the 2008 Global Financial Crisis, the 2013 Taper Tantrum
episode, and the 2020 Covid Pandemic has institutionalised the accumulation of forex
reserves as a natural defence mechanism, thereby underpinning the precautionary
motive for holding reserves.

Could speculative motive be an additional factor for India to hold forex reserves (the
US Treasury had placed India on a watchlist for currency manipulation in 2021)2 We
find scant and inconclusive evidence in this regard.
e India’s Forex Reserves/GDP ratio was close to 17% in 2022, lower than the
median of ~26% seen in case of major holders of forex reserves.
e Moreover, the real effective exchange rate (REER) seems closely aligned with
the fair value (as of Dec-22, rupee was just 3.5% overvalued vis-Q-vis its long
period average as per BIS), in contrast to that in some other nations.
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Chart: Peer comparison shows relatively lower deviation from REER

Note: (i) Size of the bubble denotes Nominal dollar GDP in 2022; (i) Green and maroon colours denote
current account surplus and deficit countries respectively; (i) Deviation in REER from the long period
average (Jan 1994 till Nov 2022).

International convention suggests four broad indicators to assess reserve adequacy:

e Purchasing power of forex reserves in terms of number of months of imports

e Forexreserves as a normalized ratio of GDP or broad money supply

e Post Asian Financial Crisis, the ratio of forex reserves to country’s external debt
gained widespread acceptance as an early warning signal

¢ Modified Guidotti-Greenspan Rule which says a country should hold forex
reserves to cover all foreign debt maturities due within a year adjusted for the
current account gap.

Table: Snapshot of India’s status against various reserve adequacy measures

Reserve Adequacy Indicator Benchmark/Best Cur.rc.-.\ni
Position

Import Cover (No. of months of total import) 3.0 8.2
FXR/ GDP Ratio (%) 25.8* 16.9
FXR/ Total External Debt Ratio (%) 138.5* 92.6
Modified Guidotti-Greenspan Rule 1.0 1.89**

* Best in series ** ~25% of original maturity long term debt to be up for redemption in FY24 and CAD
forecast of USD 53 bn - assumptions
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While there is no line in the sand as far as reserve adequacy is concerned, India
appears to be maintaining higher than adequate forex reserves to guard against
sudden BoP shocks. Nevertheless, if India were to exactly mimic China’s level of
normalized forex reserves (i.e., at 18.4% of GDP in 2022), then it should have an
additional USD 54 bn at the current juncture.

Being a current account deficit economy dependent upon global capital for funding,
India (deriving lessons from its past experiences) has erred on the side of caution and
leaned towards maintaining forex reserves at more than adequate levels. This strategy
could prevail in the near term amidst the backdrop of elevated geopolitical
uncertainty. However, from a longer-term perspective, India’s chronic deficit on
current account could see a marked reduction, as:
e The gradual transition towards green energy globally would reduce India’s
dependence on fossil fuel imports
e Policy thrust on ‘atmanirbharta’ will continue to emphasize new age
production capabilities in sectors like electronics, speciality chemicals, etc. This
in conjunction with the China Plus One strategy of diversification of global
value chains can help in structural reduction of India’s merchandise trade
deficit in the longer term.
¢ The post Covid focus on digitization and cost optimization has boosted India’s
services exports, which clocked more than 20% growth for two consecutive
years in FY22 and FY23.

Such a transformation could potentially lower India’s precautionary demand for forex
reserves amidst slow-moving longer-term shifts like efforts to internationalize the INR.
Amidst such an outturn, India has to seek a better balance in its reserves with a more
nuanced approach towards cost-benefit analysis and policy frade-offs.
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About Acuité Ratings & Research Limited:

Acuité Ratings & Research Limited is a full-service Credit Rating Agency registered
with the Securities and Exchange Board of India (SEBI). The company received RBI
Accreditation as an External Credit Assessment Institution (ECAI), for Bank Loan Ratings
under BASEL-Il norms in the year 2012. Since then, it has assigned more than 9,600
credit ratings to various securities, debt instruments and bank facilities of entities
spread across the country and across a wide cross section of industries. It has its
Registered and Head Office in Kanjurmarg, Mumbai.
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DISCLAIMER: This report is based on the data and information (data) obtained by Acuité from
sources it considers reliable. Although reasonable care has been taken to verify the data,
Acuité makes no representation or warranty, expressed or implied with respect to the
accuracy, adequacy or completeness of any Data relied upon. Acuité is not responsible for
any errors or omissions or for the results obtained from the use of the report and especially
states that it has no financial liability, whatsoever, for any direct, indirect or consequential loss
of any kind arising from the use of its reports. Any statement contained in this report should not
be freated as a recommendation or endorsement or opinion or a substitute for reader’s
independent assessment
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