Where Are India’s International Reserves Invested?

Ramkishen S. Rajan*
Sasidaran Gopalan**

Most standard indicators suggest that India’s resestock is more than adequate. The rapid stocigpiif
foreign exchange reserves implies that the RBIbe@s leaning-against-the-wind to keep down theevafuithe
Indian Rupee. As India has become more export-taikit has become keenly aware of the need to remai
price competitive in the short run, This situatitintates that there may be potential benefits fpursuing a
more coordinated approach to dealing with monetang exchange rate policies in the region. [Thiarns
abbreviated version of a working paper by the atgi{eee Rajan and Gopalan, 2010).]

*Associate Professor at George Mason Universitygiviia, United States; Visiting Senior Researchidvel Institute of

Southeast Asian Studies, Singapore. Emailjanl@gmu.edu
** Research Associate, Institute of South AsiandBis (ISAS), National University of Singapore (NU$mail:

isassg@nus.edu.sg

I
Trends in India’s International Reserves

India’s international reserve buildup has been @#mpive (Figure 1), rising from
around US$ 5-6 million in 1991 to over US$ 155ibiil by mid 2006 and touching US$ 300
billion by mid 2008 -- among the highest in the ldaafter China and Japan. India’s reserves
took a dip in mid 2008 following the capital flowsversals induced by the global financial
crisis as the RBI attempted a partial defense efltidian rupee to moderate the pace of

depreciation.
Figure 1: Trends in India’s Total International Reserves (1990-2009%)
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Note: * September 2009
Source: Compiled from CEIC data

eSSays, , Rajan-Gopalan, I ndia Reserves
January 2010



The same story unfolded for other emerging Asiaonemies as well, as a sharp
turnaround in capital flows during the global fical crisis led to exchange rate
depreciations of various magnitudes, which wouldehheen even larger if not for some
degree of foreign exchange intervention. While @xgje rate depreciations were most
apparent in countries with current account deficitanely South Korea and Indonesia apart
from India, even those with current account sumgdusuch as Singapore and Malaysia
experienced exchange rate pressures as apparemtdi@ps in their reserves [Rajan and
Gopalan, 2009]. Interestingly, China and Hong Kamgre exceptions to this trend, both
economies continuing to accumulate reserves evenglihe heights of financial crisis. Once
the crisis abated, however, foreign capital star&tdrning to emerging Asia, particularly to
India following the overwhelming mandate given ke tCongress-led government in May
2009(See http://www.bloomberg.com/apps/news?pid=20601091&3i8PVIzAXi.S4 for

more details). Consequently, India once againestad rebuild its foreign exchange reserves

aggressively, reaching over US$ 270 billion by 8Segier 2009Figures 2 and 3).

Figure 2: Nominal and Real Effective Exchange Rat€hanges in Selected
Emerging Asian Economies, 2007-09
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(Percentage; between August 2007 and Septembej 2009
Note: A negative (positive) change implies depriéaa(appreciation); The effective exchange rate
is the weighted average of 58 trading partnerorntefd by the BIS.
Source: BIS
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Figure 3: Change in International Reserves of Seléed Emerging Asian Economies, 2007-09
(Percentage)
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Source: Author’'s computations from CE|Cattetse.

How adequate are these reserves? The issue ofeemdequacy was made apparent
during the 1990s and early 2000 when rapid resely@etion became a defining and
determining feature of the series of currency srif&t hit emerging economies [Bussiere
and Mulder, 1999 and ul Haque, Kumar and Mathied®96]. There are several broad
measures of reserve adequacy that are used iatliter which despite any theoretical
backing, are useful broad benchmarks of a counalyibty to manage a balance of payments
shock. If one were to assess the adequacy of Kditick of international reserves by
considering a few such standard measures -- sutteastio of reserves-to-GDP, reserves-
to-imports, reserves-to-short-term external delk r@@serves-to-broad money (M2) -- India’s
reserve stock is more than adequate [Rajan and|&gp2010]. Though India’s reserve
position is somewhat less comfortable if one afsdudes the stock of portfolio inflows as
opposed to only short-term external debt liabsiti@ still appears to be in a much better

position than many other emerging economies [RafghGopalan, 2010].

Composition of India’s Reserves
Given India’s large reserve levels, this sectiopleses the form these reserves have

taken (asset and currency composition).
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Asset Composition

At a broad level, India’s reserve assets compuseidn securities, foreign currency
deposits and currencies and gold depdaitile foreign securities primarily refer to bonds
issued by foreign investors, foreign currency dépand currencies largely consist of total
currency and deposits with other national centealks, Bank for International Settlements
(BIS), and the International Monetary Fund (IMFJhe remainder of the reserves is invested

in gold.[BIS Statistics, available &ttp://www.bis.org/statistics/index.htin

Figure 4: India’s International Reserves: Where arethey Invested?
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Source: Compiled from the Reserve Bank of India.

Available data from the RBI on India’s holdings total reserves since 2001 offers
some useful insights into reserve management iia Ifiigure 4). On average, nearly 60 per
cent of India’s total reserve holdings have beethénform of foreign currencies and deposits
as cash, followed by investments in foreign seim#rifaround 30 per cent), then gold deposits
(around 5 per cent), and the remainder in SDR¢hah order. The large share in cash and
deposits emphasises the high degree of risk avelsiahe RBI in the management of the
reserves -- liquidity management is the paramobjeabive regardless of the opportunity and
other costs involved in such a stratdgit.is interesting to note that the RBI allowedstsare
of reserves held in foreign securities to incredsea-vis currency deposits only after 2007

October (i.e. at the height of global liquidity-unzed bull-run just prior to the onset of the
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global financial crisis). The share of reservekedrin foreign securities stood at over 50 per
cent in October 2009 compared to around 33 peringdctober 2007.

The share of India’s reserves invested in gold &las not been very significant
compared to foreign securities or foreign curredeposits and has actually declined from
about 6.5 per cent in 2001 to about 3 per cenDBV2In October 2009 India’s reserve gold
share stood at around 4 per cent of total rese@pared with 2 per cent for other emerging
economies and close to 1 per cent for countries @kinad’ More recently, though, India’s
share of gold deposits has seen a significantaserafter the RBI purchased 200 metric tons
of gold worth from the IMF in October 2009. Accardito latest available data available for
November 2009, the purchase of gold -- estimategjity at US$ 6.7 billion -- took the
existing stock of India’s gold reserves to US$ 1Billion. This purchase pushed the total
share of gold deposits in India’s total reservesdarly 6.4 per cent, back to the 2001 level. It
is unclear whether this is a one-off stock adjustimer part of an ongoing strategy of

diversifying into gold and raising the share ofttbammaodity in India’s reserves.

Currency Composition

While we have some understanding of the asset csitigro of India’s reserves, what
about the currency composition? Unfortunately thifiggcome much hazier here. As with
most central banks, the currency composition ofdsdinternational reserves is a closely-
guarded secret and India is no exception. The amyilable source of information on
currency composition is the IMF database on therféhcy Composition of Official Foreign
Exchange Reserves” or COFER. The problem with tR#-ER data, however, is that the
classification of countries is lumped together imtdvanced economies or emerging and
developing economies, instead of individual coestri

The available data suggests the share of US daBaets held by emerging and
developing economies was close to 60 per cent aadf2008. But there is some anecdotal
evidence to suggest that India has somewhat legs mdserves invested in US dollar assets
than China and its East Asian neighbours, andntlaikes sense in view of India’s relatively
more diversified trade structure. While there ishimy concrete that anyone can point to
substantiate this claim, unlike most other centrahks (at least in emerging Asian
economies), the RBI publishes data on valuatiomgesa from their reserve holdings. One
could try and undertake some simulation exercisemrive at some reasonable guesstimates

of the currency composition of India’s non-goldee&s.
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The first step is to take India as the averageesaprtation of the foreign exchange
holdings by all the emerging and developing ecomsmeported in the COFER data. Since
there is no prior knowledge about the exact peeggntallocation of India’s holdings of
reserves in US dollars, one could begin the sinaratxercise by assuming that it has 50 per
cent of its holdings in US dollars and the residiéd in some proportion among other major
currencies such as the Euro and the Pound Steslaygfor example 30 per cent in Euros and
20 per cent in Pound Sterling. This is broadly csirst with the COFER data as of end
2008. Using this composition as a starting pointoaa estimate the valuation gains/losses
based on the actual exchange rate change of théJ8odollar part of the reserves and
compare it to actual data on valuation changesné finds both the estimated values to be
close to each other, it is fair to say that theghts initially assigned to different currencies
are approximately correct. If, however, there large discrepancy between the estimated and
actual valuations, one then needs to re-adjustviights and re-estimate. Such an exercise,
while by no means precise, does provide a reaspriatlication of the relative weights
attached to different currencies in India’s totatkernational reserves. It is worth noting that
the simulations were carried out by comparing thkeiation changes for multiple years thus
making the results reasonably robust.

On undertaking such an exercise, the best gues®iierges out of this exercise is
that India likely invests 40 per cent of its regeholdings in US Dollars, 25 in Euros, and the
remainder in various convertible currencies inatgdithe Pound Sterling, Swiss francs,
Australian dollar, Japanese yen, etc. Given thatiB dollar still constitutes the majority of
asset holdings (though lower than the averageh@rateveloping and emerging economies),
the most recent move by the RBI to purchase galohfthe IMF has been viewed by many
observers as a conscious diversification stratetppted by India to move away from US

dollar-denominated assets even further [Gangopadéuyd Behrmann, 2009].

1]
Tracking India’s Investments in US Assets

Another way to counter-check whether US dollar tssdeave been relatively
underweighted in India’s reserve holdings is tokl@at the Treasury International Capital
Reporting System (TIC) data which helps give armidéthe Asian countries’ gross foreign

asset purchases in the US. Notwithstanding somerianmt limitations of the TIC data, as
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listed in Rajan and Gopalan (2009), the countryecage of the TIC data is quite extengive
which enables us to track India’s (and most of gngrAsia’s) investments in US assets.

As Figure 5 reveals, the share of emerging Asiajstal inflows to the US has been
growing gradually over the years and has averagednd 15 per cent (slightly over 25
percent if one includes Japan). About 40 percemnlues to the developed world (excluding
Japan) and the remainder from oil producers, offsHmancial centers (OFCs), etc. It is
important to bear in mind that most likely someAsia’s shares are understated because of
transshipping via non-Asian intermediaries. Desffiie, there are a substantial number of
Asian countries figuring prominently amongst trst bf top investors in US securities led by
China.

Further examination of the TIC data reveals that Asian countries have a clear
preference for US Treasuries and agency bondstlieebonds of government sponsored
entities (GSESs) like Fannie Mae and Freddie Mab)s Buggests a degree of risk aversion
among Asian investors and also points to the hiogld that a large source of funds from Asia

is the central bank reserves.

Figure 5: Foreign Holdings of US Securities as a @he of Total US Securities
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Source: Authors’ computations from US Treasury @iiZabase.

India’s share in emerging Asia’s ownership of tdtE$ assets has been relatively
insignificant at less than 2 per cent on an avethgiag 2002 to 2008. Though the absolute
values of India’ total US assets purchased has figan about US$ 10 billion US dollars in
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2002 to over US$ 26 billion in 2008, it is margingien compared to the purchases made by
other large countries in Asia like China (US$ 17llidn US dollars in 2002 to over US$
1170 billion in 2008 (Figure 6). By way of further comparison, the esponding average
shares of other emerging Asian economies with amriévels of reserves like India (i.e.
South Korea, Taiwan, Hong Kong and Singapore) ayatd 2 per cent of total purchases of
US assets). So the key take-away here is that’sndiachases of US assets have not been
that high when compared to other countries in #gion and this reiterates the already-
discussed point that the country’s reserves apg@aewhat less concentrated in US dollar-

denominated assets than many of its other Asianteqgparts.

Figure 6: U.S. Asset Ownership Breakdown by Emergim Asian Economies
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Conclusion
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India’s international reserves have risen markehllsing most of last decade and a
half. Most standard indicators suggest that Indieserve stock is more than adequate. Given
India’s comfortable reserve position, what therbé&hind the country’s sustained reserve
accumulation? Empirical analysis generally findattthe Indian Rupee has become quite
heavily managed vis-a-vis the US dollar since thd &®90s (though more flexible than
many of its East Asian neighbout¥).Thus, the rapid stockpiling of foreign exchange
reserves implies that the RBI has been leaningaag#lie-wind to keep down the value of
the Indian Rupee. As India has become more exp@tied it has become keenly aware of
the need to remain price competitive in the short particularly in view of the continued
limited flexibility of the Chinese currency [Franke€009]. This prisoner’s dilemma with
regard to exchange rate policies in India and mafchsia in turn implies that there may be
potential benefits from pursuing a more coordinapgdroach to dealing with monetary and
exchange rate policies in the reglon.

This notwithstanding, as the opportunity and fisa@terilisation) costs of
accumulating foreign exchange reserves have beendist rising, it has become
commonplace to hear Asian policy makers talk alobainneling some part of their reserves
to alternative higher yielding but non-liquid ug&ajan, 2009, chapter 6]. There has been
some discussion in India about whether it too, bitleer emerging economies in the region,
should consider alternative uses of the countrylsgéoning reserves, be it in terms of
infrastructure development or the creation of a Ier8&VF [Rajan, 2009, chapter 6].
However, such moves are unlikely given the rel&iviesk averse policy stance of the RBI.
The global financial crisis of 2008-09 has probabatjded to this already high degree of
conservatism. The RBI is likely therefore to remb@avily invested in liquid assets in (US
dollar and Euro deposits and bonds) but with a coos decision to further reduce
concentration in US dollars when the opportuniiges by purchasing commodities such as
gold as it attempts to protect its balance sheainfadverse valuations changes due to

exchange rate movements. How aggressively they demsains to be seen.
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References

' The official classification also includes IMF rege position and Special Drawing Rights (SDRs). The
essential legal framework for the deployment okfgn currency assets is provided for in the RBI 2884,
which broadly permits investments in five differardtegories are as follows (RBI, 2009, p.4) “defzosiith
other central banks and the Bank for Internati®@ettlements (BIS); deposits with foreign commerbiahks;
debt instruments representing sovereign/sovereigmagteed liability with residual maturity for tdebt papers
not exceeding 10 years; other instruments / ingitg as approved by the Central Board of the ResBank in
accordance with the provisions of the Act; and idgah certain types of derivatives.”

" India’s foreign currency and deposits also inclaégosits with foreign commercial banks. But onrage
over the last decade, the currency and depositsatliter central banks, the BIS and the IMF haven lmeer 80
per cent of the total foreign currency and deposits

" As opposed to some other countries like Chinakmmea that have attempted to reduce the costssefve
holdings by moving them into higher-yielding assetisile accepting relatively greater risks (i.e. decon
wealth management in addition to liquidity managethe

¥ See Roman (2009) and World Gold Council (2009).

Y We arrive at this share of 60 per cent only whenghare of US dollar assets is expressed as anpage of
the “allocated reserves”, viz. reserves data factvkburrency composition has been identified.

¥ There are over 200 countries representing thergifit regions of the world, including over 40 coigst from
the Asia-Pacific region.

Vi Between 2002 and 2008, China made up about 48querof total purchases of US assets from emerging
Asia.

Vil Cavoli and Rajan (2008) also suggest that the Eugradually gaining greater importance in infloieny
movements in the Indian rupee, but more so atxperese of the pound and yen rather than the U&rdoll

X To mitigate the balance of payments surplus, tBeHRs in recent times allowed for a gradual apiptam of
the rupee from 2002 to mid 2008 (compared to awgbdepreciation the preceding decade).
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