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Too much of a good thing?

AMONG the Asian financiers of America's current-account deficit, the Reserve Bank of India is still small fry. India's foreign-exchange reserves, which it manages, have reached $103 billion. That is not a lot compared with Japan's $730 billion and China's $403 billion. But in a country that ran out of money in 1991, India's reserves are both a comforting cushion and a badge of recent economic strength. As elsewhere, however, the rapid build-up of foreign-exchange holdings—which have doubled in the past two years—brings some difficulties of its own. 

On February 23rd, the Reserve Bank announced that it had reached agreement with the Ministry of Finance on a proposed solution to one of them: the need for new government debt instruments to mop up ("sterilise") the rupees sloshing around the market when it intervenes to buy foreign exchange. A "market stabilisation scheme" will make available up to 600 billion rupees ($13.3 billion) in new government securities that the bank can issue.

This follows months of head-scratching, and is seen as the best of some unappealing options. One—not to intervene—was ruled out. The rupee is under upward pressure. Thanks to a strong stockmarket, booming exports of services, and high interest rates, foreign currency has poured in. 

In the 1990s, the rupee was allowed to slide against the dollar, by about 5% a year, which kept its value fairly stable in real terms. Since 2002, however, it has been appreciating, to the chagrin of some exporters. Even the super-competitive information-technology firms complain about the strong rupee. So India is unlikely to allow the rupee to climb much, especially while China resists revaluing the yuan.

The idea of "unsterilised" intervention, which would lead to an increase in the rupee money supply, was also given short shrift by a Reserve Bank working committee in December, because of its "undesirable expansionary effects". Sterilisation, however, presents other difficulties. The Reserve Bank is running out of government securities to sell. In the past year, while its foreign-currency holdings have climbed from 71% to 87% of its total assets, the rupee securities on its books have fallen from 1,052 billion rupees-worth a year ago to 353 billion rupees-worth.

Hence the need for the market stabilisation scheme. The Reserve Bank contemplated issuing securities of its own, as many other central banks, including China's and South Korea's, have done. India's, however, worried that it could strain its own balance sheet and lead to confusion in the market, where there would be two competing types of sovereign debt.

More government borrowing, on the other hand, would add to India's already yawning fiscal deficit—some 9-10% of GDP if state debt is included. For that reason, the "market stabilisation" bonds will be earmarked as such, and the government will keep the proceeds in cash at the Reserve Bank. So the deficit will increase only by the amount of the interest payments.

Some economists, however, argue that sterilisation is too expensive. The Bank's foreign-currency assets earn far less than the yield on Indian government debt. Mihir Rakshit, an economist at ICRA, a credit-rating agency, estimates the gap at about four percentage points, and so the cost of holding, say, $60 billion in unnecessary reserves is $2.4 billion a year.

Many would agree with Mr Rakshit that, covering some 16-17 months of imports, India's reserves exceed its needs. How to run them down is problematic. Still, it is a better problem to have than the one faced by many developing countries: seeing them run out. 
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