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 Reserve Bank of India (RBI) has increases interest rates continuously since 
October 2004 in order to cool down the economy. The aim is to reduce borrowing by 
Indian corporates. RBI is raising the cost of capital to goad them into postponing their 
investment plans in order to reduce demand for cement, steel, labour and transport and 
cool down the economy. The RBI’s focus is on controlling inflation. But the RBI is itself 
partly responsible for this problem. It has started buying dollars to increase forex 
reserves since March 2006. The exporter, for example, brings dollars. The RBI buys 
these dollars for holding as forex reserves. It prints notes and gives to the exporter. This 
leads to increased supply of money in the economy and leads to increase in price. In 
turn, the RBI has to raise interest rates further to manage inflation it has created. RBI is 
like the house owner who has to pump ever more water from his basement because he 
does not attend to the water pouring in through a tap he has himself opened. RBI has to 
likewise increase interest rates because the apex bank does not attend to the increase in 
money supply it is itself creating. 
 

The RBI seems to be pursuing two objectives—control of inflation and holding large 
forex reserves to ward off any collapse in the world economy. But the domestic economy 
is being deliberately slowed down in the process. 

 
True, RBI’s main concern is with inflation. But other ways of controlling the same are 

available that do not entail slow down in the economy. RBI should sell its huge forex 
reserves instead of increasing them. There is about $160 billion of reserves which is 
much more than India’s requirement. Standard & Poor’s credit analyst Agost Benard 
points out in an April 2005 article that while ‘‘defining the optimal level of reserves for 
any country is tricky, it is generally agreed that by most ratios (the emerging economies) 
are sitting on reserves that provide a more-than-comfortable cushion. Reserves covered 
short-term debt 3x in Korea, about 5x in China, Thailand, and Taiwan, and 25x in India, 
reflecting its negligible level of short-term external debt.” India is unnecessarily holding 
these huge reserves. This accumulation of reserves sucked out the productive capital 
from the country during BJP’s rule and growth rate remained dismally low. That party 
was hustled out of power. The Congress seems to be following the same self-destructive 
path. Instead, RBI should sell part of the reserves. This will lead to more availability of 
dollars in the Indian market, reduce the price of dollar vis-a-vis the rupee, lead to lower 
price of imports and reduce domestic inflation. For example, India was paying about Rs 
3,150 per barrel of oil till recently at a world price of $70 per barrel and an exchange rate 
of Rs 45 to a dollar. Presently the rupee has depreciated, in part, due to the purchase of 
dollars by RBI, and now India is paying Rs 3,220 per barrel at an exchange rate of Rs 46. 
If, however, the price of rupee increases to Rs 40 per dollar, India would have to pay only 
Rs 2,800 per barrel of oil. That would control inflation to some extent. Kishlaya Pathak, 
Standard Chartered’s India economist, says India is facing higher inflation due to high 
international: “The Basic Metal Alloys and Metal Products category is causing concern. 
Prices in this category have risen by about 19.5%. That is reflective of the international 
metal price cycle. Another important variable is the hike in fuel prices. In fact, almost 
45% of the price rise being witnessed is a result of international factors. India is 
importing high inflation. Overheating domestic demand is not a problem currently.” The 



simple solution to this problem is to sell forex reserves, allow the rupee to appreciate and 
thereby reduce the rupee price of imports. 

 
The policy of RBI to increase forex reserves at this juncture defies reason. One may 

remembers that India’s forex reserves had stood at a near-stationary figure of $140 
billion during 12 months preceding President George W Bush’s visit to India in March 
2006. The RBI started buying dollars immediately after Bush’s visit and they stand at 
$160 billion currently—and increasing. This leads to increase in the demand for dollars, 
appreciation of the dollar currency vis-a-vis the rupee, and yet higher price of imports. 
RBI is pouring oil on fire. RBI has to make larger increases in interest rates to contain 
the inflation it has created. This is leading to triple-negative effect on the domestic 
economy. The price of imports is rising, the rupee is depreciating, and the RBI is making 
hefty increases in interest rates to contain the consequent effects. 

 
But why is RBI implementing such a self-destructive policy? The first available 

explanation is that interest rates are being increased to prevent outflow of global capital 
in the wake of increase in interest rates by the US Federal Reserve Board. Perhaps the 
East Asian crisis of a decade ago is weighing on RBI’s mind. But, unlike India, those 
countries did not have adequate reserves to cover their short term debt. Planning 
Commission Vice-Chairman Montek Singh Ahluwalia had floated the idea of using forex 
reserves for investment in infrastructure. Obviously he thinks India’s level of reserves is 
adequate. His idea has been given a quiet burial, especially after Bush’s visit. 

 
These forex reserves were accumulated precisely to deal with an eventuality like that 

prevailing presently when foreign capital leaves Indian shores for greener pastures. It is 
time that the RBI sold these reserves and causes the rupee to appreciate. That will 
provide incentive to foreign investors not to leave the country. The share of Rs 1,000 will 
get them $25 instead of $20 if the rupee rises. The RBI’s policy is like that of the farmer 
who has enough reserves of food grains for three years but is yet depriving his children of 
the same and instead accumulating yet more. Or, RBI’s policy is like that of the 
householder who keeps the candle locked in the almirah when load-shedding takes place 
and runs to buy more candles from the street corner shop. 

 
In any case, RBI’s attempt to prevent outflow of global capital by raising interest rates 

is likely to fail. The higher interest burden will dampen profitability of Indian companies 
and one may see continued exit of foreign investors. 

 
It seems RBI is more concerned with the welfare of President George W Bush, 

American consumers and Indian exporters and less with the welfare of the people of 
India. RBI should reconsider this disastrous policy. Instead of buying dollars it should 
sell them so that citizens of the country are spared of the RBI-induced inflation, interest 
rates are kept in check and growth is not throttled. 
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