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Currency – Appreciation, Depreciation and It’s Impacts 
 
Appreciation Vs. Depreciation 
 In a floating exchange rate system, market forces (based on demand and 

supply of a currency) determine the value of a currency. 
 Currency Appreciation: It is an increase in the value of one currency in 

relation to another currency. 
 Currencies appreciate against each other for a variety of reasons, 

including government policy, interest rates, trade balances and business 
cycles. 

 Currency appreciation discourages a country's export 
activity as its products and services become costlier to buy. 

 Depreciation Vs Devaluation: 
o If the value of the Indian Rupee is weakened through 

administrative action, it is devaluation. 
 While the process is different for depreciation and 

devaluation, there is no difference in terms of impact. 
o India used to follow the administered or fixed rate of exchange 

until 1993, when it moved to a market-determined process or 
floating exchange rate. 
 China still adheres to the former. 

 
Concerns with Rupee depreciation 
What are the measures proposed? 

• Imports - Steps would be taken to curb the import of non-essential goods and 
encourage the export of domestic goods to address the rising current account 
deficit. 

• The non-essential import commodities will be decided after consultations with 
concerned ministries and will be WTO-compliant. 

• FPI limit - Restrictions will be removed with respect to FPI exposure limit of 
20 percent in corporate bond portfolio to a single corporate group or company 
or entity and 50 per cent of any issue of corporate bond. 
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• Masala Bonds - Indian borrowers will be encouraged to issue rupee-
denominated ‘masala bonds’ to facilitate the inflow of dollars and de-risk the 
economy from fluctuations in the exchange rate. 

• Also, the current withholding tax of 5% on Masala bonds issued till March 
2019 and the restrictions on Indian banks on marketing and under writing of 
masala bonds would be removed. 

• External commercial borrowing[ECB] – The manufacturing entities will 
be permitted to avail ECB facility with minimum maturity of one year, instead 
of the earlier limit of three years. 

What are the fundamental reasons behind the decline of the rupee? 
• Devaluation – It generally decreases the price of exports in foreign countries 

and provides a boost to exports by making them more competitive. 
• Correspondingly, volume of imports in the domestic economy would be 

reduced by making imports more expensive. 
• But since several countries are devaluing at the same time, India is neither 

benefitting from their exports being cheaper abroad nor will there be a huge 
fall in imports. 

• Alternate Energy –Failure in finding sustainable domestic sources of energy 
to address the over-reliance on oil imports creates tremendous stress on CAD. 

• Inflation - The depreciating rupee is also a symptom of persistently higher 
domestic inflation in India. 

• For instance, the rupee has lost about 60% of its value in the last 10 years 
against the dollar in line with vastly different inflation rates between the two 
countries. 

• Ripple effects – Crude oil price hikes increases the cost of transportation of 
goods being transported by road, including food items, it creates ripple effects 
on rising food inflation in the country. 

What can be done to overcome this? 
• A long-term plan to remove policy barriers in the promotion of export oriented 

sectors needs to be framed. 
• Excise duties could be lowered by the Central government when crude oil 

prices get high, so does the state governments in the form of VAT. 
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• The RBI could offload large amounts of dollars and increase its supply to check 
the appreciation of the dollar. 

• Also RBI’s intervention in the foreign exchange market from time to time to 
manage a soft landing for the rupee has to be continued. 

• A well thought out rate increase by MPC should be carried out since it could 
make FPI’s pull out of Indian stocks and affect the profitability of companies. 

• Borrowing from NRIs by floating special NRI bonds with maturity periods 
of at least three years could also be made to address investment outflow. 

• Thus, though the government has tried to incentivise debt creating capital 
inflows through its proposed measures, it does not augur well for the economy 
in the medium- to long-run. 

 
Negatives of Rupee appreciation 
What are the shortcomings? 

• It can cause damage in term of lost exports growth. 
• There might also be a fall in domestic production due to cheapening imports. 
• In the current year so far, a total of $31 billion of FPI flows have already come 

versus an outflow of $2.7 billion in the same period. 
• This is because interest rates are significantly higher in India. 
• So around 2/3rdof the FPI flows have been in the form of debt instruments like 

bonds and securities. 
• This rate is not slowing down in the near future as the US economy is not 

reflating at the expected pace. 
• In this case, FPIs benefit from both the higher interest rates as well as the 

appreciation of the rupee. 
• More the inflows, greater will be the appreciation. 
• This would make India a suitable place for carry trade. 
• A carry trade is a strategy in which an investor borrows money at a low interest 

rate in order to invest in an asset that is likely to provide a higher return. 
• It makes our exchange rate more volatile and also drains our forex. 

What has RBI done to tackle this? 
• RBI has purchased $20 billion, half each in the spot and forward markets. 
• RBI has tried to slow debt inflows by tightening norms for masala bonds. 



5 

Easy to PICK UPSC “PT” DNA 

  

• The tenors were raised to 3-5 years and an interest rate cap was imposed. 
• RBI also said that each issue would be cleared by it. 
• SEBI reinforced this with a temporary ban on new issues. 
• RBI also tried to increase the maturity profile of FPI investments in G-

Securities. 
What should be done? 

• There is no short-term solution to slowing, or reversing the rupee’s 
appreciation. 

• There should be sharper cuts in interest rates. 
• Inflows should be slowed down by promoting outward FDI. 
• The automatic hikes that were put in place for FPI positions in the bond 

market two years ago should be relooked to make it serve as a cap to debt 
inflows and the rupee’s appreciation. 

• Government has to create enough fiscal space to be able to service the 
resulting lower interest rates. 

• RBI has been using stronger rupee as an inflation-fighting tool. 
• It is time for RBI to shift the focus and estimate the damage caused by an 

appreciating rupee and to take necessary steps. 
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TH EXPLAINER 
The free fall of the rupee 
Why are countries increasing their interest rates? What are the ways in which the 
RBI has tried to cushion the fall of the rupee? 
 The Indian rupee hit an all-time low against the U.S. dollar this week 

weakening past the 79 rupees to a dollar mark and selling as low as 79.05 
against the dollar on Wednesday.  

 Many analysts expect the rupee to weaken further in the coming months and 
move past the 80 rupees to a dollar mark. In fact, the International Monetary 
Fund (IMF) expects the rupee to weaken past the 94 rupees to a dollar mark by 
FY29. 

What is happening with the rupee? 
 The Indian rupee has been witnessing a steady decline this year, losing more 

than 6% against the U.S. dollar since the beginning of 2022. India’s forex 
reserves have also dropped below $600 billion, plunging by more than $50 
billion since September 3, 2021, when forex reserves stood at an all-time high 
of $642 billion.  

 The drop in India’s forex reserves is believed to be largely due to steps taken by 
the Reserve Bank of India to support the rupee. RBI officials, however, have 
noted that the drop in forex reserves is due to a fall in the dollar value of assets 
held as reserves by the RBI. For instance, if a portion of the reserves are in 
euros and the euro depreciates against the dollar, this would cause a drop in 
the value of forex reserves. 

 It should be noted that, as a matter of policy, the Indian central bank has 
usually tried to slow down or smoothen, rather than reverse or prevent, the fall 
in exchange value of the rupee against the U.S. dollar.  

 The aim of the RBI’s policy is to allow the rupee to find its natural value in the 
market but without undue volatility or causing unnecessary panic among 
investors. State-run banks are usually instructed by the RBI to sell dollars in 
order to offer some support to the rupee. 

 By thus selling dollars in the open market in exchange for rupees, the RBI can 
improve demand for the rupee and cushion its fall. 

What determines the rupee’s value? 
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 The value of any currency is determined by demand for the currency as well as 
its supply. When the supply of a currency increases, its value drops. On the 
other hand, when the demand for a currency increases, its value rises.  

 In the wider economy, central banks determine the supply of currencies, while 
the demand for currencies depends on the amount of goods and services 
produced in the economy. 

 In the forex market, the supply of rupees is determined by the demand for 
imports and various foreign assets. So, if there is high demand to import oil, it 
can lead to an increase in the supply of rupees in the forex market and cause 
the rupee’s value to drop.  

 The demand for rupees in the forex market, on the other hand, depends on 
foreign demand for Indian exports and other domestic assets. So, for instance, 
when there is great enthusiasm among foreign investors to invest in India, it 
can lead to an increase in the supply of dollars in the forex market which in 
turn causes the rupee’s value to rise against the dollar. 

What is causing the rupee to lose value against the dollar? 
 Since March this year, the U.S. Federal Reserve has been raising its benchmark 

interest rate causing investors seeking higher returns to pull capital away from 
emerging markets such as India and back into the U.S.  

 This, in turn, has put pressure on emerging market currencies which have 
depreciated significantly against the U.S. dollar so far this year. Even 
developed market currencies such as the euro and the yen have depreciated 
against the dollar and the dollar index is up more than 9% so far this year.  

 In fact, some analysts believe that the RBI’s surprise decision to raise rates in 
May could have simply been to defend the rupee by preventing any rapid 
outflow of capital from India. In 2013, the rupee fell 15% against the dollar in 
about three months after investors were spooked by the US Federal Reserve’s 
decision to trim down its bond purchase program that had helped keep long-
term interest rates low. 

 Moreover, India’s current account deficit, which measures the gap between the 
value of imports and exports of goods and services, is expected to hit a 10-year 
high of 3.3% of gross domestic product in the current financial year.  
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 This means that India’s import demand amid rising global oil prices is likely to 
negatively affect the rupee unless foreign investors pour sufficient capital into 
the country to fund the deficit. But foreign investors are unlikely to plough 
capital into India when investment yields are rising in the U.S. Yields on U.S. 
10-year Treasuries, for instance, have risen from around 0.5% in mid-2020 to 
over 3% now. 

 The rupee, it should also be noted, has consistently lost value against the U.S. 
dollar for several decades now. A major reason for this has been consistently 
higher domestic price inflation in India.  

 Higher inflation in India suggests that the RBI has been creating rupees at a 
faster rate than the U.S. Federal Reserve has been creating dollars. So, while 
capital and trade flows gain a lot of attention in discussions on the rupee’s 
value, the difference in the rates at which the U.S. Federal Reserve and the RBI 
regulate the supply of their currencies may play a much larger role in 
determining the value of the rupee in the long run. 

What lies ahead? 
 Analysts believe that, over the long run, the rupee is likely to continue to 

depreciate against the dollar given the significant differences in long-run 
inflation between India and the U.S. 

 At the moment, as the U.S. Federal Reserve raises rates to tackle historically 
high inflation in the country, other countries and emerging markets in 
particular will be forced to raise their own interest rates to avoid disruptive 
capital outflows and to protect their currencies. It should be noted that 
inflation in the U.S. hit a 41-year high of 8.6%. 

 The RBI too has been trying to rein in domestic consumer price inflation, 
which hit a 95-month high of 7.8% in April, by raising rates and tightening 
liquidity. As interest rates rise across the globe, the threat of a global recession 
also rises as economies readjust to tighter monetary conditions. 

. 
 
. 
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All the best 
JAI HIND 
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ASPIRE IAS UPCOMING EXCLUSIVE sessions FOR MAINS-2023 

 

1. Geography OPTIONAL 
RRVAP (Rapid round value 
addition programme with TEST 
SERIES) 

• For the last 9 years favourite programme 
among students. 

• Where you are lacking we are working upon 
like, Paper-2 in contemporary and 
geographical manner, Mapping and its 
application, special emphasis on Thoughts-
Regional planning and biogeography. 

• Full coverage of geography with writing 
skill development 

• 2013 when the average score was 140 in 
Geo our students scored 200+ (Isha Dhuna, 
Nitin Agarwal and Aditya uppal) 

• 2014 when average score is 230 our 
students scored 280-300 (Aditya uppal 
RANK-19 309 marks) 

• Same trend in 2015-21 
• Available online and offline 2023 

 
2. Our best and SUCCESS GRADE 

course Newspaper analysis and 
writing skill programme. 
** Our TM and most successful programme 
start from 15th Sep  2022 with the 
coverage of last 3 years issues highly 
helpful in P-2&3  
(Seats are limited). FOR FRESHERS AS 
WELL AS THOSE WHO WANT TO 
SCORE 450+  IN MAINS 2021  
 

3. Writing skill development, 
enhancement and 
management programme. 

• Best developed programme to enhance the 
writing skills at individual level 

• Yield a fantastic result: RANK-22 (Saloni 
Rai) and Rank 1 Nandani others…. 

22 sessions till oct 2022 (online and offline) 
with same day discussion, feedback and 
evaluation of the copies. 
 
4. Special batch for ETHICS and 
150 CASE STUDIES. (15 days 
with the guidance to score 110+ 
by DIRECTOR sir)-Online 
available 
 
5. RAW  GS MAINS crash 
course-online 
6. Sanjeeveni Prelims GS crash 
course – Online  
7. Ncert Foundation btachC2U 
Sep 2023 
8. Target 50 GS-FOUNDATION 
batch for 2023… from 22nd August 
2023. 
9. SAARTHI mentorship 
Programme 
 
All the Best – JAI HIND 
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