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Abstract:

The value of one unit of a currency in term of other currency is crucial aspect of
stability of the country's economy in current uncertain global financial condition. The
global financial crisis has resulted in the demolition of giant financial institutions &
banks, tightening the flow of capital into the market, with considerable effects on the real
economy all over the world. The crisis has a direct impact on demand and supply of
currencies, leads to fluctuation of exchange rate, INR/USD, across countries, a shock to
one currency is spreading rapidly to the economy, thereby frightening the stability of the
whole economy. This paper empirically analyses the impact of INR/USD fluctuation of
the country's economy. The conditions which have been produced in the economy due to
devaluation of INR against the USD reveals a close statistical relation on many sectors,
during the time span of 8 years, April 2006 to April 2014. The exchange rate has been
witnessed high levels of volatility from a low of 39.37 in January 2008 to 66.89 in Sep
2013 during the chosen period. India by now suffered from huge fiscal and CAD (Current
Account Deficit) adversely impacted by rate pressure. In last one year the local currency
down around 15 % to the USD. To pathway it again many stiff decisions has been taken
by RBI and Government. This paper analyses the impact and cause on the exchange
rate on the economy and measures to create stability.
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INTRODUCTION:

Exchange rate, the rate between currencies at which one currency will be exchanged with a
different currency, also termed as a foreign-exchange rate, forex rate. The value of one unit of a currency in
term of other currency is crucial aspect of stability of the country's economy in current uncertain global
financial condition. The global financial crisis has resulted in the demolition of giant financial institutions
& banks, tightening the flow of capital into the market, with considerable effects on the real economy all
over the world. The crisis has a direct impact on demand and supply of currencies, leads to fluctuation of
exchange rate, INR/USD, across countries, a shock to one currency is spreading rapidly to the economy,
thereby frightening the stability of the whole economy.

The Current prevailing exchange rate (ER) is the Spot exchange rate while the rate which is quoted
at present, but payment and delivery settlement will be held at an exact future date termed forward
exchange rate. A demand — supply mechanism determine the exchange rate a currency, a currency tends to
become more valuable whenever demand for it is greater than the available supply.
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The Indian rupee was associated to the UK Pound from 1950 to 1973. On 24th September 1975, the
association between Indian rupee and pound was ended up and rupee ties to the pound sterling were
detached. A floating exchange rate system was established by Country. The effective exchange rate of
Indian rupee (INR) was placed on a floating basis and connected to a “Basket of currencies” with trading
associates of India. A unified exchange rate system, a structure of the market driven exchange rate was
adopted instead off Liberalized exchange rate system (LERMS) in 1993. However, the RBI did not
surrender its power and duty to arbitrate into the market to manage the Indian currency.

In 1971 collapse of the Bretton Woods system marked the foundation of the floating exchange rate
system in several countries. A series of economic reforms along with liberalization of foreign money
inflows were started since the early nineties in India. Foreign exchange market is evolving as the one of the
largest market in the world with a daily turnover of USD 5.5 trillion. The focus was given to large reforms
of deepening and widening the Forex market and liberalization on control.

We review the theoretical and empirical evidence on the relationship between Co movements in
the exchange rate, INR —USD, and the impact on the economy, via Current account deficit, Export, Import
volume and Foreign Reserve of the country. We try to find the impact of Exchange rate on the performance
of these economic indicators, between the time span of 8 years, April 2006 to April 201. This Policymakers
need to have a comprehensible understanding of the Impact, type and nature when deciding on suitable
responses.

OBJECTIVES OFTHE STUDY

1) Tounderstand determinants of Exchange rate.

2) To study the empirical relation of Exchange rate fluctuation on the Indian economy

3)To study the empirical relation of Exchange rate fluctuation Current account deficit, Export, Import
volume and Foreign Reserve ofthe country.

4)To study the Co relation of Exchange rate fluctuation and BSE Index, as a barometer of economic.

DETERMINANTS OF EXCHANGE RATES.

Exchange rates are a significant indicator of the whole economy. Exchange rates, for instance,
give information about the differences in economic activities among regions and are measured as
significant economic barometers.

Many factors determine exchange rates, and all are linked to the trading association between two
or more countries. Remember, exchange rates are relative, and are expressed as an evaluation of the
currencies of two countries. Some principal determinants of the exchange rate between two countries are
following, these factors are not in a fixed order; like many aspects of economics, the comparative
importance of these factors is much debate

Differentials in Interest Rates

Interest rates and exchange rates are all highly correlated. By changing interest rates, central banks
exert control over exchange rates, and changing interest rates directly impact currency values.

Capital from abroad ? ; Demand for currency|

? ;Currency appreciates ?

Interest rates are raised ?

> Stock market ? ; Capital from abroad ? ;

Economic growth prospects ? ; FDI ? ;

FIG:1 Impact on the exchange rate when interest rates are raised
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Higher interest rates pull foreign capital and result the exchange rate to rise. The reverse connection exists
for decreasing interest rates - that is, lower interest rates cause decrease in exchange rates.

Differentials in Inflation

A country with a constant lower inflation exhibits a growing currency value, as its purchasing
power increases compared to other currencies. During the last two decades, the countries with low inflation
integrated Germany, Japan, and Switzerland, while Canada and U.S.A achieved low inflation recently. The
countries with the highest inflation normally sees depreciation in their currency in comparison to the
currencies of other trading partner. This is also typically accompanied by upper interest rates.

Public Debt

Countries will engage in large-scale deficit financing to pay for public sector projects and
governmental funding. While such activity stimulates the domestic economy, nations with large public
deficits and debts are less attractive to foreign investors. A large debt encourages inflation, and if inflation is
high, the debt will be serviced and ultimately paid off with cheaper real dollars in the future.

In the worst case scenario, a government may print money to pay part of a large debt, but
increasing the money supply inevitably causes inflation. Moreover, if a government is not able to service its
deficit through domestic means (selling domestic bonds, increasing the money supply), then it must
increase the supply of securities for sale to foreigners, thereby lowering their prices. Finally, a large debt
may prove worrisome to foreigners if they believe the country risks defaulting on its obligations.
Foreigners will be less willing to own securities denominated in that currency if the risk of default is great.
For this reason, the country's debt rating (as determined by Moody's or Standard & Poor's, for example) is a
crucial determinant of its exchange rate.

Terms of Trade

A-ratio comparing export prices to import prices, the terms of trade are related to current accounts
and the balance of payments. If the price of a country's export rises by a greater rate than that of its imports,
its terms of trade have positively improved. Increasing trade shows greater claim for the country's exports.
This results in raising revenues from exports, which provides enlarged demand for the country's currency
which leads to increase in the currency's value. If the exports rises by a smaller rate than that of its imports,
the currency's value will reduce in relation to its trading partners.

Political Stability and Economic Performance

Foreign investors inevitably seek out stable countries with strong economic performance in which
to invest. A country with positive attributes will attract investment funds away from other countries
supposed to have more economic and political risk. Political instability, for example, can reduce
confidence and a movement of capital to the currencies of more stable countries.

Speculators, Traders and Financial Instruments

Past and expected values of the currency exchange rate itself may impact on current values of it.
The foreign exchange traders, investors and speculator may turn out to be very relevant to the determination
ofthe exchange rate in market. Financial instruments like F&O ( future, Forward And option)may also play
anvital role on the determination of exchange rates.

A currency speculator, who expects the rate of a foreign currency to be higher in two months, may
purchase the currency in the spot market at today's spot rate, hold it for two months, and then resell it in the
spot market after two months. If he is right, he will earn a profit; otherwise, he will break even or get a loss.
On the other hand, a speculator who expects the rate of a foreign currency to be lower in two months can
borrow the foreign currency and exchange it for the domestic currency at today's spot rate. After two
months, if the spot rate on the foreign currency is adequately lower, he can earn a profit by repurchasing the
foreign currency (to repay the foreign exchange loan) at the lesser spot rate.

RESEARCHMETHODOLOGY :

The study makes an attempt to establish relation between ER of Usd/INR and Economic indicator
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in India during the period of April 2006 to April 2014, ER (USD/INR) have been witnessed high levels of
volatility from alow 0f39.37 inJanuary 2008 to 66.89 in Sep 2013 during the chosen period.

The monthly data on ER are collected from Database of Indian Economy ,RBI Timely data on
other variables Trade balance, Export, Import volume and Foreign Reserve of a country consider in this
study has been sourced from the RBI, while Data of BSe Sensex sourced from BSE India.

The paper attempted to study the relationship of ER on stock indices and other indicator through
the statistical correlation test The tests have been conducted between ER USD/INR) and time series data on
selected indicators.

Correlation measures the degree of association between two variables, Karl Pearson's Coefficient
of Correlation is used to show a degree of quantitative relation between two variables X & Y.

The coefficient of correlation (r) lays in between +1 and -1, used to measure the extent of the
connection between two variables. Where +1 and -1 are the two extreme ends of the scale show strong +ve
correlation and a strong -ve correlation respectively. The sign of 'r ' shows direction and absolute rate
indicates the amount of the relationship .

DATAAND EMPIRICALANALYSIS :

The accessible situation is creating external as well as internal threats for the economy. India may
face financial crisis if we fail to stop falling in the rupee. There is a complex choice for the central bank to
best use its narrow reserve and continue the reliability among foreign investors. The data is showing
continuous depreciation of the INR with US dollar.

The 96 Monthly data from April-2006 till April 2014 of ER USd/INR (ERUI) , Foreign Exchange
Reserve in USD Million (FEU), BSE by index BSE-Sensex ( BSE-S), Current Account Deficit (CAD)s,
Export Volume (EX), Import volume( IM) has been calculated.

USD/INR monthly Exchange Rate
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Chart 1: Monthly USD/INR End Rate And Average Rate
Chart 1 shows the movement of the closing price and average price of USD/ INR on monthly basis on the
gather data from April -2006 to April-14.
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Chart 2: Monthly Current Account Deficit (CAD), Export Volume (EX), Import volume( IM)

Chart 2 explore the monthly movement of Import , Export and Current Account Deficit of India. The line
graph shows the co-movement of three parameter during study period.
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Chart 3: Monthly Foreign Exchange Reserve in USD Million (FEU) and Avg USD/INR.
Chart 3 show co movement of Monthly Foreign Exchange Reserve in USD Million (FEU) and Average
price of USD/INR for selected research period, this graph predict the Un-even distributive movement.
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Chart4: Monthly Avg BSE INDEX and Avg USD/INR
Chart 4 use to show co movement of Monthly Average BSE Index in USD Million (FEU) and Average price
of USD/INR for selected research period

Descriptive Statistics
Median No of
Mean Std. Deviation observation

ERUI 48.84 47.23 6.49 96
FEU($ 280786.54 289255.50 29526.55878 96
million)

CAD -586.09 -543.90 569.430655 96
EX 986.06 897.97 398.7897107 96
™M 1659.41 1414.09 1433.51343 96
BSE-S 16916.18 1729136 2956.09 96

Table 1: Descriptive Statics

The table 1 reveals descriptive statics Mean, Median and Standard Deviation (6) of 96 monthly
collected data of the selected variables. Correlation co-efficient (r) were calculated by Karl Pearson method
to find the relationship between FPE .The correlation Matrix is presented in Table 2.

This is clearly observed that the value of the coefficient of the Pearson Correlation (r) for all
variables is in the range of -1 to +1.

Correlations Table
Correlation ERUI FEU TB EX M BSE-S

ERUI R 1| 04229| -0.1301 0.7811 | 0.2264 0.3526
FEU($ R 0.4229 1 -0.2866 0.5578 | 0.2995 0.6983
million)

CAD R -0.1301 | -0.2866 1 -0.2471 | 0.9773 -0.1926
EX R 0.7811 | 0.5578 | -0.2471 1| 0.3418 0.6275
™M R 0.2264 | 0.2995 | -0.9773 0.3418 1 0.1354
BSE-S R 0.3526 | 0.6983 | -0.1926 0.6275 | 0.1354 1

Table 2: Correlations Table
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It was found that ER USD/INR (ERUI) and Trade Balance (TB) showed a significant negative
correlation.  Foreign Exchange Reserve in USD Million (FEU),BSE by index BSE-Sensex ( BSE-
S),Export Volume (EX), Import volume( IM) are the four selected variables which have a positive
correlation ER USD/INR (ERUI).

Average USD/ INR exchange rate (ERUI) is the most important governing factor of the cross
border trade. The strong negative correlation between these variable approaches the pepsinate relation
between them.

CONCLUSIONAND RECOMMENDATION

The study for the period April 2006 to April 2014 revealed, a bi-directional correlation between
ER USD/INR (ERUI) and the BSE-Sensex ( BSE-S). Interest rates in India attract cross border investment
to get the advantage of the positive interest rate degree of difference. Same time huge Import pressure force
the demand side USD. Depreciation in the Foreign reserve (FEU) due to large Current Account Deficit
(CAD) put pressure on sustainability of Exchange rate, as enhanced market response and amplified net out
flows of USD.

Looking for international environment the raising Petrol prices is one of the most road block in
exchange rate stability. There is a lot that can be done to attract foreign investment and enhance the INR
value lead to economic growth in India. Stakeholders and entrepreneur across the industry need to work
jointly with transparency and trust to produce a healthy environment for Investment.

The exchange rate of the currency in which holds the bulk of its investments determines that real
return .A declining exchange rate decreases the purchasing power and capital gains derived from any
investment. Moreover, the exchange rate affects other earnings factors such as inflation, interest rates and
capital gains from securities.

Government should take some serious measures to bring FDI and create a strong environment for
economic growth to loosen rules for investment in the Indian financial market. The answer to tackling the
issue lies in attracting adequate foreign flows and the best way of doing this is by liberalizing FDI ceilings
with minimizing practical hassles and creating required infrastructure to make it easy for business. Key
policy reforms such as rolling of Goods and Services Tax (GST), Direct Tax Code (DTC), FDI in aviation
and retail, the Companies Bill and diesel decontrol should be initiated properly.

7. REFERENCES;

1.Julian di Giovanni, Jay C. Shambaugh., 2007. The Impact of Foreign Interest Rates on the Economy: The
Role of the Exchange Rate Regime. OCT NBER Working Paper No. 13467.

2.Aghion, Philippe, Bacchetta, Philippe, Ranciére, Romain, Rogoff, Kenneth S., 2006. Exchange rate
volatility and productivity growth: the role of financial development. May NBER Working Paper No.
12117.

3.Aguiar, Mark, Gopinath, Gita, 2007. Emerging market business cycles: the cycle is the trend. Journal of
Political Economy 115 (1), 69-102 February.

4. Amemiya, Takeshi, 1978. A note on a random coefficients model. International Economic Review 19 (3),
793-796 October.

5.Beck, Thorsten, Demirgiig-Kunt, Asli, Levine, Ross, 1999. A new database on financial development and
structure. World Bank Policy Research Working Paper No. 2146.

6.Bernanke, Ben S., Blinder, Alan S., 1992. The federal funds rate and the channels of monetary
transmission. American Economic Review 82 (4),901-921 September.

7.Bernanke, Ben S., Mihov, Ilian, 1998. The liquidity effect and long-run neutrality. Carnegie Rochester
Conference Series on Public Policy 49,149—194 December.

8.Bernanke, Ben S., Gertler, Mark, Watson, Mark, 1997. Systematic monetary policy and the effects of oil
price shocks. Brookings Papers on Economic Activity (1), 91-142.

9.Bertrand, Marianne, Duflo, Esther, Mullainathan, Sendhil, 2004. How much should we trust differences-
in-differences estimates? Quarterly Journal of Economics 119 (1),249-275 February.

10.Borensztein, Eduardo, Zettelmeyer, Jeromin, Philippon, Thomas, 2001. Monetary independence in
emerging markets: does the exchange rate regime make a difference? IMF. Working Paper No. 01/1.
January.

11.Broda, Christian, 2004. Terms of trade and exchange rate regimes in developing countries. Journal of
International Economics 63,31-58.

Tactful Management Research Journal | Volume 2 | Issue 11 | Aug 2014



AN EMPIRICAL ANALYSIS OF RUPEE - DOLLAR FLUCTUATIONS ON ECONOMY

WEBSITES

1.http://dbie.rbi.org.in/DBIE/dbie.rbi?site=home on 25 july 2014
2.https://www.bseindia.co.in/user.htm on25july 2014

3.https://www.sbi.co.in/user.htm on 25 july 2014
4.http://planningcommission.nic.in/data/datatable/index.php?data=datatab on 25 july 2014

Hardik Vora

Research Scholars, Department of Management Studies, BIT Mesra, Jaipur Campus ,
Malviya Industrial Area, Jaipur.

Tactful Management Research Journal | Volume 2 | Issue 11 | Aug 2014



	Page 1
	Page 2
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7
	Page 8

