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MODEL ANSWER

Q. The depreciation of the rupee poses challenges for the Reserve Bank of India (RBI) in
balancing inflation, growth, and currency stability. Analyze the policy options available to the
RBI in addressing this situation

The depreciation of the Indian rupee poses significant challenges for the Reserve Bank of India (RBI)
in maintaining a delicate balance between inflation control, economic growth, and currency stability.
A weakening rupee increases import costs, fuels inflation, and raises external debt servicing burdens.
At the same time, it enhances export competitiveness. The RBI, as the custodian of monetary stability,
has multiple policy options to manage this situation effectively.

Policy Options Available to the RBI
1. Foreign Exchange Market Intervention
o Direct Dollar Sales: RBI can sell foreign exchange reserves to curb excessive volatility. For
instance, in 2018, when the rupee breached the 74-mark against the US dollar due to rising
crude oil prices, RBI intervened by selling dollars to stabilize the currency. However,
frequent intervention can deplete forex reserves.
Buy-Sell Swap Mechanism: Instead of directly selling dollars, RBI can use swaps, as seen in
2019, when it introduced a $5 billion swap auction to manage liquidity while indirectly
supporting the rupee.
2. Interest Rate Adjustments
e Monetary Tightening: Raising the repo rate can attract foreign capital inflows, strengthening
the rupee. In 2013, during the ‘Taper Tantrum’ crisis, RBI raised interest rates to counter
capital outflows and rupee depreciation. However, higher rates can slow down economic
growth.
Maintaining a Neutral Stance: If economic growth is a priority, RBl may avoid aggressive
rate hikes, as seen in 2022 when it balanced inflation control with growth concerns amid
global uncertainties.
3. Liquidity Management Measures
e Open Market Operations (OMO): RBI can conduct OMOs by selling government securities
to absorb excess liquidity. For instance, in 2018, RBI used OMOs to curb inflationary
pressures caused by a falling rupee.
Cash Reserve Ratio (CRR) Adjustments: Raising CRR can help curb inflation but may
tighten liquidity. In 2010, RBI increased CRR to control inflation, but it also impacted credit
availability for businesses.
4. Boosting Capital Inflows
e Encouraging FDI and FPI: Easing restrictions and improving investor confidence can
stabilize the rupee. In 2019, RBI and SEBI relaxed FPI norms, which helped attract
investments and supported the rupee.
Monitoring External Commercial Borrowings (ECBs): Regulating excessive foreign
currency borrowings prevents currency mismatches. In 2013, RBI tightened ECB norms to
curb external vulnerabilities.
5. Trade and Structural Reforms
e Managing the Trade Deficit: Reducing non-essential imports (such as gold restrictions in
2013) and boosting exports can help stabilize the rupee.
Incentivizing Export-Oriented Sectors: The IT sector benefited from rupee depreciation in
2022, with companies like Infosys and TCS reporting higher revenue due to increased export
earnings.
6. Allowing Market-Driven Adjustment
o Letting the Rupee Adjust Naturally: Allowing gradual depreciation can enhance export
competitiveness. For example, in 2020, the RBI allowed the rupee to depreciate amid
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COVID-19 disruptions to support exports. However, excessive depreciation can lead to
inflationary pressures.

The depreciation of the rupee presents a complex challenge for the RBI, requiring a careful balance
between inflation control, economic growth, and currency stability. While foreign exchange
interventions, interest rate adjustments, and liquidity management are immediate responses, long-term
measures such as trade reforms and incentivizing capital inflows are essential for maintaining
macroeconomic stability. A calibrated and flexible policy approach, considering global uncertainties
and domestic growth requirements, will be crucial in navigating this situation effectively.
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UY: T & AT A YR frod §@ (RBI) & fow garewifa, e o s fRRar & &g
g g9 A gHifoal Iad 8 Wt &1 39 RAfa I fues & forg foid 99 & o Suasy Aifa
faweal o1 fazawor H31

YR 30 &1 faHed HR1g Rord §& (RBI) & e garewifa o=, enffe faem ok gar fRrar &
9 T ANE e §E 3@ § 3gH gAlfaal U dal ¢ HHSR gidl SUdT ST dFTd Serdl g,
Tarmifd B 9gIdT § SR ST B0 ¥ R 9 ft Fgrar g1 9y &1, ug fafa ufaxguyf & +f sgrar 31
ﬁ%?ﬁ%ﬂﬁ%mﬁ RBI & UMY 39 fUfd &1 gyt &7 ¥ vefid o= & g &g Aiforma
fapay B

RBI & foT Iuasy Hifa fawey
1. fac=h go1 R ¥ gy
o V™Y SR Al RBI SARE FRRAT & Ad & e A=l gar ¥R & 99 Twbar g
ITERUN & fAIY, 2018 H, T Fad ddd Bl dgdl Bidl & HRU SUAT 3ARD! SIeR & Gblad 74
& TR I IR FHR T, & RBI 7 G Bl FRR F7 & U SIeR SR g%aay foran| gTaiifes, aR-
IR &Y B ¥ fag=h g1 veR & oft gl Ihar g
Tie-faet Wy &: AiY STeR 9 & 99, RBI XU o7 T JUTNT B Febdl 8, Ol fob 2019 H
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2. ST &R HTAISHA
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TOgd 81 Gl g1 2013 H, TWR ' UHe & SR, RBI A Yoit dfgdlg 3R ¥0 & Teagr™ &1
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Tohdl , oI f 2022 H @1 T AT o9 39 afyes sifAfdadrstt & o faer ffanst &
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3. TRadl Yd Y= U™
o gAT STSR YRATEA (OMO): RBI ifaRed cRadl &I Sa=Nd B & I Wb RT ufcryfoi ol
FIFH OMO HT ITINT &R Tdbdll § | I&TERUT & for, 2018 T, RBI A R T & HRUT GERb Iy
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ora gl 8, Afes T ST averan off 1 8 It 81 2010 H, RBI A GERWifd &1 FRifid a3 &
forT CRR Sgm, AfdsT 39X a9l & forT 07 Iuetesuar wR U SRR U Tl

4. Uit Y4Tg &1 S 1aT ST
e FDI 3R FPI &1 WiATfed S Uiasel § Siat iR Fawe! & faym & guR e 300 & fRRR
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IUY DI Heagr $1 A & 2| BT, Sfie Teag JERWIfd & gaTd &I Ht 7 § g
gl

FUY HT 3T RBI & o TP Sfed gt U1 vt &, foraas forg garemifa fason, sifdfer faswm ek
o1 RRAT & o FrauYde Tqe & STaadhdl gl 8| STafd faeRft JaT exda, sarel e JHraeH
3R TR TeeH dhTdl UfafshaTd §, IR JUR 3R Yoit UdTe &1 Uiefed H- oY iddbiiers Surg
ATIE T FRRT I T8 & o srawas § | afyes sifAfdadnstt ok wRe fawr sraxgsmarsit &1
& o T gU TP Tgferd ifa eBwior 59 fRufa § gurdt &1 d fRue & mgayuf yftyet fFvmm|




