
   The price of one currency in terms of the other is known as the exchange rate.  E.g. $1 = ₹ 75. 

                                                            Meaning, it costs ₹ 75 to buy one dollar.                                                                        Broadly two types of exchange rate  

        The exchange rate of any currency is determined by the supply and demand for the country’s                                                   1- Fixed exchange rate  

                                                          currency in the international foreign exchange market.                                                                       2- Flexible exchange rate  

           This is also called Nominal Exchange Rate because it does not take into consideration inflation   

                                                                  or purchasing power in the respective countries. 

                Foreign Exchange Market is a place where currencies are exchanged.  

 

 

 

 

 

 

 

 

                                                                                                                                                                                                                          When the exchange rate is decided by the market force (demand and  

                  When the exchange rate between the domestic and foreign currencies is fixed                                                                              supply of currency), it is called the flexible exchange rate. 

                 by the monetary authority of a country and is not allowed to fluctuate beyond a limit,                                          flexible exchange rate provides a good deal of autonomy in respect of 

                                                               it is called fixed exchange rate.                                                                                                        domestic policies as it does not require any obligatory constraints. 

          The basic purpose of adopting fixed exchange rate system is to ensure stability in foreign trade                          flexible exchange rate is self-adjusting and therefore it does not devolve 

                  and capital movements.                                                                                                                                                    on the government to maintain an adequate foreign exchange reserve to 

It ensures that the domestic currency does not appreciate or depreciate beyond the predetermined level.                                                          stabilize the exchange rate. 
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      To ensure that the economic fundamentals of the Indian economy are correctly reflected in the external value of Indian rupee. 

         Reduce the volatility in exchange rates for ensuring that changes in the exchange rates take place in a smooth and orderly manner. 

             Maintain a sufficient level of foreign exchange reserves to deal with any external currency shocks. 

              Help in the elimination of market constraints for ensuring the growth of a healthy foreign exchange market. 

               To help in the prevention of the emergence of any destabilizing and speculative activities in the foreign exchange market. 

 

 

 

 

 

 

 

 

 

 

                                           During high volatility in the exchange rate, Central bank intervenes to prevent the exchange rate going out of control. 

                                     The increase in inflation rate can increase the demand for foreign currency which can negatively impact the exchange rate of the national currency. 

                                 If the interest rates on government bonds are higher compared to other country forex markets, it can increase the inflow of foreign currency, while lower interest 

                                                                 rates can lead to the outflow of foreign currency.  

                              Exports and imports affect exchange rate as exports earn of foreign currency while imports require payments in foreign currency. Thus, if the overall exports increases,  

                                                                                                              the national currency appreciates, while increases in imports leads to the depreciation of the national currency. 

                           Apart from above, the Indian foreign exchange market is also affected by factors such as the receipts in the accounts of exports in invisibles in the current account, inflow  

                                                                 in the capital account such as FDI, external commercial borrowings, foreign institutional investments, NRI deposits, tourism activities etc. 
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