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ABSTRACT

Currency volatility poses significant challenges to emerging economies such as India, where exchange
rate fluctuations affect inflation, capital flows, and overall financial stability. The Reserve Bank of
India (RBI), as the nation’s central bank, has played a pivotal role in managing such volatility through
a combination of monetary policy interventions, market operations, and regulatory measures. This
research paper critically examines the RBI's strategies in managing currency volatility and their
implications for financial stability during the period prior to 2015, particularly focusing on episodes
such as the global financial crisis (2008-09) and the rupee depreciation crisis (2013). The findings
highlight that RBI's active management of exchange rates—through liquidity operations, reserve
accumulation, and capital flow management—helped contain systemic risks and restore confidence
in financial markets. However, the study also observes trade-offs between exchange rate stability and
monetary independence in an increasingly globalized financial environment.

Keywords: Currency Volatility, Financial Stability, Exchange Rate Management, Monetary Policy,
Reserve Bank of India, Capital Flows

1. Introduction

Exchange rate stability is a key determinant of macroeconomic and financial stability in open
economies. For a developing economy like India, large capital inflows, trade imbalances, and global
financial shocks have frequently led to currency volatility, posing challenges to monetary
management and external balance.

The Reserve Bank of India (RBI), as the country’s monetary authority, bears the dual responsibility
of maintaining price stability and ensuring orderly conditions in the foreign exchange market. Since
the introduction of the Liberalized Exchange Rate Management System (LERMS) in 1993, the RBI
has adopted a managed float regime, wherein market forces determine the exchange rate while the
central bank intervenes to curb excessive volatility.

The decade preceding 2015 witnessed several episodes of sharp rupee movements—the global
financial crisis of 2008, the Eurozone crisis (2011-12), and the U.S. Federal Reserve’s “taper tantrum”
in 2013. This paper examines how the RBI responded to such events and evaluates the implications
of its policy interventions for financial stability.
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2. Conceptual Framework
a) Currency Volatility

Currency volatility refers to fluctuations in the exchange rate due to shifts in capital flows, trade
balances, inflation differentials, and investor sentiment. Excessive volatility can destabilize markets
by increasing uncertainty, affecting imports, exports, and investment decisions.

b) Financial Stability

Financial stability implies a state in which the financial system operates efficiently without
disruptions in credit flow, asset prices, or payment systems. Currency volatility can affect financial
stability through:

o Exchange rate pass-through to inflation, influencing domestic prices.
e Valuation effects on external debt and foreign currency exposures.
e Capital flow reversals, affecting liquidity and asset prices.

c) RBI's Mandate and Policy Framework

The RBI's exchange rate management objective has been to maintain “orderly market conditions”
rather than a fixed target. Its policy toolkit includes:

1. Foreign exchange interventions (spot and forward markets).
2. Monetary policy adjustments (repo, reverse repo, CRR).
3. Reserve management (accumulating or selling foreign reserves).
4. Regulatory measures (external borrowing caps, capital controls).
5. Market communication to influence expectations.

3. RBI's Management of Currency Volatility: Key Episodes

a) The Global Financial Crisis (2008-09)

The collapse of Lehman Brothers in September 2008 triggered massive capital outflows from
emerging markets. The Indian rupee depreciated sharply from around ¥39/USD in January 2008 to
nearly 52 /USD by March 2009.

RBI's Response:
e Sold approximately USD 37 billion from reserves to smoothen volatility.
e Reduced the Cash Reserve Ratio (CRR) and repo rates to inject liquidity.

e Introduced special refinance facilities for banks and NBFCs.
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e Opened external commercial borrowing (ECB) windows to attract foreign funds.

Outcome:
The rupee stabilized by mid-2009 as global liquidity returned, demonstrating the efficacy of
coordinated monetary and forex measures

b) Eurozone Crisis and External Sector Pressure (2011-12)

During the European sovereign debt crisis, risk aversion led to capital outflows from emerging
markets. The rupee again depreciated to nearly ¥56/USD by June 2012.

RBI Measures:
o Tightened short-term speculative flows through restrictions on offshore derivatives (NDFs).
e Liberalized foreign direct investment (FDI) inflows in select sectors.

e Allowed Indian corporates to raise foreign currency through qualified institutional
placements.

These actions balanced liquidity needs with external vulnerability management
c) The Taper Tantrum and Rupee Depreciation (2013)

In mid-2013, the U.S. Federal Reserve’s announcement of tapering its quantitative easing triggered
sharp capital outflows from India. The rupee fell by over 20%, touching an all-time low of
%68.85/USD in August 2013.

RBI’s Crisis Management under Dr. Raghuram Rajan (2013-14):

e Introduced the FCNR(B) deposit swap scheme to attract foreign currency deposits,
garnering over USD 34 billion.

o Tightened short-term liquidity by raising marginal standing facility (MSF) rates.
e Announced special concessional swap windows for oil marketing companies.
e Strengthened macroprudential norms for external commercial borrowings.

Impact:
By early 2014, the rupee recovered to X60-62/USD. RBI's calibrated actions restored investor
confidence and prevented systemic contagion in financial markets

4. Impact on Financial Stability
a) Inflation and Price Stability

By curbing exchange rate volatility, RBI limited imported inflation pressures, especially in fuel and
commodities. Inflation averaged around 7-8% during 2008-14, stabilizing post-2013 due to tighter
monetary policy.
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b) Banking Sector Stability

Stable exchange rates preserved the value of foreign currency assets and liabilities, reducing default
risks in external borrowings. RBI's stress-testing frameworks (Financial Stability Reports, 2010-
2015) reflected improved resilience.

c) Investor Confidence

India remained among the most attractive destinations for portfolio flows post-2013, aided by
consistent RBI policy credibility and adequate reserve buffers.

d) External Vulnerability Indicators

India’s external debt-to-GDP ratio remained below 25%, and the current account deficit improved
from 4.8% of GDP in 2012-13 to 1.7% in 2014-15, signalling stronger external stability.

Table 1: Summary of RBI's Anti-Volatility Measures and Outcomes (2008-2015)

. Impact on Financial
Year/Period Key Measures Impact on Exchange Rate Stability
2008-09 zi(slirrll;erventlons, liquidity Stabilized post-crisis Avoided credit crunch
2011-12 FDI ll.be.rallzatlon, NDF Moderated rupee decline Fmproved external
restrictions inflows
2013-14 | FCNR(B) scheme, MSF hike Rupee recovered from Restpred market
record low confidence

5. Limitations and Policy Trade-offs
While the RBI successfully maintained short-term stability, certain challenges persisted:

1. Sterilization Costs: Continuous interventions imposed fiscal burdens.

2. Limited Autonomy: Managing volatility often conflicted with inflation targeting objectives.
3. Capital Flow Sensitivity: Dependence on global liquidity exposed India to external shocks.
4

Structural Constraints: Persistent current account deficits and energy import dependence
limited flexibility.

Despite these, the RBI’s multi-pronged strategy established India’s credibility as a well-managed
emerging economy.
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6. Conclusion

The period before 2015 demonstrated the crucial role of the Reserve Bank of India in mitigating
currency volatility and safeguarding financial stability. By effectively combining exchange rate
management, reserve operations, and macroprudential regulation, the RBI maintained stability
during major global shocks.

Episodes such as the 2008 global crisis and the 2013-rupee depreciation underscored that central
bank credibility, timely intervention, and prudent communication can anchor expectations and
preserve systemic confidence.

Looking ahead, the challenge remains to balance exchange rate flexibility with monetary
independence, ensuring that interventions do not distort long-term market fundamentals. Sustained
stability will depend on continued fiscal discipline, diversification of capital inflows, and structural
reforms that reduce external vulnerability.
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