
How Prolonged Inflation Can Affect Foreign Exchange Rate? 

Inflation- Meaning 

Common explanation of the term inflation refers to a persistent rise in prices over time. It 

indicates a free market principle of supply and demand. When the demand for a product is 

greater than the supply (in a free and open market) in such situations, the prices of that 

product tends to increase. Inversely, when supply is greater than demand in such a situation 

we find prices go down. Simply put, with too much of product supply in the market each 

unit loses value. 

Technically speaking, inflation is not so much about an increase in prices, but the decrease 

in the buying power of the dollar. Investors who deal with international goods or services 

are hugely affected by forex rates. The higher inflation rates can cause exchange rate 

depreciation, potentially leading to higher import prices. 

It even leads to higher inflation and more depreciation in the foreign exchange rate. This is 

relatively a rare situation and should not be often observed, provided that periods with high 

inflation are usually met with an increase in domestic interest rates. 

Inflation, Interest Rates & FX 

The direction of interest rates is to a large extent influenced by the rate of inflation. Inversely, 

interest rates influence the direction of inflation and if inflation is at the higher side, the 

interest rate is ideally raised by the nation’s Federal Reserve to slow economic growth. 

Again, when inflation is low, economic growth is generally low and such decrease in rates is 

enacted to lower the cost of borrowings and to spur economic growth. Similarly, when 

interest rates are increased to tame inflation, foreign capital gets attracted to higher rates 

as compared with other countries. Investments are at bulk when the rate of interest is at 

higher levels. This helps to boost the foreign exchange rate. But when inflation is high, the 

rise of the currency automatically tends to become limited. As currency rates go lower, 

currencies suffer in such an environment. 

What are the factors that lead to Inflation?  

Government & Public Debt- If the government spends more than they take in, they must 

either borrow or print money out of thin air to cover their operating expenses. When a 

country borrows its debt increases to raise the money which is required for debt 

repayments, the government may use one of the several methods including rising taxes or 

printing more money. 

An increase in taxes to businesses will result in higher prices of goods and services for 



customers because businesses must pass on the increased burden of the corporate tax. The 

government borrows money it “monetizes” it which is one way the government “prints 

money.” It is the increase in the money supply which is the primary cause of price inflation. 

Increase in Input Costs- The manufacturers also initially see the increase in input costs (raw 

materials, labour, and utilities) but eventually, this cost is passed on to the consumers by 

increasing the price of finished goods. 


