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01 | Key Terms and Explanations 

Understanding this issue properly begins with getting the vocabulary right. Many of these terms 
appear deceptively simple in newspaper headlines but carry layers of meaning in an examination 
context. 

Balance of Payments (BoP) 

• A systematic record of all economic transactions between residents of a country and the rest of 
the world over a given period. 

• Comprises two main accounts: Current Account (trade in goods, services, income, transfers) and 
Capital & Financial Account (FDI, FII, loans, reserves). 

• A BoP crisis occurs when a country cannot meet its external payment obligations. India's present 
vulnerability is not a classic BoP crisis but a structural current account pressure driven by 
persistent import demand fuelled by domestic price distortions. 

Current Account Deficit (CAD) 

• Arises when a country imports more goods and services than it exports. 

• For India, the energy import bill — particularly crude oil and fertilizers — is the single largest driver 
of CAD. 

• Every $10 rise in global crude oil prices widens India's CAD by approximately $12–15 billion 
annually, illustrating the direct structural link between global price volatility and India's external 
account. 

Price Fixity (Administered Prices) 

• A policy regime where domestic retail prices of certain commodities — particularly petroleum 
products, fertilizers, and electricity — are kept fixed or adjusted only rarely by the government, 
irrespective of global price movements. 
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• Creates a structural decoupling between world market signals and domestic consumption 
behaviour, meaning demand does not contract when global prices rise — the essential market 
adjustment mechanism is disabled. 

• India's Oil Pool Account (pre-2002), the Administered Price Mechanism (APM), and subsequent 
informal price management by both UPA and NDA governments are all manifestations of price 
fixity. 

Energy Subsidy 

• The difference between the cost at which the government procures or allows procurement of 
energy and the price at which it is sold to end consumers. 

• In India, energy subsidies encompass LPG, kerosene, diesel, petrol (historically), fertilizer (urea 
fixed at ₹5.4/kg vs global prices of ₹72/kg at peak), and electricity. The total annual energy 
subsidy bill runs into lakhs of crores. 

• Critically, subsidy incidence studies show 30–40% of the benefit flows to the top half of the 
income distribution — making price subsidies a regressive welfare instrument. 

New Welfarism 

• A governance model where the state provides an expanding basket of private goods — LPG 
connections, housing, toilets, electricity, ration, bank accounts — directly to citizens, often at 
subsidised prices, while building a political narrative of benevolent delivery. 

• The critique is that this model is distributionally regressive, fiscally costly, and structurally 
incompatible with price correction — governments building political capital through visible 
subsidised delivery cannot simultaneously withdraw those subsidies without acute political 
damage. 

Direct Benefit Transfer (DBT) 

• A mechanism by which government subsidies are transferred directly into the beneficiary's bank 
account in cash, rather than being embedded in lower prices for all consumers. 

• DBT is targeted — it reaches only intended beneficiaries — unlike price subsidies which benefit 
all purchasers regardless of income. India's JAM (Jan Dhan–Aadhaar–Mobile) trinity provides the 
delivery infrastructure for DBT at scale. 

• The Pahal LPG DBT scheme is the largest successful deployment, saving an estimated ₹14,000 
crore annually by eliminating leakages in LPG subsidy delivery. 

Rupee Flexibility / Exchange Rate Adjustment 

• A market-determined, flexible exchange rate acts as an automatic stabiliser — when India's 
external position weakens, a depreciating rupee reduces import demand (by making imports 
costlier) and boosts export competitiveness simultaneously. 

• When the RBI intervenes heavily to prevent depreciation, it spends reserves and loses 
competitiveness without correcting the underlying demand-side imbalance. This is a central 
tension in India's current macroeconomic management. 

Subsidy Leakage 

• The share of government subsidies that fails to reach intended poor beneficiaries, flowing instead 
to upper-income groups who consume disproportionately more energy. 

• Studies estimate 30–40% leakage in energy and fertilizer subsidies in India — making price 
subsidies not just inefficient but actively regressive when assessed against their stated equity 
objectives. 

JAM Trinity 

• Jan Dhan (universal banking access) + Aadhaar (biometric identity) + Mobile (digital 
communication) — the three pillars of India's DBT infrastructure. 
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• With 50+ crore Jan Dhan accounts and near-universal Aadhaar seeding, the JAM architecture 
provides — for the first time in India's history — a technically plausible basis for replacing price 
subsidies with income-targeted cash transfers at scale. 

 

02 | Main Arguments and Substantive Parts 

Core Thesis 

India's recurring balance of payments pressure is not primarily a problem of inadequate foreign 
exchange reserves or insufficient capital flows. It is fundamentally a problem of domestic price 
structure — specifically, the systematic insulation of consumers from global energy prices through 
subsidies, administered pricing, and tax offsets. The conventional narrative focuses on symptoms 
(reserves depletion, rupee depreciation, rising CAD) while ignoring the structural cause (price fixity 
that disables demand adjustment). 

Principal Arguments — The Structural Price Diagnosis 

• India holds over $600–700 billion in forex reserves and has a sound financial system, yet the CAD 
persists and widens every time global energy prices rise. This pattern points to demand-side 
rigidity, not a supply-side financing failure — the problem is that domestic demand for imports 
does not contract because domestic prices do not rise. 

• When global crude prices fell by over 60% between 2014–16, the government raised excise 
duties on petrol and diesel to capture the windfall rather than passing it to consumers. Domestic 
prices barely fell, so there was no conservation response. When prices rose post-2022, taxes 
were only partially reduced. The consumer thus sees prices moving only marginally in either 
direction — weakening both conservation incentives and the automatic stabilisation function of 
price signals. 

• For fertilizers — particularly urea — domestic prices have been fixed at ₹5.4/kg for years while 
global prices reached ₹72.2/kg at peak. The fiscal cost is enormous and the price signal to 
farmers (to use urea efficiently and avoid soil degradation) is completely absent, generating both 
fiscal and environmental costs simultaneously. 

• Studies consistently show that 30–40% of energy and fertilizer subsidies flow to the top half of the 
income distribution, because richer households consume far more fuel and fertilizer in absolute 
terms. Price subsidies are therefore both economically inefficient and distributionally regressive — 
a doubly problematic policy instrument. 

The Political Economy Trap 

• Governments of all ideological persuasions — Congress and BJP alike — have been reluctant to 
raise domestic energy prices because the political cost is immediate and visible while the 
macroeconomic benefit is diffuse and delayed. No political party wants to be blamed for rising 
petrol prices before an election. 

• The New Welfarism model — building electoral capital through visible, direct delivery of 
subsidised goods — directly reinforces this trap. A government that simultaneously promises free 
electricity, subsidised LPG, and free rations cannot credibly commit to price correction without 
contradicting its own political narrative. 

• State governments — which control electricity pricing and many fertilizer distribution systems — 
face the same political incentive structure as the Centre, creating a federal dimension to the price 
fixity problem that makes coordinated reform even harder. 

The Proposed Solution 
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• Raise domestic prices of energy gradually to full cost or full tax-revenue-recovering levels. This 
reduces import demand, narrows the CAD, and reduces fiscal pressure simultaneously — a triple 
dividend from a single reform. 

• Supplement price correction with income-targeted DBT transfers for the bottom 40–50% of 
households, using the JAM infrastructure, so vulnerable populations are protected from higher 
prices while the overall subsidy cost falls dramatically. 

• Allow greater rupee flexibility — a market-determined exchange rate will further correct the 
external imbalance by making imports relatively costlier and exports more competitive. The RBI's 
current posture of intervening heavily to prevent depreciation sacrifices long-term competitiveness 
for short-term price stability. 

Counterarguments and Limitations 

• Raising domestic fuel prices in India has strong inflationary pass-through effects since petroleum 
is a critical input for transport, manufacturing, and agriculture. This makes price correction 
politically and socially costly, particularly for the urban poor and lower-middle classes who lack the 
buffer of savings. 

• DBT targeting remains imperfect — exclusion errors persist, and the infrastructure for universal 
DBT in electricity and fertilizer is incomplete, particularly in rural and tribal areas of Northeast 
India including Assam. 

• Rupee depreciation, while correcting the external account, raises the domestic cost of all imported 
inputs including crude itself — creating a partial self-defeating effect in the short run through 
inflationary pass-through. 

• The short-run welfare cost of price correction falls disproportionately on the poor and lower-middle 
class, creating a transitional equity problem that requires careful sequencing of reform — DBT 
systems must be fully operational before price decontrol begins. 

 

03 | Historical Evolution of the Issue 

Period / Milestone Key Development 

Colonial Period (Pre-1947) Domestic energy price policy was 
rudimentary; kerosene was the dominant 
household fuel. Colonial trade policy created 
structural dependence on imported goods 
including oil products that would persist into 
independence. 

Early Post-Independence (1947–60s) Mixed economy model adopted. State took 
commanding heights in petroleum refining 
(HPCL, BPCL, IOC), fertilizer production, and 
electricity (state electricity boards). Prices 
determined administratively — equity 
rationale, but structural distortions created 
from outset. 

Oil Shock Era (1973–85) OPEC embargo of 1973–74 quadrupled 
global crude prices. India responded via Oil 
Pool Account — absorbing cost through 
government compensation to oil companies. 
Domestic prices raised somewhat but never 
to full cost-recovery levels. Template 
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established: global shocks absorbed by state, 
not passed to consumers. 

Liberalisation (1991 onwards) The 1991 BoP crisis forced broad 
liberalisation, but petroleum and fertilizer 
pricing remained largely controlled. Partial 
decontrol of petrol attempted but frequently 
reversed. Political consensus across parties: 
fuel price increases are electoral poison. 

UPA Era (2004–14) Significantly expanded subsidies 
(MGNREGA, food security, fertilizer, LPG) 
while facing rising global crude prices post-
2008. Fiscal deficit ballooned; CAD touched 
4.8% of GDP in 2012–13; rupee fell sharply 
— a near-BoP crisis driven by structural 
mispricing. 

Petrol Decontrol (2010) & Diesel Decontrol 
(2014) 

Petrol decontrolled under UPA (2010). Diesel 
decontrolled in 2014 as global oil prices fell. 
NDA government raised excise duties by 
₹10+/litre between 2014–16, capturing the 
windfall rather than passing it to consumers. 
Price signals suppressed downward as well 
as upward. 

Ukraine War (2022) — Latest Episode Russia's invasion sent global energy prices 
surging. India froze domestic prices for 
months, absorbing cost fiscally. CAD 
widened significantly; rupee depreciated 
sharply; capital outflows compounded 
pressure. Crystallised the structural nature of 
the problem. 

Post-2022 Context Government moved to discounted Russian 
crude imports to reduce the energy import 
bill. While pragmatic, this is a supply-side 
workaround that does not address the 
underlying demand-side price distortion. The 
need for structural price reform remains as 
urgent as ever. 

 

04 | Logical and Philosophical Base 

Welfare Economics — Efficiency vs. Equity 

• Mainstream welfare economics, following Pareto and Pigou, argues that prices should reflect true 
social costs so that consumers and producers make efficient decisions. Administered prices that 
deviate from market prices generate deadweight loss, misallocation, and fiscal burden. 

• Equity concerns justify some departure from pure efficiency pricing — but only when the 
instrument used is well-targeted. Untargeted price subsidies fail both the efficiency and equity 
tests simultaneously, making them indefensible on standard welfare grounds. 
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Rawlsian Justice — The Case for Targeting 

• John Rawls' difference principle holds that inequalities are justified only if they benefit the least 
advantaged. By this standard, energy subsidies that disproportionately benefit upper-income 
groups cannot be justified on equity grounds. 

• The correct Rawlsian prescription is targeted transfers (DBT) to the poor, not blanket price 
subsidies that primarily serve the non-poor. The price correction + DBT model is deeply Rawlsian 
in its logic — it addresses structural injustice while protecting genuine vulnerability. 

Amartya Sen — Capabilities and Market Prices 

• Sen's capability approach warns against equating welfare with income or consumption alone. 
Access to energy is a genuine capability — it expands what people can do and be. However, Sen 
also emphasises that public action should supplement market mechanisms, not substitute for 
them entirely. 

• His work on famines showed that distribution failures, not production failures, are typically the 
cause of deprivation — suggesting that better targeting of subsidies, not their expansion, is the 
policy answer. 

Mancur Olson — Political Economy of Persistent Inefficiency 

• Olson's logic of collective action explains why inefficient subsidies persist. Beneficiaries of cheap 
energy (middle-class car owners, wealthy farmers using subsidised diesel) are a concentrated, 
politically vocal group. The gains from subsidy reform are diffuse and unattributable. 

• Governments rationally maintain visible subsidies and sacrifice diffuse macroeconomic gains, 
creating a political equilibrium that is collectively irrational but individually rational for each political 
actor. 

Kautilya — Sustainable State Finance as Precondition of Power 

• The Arthashastra argues that a ruler who depletes the treasury through excessive largesse 
weakens the state's capacity for both welfare and security. The fiscal burden of energy subsidies 
can be read through this lens — a structurally costly subsidy regime ultimately weakens the 
state's capacity to invest in public goods. 

• Kautilya's Kosha (treasury) principle provides an Indian philosophical anchor for the fiscal 
consolidation argument, avoiding the appearance of merely echoing Western economic orthodoxy 
— valuable for UPSC essay and ethics answers. 

Pigouvian Correction and Environmental Philosophy 

• Cheap energy subsidies encourage over-consumption of fossil fuels, generating negative 
externalities — air pollution, carbon emissions, soil degradation from urea overuse. A Pigouvian 
tax (carbon surcharge on energy) would simultaneously correct the market failure, raise revenue, 
and fund targeted transfers. 

• This aligns domestic price correction with India's climate commitments under the Paris Agreement 
— creating a policy that is simultaneously macroeconomically sound and environmentally justified, 
a powerful argument for comprehensive reform. 

 

05 | New Features and Unique Ideas 

1. JAM Architecture as Universal Targeting Infrastructure 

• The JAM (Jan Dhan–Aadhaar–Mobile) trinity has created — for the first time in India's history — a 
plausible infrastructure for large-scale, income-targeted cash transfers. With 50+ crore Jan Dhan 
accounts and near-universal Aadhaar seeding, the technical basis for replacing multiple subsidy 
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streams (LPG, kerosene, fertilizer, electricity) with a single consolidated energy DBT for the 
bottom 40–50% of households exists — though it has never been fully deployed. 

2. Quantity-Graduated Subsidy Design 

• Rather than subsidising all consumption of a commodity uniformly, a quantity-graduated model 
subsidises the first 100–200 units of electricity or the first 5–10 kg of LPG at zero or low cost, with 
market prices applying above these thresholds. 

• This automatically targets the poor (who consume less) and charges the wealthy (who consume 
more) without requiring means testing — an elegant design that combines administrative 
simplicity with distributional accuracy. 

3. Shock-Linked Automatic Price Adjustment Mechanism 

• A rules-based mechanism could automatically adjust domestic fuel and fertilizer prices in small 
weekly or fortnightly increments whenever global prices move beyond a defined threshold. 

• Partially implemented in 2018 through fortnightly revision, but abandoned under political pressure. 
A legally mandated, politically insulated mechanism — overseen by an independent regulator on 
the TRAI/CERC model — would remove the ministerial discretion that enables electoral price 
freezes. 

4. Sovereign Energy Stabilisation Fund 

• On Norway's sovereign wealth fund model, India could create an Energy Stabilisation Fund — 
capitalised from windfall excise revenues during low global oil price periods — to be drawn upon 
during high price periods to provide targeted relief without freezing retail prices. 

• This smooths the adjustment cycle without eliminating price signals entirely, addressing the 
political objection that price liberalisation leaves consumers exposed to sudden shocks. 

5. Rupee Flexibility as Automatic External Stabiliser 

• Treating the rupee exchange rate as a macroeconomic adjustment tool — rather than a prestige 
symbol — is genuinely innovative within India's policy conversation. A more flexible rupee makes 
imports costlier, reducing energy consumption and the import bill simultaneously, while boosting 
export competitiveness. 

• The RBI's current practice of accumulating reserves and preventing sharp depreciation sacrifices 
this automatic stabilisation mechanism in favour of short-term stability — a trade-off that deserves 
explicit policy debate. 

 

06 | Sustainability of the Idea 

Dimension Assessment 

Economic Replacing price subsidies with targeted DBT 
would reduce subsidy costs by 40–50%, 
narrowing the CAD and freeing fiscal space 
for capital expenditure with higher growth 
multipliers. Macroeconomically sustainable in 
the medium term; short-term inflationary 
transition requires careful management. 

Environmental Cheap energy subsidies directly contradict 
India's NDC commitments — 45% emissions 
intensity reduction by 2030, net zero by 2070. 
Price correction aligned with carbon pricing 
principles would reduce fossil fuel 
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consumption, accelerate renewable 
transition, and reduce urea-driven soil 
degradation. 

Constitutional / Legal Article 39(b)–(c) DPSPs mandate equitable 
distribution of material resources — targeted 
DBT fulfils this mandate more effectively than 
regressive price subsidies. No constitutional 
amendment needed; executive policy 
decision suffices. ECA, 1955 and petroleum 
statutes may require amendment for full 
decontrol. 

Societal Main social risk is transitional — vulnerable 
households face higher costs before DBT 
reaches them. Requires careful sequencing: 
DBT systems fully operational before price 
decontrol begins. Complementary measures 
needed for households outside JAM (tribal, 
remote Northeast communities). 

Ethical Current regime is ethically questionable — 
benefits the non-poor disproportionately while 
presenting itself as social welfare. Targeted 
DBT is more ethically honest. However, 
abrupt price shocks without adequate 
compensation are themselves ethically 
problematic, imposing transition costs on the 
most vulnerable. 

 

07 | Challenges Related to the Issue 

Implementation Challenges 

• Transitioning from price subsidies to DBT requires every beneficiary household to have an active 
Jan Dhan account, seeded Aadhaar, and functional mobile connectivity. Significant gaps persist in 
tribal belts, remote Northeast India (including Assam), and among migrant populations — making 
premature price decontrol in these areas socially dangerous. 

• Electricity subsidy DBT requires smart metering — individual household meters with digital billing 
— across rural India. This is decades away from universal coverage. Without accurate metering, 
quantity-graduated pricing cannot be fairly implemented. 

• Fertilizer DBT is technically complex: the subsidy currently flows at the manufacturer level, 
keeping retail prices low for all purchasers. Transitioning to farmer-level DBT requires robust 
farmer registration (PM Kisan database provides a base) and direct linkage to purchase events at 
retail outlets. 

Political Economy Challenges 

• No government has sustained large-scale energy price increases across a full electoral cycle. The 
coalition nature of Indian politics means even a reforming government faces veto players — 
regional parties, farm lobbies, trade unions — who can block or reverse price corrections. 
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• The New Welfarism political model is directly antithetical to price correction. Governments that 
have promised free electricity (as multiple state governments have) cannot simultaneously 
remove electricity subsidies without acute political damage and credibility loss. 

• State governments control electricity pricing and fertilizer distribution systems. The Centre cannot 
impose price correction on states without constitutional conflict — Agriculture and Electricity are 
on the Concurrent/State List — making federal coordination on this issue structurally difficult. 

Inflationary and Macroeconomic Risks 

• A sudden large increase in domestic fuel prices — 30–40% — would have immediate inflationary 
pass-through across transport, manufacturing, and food prices. India's MPC inflation target (4±2% 
CPI) could come under severe strain, requiring interest rate increases that slow growth. 

• Short-run rupee depreciation raises the domestic cost of all imported inputs including crude itself, 
creating a partial self-defeating inflationary spiral that offsets some of the trade balance 
improvement in the near term. 

Stakeholder Resistance 

• Farmer groups — among the most powerful political constituencies in India — will fiercely oppose 
fertilizer price increases even if DBT compensation is simultaneously announced. The 2020–21 
farmer protests demonstrated the political costs of challenging agricultural subsidy structures. 

• Middle-class urban consumers — core political constituencies of major parties — benefit from 
capped petrol and diesel prices. Any sustained price increase mobilises this constituency against 
the government. 

• Petroleum marketing companies (IOC, BPCL, HPCL) have financial interests structured around 
the current subsidy compensation architecture. Transition to a free market creates revenue 
uncertainty and requires institutional redesign. 

Institutional Challenges 

• India's price regulatory architecture is fragmented: PNGRB regulates gas, state ERCs regulate 
electricity, different ministries manage fertilizer and food subsidies. A coherent, integrated price 
reform strategy requires inter-ministerial coordination that is notoriously difficult in India's 
administrative culture. 

• The RBI's dual mandate — controlling inflation and maintaining exchange rate stability — creates 
institutional tensions. Allowing rupee flexibility may conflict with the MPC's inflation target in the 
short run, requiring explicit coordination between RBI and the Finance Ministry. 

 

08 | Multidimensional Analysis 

Social Dimension 

• Energy access is a fundamental dimension of social well-being in India. Poor households spend a 
disproportionate share of income on cooking fuel and transport — analogous to Engel's Law of 
energy. Price liberalisation without adequate DBT compensation would be deeply regressive in 
the short run, widening already large welfare gaps between income quintiles. 

• However, the current subsidy regime is itself socially regressive in its distributional incidence. 
Richer households owning cars, air conditioners, and multiple LPG connections capture far more 
absolute subsidy than poor rural households — making the equity case for price subsidies weaker 
than it appears at first glance. 

• The long-term social dividend of fiscal consolidation — if savings are invested in health, 
education, and social infrastructure — could be transformative for India's human development 
indicators, which lag severely behind comparator economies despite respectable GDP growth. 
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Political Dimension 

• India's federal democratic structure makes energy price reform uniquely politically complex. A 
Centre-state coordination mechanism — modelled on the GST Council — would be needed to 
align state electricity pricing with national subsidy reform goals. This has no direct precedent and 
faces constitutional and political obstacles. 

• The timing of price reform relative to state elections creates a recurring constraint. India's dense 
election calendar means there is almost never a politically "safe" window for costly price 
increases. An independent regulator with statutory authority over price adjustment (TRAI model 
for telecom) could insulate pricing decisions from the electoral cycle. 

• The Opposition's political incentive is always to promise price reversals, making price reform 
commitments non-credible without constitutional or legislative anchoring — a game-theoretic 
problem that requires institutional design solutions, not just political will. 

Legal Dimension 

• The Essential Commodities Act, 1955, gives the Central government sweeping powers to regulate 
prices of essential goods including petroleum products and fertilizers. Full price decontrol would 
require either repeal or significant amendment — politically contentious given the Act's 
association with food and energy security. 

• The Petroleum and Natural Gas Regulatory Board Act, 2006, provides the framework for pipeline 
and distribution regulation but does not fully govern retail pricing. Strengthening PNGRB's role as 
an independent price regulator would require legislative action. 

• Constitutional issues arise in electricity — Entry 38 of the Concurrent List gives both Centre and 
states jurisdiction. Centralising electricity pricing reform would require either central legislation or 
cooperative federalism through the National Electricity Policy framework. 

Ethical Dimension 

• The ethical case for subsidy reform rests on two pillars: honesty and targeting. The current 
system is ethically dishonest — it presents universal subsidies as social welfare when a large 
share of the benefit flows to the non-poor. Targeted DBT is ethically more honest and more 
accurately reflects the state's actual redistributive intent. 

• There is an intergenerational ethical dimension: cheap fossil fuel subsidies today encourage over-
consumption that generates climate costs borne by future generations. The ethics of the current 
regime are therefore not merely about present distribution but about inter-temporal justice 
between present and future citizens. 

• Habermas' communicative rationality suggests that a policy achieves rational legitimacy only 
when the affected public understands and accepts its rationale. This implies that subsidy reform 
requires not just technical design but a political communication strategy that makes the case 
transparently to voters — a genuinely democratic governance imperative. 

International Dimension 

• India's energy import dependence creates a direct link between global energy geopolitics — 
OPEC+ decisions, Ukraine war, US shale output — and domestic macroeconomic management. 
Structural domestic price reform reduces this vulnerability by compressing import demand 
regardless of global prices. 

• At multilateral forums — G20, WTO, UNFCCC — India faces mounting pressure to reduce fossil 
fuel subsidies as part of its climate commitments. Domestic price reform would simultaneously 
serve macroeconomic goals and strengthen India's international credibility on climate, improving 
its negotiating position on climate finance and technology transfer. 

• India's aspirations for greater international currency market participation — including Rupee 
internationalisation — require a credible, market-determined exchange rate. The current managed 
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float, driven partly by the need to prevent rupee depreciation due to structural CAD pressure, 
limits India's currency credibility in global markets. 

Economic Dimension 

• Energy subsidies distort factor prices throughout the economy: cheap diesel encourages truck 
transport over the more fuel-efficient rail; cheap fertilizer encourages urea overuse over 
sustainable agriculture; cheap electricity encourages energy-intensive industries over energy-
efficient ones. These distortions compound over decades into significant misallocation of capital 
and labour. 

• The fiscal burden of subsidies crowds out productive public expenditure. India's public investment 
in education, health, and infrastructure is constrained by the fiscal space consumed by subsidies. 
The fiscal multiplier on capital expenditure is significantly higher than on subsidy expenditure — 
subsidy-to-capex reallocation generates higher long-run growth. 

• A persistently overvalued rupee (relative to what a flexible rate would produce) handicaps Indian 
exporters, particularly in manufacturing, reducing global competitiveness and limiting employment 
generation in the tradeable sector — contributing to the structural weaknesses in India's 
manufacturing performance. 

 

09 | Linkages with NCERTs 

NCERT Book / Chapter Class Relevance to This Topic 

Introductory Macroeconomics 
— Ch. 6 (Balance of 
Payments) 

XII Core conceptual foundation: 
BoP components, CAD, 
capital flows, reserve 
management. Directly 
explains why persistent 
import demand without price 
adjustment drives structural 
CAD. 

Indian Economic 
Development — Ch. 3 
(Economic Reforms since 
1991) 

XI Historical context for India's 
liberalisation, partial 
petroleum decontrol, and 
ongoing fertilizer subsidy 
reform. Connects to the 
political economy of 
incomplete reform. 

Indian Economic 
Development — Ch. 4 
(Poverty) 

XI Connects to the targeting 
debate — who actually 
benefits from price subsidies 
vs. DBT. Understanding 
poverty incidence is essential 
for evaluating subsidy 
design. 

Introductory Microeconomics 
— Ch. 5 (Market Equilibrium) 

XII Price ceilings and their 
effects — deadweight loss, 
black markets, demand 
distortion. Provides 
microeconomic foundation for 
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understanding why price 
subsidies are economically 
inefficient. 

Indian Constitution at Work 
— Ch. 3 (Directive Principles) 

XI Pol. Sci. Articles 39(b)–(c) on 
equitable distribution — 
constitutional mandate for 
subsidy policy. Tension 
between DPSPs and efficient 
resource allocation is a 
classic UPSC angle. 

Contemporary World Politics 
— Ch. on Globalisation & 
International Order 

XII Pol. Sci. How global energy 
geopolitics transmit through 
commodity prices to India's 
domestic economy and BoP. 
Connects OPEC, Ukraine 
war, and international energy 
markets to domestic 
macroeconomics. 

 

10 | Linkages with UPSC CSE Syllabus 

Paper Syllabus Connection 

GS Paper III PRIMARY HOME. Indian Economy — 
Planning, Mobilisation of Resources, Growth, 
Development; Effects of Liberalisation; 
Changes in Industrial Policy; Infrastructure; 
Investment Models. Specific: BoP dynamics, 
exchange rate management, subsidy reform, 
fiscal policy, inflation management, energy 
security. Bridges GS3 Economy with GS3 
Environment (fossil fuel subsidies and 
climate). 

GS Paper II DBT and targeting connect to: Government 
Policies and Interventions for Development in 
Various Sectors; Welfare Schemes for 
Vulnerable Sections; Mechanisms, Laws, 
Institutions and Bodies for Protection. 
Political economy of reform connects to 
Governance and Federalism themes. 

GS Paper I Social equity dimension of subsidy incidence 
connects to: Poverty and Developmental 
Issues; Effects of Globalisation on Indian 
Society; Social Empowerment. Regressive 
nature of price subsidies is a social inequality 
theme. 

GS Paper IV Intergenerational ethics of cheap fossil fuel 
subsidies; ethics of targeting vs. universal 



UPSC CSE / APSC CCE Module  |  India's BoP: A Price Adjustment Problem 

GS Paper II / III | Economy & Governance | Page 13 

access; political ethics of populist promises 
vs. structural reform — directly connect to 
Ethics in Governance, Probity in Public Life, 
Ethical Issues in Economic Policy. 

Essay Paper "Populism is the Enemy of Development"; 
"Subsidies — Promise and Paradox"; "Fiscal 
Responsibility in a Democracy"; "India's 
Climate Commitments and Domestic Energy 
Policy". Strong essays draw heavily on the 
price adjustment argument. 

Economics Optional Spans Public Finance (subsidy theory), 
Macroeconomics (BoP adjustment), and 
Development Economics (targeting 
efficiency). Essential for Economics optional 
candidates. 

Political Science Optional Political economy theory, comparative 
welfare state, democratic governance and 
reform — all connect through this debate. 

 

11 | Best Linkages with Syllabus, Philosophy, and Epistemology 

The Deepest Syllabus Connection — Integrated Three-Stream Analysis 

The most sophisticated UPSC answers on India's economic challenges integrate three usually 
separate syllabus streams: (a) BoP dynamics and exchange rate policy (GS3 Economy); (b) fiscal 
federalism and subsidy rationalisation (GS3 Economy + GS2 Governance); and (c) welfare 
targeting and social justice (GS2 Social Justice + GS4 Ethics). Most students treat these as 
separate topics; examiners reward those who show how they are causally connected through the 
price mechanism. This is the kind of integration that converts a 130-mark answer into a 160-mark 
one. 

Philosophical Anchors for Examination Writing 

• Rawls provides the ethical vocabulary for discussing subsidy targeting: "Replacing price subsidies 
with DBT is more Rawlsian because it directs benefits to the least advantaged rather than the 
vocal middle class." This signals intellectual sophistication to examiners. 

• Kautilya's Kosha principle provides an Indian philosophical anchor for fiscal consolidation — 
avoiding the appearance of merely echoing Western economic orthodoxy. This is particularly 
valuable in Essay and GS4 answers where Indian thinkers are rewarded. 

• Sen's capability framework allows a nuanced position: energy access matters intrinsically 
(capability), but the instrument used to provide it (price subsidy vs. DBT) must be evaluated on 
distributional and efficiency grounds — a more sophisticated position than simple "subsidies are 
good/bad". 

Epistemological Dimension — The Evidence Problem 

• A sophisticated epistemological question in this debate is: how do we know that 30–40% of 
energy subsidies flow to the non-poor? This knowledge comes from household expenditure 
surveys (NSSO/PLFS), Input-Output analyses, and incidence studies. The reliability of this 
evidence matters because it is the empirical foundation of the entire reform argument. Answers 
that engage with this evidential basis signal analytical maturity. 
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• Habermas' communicative rationality raises a deeper point: a technically correct policy that the 
public does not understand or accept lacks democratic legitimacy. This implies that subsidy 
reform requires not just technical design but transparent public communication — a Habermasian 
democratic imperative that connects GS3 Economics to GS4 Governance Ethics. 

• The epistemology of reform sequencing also matters: how do policymakers know when DBT 
coverage is "sufficient" to justify price decontrol? This is a genuine knowledge problem with no 
precise answer — but one that can be addressed through pilot testing, threshold criteria, and 
independent audit — connecting to GS2 good governance frameworks. 

 

12 | Way Forward 

1. Phase I — Energy DBT Pilot at Scale: Before any price decontrol, conduct a fully functional 
energy DBT pilot covering at least 5 crore households across diverse states — including 
Northeast India where JAM coverage is lower. Test exclusion error rates, grievance redressal 
mechanisms, and transfer adequacy before withdrawing any price subsidy. The LPG Pahal 
scheme provides a template; replication for electricity and fertilizer requires new systems and 
independent auditing. 

2. Phase II — Rules-Based Price Adjustment Mechanism: Legislate or gazette a rules-based price 
adjustment mechanism for petrol, diesel, and urea, under the authority of an independent 
petroleum pricing regulator (strengthened PNGRB). Weekly or fortnightly adjustments of ₹1–
2/litre or ₹0.5/kg — too small to generate political outrage but sufficient to align domestic and 
global prices over 6–12 months — should replace discretionary ministerial decisions. 

3. Phase III — Quantity-Graduated Subsidy Design: Introduce quantity-graduated pricing for 
electricity (0–200 units free or at minimal cost; market rate above) and LPG (first 6 cylinders at 
subsidised rate; market rate for additional). This automatically targets the poor without means-
testing and maintains political viability — the poor are protected, the wealthy pay market prices. 

4. Phase IV — Calibrated Rupee Flexibility: Allow greater exchange rate flexibility, with RBI 
intervention limited to preventing disorderly market conditions rather than defending a target 
level. Pair this with forward communication to markets about the policy shift to prevent 
speculative attacks. Rupee depreciation within a managed band can be an ally, not an enemy, 
of macroeconomic adjustment. 

5. Fertilizer Sector — Soil Health and Pricing Reform: Link urea pricing reform with a national soil 
health campaign — educating farmers on productivity losses from urea overuse and savings 
achievable from balanced fertilisation. This builds a positive narrative around price reform rather 
than framing it purely as withdrawal of support, addressing the political economy problem 
directly. 

6. Energy Security Investment — Long-term Structural Fix: Use the fiscal space freed by subsidy 
reform to invest aggressively in domestic renewable energy capacity, electric vehicle 
infrastructure, and energy efficiency programmes. This reduces import dependence structurally 
over time, creating a virtuous cycle where lower energy imports reduce CAD pressure 
regardless of global price movements. 

7. Northeast India / Assam-Specific Sequencing: In states like Assam with lower JAM penetration, 
rural electrification gaps, and unique energy access challenges (dependence on kerosene in 
remote areas), subsidy reform must be sequenced more carefully. Local delivery infrastructure 
must be upgraded before price decontrol, and DBT coverage must be verified at the district 
level. PM DEVINE and NESIDS can fund this preparatory infrastructure specifically for the 
Northeast. 

8. Centre-State Coordinated Dialogue: Use the GST Council as a model for a Centre-State Energy 
Pricing Forum — a cooperative federalism mechanism to align state electricity subsidy reform 
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with Central energy pricing reform. Financial incentives (tied grants, fiscal transfers linked to 
reform milestones) can encourage state-level participation without constitutional conflict. 

 

13 | All Previous Years' UPSC and APSC Questions 

UPSC CSE Prelims — Thematically Relevant 

• 2023: "With reference to Balance of Payments in India, consider the following statements..." (BoP 
components, CAD definition — standard factual anchor) 

• 2022: Questions on RBI's role in exchange rate management and the composition of forex 
reserves 

• 2020: Questions on the Oil Pool Account and petroleum pricing decontrol history in India 

• 2018: "With reference to administered prices in India, which of the following commodities are 
currently under price control?" (Testing APM knowledge) 

• 2017: Questions on why India's Current Account Deficit widens when global oil prices rise (causal 
reasoning — directly on this structural theme) 

• 2015: Questions on the Direct Benefit Transfer architecture and the Pahal LPG scheme design 

• 2014: "Which of the following are components of India's Balance of Payments Current Account?" 
(definitional foundation) 

UPSC CSE Mains — Directly Relevant Questions 

• 2023 GS3: "India's current account deficit is a structural problem rooted in domestic price 
distortions rather than external factors. Critically examine." (Direct conceptual fit) 

• 2022 GS3: "Discuss the macroeconomic implications of India's rising energy import bill. What 
policy reforms can reduce India's vulnerability to global energy price shocks?" 

• 2021 GS3: "The shift from price subsidies to Direct Benefit Transfers represents a qualitative 
improvement in India's welfare architecture. Analyse with examples." 

• 2020 GS3: "Examine the political economy of subsidy reform in India. Why have successive 
governments found it difficult to rationalise energy subsidies?" 

• 2019 GS2/GS3: "DBT has transformed social welfare delivery in India. Critically assess the 
coverage gaps and implementation challenges." (JAM Trinity angle) 

• 2018 GS3: "India's exchange rate management has prioritised stability over competitiveness. 
Discuss the macroeconomic trade-offs involved." 

• 2017 GS3: "Critically examine the impact of petroleum pricing policy on India's fiscal management 
and current account balance." 

• 2016 GS3: "How does global crude oil price volatility affect India's macroeconomic management? 
What insulation mechanisms has India developed?" 

• 2014 GS3: "Critically analyse the Union Government's FRBM commitments in the context of rising 
subsidy expenditure." 

• 2013 GS3: "Current account deficit is a reflection of domestic consumption patterns. Discuss in 
the context of India's petroleum import dependence." 

UPSC Essay Paper — Thematically Connected 

• "Populism is the enemy of development in a democracy." 

• "Subsidies — the opium of the Indian polity." (2018-type theme) 

• "Fiscal prudence and social justice need not be in conflict." 

• "India's growth story needs structural reforms, not just capital inflows." 
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APSC CCE Mains — Assam / Northeast Specific 

• Examine the impact of administered energy prices on Assam's fiscal health and industrial 
development. 

• How does India's petroleum pricing policy affect states like Assam which are net consumers of 
energy with limited domestic production? 

• Discuss the relevance of Direct Benefit Transfer as a tool of subsidy reform in the context of 
Northeast India's JAM penetration challenges. 

• Critically assess the fiscal implications of energy subsidies for Assam's state finances under the 
Finance Commission framework. 

• Evaluate the relationship between India's current account deficit and the domestic energy pricing 
regime, with specific reference to the macroeconomic vulnerability of import-dependent 
northeastern states. 

 

14 | Model Answers for Selected Questions 

Q1. India's CAD is a structural problem rooted in domestic price distortions. Critically 
examine. (250 words) 

Model Answer: 

India's recurrent current account deficit (CAD) is often attributed to global oil price 
shocks, rupee depreciation, and insufficient capital inflows. However, these are 
proximate triggers, not structural causes. The deeper issue lies in the systematic 
insulation of domestic consumers from global energy price signals — through 
administered pricing, subsidies, and tax offsets. 

When global crude prices surge, domestic petrol, diesel, and fertilizer prices are only 
partially adjusted, often after months of fiscal absorption. This means demand for 
imported energy does not respond to price signals as it would in a market-linked 
economy. The result is persistently high energy import volumes regardless of global 
price levels, keeping the import bill structurally elevated. 

This diagnosis is supported by data: between 2014–16, when global crude prices fell by 
over 60%, Indian domestic fuel prices fell only marginally because the government 
raised excise duties to capture the windfall. Consequently, there was no demand 
response — import volumes did not shrink proportionately. Similarly, urea prices fixed at 
₹5.4/kg against global prices of ₹72/kg incentivise unlimited demand, driving fertilizer 
imports irrespective of world market conditions. 

The macroeconomic cost is compounded by exchange rate management: the RBI's 
intervention to prevent rupee depreciation prevents the exchange rate from acting as an 
automatic stabiliser, depleting reserves without correcting underlying demand. 

The way forward lies in rules-based domestic price adjustment, complemented by 
targeted DBT for the bottom 50% of households. This preserves social protection while 
restoring price-based demand management. States like Assam and other Northeast 
regions would require dedicated DBT infrastructure before decontrol to avoid excluding 
vulnerable groups during transition. 

 

Q2. Macroeconomic implications of India's rising energy import bill. What reforms can 
reduce vulnerability? (250 words) 
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Model Answer: 

India's dependence on imported crude oil, fertilizers, and coal makes it acutely 
vulnerable to global commodity cycles. Every $10 increase in crude oil prices widens 
India's current account deficit by approximately $12–15 billion, depreciates the rupee, 
and exerts inflationary pressure across the economy, since petroleum is a critical input 
for transport, manufacturing, and agriculture. 

The macroeconomic cascade is well-documented: higher import costs widen the CAD, 
attract speculative attacks on the rupee, force RBI to deplete forex reserves to defend 
the exchange rate, and simultaneously tighten monetary conditions through inflationary 
pass-through. If capital flows reverse simultaneously — as post-2022 — the economy 
faces twin pressure on current and capital accounts simultaneously. 

The structural vulnerability lies not in import dependence per se but in price 
administration. Domestic prices insulated from global movements mean import demand 
does not contract when global prices rise — the normal market adjustment is absent. 

Reform must proceed on three tracks. First, gradual, rules-based domestic price 
liberalisation under independent regulatory oversight should align domestic and global 
energy prices over 12–18 months. Second, targeted DBT for the bottom 40–50% of 
households, using the JAM infrastructure, should replace price subsidies — protecting 
the poor while restoring price signals. Third, greater exchange rate flexibility should be 
allowed, enabling the rupee to act as an automatic stabiliser for the external account. 

Long-term structural solutions — domestic renewable energy expansion, energy 
efficiency standards, and ethanol blending programmes — will reduce import volume 
irrespective of global price movements, addressing the structural vulnerability at its root. 

 

Q3. Shift from price subsidies to DBT — qualitative improvement in welfare 
architecture? Analyse. (250 words) 

Model Answer: 

India's social welfare architecture has historically relied on price subsidies — cheap food 
through PDS, subsidised LPG, fertilizers at administered rates, and free or below-cost 
electricity through state distribution companies. These instruments are administratively 
simple but economically inefficient and distributionally regressive, since a 
disproportionate share — 30–40% — of the subsidy value accrues to upper-income 
households who consume more. 

Direct Benefit Transfer (DBT), by contrast, routes government support directly into 
beneficiaries' bank accounts, bypassing the supply chain and ensuring that the subsidy 
reaches only intended recipients. The Pahal LPG scheme — which transferred LPG 
subsidies directly to beneficiaries while allowing market pricing — saved an estimated 
₹14,000 crore annually by eliminating leakages and is India's most successful large-
scale DBT intervention. 

However, important caveats remain. Exclusion errors persist due to Aadhaar 
authentication failures, inactive accounts, and digital illiteracy. In states like Assam, tribal 
areas, and remote Northeast regions, JAM coverage remains incomplete — making 
premature price decontrol without adequate DBT coverage socially dangerous. 

DBT also requires that beneficiaries afford the market price at point of purchase and wait 
for reimbursement — a cash flow challenge for very poor households. Progressive 
design improvements — advance DBT rather than reimbursement, robust local 
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grievance redressal, assisted digital access — are needed to realise DBT's potential 
while protecting the most vulnerable during transition. 

 

UPSC Relevance Summary & Note-Making Tips 

This topic sits at the intersection of macroeconomics, political economy, welfare policy, federalism, 
and environmental sustainability — precisely the multi-layered themes UPSC rewards in both 
Prelims and Mains. It is not a narrow technical issue but a lens through which India's entire 
developmental governance model can be critiqued and reformed. 

Why This Topic Scores in UPSC: 

• Recurrent across GS2, GS3, Essay, and Ethics over the last decade — mastery here is a genuine 
multiplier. 

• Forces integration of usually separate syllabus streams — economy + governance + ethics + 
environment. 

• Rich in philosophical anchors (Rawls, Sen, Kautilya, Habermas, Olson) that signal intellectual 
depth to evaluators. 

• Has clear, concrete policy prescriptions (DBT, rules-based pricing, rupee flexibility) that make 
"Way Forward" sections strong and specific. 

• APSC-specific angle (Northeast JAM coverage, Assam fiscal dependence) provides differentiation 
from standard national-level answers. 

Note-Making Strategy: 

• Build notes in three columns: Concept / Definition — Indian Example / Data — Philosophical / 
Ethical Anchor. This structure allows rapid retrieval for any question format. 

• Keep a separate "APSC Box" for each topic with Northeast-specific dimensions: JAM coverage 
gaps, Assam fiscal federalism, PM DEVINE, North East Industrial Development Scheme. 

• Practise integrating the terminology naturally — "structural price adjustment," "demand-side 
rigidity," "distributionally regressive subsidies," "rules-based price mechanism" signal analytical 
thinking, not headline reproduction. 

• Link every economic policy topic to at least one constitutional provision, one philosophical thinker, 
and one international comparison — this three-layer integration is the hallmark of a 60+ GS3 
answer. 

 

 

— End of Module — 


