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1. Key Terms and Explanations

A. Inflation Targeting (IT)
e A formal monetary policy regime in which a centralbank p@blicly commits to achieving a specific
numerical inflation target over a defined horizofr.
e India adopted Flexible Inflation Targeting (FIT)in 2016 under the amended RBI Act, 1934, with
a medium-term target of 4% CPI inflationjva,tolerance band of +2% (i.e., 2%—6%).
e The Monetary Policy Committee (MPC) —\a sixamember statutory body — was entrusted with
meeting this mandate, replacing the earlierigovernor-centric decision-making structure.

Example: When April 2024 PV prints at 4,.8%, that reading represents price changes
accumulated over the past 12 months — it is inherently backward-looking data.

B. Real Interest Rate ys. NoménahPolicy Rate

e Nominal Policy Rate: The rate the RBI officially announces — currently the repo rate at which
commercial banks borrowievernight from the RBI.

e Real InterestRate,.= Nominal Rate minus Inflation Rate. The relevant inflation here should
ideally be forwardélooking (expected future inflation), NOT the most recently reported figure.
e Ex-Past Real Rate: The real rate calculated after actual inflation is known — used to evaluate
how tight or loese monetary policy actually was in hindsight.
Criticalypoint: When the RBI pegs its decisions to reported (lagged) inflation, the ex-post real
rate can deviate massively from what policymakers intended — producing either unintended
tightening or unintended easing.

C. Pro-Cyclical vs. Counter-Cyclical Policy

e Counter-cyclical policy: Stimulating the economy during downturns and tightening during booms
— the desired behaviour for a stabilising central bank.
e Pro-cyclical policy: Inadvertently amplifying business cycles — tightening when the economy is

already contracting (because past inflation remains elevated) or easing when inflationary
pressures are genuinely building.
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e Backward-looking inflation targeting creates a structural risk of pro-cyclicality when supply-side
shocks cause temporary inflation spikes that do not reflect genuine demand overheating.

D. Taylor Rule

e A monetary policy guideline (John Taylor, 1993) that prescribes the policy rate based on two
gaps: the deviation of actual inflation from the target, and the deviation of output from its
potential (output gap).

e Modified Taylor Rule: Extends the framework to include financial conditions — credit spreads,
banking system stress, and asset-market conditions — recognising that effectiveberrowing cost
depends on more than just the policy rate.

India's MPC framework implicitly uses Taylor-like logic but has historically underweighted
the financial-conditions component.

E. Supply-Side Inflation vs. Demand-Pull Inflation

e Demand-Pull Inflation: Excess aggregate demand drives upfprices = appfopriately addressed
by higher interest rates that compress demand.

e Supply-Side/Cost-Push Inflation: Driven by food price volatility, fuelgprice shocks, geopolitical
supply disruptions — raising interest rates here does nat address the underlying cause; it
merely crushes demand and output without solvingisupply/constraints.

e |[ndia's inflation is disproportionately food-driven (food has'=46% weight in CPI), making the
distinction between demand and supply inflationicritically important for monetary policy
calibration.

F. Inflation Expectations

e Forward-looking beliefs of househelds, firms, financial markets, and contract-setters about
future price levels — the real anchor in/any inflation-targeting regime.

e Well-anchored expectations:*Eeonomic agents trust the central bank will keep inflation near 4%,
so they do not build€xcessivé inflation premia into wages and contracts. This itself helps keep
inflation low.

e Unanchored expectationsiyAgents fear future inflation will remain high; they demand higher
wages and pricesincreases preemptively — creating a self-fulfilling inflationary spiral.

o India's challenge:Inflation expectations are primarily measured through RBI household
surveys,— instruments that are known to be highly sensitive to recent food price spikes,
often misrepresenting the underlying anchoring state of medium-term expectations.

G. NoreBanking Financial Companies (NBFCs) and Credit Spreads

e " Credit Spread: The additional interest rate a borrower pays above the risk-free policy rate —
reflecting credit risk, liquidity conditions, and financial system stress.

e When banking stress rises (as during the NPA crisis or the IL&FS collapse), credit spreads
widen independently of the policy rate. Effective borrowing cost rises even without any change
in the repo rate.

e This means the RBI's neutral policy rate itself should fall during periods of financial stress to
prevent unintended monetary tightening through the spread channel — a lesson from the global
financial crisis that India's framework has incorporated only partially.
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H. Rupee Overvaluation and International Competitiveness

When real interest rates are excessively high, capital inflows sustain or appreciate the exchange
rate — making Indian exports more expensive in global markets and imports cheaper than they
should be.

This competitiveness loss compounds the growth damage from high borrowing costs, creating a
dual channel of harm for manufacturing, MSMEs, and export-oriented industries.

For Assam and Northeast India — regions increasingly integrated into cross-border trade with
Southeast Asia — rupee overvaluation directly affects the viability of bilateral trade agreements
and the competitive positioning of local produce and manufactured goods.

I. Open Market Operations (OMOs) and Monetisation

OMOs: The RBI's purchase or sale of government securities in the open marketitoiinject or
absorb liquidity from the banking system.

Monetisation risk: When OMOs are systematically used to absorb gevefnment securities that
the market cannot absorb at prevailing yields, the distinction between ' monetary financing of the
fiscal deficit (prohibited under the FRBM framework) and legitimate liguidity management
becomes blurred.

This indirect monetisation effect, if sustained, can fuel'inflationary,expectations regardless of
current reported CPI readings — a forward-looking risk that¢pure,backward-looking frameworks
tend to underestimate.

2. Main Arguments and Substantive*Parts

Core Thesis: India's inflation-targeting framework has succeeded in reducing inflation but has
simultaneously imposed recurring episodes of excessively tight monetary conditions — producing
unnecessary growth sacrifice — because its backward-looking design makes it structurally pro-
cyclical in a volatile emerging economy.

A. Acknowledging the Stigc@ss — The Starting Point

Before 2016{\India faced a‘decade of macroeconomic instability: inflation persistently near or
above double digitSynegative real interest rates that penalised savers and encouraged
inflationary asset'accumulation, recurring current account crises, and very limited RBI credibility.

The Urjit Patel Committee (2014) and the subsequent FRBM review recommended formalising
amginflation target to anchor expectations, establish RBI accountability, and create a predictable
monetary pelicy environment for investment.

Rost-2016, India's inflation trajectory changed markedly — averaging 4—5% from 2017 to 2020
caompared to 9-10% from 2009 to 2014. This success must be acknowledged honestly before
any critique proceeds.

Critically, anchored inflation expectations reduced the inflation risk premium in long-term interest

rates, lowered the real cost of long-term government borrowing, and improved fiscal
sustainability — benefits that are often not fully credited to the FIT framework.

B. The Structural Weakness — Backward-Looking Design in a Forward-Looking
World
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e Reported inflation (CPI) measures price changes over the past 12 months — it reflects what
happened in the economy, not what is likely to happen. Interest rate decisions, however, affect
spending, investment, and price formation over the next 12-24 months.

e This time-mismatch means: if the RBI raises rates because food prices spiked last quarter (now
embedded in the CPI reading), by the time the tightening works through the economy, the food
shock will likely have dissipated — leaving a demand contraction without any corresponding
inflationary pressure to offset.

e The problem is especially acute in India because food prices are volatile (driven by mensoon
variability, procurement pricing, international commodity cycles, and now geopolitical
disruptions), and their 46% weight in CPl means any food shock dramatically mawves the
headline number — regardless of what is happening to demand-driven or corefinflation:

C. Three Documented Episodes of Pro-Cyclical Tightening
Episode 1 — Post-2016 NPA Crisis (2015-16 to 2018-19):

e As the banking system reeled under stressed assets, credit growth cellapsed; and lending
spreads widened sharply. The effective cost of borrowing forffirms fese through the spread
channel even without any rate hike.

e Yet the forward-looking real policy rate (estimated ex-pest) turned oudt to be approximately 3%
— among the highest in the world for any major economy atithat time.

e This double-tightening — higher spreads from bafking stréss plus excessively tight monetary
policy — produced a growth collapse. GDP grawth fell below 4% in 2019, triggering the weakest
growth performance India had recorded in over a decade.

The modified Taylor Rule, which expli€itly weightssfinancial conditions, would have called for
lower policy rates to offset the spread=drivenitightening — a signal the MPC was not
structurally designed to read.

Episode 2 — Post-COVID Tightening'Cycle (2022-24):

e As global commodity prices surgedfollowing the Russia-Ukraine war and domestic supply
chains remained disrupted, India's CPlicrossed the 6% upper tolerance band. The RBI
responded with an aggressivestightening cycle, raising the repo rate from 4% to 6.5%.

e The stated justification: realrates were not excessively high because reported inflation
remained elevated, making the nominal rate appear only moderately restrictive.

e The subsequent outturn: inflation fell sharply to approximately 2% by 2025-26 — implying ex-
post real interestirates close to 4%, an extraordinary level of monetary tightness that held the
rupee oyvervalueddoran extended period and suppressed tradeable-sector growth.

e Industries'dependent on long-term borrowing — infrastructure, manufacturing, housing — bore
a disproportionate cost, as did MSMEs and export-oriented firms hurt by the overvalued rupee.

Episode 3 — ThesEmerging Goldilocks Misjudgement (2024—Present):

¢ WAs CPlifell below 4% in late 2024, commentary shifted to celebrating a 'Goldilocks' phase of
simultaneously low inflation and strong growth. The RBI began cutting rates.

e ‘However, multiple structural warning signs were accumulating even before geopolitical
escalation: sharply rising state government borrowing (driven partly by competitive populism
and freebie culture), long-term government bond yields rising more than 60 basis points even as
short-term rates fell (signalling fiscal risk premia), and global geopolitical tensions building.

e A genuinely forward-looking assessment would likely have concluded that at least the final one

or two rate cuts were premature — that the apparent benignity of the CPI print masked
accumulating inflationary pressures in financial markets and the fiscal domain.
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D. The Iran Conflict and Prospective Oil Shock

If oil prices rise sharply due to the Iran conflict intensifying, India's headline inflation could again
breach 6%, triggering a mechanical tightening response from the MPC.

The danger: rates raised at precisely the wrong cyclical moment, kept high for too long as food
and fuel shocks pass through the base effect and dissipate, and only later discovered to have
produced another episode of excessively tight real rates.

The appropriate forward-looking questions — How persistent is the shock? How much excess
liquidity is monetising the shock into generalised inflation? How long before oil prices
normalise? — are not adequately embedded in the existing framework's decision architecture.

E. The Measurement Problem — India's Inflation Expectations lafrastgugture

The entire credibility of an inflation-targeting framework depends on the centralbank's ability to
read inflation expectations accurately and promptly. India's current @approach relies"heavily on
RBI household surveys.

These surveys suffer from known biases: sharp food price spikestcause, temporary survey
responses to spike even when firm-level pricing decisions and long-term‘€ontracts have not
adjusted; conversely, temporary food deflation can mask persistent underlying pressures in core
services.

Better signals exist but remain underutilised: rental agreementiescalation clauses, school fee
revision schedules, supplier contract price escalators, wage negotiation outcomes, financial
market break-even inflation rates derived from/inflationsindexed bonds.

India-specific research on how inflation expectations are actually formed — and how they feed
into pricing behaviour at the firm and holuseheld level= is urgently needed. Without this, the
framework is effectively navigating with a faulty éempass.

3. Historical Evolution of theflssue

A. Pre-Independence and Eady*Rest-Independence (Before 1991)

The Reserve Bank of India was established in 1935, initially as a private shareholders' bank,
nationalised in 1949. Its early’'mandate was essentially multiple: support government borrowing,
manage exchange rates, maintain financial stability, and control inflation — with no single
dominant anchor.

From 4 94% through the 1960s, monetary policy was largely subordinated to fiscal policy.
Developmentfinance — channelling cheap credit to planned sectors — dominated over inflation
control.

The 1970s and 1980s brought global oil shocks (1973, 1979) and domestic supply disruptions.
India frequently resorted to monetary financing of fiscal deficits, contributing to embedded
inflation. Real interest rates were often negative, penalising savers and encouraging
unproductive asset accumulation (gold, real estate).

The Chakravarty Committee (1985) recommended 'monetary targeting' — targeting broad
money (M3) growth as a nominal anchor. This represented India's first systematic attempt at
disciplined monetary management, but the target was frequently overrun as fiscal pressures
dominated.

B. The 1991 Crisis and Its Monetary Lessons
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The balance of payments crisis of 1991 exposed India's structural vulnerability: a combination of
fiscal profligacy, monetary accommodation, and external shocks had produced an inflation rate
exceeding 13% and a near-default situation.

The Narasimha Rao-Manmohan Singh reforms initiated fiscal consolidation (though
incompletely) and began separating monetary policy more clearly from fiscal dominance — the
conceptual foundation for eventual inflation targeting.

However, monetary policy in the 1990s remained discretionary, with the RBI managing a

'multiple indicator approach' — watching exchange rates, credit growth, output, and inflation
simultaneously without any single dominant anchor.

C. The High-Inflation Decade: 2004-2014

India's high-growth decade (2004—-2014) was accompanied, particularly iniitSssecond half
(2009-2014), by persistently elevated inflation — averaging 9-10% en CPI'= that eroded
household savings, distorted resource allocation, and ultimately cantributéd tothe end of the
high-growth era.

The UPA-II period featured both supply-side pressures (global commoditysprices, domestic food
price management failures) and demand-side factors (MNREGA wage effects, expansionary
fiscal policy, elevated government borrowing). The RBLwas unable to'respond decisively
because of implicit fiscal dominance — the governmentinéeded low rates to service its debt.

Negative real interest rates (nominal rates below.inflation)during2010-2013 triggered what
economists called the 'gold rush' — massive hgusehold savings flowing into gold as an inflation
hedge, worsening the current account deficit and contributing to the 2013 currency crisis.

D. The Urjit Patel Committee and Transitigh t&@FIT (2014-2016)

The Expert Committee to Reviserand Strengthen the Monetary Policy Framework, chaired by
Dr. Urjit Patel (January 2014),(frecommended adopting CPI-based inflation targeting with a 4%
target and £2% band, a forwardzlooking MPC structure, and a clear statutory mandate for price
stability as the primary objective.

The RBI Act Amendment (20 16)fermally established the Monetary Policy Committee (MPC) as
a six-member body —threeRBI officials and three external members appointed by the
government — with decisions, made by majority vote. The governor's vote carries a casting vote
in case of a tie.

The FRBM Agt framework was also progressively tightened, reducing the fiscal deficit and
therebydiminishing the direct pressure on the RBI to monetise government borrowing — an
essential complement to the monetary framework reform.

Erom 2016 1072020, the framework appeared to work reasonably well: inflation stayed broadly
within the"band, expectations became more anchored, and monetary policy gained credibility.

E. ThefPost-2020 Stress Tests

COVID-19 (2020-21) forced the RBI into emergency easing — rates cut to 4%, massive liquidity
injection, moratorium policies, and restructuring support. This demonstrated that the FIT
framework retained flexibility during genuine economic emergencies.

The post-COVID tightening cycle (2022—24) exposed the backward-looking vulnerability.
Supply-driven inflation triggered mechanical tightening that subsequently produced an ex-post
real rate close to 4% as inflation collapsed — one of the most significant monetary policy errors
of the post-FIT era.
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The 2024-25 'Goldilocks' period and the nascent easing cycle have renewed the debate about
whether the framework is adequately forward-looking or whether it merely oscillates between
periods of excessive tightness and excessive ease.

4. Logical and Philosophical Base

A. The Rules vs. Discretion Debate in Monetary Policy

The foundational tension in central banking is between rules-based approaches4{which provide
predictability and discipline) and discretionary approaches (which allow context:sensitive
judgement). Inflation targeting represents a middle path — a constrained discretion, framework.

Milton Friedman's 'k-percent rule' for money growth represented the extremeyules end: the
central bank mechanically targets money supply growth. Kydland andfPrescett'sitime-
inconsistency argument (Nobel Prize, 2004) established theoretically whyscentral banks without
pre-commitments tend to systematically over-stimulate the economyjpfoducing inflationary
bias.

Flexible inflation targeting was designed as a solution: by publicly committing to a 4% target with
democratic accountability (the failure explanation letter to goveenment if breached for three
consecutive quarters), the RBI gains credibility while retaining the flexibility to respond to growth
and financial stability concerns.

The critique raised here operates within this tradition: it argues not for abandoning the rule but
for improving the intelligence and forward-looking architecture of how the rule is operationalised.

B. Epistemological Foundations — Thef{Kpowledge Problem

Friedrich Hayek's famous 'knowledge problem' — that no central authority can aggregate and
process all the dispersed information_in a complex economy — applies directly to inflation
targeting. The central bank cannet’know future inflation with certainty; it can only make
probabilistic assessments,based on available signals.

The epistemological critique oflbackward-looking IT is that it mistakes precision (reading an
exact CPI number) fapaccuracy (understanding where inflation is heading). A precise but
lagged indicator may mislead more than a rougher but more forward-looking signal.

John Maynard Keynes's famous observation — 'In the long run, we are all dead' — captures the
risk of a framewaork,that waits for inflation to materialise before responding. Optimal monetary
policy should gpefate on anticipations, not observations.

Amartya Sen's capabilities framework is indirectly relevant: persistent inflation destroys the
economic capabilities of the poor (fixed-income households, informal workers, rural consumers)
who cannet,protect themselves from real income erosion. This creates a social justice
dimension to inflation management that extends beyond macroeconomic efficiency.

C. Thalnstitutional Design Philosophy

Central bank independence is philosophically grounded in the delegation logic: elected
governments face electoral incentives to lower rates before elections (producing inflationary
bias), so an independent technocratic body can be trusted to make unpopular but necessary
decisions.

However, independence without accountability is undemocratic. The MPC structure attempts to
balance both: statutory independence (government cannot override MPC decisions) with

GS Paper Il | Monetary Policy | RBI | MPC Page



India's Inflation-Targeting Framework — Gaps, Critique, and Reform | UPSC CSE | APSC CCE Module

democratic accountability (public disclosure, parliamentary oversight, the failure letter
mechanism).

The deeper philosophical question: when a mechanical rule (targeting reported CPI) can itself

produce systematic harm (pro-cyclical tightening, growth destruction), does institutional fidelity
to the rule serve or undermine the rule's original purpose? The answer suggests a requirement
for 'second-order' institutional reflexivity — the capacity of an institution to evaluate and reform
its own operating procedures.

D. Rawlsian and Distributive Dimensions

From a Rawilsian 'veil of ignorance' perspective, monetary policy rules should be,designed to
protect the most vulnerable economic participants. High real interest rates disprepertionately
harm: informal-sector borrowers paying compound interest on personal leans; smallfarmers
dependent on agricultural credit; MSMEs unable to access cheaper externalfinancing; and state
governments forced to borrow at elevated yields.

An overvalued rupee (consequence of excessive real rates) simultaneously harms export-
oriented labour (concentrated among the economically weaker sections) while benefiting import-
consuming urban middle classes. This distributional dimenSion is rarely incorporated into MPC
deliberations.

5. New Features and Unique Ideas

The most original contribution of this discourse is not the critique of backward-looking IT per se (this
is well-established in academic literature) but the specific adaptation of that critique to India‘s
institutional context — linking it to concrete alternative measurement sources and to documented
episodes of policy error.

A. Diversified Inflation EXpegtatiansfMeasurement Framework

The proposal to move beyond household surveys towards contractual price signals (rental
agreements, school fegescalation, supplier contracts, wage revisions) is genuinely innovative in
the Indian policy context:

These contractual indicators are less susceptible to recency bias (the tendency for survey
respondents 10 extrapelate recent experience into expectations) and more directly reflective of
actualypricing decisions made by economic agents — which is what ultimately drives the
inflation process.

Specifically for’Assam and Northeast India, where informal economy participation is high and
household surveys have limited penetration and representativeness, contractual price signals
from the organised sector could provide better macroeconomic intelligence than national survey
averages.

B. Financial Market Break-Even Inflation Signals

More systematic use of financial-market inflation signals — particularly the implied break-even
inflation rate derived from the spread between conventional government bond yields and
inflation-indexed bond yields (currently Inflation-Indexed Bonds, or IIBs, in India) — would give
the MPC a real-time, continuously updated market-based measure of inflation expectations.
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Market-based signals incorporate the forward-looking information of thousands of investors and
traders, aggregate information dispersed across the economy, and update instantly to new
information — all properties that household surveys lack.

Feasibility concern: India's 11B market is thin and illiquid, limiting the reliability of break-even
signals. Market development — deepening the inflation-indexed bond market — is therefore a
prerequisite for this proposal to become operationally viable.

C. Modified Taylor Rule Incorporating Financial Spreads

Explicitly incorporating credit spreads, NBFC stress indicators, and banking systemshealth
metrics into the MPC's policy rate guidance would bring India's framework closerto the pest-
2008 global consensus that monetary policy cannot ignore financial conditions.

The Fed's augmented Taylor Rule framework and the ECB's financial stability,assessment
process — both of which explicitly incorporate financial conditions indices —jprovide well-tested
models that India could adapt.

The practical challenge is index construction: a reliable, timely,.and representative Financial
Conditions Index (FCI) for India would need to incorporate bank credit spreads, NBFC lending
rates, corporate bond spreads, equity market conditions, and,exchange rate pressures — data
that is available but not currently synthesised into MPC, deliberations:

D. Supply-Shock Identification Protocol

A formal protocol that requires the MPC to distinguish between supply-driven and demand-
driven inflation before calibrating its policyyresponse wauld reduce the risk of mechanical
reaction to supply-side CPI spikes.

This is not a novel idea in the global literaturé (the Bank of England, ECB, and Fed all explicitly
differentiate supply shocks in theimpolicy communications) but it lacks a formal, transparent
institutional home in India's FIT framework.

Such a protocol might require: publicly published decomposition of monthly CPI into food
(supply-dominated), fuel(geepolitically driven), core services (demand-reflective), and core
goods (exchange-rate sensitive)=- with separate threshold triggers for each rather than a single
headline tolerance band.

6. Sustainability ofthe Idea

A. Constitutionalhand Legal Sustainability

The inflationstargeting framework rests on the RBI Act, 1934 (amended 2016). Expanding the
framework's forward-looking architecture — incorporating financial conditions, diversified
expeectations measurement, supply-shock protocols — does not require legislative changes. The
MPC's mandate (price stability while keeping in mind the growth objective) already provides
sufficient legal space for such evolution.

The 'failure explanation' requirement (governor must explain to the government if inflation
breaches the band for three consecutive quarters) creates a transparency obligation that the
proposed reforms would strengthen, not weaken — making the framework more legally robust
and democratically accountable.

B. Institutional Sustainability
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The MPC as a statutory body with externally appointed academic members provides the
intellectual diversity needed to incorporate more sophisticated forward-looking analysis. The
reforms proposed do not require new institutions — they require enhanced analytical capacity
and more sophisticated data systems within existing institutional structures.

However, there is a real risk of institutional capture and political pressure: a more judgement-
heavy framework could be more susceptible to government influence than a purely mechanical
one. This argues for strengthening, not weakening, the formal independence of the MPC
alongside the proposed analytical improvements.

C. Data and Technical Sustainability

India's statistical infrastructure remains a binding constraint. High-frequency, granular inflation
expectations data from contractual sources requires: (a) systematic collection bythe'Ministry of
Statistics and Programme Implementation (MoSPI); (b) standardised#€porting; (e) independent
verification. These are medium-term investments.

The IIB market development required for reliable financial market sighals willtake time and
requires coordinated effort from the Finance Ministry, RBI, an@d SEBI —a efoss-institutional
coordination challenge.

D. Societal and Ethical Sustainability

A framework that better avoids unnecessary growth sacrifice has direct social sustainability
benefits: sustained employment growth, reduced MSE bankruptcies, improved household
income stability, and avoided fiscal stress,at the'state level (which often transmits directly to
welfare spending cuts affecting the poor).

Ethically, a framework that systematically avershoots on tightness — imposing costs
disproportionately on the economigally vulnerable — requires reform not just for economic
efficiency reasons but for social justice reasons. The reform agenda proposed here is ethically
sustainable and democratically,defensible.

7. Challenges Related tothe Issue

A. ImplementatigmChallenges

Data Infeastructure Gap: India lacks a developed inflation-indexed bond market; contractual
price data‘is not systematically collected; high-frequency financial conditions indices are not
published with,the regularity and methodological consistency required for policy use.

Skill'and€apacity Constraints: Operationalising a more forward-looking MPC framework
requires enhanced forecasting models, larger teams of PhD-level researchers within the RBI,
and,closer academic collaboration — areas where the RBI has been improving but where gaps
rémain significant.

Political Economy of Reform: Any reform that increases the role of central bank judgement (vs.
mechanical rule-following) becomes politically sensitive. Governments may interpret a 'softer’
framework as permission for looser money — exactly the time-inconsistency problem that FIT
was designed to solve.

B. Technical and Analytical Challenges
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Output Gap Measurement: A forward-looking framework requires reliable estimates of the
output gap (actual GDP minus potential GDP). India's output gap estimates are notoriously
uncertain, given disagreements about potential GDP measurement, especially post-COVID
where structural changes made historical trend extrapolation unreliable.

Financial Conditions Index Methodology: Any FCI must weight its components (credit spreads,
equity conditions, exchange rates, credit growth) appropriately. Different weighting
methodologies can produce significantly different assessments, creating scope for motivated
reasoning.

Communication Challenge: A framework that is more judgement-intensive requires better
communication — the MPC must be able to explain, in plain language, why it is leeking through
a food-price spike rather than responding to it. This is technically demanding and politically
exposed.

C. Systemic and Structural Challenges

Fiscal Dominance Threat: Rising state government borrowing (drivemby competitive freebie
culture — free electricity, debt waivers, cash transfers) combifed with increasing central fiscal
commitments creates an environment where monetary poli€y, credibility iS'under fiscal pressure.
A more judgement-heavy IT framework is more vulnerable tothis pressure than a mechanical
one.

Global Spillovers: India's monetary policy cannot be conduetedin isolation. Fed rate decisions
directly affect capital flows, exchange rate pressure, and the effective cost of India's dollar-
denominated borrowing — forcing the RBI into partial synchronisation with the Fed cycle
regardless of purely domestic considerations.

Food Price Structural Issue: The underlying‘preblem— food's 46% CPI weight combined with
high food price volatility — cannot be solved by menetary policy reform alone. Agricultural
supply chain reforms, better procurement price management, and food-specific supply-side
policy are essential complements.

8. Multidimensional Analysis

Social Dimension

Inflation as a Regressive Tax: High and volatile inflation disproportionately harms fixed-income
earnerspensioners;fagricultural labourers, and informal workers — those least able to
negotiate'nominal income adjustments. Conversely, excessively high real interest rates harm
the same groups through reduced employment and credit access.

Savings,Behaviour: India's high household savings rate has historically been linked to
inflationary expectations — the precautionary motive strengthens when future purchasing power
isyuncertain. A credible inflation-targeting framework supports savings mobilisation through
fimaneial instruments (rather than gold and real estate), deepening capital markets and enabling
productive investment.

Northeast India — Assam Angle: For Assam's largely agrarian economy, food price volatility
directly determines rural household welfare. A monetary framework that reacts mechanically to
food CPI spikes with rate hikes compounds rural distress — farmers face both lower
procurement prices from market disruption AND higher input costs from credit tightening. A
forward-looking framework that looks through transient food shocks protects rural incomes more
effectively.
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Political Dimension

e Central Bank Autonomy and Government Pressure: The MPC structure was designed to
insulate monetary policy from electoral cycles. Episodes of government-RBI tension (notably the
2018-19 period when the Finance Ministry questioned RBI's tight monetary stance) illustrate the
constant political pressure on the central bank.

e The 'Freebie Culture' and Fiscal-Monetary Interaction: Competitive populism at the state level —
driven by electoral incentives to offer free utilities, loan waivers, and cash transfers — creates
structural inflationary pressure that monetary tightening cannot resolve. Addressing this requires
cooperative fiscal-monetary coordination and potentially FRBM-type commitments at the state
level.

e MPC Composition Politics: The balance between RBI officials and external government-
appointed members creates a structural interface between political considerations‘and monetary
decisions. External members appointed by the government may reflect palitieal preferences on
rates — a risk that institutional design must guard against through transparent appointment
processes.

Legal Dimension

e RBI Act, 1934 (Amended 2016): Section 45ZA mandates. the centrallgovernment to set the
inflation target in consultation with the RBI every five years:“hhe current 4% target with +2%
band is legally binding on the MPC.

e FRBM Act Interaction: The Fiscal Responsibility and Budget Management Act creates a parallel
obligation on government — fiscal deficit reduction — that is necessary for monetary policy
effectiveness. The two frameworks mustge internally eonsistent; fiscal profligacy undermines IT
credibility even if the MPC is technically independent.

e Legal Accountability — The Failure Letter Méchanism: The governor's legal obligation to explain
to Parliament why inflation breaghed the tolerance band for three consecutive quarters is a
significant accountability mechanism.that has not yet been triggered — testifying both to the
framework's success and to some good fortune with the supply shock timing.

Ethical Dimension

e Technocratic Governance,and Democratic Legitimacy: Delegating monetary policy to a
technocraticedy raises questions of democratic legitimacy — who elected the MPC? The
ethical justificationirests on the consequentialist argument that independent central banks
producebetterieconomic outcomes for all citizens. This justification becomes weaker if the
framework'systematically harms specific groups (informal workers, rural households) while
protecting others*(formal sector savers, urban consumers).

e Transpareney -and Honesty in Communication: A framework that understates the risks of
excessive tightening (by celebrating low inflation without acknowledging the growth sacrifice)
raises ethical concerns about institutional communication. Central banks have an ethical
obligation to give honest assessments of their policy's full consequences.

e |Intergenerational Equity: Sustained growth sacrifice — the persistent below-potential GDP
growth caused by recurring episodes of excessively tight monetary conditions — represents an
intergenerational inequity: present tightening constrains the productive capacity that future
generations will inherit.

International Dimension
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Global Monetary Policy Context: India's FIT operates in a globally integrated financial system
where the US Fed, ECB, and Bank of England set de facto reference rates. The Fed's 202224
tightening cycle forced emerging market central banks, including the RBI, into partially
synchronised tightening to prevent disruptive capital outflows — regardless of purely domestic
inflation dynamics.

Global Comparison and Best Practices: Countries like Canada (flexible average inflation
targeting) and the UK (explicit supply-shock carve-outs in the MPC remit) have evolved their IT
frameworks to be more explicitly forward-looking and shock-sensitive. India can learn from
these evolutions without abandoning the core nominal anchor.

Geopolitical Risk and Monetary Policy: The Iran conflict illustrates a broader struetural feature of
India's monetary environment — that external geopolitical events (Strait of Hofmuz, Russia-
Ukraine, Middle East conflicts) can trigger oil price shocks that rapidly transmit'inte, India's"CPI
given its import dependence for crude oil (~85% of consumption). A framéwork designed for a
more closed economy is systematically vulnerable to these spillovers,

Economic Dimension

Growth-Inflation Trade-Off: The fundamental trade-off in m@netary palicyis between short-term
growth sacrifice and long-term price stability. The evidence from India’s post-FIT experience
suggests the framework has occasionally been miscalibrated —sacrificing more growth than
necessary to achieve inflation outcomes that would have, arrived,anyway as supply shocks
dissipated.

Credit Market Transmission: India's monetary transmission)is structurally impaired. The pass-
through from the repo rate to lending rates for SMEs, agriculture, and informal sector borrowers
is slow, incomplete, and varies significantly®acrossegions. A rate cut in Mumbai may take 12—
18 months to reduce the borrowing cost of\a smallitea garden owner in Assam.

Potential GDP and the Output Gap: Sustained episodes of below-potential growth (driven by
monetary over-tightening) canpermanently [ower the trajectory of potential output — through
hysteresis effects on employment,dnder-investment in productive capacity, and MSME exits
that destroy human capital and institutional knowledge. The long-term growth costs of repeated
pro-cyclical monetary tightening maysbe significantly higher than short-term GDP loss figures
suggest.

9. Linkages wWithh\NCERTSs

NCERT Reference ' Chapter/Topic Relevance to This Issue

Class XIl — Ch. 4: Income Monetary policy instruments, repo/reverse
Macroeconomics (NCERT) Determination; Ch. 5:  repo, CRR; RBI's roles in money supply

Government Budget management; the expenditure-output
relationship that monetary tightening

suppresses.
Class XIl — Ch. 6: Open Exchange rate determination; how high real
Macroeconomics (NCERT) Economy interest rates attract capital and appreciate the
Macroeconomics currency; impact on trade balance — directly
relevant to rupee overvaluation discussed
here.
Class XI — Indian Ch. 2: Indian Pre-reform era of monetary accommodation,
Economic Development Economy 1950-1990 fiscal dominance, and embedded inflation —

the historical context for why IT was needed.
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NCERT Reference \ Chapter/Topic Relevance to This Issue
Class XI — Indian Ch. 8: Infrastructure; The role of credit availability and interest rates
Economic Development Employment in financing infrastructure investment and

MSME employment — sectors most hurt by
monetary over-tightening.

Class XIl — Ch. 3: Money and Credit multiplier, money creation, role of

Macroeconomics Banking CRR/SLR — foundations for understanding
how monetary policy transmits to the real
economy.

10. Linkages with UPSC CSE Syllabus

GS Paper Ill — Indian Economy (Primary)
e Indian Economy and issues relating to planning, mobilisation efffesources, growth,
development, and employment.

e Effects of liberalisation on the economy, changes in industrialipolicy and their effects on
industrial growth.

e |Infrastructure — Energy, Ports, Roads, Airports, Railways (¢redit-market development for
infrastructure financing).

e Science and Technology — Financial technology, digital\finance (indirect: financial conditions
measurement using fintech data).

o Core relevance: Monetary Policy Committee, RBI'functions, inflation targeting, real interest
rates, NBFC crisis, NPA resolution — all are G8 Il staples with multiple PYQ appearances.

GS Paper Il — Governance and Bolity\(Secondary)

e Statutory bodies: MonetaryaRolicy £ommittee, RBI as a statutory body under the RBI Act —
institutional design, accountabilityymechanisms.

e Government policies and interventions — the FRBM framework, fiscal-monetary coordination,
Centre-State fiscal relations (state borrowing and its monetary implications).

e |ssues relatingyto the development and management of social sector: education, health —
school fee inflationias an inflation expectations signal.

GS Paper I*— Soeial Issues

e Poverty and'developmental issues — how monetary over-tightening transmits to employment
losses and MSME distress that deepens poverty.

e \\Role of women and women's organisations — relevance of financial inclusion (PMJDY, Mudra
loans) under conditions of high real interest rates.

GS Paper IV — Ethics

e Transparency and accountability in governance — MPC communication norms, the failure letter
mechanism, honest assessment of monetary policy costs.

e |Intergenerational equity — growth sacrifice imposed by monetary over-tightening as an ethical
issue.
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Essay Paper

'A credible institution must be willing to reform itself' — directly applicable to the MPC/RBI
debate.

'Growth and stability need not be opposing goals' — the core thesis of flexible, forward-looking
IT.

'Rules without wisdom produce harm' — a philosophical frame for the backward-lookifag IT
critique.

APSC CCE Specific

Assam Economy — the transmission of central monetary policy to Assam's,agriculture-
dominated, NBFC-dependent credit market.

Northeast India in Indian economy — the differential impact of exchangé rate overvaluation on
border trade and Act East Policy implementation.

State finances — Assam's borrowing dynamics and the impact of elevated government bond
yields on state fiscal space for welfare expenditure.

11. Best Linkages with Syllabus, Philosophy;and Epistemology

The deepest conceptual connections of this issue span three philosophical traditions: epistemology
(what can we know about future inflation and with what certainty?), political philosophy (who should
make monetary decisions and how should they be accountable?), and economic ethics (who bears
the costs of monetary policy error?).

A. Epistemological Framewgork

Hayek's Knowledge Problem:sFhéseentral bank cannot aggregate all information about future
inflation. The reform agenda'is essentially Hayekian — diversify information sources, use
market signals, embraceluncertainty rather than false precision. This is directly applicable in GS
IV ethics questions on epistemic humility in governance.

Popper's Falsifiability:, A good policy framework must be structured so that its errors are
identifiable and ¢orrectable. The backward-looking IT framework's errors (episodes of ex-post
excessive real rates) are identifiable only after the fact — a Popperian argument for more
anticipatory, forward-looking design.

Keynes on‘Uncertainty: '‘Animal spirits' and radical uncertainty about the future cannot be
reduced to probabilistic risk assessments. This grounds the argument for preserving judgement
in.menetary policy rather than mechanically following any single indicator — including the CPI.

B. Political Philosophy

Technocracy vs. Democracy: The MPC represents a form of epistocracy — governance by
experts — justified by the superior outcomes it produces over politically motivated decision-
making. But epistocracy requires external accountability; otherwise, expert errors go
uncorrected. The proposed reforms strengthen accountability without compromising
independence.
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Rawils' Difference Principle: Institutions should be designed to maximise the welfare of the least
advantaged. A monetary framework that systematically harms informal workers, rural
households, and small borrowers — even if it benefits macroeconomic aggregates — fails the
Rawilsian test. The reform agenda is ethically grounded in Rawlsian distributional justice.

Habermas' Communicative Rationality: Legitimate governance requires that all affected parties
have a voice in the decisions that affect them. MPC deliberations, while publicly disclosed
through minutes, do not meaningfully incorporate the perspectives of those most affected by
monetary tightening. This is a Habermasian critique of deliberative deficit in the monetary
governance structure.

C. Economic Philosophy

Friedman vs. Keynes: The IT framework embodies a broadly Monetarist philesophy = focus on
price stability, credible rules, and limited discretion. The forward-looking critigue*eomes closer to
Keynesian sensibilities — that activist, context-sensitive policy is neededdo navigate a complex
and uncertain economic environment.

Institutional Economics (North): Effective monetary institutions require net just formal rules but
shared beliefs, informal norms, and enforcement mechanisms that create genuine credibility. A
framework that mechanically follows reported numbers_but lacks genuine analytical depth may
have formal credibility without the substantive credibility fequireditefanchor expectations.

Sen's Development as Freedom: Sustained economic growth —»which monetary over-tightening
inhibits — is the primary engine of capability expansion far the poor. A framework that
periodically sacrifices growth unnecessarily thereby restricts the freedom expansion that
development promises. This situates the monetary policy debate within the broader
development ethics tradition.

12. Way Forward

The goal is not to weaken India's inflation-targeting framework but to make it smarter — replacing
mechanical backward-looking rigidity with calibrated, forward-looking judgement grounded in better
data, richer analytical frameworks, and stronger institutional accountability.

A. Short-Term Recommendations (0-2 Years)

Supply-Shock Communication Protocol: The MPC should publish, with each policy statement,
an explicit CRI decomposition — food, fuel, core goods, core services — with an assessment of
whieh components reflect demand-driven inflation versus supply-side disruptions. This creates a
transparentbasis for the MPC's decision to look through transient shocks.

Inflation Expectations Dashboard: The RBI should develop and publish a monthly Inflation
Expectations Dashboard that supplements household survey data with: (a) inflation-indexed
bond break-even rates; (b) commercial paper rate spreads; (¢) wage growth data from major
sectors; (d) organised sector rental escalation indices.

Financial Conditions Index: The RBI research department should develop and regularly publish
a Financial Conditions Index incorporating credit spreads, NBFC borrowing costs, equity market
conditions, and exchange rate pressures — enabling the MPC to explicitly consider financial
conditions alongside the CPI reading.

B. Medium-Term Reforms (2-5 Years)
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IIB Market Development: Coordinate with the Finance Ministry and SEBI to deepen the market
for Inflation-Indexed Bonds — improving trading volumes, reducing bid-ask spreads, and
making break-even inflation rates a reliable real-time signal for the MPC.

MPC Mandate Clarification: Amend the MPC's operational guidance (though not the RBI Act
target itself) to explicitly require the MPC to: (a) assess the nature (supply vs. demand) of
inflation; (b) consider forward-looking real rates; (c) incorporate financial conditions. This can be
done through a revised MPC Operating Framework issued by the government in consultation
with the RBI.

Contractual Price Data Collection: Direct MoSPI to systematically collect and publish quarterly
data on rental escalation rates, school fee revisions, wage revision outcomes, and,supplier
contract price adjustments — creating a new administrative data series on forward-looking price
expectations.

India-Specific Monetary Transmission Research: Fund a dedicated research,programme
(potentially through NIPFP or the RBI's own research department) to produce rigerous India-
specific estimates of: (a) the differential impact of rate changes across regionsi(including
Northeast India); (b) the transmission lag structure; (c) the relationshipdetween survey
expectations and actual pricing behaviour.

C. Long-Term Structural Reforms (5+ Years)

Food Price Architecture Reform: Address the structural driver ofiT's greatest vulnerability —
food price volatility — through: reform of the MSP/FCI procurement architecture; investment in
cold chain infrastructure; development of agricultural commodity futures markets that provide
better price discovery and risk management; and rationalisation of CPI food weightage as the
food share of Indian household budgets ‘evelves withefising incomes.

Fiscal-Monetary Coordination Framework:Institutionalise a formal Fiscal-Monetary Coordination
Committee involving the Finance Secretary; RBI Governor, and independent economists to
identify interactions between fig€al decisions(state borrowing, capital expenditure patterns,
subsidy schemes) and monetary peolieyy— reducing the risk of inadvertent fiscal-monetary
conflicts.

Regional Monetary Impact Assessment: Given India's significant economic heterogeneity,
develop Regional Ecenomiedmpact Assessments to accompany each MPC decision —
documenting the likely“differential impact on states like Assam (with agrarian economies, NBFC-
dependent credit marketsyand cross-border trade sensitivities) versus Maharashtra or
Karnataka. This,institutionalises regional equity in the monetary policy deliberation process.

D. Institutignal'®esign Improvement

MPC*Appointment Process Transparency: Reform the selection process for external MPC
members {o include: public application, peer review, parliamentary committee consultation, and
term-staggering to prevent a single government from appointing a majority simultaneously.

Publishied Dissent Mechanism: Strengthen the already existing practice of publishing individual
MPC votes and reasoning by requiring each dissenting member to publish a substantive dissent
note — improving the quality of deliberation and the accountability of individual MPC members.

Independent Post-Hoc Review: Commission biennial independent reviews of MPC decisions —
similar to the Treasury's external evaluations of the Bank of England's MPC — to assess
whether the framework has produced appropriate trade-offs between inflation and growth, with
specific analysis of episodes of potential over-tightening.
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13. Previous Years' UPSC and APSC Questions

UPSC CSE Mains — GS Paper lll

Paper Question

GS i What is the role of the Monetary Policy Committee (MPC) in India? How
does the MPC formulate its monetary policy? Discuss. (15 Marks)

GS il Discuss the impact of inflation on household savings behaviour and the
economy. What measures has the RBI taken to control inflation inrecent
years? (15 Marks)

GS Il What is an 'interest rate corridor'? How does the Reserve Bank of, India
implement monetary policy through this mechanism? (104Varks)

GS il With a consideration of India's circumstances, examife the viability‘of
Universal Basic Income (UBI). [Inflation targeting's{fiscal ifnplications are
contextually connected]

GS 1l Examine the role of NPAs in the Indian banking secter. How has the
NBFC crisis compounded the monetary transmission|challenge? (15
Marks)

GS il Account for the failure of manufacturing, sectofjin, achieving the goal of

labour-intensive exports — conneet to rupee overvaluation and high real
interest rates. (12 Marks)

GS il Enumerate the indirect taxeswhich have been subsumed in the Goods
and Services Tax. [Context: GSTawas announced same year as FIT —
both were structural reforms 0fi2016]

GS 1l Why are the poor most affected by inflation? How does inflation targeting
protect household welfare?/[Implicit link]

GS il What is the‘impact of high real interest rates on investment in India?
Discliss with reference to the current macroeconomic environment. (200
words)

UPSC CSE Mains, — GS Paper i

Question

The effectiveness of central statutory bodies depends on their
independence from political pressures. Critically examine with reference
to the Monetary Policy Committee.

GS I Discuss the significance of fiscal-monetary coordination in India. How
does the FRBM framework interact with the inflation targeting mandate of
the RBI?

Gsli Discuss the appointment process of members of statutory commissions

and committees. Should external members of the MPC be selected
through a parliamentary process?

UPSC CSE Prelims — Economy
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Year Paper Question

Prelims With reference to India's Monetary Policy Committee, consider the
following statements: [standard MCQ on composition and voting — MPC
has 6 members, governor has casting vote, etc.]

Prelims Which of the following statements is/are correct about the inflation
targeting framework adopted by the RBI? [MCQ on IT structure]

Prelims With reference to the Indian economy, consider the following statements
regarding non-performing assets. [NPA crisis as monetary transmission
context]

Prelims If the RBI decides to adopt an expansionary monetary policy, which of the

following would it NOT do? [Operational monetary policy instruments]

Prelims Which of the following is issued by the RBI to control inflation? [Relicy
instruments]

Prelims If the repo rate is increased by the RBI, what will be'itséeffect on credit
and thereby on inflation? [Core IT mechanic]

APSC CCE Mains — Economy and Assam-Specific'Questiéns
Paper Question

GS| Discuss the impact of the Reserve Bank of India's monetary policy on
small and medium enterprisesiin Assam. What structural reforms are
needed in monetary transmissionfer Northeast India?

GSli Examine the role of the NBFC sector in credit delivery in Assam. How
has the NBFC.erisis affected financial access for small businesses and
agricultural‘households?

GS| High food prices and agrarian distress in Assam — assess the role of
monetary policy,and supply-side factors in determining agricultural
incomes.

GS | Discuss the significance of inflation control for inclusive development in

14. Model Answers for Selected Questions

Assam with reference to household savings and investment patterns.

Q1. What isithié®role of the Monetary Policy Committee (MPC) in India? How does
it fofmuilateimonetary policy? Critically examine its effectiveness. (UPSC GS il
202334250 words)

Structure: Introduction — Statutory mandate — Composition — Decision framework — Critical
assessment — Way forward

India's Monetary Policy Committee (MPC), established under the RBI Act (amended 2016), represents
a landmark institutional reform — transitioning monetary policy from governor-centric discretion to a
structured, transparent, collegial decision-making process.
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Statutory Mandate and Composition:

e The MPC comprises six members — three from the RBI (Governor as Chairperson, Deputy
Governor, one RBI official) and three external members appointed by the central government.
Decisions are made by majority vote, with the Governor holding a casting vote in a tie.

e Its primary mandate: achieve the 4% CPI inflation target (+2% tolerance band) while keeping
growth objectives in view — embodying the 'flexible' dimension of Flexible Inflation Targeting
(FIT).

Decision-Making Framework:

e The MPC meets bi-monthly. Its decisions (repo rate, stance —
accommodative/neutral/withdrawal of accommodation) are based on CPI projections, output
gap assessment, global developments, and financial stability consideratigns.

e A key mechanism of accountability: if CPl remains outside the 2%—6% bandforithree
consecutive quarters, the Governor must submit a written explanation to the gevernment —
creating democratic accountability within an independent framework:

Critical Assessment:

e The framework has demonstrably succeeded in reducing,India'systructural inflation. However, its
backward-looking reliance on reported CPI creates strugturalpro-cyclicality. Three episodes —
the post-2016 NPA crisis tightening, post-COVIDgsupply=shock tightening, and the potential
premature easing of 2024 — suggest the framgwork insufficiently distinguishes between
demand-pull and supply-driven inflation.

e India's inflation expectations measurement,remains _survey-dependent and susceptible to food
price recency bias — weakening the forward-leeking dimension the framework requires.

Way Forward:

e Incorporate a Financial Conditiensdindex, diversify inflation expectations measurement to
contractual price signalsand institutionpalise a formal supply-shock identification protocol. The
goal is not to abandon the,neminal“anchor but to make the framework's judgement architecture
more sophisticated and forward-looking.

realised when the framework is also accurate — reading the economic moment correctly before

‘ The MPC has strengthened India's monetary credibility, but credibility’s full value can only be
acting, not after.

Q2\Examing the impact of high real interest rates on growth and employment in
India) (WPSE GS Ill — 250 words)

Structure: Concept — Channels of impact — Evidence from India — Vulnerable sectors — Policy
recommendation

Real interest rates — the nominal policy rate adjusted for expected inflation — are the primary lever
through which monetary policy affects investment, employment, and output. When real rates remain
persistently elevated (whether by design or as an unintended outcome of supply-shock tightening), their
economic consequences are substantial and distributional.
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Channels of Impact:

e Investment Channel: High real rates raise the hurdle rate for investment — only projects with
returns exceeding the risk-adjusted financing cost proceed. This compresses capital formation,
particularly in long-gestation sectors like infrastructure, manufacturing, and housing.

e Credit Channel: Elevated rates compound existing banking system stress (NPAs, NBFC
disruptions) by further widening the gap between the policy rate and effective lending rates.
SMEs and agricultural borrowers — without access to capital markets — absorb these higher
costs without recourse.

e Exchange Rate Channel: Persistently high real rates attract carry-trade capitaldnflowsy
appreciating the rupee. An overvalued exchange rate systematically disadvantages export-
oriented sectors — precision manufacturing, textiles, agricultural exports — destroying
employment among those least able to absorb the loss.

Evidence from India:

e India's forward-looking real rate exceeded 3% during 2015-19(post-NPA crisis) and
approached 4% in 2025-26 (post-COVID supply shock tightening). Intboth episodes, GDP
growth slumped — falling below 4% in 2019 and suppressingthe post-COVID recovery
potential.

Implications for Employment:
e MSME distress under high-rate environments translates directly into job losses in sectors

employing India's informal majority. The @rewth saerificeé from monetary over-tightening is not
merely an abstract GDP statistic — it represents,real income lost by real households.

Policy Recommendation:

e A forward-looking IT frameworkthat explicitly incorporates financial conditions, distinguishes
supply from demand inflation, and uses diverse inflation expectations signals would reduce the
incidence of inadvertent monetary over-tightening — delivering price stability without
unnecessary growthisacrifices

Q3. APSC Mains %-MPiSeuss the impact of RBI's monetary policy on small
enterpriseg angd agriculture in Assam. What reforms are needed for better
monetary tkansmisSion in Northeast India? (250 words)

Structure: Transmission context — Assam-specific vulnerabilities — Evidence — Reforms with NE
focus

India's monetary policy — set by the MPC in Mumbai — reaches Assam's agrarian economy through a
long and imperfect transmission chain. The gap between the RBI's repo rate and the effective
borrowing cost of a paddy farmer in Goalpara or a small tea garden owner in Dibrugarh can span 8-12
percentage points, shaped by NBFC spreads, cooperative bank inefficiency, and limited formal banking
penetration.

Assam-Specific Vulnerabilities:
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e Agriculture Dominance: Assam's economy remains significantly agrarian, making it
disproportionately sensitive to high agricultural credit costs — costs that rise when the RBI
tightens the policy rate but fall incompletely (and slowly) when it eases.

e NBFC Dependence: Large sections of Assam's MSME and informal economy rely on NBFCs
and microfinance institutions rather than scheduled commercial banks. The 2018-19 NBFC
crisis hit these borrowers first and hardest — their effective borrowing costs spiked
independently of any RBI rate hike.

e Act East Policy and Cross-Border Trade: An overvalued rupee (consequence of tight real
interest rates) directly undermines the competitiveness of Assam's agricultural exportsand
border trade under the Act East Policy framework — an issue largely invisible fram,national
aggregates.

Required Reforms:

e Regional Monetary Impact Assessment: RBI should publish biennialfassessments-of differential
monetary transmission across regions, with specific chapters on Northeast India:

e Priority Sector Lending Enhancement: Strengthen sub-targetsqwithin PSL fof Northeast states,
backed by interest subvention programmes to offset the transmission, lag:

e NBFC Regulatory Architecture: Develop a differentiated regulatory framework for NBFCs
operating in underdeveloped credit markets — balancingerisk management with credit access
requirements.

e Rural Financial Infrastructure: Invest in Jan Dhan-linked eredit delivery infrastructure to shorten
the transmission chain between the policy rate and the farm/MSME borrower.

India's monetary policy must learn to read the entire country, not just the financial centres. Assam's
credit reality demands a framework sensitive to regional heterogeneity and transmission
imperfections.

Why this issue matters for UPSC/APSC: Monetary policy is a perennial GS Il topic with consistent PYQ
appearances. The Flexible Inflation Targeting framework, MPC composition, and the repo rate-CPI
relationship are frequently tested at the Prelims level. At the Mains level, questions increasingly ask for
critical evaluation rather than description — which is exactly what this module equips you for. The forward-
looking vs. backward-looking distinction, the pro-cyclicality risk, and the supply vs. demand inflation debate
are the kinds of analytical nuances that differentiate a 12/15 answer from a 9/15 answer.

Module prepared for UPSC CSE | APSC CCE 2026 Cycle

GS Paper Il | Monetary Policy | RBI | MPC Page



