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Economic Reforms in India (1st 
Generation to 3rd Generation)

Introduction: 

India’s economic reform journey, initiated  

in 1991, has transformed its economic 
landscape through successive waves of 
reforms known as fi rst, second, and third-
generation reforms. Each generation of 
reforms addresses specifi c challenges, 
from deregulation and liberalization 
to modernizing infrastructure and 
improving governance, aimed at fostering 
sustainable and inclusive growth.

Expert Opinions: 

Manmohan Singh:   Highlighted the 
necessity of the 1991 reforms for economic 
stability, noting that liberalization opened 
new growth opportunities.

Raghuram Rajan:   Emphasizes structural 
reforms as essential to maintaining long-
term growth and improving productivity.

Key Points: 

First Generation Reforms (1991-2000):   
Focused on liberalization, privatization, 
and globalization (LPG) to address the 
balance-of-payments crisis and open 
up India’s economy to global markets. 
Key measures included reducing import 
tariffs, dismantling industrial licensing, and 
encouraging foreign direct investment 
(FDI). Example: The New Industrial Policy 
of 1991 ended the license raj, reducing 
restrictions on industries and fostering 
private sector growth.

Second Generation Reforms (2000- 

2010): Aimed to deepen structural 
adjustments, focusing on fi nancial 
sector reform, labor laws, and improving 
regulatory frameworks to strengthen 
the economy. These reforms included 
enhancing banking sector effi ciency, 
encouraging private investments 
in infrastructure, and promoting 
disinvestment in public sector 
undertakings (PSUs). Example: Fiscal 

Responsibility and Budget Management 
(FRBM) Act 2003 focused on fi scal 
discipline, promoting responsible 
spending by reducing government 
defi cits.

Third Generation Reforms (2010- 

Present): Emphasize sustainable 
development, digitalization, and ease of 
doing business. Key measures include 
GST implementation, the Insolvency and 
Bankruptcy Code (IBC), direct benefi t 
transfers (DBT), and sector-specifi c 
reforms in areas like agriculture and 
energy. Example: The introduction of GST 
simplifi ed the tax structure and created 
a unifi ed national market, increasing 
effi ciency and reducing tax evasion.

Social Inclusion and Welfare Reforms:   
A critical focus has been on expanding 
social security through direct benefi t 
transfers, health coverage schemes like 
Ayushman Bharat, and fi nancial inclusion 
programs like PM Jan Dhan Yojana. These 
initiatives aim to ensure that economic 
reforms reach all segments of society.

Digital Reforms for Governance and  

Transparency: The rise of digital 
infrastructure, with initiatives such as 
Digital India, Aadhaar, and e-governance 
platforms, has improved service delivery, 
increased transparency, and reduced 
leakages in welfare schemes, enhancing 
public trust in government institutions.

Political Aspect:

Policy Continuity and Political Will:   
Economic reforms have often faced 
resistance due to political constraints 
and concerns over social impacts. Strong 
political will is essential for implementing 
reforms that may face initial opposition 
but yield long-term benefi ts, as seen 
with GST and the IBC.

Geographical Context:

Balanced Regional Development:   
Reforms increasingly emphasize reducing 
regional disparities by promoting 
investments in underdeveloped areas, 
particularly through schemes such as 
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the Aspirational Districts Programme 
and policies encouraging investments in 
Northeastern and coastal regions.

Social Perspective:

Impact on Employment and Inequality:   
While reforms have increased economic 
opportunities, disparities in income 
and wealth persist. Efforts to address 
these challenges include social sector 
investments, rural development schemes 
like MGNREGA, and educational reforms 
aimed at skilling and employment 
generation.

Examples and Relevant Data:

Example:   The Insolvency and Bankruptcy 
Code (IBC) 2016 has improved corporate 
debt resolution, with an average 
recovery rate of 42.5% for defaulted 
loans, improving investor confi dence.
Relevant Data: According to the World 
Bank’s Ease of Doing Business Report, 
India improved from rank 142 in 2014 to 
63 in 2020, highlighting the impact of 
reforms on the business environment.

Conclusion: 

India’s economic reforms have been  

instrumental in transforming its economy, 
driving growth, and lifting millions out 
of poverty. Continued reforms, with a 
focus on inclusivity, sustainability, and 
innovation, will enable India to realize its 
vision of becoming a $5 trillion economy, 
fostering prosperity and opportunity for 
all citizens.

Inclusive Growth and Issues 
Arising from It

Introduction: 

Inclusive growth ensures that the  

benefi ts of economic growth reach 
all sections of society, bridging gaps 
in wealth, education, healthcare, and 

employment. In India, this concept is vital 
due to its diverse socio-economic fabric 
and persistent challenges like inequality, 
regional disparities, and social exclusion.

Expert Opinions: 

Amartya Sen:   Emphasized that true 
development occurs when economic 
growth enhances social capabilities.

Joseph Stiglitz:   Advocated for inclusive 
policies, highlighting that inequality 
undermines economic stability.

Key Points: 

Economic Inequality:   Despite growth, 
wealth distribution remains skewed. The 
top 10% of the population controls nearly 
77% of the nation’s wealth. Programs like 
PM Jan Dhan Yojana promote fi nancial 
inclusion to reduce this gap.

Regional Disparities:   Urban areas 
dominate economic activities, leaving 
rural regions underdeveloped. The 
Aspirational Districts Programme 
addresses these disparities by improving 
social and economic indicators in 
backward regions.

Employment Challenges:   Job creation 
lags behind economic growth, especially 
in the informal sector, which employs 
over 80% of the workforce. Skill India 
and Pradhan Mantri Kaushal Vikas Yojana 
aim to enhance employability and skill 
development.

Social Exclusion:   Marginalized groups 
face systemic barriers in accessing 
opportunities. Stand Up India supports 
SC/ST entrepreneurs, and MGNREGA 
provides rural employment, promoting 
social equity.

Healthcare and Education:   Inadequate 
healthcare and unequal educational 
opportunities hinder inclusive growth. 
Initiatives like Ayushman Bharat and 
Samagra Shiksha Abhiyan aim to ensure 
access to quality health and education 
for all.
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Political Aspect:

Policy formulation often prioritizes  

industrial growth, neglecting rural and 
marginalized communities. Balancing 
urban and rural needs is essential to 
avoid political and social unrest.

Geographical Context:

Industrial investments are concentrated  

in states like Maharashtra and Gujarat, 
while regions like the Northeast and 
central India lag. Schemes like North 
East Special Infrastructure Development 
Scheme (NESIDS) address these regional 
imbalances.

Social Perspective:

Caste and gender inequalities restrict  

access to opportunities. Empowerment 
initiatives such as Beti Bachao Beti 
Padhao and reservations for marginalized 
communities foster social inclusivity.

Examples and Relevant Data:

Example:   The Aspirational Districts 
Programme improved key indicators in 
districts like Nandurbar, Maharashtra, 
enhancing healthcare and education.
Data: According to the World Bank, 47% 
of India’s population lives on less than 
$2 per day, highlighting the need for 
targeted interventions.

Conclusion: 

Inclusive growth is essential for achieving  

sustainable and equitable development. 
Addressing disparities in income, 
education, healthcare, and regional 
development will strengthen India’s 
socio-economic fabric. By fostering 
inclusive policies and leveraging 
innovative solutions, India can ensure 
balanced growth that benefi ts all 
citizens.

National Income Accounting

Introduction: 

National Income Accounting (NIA) is a  

framework used to measure a country’s 
economic performance by assessing the 
total income generated, expenditures 
incurred, and output produced within a 
specifi c period. It serves as a critical tool 
for understanding the economic health 
and policy-making of a nation.

Expert Opinions: 

Simon Kuznets:   Highlighted NIA as a vital 
measure to track economic progress and 
development.

John Maynard Keynes:   Advocated for 
national income estimates to guide fi scal 
and monetary policies effectively.

Key Points: 

Measuring Economic Performance:   NIA 
provides a comprehensive assessment 
of GDP, GNP, and Net National Income, 
offering insights into the economic 
output and growth trends of the nation.

Policy Formulation:   Governments use 
national income data to design and 
implement fi scal policies, ensuring 
effective allocation of resources for 
growth and welfare.

Sectoral Analysis:   NIA helps identify 
contributions of agriculture, industry, 
and services sectors, aiding in strategic 
planning and addressing sectoral 
imbalances.

Standard of Living Assessment:   Per 
capita income derived from NIA indicates 
the average income of citizens, refl ecting 
changes in living standards over time.

Global Comparisons:   NIA enables 
comparisons with other nations, helping 
policymakers understand India’s position 
in the global economy and address 
competitive challenges.
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Political Aspect:

NIA data infl uences political decisions on  

taxation, subsidies, and welfare programs. 
It provides a basis for electoral promises 
and justifi es policy interventions to 
address socio-economic inequalities.

Geographical Context:

Regional disparities are highlighted  

through state-wise income analysis, 
enabling targeted development policies 
in backward regions under schemes like 
the Aspirational Districts Programme.

Social Perspective:

National income estimates help assess  

the effectiveness of poverty alleviation 
and employment generation schemes 
such as MGNREGA and PM Garib Kalyan 
Yojana, ensuring inclusivity in economic 
benefi ts.
Examples and Relevant Data: 

Example:   India’s GDP grew by 
7.8% in Q1 FY 2023-24, indicating 
robust post-pandemic recovery.
Data: As per the Ministry of Statistics 
and Programme Implementation (MoSPI), 
India’s GDP stood at $3.73 trillion in 2023, 
making it the fi fth-largest economy 
globally.

Conclusion: 

National Income Accounting is  

indispensable for monitoring economic 
progress, addressing regional and social 
disparities, and formulating effective 
policies. By leveraging accurate and 
timely data, India can ensure equitable 
growth and strengthen its global 
economic standing.

GDP: Is it a True Measure to Show 
Prosperity?

Introduction: 

Gross Domestic Product (GDP) measures  

the monetary value of all goods and 

services produced within a country over 
a specifi c period. While it serves as a 
primary indicator of economic growth, its 
effectiveness in refl ecting true prosperity 
remains debatable due to its limitations 
in accounting for social, environmental, 
and distributive aspects of well-being.

Expert Opinions: 

Amartya Sen:   Stated that GDP growth 
does not equate to development unless 
it enhances the quality of life and social 
equity.
Robert F. Kennedy:   Criticized GDP 
for measuring everything except what 
makes life worthwhile, such as happiness 
and social justice.

Key Points: 

Narrow Economic Focus:   GDP 
emphasizes economic output but 
neglects critical factors like income 
inequality, regional disparities, and 
poverty levels. For example, India’s GDP 
growth masks severe income inequality, 
with the top 1% owning 40.5% of wealth 
(Oxfam 2023).
Environmental Degradation:   High 
GDP growth often results from 
environmentally destructive activities. 
The lack of accounting for ecological 
costs undermines sustainability, as seen 
in deforestation and pollution in industrial 
regions.
Informal Economy Exclusion:   In 
countries like India, the informal sector 
contributes signifi cantly to livelihoods 
but remains underrepresented in GDP 
calculations, misrepresenting true 
economic participation.
Social Indicators Ignored:   GDP overlooks 
critical aspects like education, health, 
and happiness. For instance, despite 
India’s rising GDP, its rank in the Human 
Development Index (HDI) is 132, refl ecting 
poor socio-economic indicators.

Uneven Regional Growth:   GDP 
aggregates national fi gures but fails 
to capture regional variations. States 
like Bihar and Uttar Pradesh lag in 
development despite national economic 
growth, highlighting uneven prosperity.
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Political Aspect:

GDP often infl uences political narratives,  

with governments prioritizing economic 
growth over equitable and sustainable 
policies. This creates a disparity between 
economic achievements and social well-
being.

Geographical Context:

Regional disparities become stark when  

GDP is considered without factoring 
in intra-state income variations. For 
example, western states like Maharashtra 
outperform eastern states like Odisha, 
despite national GDP growth.

Social Perspective:

GDP’s inability to account for social  

dimensions like inequality and access 
to resources diminishes its relevance 
in measuring prosperity. Initiatives like 
MGNREGA and PM Garib Kalyan Yojana 
aim to address these gaps but are not 
refl ected in GDP fi gures.

Examples and Relevant Data:

Example:   Bhutan’s Gross National 
Happiness Index offers an 
alternative to GDP, emphasizing 
well-being and sustainability.
Data: India’s GDP grew by 7.8% in Q1 FY 
2023-24, yet unemployment and income 
inequality persist as signifi cant issues.

Conclusion: 

GDP is a valuable economic indicator  

but insuffi cient to gauge true prosperity 
comprehensively. Complementary 
measures like HDI, Genuine Progress 
Indicator (GPI), and social well-being 
indices are essential to capture holistic 
development and ensure that growth 
translates into equitable and sustainable 
prosperity for all.

Link Between GDP Growth and 
Employment

Introduction: 

GDP growth and employment are closely  

interconnected as economic expansion 
typically drives job creation, enhancing 
livelihoods and reducing poverty. However, 
the relationship is not linear; factors like 
labor market dynamics, sectoral growth, 
and technological advancements 
infl uence how GDP growth translates 
into employment opportunities.

Expert Opinions: 

Arthur Okun:   Highlighted the “Okun’s 
Law,” which links GDP growth with 
employment levels, suggesting that 
higher economic output reduces 
unemployment.

Jean Dreze:   Criticized the disconnect 
between India’s GDP growth and job 
creation, stressing the need for inclusive 
growth models.

Key Points: 

Economic Expansion and Job Creation:   
High GDP growth boosts industries, 
increases demand for labor, and fosters 
job opportunities. For example, India’s 
7.8% GDP growth in Q1 FY 2023-24 
positively impacted the manufacturing 
and services sectors.

Jobless Growth Challenge:   Economic 
growth in India often fails to translate 
into proportional employment due 
to automation and capital-intensive 
sectors. The 2019-20 Periodic Labour 
Force Survey showed a 45-year high 
unemployment rate of 6.1%, despite GDP 
growth.

Sectoral Growth Dynamics:   Labor-
intensive sectors like construction and 
agriculture have greater potential for 
job creation than capital-intensive ones 
like IT and fi nance, even if their GDP 
contributions are smaller.
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Skill Mismatch and Unemployment:   
Rapid GDP growth may not generate 
jobs if the workforce lacks requisite skills. 
Schemes like Skill India and PM Kaushal 
Vikas Yojana aim to bridge this gap.

Informal Sector Contribution:   A 
signifi cant part of India’s workforce is 
in the informal sector, contributing to 
GDP without adequate job security or 
benefi ts, underscoring the need for 
formalization policies.

Political Aspect:

Government policies often prioritize  

GDP growth over employment, leading to 
voter dissatisfaction. Programs like Make 
in India and Startup India aim to balance 
growth with job creation.

Geographical Context:

Urban-centric GDP growth leads to  

uneven employment opportunities, 
with rural areas lagging. Programs like 
the Mahatma Gandhi National Rural 
Employment Guarantee Act (MGNREGA) 
address rural employment gaps.

Social Perspective:

Unequal job distribution exacerbates  

income disparities, leaving marginalized 
communities with fewer opportunities. 
Social security measures like PM Shram 
Yogi Maandhan provide fi nancial safety 
for unorganized workers.

Examples and Relevant Data: 

Example:   Between 2014-2019, India’s 
GDP grew at 7%, but the unemployment 
rate remained around 6%, 
highlighting the jobless growth issue.
Data: As per CMIE, India’s employment 
elasticity (job creation relative to GDP 
growth) declined from 0.3 in the 1990s 
to 0.1 in the 2010s, refl ecting reduced 
job creation per unit of GDP growth.

Conclusion: 

While GDP growth is essential for  

employment generation, structural 
challenges like automation, skill gaps, and 

sectoral imbalances hinder job creation. 
Addressing these issues through labor 
market reforms, skill development, and 
inclusive growth strategies is crucial to 
ensure that economic growth translates 
into sustainable employment for all.

Fuelling Growth: Prospects, 
Challenges, and Road Ahead

Introduction: 

Economic growth is pivotal for improving  

national wealth, enhancing living 
standards, and fostering development. 
However, achieving sustained growth 
requires overcoming structural challenges 
and leveraging prospects effectively. 
India, with its demographic dividend 
and ongoing reforms, stands poised for 
robust growth but faces hurdles like 
inequality, infrastructure defi cits, and 
global uncertainties.

Expert Opinions: 

Dr. Raghuram Rajan:   Highlighted that 
inclusive growth requires addressing 
both structural reforms and equitable 
distribution to ensure long-term 
stability.

Dr. Montek Singh Ahluwalia:   
Emphasized the importance of 
infrastructure development and private 
sector participation in driving economic 
growth.

Key Points: 

Prospects for Growth: 

India’s demographic dividend, with a  

median age of 29, offers a youthful 
workforce to propel productivity.

Key initiatives like Make in India and  

the Production Linked Incentive (PLI) 
schemes aim to boost manufacturing 
and exports.

Rapid digitalization positions India as  

a global technology hub, enhancing 
economic resilience.
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Challenges Hindering Growth: 

Infrastructure Defi cits:   Inadequate 
transport, energy, and logistics 
infrastructure impede industrial and 
agricultural productivity.

Income Inequality:   Disparities in 
wealth and access to resources hinder 
inclusive growth, as highlighted by the 
Oxfam report (2023).

Global Economic Headwinds:   Rising 
interest rates, geopolitical tensions, 
and supply chain disruptions affect 
domestic growth prospects.

Sectoral Growth Drivers: 

Agriculture:   Investments in 
sustainable farming practices, 
supported by PM Kisan and Soil Health 
Card schemes, can ensure steady 
growth.

Manufacturing:   PLI schemes target 
electronics and pharmaceuticals, 
while ease-of-doing-business 
reforms boost investor confi dence.

Services:   IT and fi nancial services 
continue to dominate, contributing 
over 55% to GDP.

Government Policies and Reforms: 

The National Infrastructure Pipeline  

(NIP) and Gati Shakti Mission aim to 
bridge infrastructure gaps.

Financial reforms, such as Insolvency  

and Bankruptcy Code (IBC), improve 
credit fl ow and industrial effi ciency.

Role of Sustainability: 

Transitioning to green energy through  

initiatives like National Solar Mission 
is critical to balancing growth with 
environmental concerns.

Urbanization strategies must focus on  

smart cities and sustainable housing 
to ensure equitable growth.

Political Aspect:

Growth agendas are often politically  

driven, with governments focusing on 
fl agship schemes like Skill India to meet 
electoral promises while balancing fi scal 
prudence.

Geographical Context:

Growth remains uneven, with western  

and southern states like Maharashtra 
and Tamil Nadu contributing more to 
GDP than northeastern states. Initiatives 
like Aspirational Districts Programme aim 
to address regional disparities.

Social Perspective:

Growth must address social challenges  

like poverty and unemployment, 
focusing on schemes such as PM Garib 
Kalyan Yojana and MGNREGA to uplift 
marginalized communities.

Examples and Relevant Data: 

Example:   India achieved a 7.8% GDP 
growth rate in Q1 FY 2023-24, driven 
by manufacturing and services.
Data: The National Infrastructure 
Pipeline plans an investment of $1.4 
trillion by 2025 to boost growth across 
sectors.

Conclusion: 

Fuelling growth demands a balanced  

approach combining infrastructure 
development, inclusive policies, and 
sustainable practices. By addressing 
regional disparities, leveraging 
technology, and fostering private-public 
partnerships, India can achieve robust 
and equitable growth, ensuring long-
term prosperity.

Mission 2047: India’s March 
to Become the 3rd Largest 

Economy

Introduction: 

Mission 2047 envisions India as a global  

economic powerhouse, aiming to become 
the 3rd largest economy by leveraging 
its demographic dividend, digital 
transformation, and robust reforms. 
This ambitious target aligns with India’s 
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aspiration for sustainable, inclusive, and 
equitable growth, requiring concerted 
efforts in innovation, infrastructure, and 
governance.

Expert Opinions: 

Dr. Arvind Panagariya:   Stressed the 
importance of structural reforms in 
labor, land, and capital to sustain high 
economic growth.

Dr. Bibek Debroy:   Highlighted the role of 
policy stability, ease of doing business, 
and digital governance in India’s 
economic trajectory.

Key Points: 

Economic Reforms as Growth Drivers:   
Post-1991 liberalization reforms and 
ongoing initiatives like GST, Insolvency 
and Bankruptcy Code, and Atmanirbhar 
Bharat provide a solid foundation for 
sustained growth.

Demographic Dividend:   India’s youthful 
workforce offers a competitive edge, 
provided it is equipped with skills through 
programs like Skill India and PM Kaushal 
Vikas Yojana.

Digital Economy:   India’s digital 
ecosystem, including UPI and Digital India 
initiatives, is projected to contribute 
signifi cantly, potentially reaching a $1 
trillion digital economy by 2030.

Infrastructure Development:   Projects 
under the National Infrastructure 
Pipeline (NIP) and Gati Shakti aim to 
enhance connectivity and industrial 
competitiveness.

Sectoral Growth and Exports:   
Emphasis on manufacturing (PLI 
schemes), agriculture (sustainable 
farming), and services (IT and fi nancial 
sectors) strengthens India’s export 
competitiveness.

Political Aspect:

Government initiatives such as Make in  

India and Startup India refl ect political 
commitment to economic growth, while 
stability in governance attracts foreign 
direct investment (FDI).

Geographical Context:

Urban centers like Mumbai, Bengaluru,  

and Delhi are economic hubs, while rural 
areas benefi t from schemes like PM 
Gram Sadak Yojana. Addressing regional 
disparities remains key for balanced 
growth.

Social Perspective:

Achieving Mission 2047 requires  

inclusive growth, addressing poverty, and 
enhancing social infrastructure through 
education (NEP 2020) and healthcare 
(Ayushman Bharat).

Examples and Relevant Data: 

Example:   India’s ascent to the 
5th largest economy in 2022 
demonstrates its growth potential 
despite global challenges.
Data: India’s GDP is projected to 
grow at 6.5-7% annually, with exports 
targeted to reach $2 trillion by 2047.

Conclusion: 

Mission 2047 is a transformative journey  

requiring innovation, inclusivity, and 
resilience. By investing in human capital, 
fostering sustainable practices, and 
building robust infrastructure, India can 
achieve its aspiration of becoming the 
3rd largest economy, ensuring prosperity 
for all.

Fiscal Federation: A Catalyst for 
Growth

Introduction: 

Fiscal federalism refers to the division  

of fi nancial powers and responsibilities 
between central and state governments 
to promote effi cient governance and 
equitable resource allocation. As a 
federal structure, India’s fi scal framework 
plays a crucial role in enabling economic 
growth, addressing regional disparities, 
and fostering cooperative federalism.
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Expert Opinions: 

Dr. B.R. Ambedkar:   Emphasized fi scal 
federalism as the backbone of a balanced 
and inclusive economic structure in a 
federal polity.

Dr. Vijay Kelkar:   Advocated for fi scal 
decentralization to empower states, 
ensuring more localized and effective 
economic policies.

Key Points: 

Decentralized Financial Planning:   
Fiscal federalism ensures states have 
the autonomy to design and implement 
economic policies tailored to local needs, 
driving targeted growth.

Equitable Resource Distribution:   
Mechanisms like the Finance Commission 
ensure that revenue-sharing promotes 
balanced growth across states, reducing 
inter-regional disparities.

Role in Economic Growth:   By 
empowering states to invest in 
infrastructure, healthcare, and education, 
fi scal federalism creates an environment 
conducive to economic development.

Cooperative Federalism:   Initiatives 
like GST Council showcase how fi scal 
federalism fosters collaboration between 
the center and states, resolving confl icts 
and enhancing policy alignment.

Challenges in Fiscal Federalism:   
Imbalances in revenue generation and 
expenditure responsibilities often lead 
to fi scal stress for states, necessitating 
reforms in fi scal devolution and borrowing 
rights.

Political Aspect:

Fiscal federalism infl uences center- 

state relations, with political consensus 
critical for resolving issues like GST 
compensation and revenue-sharing 
disputes. It also shapes electoral 
promises at state and national levels.

Geographical Context:

Fiscal disparities across regions highlight  

the need for equitable devolution. 

Economically advanced states like 
Maharashtra and Tamil Nadu have higher 
revenue-generation capabilities, while 
northeastern and BIMARU states rely 
heavily on central transfers.

Social Perspective:

Fiscal federalism is vital for addressing  

social inequalities, enabling states 
to implement welfare schemes like 
MGNREGA and PM Awas Yojana to uplift 
marginalized populations.

Examples and Relevant Data: 

Example:   The 15th Finance Commission 
recommended 41% tax devolution to 
states, emphasizing equitable growth.
Data: GST revenue collections crossed 
₹1.5 lakh crore monthly in 2023, 
refl ecting the success of cooperative 
federalism in tax reforms.

Conclusion: 

Fiscal federalism acts as a catalyst for  

inclusive and sustainable growth by 
empowering states, promoting regional 
equity, and fostering cooperative 
governance. Strengthening fi scal 
frameworks and addressing disparities 
will ensure India’s march toward becoming 
a resilient and prosperous economy.

Multi-Level Planning

Introduction: 

Multi-level planning refers to the  

coordination and integration of 
planning processes at various levels of 
government, including national, state, 
and local levels. It ensures that policies 
and resources are effectively aligned 
to meet the diverse needs of different 
regions and populations. In India, multi-
level planning is essential for promoting 
inclusive development, addressing 
regional disparities, and fostering 
cooperative governance.



GS SCORE

IAS MAINS 2025: THINK IN THEMES10

Expert Opinions: 

Dr. M. S. Swaminathan:   Emphasized the 
importance of decentralized planning in 
addressing local needs, particularly in 
agriculture and rural development.

Dr. E. S. Subbarao:   Advocated for 
multi-level planning to enable better 
implementation of policies at the 
grassroots level, ensuring that regional 
priorities are met.

Key Points: 

Decentralization of Planning:   Multi-
level planning allows for decentralized 
decision-making, ensuring that local 
issues, needs, and resources are 
accounted for in development plans.

Inclusive Development:   By involving 
local governments and communities 
in the planning process, it ensures that 
development is inclusive and addresses 
the specifi c needs of marginalized 
groups.

Synergy Between Levels:   Cooperation 
between national, state, and local 
governments leads to more effi cient and 
effective implementation of policies, 
programs, and projects.

Regional Priorities:   Multi-level planning 
allows for policies that are tailored 
to the unique economic, social, and 
environmental contexts of different 
regions.

Strengthening Local Governance:   
By empowering local authorities to 
participate in planning, multi-level 
planning strengthens democratic 
governance and promotes accountability 
in resource allocation.

Political Aspect:

Multi-level planning is a key feature  

of cooperative federalism, requiring 
political consensus between central, 
state, and local governments for effective 
policy implementation. This coordination 
ensures that development goals are met 
without political confl ict.

Geographical Context:

India’s diverse geographical landscape,  

with varying levels of development 
across regions, underscores the need 
for multi-level planning. For example, the 
needs of coastal states like Gujarat differ 
from the requirements of the hilly and 
tribal regions in the northeast.

Social Perspective:

Multi-level planning helps in addressing  

social inequalities by targeting resources 
and policies toward the most vulnerable 
populations, including those in rural 
and remote areas. This ensures that 
development reaches all sections of 
society.

Examples and Relevant Data: 

Example:   The Planning Commission’s 
State Plans and the Mahatma 
Gandhi National Rural Employment 
Guarantee Act (MGNREGA) exemplify 
multi-level planning in practice, 
with the central government 
coordinating funding and states 
executing locally relevant projects.
Data: The 14th Finance Commission 
increased the share of devolution to 
states to 42%, enhancing the role of 
states in planning and governance.

Conclusion: 

Multi-level planning is essential for  

promoting balanced and sustainable 
development. By ensuring that planning 
processes are aligned with local 
needs and priorities, it enhances the 
effectiveness of governance and fosters 
inclusive growth, ensuring that no region 
or community is left behind.

Way to Decentralized Planning

Introduction: 

Decentralized planning refers to the  

process of transferring decision-making 
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powers and resources from central 
authorities to local levels of government. 
This approach is aimed at making 
planning more responsive to local needs, 
improving governance, and ensuring 
effi cient use of resources. In India, 
decentralized planning plays a critical 
role in achieving equitable and inclusive 
growth by enabling local communities 
to have a say in their development 
priorities.

Expert Opinions: 

Dr. Amartya Sen:   Advocated for 
decentralized planning as a means to 
empower local communities and promote 
participatory governance, particularly in 
addressing regional disparities.

Dr. Jean Drèze:   Emphasized the 
importance of decentralization in 
ensuring that development policies are 
tailored to the diverse needs of India’s 
rural and backward areas.

Key Points: 

Local Empowerment:   Decentralized 
planning empowers local governments 
and communities to participate actively 
in decision-making, which leads to more 
appropriate and responsive policies.

Improved Resource Allocation:   Local 
authorities have a better understanding 
of local needs, enabling them to allocate 
resources more effectively and ensure 
that funds are spent where they are 
most needed.

Enhanced Accountability:   With 
decision-making closer to the people, 
decentralized planning fosters greater 
transparency and accountability in the 
execution of development projects.

Increased Public Participation:   
Encouraging participation from local 
citizens in the planning process helps 
ensure that development initiatives align 
with the priorities and aspirations of the 
community.

Better Monitoring and Evaluation:   
Decentralized planning enables more 
effective monitoring and evaluation 

of development programs, as local 
bodies can directly assess progress and 
impact.

Political Aspect:

Decentralized planning strengthens  

democratic governance by involving 
local bodies like Panchayats and Urban 
Local Bodies (ULBs) in decision-making. 
It also necessitates political will at both 
the state and local levels to ensure that 
resources and powers are appropriately 
transferred.

Geographical Context:

India’s diverse geography, including urban  

and rural areas, calls for decentralized 
planning. For instance, rural areas may 
prioritize agricultural development, while 
urban areas may focus on infrastructure 
and housing. Tailoring planning to these 
geographical needs enhances local 
development.

Social Perspective:

Decentralization addresses social  

inequities by allowing marginalized 
communities, including women, tribals, 
and rural populations, to voice their 
concerns in local governance. It fosters 
inclusive growth by ensuring that 
development benefi ts all sections of 
society.
Examples and Relevant Data: 

Example:   The 73rd and 74th 
Constitutional Amendments (1992) 
mandated the establishment of 
Panchayats and Urban Local Bodies, 
empowering local governments to plan 
and implement development initiatives.
Data: The allocation of funds through 
schemes like the Backward Region 
Grant Fund (BRGF) and the Rashtriya 
Gram Swaraj Abhiyan emphasizes 
decentralized decision-making at the 
grassroots level.

Conclusion: 

Decentralized planning is a cornerstone  

for achieving inclusive and sustainable 
development in India. By empowering 
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local governments, improving resource 
allocation, and promoting community 
participation, decentralized planning 
helps create policies that are more 
effective, equitable, and tailored to the 
unique needs of different regions.

Inequality in India: Undesired Yet 
Prevalent

Introduction: 

Inequality in India remains a signifi cant  

challenge despite decades of economic 
growth and development. This 
inequality is manifested across multiple 
dimensions, including income, wealth, 
education, healthcare, and social status. 
The persistence of inequality has social, 
political, and economic implications, 
often hindering equitable growth and 
social cohesion.

Expert Opinions: 

Dr. Amartya Sen:   Argued that inequality 
hampers the capacity of the poor to 
participate in social and economic 
opportunities, which reduces the overall 
welfare of society.

Jean Drèze:   Highlighted how inequality 
in India is both multidimensional and 
entrenched, affecting various groups, 
especially the marginalized communities, 
and inhibiting true development.

Key Points: 

Income and Wealth Inequality:   India 
experiences stark disparities in income 
and wealth distribution. The richest 1% 
hold a signifi cant portion of the nation’s 
wealth, while millions live below the 
poverty line, contributing to widening 
inequality.

Regional Disparities:   Economic 
inequality is pronounced between states, 
with wealthy states like Maharashtra and 
Gujarat benefi ting from rapid growth, 
while poorer states like Bihar and Uttar 
Pradesh lag in terms of development.

Caste-Based Inequality:   Historically, 
caste-based discrimination continues 
to contribute to inequality in India, where 
lower-caste and Dalit communities 
face social exclusion, limited access to 
resources, and discrimination in various 
sectors.

Gender Inequality:   Women in India 
face signifi cant barriers to education, 
employment, and healthcare, contributing 
to a gendered aspect of inequality. The 
gender pay gap and underrepresentation 
in leadership positions further exacerbate 
this divide.

Educational Inequality:   Access to 
quality education remains unequal, with 
rural and economically disadvantaged 
children often lacking access to basic 
education and vocational training, which 
limits their economic opportunities.

Political Aspect:

Inequality in India is a politically sensitive  

issue, as it shapes electoral strategies 
and policy decisions. Political parties 
often promise to address inequality 
through welfare schemes, but the 
political fragmentation and corruption 
in resource distribution can limit the 
effectiveness of these efforts.

Geographical Context:

India’s vast geographical and cultural  

diversity infl uences patterns of inequality. 
States in the north and northeast, like 
Uttar Pradesh and Assam, have higher 
levels of poverty and social exclusion 
compared to more industrialized states 
like Tamil Nadu and Kerala, highlighting 
the need for region-specifi c policies.

Social Perspective:

Inequality often perpetuates social  

division, fueling tensions between 
different groups based on class, caste, 
and gender. It impedes social mobility 
and fosters resentment, which can hinder 
national unity and peace. Addressing 
inequality is crucial for fostering social 
cohesion and promoting a fair society.
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Examples and Relevant Data: 

Example:   The Mahatma Gandhi 
National Rural Employment Guarantee 
Act (MGNREGA) aims to reduce rural 
poverty by providing guaranteed 
employment. However, despite its 
success, issues of unequal access 
and regional disparities remain.
Data: According to the Oxfam India 
Report 2023, the top 1% of India’s 
population holds 40.5% of the country’s 
wealth, while the bottom 50% holds only 
6% of the wealth, illustrating extreme 
wealth inequality.

Conclusion: 

Inequality in India, though undesired,  

is deeply entrenched and requires 
comprehensive policy interventions to 
address its root causes. Economic growth 
must be accompanied by social justice, 
ensuring that development benefi ts 
all sections of society, particularly the 
marginalized and vulnerable groups. 
Bridging the inequality gap is essential for 
fostering a more inclusive and equitable 
India.

Planning in India: Mere Change in 
Nomenclature

Introduction: 

India’s approach to planning has evolved  

over the decades, with signifi cant 
changes in terminology, institutions, and 
processes. However, critics argue that 
these changes have often been cosmetic, 
with little fundamental shift in the 
underlying objectives or methods. While 
the shift from the Planning Commission 
to NITI Aayog is often cited as a move 
toward a more fl exible, decentralized 
approach, many believe that it merely 
represents a change in nomenclature 
rather than a real transformation in the 
way planning is executed in India.

Expert Opinions: 

Dr. Bimal Jalan:   In his criticism of India’s 
planning approach, Jalan argues that 
the country needs to focus more on 
outcomes and decentralized decision-
making rather than relying on centralized 
planning.

Dr. Raj Krishna:   He stated that 
despite changes in planning agencies 
and models, the basic approach to 
centralized economic planning remains 
largely unaltered, particularly in its focus 
on government intervention rather than 
market-driven policies.

Key Points: 

Shift from Planning Commission to  

NITI Aayog: The move from the Planning 
Commission (established in 1950) to 
NITI Aayog (National Institution for 
Transforming India) in 2015 was presented 
as a shift towards a more dynamic, 
consultative, and fl exible model. However, 
many critics argue that this transition 
mainly involved a change in structure and 
nomenclature without substantial shifts in 
policy or governance.

Centralized Planning Apparatus:   
Despite the changes, planning continues 
to be centralized, with the central 
government still playing a dominant role 
in decision-making, leaving limited space 
for states and local governments to plan 
according to their unique needs.

Failure to Address Regional Disparities:   
India’s planning process has often 
failed to address regional disparities, 
with wealthier states gaining more 
from centrally sponsored schemes, 
while poorer regions struggle to benefi t 
equally. This issue remains largely 
unchanged despite reforms in the 
planning apparatus.

Persistence of Top-Down Approach:   
The planning model continues to be top-
down, with limited local participation. This 
has led to ineffi ciencies and a mismatch 
between local needs and national 
priorities, undermining the effectiveness 
of policies.
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Lack of Focus on Implementation:   
While planning processes have been 
revamped, the actual implementation 
of these plans remains inadequate. 
India still faces signifi cant challenges in 
ensuring that policies and programs are 
effectively executed on the ground.

Political Aspect:

Planning in India has always been deeply  

intertwined with political considerations. 
Changes in the nomenclature of planning 
agencies refl ect political agendas, and 
the shift from the Planning Commission 
to NITI Aayog was partly motivated by a 
desire to redefi ne the role of the central 
government in India’s development 
trajectory. However, the centralized 
nature of power remains a political 
challenge.

Geographical Context:

India’s geographical diversity has always  

posed challenges for planning. The focus 
on central control often overlooks the 
specifi c needs of different regions. For 
instance, states in the northeast or tribal 
areas are not adequately represented 
in national-level planning, and this has 
been a persistent issue despite changes 
in the planning process.

Social Perspective:

From a social perspective, planning  

in India has not effectively addressed 
the needs of marginalized and 
vulnerable groups. Despite changes in 
planning terminology, socio-economic 
inequalities, caste-based discrimination, 
and regional disparities persist. The 
failure to incorporate social justice into 
planning processes remains a critical 
concern.

Examples and Relevant Data: 

Example:   The transition from the Planning 
Commission to NITI Aayog was marketed 
as a move towards decentralized 
planning. However, NITI Aayog’s role 
still largely involves coordination at the 
national level, and it has limited powers 

in directly infl uencing state-level policy.
Data: According to the Economic Survey 
of India 2020-21, despite various planning 
reforms, India’s regional disparities in 
income, health, and education have 
continued to widen, particularly between 
northern and southern states.

Conclusion: 

While the nomenclature of planning  

in India has changed, the core issues 
of centralized decision-making, 
inadequate regional representation, and 
ineffective implementation remain. Real 
transformation in planning will require 
a shift towards decentralized, inclusive, 
and outcome-oriented strategies that 
address the diverse needs of India’s 
population. The challenge lies in ensuring 
that planning evolves from merely a 
change in title to a true transformation 
in governance and development.

The Transitional Shift: Primary to 
Tertiary Sector

Introduction: 

The economic structure of India has  

undergone a signifi cant transformation 
from a primarily agrarian economy to 
one that is increasingly service-oriented. 
This shift, from the primary (agriculture) 
sector to the tertiary (services) sector, 
marks a key phase in India’s development 
trajectory. While the primary sector 
still plays a crucial role, the tertiary 
sector now contributes signifi cantly to 
GDP and employment, highlighting the 
ongoing structural changes in the Indian 
economy.

Expert Opinions: 

Dr. Raghuram Rajan:   In his analysis, Rajan 
emphasizes that the shift to the tertiary 
sector refl ects a global trend where 
economies evolve from manufacturing-
driven growth to service-oriented 
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economies, and that India must focus 
on enhancing service productivity for 
sustained growth.

Dr. Arvind Subramanian:   He has pointed 
out that while the tertiary sector’s growth 
is promising, it is essential to address 
the structural challenges of uneven 
development and job creation in this 
sector to ensure long-term economic 
stability.

Key Points: 

Decline of Agriculture’s Share in  

GDP: Over the decades, agriculture’s 
contribution to India’s GDP has 
sharply declined, from about 50% 
at independence to around 18% in 
recent years. This shift refl ects broader 
economic diversifi cation as India 
embraces industrialization and services.

Rise of the Services Sector:   The 
services sector, encompassing IT, 
fi nance, healthcare, education, and 
tourism, has become the dominant driver 
of economic growth. It now accounts for 
over 50% of India’s GDP, positioning India 
as a global hub for services, particularly 
in IT and software services.

Urbanization and Shift in Employment:   
As India urbanizes, the demand for 
services increases, leading to higher 
employment in the tertiary sector. The 
rise of service industries, particularly 
in metropolitan areas, has created new 
job opportunities, although challenges 
related to skill development remain.

Productivity and Technological  

Advancements: The tertiary sector’s 
growth is fueled by technological 
advancements, particularly in information 
technology and communications. These 
industries have not only increased 
productivity but also enabled India to 
become a global leader in outsourcing 
and IT services.

Structural Challenges and Uneven  

Growth: The transition is not without 
its challenges. While the tertiary sector 
grows, rural areas and low-skilled 
workers continue to be dependent on 

the primary sector, leading to issues of 
unemployment, income disparity, and 
regional development gaps.

Political Aspect:

Politically, the shift from primary to  

tertiary sectors has infl uenced policy 
priorities. Governments have focused 
on promoting industrial and service-
sector growth through incentives, 
reforms in labor laws, and infrastructural 
development. However, there is still a 
need for policies that support agricultural 
development and rural employment to 
balance the structural shift.

Geographical Context:

The shift is more evident in urban areas,  

particularly in states like Maharashtra, 
Karnataka, and Tamil Nadu, where services 
such as IT and fi nance thrive. However, 
rural areas continue to be predominantly 
dependent on agriculture, and regional 
disparities in economic development 
persist, requiring targeted regional 
policies to ensure inclusive growth.

Social Perspective:

From a social perspective, the shift has  

implications for labor markets. While 
the tertiary sector has created new 
employment opportunities, many people 
in rural areas and less-skilled workers 
have struggled to transition into this 
sector, resulting in social inequalities. 
Furthermore, urban migration, driven 
by service sector growth, has led to 
challenges related to housing, education, 
and healthcare in cities.

Examples and Relevant Data: 

Example:   The IT and BPO sectors 
have experienced tremendous growth, 
particularly in cities like Bengaluru and 
Hyderabad, contributing signifi cantly 
to India’s economic transformation. 
These sectors alone account for over 
8% of the GDP and employ millions.
Data: According to the Economic 
Survey of India 2022, the services 
sector accounts for over 54% of India’s 
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GDP, with the IT and software services 
contributing around $227 billion to the 
economy, making India a key player in 
the global services market.

Conclusion: 

The shift from the primary to the tertiary  

sector in India signifi es a major phase in 
its economic development. While this 
transition has led to impressive growth 
in the services sector, addressing the 
challenges of inclusivity and regional 
disparity remains essential. Future 
growth will depend on how effectively 
India can manage this structural shift, 
ensuring that both urban and rural areas, 
as well as different sectors, benefi t 
equitably from the country’s economic 
progress.

Energy Poverty

Introduction: 

Energy poverty refers to the inability of  

households or communities to access 
suffi cient, reliable, and affordable energy 
to meet their basic needs. It is a major 
barrier to development, particularly in 
rural and underserved areas, impacting 
economic opportunities, health, 
education, and overall quality of life. In 
India, energy poverty remains a signifi cant 
issue, especially in remote areas where 
a large proportion of the population still 
lacks access to modern energy sources.

Expert Opinions: 

Dr. R K Pachauri (Former Director- 

General, TERI): Pachauri highlighted 
that energy poverty not only restricts 
access to economic growth but also 
exacerbates health problems, as reliance 
on traditional biomass fuels leads to 
respiratory diseases. He stressed the 
need for cleaner energy solutions.

Dr. Shyam Saran (Former Foreign  

Secretary of India): He emphasized 
that energy access is fundamental for 

sustainable development, and addressing 
energy poverty should be at the core of 
India’s policy framework to achieve long-
term development goals.

Key Points: 

Defi nition and Impact of Energy Poverty:   
Energy poverty is characterized by limited 
access to electricity or clean cooking 
technologies. It affects approximately 
30% of India’s rural population, hindering 
their ability to improve health, education, 
and economic productivity.

Energy Access and Development:   Lack 
of energy access impedes economic 
development, as industries, education, 
and healthcare systems rely on reliable 
electricity. Without access to energy, 
rural populations are unable to engage 
in productive activities or improve their 
living standards.

Health Implications:   Energy poverty is 
linked to health issues, especially due 
to the use of traditional biomass fuels 
(wood, coal, and dung) for cooking. This 
leads to indoor air pollution, contributing 
to respiratory diseases, particularly 
among women and children.

Government Initiatives:   Programs 
like Saubhagya Yojana aim to provide 
electricity to every household, with 
a target to eliminate energy poverty. 
Similarly, the Ujjwala Yojana aims to 
replace traditional cooking fuels with 
clean LPG connections. These initiatives 
have made signifi cant strides in 
addressing energy access issues.

Challenges in Overcoming Energy  

Poverty: Despite efforts, signifi cant 
barriers remain, including the high 
cost of infrastructure in remote areas, 
insuffi cient fi nancial resources, and 
technical limitations in implementing 
renewable energy solutions effectively.

Political Aspect:

Politically, energy poverty is a key  

concern in India’s development agenda. 
Various government schemes, such 
as the Pradhan Mantri Sahaj Bijli Har 
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Ghar Yojana (Saubhagya Yojana), 
have been introduced to address this 
issue. However, the political will and 
effective policy implementation remain 
crucial to overcoming the disparities in 
energy access across different regions, 
particularly rural and tribal areas.

Geographical Context:

Geographically, energy poverty is more  

prevalent in rural and remote areas of 
India, such as the northeastern states 
and rural regions of Uttar Pradesh, 
Bihar, and Madhya Pradesh. These areas 
face logistical challenges in energy 
distribution, which impacts the provision 
of electricity and clean cooking fuels, 
despite various government schemes.

Social Perspective:

From a social perspective, energy poverty  

disproportionately affects women 
and children. Women are primarily 
responsible for cooking, which often 
involves using ineffi cient and harmful 
traditional stoves. Children suffer from 
the health impacts of indoor air pollution 
and the lack of adequate lighting for 
studying. Energy access is critical for 
improving gender equality and education 
in such communities.

Examples and Relevant Data: 

Example:   The Saubhagya Yojana 
launched in 2017 aims to electrify 
every household in India. By 2021, over 
2.8 crore households were connected 
to electricity under the scheme, 
signifi cantly reducing energy poverty.
Data: According to the Global Energy 
Access Database, India has made 
substantial progress in reducing 
energy poverty, with 98% of the 
population having access to electricity 
as of 2022. However, nearly 12 million 
households still lack electricity.

Conclusion: 

Energy poverty remains a major challenge  

for inclusive development in India, 
particularly in rural areas. While signifi cant 

progress has been made in providing 
electricity and clean cooking alternatives, 
challenges persist due to geographical, 
fi nancial, and infrastructural barriers. 
Addressing energy poverty requires 
continued policy innovation, better 
implementation of government schemes, 
and the promotion of sustainable, 
decentralized energy solutions to ensure 
that all citizens benefi t from the energy 
revolution.

Unemployment: A Gender 
Perspective

Introduction: 

Unemployment in India is a critical issue,  

and its gendered dimensions further 
complicate the situation. While both 
men and women face challenges in 
the labor market, women, in particular, 
encounter barriers such as limited 
access to opportunities, cultural biases, 
and societal expectations that restrict 
their participation in formal employment. 
This gender disparity in unemployment 
has social, economic, and political 
implications, requiring focused attention 
on policies to address these inequities.

Expert Opinions: 

Dr. Nisha Pahuja (Sociologist and  

Researcher): Pahuja emphasizes that 
while unemployment rates among men are 
higher overall, the underrepresentation 
of women in the labor force indicates 
structural issues that go beyond merely 
the availability of jobs. Women face 
systemic barriers, such as lack of access 
to education, social norms, and unpaid 
domestic labor.

Dr. Kiran Mazumdar-Shaw  

(Chairperson of Biocon): Shaw argues 
that empowering women through 
access to education, skills, and equal 
employment opportunities in traditionally 
male-dominated sectors can play a 
transformative role in reducing gender-
based unemployment disparities.
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Key Points: 

Gender Gap in Labor Force  

Participation: Women’s participation in 
India’s workforce is signifi cantly lower 
than that of men. According to the World 
Bank, female labor force participation in 
India stands at about 20%, compared to 
nearly 80% for men. This gap is partly due 
to societal expectations, lack of childcare 
support, and security concerns.

Impact of Societal Norms:   Cultural 
norms and gender roles limit women’s 
access to formal employment. In 
many regions, women are expected to 
prioritize domestic work and caregiving, 
which prevents them from pursuing 
paid jobs. These norms contribute to a 
gendered unemployment experience, 
where women face greater challenges in 
entering the workforce.

Discrimination in the Workplace:   
Women often face discrimination in 
hiring, wage disparity, and promotional 
opportunities. In sectors where women 
are employed, they are typically 
concentrated in lower-paying, part-
time, or informal jobs, which limits their 
economic mobility.

Youth Unemployment and Gender:   
Young women face higher unemployment 
rates compared to young men. This is 
due to factors such as limited access 
to quality education and training, early 
marriage, and family responsibilities that 
constrain women’s ability to enter or 
remain in the labor market.

Government Policies and Gender- 

Sensitive Programs: Government 
initiatives like the Mahila E-Haat, 
which provides a platform for women 
entrepreneurs, and the Pradhan Mantri 
Mudra Yojana (PMMY), which encourages 
women to start small businesses, aim to 
improve women’s economic participation. 
These initiatives help reduce gender-
based unemployment disparities but 
require more targeted implementation.

Political Aspect:

Politically, gender inequality in  

employment is a pressing issue in India’s 

labor policies. While the government 
has launched several schemes to 
promote women’s employment and 
entrepreneurship, such as the Beti 
Bachao Beti Padhao and Stand Up 
India programs, implementation remains 
uneven. Political will is required to 
address the structural barriers women 
face in accessing equal employment 
opportunities, such as workplace 
discrimination and gender-based 
violence.

Geographical Context:

Geographically, urban areas tend to  

offer more employment opportunities 
for women, particularly in sectors like IT, 
healthcare, and education. However, rural 
areas face greater challenges in providing 
employment for women due to limited 
access to education, mobility constraints, 
and traditional views on women’s roles. 
States like Kerala and Tamil Nadu have 
seen more success in integrating women 
into the workforce, compared to regions 
like Uttar Pradesh and Rajasthan, where 
cultural norms restrict women’s labor 
force participation.

Social Perspective:

From a social perspective, the  

unemployment of women is linked 
to gendered stereotypes, societal 
expectations, and the undervaluation of 
women’s work. Women are more likely 
to be employed in informal sectors with 
poor working conditions, and their unpaid 
labor, particularly in caregiving roles, 
is often overlooked. Addressing these 
gender biases is crucial for improving 
women’s employment rates and ensuring 
their economic independence.

Examples and Relevant Data: 

Example:   The Mahila E-Haat initiative 
launched by the Ministry of Women 
and Child Development in 2016 is an 
online marketing platform aimed at 
promoting women entrepreneurs by 
connecting them directly to buyers.
Data: According to the Periodic 
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Labour Force Survey (PLFS) 2020-
21, the unemployment rate among 
women in rural areas is signifi cantly 
higher than that of men, standing 
at 5.7%, while the rate for men is 
3.4%. This disparity highlights the 
challenges women face in accessing 
formal employment, particularly in 
rural regions.

Conclusion: 

Unemployment from a gender  

perspective highlights the systemic 
barriers that women face in accessing 
equal employment opportunities. While 
government initiatives are beginning 
to address some of these issues, a 
comprehensive approach that tackles 
social norms, workplace discrimination, 
and economic barriers is essential for 
reducing gendered unemployment 
disparities. Achieving gender equality 
in employment is crucial for the overall 
development and prosperity of India.

Poverty Measurement Debate

Introduction: 

The measurement of poverty has  

long been a subject of debate among 
economists, policymakers, and 
sociologists. Traditionally, poverty has 
been measured in terms of income, but 
this approach has been criticized for its 
narrow focus, failing to account for the 
broader dimensions of poverty such as 
access to education, healthcare, and 
basic services. In India, the debate over 
how to measure poverty is particularly 
relevant due to its large and diverse 
population, with signifi cant disparities in 
income and access to resources.

Expert Opinions: 

Amartya Sen (Economist and Nobel  

Laureate): Sen argues that poverty should 
not just be seen as a lack of income but 
as the deprivation of capabilities, which 

includes access to education, health, 
and the ability to participate fully in 
society. He introduced the Capabilities 
Approach, which has infl uenced poverty 
measurement in India.

Jean Drèze (Economist):   Drèze 
emphasizes that poverty measurement 
should go beyond income and include 
a range of indicators, including nutrition, 
life expectancy, and social participation. 
He criticizes the use of income-based 
measures like the poverty line as 
inadequate for understanding the full 
extent of poverty.

Key Points: 

Traditional Income-Based Poverty  

Measurement: The most common 
method of measuring poverty in India has 
been through income-based measures, 
like the poverty line, which defi nes 
poverty as those earning below a certain 
threshold. While this approach is simple, 
it fails to capture multi-dimensional 
poverty.

Capabilities Approach:   Amartya Sen’s 
Capabilities Approach broadens the 
understanding of poverty by considering 
people’s ability to lead a life they 
value, which includes not just income 
but also access to essential services 
like education, healthcare, and social 
inclusion.

Multidimensional Poverty Index (MPI):   
The Multidimensional Poverty Index 
(MPI), introduced by the United Nations 
Development Programme (UNDP), is 
a more holistic measure that looks at 
various factors like education, living 
standards, and health. India adopted 
MPI in 2011 to better capture poverty’s 
complexity.

Criticism of the Poverty Line:   Critics 
argue that the offi cial poverty line in 
India, defi ned by income thresholds (e.g., 
₹32 per day in rural areas and ₹47 per 
day in urban areas as per the 2011-12 
Tendulkar Committee report), is too low 
and does not refl ect the real cost of living 
or the poverty experience.
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Changes in Poverty Measurement  

Methodology: In recent years, the 
government and academic institutions 
have been working to refi ne poverty 
measurement methodologies. New 
approaches include more inclusive 
measures, such as asset-based poverty 
measurement and consumption-
based poverty, which assess living 
standards rather than income alone.

Political Aspect:

Politically, poverty measurement  

plays a crucial role in determining 
eligibility for government schemes and 
subsidies. Accurate measurement of 
poverty ensures that welfare programs 
like the Public Distribution System 
(PDS) and Mahatma Gandhi National 
Rural Employment Guarantee Act 
(MGNREGA) effectively target those in 
need. However, political interests often 
infl uence the defi nition of the poverty 
line to make the poverty fi gures seem 
lower than they actually are, to reduce 
the burden of welfare programs.

Geographical Context:

Geographically, poverty measurement is  

complex in India due to regional disparities. 
Urban areas may have a higher nominal 
income but still experience higher living 
costs, which makes simple income-
based poverty measures misleading. 
Rural areas, especially in states like Uttar 
Pradesh, Bihar, and Madhya Pradesh, 
face severe multidimensional poverty, 
which income-based measures fail to 
capture. Therefore, localized poverty 
indices are important for a more accurate 
assessment.

Social Perspective:

Socially, the measurement of poverty  

impacts the way societies view inequality 
and government responsibility. A narrow 
defi nition of poverty, based solely 
on income, can lead to the exclusion 
of marginalized groups from poverty 
alleviation programs. Social factors such 
as caste, gender, and ethnicity also 

contribute to poverty in India, and these 
dimensions should be considered in 
measuring poverty. The social exclusion 
of these groups can worsen their poverty 
situation, and policies need to address 
these disparities.

Examples and Relevant Data: 

Example:   The Tendulkar Committee 
Report (2011) defi ned the poverty line 
in India based on consumption levels, 
setting ₹32 per day for rural areas 
and ₹47 for urban areas. However, this 
fi gure was widely criticized for being 
insuffi cient to cover basic needs.
Data: According to the NITI Aayog’s 
Multidimensional Poverty Index 
(MPI), about 27.9% of India’s 
population (approximately 364 million 
people) were multidimensionally poor 
in 2021. This is a signifi cant number 
and highlights the inadequacies of 
income-based poverty measurement 
in capturing the complexity of 
poverty.

Conclusion: 

The debate on poverty measurement  

refl ects the challenges of capturing 
the true extent of poverty in India. 
While income-based measures like the 
poverty line have been traditionally used, 
they fail to account for the complex, 
multidimensional nature of poverty. 
Adopting broader, more inclusive 
approaches like the Capabilities 
Approach and Multidimensional 
Poverty Index (MPI) provides a more 
comprehensive understanding of poverty, 
ensuring that policies are better targeted 
and more effective in addressing the real 
issues of deprivation.

Middle-Income Trap

Introduction: 

The middle-income trap refers to a  

situation where a country’s growth slows 
after reaching middle-income levels, and 
it struggles to transition to high-income 
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status. Countries caught in this trap face 
stagnation due to a lack of innovation, 
structural ineffi ciencies, and insuffi cient 
improvements in productivity. For nations 
like India, avoiding the middle-income 
trap is crucial to realizing their long-
term economic ambitions of becoming a 
high-income economy.

Expert Opinions: 

Dani Rodrik (Economist):   Rodrik argues 
that countries hit the middle-income 
trap when they fail to diversify their 
economy, with over-reliance on low-
cost manufacturing or resource exports. 
He suggests that economic upgrading 
through industrialization, innovation, 
and improvements in education are 
necessary to move beyond middle-
income status.

Justin Yifu Lin (Economist):   Lin 
highlights that countries need to shift 
from comparative advantage based on 
cheap labor to competitive advantage 
based on technology and innovation. 
In this transition, institutions and 
governance play a critical role in fostering 
an environment conducive to growth.

Key Points: 

Stagnation at Middle-Income Levels:   
A country faces the middle-income trap 
when its per capita income grows to a 
point where it can no longer rely on low-
cost labor and cheap exports. Without 
further economic diversifi cation and 
technological advancement, growth 
slows down signifi cantly.

Structural Bottlenecks and  

Ineffi ciency: Developing economies 
often encounter structural barriers such 
as ineffi cient infrastructure, bureaucratic 
hurdles, and outdated institutions that 
inhibit further development. In India, 
these factors contribute to the stagnation 
at middle-income levels.

Dependence on Low-Cost  

Manufacturing: Countries that rely 
heavily on labor-intensive industries 
for growth often reach a point where 

labor costs rise and they no longer have 
a competitive edge. This is the case 
for many middle-income countries, 
including India, which must innovate to 
shift towards more high-tech and value-
added industries.

Education and Skill Gaps:   The failure 
to upskill the workforce and adapt to 
technological changes can trap countries 
at middle-income levels. Education 
systems that focus more on quantity 
than quality, and inadequate vocational 
training, leave a gap in the necessary 
skills for innovation-driven industries.

Institutional and Policy Challenges:   
Countries in the middle-income trap 
often face challenges in governance, 
with corruption, ineffi ciency, and weak 
institutions impeding the creation of an 
environment conducive to innovation. 
India’s institutional ineffi ciencies, 
bureaucratic red tape, and political 
instability contribute to slow progress 
beyond the middle-income threshold.

Political Aspect:

Politically, the middle-income trap poses  

a signifi cant challenge for governments. 
While the benefi ts of economic growth 
can lead to political stability, governments 
may struggle with the policies needed 
to foster innovation, industrialization, 
and technology adoption. In India, the 
need for political reforms to improve 
governance, streamline regulations, and 
attract investment is crucial for breaking 
out of the trap. Make in India and 
Startup India initiatives aim to address 
some of these challenges but require 
further political will and sustained efforts 
to bring about substantial change.

Geographical Context:

Geographically, India faces regional  

disparities that affect its ability to 
break out of the middle-income trap. 
While states like Maharashtra, Gujarat, 
and Karnataka have developed strong 
industrial bases, many other states are 
still lagging in terms of infrastructure, 
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education, and innovation. These 
imbalances must be addressed to 
create an environment conducive to 
sustained growth and innovation across 
the country.

Social Perspective:

From a social perspective, the middle- 

income trap impacts inequality and 
social mobility. In countries like India, 
where large segments of the population 
still face poverty and marginalization, 
failure to move beyond middle-income 
status can exacerbate disparities. Social 
sectors like healthcare, education, 
and social protection need signifi cant 
improvement to ensure that the benefi ts 
of economic growth are shared equitably, 
allowing for greater social mobility.

Examples and Relevant Data: 

Example:   Countries like Brazil and 
South Africa are often cited as 
examples of nations that have fallen 
into the middle-income trap. They 
reached middle-income status 
but have struggled to transition 
to high-income economies due to 
stagnating growth, lack of innovation, 

and weak institutional frameworks.
Data: According to the World Bank, 
over 100 countries have faced the 
middle-income trap, with less than 
20% of middle-income countries 
successfully making the transition to 
high-income status over the past few 
decades. In India, despite signifi cant 
economic growth over the past 
two decades, its per capita income 
remains below that of high-income 
economies, refl ecting the challenges 
of escaping the trap.

Conclusion: 

The middle-income trap presents  

a major challenge for countries like 
India that have made signifi cant 
strides in economic growth. To avoid 
stagnation and reach high-income 
status, India must focus on diversifying 
its economy, investing in innovation, 
improving education, and strengthening 
institutions. A comprehensive approach 
that addresses both economic and 
social factors is essential to break free 
from the trap and secure sustainable 
long-term growth.





GS SCORE

IAS MAINS 2025: THINK IN THEMES24

Issues of Government Revenue

Introduction:1. 

Government revenue is critical for  

funding public services, infrastructure, 
and welfare programs. In India, the 
issues surrounding government revenue 
collection are multifaceted, including 
challenges related to tax compliance, 
the informal economy, and structural 
ineffi ciencies. Addressing these issues 
is essential for ensuring sustainable 
development and reducing fi scal 
defi cits.

Expert Opinions:2. 

Arvind Subramanian (Former  

Chief Economic Adviser to India): 
Subramanian argues that India’s low 
tax-to-GDP ratio refl ects issues in both 
tax compliance and the inability to 
broaden the tax base, primarily due to 
the prevalence of the informal sector. 
He suggests reforms to improve the 
effi ciency of tax collection and reduce 
reliance on indirect taxes.
Raghuram Rajan (Former RBI  

Governor): Rajan emphasizes the need 
for a more progressive tax system 
and better administration to increase 
government revenue. He also suggests 
that broadening the tax net and reducing 
exemptions could play a vital role in 
boosting tax receipts.

Key Points:3. 

Low Tax-to-GDP Ratio:   India’s tax-to-
GDP ratio is among the lowest in the 
world. As of 2021-22, it stands at around 
11%, compared to an average of 22% in 
developed countries. This highlights the 
structural issues in tax collection and the 
limited ability to raise revenue.
Informal Economy and Tax Evasion:   A 
signifi cant portion of India’s economy 
remains informal, making it diffi cult for 
the government to tax adequately. The 
informal sector often operates outside 
the formal tax net, leading to large-scale 
tax evasion. According to estimates, the 
informal sector contributes about 50-
60% to India’s GDP.

Dependence on Indirect Taxes:   India’s 
government relies heavily on indirect 
taxes (such as the Goods and Services 
Tax - GST) that disproportionately affect 
the poor. This regressive taxation system 
creates challenges in revenue generation 
while placing a heavier burden on lower-
income groups.

Complex Tax Structure:   The Indian 
tax system is often criticized for being 
overly complicated and ineffi cient. 
Multiple tax slabs, frequent changes 
in tax regulations, and delays in tax 
refunds reduce the effectiveness of tax 
collection. The GST system, though a 
step forward, still faces challenges such 
as compliance issues and a fragmented 
implementation across states.

Corporate Tax Exemptions and  

Loopholes: India’s corporate tax system 
is riddled with exemptions and loopholes, 
leading to signifi cant revenue losses. For 
instance, the corporate tax rate has been 
reduced to encourage investment, but 
this also reduces government revenue. 
The lack of proper tax administration 
allows large corporations to evade taxes 
through various loopholes.

Political Aspect:4. 

Politically, tax reforms often face  

resistance due to vested interests 
and the political capital required to 
implement stringent measures. In India, 
populist measures like subsidies and 
exemptions are often favored by political 
parties to appeal to voters, resulting in 
a loss of revenue. The introduction of 
GST was a political breakthrough but 
has faced diffi culties due to lack of 
consensus across states. Reforming the 
taxation system requires overcoming 
political inertia and balancing economic 
growth with social welfare needs.

Geographical Context:5. 

Geographically, revenue generation faces  

disparities across India’s states. While 
states like Maharashtra, Tamil Nadu, 
and Karnataka are better at collecting 
taxes due to their industrial and urban 



GS SCORE

INDIAN ECONOMY PART - 1 25

bases, states with less industrialization 
and higher rural populations struggle to 
generate adequate revenue. Regional 
inequalities in economic development 
make uniform tax collection and 
distribution a signifi cant challenge.

Social Perspective:6. 

From a social perspective, revenue  

collection issues exacerbate inequalities. 
The burden of indirect taxes falls 
disproportionately on lower-income 
households, while the affl uent benefi t 
from loopholes and exemptions. 
Moreover, inadequate revenue limits the 
government’s ability to fund essential 
public services such as healthcare, 
education, and social welfare, thus 
perpetuating social disparities.

Examples and Relevant Data:

Example:   The Goods and Services 
Tax (GST), introduced in 2017, aimed 
to streamline India’s tax system by 
creating a single tax regime. However, 
implementation challenges, such as 
delays in refunds and confusion over tax 
rates, have hindered its effectiveness.
Data: As per the Economic Survey 
2021-22, India’s tax-to-GDP ratio 
stands at about 10.8%, far lower 
than the global average of 22%. The 
government has been focusing on 
improving compliance, expanding the 
GST base, and addressing tax evasion 
to increase revenue.

Conclusion:7. 

Addressing the issues surrounding  

government revenue in India requires a 
comprehensive approach that tackles 
the informal economy, simplifi es the 
tax structure, and reduces reliance 
on indirect taxes. Increasing tax 
compliance, broadening the tax base, 
and implementing better administration 
are key to improving government 
revenue. By fostering a more equitable 
and effi cient tax system, India can ensure 
sustainable economic growth and better 
public services for its citizens.

Taxation Issues and Reforms

Introduction:1. 

Taxation is essential for the functioning  

of a government, providing the necessary 
revenue for public goods and services. In 
India, however, taxation issues such as 
low compliance, a complex tax system, 
and a large informal sector have impeded 
revenue generation. Reforms in taxation 
are crucial for improving effi ciency, 
equity, and boosting government 
revenue, ultimately supporting economic 
development.

Expert Opinions:2. 

Arvind Subramanian (Former Chief  

Economic Adviser): Subramanian 
emphasizes the need for a simpler 
tax structure, better compliance 
mechanisms, and expanding the tax 
base. He advocates for reforms that 
streamline tax collection and reduce tax 
evasion.
Raghuram Rajan (Former RBI  

Governor): Rajan argues that India’s tax 
system should focus on improving tax 
progressivity, with an emphasis on both 
income and wealth taxes. He calls for 
measures that reduce the dependence 
on indirect taxes, which burden lower-
income groups disproportionately.

Key Points:3. 

Low Tax Compliance:   Despite efforts 
to broaden the tax base, India still faces 
signifi cant challenges in tax compliance. 
A large part of the population, especially 
in the informal sector, remains outside 
the formal tax net. Tax evasion and 
underreporting income remain prevalent, 
limiting revenue generation.
Complex Tax System:   India’s tax system 
is often criticized for its complexity, 
with multiple tax slabs, exemptions, and 
frequent changes in rules. The Goods 
and Services Tax (GST) was introduced 
to simplify taxation, but implementation 
challenges, including compliance 
issues and confusion about rates, have 
persisted.
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Dependence on Indirect Taxes:   India 
relies heavily on indirect taxes like GST 
and excise duties, which are regressive 
in nature. These taxes disproportionately 
affect lower-income groups, increasing 
their fi nancial burden. Over-reliance on 
these taxes hampers equitable growth 
and income redistribution.

Ineffi ciency in Tax Administration:   The 
lack of effi cient tax administration and 
bureaucratic delays often leads to issues 
like delayed refunds, disputes, and tax 
exemptions. These ineffi ciencies reduce 
the effectiveness of the tax system and 
increase the cost of compliance for 
taxpayers.

Corporate Tax Exemptions and  

Loopholes: The corporate tax system in 
India offers numerous exemptions, which, 
while intended to attract investment, 
often result in revenue loss for the 
government. Corporations exploit these 
loopholes to minimize their tax liabilities, 
exacerbating revenue shortfalls.

Political Aspect:4. 

Politically, taxation reforms face signifi cant  

opposition, often due to the political 
cost of reducing exemptions, increasing 
taxes on the wealthy, or broadening the 
tax base. Political parties may also resist 
reforms that could negatively impact 
certain voter segments, particularly 
those benefi ting from subsidies or 
exemptions. Additionally, state-level tax 
policies, especially in the case of GST 
implementation, further complicate the 
political landscape.

Geographical Context:5. 

Geographically, India’s tax collection is  

uneven, with urban and industrialized 
states such as Maharashtra, Tamil Nadu, 
and Gujarat generating higher revenue 
compared to less-developed, rural states. 
The disparity in revenue generation 
leads to uneven development and 
regional imbalances. Additionally, some 
states face challenges in implementing 
tax reforms like GST effectively due 
to administrative ineffi ciencies and 
resistance from local businesses.

Social Perspective:6. 

From a social perspective, India’s  

taxation system disproportionately 
burdens lower-income groups through 
indirect taxes. The inability to properly 
tax the wealthier sections of society, 
especially through progressive wealth 
taxes, contributes to income inequality. 
The underrepresentation of marginalized 
communities in the formal economy limits 
their tax contributions and perpetuates 
social inequalities.

Examples and Relevant Data:

Example:   The Goods and Services 
Tax (GST), introduced in 2017, aimed 
to simplify India’s complex tax 
structure by consolidating multiple 
indirect taxes. However, challenges in 
implementation, including technical 
glitches and compliance issues, 
have slowed its effectiveness.
Data: According to the Economic 
Survey 2021-22, India’s tax-to-GDP ratio 
is approximately 10.8%, lower than the 
global average of 22%. The government 
is focused on improving compliance, 
reducing exemptions, and expanding the 
tax base to increase revenue generation.

Conclusion:7. 

Reforming India’s taxation system  

requires addressing multiple issues, 
including improving tax compliance, 
simplifying the tax structure, reducing 
reliance on indirect taxes, and tackling 
corporate tax loopholes. A progressive, 
effi cient tax system that promotes 
equity and improves administration 
is essential for boosting government 
revenue and supporting economic 
growth. By undertaking these reforms, 
India can build a more sustainable fi scal 
future, ensuring resources for critical 
public services and infrastructure.

Goods and Services Tax (GST)

Introduction:1. 

The   Goods and Services Tax (GST), 
implemented in India on July 1, 2017, is 
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a comprehensive indirect tax aimed at 
unifying India’s complex tax structure. 
It subsumed multiple taxes, including 
the Central Excise Duty, Service Tax, 
State VAT, and Sales Tax, into a single 
tax system. GST was introduced to 
streamline taxation, improve compliance, 
and foster a unifi ed market, but its 
implementation has faced challenges 
in terms of compliance, administrative 
hurdles, and economic impact.

Expert Opinions:2. 

Arvind Subramanian (Former  

Chief Economic Adviser to India): 
Subramanian views GST as a major 
reform, but he points out that its 
initial challenges, including slow 
implementation and poor compliance, 
have reduced its effectiveness in the 
short term. He suggests that simplifying 
GST and expanding its base could unlock 
its potential for long-term growth.

Raghuram Rajan (Former RBI  

Governor): Rajan believes that GST has 
the potential to boost economic growth 
by reducing the cascading tax effect 
and improving tax compliance. However, 
he also emphasizes the need for better 
implementation and better support for 
smaller businesses that struggle with 
compliance.

Key Points:3. 

Unifi cation of Tax Structure:   GST 
replaced numerous indirect taxes, such 
as VAT, CST, and excise duties, creating 
a single tax structure. This reduces 
complexities for businesses operating 
across state borders and improves 
effi ciency in tax collection.

Three-Tier Tax System:   GST operates 
under a dual tax system with a Central 
GST (CGST), State GST (SGST), and 
Integrated GST (IGST) for interstate 
transactions. This system ensures that 
both the central and state governments 
share the tax revenue, promoting 
cooperative federalism.

Increased Tax Compliance:   GST aims to 
formalize the economy by incentivizing 

businesses to register and pay taxes 
through its online portal. The use of 
e-invoices and GST returns has created 
a more transparent and digitized tax 
system, increasing compliance.

Input Tax Credit (ITC) Mechanism:   GST 
allows businesses to claim input tax 
credits for taxes paid on inputs, which 
reduces the cascading tax effect. This 
leads to cost reduction for businesses, 
making Indian products more competitive 
globally.

Challenges in Implementation:   While 
GST has simplifi ed tax collection, its 
implementation has faced challenges 
such as technical glitches, complicated 
tax rates, and compliance burdens for 
small businesses. Many SMEs, especially 
in rural areas, struggle with the transition, 
leading to a slower adoption rate.

Impact on Revenue Generation:   GST 
initially faced a revenue shortfall due 
to non-compliance and the slowdown 
in the economy. However, over time, 
tax receipts have improved, with GST 
collections crossing ₹1 lakh crore per 
month, indicating improved compliance 
and economic activity.

Political Aspect:4. 

The introduction of GST was a  

major political achievement for the 
government, representing a unifi ed 
stance on economic reform. However, 
the political challenges were signifi cant, 
with states reluctant to cede tax powers 
to the central government. The GST 
Council, which includes both central 
and state representatives, plays a crucial 
role in addressing issues, but political 
tensions over revenue sharing and tax 
rates have been obstacles in its smooth 
implementation.

Geographical Context:5. 

Geographically, the impact of GST has  

varied across India’s states. Developed 
states with well-established industrial 
sectors like Maharashtra, Gujarat, and 
Tamil Nadu have adapted quickly to the 
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new system, benefi ting from greater tax 
compliance. In contrast, less-developed 
states with informal economies or 
limited administrative capacity, like 
Bihar and Uttar Pradesh, have faced 
more challenges in GST implementation. 
Disparities in revenue generation and 
administrative effi ciency across states 
continue to be an issue.

Social Perspective:6. 

From a social perspective, GST has a  

dual impact. On one hand, it has made 
products and services more affordable 
by eliminating cascading taxes, 
benefi ting consumers. On the other 
hand, small traders and the informal 
sector, which forms a signifi cant portion 
of the economy, have faced diffi culties 
in transitioning to the formal tax system, 
potentially increasing compliance costs. 
Additionally, the higher tax rates on 
essential goods can burden lower-
income households.

Examples and Relevant Data:

Example:   The implementation of GST led 
to the formalization of the economy, 
with more businesses registering under 
the tax system. The ITC mechanism 
has particularly benefi tted industries 
such as automobiles and textiles.
Data: GST collections in 2023-24 
were around ₹1.60 lakh crore in April 
2023, refl ecting robust growth in tax 
compliance. The GST Council has also 
continuously worked to simplify tax slabs 
and improve compliance mechanisms.

Conclusion:7. 

While GST has made signifi cant  

strides in simplifying India’s tax system 
and formalizing the economy, its 
implementation has been a mixed 
success. Challenges related to 
compliance, the complexity of tax slabs, 
and regional disparities persist. However, 
over time, with continuous reforms and 
technological advancements, GST has 
the potential to transform India into 

a unifi ed economic space, enhancing 
both government revenue and business 
effi ciency. Further streamlining of the 
system and greater support for small 
businesses are necessary for maximizing 
its benefi ts.

Expenditure Issues in India

Introduction:1. 

Expenditure management is a critical  

aspect of fi scal policy, infl uencing 
government spending on infrastructure, 
social services, and other public goods. 
In India, rising expenditure, particularly 
on subsidies, wages, and interest 
payments, poses a signifi cant challenge 
to sustainable fi scal management. The 
government’s expenditure policy must 
balance development needs with fi scal 
discipline to ensure long-term economic 
stability.

Expert Opinions:2. 

Arvind Subramanian (Former Chief  

Economic Adviser): Subramanian argues 
that India’s expenditure structure needs 
to prioritize productive spending, such 
as infrastructure and social services, 
while curbing wasteful subsidies. 
He emphasizes the need for fi scal 
consolidation to prevent unsustainable 
debt levels.

Raghuram Rajan (Former RBI Governor):   
Rajan suggests that the government needs 
to focus on reducing non-productive 
expenditure, particularly subsidies 
that benefi t the wealthier segments of 
society, and redirect resources toward 
more impactful areas like education, 
healthcare, and infrastructure.

Key Points:3. 

Rising Subsidy Burden:   Subsidies on 
fuel, food, and fertilizers have been major 
contributors to India’s fi scal defi cit. While 
these subsidies aim to provide relief to 



GS SCORE

INDIAN ECONOMY PART - 1 29

the poor, their effectiveness in poverty 
alleviation is often questioned, as they 
are not always targeted and benefi t all 
income groups.

Wage Bill and Government Employment:   
The government’s wage bill, comprising 
salaries and pensions for public sector 
employees, constitutes a large portion of 
fi scal expenditure. The growing burden 
of pensions and the expanding size 
of the government workforce, though 
necessary for service delivery, place 
pressure on the budget.

Interest Payments:   A signifi cant part of 
India’s public expenditure is dedicated 
to servicing past debts, with interest 
payments alone consuming a substantial 
share of the government’s revenue. High 
interest rates and expanding debt have 
exacerbated this issue, limiting the fi scal 
space for productive spending.

Infrastructure Spending:   India faces a 
signifi cant infrastructure gap, particularly 
in transportation, energy, and rural 
development. While there has been 
an increased focus on infrastructure 
projects, the challenge lies in ensuring 
effi cient and effective use of public 
funds for these projects.

Defi cient Targeting of Welfare  

Schemes: Although welfare schemes 
such as Mahatma Gandhi National 
Rural Employment Guarantee Act 
(MGNREGA) and Public Distribution 
System (PDS) are crucial for poverty 
alleviation, leakage and mismanagement 
remain persistent problems, leading to 
ineffi ciencies in government spending.

Need for Fiscal Consolidation:   India’s 
fi scal defi cit, though under control in 
recent years, remains a concern. The 
government’s expenditure policy must 
aim for fi scal consolidation, balancing 
the need for public investment with the 
imperative of reducing the defi cit and 
controlling public debt.

Political Aspect:4. 

Politically, expenditure decisions are often  

infl uenced by electoral considerations, 
leading to increased spending on populist 

schemes, subsidies, and unproductive 
programs. While these may provide 
immediate benefi ts, they risk creating 
long-term fi scal sustainability issues. 
The political challenges in curbing 
expenditure arise from resistance to 
cutting subsidies, public sector wages, 
or welfare schemes that have broad 
support.

Geographical Context:5. 

Geographically, expenditure patterns  

vary across India. States with larger 
populations or those facing economic 
disparities, such as Uttar Pradesh 
and Bihar, often require higher social 
spending, including subsidies and 
welfare programs. However, the effi cient 
allocation of resources remains a 
challenge, especially in less-developed 
regions where public service delivery is 
ineffi cient.

Social Perspective:6. 

From a social perspective, public  

expenditure is essential for providing 
welfare and addressing inequalities. 
However, ineffi cient allocation of 
resources, corruption, and the failure 
to properly target subsidies or welfare 
programs often limit their effectiveness 
in reaching the most vulnerable groups. 
Increasing social spending in areas like 
healthcare and education is critical 
for improving the quality of life for 
marginalized communities.

Examples and Relevant Data:

Example:   The Pradhan Mantri Awas 
Yojana (PMAY), aimed at providing 
affordable housing, has faced 
challenges in terms of implementation, 
with issues like land acquisition 
delays and resource misallocation.
Data: According to the Economic 
Survey 2021-22, India’s fi scal defi cit 
reached 9.2% of GDP in 2020-21, largely 
due to increased spending on COVID-19 
relief, welfare schemes, and healthcare. 
Government expenditure on subsidies 
amounted to ₹3.2 lakh crore in 2020-
21.
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Conclusion:7. 

India’s expenditure management  

requires addressing the growing burden 
of subsidies, wages, and interest 
payments, while focusing on effi cient 
and targeted welfare programs. A shift 
towards more productive spending, 
particularly in infrastructure and social 
services, is necessary to promote 
sustainable growth. However, reducing 
fi scal defi cits while maintaining essential 
public spending remains a key challenge 
for policymakers. Properly aligning 
expenditure priorities with long-term 
economic objectives is crucial for India’s 
fi scal health and overall development.

Lack of Expenditure on 
Education and Health in India

Introduction:1. 

Education and healthcare are crucial pillars  

for the socio-economic development of 
any nation. In India, despite the growing 
need for quality education and healthcare, 
the government’s expenditure on these 
sectors remains inadequate, which 
hampers human capital development. 
The lack of investment in these areas 
limits economic progress and contributes 
to persistent social inequalities.

Expert Opinions:2. 

Amartya Sen (Nobel Laureate  

Economist): Sen emphasizes that human 
development, including education and 
health, should be at the core of any 
development strategy. He argues that 
India’s underinvestment in education 
and healthcare is a signifi cant obstacle 
to long-term economic growth and 
social equity.

Raghuram Rajan (Former RBI Governor):   
Rajan highlights the need for greater 
public investment in healthcare and 
education to foster inclusive growth. He 
argues that India’s demographic dividend 

can be fully realized only through 
enhanced human capital, which requires 
adequate spending in these sectors.

Key Points:3. 

Low Public Spending on Education:   
India’s expenditure on education, which 
is around 3.1% of its GDP (according 
to the Economic Survey 2021-22), 
is signifi cantly lower than the global 
average of 4-6%. This underfunding 
has led to inadequate infrastructure, 
shortage of quality teachers, and poor 
learning outcomes.

Healthcare Expenditure Defi cit:   India 
spends approximately 1.3% of its GDP 
on healthcare, far below the World 
Health Organization’s recommendation 
of 5%. This low spending impacts public 
healthcare services, making them under-
resourced and insuffi cient to meet the 
needs of a growing population.

Impact on Social Inequality:   The lack of 
adequate public investment in education 
and healthcare disproportionately affects 
marginalized communities, such as those 
from lower-income backgrounds, 
rural areas, and Scheduled Castes and 
Tribes (SC/ST). This perpetuates social 
inequality and limits upward mobility.

Dependency on Private Sector:   The 
low level of government spending has 
resulted in a heavy reliance on the 
private sector for both education and 
healthcare. This has made these services 
expensive and out of reach for many, 
leading to privatization of basic services 
and widening income disparity.

Out-of-Pocket Expenses:   In healthcare, 
the absence of a robust public system 
forces families to rely on private medical 
services, leading to high out-of-pocket 
expenses. This has pushed many 
families into poverty due to the fi nancial 
burden of medical care, particularly in 
rural India.

Quality of Education and Healthcare:   
The lack of funding also impacts 
the quality of services provided. In 
education, this has resulted in poor 
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school infrastructure, outdated curricula, 
and insuffi cient training for teachers. In 
healthcare, it translates into a shortage 
of medical professionals, inadequate 
infrastructure, and insuffi cient medical 
equipment.

Political Aspect:4. 

Politically, education and healthcare are  

often seen as secondary priorities when 
compared to issues like infrastructure 
and social welfare schemes. Though 
education and health have gained 
more attention in recent years, political 
resistance to increasing taxes or 
reallocating funds from other sectors 
remains a signifi cant barrier. In some 
cases, political considerations lead to 
populist schemes in education and 
healthcare that are poorly targeted and 
unsustainable.

Geographical Context:5. 

Geographically, the disparity in education  

and healthcare expenditure is stark 
between urban and rural areas. Rural 
India faces a severe lack of access to 
quality schools and healthcare centers, 
and often, the state governments in 
economically disadvantaged areas 
struggle to allocate suffi cient funds. 
States like Uttar Pradesh and Bihar face 
signifi cant challenges in both sectors, 
while wealthier states like Maharashtra 
and Tamil Nadu are better equipped.

Social Perspective:6. 

From a social perspective, the  

inadequate focus on education and 
healthcare contributes to perpetuating 
social inequalities. Access to quality 
education and healthcare are 
fundamental rights, yet the failure of 
the state to invest adequately in these 
areas has long-term consequences for 
the population’s well-being. Vulnerable 
groups, including children, women, and 
marginalized communities, suffer the 
most, exacerbating social divides and 
hindering inclusive growth.

Examples and Relevant Data:

Example:   The Right to Education (RTE) 
Act, enacted in 2009, mandates free 
and compulsory education for children 
aged 6-14. However, the lack of adequate 
funding has led to poor implementation, 
and the quality of education in 
government schools remains subpar.
Data: According to the National Family 
Health Survey (NFHS) 5 (2019-21), 
about 45% of children under fi ve years 
of age in India are stunted, a refl ection of 
poor nutrition and inadequate healthcare 
services. Furthermore, India ranks 
145th out of 195 countries in terms of 
healthcare spending, highlighting the 
severe defi cit in funding.

Conclusion:7. 

India’s inadequate expenditure on  

education and healthcare continues 
to hinder its social and economic 
development. Despite some 
improvements, the current spending levels 
are insuffi cient to address the needs of 
its vast and diverse population. To ensure 
sustainable growth and improve the 
quality of life for all citizens, particularly 
the marginalized, the government must 
prioritize increasing investments in these 
critical sectors. A shift toward higher 
public funding, equitable distribution 
of resources, and improving service 
delivery is necessary for India to achieve 
long-term prosperity.

Subsidy Reforms in India

Introduction:1. 

Subsidies have long been a cornerstone  

of India’s economic policies, aimed at 
supporting the marginalized sections of 
society by providing affordable access to 
essential goods and services. However, 
the growing fi scal burden, ineffi ciency, 
and leakage associated with these 
subsidies have raised concerns about 
their sustainability. Subsidy reforms are 
critical to reduce fi scal defi cits, improve 
targeting, and ensure that assistance 
reaches those who need it the most.
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Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan emphasizes that while subsidies 
are essential for social protection, 
their ineffi ciency can distort markets 
and divert resources away from more 
productive investments. He advocates 
for reforming subsidies by better 
targeting and ensuring that they benefi t 
the poorest sections of society.

Arvind Subramanian (Former Chief  

Economic Adviser): Subramanian 
suggests that subsidies should be 
phased out gradually in favor of direct 
cash transfers, which would be more 
effi cient and transparent. He also argues 
that subsidies should be restructured 
to reduce distortions in pricing and 
consumption patterns.

Key Points:3. 

Fiscal Burden of Subsidies:   Subsidies 
on food, fuel, and fertilizers have been 
a signifi cant part of India’s budget. 
According to the Economic Survey 
2021-22, the total subsidy expenditure 
amounted to approximately ₹3.2 lakh 
crore. This heavy expenditure limits the 
government’s ability to invest in other 
critical areas like infrastructure and 
healthcare.

Ineffi ciency and Leakage:   A major issue 
with subsidies is their ineffi ciency and 
leakage. Subsidy programs, such as the 
Public Distribution System (PDS), often 
fail to reach the intended benefi ciaries 
due to corruption, mismanagement, and 
targeting errors, leading to signifi cant 
wastage of resources.

Direct Benefi t Transfers (DBT):   
To improve subsidy effi ciency, the 
government has shifted towards Direct 
Benefi t Transfers (DBT), which directly 
transfer cash to the bank accounts of 
benefi ciaries, bypassing intermediaries. 
This has signifi cantly reduced leakage 
and improved targeting in various 
schemes like LPG subsidies and PM-
Kisan.

Fossil Fuel Subsidies:   Fossil fuel 
subsidies, particularly on petroleum 
products, have been a signifi cant drain 
on India’s resources. However, these 
subsidies often benefi t wealthier 
sections of society and large industries, 
rather than the intended poor. Phasing 
out these subsidies and transitioning to 
more sustainable energy sources is a key 
reform agenda.

Agricultural Subsidies:   Subsidies for 
fertilizers and electricity for irrigation, 
though intended to support farmers, have 
led to overuse of chemicals and ineffi cient 
water usage. Reforms in agricultural 
subsidies focus on rationalizing the use 
of fertilizers, promoting organic farming, 
and reducing the environmental impact 
of excessive subsidy usage.

Targeting and Universalization of  

Subsidies: Reforming subsidy programs 
to ensure that they target the truly 
needy is a key issue. The introduction 
of Aadhaar-based authentication 
and ration cards linked to biometric 
data aims to curb leakages and ensure 
that subsidies reach the deserving 
households.

Political Aspect:4. 

Subsidy reforms are often met with  

political resistance, particularly from 
populist groups who view subsidies 
as an essential tool for securing votes. 
Subsidies on food and fuel are particularly 
sensitive, as they directly affect the 
voting base in rural and urban low-
income areas. Political parties tend to 
resist subsidy cuts due to their potential 
to alienate voters, leading to policy 
inertia. However, the shift towards cash 
transfers and direct subsidies, though 
politically challenging, is gradually gaining 
acceptance.

Geographical Context:5. 

Geographically, the need for subsidy  

reforms varies across India. Rural areas, 
where dependency on subsidized 
food and fuel is higher, face particular 
challenges. States like Uttar Pradesh, 
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Bihar, and Madhya Pradesh rely 
heavily on subsidies, while wealthier 
states like Maharashtra and Delhi have 
made signifi cant progress in targeting 
and reforming subsidy programs. The 
implementation of subsidy reforms must 
take into account regional disparities 
and ensure that reforms do not 
disproportionately affect poorer states.

Social Perspective:6. 

From a social perspective, subsidies are  

a key instrument for reducing inequality 
and improving the welfare of vulnerable 
sections of society. However, poorly 
targeted subsidies may inadvertently 
benefi t wealthier households, leaving the 
poor without adequate support. Reforms 
must focus on ensuring that the most 
vulnerable groups, including Scheduled 
Castes, Scheduled Tribes, and Other 
Backward Classes (OBCs), receive 
the intended benefi ts. Cash transfer 
schemes like PMGKY (Pradhan Mantri 
Garib Kalyan Yojana) aim to directly 
benefi t low-income households and 
improve social protection.

Examples and Relevant Data:

Example:   The DBT implementation 
for LPG subsidies has been a major 
success. As of 2020, about 19.1 crore 
LPG consumers were benefi ting 
from the DBT scheme, with over 
₹39,000 crore transferred directly to 
benefi ciaries’ bank accounts, reducing 
leakage and improving transparency.
Data: According to the Economic Survey 
2020-21, India’s total expenditure on 
food subsidies in 2019-20 was ₹2.87 
lakh crore, while on fertilizers it was ₹1.39 
lakh crore. These massive subsidies, 
although necessary for social welfare, 
have created substantial fi scal pressure.

Conclusion:7. 

Subsidy reforms are essential for  

enhancing the effi ciency of public 
spending and ensuring that the benefi ts 
reach the most disadvantaged sections 

of society. By shifting to cash transfers, 
rationalizing fuel and agricultural 
subsidies, and improving targeting 
mechanisms, India can reduce fi scal 
pressures and promote sustainable 
development. Though politically 
challenging, these reforms are necessary 
for long-term economic stability and 
social equity, and they offer a path 
toward more inclusive growth.

Defi cit Financing and the FRBM 
Act

Introduction:1. 

Defi cit fi nancing refers to the method  

by which a government raises funds to 
cover the gap between its expenditures 
and revenues, often by borrowing or 
printing money. While necessary to 
fi nance development projects, defi cit 
fi nancing can lead to infl ation and 
a rise in public debt if not managed 
prudently. The Fiscal Responsibility 
and Budget Management (FRBM) Act 
was introduced in 2003 to enforce fi scal 
discipline by setting limits on fi scal 
defi cits and ensuring fi scal consolidation 
over time.

Expert Opinions:2. 

Raghuram Rajan (Former RBI  

Governor): Rajan highlights the need for 
defi cit fi nancing in times of economic 
downturns to stimulate growth. However, 
he cautions that excessive borrowing 
without proper structural reforms could 
lead to higher infl ation and debt burdens 
in the long term.

Arvind Subramanian (Former Chief  

Economic Adviser): Subramanian 
suggests that the FRBM Act is a positive 
step towards controlling fi scal defi cits, 
but it must be fl exible enough to 
accommodate the needs for counter-
cyclical spending during periods of 
economic stress, such as recessions.
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Key Points:3. 

Defi cit Financing:   It refers to the 
government’s efforts to bridge the gap 
between its total expenditures and 
revenues, usually through borrowing 
from domestic or international sources 
or through central bank fi nancing. While 
necessary, unchecked defi cit fi nancing 
can cause infl ation and increase public 
debt.
Fiscal Defi cit:   The Fiscal Defi cit is the 
difference between the government’s 
total expenditure and its total revenue, 
excluding borrowings. A high fi scal defi cit 
indicates excessive borrowing, which can 
affect the country’s economic health by 
leading to higher interest payments and 
infl ation.
FRBM Act (2003):   The Fiscal 
Responsibility and Budget 
Management Act was enacted to 
reduce the fi scal defi cit and create a 
sustainable fi scal policy framework. It 
set targets for reducing the fi scal defi cit 
to 3% of GDP and introduced a roadmap 
for debt reduction over a period of time.
Objectives of the FRBM Act:   The main 
goals of the FRBM Act are to promote 
fi scal stability, reduce fi scal defi cits, 
and improve the transparency and 
accountability of government fi nancial 
operations. The Act also provides a 
mechanism for monitoring and achieving 
these fi scal targets.
Challenges in Implementation:   The 
FRBM Act has been challenged by periods 
of economic slowdown, natural disasters, 
and other unexpected events, which 
require increased government spending. 
Over the years, governments have often 
sought exemptions or modifi cations 
to the Act’s targets, leading to debates 
about its fl exibility and effectiveness.
FRBM Act Amendments:   The 2018 
Amendment to the FRBM Act allowed the 
government to exceed its fi scal defi cit 
targets under certain circumstances, 
such as an economic slowdown or a 
natural disaster. This fl exibility was 
designed to give the government room 
for counter-cyclical spending, but it has 
also led to concerns about the credibility 
of fi scal consolidation.

Political Aspect:4. 

Defi cit fi nancing and the FRBM Act  

are highly political, as they affect 
government spending policies and 
infl uence economic priorities. Politicians 
may view defi cit fi nancing as a tool 
for funding welfare schemes and 
infrastructure development, especially 
in the run-up to elections. However, 
continuous fi scal defi cits can limit the 
government’s ability to implement such 
schemes in the long term due to rising 
debt and interest burdens. The FRBM 
Act, while attempting to curb excessive 
borrowing, faces resistance due to the 
political cost of reducing subsidies and 
welfare spending.

Geographical Context:5. 

Geographically, the need for defi cit  

fi nancing and adherence to the FRBM 
Act varies across states. While the 
central government has adhered to 
some fi scal targets, state governments 
face challenges in maintaining fi scal 
discipline due to their dependence on 
central transfers and the fi scal autonomy 
they exercise. States like Uttar Pradesh 
and Bihar, with high levels of poverty, 
may struggle more with the targets set 
by the FRBM Act, requiring more fl exible 
fi scal policies for development.

Social Perspective:6. 

From a social perspective, defi cit  

fi nancing can have mixed effects. On 
one hand, it enables the government to 
fund crucial welfare programs like health, 
education, and subsidies. On the other 
hand, excessive borrowing can lead to 
infl ation, which disproportionately affects 
low-income households by raising the 
prices of essential goods. The FRBM 
Act aims to balance these pressures 
by promoting fi scal discipline, which 
is essential for long-term economic 
stability and social welfare.
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Examples and Relevant Data:

Example:   During the COVID-19 
pandemic, the Indian government 
increased its fi scal defi cit through 
additional borrowing and stimulus 
packages to support the economy and 
welfare schemes. In 2020-21, the fi scal 
defi cit was revised to 9.5% of GDP, 
far above the FRBM target, due to the 
unprecedented economic situation.
Data: According to the Economic 
Survey 2021-22, India’s fi scal defi cit 
was 6.9% of GDP for the fi scal year 
2021-22, refl ecting the impact of 
the pandemic and the government’s 
response to economic challenges. The 
2021-22 Budget set a target to reduce 
the fi scal defi cit to 4.5% of GDP by 
2025-26, highlighting the government’s 
focus on fi scal consolidation in the post-
pandemic era.

Conclusion:7. 

Defi cit fi nancing, while essential for  

addressing short-term fi scal gaps, 
requires careful management to avoid 
long-term economic instability. The FRBM 
Act provides a framework for maintaining 
fi scal discipline and transparency, but its 
rigid targets may need to be adjusted in 
the face of economic shocks. Balancing 
fi scal prudence with the need for public 
spending remains a crucial challenge for 
India’s economic policy.

Low Tax-to-GDP Ratio & Debt-
to-GDP Ratio

Introduction:1. 

India’s tax-to-GDP ratio has remained  

signifi cantly lower compared to other 
emerging economies, hindering the 
government’s ability to fund public 
services, infrastructure, and welfare 
schemes without relying heavily on 
borrowing. The debt-to-GDP ratio, on the 
other hand, measures the country’s total 

debt in relation to its economic output. 
Both ratios are crucial indicators of fi scal 
health, and while India’s debt levels have 
been manageable so far, a low tax-to-
GDP ratio poses long-term sustainability 
risks to its fi scal policy.

Expert Opinions:2. 

Arvind Subramanian (Former Chief  

Economic Adviser): Subramanian 
points out that India’s low tax-to-GDP 
ratio restricts fi scal space, making it 
diffi cult for the government to increase 
its expenditure on critical sectors like 
education, health, and infrastructure. 
This leads to over-reliance on borrowing 
to meet fi nancial needs.
Raghuram Rajan (Former RBI Governor):   
Rajan argues that addressing India’s low 
tax-to-GDP ratio is vital to reduce the 
country’s reliance on borrowing and 
ensure sustainable fi scal management. He 
emphasizes the need for comprehensive 
tax reforms to widen the tax base and 
improve compliance.

Key Points:3. 

Low Tax-to-GDP Ratio:   India’s tax-
to-GDP ratio is lower than the global 
average, which hinders the government’s 
capacity to fi nance its expenditure. The 
ratio stood at around 11.7% in 2020, 
much lower than the 20-25% typically 
seen in advanced economies.
Challenges in Tax Collection:   India’s 
tax base is narrow, with a signifi cant 
portion of the economy operating in 
the informal sector, which leads to tax 
evasion and reduced tax compliance. 
Efforts like GST have aimed to increase 
indirect tax collections, but issues like 
poor enforcement and lack of awareness 
still persist.
Debt-to-GDP Ratio:   India’s debt-to-
GDP ratio has been increasing, reaching 
90.6% of GDP in 2022, a signifi cant 
rise due to increased borrowing during 
the COVID-19 pandemic. While this 
ratio is higher than the 60% threshold 
recommended by the FRBM Act, it is still 
considered manageable compared to 
other economies, but requires prudent 
fi scal management.
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Debt Sustainability:   While the current 
level of debt is sustainable due to low 
interest rates, the increasing debt burden 
can lead to higher interest payments, 
crowding out essential public spending 
in the future. Maintaining a manageable 
debt-to-GDP ratio is crucial for fi scal 
health.

Impact on Fiscal Defi cit:   The low tax-
to-GDP ratio necessitates borrowing to 
meet government expenditure needs, 
leading to higher fi scal defi cits. A high 
fi scal defi cit exacerbates the debt 
burden, leading to a vicious cycle of 
borrowing. A higher tax-to-GDP ratio 
would help reduce fi scal defi cits and 
enable the government to meet its 
spending obligations without excessive 
borrowing.

Reform Needs:   To address the issue, 
India needs comprehensive tax 
reforms, including better enforcement 
mechanisms, widening the tax base, 
improving tax compliance, and 
addressing challenges in the informal 
sector. Additionally, the government 
needs to focus on reducing fi scal defi cits 
through improved revenue generation 
and expenditure management.

Political Aspect:4. 

Low tax-to-GDP ratios often refl ect  

political challenges in implementing 
tax reforms. There is resistance to 
increasing taxes due to concerns about 
the political fallout, especially in an 
election year. Moreover, the political 
push for subsidies and welfare schemes 
often leads to increased government 
expenditure, which needs to be funded 
through borrowing. Hence, a balance 
between tax reforms and expenditure 
cuts is a signifi cant political challenge.

Geographical Context:5. 

In India, the low tax-to-GDP ratio is more  

pronounced in rural and underdeveloped 
regions, where informal economic 
activity dominates. The informal sector, 
which operates outside the tax system, 

constitutes a signifi cant portion of 
employment and economic output. 
States with a high share of informal 
sector activities, such as Uttar Pradesh, 
Bihar, and West Bengal, face additional 
challenges in increasing tax revenues. 
States with better industrialization, like 
Maharashtra and Gujarat, tend to have 
higher tax revenues.

Social Perspective:6. 

From a social standpoint, the low tax- 

to-GDP ratio impacts the government’s 
ability to fi nance essential public 
goods like healthcare, education, and 
infrastructure, which disproportionately 
benefi t the lower-income groups. 
Limited tax revenue restricts the 
government’s ability to invest in these 
sectors, perpetuating social inequality. 
Additionally, since the informal sector is 
large, it results in tax burden disparities, 
where formal sector workers bear a 
higher proportion of the tax load.

Examples and Relevant Data:

Example:   According to the Economic 
Survey 2021-22, India’s tax-to-
GDP ratio stood at 11.7% in 2020-
21, among the lowest in the world, 
while the global average is around 
16%. This gap indicates a signifi cant 
potential for revenue mobilization.
Data: The Debt-to-GDP ratio stood 
at 90.6% of GDP in 2022, according to 
the RBI’s Annual Report, refl ecting a 
signifi cant rise due to pandemic-induced 
borrowing. The FRBM Act targets a 
reduction of the debt-to-GDP ratio to 
60% in the medium term, but challenges 
remain in achieving this goal amidst high 
fi scal defi cits.

Conclusion:7. 

India’s low tax-to-GDP ratio and high  

debt-to-GDP ratio pose signifi cant 
challenges to fi scal sustainability and 
economic stability. Addressing these 
issues requires comprehensive tax 
reforms, better enforcement of tax 
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compliance, and measures to increase 
the formalization of the economy. 
Maintaining fi scal discipline through 
prudent borrowing and targeted reforms 
is essential for sustainable economic 
growth and meeting the government’s 
expenditure needs.

Reforms to Income Tax Laws

Introduction:1. 

Reforms to income tax laws in India  

have been a critical aspect of the 
country’s economic policy to simplify 
the tax system, increase compliance, 
and generate higher revenue for the 
government. Over the years, reforms 
have aimed at broadening the tax base, 
reducing tax evasion, and making the tax 
system more transparent and equitable. 
These reforms have been crucial in 
fostering economic growth and achieving 
fi scal consolidation.

Expert Opinions:2. 

Arvind Subramanian (Former Chief  

Economic Adviser): Subramanian 
emphasizes that India’s tax system 
needs a complete overhaul to make it 
more progressive and effi cient, focusing 
on broadening the tax base and ensuring 
that wealthier individuals contribute a 
fair share of taxes.

N.K. Singh (Chairman of the 15th  

Finance Commission): Singh highlights 
the importance of streamlining income 
tax laws to reduce administrative 
complexity and enhance compliance 
through digitization and technology.

Key Points:3. 

Simplifi cation of Tax Slabs:   The Indian 
income tax structure has undergone 
several changes over the years, with 
the government introducing simplifi ed 
tax slabs. In the 2020 Budget, the 
government introduced a new tax 

regime with reduced tax rates and no 
exemptions, providing taxpayers the 
option to choose between the old system 
with exemptions and the new system 
with lower rates.

Increased Digitalization and E-Filing:   
The introduction of e-fi ling for income 
tax returns and the implementation of 
Aadhaar-based PAN linking has made 
tax compliance easier and more effi cient. 
The government’s focus on digitizing the 
tax process helps reduce the scope for 
evasion and enhances transparency in 
the system.

Introduction of Faceless Tax  

Assessment: One of the key reforms 
has been the introduction of the 
faceless tax assessment system in 
2020. This system eliminates face-to-
face interaction between taxpayers 
and tax authorities, aiming to reduce 
harassment, improve transparency, and 
increase effi ciency in tax assessments.

Corporate Tax Reforms:   India has 
reduced corporate tax rates in a bid 
to make the country more attractive 
for investments. In 2019, corporate 
tax rates were slashed to 22% for 
existing companies and 15% for new 
manufacturing companies, making the 
country more competitive globally.

Tax on Capital Gains and High-Income  

Earners: Reforms have also focused on 
taxing capital gains more effectively. The 
introduction of a long-term capital gains 
tax in 2018 on equity investments above 
₹1 lakh aimed to tax income generated 
from fi nancial assets, ensuring equity in 
taxation. Additionally, India has targeted 
high-income earners with higher tax 
slabs in a progressive tax system.

GST and Income Tax Integration:   The 
Goods and Services Tax (GST) system, 
introduced in 2017, has been aligned with 
income tax laws to streamline indirect 
and direct taxation, providing a more 
effi cient framework for businesses and 
reducing the cascading effect of taxes.
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Political Aspect:4. 

Reforming income tax laws is a politically  

sensitive issue, especially when it involves 
changes to tax rates, exemptions, and 
corporate tax policies. Political parties 
often debate the implications of such 
reforms on different segments of 
society, particularly the wealthy and 
businesses. In India, tax reforms also 
have implications for populist schemes 
and government expenditure programs, 
which may impact the electorate’s 
perception of the government.

Geographical Context:5. 

The impact of income tax reforms is  

uneven across India, with regions like 
Delhi, Mumbai, and Bengaluru, where 
the formal economy is dominant, 
benefi ting more from reforms like e-fi ling 
and faceless tax assessments. On the 
other hand, states with a large informal 
economy, like Uttar Pradesh and 
Bihar, face challenges in implementing 
these reforms effectively, leading to a 
signifi cant tax gap.

Social Perspective:6. 

Income tax reforms have a direct  

impact on income inequality. Simplifi ed 
tax regimes and the introduction of 
progressive tax rates, such as higher taxes 
on the rich, aim to redistribute income 
and reduce social inequality. However, 
the success of these reforms depends 
on ensuring that lower-income groups 
benefi t from exemptions and welfare 
schemes funded by tax revenues.

Examples and Relevant Data:

Example:   The introduction of the 
Faceless Assessment Scheme in 2020 
was a major reform aimed at reducing 
corruption, improving effi ciency, and 
ensuring a transparent tax assessment 
process. This reform has reduced direct 
interaction between taxpayers and tax 
offi cers, thus limiting chances of bribery.
Data: The government’s income tax 

collection for FY 2021-22 stood at ₹14.09 
lakh crore, marking a growth of 30% over 
the previous year. This growth indicates 
the success of tax reforms in increasing 
compliance and tax revenues.

Conclusion:7. 

Reforms to income tax laws in India have  

made the tax system more effi cient, 
transparent, and conducive to economic 
growth. The shift towards a simpler and 
digitized tax regime, along with the 
reduction of corporate tax rates, has 
helped improve compliance and attract 
investments. However, the challenge 
remains in ensuring that these reforms 
benefi t all sections of society and 
contribute to reducing income inequality. 
Future reforms should continue to 
focus on simplifying the tax structure, 
expanding the tax base, and improving 
enforcement.

Budgetary Reforms

Introduction:1. 

Budgetary reforms in India have evolved  

over the years to address the challenges 
of economic growth, fi scal discipline, and 
social welfare. The primary objective of 
these reforms is to improve the effi ciency 
of public spending, ensure better 
allocation of resources, and manage 
defi cits effectively. Budget reforms also 
aim at enhancing transparency and 
accountability in government fi nances, 
while fostering economic development 
and social welfare.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan emphasizes the importance of fi scal 
responsibility in budgeting, advocating 
for a shift towards more transparent and 
long-term planning to curb defi cits and 
manage debt sustainably.



GS SCORE

INDIAN ECONOMY PART - 1 39

Niti Aayog:   Niti Aayog suggests that 
budgetary reforms should focus on 
aligning government spending with 
national priorities, ensuring that funds 
are allocated to sectors that can create 
maximum economic impact, particularly 
infrastructure and social welfare.

Key Points:3. 

Fiscal Responsibility and Budget  

Management (FRBM) Act: The FRBM Act, 
enacted in 2003, set fi scal targets for the 
government, aiming to reduce the fi scal 
defi cit to 3% of GDP. It laid the foundation 
for budgetary reforms by emphasizing 
fi scal discipline, transparency, and the 
reduction of public debt.
Zero-Based Budgeting (ZBB):   ZBB, 
introduced in India as a part of the 
budgetary reforms in 1987, advocates 
for evaluating every expenditure from 
scratch instead of basing the budget on 
the previous year’s fi gures. This method 
ensures that only necessary and value-
generating expenditures are approved.
Public Expenditure Management  

System (PEMS): The PEMS was 
introduced to improve the allocation 
and effi ciency of public expenditure. It 
focuses on eliminating wasteful spending, 
enhancing the monitoring of government 
spending, and ensuring that funds reach 
intended benefi ciaries, especially in 
social welfare programs.
Direct Benefi t Transfer (DBT):   
Introduced to enhance the effi ciency of 
welfare schemes, DBT aims to transfer 
subsidies directly into the bank accounts 
of benefi ciaries, reducing leakage and 
ensuring that government assistance 
reaches the right people. The Pradhan 
Mantri Jan Dhan Yojana (PMJDY) 
and Aadhaar have been crucial to this 
initiative.
Digitalization of Budgeting Process:   
The Indian government has been 
focusing on digitalizing the budget 
preparation and execution process. 
The introduction of e-budgeting and 
the National E-Governance Plan 
(NeGP) has facilitated transparency, 
accountability, and better access to 
budgetary information for citizens.

Focus on Capex (Capital Expenditure):   
In recent years, the Indian government 
has been prioritizing capital expenditure 
in the budget to stimulate economic 
growth. This focus includes investments 
in infrastructure, defense, and industrial 
growth, with the aim of creating jobs 
and boosting productivity. For instance, 
the 2021 Budget emphasized ₹5.54 lakh 
crore for infrastructure development.

Political Aspect:4. 

Budgetary reforms are often infl uenced by  

the political environment, as government 
priorities shift with changes in leadership. 
Political parties may propose changes to 
the budget structure to align with their 
electoral promises, leading to debates 
over social welfare allocations, defense 
spending, and public sector investments. 
Additionally, budget proposals may face 
scrutiny from opposition parties regarding 
the effi ciency and effectiveness of the 
planned reforms.

Geographical Context:5. 

The impact of budgetary reforms varies  

across India’s states, with richer states 
like Maharashtra, Delhi, and Tamil Nadu 
often benefi ting more from increased 
capital allocations, whereas states 
like Bihar, Uttar Pradesh, and Odisha 
continue to struggle with implementation 
challenges. Furthermore, disparities in 
infrastructure, education, and health 
sectors refl ect the uneven distribution 
of budgetary resources across regions.

Social Perspective:6. 

Budgetary reforms aim to ensure  

equitable development by targeting social 
welfare schemes, healthcare, education, 
and rural development. Reforms like DBT 
have enhanced the targeting of subsidies 
and social security benefi ts, directly 
benefi ting vulnerable populations such 
as the poor, women, and marginalized 
communities. However, there remains a 
need for continued focus on improving 
social sector allocations and reducing 
regional disparities in funding.
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Examples and Relevant Data:

Example:   The introduction of Direct 
Benefi t Transfer (DBT) has revolutionized 
welfare schemes in India. The PMGKY 
(Pradhan Mantri Garib Kalyan Yojana) 
implemented in 2020 ensured cash 
transfers to vulnerable groups during 
the COVID-19 pandemic, streamlining 
subsidies and helping those in need.
Data: In 2021, the government allocated 
₹1.4 lakh crore for healthcare in the Union 
Budget, marking an increase of 137% 
over the previous year. This allocation 
refl ected a shift towards addressing long-
term healthcare challenges, especially 
following the COVID-19 crisis.

Conclusion:7. 

Budgetary reforms in India have played a  

pivotal role in improving fi scal discipline, 
enhancing transparency, and promoting 
equitable growth. The introduction 
of innovative measures such as DBT, 
digitalization, and increased capital 
expenditure has contributed to more 
effi cient governance. Moving forward, 
continued focus on aligning budget 
allocations with long-term growth 
objectives and ensuring equitable 
distribution of resources will be key 
to addressing India’s development 
challenges.

Credit Rating Agencies and Their 
Implications

Introduction:1. 

Credit rating agencies (CRAs) assess  

the creditworthiness of individuals, 
companies, and countries. Their 
ratings infl uence the cost of borrowing, 
investment decisions, and the economic 
health of nations. In India, major CRAs like 
CRISIL, ICRA, and CARE are instrumental 
in providing these evaluations, which 
have signifi cant economic implications, 
both domestically and internationally.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan highlights that credit rating 
agencies, by infl uencing investment 
decisions, play a pivotal role in global 
fi nancial stability, though he cautions 
against over-reliance on ratings without 
understanding underlying economic 
factors.
Shyamala Gopinath (Former Deputy  

Governor, RBI): She emphasizes the 
need for India to develop its domestic 
credit rating capabilities to reduce 
dependence on international agencies 
that may not fully understand the 
nuances of the Indian market.

Key Points:3. 

Role in Investment Decisions:   Credit 
ratings infl uence investor perception of 
risk. High ratings lead to lower borrowing 
costs for governments and corporations, 
while low ratings increase borrowing 
costs due to perceived risk.
Impact on Sovereign Borrowing:   
Sovereign credit ratings are crucial for a 
nation’s ability to borrow at competitive 
interest rates in the global market. A 
downgrade can raise borrowing costs 
and affect foreign direct investment 
(FDI).
Infl uence on Financial Markets:   Ratings 
directly impact the stock and bond 
markets. A downgrade of a company or 
government’s credit rating often leads to 
falling stock prices and increased yields 
on bonds, as investors move to safer 
assets.
Infl uence on Government Policies:   
Governments may be forced to adjust 
their fi scal policies to maintain or improve 
their credit ratings. This could include 
austerity measures, cutting public 
spending, or boosting tax revenues.
Rating Methodology and Subjectivity:   
Credit ratings can sometimes be 
subjective, as they depend on the 
agency’s interpretation of economic 
conditions, political stability, and fi scal 
policies. Disagreements between 
different agencies may lead to varying 
ratings for the same entity.
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Emerging Economies and Dependency  

on International Agencies: Developing 
economies, including India, often rely on 
international CRAs like S&P, Moody’s, 
and Fitch, which may not always fully 
refl ect local market dynamics. This has 
led to calls for strengthening local rating 
agencies to provide more contextually 
accurate assessments.

Political Aspect:4. 

Credit rating decisions can be infl uenced  

by geopolitical dynamics. For instance, 
rating agencies may downgrade 
a country’s rating due to political 
instability, even if the country’s economic 
fundamentals remain strong. In India, the 
political landscape, including government 
stability and fi scal discipline, is a key 
factor infl uencing its credit ratings, and 
any changes in government policies or 
leadership can impact perceptions.

Geographical Context:5. 

Credit rating agencies often apply global  

standards to assess countries’ economic 
conditions. However, this global approach 
may overlook region-specifi c factors. 
For instance, India’s diverse economy, 
with its regional disparities, requires 
ratings that consider local growth 
patterns and challenges. Additionally, 
emerging markets are often rated more 
conservatively compared to developed 
economies, leading to higher borrowing 
costs despite growth potential.

Social Perspective:6. 

From a social perspective, credit ratings  

can affect public welfare indirectly. 
Lower credit ratings could increase 
borrowing costs for the government, 
potentially resulting in cuts to social 
welfare programs such as healthcare, 
education, and rural development. 
Conversely, a high rating can foster 
more foreign investment, which can 
lead to job creation and improved social 
infrastructure.

Examples and Relevant Data:

Example:   In 2020, India’s sovereign rating 
was downgraded by Moody’s from Baa2 
to Baa3, primarily due to concerns over 
slow economic growth and rising fi scal 
defi cits. This downgrade led to increased 
borrowing costs for the government.
Data: India’s credit rating by S&P 
remained at BBB- (the lowest 
investment-grade rating) as of 2023. 
Despite this, the country saw signifi cant 
foreign investments due to its growing 
market size and economic reforms.

Conclusion:7. 

Credit rating agencies play a crucial  

role in shaping global fi nancial markets, 
infl uencing borrowing costs, and 
guiding investment decisions. While 
they provide valuable insights into the 
creditworthiness of governments and 
corporations, their assessments can 
have signifi cant economic implications, 
especially for emerging economies like 
India. Strengthening domestic rating 
agencies and ensuring a more nuanced 
approach to ratings could help mitigate 
some of the challenges posed by external 
agencies.

Capital Gains Tax

Introduction:1. 

Capital gains tax (CGT) is a tax levied  

on the profi t from the sale of an asset 
such as real estate, stocks, or bonds. In 
India, capital gains are categorized into 
short-term and long-term, with different 
tax rates for each. The purpose of capital 
gains tax is to generate revenue for the 
government and discourage speculation, 
while also ensuring that individuals who 
benefi t from the sale of assets contribute 
to the national economy.

Expert Opinions:2. 

Arvind Subramanian (Former Chief  

Economic Advisor): Subramanian 
suggests that capital gains tax should be 
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aligned with equity market performance, 
emphasizing that lower tax rates on long-
term capital gains could encourage long-
term investments and capital formation 
in India.

Bibek Debroy (Chairman, Economic  

Advisory Council to the Prime Minister): 
Debroy argues for a more rationalized 
tax system that avoids distortions 
between different asset classes, 
proposing a comprehensive approach to 
capital taxation that balances revenue 
generation with encouraging productive 
investment.

Key Points:3. 

Short-Term vs. Long-Term Capital  

Gains Tax: In India, short-term capital 
gains (STCG) on assets held for less than 
36 months are taxed at higher rates (15% 
for equities). Long-term capital gains 
(LTCG) on assets held for more than 36 
months are taxed at a lower rate (20% 
with indexation benefi t for real estate 
and 10% for equities above ₹1 lakh).

Tax on Real Estate and Equity:   Real 
estate attracts 20% tax on long-term 
gains with indexation, whereas equity-
related gains are taxed differently, with 
no tax on gains up to ₹1 lakh and a 10% 
tax on amounts exceeding this threshold. 
This differentiation often encourages 
investments in the equity markets rather 
than real estate.

Indexation Benefi t:   The indexation 
benefi t allows taxpayers to adjust the 
purchase price of an asset for infl ation, 
reducing the taxable capital gain. This 
is particularly benefi cial for long-term 
capital assets like real estate.

Impact on Investment Behavior:   The 
taxation of capital gains can infl uence 
investor behavior. Higher taxes on short-
term gains may discourage speculation, 
while lower taxes on long-term gains 
encourage long-term investments and 
capital formation.

Reforms in CGT:   The introduction of 
securities transaction tax (STT) in 
2004 and the removal of tax exemptions 

on long-term capital gains from equity 
in 2018 were signifi cant reforms. These 
changes aimed to simplify taxation and 
reduce tax avoidance strategies.

Global Comparisons and  

Competitiveness: India’s capital gains 
tax is relatively higher compared to some 
other emerging markets, potentially 
affecting the attractiveness of the Indian 
market for foreign investors. Reforming 
capital gains tax could boost foreign 
investment by aligning rates with global 
standards.

Political Aspect:4. 

Capital gains tax has been a contentious  

political issue in India. Policy changes, 
such as the reintroduction of the tax on 
long-term capital gains from equities 
in 2018, sparked debate across political 
parties, with some arguing that it would 
curb investment, while others felt it was 
necessary for equitable tax collection. 
The political environment often infl uences 
decisions regarding the tax rates and the 
scope of exemptions.

Geographical Context:5. 

Capital gains tax is a universal concept,  

but its impact varies across regions. In 
India, urban areas with a signifi cant stock 
market presence, such as Mumbai and 
Delhi, are more affected by CGT policies, 
as equities and real estate transactions 
are more frequent. In contrast, rural 
areas, where land transactions are more 
common, are impacted by the tax on real 
estate.

Social Perspective:6. 

From a social perspective, capital  

gains tax can affect wealth inequality. 
Wealthier individuals, who typically 
invest in high-value assets like real estate 
and stocks, are more likely to be affected 
by capital gains tax. Reforming CGT 
can help ensure that the tax burden is 
equitably distributed. Additionally, long-
term capital gains taxes may encourage 
wealth accumulation in a more stable 
and productive manner, benefi ting social 
development in the long term.
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Examples and Relevant Data:

Example:   In 2018, the Indian government 
reintroduced the tax on long-term 
capital gains (LTCG) from equities, 
leading to widespread debate in the 
stock market. Despite the concerns, the 
LTCG tax brought in signifi cant revenue.
Data: As of the 2023 Budget, the Indian 
government collected approximately 
₹70,000 crore in capital gains tax 
revenues, illustrating the importance 
of capital gains taxation as a source of 
income for the state.

Conclusion:7. 

Capital gains tax is a vital part of  

India’s taxation framework, infl uencing 
investment behavior and government 
revenues. While it plays an essential 
role in wealth distribution and revenue 
generation, it also needs periodic reform 
to ensure it remains competitive and 
effi cient. By aligning tax policies with 
global standards and encouraging 
long-term investment, India can foster 
sustainable economic growth while 
ensuring fair taxation across sectors.

Public Debt Management

Introduction:1. 

Public debt management involves the  

strategies and processes by which a 
government borrows money to meet its 
fi nancial needs and manages its debt to 
ensure fi scal stability. Effective public 
debt management ensures that the 
government can borrow at the lowest 
cost while maintaining debt sustainability. 
In India, public debt management is 
critical for maintaining fi scal health and 
achieving long-term economic goals.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan emphasizes the importance of a 
structured and transparent public debt 

management framework. He suggests 
that India needs to improve its debt 
management practices to avoid over-
reliance on foreign debt, which exposes 
the economy to external shocks.

Shyamala Gopinath (Former Deputy  

Governor, RBI): Gopinath advocates 
for more robust and diversifi ed debt 
management strategies, focusing on 
minimizing risks while managing costs 
effectively, especially given India’s 
growing fi scal defi cit and external debt 
levels.

Key Points:3. 

Debt Composition:   Public debt in India 
is composed of both domestic debt 
(issued within the country) and external 
debt (borrowed from foreign sources). 
The Indian government relies more 
on domestic debt, which has a lower 
exchange rate risk compared to foreign 
debt.

Fiscal Responsibility and Debt Limits:   
The Fiscal Responsibility and Budget 
Management (FRBM) Act, 2003 aimed 
to reduce India’s fi scal defi cit and 
public debt to manageable levels. The 
government targets a public debt-to-
GDP ratio of around 60%, but this has 
been challenging due to higher fi scal 
defi cits.

Government Borrowing and Interest  

Rates: The government borrows funds 
through the issuance of government 
bonds and treasury bills. Interest rates 
on these borrowings are infl uenced by 
monetary policy, infl ation expectations, 
and market conditions. High-interest 
rates can increase the cost of borrowing, 
making debt management more 
challenging.

Impact on Fiscal Defi cit:   Public debt 
management directly affects the fi scal 
defi cit, which represents the gap 
between government spending and 
revenue. A high fi scal defi cit often leads 
to increased borrowing, pushing the debt 
levels higher and impacting future fi scal 
policies.
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Debt Servicing and Sustainability:   The 
government’s ability to service its debt—
paying both principal and interest—is 
crucial for ensuring that debt remains 
sustainable. If debt servicing costs 
exceed revenue growth, it can lead to 
fi scal stress, requiring restructuring or 
cuts in government spending.

External Debt and Exchange Rate  

Risks: A signifi cant portion of India’s 
external debt is denominated in foreign 
currencies. Exchange rate fl uctuations 
can increase the burden of servicing 
external debt, especially if the rupee 
depreciates, raising the cost of repaying 
foreign loans.

Political Aspect:4. 

Public debt management is deeply tied to  

the political environment. Governments 
often face pressure to borrow more 
to fi nance developmental programs, 
especially during election periods. 
Decisions related to borrowing and debt 
servicing are politically sensitive, as they 
affect national fi scal health and infl uence 
electoral outcomes. Furthermore, political 
instability or changes in government 
can impact investors’ confi dence in 
government bonds.

Geographical Context:5. 

India’s large geographical expanse and  

regional disparities pose challenges in 
managing public debt effectively. The 
needs for infrastructure development, 
welfare programs, and regional 
development often necessitate 
borrowing. Moreover, the country’s 
dependence on external debt raises 
vulnerability to global economic 
conditions, which can vary across regions 
and markets.

Social Perspective:6. 

From a social perspective, the burden of  

public debt falls on future generations, 
as governments need to ensure 
sustainable debt servicing. If public debt 
is mismanaged, it could lead to reduced 

government spending on social welfare 
programs like education, healthcare, 
and poverty alleviation. On the other 
hand, strategic debt management can 
provide the necessary funds for socio-
economic development, contributing to 
long-term social welfare improvements.

Examples and Relevant Data:

Example:   In 2020, India’s public debt 
reached ₹106 lakh crore, and the 
debt-to-GDP ratio crossed 90%, 
primarily due to the government’s 
borrowing to manage the economic 
fallout of the COVID-19 pandemic.
Data: According to the RBI’s report on 
public debt for 2022-23, India’s external 
debt accounted for 20.6% of the total 
public debt, with a signifi cant portion of 
this debt denominated in US dollars. The 
government has taken steps to manage 
this by reducing reliance on external 
borrowings.

Conclusion:7. 

Effective public debt management is vital  

for maintaining India’s fi scal stability and 
ensuring sustainable economic growth. 
While the government must balance 
borrowing with long-term economic 
health, strategic debt management can 
also provide the necessary resources 
for development. By addressing risks like 
external debt exposure and interest rate 
volatility, India can achieve a sustainable 
debt trajectory while supporting its 
social and economic priorities.

Digital Rupee and Its Impact on 
the Indian Financial Ecosystem

Introduction:1. 

The   Digital Rupee (e₹) is India’s central 
bank digital currency (CBDC), introduced 
by the Reserve Bank of India (RBI) to 
modernize the fi nancial system and 
provide an alternative to cash-based 
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transactions. It aims to leverage digital 
technology for improving payment 
effi ciency, enhancing fi nancial inclusion, 
and reducing the dependency on 
physical currency. Its introduction marks 
a signifi cant step in the digitization of 
India’s economy.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan highlights that while the Digital 
Rupee can boost fi nancial inclusion and 
ease payment systems, there needs to 
be a comprehensive strategy to address 
security and privacy concerns.

Dr. Urjit Patel (Former RBI Governor):   
Patel views CBDCs as a potential tool to 
reduce the cost of currency management, 
improve transaction transparency, and 
ensure fi nancial stability. However, he 
cautions that their integration with 
the existing fi nancial systems must be 
carefully managed.

Key Points:3. 

Enhanced Payment System:   The Digital 
Rupee can streamline transactions by 
offering real-time settlement without 
the need for intermediaries, making 
payments faster and more secure for 
both consumers and businesses.

Financial Inclusion:   By enabling easier 
access to digital money for unbanked 
populations, particularly in rural areas, 
the Digital Rupee can promote fi nancial 
inclusion and ensure equitable access 
to banking services.

Reduction in Transaction Costs:   
The Digital Rupee reduces the cost 
associated with physical cash handling 
and money transfers, thereby lowering 
the operational costs for the banking 
and fi nancial sectors.

Security and Privacy Considerations:   
While offering greater security in 
digital transactions, the Digital Rupee 
raises concerns about the privacy 
of transactions, particularly with the 
potential for surveillance by authorities.

Monetary Policy Implementation:   The 
introduction of the Digital Rupee gives 
the RBI greater control over the money 
supply and interest rates, facilitating more 
effi cient monetary policy management 
and better tracking of infl ation and 
liquidity.

Impact on Cryptocurrencies and  

Private Digital Assets: The rollout of a 
government-backed digital currency 
could reduce the appeal of decentralized 
cryptocurrencies like Bitcoin, as the 
Digital Rupee would offer a state-
controlled and stable digital currency 
alternative.

Political Aspect:4. 

Politically, the introduction of the Digital  

Rupee can enhance the government’s 
ability to monitor fi nancial transactions, 
which could improve tax collection and 
reduce the informal economy. However, 
concerns about surveillance and control 
over individuals’ fi nancial activities 
may raise debates around privacy and 
individual rights. Moreover, political 
interests may infl uence the pace of 
adoption, as it aligns with broader goals 
of digitization and economic reforms.

Geographical Context:5. 

In India’s diverse geographical landscape,  

the Digital Rupee could bridge the gap 
between urban and rural regions. While 
digital infrastructure is more developed 
in urban areas, the push towards 
digitization can lead to wider access to 
banking and fi nancial services in remote 
areas. However, challenges like internet 
connectivity and digital literacy still need 
to be addressed for inclusive adoption 
across the country.

Social Perspective:6. 

From a social standpoint, the Digital  

Rupee offers the potential to democratize 
access to fi nancial services. It can 
empower individuals in remote areas, 
promote fi nancial literacy, and reduce 
dependence on traditional banking 
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infrastructure. However, it also raises 
concerns about digital exclusion for 
people without access to smartphones 
or the internet. Ensuring equal access 
to technology will be critical for its 
success.

Examples and Relevant Data:

Example:   The RBI launched the 
Digital Rupee pilot in November 2022 
with the wholesale segment (e₹-W), 
followed by the retail segment (e₹-R) 
in December 2022. The pilot in cities 
like Mumbai, Delhi, and Bangalore 
demonstrated the potential of CBDCs 
in facilitating real-time settlement 
and reducing transaction times.
Data: According to RBI’s 2023 report, 
digital currency transactions in the pilot 
phase saw signifi cant growth, with over 
₹500 crore worth of Digital Rupees 
exchanged in the fi rst few months.

Conclusion:7. 

The introduction of the Digital Rupee holds  

substantial promise for transforming 
India’s fi nancial ecosystem by improving 
payment systems, promoting fi nancial 
inclusion, and enhancing economic 
transparency. However, its success 
will depend on addressing challenges 
like digital literacy, privacy concerns, 
and equitable access to technology. 
If effectively implemented, it can play 
a pivotal role in the country’s digital 
economy, ensuring a more inclusive and 
effi cient fi nancial system.

Gender Budgeting

Introduction:1. 

Gender budgeting   is an approach that 
integrates gender perspectives into the 
budgeting process to address gender 
disparities and promote gender equality. 
It involves assessing the impact of 
government expenditures and policies 
on both women and men, ensuring that 

public resources are allocated in ways 
that empower women and address 
gender-specifi c needs. In India, gender 
budgeting was introduced to improve 
women’s access to resources, reduce 
gender inequality, and promote inclusive 
development.

Expert Opinions:2. 

Nobel Laureate Amartya Sen:   Sen 
emphasizes the importance of gender-
sensitive policies to address the 
structural inequalities faced by women. 
He suggests that gender budgeting 
can be a powerful tool to challenge 
traditional disparities in public spending 
and empower women economically.

Dr. Jayati Ghosh (Economist):   Ghosh 
highlights that gender budgeting is 
essential for ensuring that women’s 
contributions to the economy, 
particularly in the informal sector, are 
recognized and adequately supported. 
She advocates for integrating gender 
analysis into economic policies to 
promote sustainable development.

Key Points:3. 

Inclusive Allocation of Resources:   
Gender budgeting ensures that public 
funds are allocated in ways that 
address the specifi c needs of women 
and men, with a focus on creating 
equal opportunities for both genders in 
sectors like healthcare, education, and 
employment.

Addressing Gender Inequality:   Through 
targeted budgeting, the government can 
allocate resources to reduce gender 
inequalities in various sectors, such as 
enhancing access to education for girls, 
improving healthcare services for women, 
and promoting women’s participation in 
the workforce.

Empowerment of Women:   Gender 
budgeting aims to empower women 
economically by providing fi nancial 
resources for skill development 
programs, self-help groups, and micro-
fi nancing initiatives that support women’s 
entrepreneurship and livelihood.
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Monitoring and Accountability:   Gender 
budgeting involves the monitoring of 
government spending to ensure that 
funds are being utilized effectively to 
address gender-specifi c issues. This 
transparency encourages greater 
accountability in government policy 
implementation.

Policy and Structural Change:   Beyond 
fi nancial allocation, gender budgeting 
also requires policy reforms that tackle 
structural barriers to gender equality, 
such as legal reforms for women’s rights, 
property ownership, and workplace 
equality.

Implementation Challenges:   
While gender budgeting has gained 
momentum, its effective implementation 
faces challenges like inadequate data, 
resistance to policy changes, and the lack 
of gender-sensitive tools for budgeting 
and evaluation in many government 
departments.

Political Aspect:4. 

Gender budgeting is inherently political,  

as it requires policymakers to prioritize 
gender equity in fi nancial planning. It 
often faces resistance from traditional 
structures and political forces that may 
not be invested in promoting women’s 
rights or gender equality. Politicians may 
also be hesitant to push for gender-
sensitive policies due to concerns over 
voter backlash or lack of immediate 
visible impact. Nevertheless, gender 
budgeting has become an essential part 
of India’s political discourse, aligning with 
global commitments to gender equality.

Geographical Context:5. 

India’s vast geographical disparities  

affect the implementation of gender 
budgeting. Rural areas, where women 
face compounded social and economic 
challenges, require more targeted 
interventions, including access to 
education, healthcare, and fi nancial 
independence programs. Urban areas 
may focus more on women’s employment, 
safety, and representation in the 

workforce. The varied socio-cultural 
context across regions also infl uences 
the effectiveness of gender budgeting, 
requiring region-specifi c strategies.

Social Perspective:6. 

From a social perspective, gender  

budgeting addresses long-standing 
gender biases in resource allocation and 
policy implementation. It ensures that 
the unique needs of women—especially 
in marginalized communities—are met, 
fostering a more inclusive and equitable 
society. Moreover, gender budgeting 
helps challenge deep-rooted gender 
norms by making women’s issues 
a priority in national development 
agendas. However, its effectiveness is 
tied to societal attitudes toward women’s 
empowerment and gender equality.

Examples and Relevant Data:

Example:   The Government of India 
introduced gender budgeting in the 
Union Budget of 2005-06 under the 
“Women Component Plan” (WCP). 
This initiative earmarks a portion of the 
government’s expenditure for schemes 
specifi cally aimed at addressing 
gender issues, such as women’s 
health, education, and employment.
Data: According to the Ministry of 
Finance, the women’s budget allocation 
in India has grown from 4.8% in 2005-
06 to about 5.9% of the total budget 
in 2022-23. This increase refl ects the 
government’s commitment to gender-
focused development.

Conclusion:7. 

Gender budgeting is a crucial tool  

for promoting gender equality and 
empowering women in India. By 
ensuring that government resources 
are allocated with a focus on reducing 
gender disparities, it supports the 
creation of more inclusive and 
equitable societies. While there are 
challenges in implementation, the 
continued focus on gender budgeting 
can foster sustainable social and 
economic progress for women across 
India.
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Robustness of India’s Banking 
Industry: Resilience from Western 

Disturbances

Introduction:1. 

India’s banking industry has shown  

remarkable resilience in the face 
of numerous economic challenges, 
including global fi nancial crises, domestic 
regulatory issues, and natural disasters. 
A notable example of this resilience is 
the banking sector’s ability to adapt 
and withstand disruptions caused by 
western disturbances, which impact 
the economy through seasonal weather 
patterns, agricultural output, and related 
sectors. This robustness stems from 
a combination of regulatory reforms, 
diversifi ed portfolios, and the banking 
system’s adaptability to external shocks.

Expert Opinions:2. 

Raghuram Rajan (Former RBI  

Governor): Rajan suggests that the 
strength of India’s banking sector lies in 
its evolving regulatory framework, robust 
capital requirements, and the ability to 
withstand both global and domestic 
disturbances, including weather-related 
disruptions like western disturbances.

Arundhati Bhattacharya (Former SBI  

Chairperson): Bhattacharya highlights 
that despite external shocks, Indian 
banks have shown signifi cant capacity 
for adaptation, due to increased 
digitization, a strong domestic market, 
and diversifi cation of fi nancial products 
that minimize exposure to a single 
economic sector.

Key Points:3. 

Regulatory Framework Strength:   
India’s banking industry has benefi ted 
from stringent regulations such as the 
Basel III norms, which have ensured 
higher capital buffers and liquidity 
management, allowing banks to weather 
external shocks, including those caused 

by climatic changes like western 
disturbances.

Diversifi cation of Risk:   The sector’s 
resilience is further supported by the 
diversifi cation of assets and liabilities 
across various sectors, including 
agriculture, industry, and services, which 
minimizes the impact of sector-specifi c 
risks, such as those induced by seasonal 
changes like western disturbances.

Technological Advancements:   The 
adoption of digital banking and fi ntech 
solutions has enhanced the banking 
sector’s ability to maintain operations 
and respond to disruptions. Online 
banking systems and mobile wallets 
ensure continuity even during disruptions 
caused by adverse weather or other 
seasonal disturbances.

Credit Management and Risk Mitigation:   
Indian banks have increasingly focused 
on improving their credit management 
systems, reducing non-performing assets 
(NPAs), and increasing provisioning to 
safeguard against risks. This proactive 
approach helps them absorb shocks 
from weather events that might affect 
agricultural production or disrupt supply 
chains.

Impact on Agricultural Loans and Rural  

Banking: Given the strong link between 
agriculture and western disturbances, 
banks have tailored their loan products 
to help farmers manage risks associated 
with crop failure due to erratic weather. 
Specialized fi nancial products, like crop 
insurance, are increasingly used to 
mitigate these risks, ensuring that the 
banking sector supports agriculture 
through turbulent times.

Economic Resilience Through Policy  

Support: The Indian government’s 
policy support, such as the Pradhan 
Mantri Fasal Bima Yojana (PMFBY), 
helps cushion the impact of weather 
disruptions. The banking sector’s role 
in disbursing insurance claims and 
providing fi nancial support to affected 
farmers enhances its resilience in the 
face of weather-related challenges.
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Political Aspect:4. 

From a political standpoint, the  

resilience of India’s banking sector is 
shaped by government policies that 
encourage fi nancial inclusion and 
stability. The Pradhan Mantri Jan Dhan 
Yojana (PMJDY), which aims to increase 
access to banking services in rural areas, 
ensures that even in regions impacted 
by western disturbances, there is access 
to emergency fi nancial services. Political 
stability also plays a key role in ensuring 
timely interventions and support for the 
banking sector in times of crisis.

Geographical Context:5. 

The geographical regions most affected  

by western disturbances are typically 
the northern states, where agricultural 
production and seasonal patterns are 
directly impacted by rainfall fl uctuations. 
In these regions, banks have adapted by 
offering specialized products tailored to 
the local needs, such as seasonal loans and 
crop insurance. This localized approach 
ensures the banking sector’s relevance in 
rural and agricultural economies, which 
are often the most vulnerable to such 
climatic disturbances.

Social Perspective:6. 

Socially, the resilience of India’s banking  

industry has a signifi cant impact on rural 
communities, which are more vulnerable 
to the effects of western disturbances. By 
providing fi nancial support and insurance 
during adverse seasons, the banking 
sector helps mitigate the economic 
hardships faced by farmers and rural 
populations. This support strengthens 
the social fabric by promoting fi nancial 
inclusion and reducing poverty in 
vulnerable areas.

Examples and Relevant Data:

Example:   The Reserve Bank of India 
(RBI) has consistently reinforced the 
banking sector’s robustness through 
initiatives such as Priority Sector 
Lending (PSL), which mandates banks 

to allocate a portion of their lending 
to agriculture and other vulnerable 
sectors. This ensures that even during 
periods of agricultural distress caused 
by western disturbances, banks 
continue to support the rural economy.
Data: According to the RBI Annual 
Report (2022-23), banks’ credit growth 
to the agricultural sector has remained 
strong, growing by 7.2% in the past year, 
refl ecting resilience in lending despite 
climatic disruptions.

Conclusion:

India’s banking sector has proven to be  

resilient in the face of both global and 
domestic challenges, including those 
caused by seasonal weather disturbances 
such as western disturbances. Its 
strength lies in a robust regulatory 
framework, diversifi cation of risk, and 
ongoing technological advancements. 
By continuously evolving and adapting 
to changing conditions, the banking 
sector plays a crucial role in sustaining 
economic growth and supporting 
vulnerable populations, particularly in 
rural and agricultural regions.

Fiscal Policy or Monetary Policy: 
Targeting Fiscal Stability

Introduction:1. 

Fiscal and monetary policies are two key  

tools used by governments and central 
banks to manage a nation’s economic 
health. While both aim to ensure 
economic stability, they target different 
aspects of the economy. Fiscal policy, 
which involves government spending and 
taxation, is closely linked to achieving 
fi scal stability. Monetary policy, on the 
other hand, focuses on controlling the 
money supply and interest rates to 
infl uence economic activity. The debate 
centers around which of these policies 
is more effective in ensuring fi scal 
stability.
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Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan emphasizes that while monetary 
policy plays a crucial role in maintaining 
infl ation control and economic growth, 
fi scal policy is the primary instrument 
for ensuring fi scal stability, as it directly 
impacts government debt and defi cit 
management.

Arvind Subramanian (Former Chief  

Economic Advisor): Subramanian argues 
that fi scal consolidation and effective 
fi scal management are essential for long-
term growth, and thus, fi scal policy must 
remain at the forefront of ensuring fi scal 
stability. He suggests that monetary 
policy can support fi scal policy goals but 
cannot replace them.

Key Points:3. 

Fiscal Policy for Debt and Defi cit  

Management: Fiscal policy directly 
addresses government spending, 
taxation, and borrowing. By controlling 
the fi scal defi cit, it ensures that 
the government’s borrowing does 
not spiral out of control, helping 
maintain fi scal stability. Policies like 
the Fiscal Responsibility and Budget 
Management (FRBM) Act are aimed 
at reducing defi cits and improving 
government savings.

Monetary Policy’s Role in Stabilizing  

Infl ation: While fi scal policy controls 
spending and revenue, monetary policy, 
implemented by the Reserve Bank of 
India (RBI), is used to manage infl ation 
through interest rates and the money 
supply. By controlling infl ation, monetary 
policy indirectly supports fi scal stability 
by ensuring that infl ation does not erode 
government revenues or increase debt 
servicing costs.

Complementary Roles of Both Policies:   
Both fi scal and monetary policies must 
work together to ensure macroeconomic 
stability. For instance, a government 
might implement expansionary fi scal 
policies (increased spending) during a 
recession, while the central bank uses 

monetary policy to control infl ation and 
prevent the economy from overheating.

Structural Reforms to Strengthen  

Fiscal Policy: Fiscal stability also 
requires structural reforms, such as 
tax reforms and improved public 
expenditure management. The Goods 
and Services Tax (GST) and Direct 
Benefi t Transfers (DBT) have improved 
revenue collection and reduced leakages, 
contributing to more effective fi scal 
policy management.

Challenges in Balancing Fiscal and  

Monetary Policies: A primary challenge 
is maintaining the right balance between 
fi scal and monetary policies. Excessive 
government borrowing (defi cit fi nancing) 
may lead to high infl ation, which in turn 
requires tightening monetary policy, 
potentially leading to higher interest 
rates and reduced economic growth.

Policy Coordination for Sustainable  

Growth: Effective policy coordination 
between fi scal and monetary authorities 
is crucial. For example, the Monetary 
Policy Committee (MPC) of the RBI 
works in tandem with the government’s 
fi scal policy measures to ensure that 
infl ation targets are met without stifl ing 
economic growth, contributing to fi scal 
stability.

Political Aspect:4. 

Politically, fi scal policy is more directly  

controlled by the government, allowing 
it to align fi scal measures with broader 
policy goals such as welfare spending 
and infrastructure development. 
However, political pressures often 
lead to challenges in maintaining fi scal 
discipline, especially during election 
years or periods of economic downturn. 
Coordination between the fi nance 
ministry and the RBI is essential to 
prevent fi scal slippage.

Geographical Context:5. 

The effectiveness of fi scal and monetary  

policies can vary by region within India. 
States with better fi scal discipline, such 
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as Gujarat and Maharashtra, tend to 
have more stability, whereas states with 
high levels of debt and fi scal defi cits 
face greater challenges. The central 
government’s fi scal policy, such as tax 
redistribution through the Finance 
Commission, plays a role in addressing 
regional imbalances.

Social Perspective:6. 

Socially, fi scal policy has a direct impact  

on welfare programs and poverty 
alleviation. A stable fi scal policy enables 
sustained investments in education, 
health, and infrastructure, while excessive 
borrowing can divert resources to debt 
servicing, leaving less for social spending. 
Monetary policy, by controlling infl ation, 
protects the purchasing power of 
vulnerable populations.

Examples and Relevant Data:

Example:   The FRBM Act of 2003 was 
a signifi cant step in ensuring fi scal 
stability in India by setting targets for 
fi scal defi cit reduction. The government’s 
commitment to fi scal consolidation, 
as seen in the Budget 2024-25, which 
aims to reduce the fi scal defi cit to 4.5% 
of GDP by 2025-26, shows how fi scal 
policy is used to stabilize the economy.
Data: According to the RBI Annual 
Report 2022, the fi scal defi cit for 
FY 2022-23 stood at 6.4% of GDP, a 
slight improvement from the previous 
year, refl ecting efforts towards fi scal 
consolidation. However, infl ation remains 
a concern, with the Consumer Price 
Index (CPI) infl ation rate at 5.2% in 
December 2023.

Conclusion:

Both fi scal and monetary policies are  

integral to ensuring fi scal stability. Fiscal 
policy directly manages government 
spending and taxation, while monetary 
policy works to stabilize infl ation and 
support growth. Their effectiveness 
is maximized when both policies are 
coordinated effectively. Structural 
reforms and disciplined fi scal 

management will be key to maintaining 
stability and fostering long-term 
economic growth in India.

NPAs: Tiding Over the Problem of 
Bad Loans

Introduction:1. 

Non-Performing Assets (NPAs) refer to  

loans or advances that have not been 
repaid within the stipulated time frame, 
leading to their classifi cation as bad 
loans. NPAs pose a signifi cant challenge 
to the banking sector in India, as they 
can result in liquidity issues, reduced 
profi tability, and hinder the overall 
economic growth. Tackling NPAs is 
crucial for the stability of the fi nancial 
system, and several strategies have been 
adopted to address this issue.

Expert Opinions:2. 

Raghuram Rajan (Former RBI  

Governor): Rajan argues that while 
regulatory measures and recapitalization 
are necessary, a more comprehensive 
approach, including better governance 
and risk assessment frameworks in banks, 
is essential to prevent the accumulation 
of NPAs.

Viral Acharya (Former Deputy Governor,  

RBI): Acharya stresses the importance 
of stringent asset quality reviews and 
effective resolution mechanisms. He 
suggests that banks must adopt a more 
proactive approach to recovery and be 
more transparent in reporting their NPA 
status.

Key Points:3. 

Impact of NPAs on Financial Stability:   
NPAs erode the capital base of banks, 
reduce their lending capacity, and can 
create liquidity crises. As a result, the 
ability of banks to lend to productive 
sectors of the economy is hampered, 
affecting overall growth.
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Measures for Recovery:   The Insolvency 
and Bankruptcy Code (IBC) has 
been one of the key reforms aimed at 
resolving NPAs. By providing a structured 
framework for the resolution of distressed 
assets, IBC allows creditors to recover 
dues effi ciently and minimize losses.

Bank Recapitalization:   To address the 
issue of NPAs, the Indian government 
has injected capital into public sector 
banks through initiatives like the Bank 
Recapitalization Plan (2017), which aims 
to strengthen the capital base of banks 
and improve their ability to manage bad 
loans.

Asset Quality Review (AQR):   The RBI’s 
Asset Quality Review (AQR) policy 
requires banks to conduct thorough 
audits of their loan books to identify 
potential NPAs. This policy, along with 
stricter provisioning norms, ensures 
that banks report their NPA levels 
transparently.

Improved Loan Monitoring  

Mechanisms: Banks have adopted 
better loan monitoring techniques, 
such as early warning systems (EWS), 
which help in identifying loans at risk 
of becoming NPAs. This allows timely 
interventions, reducing the chances of 
loans turning into bad assets.

Privatization and Bank Mergers:   The 
government’s push for privatization of 
select public sector banks and the recent 
merger of public sector banks are also 
aimed at improving bank governance and 
reducing NPAs by enhancing effi ciency 
and operational performance.

Political Aspect:4. 

Politically, NPAs have been a major  

challenge, especially in the public 
sector, as large bad loans are often 
associated with political interference 
in lending decisions. The government 
has faced criticism for not taking strong 
action against defaulters, though recent 
initiatives like the Fugitive Economic 
Offenders Act have shown progress in 
targeting large defaulters.

Geographical Context:5. 

NPAs are not uniformly distributed  

across India; certain states with high 
industrial activity, like Maharashtra, 
Gujarat, and Tamil Nadu, face more 
signifi cant issues with NPAs due to the 
concentration of large industries and 
businesses. However, regions with weaker 
economic performance, such as Bihar 
and Uttar Pradesh, also show high levels 
of NPAs due to less industrial growth and 
ineffi cient lending practices.

Social Perspective:6. 

From a social perspective, NPAs can  

negatively impact fi nancial inclusion 
efforts. High levels of NPAs reduce banks’ 
capacity to lend to smaller borrowers, 
including individuals and businesses in 
rural or underserved areas. Additionally, 
the economic slowdown caused by rising 
NPAs can lead to job losses, affecting 
vulnerable sections of society.

Examples and Relevant Data:

Example:   The Insolvency and 
Bankruptcy Code (IBC) has successfully 
resolved several high-profi le cases, 
including the resolution of Essar 
Steel and Bhushan Steel, where the 
recovery was higher than anticipated.
Data: According to the RBI Financial 
Stability Report (2023), the Gross NPA 
ratio of commercial banks in India stood 
at 5.9% as of March 2023, down from 
8.2% in 2019, showing improvement due 
to various measures such as IBC, bank 
recapitalization, and stricter monitoring.

Conclusion:

The issue of NPAs remains a critical  

challenge for the Indian banking sector, 
but the country has made signifi cant 
strides in addressing this problem. 
Measures such as the Insolvency and 
Bankruptcy Code, asset quality reviews, 
and recapitalization of banks have led 
to improvements in reducing the NPA 
burden. However, a sustained focus 



GS SCORE

IAS MAINS 2025: THINK IN THEMES54

on governance, transparency, and a 
proactive approach to loan recovery 
will be essential to ensure long-term 
fi nancial stability and economic growth.

UPI: Relevance & Global Digital 
Payment Scenario

Introduction:1. 

The   Unifi ed Payments Interface (UPI) is 
a revolutionary digital payment system 
launched by the National Payments 
Corporation of India (NPCI) in 2016. UPI 
enables instant, secure, and seamless 
fi nancial transactions across various 
banks and payment platforms. It has 
transformed India’s digital payment 
landscape, making fi nancial transactions 
easier and accessible. As India advances 
towards a cashless economy, UPI’s 
relevance is growing, and its adoption 
is being closely observed in the global 
digital payment ecosystem.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan has praised UPI for its role in 
fi nancial inclusion, highlighting that 
UPI has enabled millions of unbanked 
individuals to access banking services 
and perform digital transactions without 
the need for a physical infrastructure.

Nandan Nilekani (Co-founder of  

Infosys): Nilekani considers UPI a critical 
enabler of India’s digital economy. He 
argues that UPI has been transformative, 
not just for payments but also in creating 
a robust framework for other digital 
innovations.

Key Points:3. 

UPI’s Role in Financial Inclusion:   UPI has 
been instrumental in fostering fi nancial 
inclusion by allowing people to transfer 
money, pay bills, and make purchases 
easily, even in remote areas, where 
banking infrastructure is limited.

Technological Innovation and Ease of  

Use: UPI offers a simple, user-friendly 
interface that allows users to link 
multiple bank accounts to one platform 
and make real-time transactions using a 
smartphone, thereby contributing to a 
reduction in transaction costs and time.

Government Push and Policy Support:   
UPI has received strong policy backing 
from the Indian government, including 
schemes like PMGDISHA and Digital 
India, which encourage digital payments 
and fi nancial literacy, further promoting 
UPI adoption across urban and rural 
areas.

Security Features and Fraud Prevention:   
UPI integrates multiple layers of security, 
including two-factor authentication, 
mobile number verifi cation, and end-
to-end encryption, ensuring a secure 
payment environment for users.

Interoperability and Merchant  

Adoption: UPI’s ability to work across 
different banks and platforms has 
made it widely accepted by merchants, 
particularly small vendors, who now 
embrace UPI for transactions, reducing 
the dependence on cash payments.

Global Recognition and Adoption:   
UPI has gained global recognition, with 
several countries such as Singapore, 
the UAE, and Bhutan showing interest in 
adopting UPI-based payment solutions. 
India is also exploring collaborations with 
other nations to promote UPI globally.

Political Aspect:4. 

Politically, UPI has been a part of India’s  

Digital India initiative, which aims to bring 
government services and transactions to 
citizens through digital platforms. UPI’s 
success is aligned with the government’s 
vision of promoting cashless 
transactions and fi nancial inclusion. 
Moreover, UPI’s global acceptance could 
strengthen India’s economic diplomacy 
by promoting India as a leader in digital 
fi nancial technologies.
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Geographical Context:5. 

UPI’s widespread adoption is most  

pronounced in urban areas like Delhi, 
Mumbai, and Bengaluru, where mobile 
and internet penetration is high. However, 
its reach is growing rapidly in rural and 
semi-urban areas, thanks to government 
initiatives such as Jan Dhan Yojana and 
the widespread use of smartphones. In 
the global context, UPI is emerging as an 
example of an effi cient digital payment 
system that countries like Singapore 
and UAE are looking to emulate.

Social Perspective:6. 

From a social perspective, UPI has  

democratized fi nancial access by 
reducing barriers to traditional banking. 
It has facilitated cashless transactions 
for individuals in rural and low-income 
sections, ensuring that even those 
without access to physical banks can 
engage in the formal fi nancial system. 
However, there are concerns about data 
privacy and digital literacy, which can 
create challenges in full adoption.

Examples and Relevant Data:

Example:   Bharat Interface for Money 
(BHIM) is a UPI-based mobile application 
launched by the Indian government, 
which has been widely successful in 
encouraging people to adopt digital 
payments. Data: According to NPCI, UPI 
recorded over 9.5 billion transactions 
in 2023, with a total transaction value 
exceeding ₹15 lakh crore. This illustrates 
the growing signifi cance of UPI in India’s 
fi nancial ecosystem.

Conclusion:

UPI has emerged as a key driver of  

India’s digital payment revolution, 
offering an accessible, secure, and 
effi cient means of transaction. With 
strong government support, robust 
technological infrastructure, and growing 
global interest, UPI is poised to play a 
signifi cant role in shaping the future 

of digital payments, both within India 
and on the global stage. UPI’s growth is 
a testament to the potential of digital 
innovation in driving fi nancial inclusion 
and economic transformation.

Unifi ed Lending Interface (ULI)

Introduction:1. 

The   Unifi ed Lending Interface (ULI) is an 
innovative initiative aimed at simplifying 
and streamlining the lending process in 
India. This platform is designed to facilitate 
seamless interaction between lenders 
(such as banks, fi nancial institutions, 
and fi ntech companies) and borrowers 
by integrating different credit offerings 
and loan products into a unifi ed digital 
framework. By leveraging technology, 
ULI aims to enhance the accessibility, 
effi ciency, and transparency of lending 
services, catering to both individuals and 
businesses.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan has highlighted the importance 
of digital lending platforms like ULI 
in bridging the gap between formal 
fi nancial institutions and underserved 
borrowers, especially in rural and semi-
urban areas.

Viral Acharya (Former Deputy Governor,  

RBI): Acharya has emphasized that ULI 
could play a crucial role in promoting 
fi nancial inclusion by providing a 
platform where lenders can offer 
diverse loan products suited to different 
borrower needs, fostering competition 
and reducing lending costs.

Key Points:3. 

Seamless Integration of Lenders and  

Borrowers: ULI consolidates multiple 
lending services on a single digital 
platform, allowing borrowers to access 
different loan products from various 
fi nancial institutions without the need for 
intermediaries, improving accessibility.
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Promoting Financial Inclusion:   ULI 
helps in bringing fi nancial services 
to underserved segments of the 
population, including individuals and 
small businesses, who may not have 
access to traditional banking services, 
thereby promoting fi nancial inclusion.

Technology-Driven Credit  

Assessment: ULI uses advanced data 
analytics and artifi cial intelligence 
(AI) to assess the creditworthiness of 
borrowers, enabling lenders to offer more 
personalized and accurate loan products 
based on the borrower’s fi nancial profi le 
and risk.

Reducing the Cost of Borrowing:   
By eliminating intermediaries and 
streamlining the process, ULI aims to 
reduce the cost of lending for both 
borrowers and lenders, making loans 
more affordable and accessible.

Transparency and Effi ciency:   The 
interface ensures greater transparency 
in the loan application and approval 
process. Borrowers can track their loan 
status in real-time, and lenders benefi t 
from a more effi cient workfl ow, reducing 
delays and errors.

Regulatory Framework and Safety:   
ULI is designed to operate within India’s 
regulatory framework, ensuring that all 
transactions are secure and compliant 
with regulations such as KYC (Know Your 
Customer) and anti-money laundering 
(AML) requirements.

Political Aspect:4. 

Politically, ULI aligns with India’s   Digital 
India initiative, which focuses on making 
fi nancial services more accessible 
through technology. The government’s 
push for digital fi nancial inclusion 
and fi nancial literacy is supported 
by platforms like ULI, which provide a 
safer and more effi cient alternative to 
traditional lending systems. Moreover, 
ULI can help in achieving goals related 
to inclusive growth by targeting 
underserved populations.

Geographical Context:5. 

In India, ULI is expected to have a  

signifi cant impact on rural and semi-
urban areas where access to formal 
credit remains limited. With smartphone 
penetration increasing in rural India, ULI 
could empower rural residents with direct 
access to affordable credit. Globally, 
countries with a similar demographic 
and economic profi le to India are likely 
to adopt similar models to enhance their 
lending ecosystems.

Social Perspective:6. 

From a social perspective, ULI could  

democratize access to credit by enabling 
individuals, especially from marginalized 
communities, to access loans at 
competitive rates. It can also boost 
entrepreneurship, particularly in rural and 
lower-income sectors, by providing easy 
access to funds for starting or expanding 
businesses. However, concerns around 
data privacy and the digital divide 
may pose challenges to its widespread 
adoption.

Examples and Relevant Data:

Example:   The Digital Lenders Platform 
launched by various banks in collaboration 
with fi ntech fi rms is an early version of a 
ULI-like system in India, aiming to facilitate 
seamless lending. Data: According to 
the Reserve Bank of India, India’s digital 
lending market is projected to reach ₹12 
lakh crore by 2025, indicating signifi cant 
growth potential for platforms like ULI in 
facilitating fi nancial transactions.

Conclusion:

The   Unifi ed Lending Interface (ULI) 
represents a transformative step in 
India’s lending landscape, enabling a 
more effi cient, transparent, and inclusive 
borrowing process. By leveraging 
technology, ULI promises to improve 
access to credit, reduce borrowing costs, 
and foster fi nancial inclusion across the 
nation. As India progresses towards 
a more digital and inclusive fi nancial 
ecosystem, ULI has the potential to 
become a cornerstone of the future of 
lending in the country.



GS SCORE

INDIAN ECONOMY PART - 1 57

Fintech: Revolutionising the 
Financial Landscape

Introduction:1. 

Fintech   (Financial Technology) is 
transforming the global fi nancial 
landscape by integrating technology 
into fi nancial services, enhancing 
effi ciency, accessibility, and inclusivity. 
It encompasses a wide range of 
applications, from digital payments 
and mobile banking to blockchain 
and cryptocurrencies. In India, fi ntech 
is revolutionising access to fi nancial 
products, especially for underbanked 
populations, and is central to the nation’s 
push for fi nancial inclusion and digital 
innovation.

Expert Opinions:2. 

Nandan Nilekani (Co-founder of  

Infosys): Nilekani believes that fi ntech 
has the potential to redefi ne India’s 
fi nancial ecosystem by making fi nancial 
services more inclusive and accessible, 
particularly in rural areas.

Raghuram Rajan (Former RBI Governor):   
Rajan has emphasized that fi ntech could 
drive economic growth by offering 
innovative fi nancial solutions that reach 
the masses, thereby fostering greater 
fi nancial inclusion.

Key Points:3. 

Financial Inclusion:   Fintech platforms, 
such as mobile wallets and micro-
lending services, are providing access to 
banking for millions of people who were 
previously excluded from the formal 
fi nancial system, particularly in rural and 
underserved areas.

Digital Payments Revolution:   Platforms 
like UPI (Unifi ed Payments Interface), 
Paytm, and PhonePe have transformed 
the way payments are made in India, 
reducing the reliance on cash and enabling 
seamless, real-time transactions.

Blockchain and Cryptocurrency  

Integration: Fintech has introduced 
blockchain technology to fi nancial 
services, offering more secure, 
transparent, and effi cient transaction 
methods. Cryptocurrencies, despite 
regulatory concerns, are being explored 
as alternative investment options.

AI and Data Analytics in Credit  

Scoring: Advanced technologies such 
as artifi cial intelligence (AI) and big 
data analytics are helping fi ntech 
fi rms assess creditworthiness and offer 
customized fi nancial products, improving 
access to credit for individuals and small 
businesses.

Cost Effi ciency and Accessibility:   By 
reducing overheads and automating 
many traditional banking processes, 
fi ntech companies are offering fi nancial 
products at a fraction of the cost of 
traditional banks, making services 
affordable and widely accessible.

Regulatory Push and Government  

Initiatives: The Indian government and 
regulatory bodies like the Reserve Bank 
of India (RBI) are actively promoting 
fi ntech through various initiatives such 
as Digital India and Startup India, which 
provide an enabling environment for the 
sector’s growth.

Political Aspect:4. 

The Indian government has played a  

pivotal role in fostering the growth of 
fi ntech through policies such as Digital 
India and Make in India, encouraging 
startups and innovation in the fi nancial 
sector. Political will for fi nancial inclusion 
has been demonstrated by initiatives like 
Jan Dhan Yojana and PMGDISHA, which 
support digital fi nancial services and 
literacy.

Geographical Context:5. 

Fintech is signifi cantly changing the  

fi nancial services landscape in India, 
where traditional banking infrastructure 
is less developed in rural and remote 
areas. With the increasing penetration 
of smartphones and internet access, 
fi ntech is reaching even the most 
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underserved regions. In countries with 
similar demographic challenges, fi ntech 
has similarly enabled fi nancial services 
in rural and peri-urban areas.

Social Perspective:6. 

Socially, fi ntech is driving inclusivity by  

enabling access to banking, credit, and 
insurance for populations that were 
previously excluded, such as low-income 
households, women, and small business 
owners. However, concerns about digital 
literacy, cybersecurity, and the digital 
divide pose challenges to its widespread 
adoption across all segments of society.

Examples and Relevant Data:

Example:   The launch of UPI by the 
National Payments Corporation of India 
has revolutionized digital payments 
in India, making peer-to-peer and 
business-to-consumer transactions 
faster and more secure. As of 2023, UPI 
processed over 7 billion transactions 
per month. Data: According to a report 
by NASSCOM, India’s fi ntech sector is 
projected to reach a market size of $150 
billion by 2025, refl ecting the sector’s 
rapid growth.

Conclusion:

Fintech is at the forefront of revolutionizing  

the fi nancial sector, offering innovative 
solutions that are making fi nancial 
services more inclusive, accessible, and 
affordable. In India, it has empowered 
millions by providing access to banking 
and fi nancial products that were once 
out of reach, and its rapid growth shows 
no sign of slowing down. As technology 
continues to evolve, fi ntech will play a 
critical role in shaping the future of global 
fi nancial systems.

Cryptocurrency Regulation

Introduction:1. 

Cryptocurrency has emerged as a  

disruptive force in the global fi nancial 

system, offering decentralized and 
borderless transactions through 
blockchain technology. While 
cryptocurrencies like Bitcoin and 
Ethereum have gained popularity, 
they also pose signifi cant challenges 
for regulators due to issues related to 
volatility, security, money laundering, and 
investor protection. In India, the debate 
around cryptocurrency regulation has 
intensifi ed, with policymakers grappling 
with the need to balance innovation with 
risk management.

Expert Opinions:2. 

Raghuram Rajan (Former RBI  

Governor): Rajan has expressed 
concerns about the volatility and lack of 
regulation surrounding cryptocurrencies, 
highlighting the need for clear regulatory 
frameworks to prevent fi nancial instability 
and protect investors.

Sundar Pichai (CEO of Alphabet):   
Pichai has stated that while blockchain 
and cryptocurrencies offer immense 
potential for fi nancial innovation, it is 
crucial to ensure proper regulation to 
mitigate risks such as fraud and market 
manipulation.

Key Points:3. 

Regulation to Ensure Financial  

Stability: Regulators aim to mitigate 
risks associated with cryptocurrency 
markets, such as excessive volatility, 
by creating frameworks that can limit 
speculative trading while promoting 
long-term investment.

Prevention of Money Laundering and  

Terrorist Financing: One of the central 
concerns with cryptocurrencies is their 
potential use in illegal activities like 
money laundering and terrorist fi nancing. 
A regulatory framework would aim to 
monitor transactions and enhance 
transparency to reduce these risks.

Taxation of Cryptocurrencies:    Govern-
ments are grappling with how to tax 
cryptocurrency transactions. Clear 
guidelines are necessary to ensure that 
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gains from cryptocurrency trading are 
taxed appropriately and prevent tax 
evasion.

Investor Protection:   Given the high 
volatility of cryptocurrencies, there is an 
urgent need for regulations that protect 
investors from potential losses due to 
market manipulation, fraud, or lack of 
liquidity in the market.

Global Coordination on  

Cryptocurrency Regulation: With 
cryptocurrencies being decentralized 
and borderless, international cooperation 
is necessary to create a cohesive 
regulatory framework that can prevent 
regulatory arbitrage and ensure global 
fi nancial stability.

Central Bank Digital Currencies  

(CBDCs): Some countries, including 
India, are exploring the issuance of 
Central Bank Digital Currencies 
(CBDCs) as a regulated alternative to 
cryptocurrencies. These could provide 
the benefi ts of digital currencies while 
maintaining control and oversight by 
central banks.

Political Aspect:4. 

The Indian government has taken a  

cautious approach to cryptocurrency 
regulation. While the RBI has issued 
warnings on the risks of investing in 
digital currencies, the government is 
exploring options for creating a legal 
framework, including the possibility of 
banning private cryptocurrencies or 
regulating them as commodities. The 
political push for regulatory clarity is also 
tied to efforts to protect consumers and 
ensure national fi nancial security.

Geographical Context:5. 

Globally, countries like   China have taken 
a more stringent approach, banning 
cryptocurrency mining and trading, while 
others like El Salvador have embraced 
cryptocurrency as legal tender. In India, 
the lack of a clear regulatory framework 
has led to a growing market of crypto 

investors, but with signifi cant legal 
uncertainties. Countries are developing 
varying degrees of regulation to deal 
with the cross-border nature of 
cryptocurrency markets.

Social Perspective:6. 

Cryptocurrency’s social impact is mixed.  

On one hand, it provides opportunities 
for fi nancial inclusion, particularly for 
individuals who lack access to traditional 
banking services. On the other hand, its 
speculative nature and high volatility have 
led to concerns about people, especially 
the uneducated or inexperienced, losing 
their investments. Socially, there is also a 
growing demand for regulatory clarity to 
protect investors and reduce fraud.

Examples and Relevant Data:

Example:   The Indian government has 
proposed a bill, the Cryptocurrency 
and Regulation of Offi cial Digital 
Currency Bill, which seeks to ban 
private cryptocurrencies and create a 
framework for a central bank-issued 
digital currency (CBDC). Data: According 
to CoinSwitch, India is home to over 100 
million cryptocurrency investors, and 
the Indian cryptocurrency market was 
valued at $5.4 billion in 2022. This growing 
market highlights the need for clearer 
regulation to safeguard investments and 
maintain fi nancial stability.

Conclusion:

Cryptocurrency regulation is crucial for  

ensuring market stability, preventing 
illegal activities, and protecting investors. 
While India’s cryptocurrency landscape 
continues to evolve, there is a growing 
need for a well-defi ned regulatory 
framework that balances innovation with 
risk management. As the global fi nancial 
system adapts to the rise of digital 
currencies, regulatory frameworks must 
evolve to safeguard both the fi nancial 
system and individual investors.
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CBDC by RBI

Introduction:1. 

A   Central Bank Digital Currency 
(CBDC) is a digital version of a country’s 
offi cial currency, issued and regulated 
by the central bank. The Reserve Bank 
of India (RBI) has been exploring the 
concept of a Digital Rupee (e₹), as a 
part of its broader strategy to modernize 
the payment system and strengthen 
the country’s digital economy. The 
introduction of CBDC by the RBI aims 
to provide a secure, digital alternative 
to traditional cash while addressing 
challenges such as the rise of private 
cryptocurrencies.

Expert Opinions:2. 

Shaktikanta Das (Governor, RBI):   
Das has emphasized that CBDCs will 
complement cash and enhance the 
digital economy by reducing transaction 
costs, increasing fi nancial inclusion, and 
ensuring the secure, effi cient fl ow of 
funds across the economy.

Raghuram Rajan (Former RBI  

Governor): Rajan has advocated for the 
development of a digital currency by 
central banks to ensure that fi nancial 
systems retain control over money, 
mitigating the risks associated with 
private cryptocurrencies.

Key Points:3. 

Financial Inclusion:   CBDC can provide 
fi nancial access to unbanked individuals, 
especially in remote areas where 
traditional banking infrastructure is 
limited. The Digital Rupee can make 
transactions more inclusive and 
accessible.

Reducing Transaction Costs:   The 
adoption of CBDC can lower the cost 
of digital transactions, as it eliminates 
intermediaries and simplifi es payment 
systems. This can benefi t both consumers 
and businesses by improving transaction 
effi ciency.

Control and Stability in the Economy:   
By issuing a digital currency, the RBI 
retains control over money supply, 
ensuring price stability and preventing 
the uncontrolled growth of private digital 
currencies.

Boost to Digital Payment Systems:   
The introduction of CBDC could further 
strengthen India’s digital payment 
ecosystem, supporting platforms like UPI 
and IMPS, which already play a crucial role 
in the country’s fi nancial transactions.

Enhancing Monetary Policy:   CBDC 
offers the potential for more effective 
implementation of monetary policy 
by providing real-time insights into 
transaction fl ows and enhancing central 
bank operations related to liquidity 
management.

Security and Fraud Prevention:   As a 
centrally regulated digital currency, CBDC 
offers higher security and reduces the 
risk of fraud and cybercrimes compared 
to decentralized cryptocurrencies like 
Bitcoin or Ethereum.

Political Aspect:4. 

The RBI’s push for CBDC has been aligned  

with the government’s broader vision for 
a digital economy. Policymakers view 
CBDC as a way to modernize the fi nancial 
system, maintain control over currency, 
and prevent the destabilizing infl uence 
of private cryptocurrencies. It also fi ts 
into India’s Digital India initiative, which 
aims to enhance digital infrastructure 
and fi nancial inclusion.

Geographical Context:5. 

Globally, countries like   China and 
Sweden have made signifi cant strides 
in exploring or launching their digital 
currencies, while others like the EU 
and the US are in the development or 
evaluation stages. India’s adoption of 
CBDC follows global trends, ensuring that 
the country remains competitive in the 
digital currency space and does not fall 
behind in technological advancements.
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Social Perspective:6. 

CBDC is expected to have a positive  

social impact by providing a safer, 
more effi cient alternative to cash and 
cryptocurrencies. It could potentially 
bridge the digital divide, offering more 
secure access to the fi nancial system 
for people in rural or underbanked 
areas. Additionally, its introduction may 
encourage greater participation in the 
formal economy, particularly among 
small businesses and informal sectors.

Examples and Relevant Data:

Example:   In November 2022, India 
began its pilot for the Digital Rupee 
(e₹) in the wholesale segment, aimed at 
easing interbank transactions. In 2023, a 
pilot for the retail segment of CBDC was 
also launched in select cities. Data: The 
RBI plans to gradually expand the Digital 
Rupee rollout across various segments, 
including retail and wholesale markets, 
with a focus on easing the fl ow of money 
and reducing transactional ineffi ciencies 
in the system.

Conclusion:

The introduction of CBDC by the   RBI 
marks a signifi cant step in India’s journey 
towards a digital economy. By offering a 
secure, stable, and effi cient alternative to 
cryptocurrencies, CBDC has the potential 
to enhance fi nancial inclusion, reduce 
transaction costs, and reinforce India’s 
digital payment infrastructure. While 
challenges remain, especially in terms 
of regulatory adjustments and security, 
the long-term benefi ts of CBDC could 
reshape the country’s fi nancial landscape 
for the better.

Issue with Banking System

Introduction:1. 

The   Indian banking system is a crucial 
pillar of the economy, facilitating 
fi nancial transactions, savings, and 

investments. However, it faces a range 
of issues, from non-performing assets 
(NPAs) and regulatory concerns to 
operational ineffi ciencies and customer 
dissatisfaction. Addressing these issues 
is vital for ensuring the stability and 
growth of the fi nancial sector, enabling it 
to meet the needs of a rapidly developing 
economy.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan has highlighted that the primary 
issue plaguing India’s banking system is 
the high level of NPAs, which limits the 
ability of banks to extend new credit, 
thus affecting economic growth.

Shaktikanta Das (Governor, RBI):   
Das has stressed the importance of 
strengthening the regulatory framework 
and enhancing banks’ asset quality to 
ensure systemic stability and investor 
confi dence in the banking sector.

Key Points:3. 

Non-Performing Assets (NPAs):   A major 
challenge for the Indian banking sector is 
the high levels of NPAs, which increase 
fi nancial risks and reduce the ability of 
banks to lend. NPAs limit credit fl ow to 
productive sectors of the economy.

Capital Adequacy Issues:   Many public 
sector banks face capital adequacy 
challenges due to inadequate funds to 
meet the regulatory capital requirements, 
leading to dependence on government 
bailouts or recapitalization.

Banking Fraud and Cybersecurity  

Risks: Increasing incidents of fraud, both 
internal and external, and cybersecurity 
threats are a growing concern for banks, 
eroding customer trust and impacting 
operations.

Financial Inclusion Gaps:   Despite 
signifi cant progress through initiatives 
like Jan Dhan Yojana, many regions, 
particularly rural areas, still lack adequate 
banking infrastructure, leading to low 
levels of fi nancial inclusion.
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High Operational Costs:   Indian banks, 
particularly public-sector banks, suffer 
from high operational costs due to 
ineffi ciencies, outdated technology, and 
poor management practices, affecting 
their profi tability.

Regulatory and Governance Issues:   
The banking sector also faces challenges 
in terms of governance and regulation, 
including the lack of transparency, 
delays in resolution of stressed assets, 
and weak oversight of smaller banks.

Political Aspect:4. 

The   Indian government plays a critical 
role in addressing banking sector 
issues. Policy interventions such as 
recapitalization of public sector banks, 
reforms in governance, and measures 
to tackle NPAs have been introduced. 
However, political interference in bank 
management has sometimes hindered 
effi cient functioning and decision-
making, particularly in public-sector 
banks.

Geographical Context:5. 

The banking issues are more  

pronounced in rural and semi-urban 
areas where banking infrastructure is 
still underdeveloped. Digital banking 
and fi nancial inclusion schemes like 
Pradhan Mantri Jan Dhan Yojana have 
aimed to address these geographical 
disparities, though challenges remain.

Social Perspective:6. 

On a social level, banking system issues  

affect low-income households and small 
businesses, limiting access to credit and 
fi nancial services. Financial exclusion 
hampers economic mobility and social 
well-being, reinforcing existing social 
inequalities.

Examples and Relevant Data:

Example:   The RBI’s Prompt Corrective 
Action (PCA) framework was introduced 
to deal with weak banks, focusing on 

measures like restricting growth and 
curbing lending activities of banks with 
high NPAs. Data: As of March 2023, public 
sector banks (PSBs) held approximately 
85% of the total NPAs in the banking 
system, underscoring the severity of the 
issue.

Conclusion:

The Indian banking system plays a vital  

role in the economy, but it is burdened 
with issues such as NPAs, capital 
inadequacy, and governance challenges. 
While the government and RBI have taken 
steps to address these concerns, further 
structural reforms, better regulatory 
oversight, and technological innovations 
are required to strengthen the sector. 
A more robust banking system will be 
crucial for fostering fi nancial inclusion 
and sustaining economic growth.

PCA List and Capital 
Requirement

Introduction:1. 

The   Prompt Corrective Action (PCA) 
framework, introduced by the Reserve 
Bank of India (RBI), is a tool used to 
maintain the health of the banking system, 
particularly focusing on banks that are 
facing fi nancial stress. It aims to prevent 
further deterioration of weak banks by 
implementing corrective measures and 
ensuring capital adequacy. The capital 
requirement refers to the minimum 
capital that banks must hold as a cushion 
against potential losses, ensuring they 
remain solvent and capable of absorbing 
fi nancial shocks.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan has emphasized the importance 
of a sound PCA framework to prevent 
systemic risks in the banking sector, 
suggesting that effective implementation 
can help address the issues of NPAs and 
capital inadequacy in struggling banks.
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Shaktikanta Das (Governor, RBI):   Das 
has supported the PCA framework, 
arguing that it is a proactive measure 
to address issues such as asset quality 
deterioration and to ensure the stability 
and solvency of banks.

Key Points:3. 

PCA Framework:   The PCA framework 
is a set of guidelines developed by the 
RBI to intervene early in the case of weak 
banks. It includes actions like restricting 
lending, reducing risk-weighted assets, 
and limiting branch expansion. Banks 
are put under PCA based on three 
parameters: Capital to Risk-weighted 
Assets Ratio (CRAR), Asset Quality 
(NPAs), and Profi tability (Return on 
Assets).

Capital Adequacy Requirement:   Banks 
are required to maintain a minimum 
Capital Adequacy Ratio (CAR) to 
ensure they can absorb losses without 
compromising fi nancial stability. The RBI 
follows the Basel III norms, which require 
banks to maintain a minimum CAR of 9%, 
with Tier 1 capital at 6%.

Criteria for PCA List:   Banks that fail to 
meet the required capital adequacy ratio 
or experience signifi cant deterioration in 
asset quality or profi tability are placed 
on the PCA list. This list includes both 
public and private sector banks, primarily 
those with a higher level of NPAs.

PCA Actions:   Banks under PCA are subject 
to restrictions such as limiting lending 
activities, freezing dividend payouts, 
and imposing tighter governance and 
management controls. These measures 
are intended to prevent further fi nancial 
deterioration and encourage corrective 
actions.

Capital Infusion:   To address capital 
inadequacy, the government often 
steps in to provide capital infusion to 
public sector banks. In recent years, the 
government has allocated signifi cant 
funds for recapitalization to strengthen 
the balance sheets of distressed banks.

Impact on Banking Operations:   Banks 
placed under PCA face restrictions that 
can signifi cantly affect their operations, 
including curbing their ability to lend 
freely, which could impact overall credit 
fl ow in the economy.

Political Aspect:4. 

The   Indian government plays an active 
role in addressing the challenges faced 
by PCA banks through measures like 
capital infusion, merger proposals, and 
the recapitalization of public sector 
banks. However, political interference 
in management can sometimes hinder 
timely corrective measures and bank 
governance, particularly in the case of 
public sector banks.

Geographical Context:5. 

The PCA framework affects both   urban 
and rural banks. Public sector banks in 
rural areas often face challenges due 
to a lack of diversifi ed portfolios, high 
exposure to agriculture loans, and socio-
political factors. The geographical 
distribution of weak banks on the PCA 
list varies, with urban-based banks 
facing challenges in corporate and retail 
lending, while rural banks struggle with 
agriculture loan defaults.

Social Perspective:6. 

The placement of banks on the PCA list  

affects the local economy, particularly 
small borrowers and low-income 
households who rely on banks for 
credit. Restrictions on lending affect 
access to essential fi nancial services for 
marginalized communities, exacerbating 
fi nancial exclusion and inequality in 
society.

Examples and Relevant Data:

Example:   In 2017, the United Bank 
of India was placed under the PCA 
framework due to high NPAs and low 
capital adequacy. In response, the bank 
received a recapitalization package 
from the government, which helped 
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restore its fi nancial stability. Data: As of 
March 2023, the PCA list included several 
major public sector banks, including 
Indian Overseas Bank, UCO Bank, and 
Bank of Maharashtra, all struggling with 
high levels of NPAs and capital adequacy 
challenges.

Conclusion:

The   PCA framework and capital 
requirements are vital tools for 
safeguarding the fi nancial stability of 
India’s banking system. While the PCA 
framework ensures early intervention 
for weak banks, the capital adequacy 
norms help maintain the solvency and 
health of the banking sector. However, 
challenges such as high NPAs, political 
interference, and inadequate capital 
remain, requiring continued reforms 
and enhanced regulatory oversight to 
strengthen the banking system further.

RBI and SEBI

Introduction:1. 

The   Reserve Bank of India (RBI) and 
the Securities and Exchange Board of 
India (SEBI) are two critical institutions 
in India’s fi nancial ecosystem. The RBI 
is responsible for the overall monetary 
policy, fi nancial stability, and regulation 
of the banking system. On the other hand, 
SEBI primarily regulates the securities 
markets, ensuring investor protection 
and promoting the development of the 
capital markets. Both organizations play 
complementary roles in maintaining 
economic stability and fostering growth.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan has consistently highlighted the 
importance of RBI’s role in maintaining 
macroeconomic stability, pointing out 
that an effi cient monetary policy helps 
curb infl ation and foster investment.

Ajay Tyagi (Chairman, SEBI):   Tyagi 
has emphasized SEBI’s role in ensuring 
transparency in capital markets, 
advocating for stronger enforcement 
mechanisms to prevent market 
manipulation and ensure investor 
protection.

Key Points:3. 

RBI’s Role:   The RBI controls India’s 
monetary policy, regulates commercial 
banks, manages foreign exchange 
reserves, and ensures fi nancial stability. 
It sets interest rates and implements 
measures to control infl ation and 
economic growth.

SEBI’s Role:   SEBI regulates the securities 
markets in India, ensuring transparency, 
fairness, and protection for investors. It 
formulates regulations that govern stock 
exchanges, brokers, and mutual funds, 
among others.

Monetary vs. Regulatory Function:   
While the RBI focuses on managing the 
economy through policies related to 
money supply and credit, SEBI ensures 
that capital markets function smoothly 
by preventing malpractices like insider 
trading, market manipulation, and fraud.

Cooperative Functions:   Although both 
RBI and SEBI have distinct functions, 
their work overlaps in areas such as 
fi nancial inclusion, market stability, 
and regulating fi nancial institutions. 
For instance, RBI’s decisions on interest 
rates impact the capital markets, which 
SEBI oversees.

Regulation of Financial Products:   The 
RBI is responsible for regulating banks 
and fi nancial institutions, while SEBI 
oversees fi nancial products like stocks, 
bonds, and derivatives. Both institutions 
enforce policies to ensure the integrity 
of the fi nancial system.

Financial Stability:   Both institutions 
play a key role in maintaining fi nancial 
stability. While RBI focuses on the 
stability of the banking sector, SEBI 
ensures the stability of the capital 
markets by preventing systemic risks 
and promoting investor confi dence.
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Political Aspect:4. 

The   Indian government holds signifi cant 
infl uence over both the RBI and SEBI. 
However, the autonomy of these 
institutions is crucial for maintaining 
impartial and effi cient regulation. 
Political pressures on decision-making 
can sometimes undermine their 
effectiveness, particularly in areas such 
as interest rate decisions (RBI) and 
market regulations (SEBI).

Geographical Context:5. 

Both RBI and SEBI have a nationwide  

impact, but their roles differ across 
regions. RBI’s infl uence is more directly 
felt in rural areas through its regulation 
of banks and fi nancial services, while 
SEBI’s infl uence is more concentrated 
in urban areas where stock exchanges 
and fi nancial markets are located.

Social Perspective:6. 

Both the RBI and SEBI are essential for  

fi nancial inclusion. The RBI focuses 
on ensuring the banking sector serves 
all sections of society, including the 
unbanked, while SEBI works to protect 
retail investors, ensuring they are not 
taken advantage of in the fi nancial 
markets. In recent years, both have 
introduced reforms aimed at improving 
access to fi nancial services for 
marginalized communities.

Examples and Relevant Data:

Example:   In 2018, SEBI introduced 
the STEADY (Securities Trading in 
Electronic and Digital Yield) platform, a 
technology-driven initiative that aimed 
to increase the reach and accessibility 
of the stock market. Data: According 
to the RBI’s Financial Stability Report 
(2023), India’s banking sector has shown 
improvement in key indicators such 
as capital adequacy and asset quality, 
owing to stringent regulations. SEBI’s 
investor awareness campaigns have 
seen a rise in retail investors, with the 
number of demat accounts increasing 
by 30% in 2023.

Conclusion:

The   RBI and SEBI play foundational 
roles in India’s fi nancial system, with 
complementary functions aimed at 
ensuring economic stability, market 
effi ciency, and investor protection. 
While the RBI manages monetary policy 
and banking regulation, SEBI focuses on 
maintaining integrity and transparency 
in capital markets. Together, they 
contribute to a robust fi nancial 
ecosystem, supporting growth and 
protecting the interests of stakeholders 
in the economy.

Project Nexus

Introduction:1. 

Project Nexus   is an initiative by the 
Government of India, specifi cally by the 
Central Board of Direct Taxes (CBDT), 
aimed at improving tax compliance and 
addressing issues related to tax evasion. 
The project is a signifi cant step toward 
creating a comprehensive national 
database linking taxpayer information 
with various fi nancial records. The goal 
is to curb black money, reduce tax 
evasion, and ensure that individuals and 
businesses pay their fair share of taxes. 
It integrates multiple data sources, 
including the income tax database, 
GST records, banking transactions, and 
property holdings, among others.

Expert Opinions:2. 

Niti Aayog’s CEO, Amitabh Kant:   He 
emphasized that Project Nexus is crucial 
for strengthening India’s digital tax 
infrastructure, helping bridge the gap 
between declared income and actual 
fi nancial activities, leading to more 
effi cient tax collection.

Former CBDT Chairman, Pramod  

Chandra Mody: Mody has praised Project 
Nexus for its potential to revolutionize 
India’s tax system by ensuring better 
compliance and greater transparency in 
fi nancial transactions.
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Key Points:3. 

Objective of Project Nexus:   The 
primary objective is to track fi nancial 
transactions across multiple sectors, 
ensuring that all income, assets, and 
transactions are adequately reported for 
tax purposes.

Data Integration:   Project Nexus 
integrates data from various sources, 
including income tax returns, GST 
fi lings, bank statements, and property 
records. This allows tax authorities to 
cross-check and identify discrepancies in 
the fi nancial declarations of taxpayers.

Targeting Tax Evasion:   The project is 
designed to uncover hidden assets and 
transactions not disclosed by taxpayers, 
thereby helping to tackle the problem of 
tax evasion and black money in India.

Linking Aadhaar to Taxpayer Data:   
The project uses the Aadhaar number 
as a unique identifi er, linking individuals’ 
fi nancial data across different platforms, 
ensuring greater accountability and 
traceability.

Automation of Tax Collection:   Project 
Nexus uses advanced data analytics 
and artifi cial intelligence to automate 
the process of identifying discrepancies 
and tracking non-compliance, making 
the tax collection process more effi cient 
and transparent.

Enhanced Taxpayer Services:   It helps 
in providing better taxpayer services 
by offering accurate and real-time data, 
making it easier for taxpayers to fi le their 
returns and resolve issues related to tax 
liabilities.

Political Aspect:4. 

The success of Project Nexus depends  

heavily on political will and support for 
sustained reform in tax administration. 
While it aligns with the government’s 
anti-corruption agenda, there are 
concerns about privacy and data 
security, as the integration of personal 
and fi nancial data into a central database 
raises sensitive issues about citizens’ 
rights.

Geographical Context:5. 

Project Nexus operates across India, with  

a particular focus on urban centers where 
tax evasion is most prevalent. However, 
its impact is also felt in rural areas, as 
the integration of banking and fi nancial 
data ensures a more comprehensive 
monitoring of both urban and rural 
taxpayers.

Social Perspective:6. 

From a   social perspective, Project Nexus 
aims to increase fairness in the taxation 
system by ensuring that both individuals 
and businesses contribute their rightful 
share towards the country’s economic 
development. It also encourages fi nancial 
literacy, as people become more aware 
of the importance of tax compliance.

Examples and Relevant Data:

Example:   In 2021, the Income Tax 
Department identifi ed over ₹1,000 
crore worth of unreported income 
from the use of Project Nexus data, 
leading to further investigations and the 
discovery of illegal fi nancial transactions. 
Data: According to a report by the 
CBDT, more than 10 lakh taxpayers 
were fl agged for mismatches in their 
fi nancial records during the fi rst year of 
the initiative, contributing to an increase 
in tax revenue by 12% in FY 2022.

Conclusion:

Project Nexus   marks a crucial step in 
modernizing India’s tax system, making 
it more transparent, accountable, and 
effi cient. By leveraging data integration 
and analytics, the project aims to combat 
tax evasion, enhance compliance, and 
ensure that the tax system is fair for all 
citizens. As the project evolves, it has 
the potential to transform India’s fi scal 
landscape, contributing signifi cantly 
to economic growth and fi nancial 
integrity.
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Bharat Bill Payment System 
(BBPS)

Introduction:1. 

The   Bharat Bill Payment System (BBPS) 
is an integrated bill payment system 
launched by the Reserve Bank of India 
(RBI) under the aegis of the National 
Payments Corporation of India 
(NPCI). It aims to provide a nationwide 
platform for customers to make bill 
payments across various services such 
as electricity, water, gas, DTH, telecom, 
and other utility services in a secure, 
convenient, and effi cient manner. 
BBPS allows for both online and offl ine 
bill payments, facilitating seamless 
transactions across India.

Expert Opinions:2. 

RBI Governor Shaktikanta Das:   He 
has expressed that BBPS represents a 
signifi cant step forward in improving 
digital fi nancial inclusion and 
streamlining bill payments, reducing the 
need for physical transactions and thus 
promoting a cashless economy.

NPCI Managing Director & CEO, Dilip  

Asbe: Asbe has highlighted that BBPS 
is an inclusive platform designed 
to bring together multiple payment 
channels under a single framework, 
making the process of bill payment 
more transparent and accessible for 
the masses.

Key Points:3. 

Nationwide Accessibility:   BBPS aims 
to create a single platform that is 
accessible across the country for all 
types of bill payments, ensuring greater 
reach and fi nancial inclusion.

Integrated Payment Channels:   It 
integrates a variety of payment channels, 
including bank branches, agents, ATMs, 
online platforms, and mobile apps, 
providing fl exibility in how bills are paid.

Standardization of Bill Payments:   BBPS 
standardizes the bill payment process, 
ensuring that customers get a receipt, 
dispute resolution, and payment 
confi rmation, which brings uniformity 
and transparency to bill payments.

Convenience and Security:   The system 
is designed to offer a secure and hassle-
free environment for paying bills, with 
multiple modes like Internet Banking, 
UPI, and credit/debit cards, ensuring a 
smooth transaction process.

Government and Private Sector  

Participation: BBPS accommodates 
both public and private sector entities, 
enabling a wide array of service 
providers to register and accept 
payments through the platform.

Encouraging Digital Payments:   By 
reducing dependence on cash, BBPS 
supports the government’s push for 
a digital economy, especially in the 
wake of initiatives like Digital India and 
Financial Literacy programs.

Political Aspect:4. 

BBPS aligns with the government’s  

agenda of promoting a cashless society 
and digital fi nancial inclusion. It is a key 
component of the Digital India Initiative, 
which aims to bring digital services to 
every citizen. Additionally, it contributes 
to reducing informal payments and 
increasing transparency, which has 
political signifi cance in the fi ght against 
corruption and tax evasion.

Geographical Context:5. 

BBPS has expanded rapidly across  

urban and rural India, bridging the gap 
between different regions. It ensures that 
rural populations without easy access 
to banking infrastructure also benefi t 
from the platform, promoting inclusive 
growth.

Social Perspective:6. 

From a   social perspective, BBPS has 
made bill payments more accessible 
and easier, particularly for individuals in 
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rural areas who previously had limited 
access to formal banking. The system 
ensures that everyone, regardless of 
their geographical location, can easily 
pay utility bills without the need to 
visit physical locations, helping reduce 
the time and effort involved in these 
payments.

Examples and Relevant Data:

Example:   In 2023, BBPS recorded 
over ₹40,000 crore in bill payments, 
indicating a substantial increase in 
digital transactions. The platform saw 
signifi cant participation from states like 
Uttar Pradesh, where residents gained 
access to digital payment options 
for electricity and water bills. Data: 
According to NPCI, BBPS processed 
over 600 million transactions in the 
last fi nancial year, refl ecting the growing 
popularity of digital bill payments. 
The government’s push for digital 
payments through platforms like BBPS 
led to a 10% increase in the adoption of 
digital fi nancial services.

Conclusion:

The   Bharat Bill Payment System 
(BBPS) is transforming the way 
bill payments are made in India, 
contributing signifi cantly to digital 
fi nancial inclusion. By streamlining and 
standardizing the payment process, it 
ensures convenience, transparency, and 
accessibility for all citizens, regardless 
of their geographical location. With its 
increasing reach and integration with 
government initiatives, BBPS is poised to 
play a crucial role in building a cashless 
and digital India.

Monetary Policy Transmission 
Issues

Introduction:1. 

Monetary policy transmission refers to  

the process through which changes in 
policy rates (such as the repo rate or 

reverse repo rate) set by the Central 
Bank (RBI in India) impact the real 
economy, especially through changes 
in interest rates, credit availability, and 
investment. However, effective monetary 
policy transmission in India faces several 
challenges that hinder its effi ciency, 
limiting the desired impact on growth, 
infl ation, and fi nancial stability.

Expert Opinions:2. 

Dr. Raghuram Rajan (Former RBI  

Governor): He has pointed out that 
monetary policy transmission in India 
is often weak due to factors such as 
structural bottlenecks in the fi nancial 
system and the fragmentation of the 
banking sector.

Dr. Urjit Patel (Former RBI Governor):   
Patel has emphasized that while the repo 
rate changes should ideally translate 
into lower lending rates, transmission is 
often delayed or muted due to issues like 
non-competitive banking practices 
and legacy challenges in India’s fi nancial 
system.

Key Points:3. 

Banking Sector Issues:   Indian banks, 
particularly public sector banks, tend 
to delay or inadequately pass on policy 
rate changes to borrowers due to their 
high NPA levels and interest rate risk 
management practices.

Credit Market Fragmentation:   The 
presence of multiple types of fi nancial 
institutions such as public sector 
banks, private sector banks, and 
NBFCs causes disparities in interest 
rate transmission, leading to unequal 
impact on borrowers across sectors.

Infl ation Expectations and High  

Infl ation: High infl ation expectations or 
ongoing high infl ation rates can dampen 
the effect of monetary policy. When 
infl ation remains elevated, the reduction 
in interest rates might not stimulate 
spending or investment as expected.
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Transmission Lag:   There is a signifi cant 
lag in the transmission of policy 
changes from the central bank to the real 
economy, often taking months or even 
years before the full effects are realized.

Structural Factors:   Issues such as 
fi nancial literacy, lack of deep market 
infrastructure, and underdeveloped 
secondary market activity can hinder 
the effi cient transmission of monetary 
policy.

Interest Rate Stickiness:   The stickiness 
of lending rates, especially for long-
term loans, means that interest rates 
do not change in tandem with policy 
rate adjustments, resulting in slower 
monetary policy transmission.

Political Aspect:4. 

Monetary policy transmission is also  

infl uenced by government policies 
regarding fi scal defi cit management 
and state-owned banks. Political 
interference in public sector banks and 
economic policies can delay or distort 
the effect of central bank actions on the 
broader economy, affecting the speed 
and effi ciency of transmission.

Geographical Context:5. 

Monetary policy transmission is  

uneven across India’s diverse regions. 
For example, states with stronger 
economic conditions (like Maharashtra 
and Tamil Nadu) may experience quicker 
transmission, while rural or economically 
weaker states might see slower effects 
due to limited access to fi nancial services 
and credit.

Social Perspective:6. 

Monetary policy transmission issues  

disproportionately affect low-income 
groups, who are highly dependent 
on microfi nance and smaller fi nancial 
institutions for credit. These groups may 
face slower access to lower borrowing 
costs or better fi nancial products, 
exacerbating economic inequality.

Examples and Relevant Data:

Example:   Despite repo rate cuts in 
recent years, India has experienced 
sluggish transmission in retail loan 
interest rates. For instance, in 2020, the 
RBI cut the repo rate by 115 basis points, 
but the transmission to lending rates by 
banks remained incomplete, with public 
sector banks lagging behind private 
sector ones. Data: According to the 
RBI’s Annual Report, the transmission 
of repo rate cuts to lending rates in 
India has averaged only 50% over the 
last decade, meaning only half of the 
policy rate changes are passed on to 
borrowers.

Conclusion:

Monetary policy transmission in  

India remains a complex challenge 
due to factors such as structural 
ineffi ciencies, fragmented credit 
markets, and infl ation expectations. 
Although the RBI’s monetary policy 
aims to foster economic stability and 
growth, addressing transmission issues 
will require banking sector reforms, 
enhanced fi nancial inclusion, and 
a more coordinated approach to 
fi scal and monetary policy. Improved 
transmission will enable the RBI’s policy 
changes to have a more direct impact 
on infl ation control, investment, and 
economic growth.

Capital Framework

Introduction:1. 

The   Capital Framework refers to the set 
of rules and regulations that govern the 
amount of capital fi nancial institutions 
(particularly banks) must hold to cover 
risks. It ensures that institutions have 
suffi cient capital buffers to absorb 
losses, protect depositors, and maintain 
stability in the fi nancial system. In 
India, the capital framework is largely 
infl uenced by global standards like the 
Basel Accords and adjusted to fi t the 
country’s specifi c economic and banking 
sector needs.
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Expert Opinions:2. 

Dr. Raghuram Rajan (Former RBI  

Governor): He stressed the importance 
of a strong capital framework in 
maintaining fi nancial stability and the 
need for banks to have an adequate 
buffer to absorb shocks without 
resorting to government bailouts.

Dr. Viral V. Acharya (Former Deputy  

Governor of RBI): He emphasized that 
capital adequacy plays a critical role 
in preventing the banking system from 
becoming a source of systemic risk 
during times of economic stress.

Key Points:3. 

Basel Norms Compliance:   Indian banks 
are required to comply with Basel III 
capital adequacy standards, which 
defi ne the minimum capital ratios for 
banks, including Tier 1 and Tier 2 capital, 
to ensure fi nancial resilience.

Capital Adequacy Ratio (CAR):   The 
Capital Adequacy Ratio (CAR) is a 
measure of a bank’s capital in relation 
to its risk-weighted assets. In India, 
the minimum CAR required is 9%, with 
RBI mandating banks to maintain a Tier 1 
capital ratio of 6%.

Tier 1 and Tier 2 Capital:   Tier 1 
capital refers to core capital such 
as equity capital, while Tier 2 capital 
includes subordinated debt and hybrid 
instruments. A healthy balance between 
both is essential for ensuring liquidity 
and covering potential losses.

Systemically Important Banks:   Large, 
systemically important banks are 
subject to stricter capital requirements. 
These banks must hold additional capital 
to mitigate risks that could affect the 
broader fi nancial system if they fail.

Risk Management:   A robust capital 
framework integrates effective risk 
management practices. Banks are 
expected to assess and manage credit 
risk, market risk, and operational 
risk, with suffi cient capital reserves to 
mitigate potential losses.

Stress Testing:   Stress tests are used to 
assess the impact of adverse scenarios 
(such as economic downturns) on a 
bank’s capital adequacy. These tests 
help regulators and institutions ensure 
that banks can withstand economic 
shocks without endangering fi nancial 
stability.

Political Aspect:4. 

Government policies and   banking 
regulations play a signifi cant role in 
shaping the capital framework. Political 
decisions on banking sector reforms 
and government ownership in banks 
infl uence the adequacy of capital held 
by public sector banks, impacting their 
ability to absorb shocks and lend during 
fi nancial crises.

Geographical Context:5. 

The capital framework’s implementation  

may vary across regions within India. 
For instance, urban and metro-based 
banks typically have better capital 
buffers compared to banks operating in 
rural or remote regions where fi nancial 
inclusion and regulatory enforcement 
are more challenging.

Social Perspective:6. 

The capital framework ensures that  

banks can provide fi nancial services 
while maintaining fi nancial stability, 
which is crucial for social development. A 
well-capitalized banking system fosters 
economic growth, supports small 
businesses, and enables the provision 
of credit to marginalized communities.

Examples and Relevant Data:

Example:   In 2020, following the COVID-
19 pandemic, the Reserve Bank of India 
(RBI) emphasized the need for banks 
to maintain robust capital buffers to 
weather the economic downturn. The RBI 
introduced stress tests to ensure banks 
could withstand the shock and continue 
lending to the economy. Data: According 
to the RBI’s Financial Stability Report 
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(2022), the average CAR for Indian banks 
stood at 16.3%, well above the regulatory 
minimum of 9%, indicating that banks 
have built adequate buffers to manage 
risks.

Conclusion:

The capital framework is a vital  

component in maintaining the resilience 
and stability of India’s banking system. 
Adherence to global capital standards 
such as Basel III, coupled with strong 
risk management and stress testing, 
ensures that Indian banks are equipped 
to withstand economic shocks and 
contribute to sustainable growth. 
Strengthening the capital framework, 
along with continuous monitoring, 
will enable the fi nancial sector to 
support economic development while 
safeguarding fi nancial stability.

Bank Recapitalization Program

Introduction:1. 

The   Bank Recapitalization Program 
refers to a strategic initiative by the 
government to infuse capital into public 
sector banks (PSBs) to strengthen their 
fi nancial position, improve their lending 
capacity, and enhance stability in the 
banking system. In India, this program is 
crucial for addressing the capital shortfall 
in PSBs and ensuring they remain robust 
in the face of economic challenges.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan emphasized the importance of 
capital infusion in banks to improve 
their lending capacity and prevent 
asset quality deterioration. He suggested 
that while recapitalization is important, 
reforms in the banking sector should 
focus on improving governance and risk 
management to prevent future capital 
erosion.

Arvind Subramanian (Former Chief  

Economic Advisor): Subramanian 
pointed out that recapitalization alone 
is not a panacea for PSBs’ issues. He 
argued that long-term reforms should 
focus on improving bank governance 
and ensuring effective asset 
management to reduce the need for 
frequent recapitalizations.

Key Points:3. 

Objective of Recapitalization:   The 
primary goal of the Bank Recapitalization 
Program is to strengthen PSBs’ capital 
base, which is crucial for their lending 
capacity, especially in times of economic 
stress. Recapitalization aims to reduce 
non-performing assets (NPAs) and 
help banks meet the capital adequacy 
ratio (CAR) requirements set by the RBI.
Government’s Role in Infusion:   The 
Indian government has been the primary 
source of capital infusion in PSBs. For 
instance, in the 2017-18 recapitalization 
plan, the government allocated ₹2.11 
lakh crore to recapitalize public sector 
banks over a two-year period, ensuring 
they remained solvent and capable of 
lending.
Capital Adequacy and Stress Testing:   
Recapitalization helps banks maintain 
the Capital Adequacy Ratio (CAR), 
which ensures that they have suffi cient 
capital buffers to cover potential losses. 
This is especially critical after stress 
tests indicate vulnerabilities in banks’ 
portfolios, such as high NPAs.
Impact on Economic Growth:   By 
improving the health of PSBs, the 
recapitalization program indirectly 
boosts economic growth. Well-
capitalized banks can increase lending 
to businesses, which stimulates 
investment, consumption, and job 
creation in the economy.
Challenges in Recapitalization:   While 
recapitalization enhances liquidity, it 
does not necessarily address structural 
issues within PSBs such as poor 
governance and outdated management 
practices. There is also the challenge of 
ensuring that capital infusion does not 
lead to moral hazard.
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Progress and Impact:   The recapitalization 
efforts have shown positive results, with 
many banks improving their fi nancial 
health, reducing NPAs, and increasing 
credit fl ow. However, the overall impact 
on India’s economic growth depends 
on how well these banks manage their 
capital and risks in the future.

Political Aspect:4. 

The government’s involvement in  

recapitalizing public sector banks 
highlights the political nature of banking 
reforms. Decisions on capital infusion 
are often tied to the broader political 
objectives of promoting fi nancial 
inclusion, improving credit access to 
underserved sectors, and maintaining 
public ownership of the banking sector.

Geographical Context:5. 

The   recapitalization of banks in India 
has particularly benefi ted regional rural 
banks (RRBs) and PSBs operating in 
underdeveloped areas. These banks are 
critical for fi nancial inclusion in rural 
and semi-urban regions, where private 
sector banks are less active.

Social Perspective:6. 

Recapitalization helps improve   access 
to credit for small businesses, farmers, 
and low-income individuals, which is 
essential for addressing socioeconomic 
inequality. By enhancing the capacity 
of PSBs to lend, it contributes to greater 
economic inclusion and helps uplift 
marginalized sections of society.

Examples and Relevant Data:

Example:   In 2017, the Indian government 
announced a ₹2.11 lakh crore 
recapitalization plan for PSBs to help 
them meet Basel III capital requirements 
and clean up their balance sheets. 
The plan aimed to infuse capital into 
struggling banks, especially those with 
high NPAs, allowing them to improve 
credit fl ow. Data: As per the RBI Financial 
Stability Report (2023), PSBs’ gross 

NPAs declined to 5.9% in 2023 from 11.3% 
in 2018, largely due to recapitalization 
efforts and improved management of 
stressed assets.

Conclusion:

The   Bank Recapitalization Program has 
played a crucial role in stabilizing India’s 
banking sector, particularly public sector 
banks. While it has helped improve their 
fi nancial health and lending capacity, 
the program must be accompanied by 
deeper structural reforms, particularly in 
governance and asset management. As 
PSBs continue to strengthen, their ability 
to contribute to economic growth and 
fi nancial inclusion will be essential for 
India’s long-term development.

Issues Related to Mobilization of 
Capital

Introduction:1. 

Mobilizing capital is crucial for economic  

growth, as it enables investment in 
infrastructure, industries, and innovation. 
However, in many economies, including 
India, capital mobilization faces 
several challenges, such as inadequate 
savings, limited access to fi nance, 
and ineffi ciencies in capital allocation. 
These issues hinder economic growth 
and the development of key sectors 
like manufacturing, infrastructure, and 
technology.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan highlights that mobilizing capital 
effectively requires improving fi nancial 
markets and fostering a credit culture 
that encourages both savings and 
investment. He emphasizes the role of 
banks and capital markets in effi ciently 
channeling savings into productive 
investment.
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Arvind Subramanian (Former Chief  

Economic Advisor): Subramanian 
argues that India’s challenge lies not only 
in mobilizing capital but in ensuring its 
effective allocation. He stresses that 
while capital is available, its deployment 
in productive sectors remains ineffi cient 
due to institutional barriers.

Key Points:3. 

Low Savings Rate:   Despite high savings 
rates in some sections of society, India 
faces challenges in mobilizing savings 
due to low rates of savings in rural 
areas, lack of fi nancial literacy, and low 
household fi nancial inclusion. This limits 
the available capital for investment in 
the economy.

Ineffi cient Capital Markets:   India’s 
capital markets remain underdeveloped 
in certain sectors, and the lack of liquidity 
in secondary markets restricts the fl ow of 
capital into productive ventures. There is 
also the issue of low investor confi dence 
caused by regulatory complexities and 
lack of transparency.

Access to Finance for Small and  

Medium Enterprises (SMEs): SMEs 
struggle to access affordable and 
timely capital due to high interest 
rates, insuffi cient collateral, and lack of 
fi nancial infrastructure. This hampers 
their growth potential and limits their 
ability to contribute to economic 
development.

Banking Sector Limitations:   While banks 
are the primary source of capital in India, 
many public sector banks are burdened 
with high non-performing assets 
(NPAs), limiting their ability to lend. This 
capital crunch restricts investment in 
key sectors like infrastructure, agriculture, 
and manufacturing.

Government Intervention:   The 
government has introduced several 
schemes like Make in India, Start-up 
India, and PM Gati Shakti to encourage 
capital investment in strategic sectors. 
However, bureaucratic hurdles, ineffi cient 
implementation, and regulatory delays 
continue to pose challenges in mobilizing 
capital effectively.

Political Instability and Policy  

Uncertainty: Political factors such 
as policy inconsistency, regulatory 
changes, and uncertainty around long-
term economic reforms discourage 
domestic and foreign investors. Capital 
mobilization becomes diffi cult when the 
investment environment is perceived as 
unstable.

Political Aspect:4. 

Political decisions play a crucial role  

in capital mobilization. For example, 
frequent changes in tax policies, foreign 
direct investment (FDI) regulations, and 
labor laws impact investor confi dence 
and capital fl ow. Political instability and 
lack of clear policy direction often result 
in delayed investment decisions.

Geographical Context:5. 

Geographically,   capital mobilization 
issues are more pronounced in rural 
areas and underdeveloped regions. 
These areas face limited access to 
credit and fi nancial services, preventing 
local entrepreneurs and farmers from 
obtaining the necessary capital for 
business expansion or technological 
adoption.

Social Perspective:6. 

Social factors such as   low fi nancial 
literacy, gender inequality, and lack of 
access to formal fi nancial institutions 
impede capital mobilization. Women, in 
particular, face challenges in accessing 
capital due to systemic biases and a 
lack of access to property and fi nancial 
networks.

Examples and Relevant Data:

Example:   The Pradhan Mantri Mudra 
Yojana (PMMY) aims to provide 
affordable credit to micro, small, and 
medium enterprises (MSMEs) and 
individual entrepreneurs. As of 2023, 
₹23.7 lakh crore had been disbursed 
under this scheme, enabling millions of 
people to access working capital for 
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small businesses. Data: According to 
the World Bank report, India’s credit-
to-GDP ratio stands at about 50%, 
lower than many advanced economies, 
indicating underutilization of available 
fi nancial resources and the need for 
better capital mobilization channels.

Conclusion:

Mobilizing capital remains a critical  

challenge for India’s economic 
development. While the government 
has taken steps to address this issue 
through various reforms and initiatives, 
structural barriers such as ineffi cient 
banking systems, low savings in certain 
sectors, and lack of access to capital 
for smaller businesses continue to limit 
growth. A comprehensive approach 
focusing on fi nancial inclusion, capital 
market reforms, and improving credit 
access for underserved regions will be 
key to unlocking India’s full economic 
potential.

Effectiveness of Monetary Policy 
Committee in High Fiscal Defi cit 

Situation

Introduction:1. 

The   Monetary Policy Committee (MPC) 
in India, under the Reserve Bank of India 
(RBI), is responsible for formulating 
monetary policy to achieve the infl ation 
target, promote economic growth, and 
stabilize the economy. However, its 
effectiveness is often challenged in times 
of high fi scal defi cit, which impacts 
infl ation, interest rates, and the overall 
economic stability. A high fi scal defi cit 
leads to an increase in government 
borrowing, which could infl uence the 
effectiveness of the MPC’s monetary 
policies.

Expert Opinions:2. 

Dr. Raghuram Rajan (Former RBI  

Governor): Rajan highlights that a high 

fi scal defi cit can lead to crowding out 
of private investment, as government 
borrowing leads to higher interest rates, 
making it harder for businesses to access 
affordable credit. In such conditions, the 
MPC’s ability to control infl ation becomes 
constrained by fi scal policies.

Arvind Subramanian (Former Chief  

Economic Advisor): Subramanian 
suggests that the MPC’s role is more 
challenging when fi scal policies are not 
aligned with monetary objectives. If the 
government continues to overspend, it 
puts pressure on the monetary stance 
and undermines the effectiveness of 
interest rate changes in controlling 
infl ation.

Key Points:3. 

Crowding Out Effect:   In a high fi scal 
defi cit situation, the government borrows 
extensively from the fi nancial markets. 
This increases demand for credit, leading 
to higher interest rates. As a result, 
private sector borrowing becomes more 
expensive, which diminishes the impact 
of the MPC’s actions on economic growth 
and investment.

Infl ationary Pressures:   A high fi scal 
defi cit, especially when funded through 
increased borrowing or defi cit fi nancing, 
can lead to infl ationary pressures. While 
the MPC targets infl ation, fi scal policies 
that increase aggregate demand can 
override monetary measures, making 
infl ation control more diffi cult.

Interest Rate Dilemma:   The MPC’s tool 
of adjusting interest rates to control 
infl ation may face challenges when 
the government continues to borrow 
heavily. Raising interest rates to control 
infl ation may worsen the fi scal defi cit by 
increasing debt servicing costs, creating 
a dilemma between controlling infl ation 
and managing the defi cit.

Limited Policy Space:   In a high fi scal 
defi cit scenario, there is limited room for 
the MPC to maneuver monetary policy 
effectively. If the government continues 
to run high defi cits, it can lead to an 
unsustainable rise in infl ation, making 
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it diffi cult for the MPC to maintain 
its infl ation target and interest rate 
balance.

Sovereign Debt Risk:   High fi scal defi cits 
often lead to concerns about sovereign 
debt sustainability. If market perceptions 
of India’s fi scal health worsen, it could 
lead to higher borrowing costs for the 
government and the private sector. 
This could undermine the MPC’s ability 
to infl uence economic growth through 
interest rate adjustments.

Infl ation Targeting Confl ict:   The MPC is 
tasked with targeting a specifi c infl ation 
range (2-6%). However, a high fi scal 
defi cit could create fi scal stimuli that 
lead to infl ationary pressures, forcing the 
MPC to choose between adhering to its 
infl ation target and supporting economic 
growth through expansionary monetary 
policy.

Political Aspect:4. 

The government’s fi scal policies  

signifi cantly infl uence the MPC’s ability to 
manage infl ation and economic growth. 
Political decisions related to subsidy 
allocation, public sector spending, 
and tax reforms often contribute to 
high fi scal defi cits. If the government 
prioritizes fi scal expansion in an election 
year, for instance, it may complicate the 
MPC’s task of curbing infl ation without 
stifl ing growth.

Geographical Context:5. 

In regions with lower economic growth  

or high poverty levels, high fi scal defi cits 
can lead to infl ationary pressures 
that disproportionately affect the poor. 
Rural areas may experience higher food 
prices, making it diffi cult for the MPC to 
implement monetary tightening without 
aggravating income inequality.

Social Perspective:6. 

The social impact of a high fi scal defi cit  

is felt when the MPC raises interest 
rates to curb infl ation. This often leads 
to higher costs of borrowing, particularly 

affecting sectors like housing, education, 
and healthcare. Lower-income groups 
are most vulnerable, as they depend on 
affordable credit for basic needs.

Examples and Relevant Data:

Example:   In 2022, India faced a fi scal 
defi cit of 6.7% of GDP, which was 
above the government’s target. Despite 
efforts from the MPC to control infl ation 
through rate hikes, the defi cit-driven 
fi scal expansion led to infl ationary 
pressures, particularly in food prices, 
which undermined the effectiveness 
of monetary policy. Data: According to 
the RBI, India’s CPI infl ation remained 
above the target range in several months 
due to fi scal expansion, demonstrating 
the limited effectiveness of the MPC’s 
actions in a high fi scal defi cit scenario.

Conclusion:

The effectiveness of the   Monetary 
Policy Committee in managing infl ation 
and ensuring economic stability is 
signifi cantly challenged in a high fi scal 
defi cit environment. While the MPC can 
use interest rates and other tools to 
control infl ation, excessive government 
borrowing, fi scal expansion, and rising 
debt servicing costs often diminish the 
impact of these measures. Coordination 
between fi scal and monetary policies is 
essential to create an environment where 
the MPC can effectively control infl ation 
while promoting growth. The government 
must focus on reducing fi scal defi cits 
through prudent fi scal discipline and 
targeted reforms to enable the MPC to 
function optimally.

Concept of Shadow Banking

Introduction:1. 

Shadow banking   refers to a system of 
fi nancial intermediaries that operate 
outside traditional banking regulations. 
These entities provide services similar 



GS SCORE

IAS MAINS 2025: THINK IN THEMES76

to banks, such as lending and credit 
creation, but are not subject to the same 
regulatory oversight. Shadow banking 
includes various fi nancial institutions like 
investment funds, money market funds, 
hedge funds, and private equity fi rms. 
It plays a signifi cant role in the fi nancial 
system by offering alternative fi nancing 
options but also poses risks due to its 
lack of regulation and transparency.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan emphasizes that while shadow 
banking offers liquidity and credit to the 
economy, it often leads to increased 
risk as these institutions are not subject 
to the same regulations, making them 
vulnerable to market fl uctuations and 
systemic shocks.

Viral Acharya (Former RBI Deputy  

Governor): Acharya stresses that 
shadow banking activities have been 
a source of concern, particularly in 
emerging markets like India, where they 
may operate with higher leverage and 
create systemic risks if not adequately 
monitored.

Key Points:3. 

Defi nition and Structure:   Shadow 
banking refers to non-bank fi nancial 
intermediaries that provide credit and 
fi nancial services similar to those of 
traditional banks, but without the same 
regulatory oversight. These include 
mutual funds, pension funds, private 
equity fi rms, and lending institutions.

Alternative Financing:   Shadow banks 
often offer fi nancing to small businesses, 
real estate markets, and emerging 
sectors that may not have easy access 
to traditional banking channels. This 
allows for greater market effi ciency but 
can also contribute to excessive risk-
taking.

Regulatory Arbitrage:   One of the 
defi ning characteristics of shadow 
banking is its ability to avoid strict 
banking regulations, such as capital 

adequacy requirements, by operating 
outside the formal banking system. This 
regulatory arbitrage can lead to the 
creation of systemic risks.

Financial Innovations and Risk:   While 
shadow banking provides fi nancial 
innovations and liquidity, it also involves 
high levels of risk. These institutions 
often engage in complex fi nancial 
products such as securitization and 
derivatives, which can lead to instability 
if markets falter.

Lack of Transparency and Oversight:   
Since shadow banks are not as heavily 
regulated as traditional banks, they often 
operate with limited transparency, 
making it harder for regulators to gauge 
potential risks. This could lead to market 
manipulation or the spread of fi nancial 
crises.

Systemic Risk and Crisis Propagation:   
The lack of supervision makes shadow 
banks more vulnerable to fi nancial 
contagion, as seen in the 2007-2008 
global fi nancial crisis when many shadow 
banking institutions faced signifi cant 
losses due to their exposure to subprime 
mortgage-backed securities.

Political Aspect:4. 

Politically, shadow banking often operates  

in a grey zone, with governments 
and regulators struggling to enforce 
consistent regulations. Political 
reluctance to implement stringent 
oversight stems from the growth-
promoting role of shadow banks in 
providing alternative credit channels. 
However, this can result in unregulated 
entities building up fi nancial bubbles or 
creating crisis vulnerabilities.

Geographical Context:5. 

In countries like   India, shadow banking 
has seen rapid growth due to fi nancial 
inclusion efforts and lack of access to 
traditional banking for rural populations. 
This growth, especially in NBFCs (Non-
Banking Financial Companies), has 
contributed to fi nancial inclusion, 
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but the unregulated nature of these 
institutions has also led to increasing 
defaults and a systemic risk for the 
banking sector.

Social Perspective:6. 

From a social perspective, shadow  

banking can both empower and exploit. 
On one hand, it provides credit to sectors 
that are underserved by traditional 
banks, helping in the growth of small 
and medium-sized businesses. On the 
other hand, the unregulated lending 
practices often lead to predatory 
loans, especially in rural areas, affecting 
vulnerable populations with high-interest 
rates.

Examples and Relevant Data:

Example:   In India, the NBFC crisis of 
2018-19 highlighted the dangers of 
shadow banking. The IL&FS crisis and 
the subsequent defaults in the NBFC 
sector showed how the lack of regulatory 
oversight in shadow banks can trigger 
systemic issues, affecting liquidity and 
increasing default rates. Data: According 
to RBI reports, the shadow banking 
sector in India had exposure to over 
15% of total credit in 2019. However, 
the absence of proper regulation in 
these sectors contributed to increased 
defaults and a tightening of credit in the 
economy.

Conclusion:

Shadow banking plays a crucial role  

in providing alternative fi nancing in 
the global fi nancial system, promoting 
credit availability and economic growth. 
However, the risks associated with 
its lack of regulation, transparency, 
and oversight cannot be ignored. 
Effective regulatory frameworks need 
to be developed to ensure that shadow 
banking contributes positively to the 
economy while mitigating its potential to 
destabilize fi nancial systems.

Marginal Cost of Funds Based 
Lending Rate (MCLR)

Introduction:1. 

The   Marginal Cost of Funds Based 
Lending Rate (MCLR) is the minimum 
interest rate at which banks are willing 
to lend to borrowers, determined by the 
marginal cost of funds. Introduced by 
the Reserve Bank of India (RBI) in April 
2016, MCLR replaced the earlier system 
of the Base Rate. It is designed to ensure 
that the transmission of monetary policy 
changes is more effi cient and direct, with 
banks’ lending rates being infl uenced by 
changes in the cost of funds rather than 
the base rate alone.

Expert Opinions:2. 

Raghuram Rajan (Former RBI Governor):   
Rajan highlighted that the MCLR 
mechanism provides a more transparent 
and market-driven approach to lending, 
allowing for better transmission 
of monetary policy decisions. He 
emphasized that it aligns bank lending 
rates with changes in the cost of funds.

Urjit Patel (Former RBI Governor):   
Patel argued that MCLR helps improve 
the competitiveness of India’s fi nancial 
sector by encouraging banks to pass on 
the benefi ts of rate cuts more swiftly, 
thereby boosting economic activity and 
investment.

Key Points:3. 

Defi nition and Mechanism:   MCLR is 
the rate at which banks lend to their 
most creditworthy customers, based 
on the marginal cost of acquiring funds. 
It considers factors such as repo rate, 
operational costs, and bank’s own 
lending cost.

Components of MCLR:   MCLR is 
determined by several factors including 
the marginal cost of funds, operating 
cost, negative carry on account of cash 
reserve ratio (CRR), and benchmark 
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risk premium. These components 
ensure that the lending rates refl ect the 
actual cost of funds.

RBI’s Role in MCLR:   The RBI uses the 
repo rate as a key determinant in setting 
the MCLR. When the repo rate changes, 
banks adjust the MCLR to refl ect the 
change in their cost of funds. This direct 
linkage improves the transmission of 
monetary policy.

Lending Rates Adjustments:   Unlike 
the previous Base Rate system, MCLR is 
reviewed periodically by banks, and they 
can revise lending rates more frequently 
in response to changes in their marginal 
cost of funds, enabling faster adjustments 
in interest rates.

Benefi ts to Borrowers:   MCLR enables 
faster transmission of interest rate cuts 
by the RBI, potentially lowering borrowing 
costs for individuals and businesses, 
which can stimulate investment and 
economic growth.

Criticism of MCLR:   Despite 
improvements, MCLR has been criticized 
for not fully addressing the issue of 
delayed transmission of monetary 
policy. Additionally, the system may not 
always result in lower lending rates due 
to the non-transparent method used 
by banks to calculate MCLR.

Political Aspect:4. 

Politically, the implementation of MCLR  

can be seen as a move to ensure better 
economic growth by lowering borrowing 
costs, particularly in times of economic 
downturn. The RBI’s role in setting policies 
that infl uence MCLR has been a subject 
of debate, as government pressures 
often seek faster interest rate cuts to 
stimulate growth. However, the banking 
sector’s ability to adjust rates effectively 
can sometimes be constrained by 
economic conditions.

Geographical Context:5. 

In India, MCLR has gained prominence  

since its introduction, signifi cantly 
affecting the lending environment. Given 

the importance of small and medium 
enterprises (SMEs) and the agricultural 
sector, MCLR has aimed to provide these 
sectors with more accessible credit. 
However, challenges persist in ensuring 
the transmission of RBI rate cuts to retail 
borrowers.

Social Perspective:6. 

From a social perspective, MCLR aims  

to make credit more affordable and 
accessible, particularly for middle-
income groups and small businesses. 
However, since MCLR is often tied to 
credit ratings, it may inadvertently 
exclude those with weaker fi nancial 
backgrounds from accessing lower-
interest loans, thus exacerbating 
fi nancial inequality.

Examples and Relevant Data:

Example:   After the RBI cut the repo 
rate in 2019, banks revised their MCLR 
downwards, passing on the benefi ts 
to borrowers, including home loan 
borrowers and SMEs. This reduction 
led to increased credit fl ow to sectors 
needing immediate liquidity. Data: 
According to RBI data, MCLR rates have 
fallen by more than 1.5% since 2019, 
with the average MCLR rate for public 
sector banks dropping from 8.5% in 
2019 to 7.0% in 2022, benefi ting retail 
borrowers.

Conclusion:

The introduction of the   MCLR 
system represents a signifi cant step 
in improving the transparency and 
effi ciency of the lending process 
in India. It enhances the ability of 
the banking sector to respond to 
changes in the monetary policy 
and better refl ects the cost of 
funds in the lending rates. While the 
system has benefi ts, including faster 
transmission of RBI rate cuts, it still 
faces challenges related to ensuring 
broader access to affordable credit.




