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I. Context

India’s economy has posted a stellar economic performance in recent years, with high 
growth, moderate inflation and the absence of major turbulence. This suggests that the 
overall macroeconomic policy framework has delivered good outcomes despite concerns 
about its durability and effectiveness. Indeed, this success has fostered an ambitious 
average growth target of 9 percent per annum for the five-year period from 2007 until 
2012. This rapid sustained growth is expected to be supported by a rising investment rate 
and greater integration with the world economy.1

But past success does not necessarily mean that the existing framework is well suited 
for achieving this ambitious growth target. The economy now faces major challenges 
in maintaining high growth. Surging capital inflows, while providing capital for 
investment, are causing complications for domestic macro policies. There are still major 
infrastructural bottlenecks that could prevent the economy from attaining its full 
potential. Moreover, the political sustainability of this growth process depends on its 
being inclusive and remaining noninflationary.

Given the changes in the structure of the economy and its increasing outward orientation 
in terms of both trade and financial flows, India has reached a stage in its economic 
development where the macro policy framework has to be significantly adapted to 
changing circumstances, both domestic and external. The apparent success of the 
framework so far, however, suggests that the required changes are evolutionary rather 
than revolutionary. India’s monetary policy framework, for instance, has continuously 
evolved in response to changing economic, institutional and political imperatives.2 The 
economy’s current strong performance provides a good background for intensifying this 
process and undertaking the substantive macro policy reforms that are needed to respond 
to the rapid evolution in the domestic economy and in the global financial system.

There are deep, two-way links between macroeconomic management and financial 
sector development. Disciplined and predictable monetary, fiscal and debt management 
policies constitute the crucial foundation for further progress in financial sector reforms 
and the effective functioning of financial markets. At the same time, a well-functioning 
financial system is essential for macroeconomic stability, and can be particularly helpful 
in reducing the secondary effects of various shocks that inevitably hit any economy. 
A well-functioning financial system is also relevant for the implementation of macro 
policy. In its absence, monetary policy, for instance, has to use considerably less effective 
instruments to stabilize economic activity and inflation.

This chapter begins by reviewing the current institutional and policy framework for 
macroeconomic management. The chapter then discusses some short-run challenges 
posed by recent capital inflows for monetary policy and for macro management. It 
explores how macroeconomic policy choices can influence the medium-term evolution 
of the financial sector and how that, in turn, can affect macroeconomic outcomes. It also 
describes a set of desirable outcomes in key dimensions of macro policies, and discusses 
strategies to make progress towards those outcomes. Specific policy recommendations 
are listed in the final section of the chapter.

1	  Acharya (2006) and Virmani (2006) discuss the roles of different policies in driving India’s 
growth. 
2	  See RBI (2004) and Bery and Singh (2007) for a comprehensive documentation of this 
evolutionary process. In reviewing monetary policy outcomes, Virmani (2007) notes that there 
has been a steady convergence between Indian and international (U.S.) inflation levels, as 
measured by comparable consumption deflators, over the last fifteen years. Such convergence 
greatly facilitates financial integration and needs to continue.
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II. Challenges from Capital Inflows

Cross border capital flows pose profound challenges for macroeconomic management. In 
the past, the concern of the authorities was to limit capital flight, and India maintained 
tight capital controls in support of this goal. Today, the problem is the reverse: foreign 
investors are flocking in droves to India’s doorstep, eager to be a part of India’s growth 
story. In common with other parts of fast-growing Asia, India has experienced unusually 
large capital movements over the last four years (as has much of fast-growing Asia). Over 
this period, capital inflows have more than quadrupled, although from a relatively low 
base. In 2006-07, net capital inflows amounted to 45 billion US dollars, a figure equivalent 
to nearly 5 percent of India’s GDP. These inflows far exceed the current account deficit, 
which was 10 billion dollars (or one percent of GDP) in 2006-07. During the financial year 
2007-08, capital inflows have continued at a rapid pace. Net foreign direct investment 
and foreign institutional investor inflows amounted to 22.22 billion dollars in the period 
March through September 2007, notwithstanding increasing turmoil in international 
financial markets. While the increase in net flows itself is impressive, the challenges of 
monetary and exchange rate management are arguably equally related to the increased 
scale of both gross inflows and outflows.

The challenges these large flows pose to macroeconomic policy have been commented on 
extensively by academics (both within India and outside), by official bodies (including 
the Government and the RBI), and by distinguished expert Committees, most notably 
in the Report of the Committee on Fuller Capital Account Convertibility and the HPEC 
Report on Making Mumbai an International Financial Centre. Despite this large body of 
detailed and well-informed work, it is useful, for several reasons, to revisit these issues.

First, belief in the Indian growth story has strengthened in the past three years, and so the 
scale of capital flows to be managed has been larger than anticipated. Such flows largely 
represent a minor adjustment in global portfolios in favour of India. If confidence in India 
remains strong, there is no particular reason to assume that the absolute scale of these 
flows will moderate soon.3 Indeed, the depth of India’s equity markets, improvements 
in corporate governance, and the internationalization of many Indian firms in terms of 
trade in goods and services and in financial flows means that cross-border flows are likely 
to increase. It would therefore be prudent to adapt the financial system to larger inflows 
than in the past. At the same time, it would also be wise to be prepared for a larger outflow 
of funds if either domestic or global circumstances were to become adverse. The fact that 
India continues to run a current account deficit, albeit a modest one, makes it vulnerable 
to a sudden stop of inflows. The economy’s managers therefore need to develop a policy 
framework that would help deal with both eventualities.

Second, the exigencies of dealing with this large volume of flows have slowed financial 
sector reforms in the Indian economy. They have also led to an increase in the fiscal 
burden through the cost of sterilization. There is therefore a need to think through the 
institutions and markets needed to facilitate a more effective response to what is likely to 
be a recurrent phenomenon.

Third, the debate surrounding the authorities’ response to the “capital flows problem” 
has indicated some uncertainty and occasional misunderstanding of what the monetary 
authorities can and cannot control. Frequent (and often misleading) references to the 
rather different macro policy choices exercised by China have also permeated the debate. 
Hence, this chapter engages in a discussion of the Chinese situation to see what lessons 
should (and should not) be drawn that are relevant for the Indian context.

There are no “correct” or “ideal” solutions for managing the integration of a large 

3	  This point has been made by Virmani (2007).
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domestic financial system into the global economy. While the gains are considerable, the 
penalties for mistakes can be both large and harsh. What is clear is there is a premium 
on consistency, clarity, credibility and continuity of policies. It is also clear that a whole 
range of institutional (and even political) factors go to shape each nation’s response. 
These include the nature of the financial system, the independence of the central bank 
(and its relationship with the Ministry of Finance), the quality of market regulation and 
even the functioning of the labour market. Thus, developments in the capital market and 
the possible policy responses must be seen in a much broader context.

A.   Capital Inflows and the Real Exchange Rate

A completely open capital account creates familiar and well-known issues for monetary 
management, usually referred to as the “impossible trinity”.4 This refers to the difficulty 
that an open capital account presents to a monetary authority in reconciling exchange rate 
stability with interest rate autonomy. As the experience of the oil-exporting countries (or 
of China) shows, imbalances between the supply and demand for foreign exchange can 
arise from trade flows just as much as from the capital account, and generate pressures for 
the nominal exchange rate to appreciate. Thus, exchange rate appreciation, and measures 
to counter it (such as central bank purchases of foreign exchange), are not phenomena 
that arise exclusively from an open capital account. What progressive opening of the 
capital account does is to enhance the scale (and potential volatility) of foreign exchange 
flows, and to link these flows to domestic monetary conditions, particularly efforts to set 
domestic interest rates and/ growth of domestic credit.

In common with most large emerging markets, India has a long tradition of managing its 
nominal exchange rate to maintain “external competitiveness”, with generally positive 
results for growth in exports of goods and services. Stability and predictability of the 
exchange rate of the rupee, nominally against a basket of currencies but primarily 
against the U.S. dollar, has been an established feature of the policy landscape for many 
years. The link to the dollar over the years can also be seen as representing an informal 
“nominal anchor” for the Indian monetary system, necessary in the absence of either 
fiscal restraint or a formal inflation target.

While in the present decade there has been a boom in exports of business services, the 
magnitude of the ensuing surpluses did not present major problems for either exchange 
rate or monetary management. Thus, in the mind of the Indian public and Indian policy 
makers, pressure on the nominal exchange rate to appreciate, and the perceived resulting 
threat to competitiveness, have come to be associated with the surge in capital inflows 
described above. The management problems have been aggravated by the decline of the 
dollar against other major currencies, and the tight link to the dollar of the currencies of 
major Asian competitors for India in third markets, particularly China.

Capital inflows have indeed created difficult challenges for monetary policy. In particular, 
they have generated pressures for nominal exchange rate appreciation of the rupee 
against the dollar. In order to counteract this pressure, the central bank has intervened 
by buying foreign exchange. But too much intervention could lead to excess domestic 
liquidity, and consequent inflationary pressures. Balancing these two considerations—
external competitiveness versus domestic inflation—has become an increasingly complex 
problem. However, framing the issue in this manner, which has become the norm in the 
public debate, may in fact be misleading and has generated unrealistic expectations 
about what policy, and monetary policy in particular, can and should try to achieve. Let 
us examine both dimensions of the debate about the external value of the rupee.

4	  See Mohan (2007) and Reddy (2007) for a clear articulation of some of these issues in India’s 
context.  
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What matters for external competitiveness is of course the real effective exchange rate 
(REER) rather than the nominal dollar-rupee exchange rate per se.5 And the factors that 
drive the REER go beyond just capital flows. The primary factor tends to be differentials 
in productivity growth between a country and its main trading partners, and between the 
traded goods sector in a country (e.g., manufacturing, IT services) and the non-traded 
goods sector (haircuts). This is because more productive manufacturing workers in a 
country will earn more, and push up the price of housing or haircuts, thus causing the 
real exchange rate to appreciate. In the short to medium term, the exchange rate can also 
be influenced by conditions of domestic aggregate demand and supply, and, of course, 
the net capital inflows into a country.

In India, a confluence of forces has in recent years put enormous pressure on the real 
effective exchange rate to appreciate. Relative productivity growth of the traded goods 
sector has been higher than in most industrial countries that constitute final markets for 
India’s exports, as well as relative to the domestic non-traded goods sector.6 Aggregate 
demand has been higher than supply, in part due to the large government budget deficit 
(centre and states together). And foreign investors have discovered India and are pouring 
money in.

Even if it were granted that the real exchange rate is appreciating too quickly, it does not 
necessarily follow that the most efficient response is to attempt to restrain the nominal 
exchange rate through sterilized intervention. Indeed, as noted below, if the real 
appreciation is an equilibrium phenomenon, attempting to resist it through sterilized 
intervention can lead to an outcome of higher inflation, higher debt and a more repressed 
financial system than the alternative of allowing the nominal exchange rate to take on 
some of the burden of adjustment.

B.   Countering Real Appreciation Pressures

How can the economy possibly counter these pressures for real appreciation? The answer 
to this question follows directly from the causes listed above. Three strategies could be 
employed to prevent real appreciation. One is a non-starter for obvious reasons -- to 
slow productivity growth. The second, tackling the fiscal deficit more aggressively or 
restraining private consumption will help rectify the demand-supply imbalance. And 
the third, limiting net inflows could help slow appreciation pressures.

Let us examine the last two more carefully. There is evidence that increased fiscal 
discipline may help offset some of the expansionary effects of capital inflows by reducing 
aggregate demand.7 At a minimum, it is important to avoid fiscal deficits that add to 
demand when the economy is already booming, in part due to surges in inflows.8

5	  In plain language, even if the exchange rate of the rupee for the dollar remains fixed, 
India loses competitiveness if its inflation rate is higher than U.S. inflation. This is because the 
rupee’s real exchange rate—nominal appreciation, augmented by the inflation differential—has 
appreciated. There are several related concepts of the real exchange rate. One concept focuses on 
the change in the relative price of non-tradables (haircuts) to tradables (iPods), with an increase 
in the price of non-tradables representing a real appreciation of the rupee. An alternative concept 
focuses on external competitiveness and typically compares changes in price levels between the 
home country and its main competitors. We use the term “real effective exchange rate” to refer to 
the latter concept.
6	  Bosworth and Collins (2008) present calculations of total factor productivity growth for 
China and India, both at the aggregate level and separately for agriculture, manufacturing and 
services. 
7	   See the analysis in the IMF’s October 2007 World Economic Outlook, and the references 
therein.
8	  Kaminsky, Reinhart and Vegh (2004) discuss how procyclical fiscal policy has hurt the 
ability of Latin American economies to deal with capital flows. 
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Turning to net inflows, one way to limit them is through capital controls. Capital controls 
always appear attractive in theory, but there is little evidence that they work over 
sustained periods of time in an economy as open as India’s – we will have more to say on 
this shortly. Perhaps more useful than preventing foreign capital from coming in is to 
encourage domestic capital to flow out. One method is to encourage Indian corporations 
to take over foreign firms. It is dangerous, however, to force the pace of this process since 
takeovers have a checkered history, with losses for the acquirer more likely on average 
than gains. A second is to encourage domestic individuals to invest abroad. Indian 
investors have the opportunity to maintain assets abroad, but have not taken advantage 
of it to diversify their savings thus far, perhaps because of the strength of the performance 
of the Indian market, and perhaps because of their unfamiliarity with the channels of 
investing abroad. We need to make it much easier for the individual to invest in foreign 
assets. But perhaps the greatest opportunity lies in Indian institutions like pension funds 
and provident funds, as well as insurance companies. They could benefit tremendously 
from foreign diversification, and should be encouraged to place a fraction of their assets 
in well-diversified foreign equity and bond portfolios.

Notwithstanding any such steps, given India’s stage of growth and productivity 
performance, as well as its robust domestic demand, there will continue to be strong 
underlying pressures for appreciation, and they will be difficult to resist for anything 
more than a short period. In the short run also, appreciation pressures will be exacerbated 
by the need for industrial countries like the United States to increase exports to reduce 
their current account deficits and boost growth, which implies their currencies will have 
to depreciate.

Real exchange appreciation is not all bad. It makes foreign goods cheaper and thereby 
raises the standard of living of the average citizen – indeed, a significant portion of the 
rise in Russia’s per capita GDP over the last few years has been through real exchange 
rate appreciation. It reduces the real value of the foreign currency debt of companies that 
have raised money in international markets.

The implications for employment growth in the tradables sector are also not as clear-cut 
as might seem to be at first glance. For firms that specialize in processing of imports and 
re-exports of finished products, the fall in import costs would offset much of the decline 
in export revenues (if these firms cannot change their prices in foreign markets). For 
a growing country, the lower cost of investment stemming from cheaper capital goods 
imports can also help. Similarly, if real exchange rate appreciation is a consequence 
of productivity growth, then the loss in external competitiveness through the price 
channel may be offset by the increase in productivity. Indeed, a steadily appreciating 
real exchange rate puts pressure on the export sector to improve productivity even while 
allowing the country to become richer in real terms.

It is also not a good idea to hold down the real exchange rate to make the country’s export 
sector artificially competitive. An undervalued exchange rate is a subsidy to the export 
sector and the rest of the world that comes from taxing the rest of the domestic economy, 
something a poor country can ill afford. Moreover, it can lead to inefficient patterns of 
investment that are not based on comparative advantage, that reduce the country’s overall 
productivity growth, and that can create serious problems when the real exchange rate 
returns to equilibrium. For an economy that has a low stock of physical capital and where 
the investment to GDP ratio is nearly 35 percent, the cost of such distortions is likely to be 
very large in terms of long-term growth and economic welfare.

To summarize, it is hard to counteract pressures for a rising real exchange rate, especially 
if the pressures are driven by long-term fundamentals. It is also probably not necessary 
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to counteract such appreciation, for it is a natural consequence of growing richer. At the 
same time, our intent is not to minimize the danger of a real exchange rate appreciating 
excessively, beyond what is warranted by fundamentals. An overvalued exchange rate 
can be very detrimental to export competitiveness and can affect job growth in exporting 
and export-competing industries. It is an important factor in slowing the growth of 
countries. We should guard against it happening, but it is not representative of India’s 
situation today.

C.   Should Nominal Exchange Rate Appreciation Be Resisted?

The question is what to do if there is a tendency for excessive real appreciation, fuelled 
by strong capital inflows? Appreciation of the real effective exchange rate has two 
components—an increase in domestic inflation relative to inflation in trading partner 
countries and an appreciation of the nominal exchange rate. Can monetary policy play a 
role by attempting to peg the nominal exchange rate?

The answer typically is no. History has shown that strong pressures for real appreciation 
cannot be bottled up for long by pegging the nominal exchange rate. If the nominal 
exchange rate is prevented from rising, the real exchange rate will rise through greater 
inflation, and the economy will both have high inflation and be uncompetitive. Put 
differently, a strategy for boosting competitiveness by holding down the nominal 
exchange rate can be successful only if there is no underlying pressure for the real 
exchange rate to rise.

Also, the channel through which real exchange appreciation takes place has important 
effects—especially in terms of income distribution. A nominal exchange rate appreciation 
can help hold down inflation and reduce the prices of imported (or tradable) goods, 
including food and oil. By contrast, an increase in domestic inflation has far greater 
adverse consequences for the poor since the prices of tradable goods such as food and 
energy tend to rise fast and these constitute a substantial fraction of the consumption 
baskets of the poor.

Some argue that inflation is not a natural consequence of the central bank purchasing 
foreign exchange to keep the rupee from rising. It can issue market stabilization bonds 
to soak up the liquidity from capital inflows and prevent inflation from taking off. 
However, this “sterilization” strategy has its limitations. The interest rate that has to be 
paid on these sterilization instruments increases as the market absorbs more and more 
of these instruments, and ultimately adds to the budget deficit. Sterilized intervention 
also frustrates the two natural forces for slowing inflows that would normally function, 
namely nominal exchange rate appreciation and a decline in domestic interest rates. 
Instead, it acts as a stimulus to further flows by widening the differential between 
foreign and local interest rates while creating expectations of additional returns once the 
postponed nominal appreciation finally occurs.

Sterilization also hampers financial reforms if the government relies on public sector 
banks to hold large stocks of sterilization bonds. In India, market stabilization bonds 
constitute the primary sterilization tool. The outstanding stock of these bonds already 
stands at Rs. 1,77,910 crores, relative to a cap of Rs. 2,48,000 crores authorized by the 
central government. A substantial expansion of this stock, which would be required to 
avoid nominal exchange rate appreciation if capital inflows remain strong, would have 
fiscal costs as well as broader costs by affecting financial reforms.

A more basic question is whether sterilized intervention is effective, at least in the short 
run, in limiting the nominal exchange rate appreciation that could otherwise result 
from a surge in capital inflows. There is no evidence that other East Asian economies 
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that have been experiencing large and persistent capital inflows have been able to 
significantly influence the level or changes in the exchange rate, especially beyond very 
short horizons.9 But there is some evidence that sterilized intervention modestly reduces 
exchange rate volatility, which suggests that the role of intervention should be limited, if 
at all, to marginal smoothing out of trend changes in the exchange rate.

In summary, this Committee believes that it is neither possible, nor advisable to resist 
the long-run real appreciation of the rupee through persistent nominal exchange rate 

9	  See Chapter III in the IMF’s October 2007 World Economic Outlook. Of course, it is difficult 
to establish a clear counterfactual in such an exercise (how much the exchange rate would have 
appreciated if there was no intervention), so one should be cautious in interpreting these results. 

Lessons from China1

Many analysts have argued that China is a counter-example to the proposition 
that productivity growth will unavoidably lead to real exchange rate appreciation. 
They note that China has kept the real exchange rate undervalued for a prolonged 
period by tightly managing the nominal exchange rate relative to the U.S. dollar 
and has done so without major inflationary consequences. With CPI inflation now 
surging past 6 percent and reserve money growth in excess of 30 percent, the latter 
proposition is less tenable now. Moreover, the mix of policies that has maintained 
this configuration includes extensive financial repression along with a relatively 
closed capital account. Financial repression has kept the costs of sterilized 
intervention low by inducing state-owned banks to absorb large quantities of 
sterilization bonds at low interest rates.

This set of policies has led to substantially unbalanced growth, driven largely by 
investment. Not only has financial repression kept the price of capital cheap in 
the form of low interest rates, but energy and land have also been subsidized to 
encourage more investment. As a consequence, more than half of nominal GDP 
growth in recent years (almost two-thirds of growth in some years) has been 
accounted for by investment growth, with consumption growth accounting for a 
significantly smaller fraction. This has had serious environmental consequences 
and greatly limited employment growth. It has also reduced the welfare 
consequences of growth; moreover, excessive investment has created huge risks 
for the future.

A different facet of financial repression, which has been necessary to keep the 
price of capital cheap for firms, has been the ceiling on deposit rates. This has led 
to negative real rates of return for Chinese households, which save nearly one-
quarter of their disposable income and put most of it into bank deposits. Over 
the last year, the negative real interest rates have led to some money flowing out 
of bank deposits and into the stock market, creating a huge bubble that is likely to 
end very messily.

Another complication is that the leakiness of capital controls has increased over 
time, thereby constraining the independence of monetary policy, which has 
become increasingly beholden to the exchange rate objective. Indeed, the massive 
accumulation of foreign exchange reserves since the beginning of this decade is 
an indication of the amount of capital that has managed to find its way into China 
despite the efforts of the authorities to control inflows (capital inflows through 

1	  This box is based on material taken from Prasad (2008). 

continues on page 9
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intervention. Clearly, steps to curb domestic demand or expand supply can help slow the 
rise of the rupee, as can steps to encourage domestic savings to be invested abroad. These 
should be implemented. But perhaps the best antidote to pressures for the exchange rate 
to rise is to increase the flexibility of the economy to adapt to it and for firms to hedge 
the risk (see next section). This is cold comfort for those who believe the government can 
always do something, and is anathema to those who believe India can still adhere to the 
old ways it followed when the economy was closed and India unattractive, but it may be 
the right answer today.

Sometimes, adaptation is best achieved when firms realize they have no alternative. 
For instance, exporting firms will have an incentive to achieve productivity gains by 

official and unofficial channels account for about two-fifths of the reserve 
accumulation since 2000).

In an economy with real GDP growth of over 10 percent and rising inflation, 
negative real interest rates clearly do not constitute an appropriate monetary 
policy stance. But the increasingly open capital account has constrained the 
central bank’s ability to aggressively raise policy interest rates to control credit 
expansion and investment growth. If it tried to do so, even more capital would 
flow into the economy to take advantage of the higher interest rates, especially 
since interest rates in the U.S. have been falling due to recent actions by the 
Federal Reserve. This would flood the economy with more money and complicate 
domestic macroeconomic management even more.

These constraints on using interest rates to meet domestic objectives have also 
meant that banking reforms, which the government has declared to be a major 
priority, have been held back. After all, it is difficult to get the banks to function as 
efficient financial intermediaries if they do not have price signals (policy interest 
rate changes) to respond to but simply continue to take their marching orders 
from the government.

Finally, commentators in India have not adequately recognized the unnaturally 
low level of Chinese consumption (unnatural for a country of its per capita GDP) 
which has helped keep demand-supply imbalances in check and thus prevented 
some of the pressures on the real exchange rate that are seen in India. If India 
is to emulate China in exchange rate management, as some suggest, one should 
ask whether India is also ready for policies such as the constraints on financial 
development, reductions in social expenditures on health and education, 
and the one-child policy that are prime factors driving high savings and low 
consumption.

There are many useful lessons to be learnt from the Chinese growth experience—
the emphasis on fiscal discipline, the reduction in trade barriers as part of the 
WTO accession commitments, the focus on building physical infrastructure etc. 
It is equally important that India’s policymakers see the risks and welfare costs 
that China’s growth model has generated, and not just the positive outcomes 
to date. Besides, India is simply too far along in the process of financial sector 
development and capital account liberalization, relative to China, to return to a 
regime of financial repression and/or capital controls, or to severely constrain 
consumption.

continued from page 8
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boosting their efficiency. These adjustments are much more likely to take place in an 
environment where manufacturers anticipate exchange rate appreciation and prepare 
for it. If manufacturers believe that the central bank (or fiscal authorities) will protect 
them from appreciation or that the government will offer sops to deal with the effects 
of appreciation, they will have no incentive to prepare for it in advance. When the 
inevitable—exchange rate appreciation—then happens, they will be caught off guard 
and not be able to respond effectively.

Of course, not all exporters can adapt easily, especially the small- and medium-sized 
ones. The medium-term answer is to help them do so, by providing them more flexible 
labor laws, better finance, and managerial support services. In the short run, however, 
there should be a two-pronged approach. Employees of ailing firms could be supported 
directly by whatever safety nets the government deems appropriate (though in a poor 
country like India, it is not clear that the support can be substantial), while viable firms 
can be helped to adapt. Though the consequences are not pleasant, the economic pain 
would be worse, though possibly more widely spread, if the macroeconomic framework 
was held hostage by a small segment of the export sector.

Let us summarize our analysis. The Committee does not suggest a real exchange rate 
appreciation is always a good thing. But to the extent it is an equilibrium phenomenon 
(and the rebalancing of world investment portfolios towards India can be part of the 
fundamentals driving the equilibrium), currency intervention can, at best, smooth short 
term movement. Indeed, if the appreciation pressure is strong, intervention may just 
bottle up the volatility, only to unleash it when intervention stops. The Committee does 
not believe that tried and tested methods of exchange intervention can help preserve 
India’s competitiveness in today’s more open economy.

III. Implications for Management of Monetary Policy

A.   Options for the Monetary Policy Framework

Despite the challenges laid out in the previous section, monetary policy has in the past 
managed to strike a balance between managing inflation and exchange rate appreciation. 
This balance has become increasingly difficult to maintain, resulting in a series of spurts 
of exchange rate volatility as the RBI tries to hold the line on the nominal exchange rate 
until a particular level becomes difficult to sustain, either because inflationary pressures 
mount or sterilization operations become costly and harder to manage. The demands 
on monetary policy in India are going to grow over time and it is important that the 
framework be upgraded to make monetary policy more effective and independent.

What are the options? One is to try and manage the exchange rate more aggressively. 
Indeed, the Committee on Fuller Capital Account Convertibility had recommended that 
the real exchange rate should be maintained within a band. Many observers in fact argue 
that this should be a central objective of monetary policy so that loss of competitiveness 
through real exchange rate appreciation can be avoided. As the discussion in the 
previous section makes clear, this Committee feels that this is not a viable option – even 
if desirable, it is simply not possible to use monetary tools (other than through demand 
management) to control the real exchange rate.

Another option would be to continue with the pragmatic approach, hitherto used with a 
reasonable degree of effectiveness by the RBI. This approach is based on a medium-term 
objective for inflation but involves active management of the exchange rate at certain 
times. It has a certain degree of appeal since it gives policymakers some flexibility in 
their responses to pressures on the exchange rate or on inflation at different times.
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