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🎤
INTERVIEW ANGLE

"When the US Federal Reserve holds or shifts rates, why does the Indian rupee move, and what
room does the RBI actually have, given the impossible trinity, to respond?"

Source: Original editorial ↗ Business Standard

Every fact web-verified against primary sources (https://ujiyari.com/how-we-verify/)

WHY THIS MATTERS NOW

The US Federal Reserve’s June 2026 decision to hold rates ripples outward into global capital flows

and emerging-market currencies, the rupee among them. For an aspirant, this is a GS3 case on monetary-

policy transmission and the impossible trinity (https://ujiyari.com/terms/impossible-trinity/): why does

a decision in Washington move the rupee, and how much room does the RBI really have to respond?

THE CRUX IN 60 WORDS

A held or higher US policy rate widens the interest-rate differential, pulling capital toward dollar assets and

pressuring emerging-market currencies and bond yields. The impossible trinity means the RBI

cannot at once run independent policy, manage the rupee and keep capital fully free. India’s large reserves

and anchored inflation buy room, not immunity. The wise course is flexibility and credibility, not

defending a level.
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THE ISSUE, DECODED

ELEMENT WHAT IT IS WHY IT MATTERS

Fed rate stance US policy rate (June 2026

hold)

Sets the global cost of capital

Monetary

transmission

How Fed moves reach India Rate differentials drive capital flows

Impossible trinity Can have only two of three

policy goals

Forces RBI trade-offs on the rupee

FX reserves India’s foreign-currency buffer Provide room to smooth volatility (https://ujiyari.com/

vocab/volatility/)

THE ANALYSIS: WHY THE FED MOVES THE RUPEE

DATA AND INSTITUTIONS VAULT

the impossible trinity (Mundell-Fleming trilemma (https://ujiyari.com/vocab/trilemma/)), a country can have

at most two of: independent monetary policy, a fixed/managed exchange rate, and free capital mobility.

The actors: the US Federal Reserve (FOMC sets the federal funds rate); the RBI (MPC sets the repo rate

(https://ujiyari.com/terms/repo-rate/); manages the rupee via a managed float). India’s buffers: large

foreign-exchange reserves, inflation targeting (4% +/- 2%), capital-flow management tools.

Transmission channels: interest-rate differentials, portfolio (FPI) flows, exchange rate, bond yields,

imported inflation. Linkage: balance of payments; current-account deficit; rupee depreciation and oil

import bill.

Differentials drive flows. A high US rate makes dollar assets attractive, rotating capital out of

emerging markets.

1

The trinity binds. With a managed float and partly open capital account, the RBI cannot also fix

the rupee freely.

2

India has room, not immunity. Large reserves and anchored inflation cushion shocks but

cannot stop a sharp risk-off.

3

Defending a level is costly. Spending reserves to hold a number is ultimately futile; flexibility

absorbs shocks better.

4
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THE DEBATE

Argument for partial decoupling (https://ujiyari.com/vocab/decoupling/): India’s deep reserves, capital-

flow management and resilient growth mean Fed moves now matter mainly at the margin, giving the RBI real

independence.

Argument for continued vulnerability (https://ujiyari.com/vocab/vulnerability/): A sharp risk-off, a Fed

surprise or a global shock can still trigger fast outflows; the trinity ensures India cannot fully insulate the

rupee, and reserves are finite.

The balanced verdict: India is better placed than most peers, but not exempt. Strength buys

manoeuvre, allowing the RBI to smooth volatility, while the durable policy is flexibility, credibility and

ample reserves, not defending a level.

HOW TO THINK ABOUT THIS (TRANSFERABLE SKILL)

A weak answer asserts the RBI “should stabilise the rupee.” The strong answer asks what must it give up to

do so?, applying the impossible trinity to expose the trade-off (exchange-rate stability versus monetary

independence versus open capital flows). The move, “name the binding policy constraint before

recommending action,” disciplines answers across macroeconomics and external-sector questions.

DIAGRAM-IN-WORDS

Fed holds/raises rate -> wider interest-rate differential -> capital rotates to dollar

assets -> rupee under pressure + yields rise. The RBI faces the trinity: independent policy +

managed rupee + open capital account = pick two. India’s cushion: large reserves + anchored

inflation -> room to smooth, not to fix. The wise path: let rupee adjust flexibly + keep

credibility + deep domestic markets.

THE WAY FORWARD

Maintain ample reserves and prudent (https://ujiyari.com/vocab/prudent/) capital-flow measures to

smooth volatility.

1

Keep inflation anchored to preserve monetary-policy credibility.2

Deepen domestic capital markets so savings are retained at home.3

Let the rupee adjust flexibly rather than spending reserves to defend a level.4
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THE TAKEAWAY BOX

Explain how US Federal Reserve policy transmits to emerging-market economies, and analyse the

constraints the impossible trinity imposes on RBI’s management of the rupee. (250 words)

“The Fed sets the weather; the RBI manages the sailing, India’s strength buys manoeuvre, not exemption.”

impossible trinity (Mundell-Fleming) · US Federal Reserve / FOMC · RBI / MPC · inflation targeting (4% +/-

2%) · FPI flows · managed float · balance of payments.

When the Fed shifts rates, why does the rupee move, and what room does the RBI actually have to respond?

Connects to GS3 PYQs on monetary policy (https://ujiyari.com/terms/monetary-policy/), the external sector and

exchange-rate management; a probable question is the transmission-and-trinity framing above.

static GS3 on monetary policy and the balance of payments; the Karnataka enabling-state and non-tariff-

barriers editorials in this edition.

Sources: Business Standard (https://www.business-standard.com/opinion/editorials), Reserve Bank of India (https://w

ww.rbi.org.in)
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K E Y  A R G U M E N T S  A T  A  G L A N C E

✓ SUPPORTING

⚠ COUNTER

Some argue that India’s deep reserves, capital-flow management and resilient growth have
decoupled it enough that Fed moves now matter only at the margin.

→ WAY FORWARD

Maintain ample reserves and prudent capital-flow measures, keep inflation anchored to
preserve policy credibility, deepen domestic capital markets, and let the rupee adjust flexibly
rather than defending a level.

Shifts in the US Federal Reserve’s stance, including its June 2026
decision to hold rates, reshape global capital flows and emerging-

market currencies, and the mechanism India must watch is
monetary-policy transmission and the impossible-trinity pressure

it places on the RBI’s management of the rupee.

A higher or held US policy rate widens the interest-rate differential, drawing capital toward
dollar assets and pressuring emerging-market currencies and bond yields.

The impossible trinity means the RBI cannot simultaneously hold an independent monetary
policy, a managed exchange rate and free capital flows, so Fed shifts force trade-offs.

India’s relatively strong fundamentals, large reserves, moderate inflation and a current
account in reasonable shape, give the RBI more room than most peers, but not unlimited
room.
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✍️ MAINS ANSWER FRAMEWORK

QUESTION

Explain how US Federal Reserve policy transmits to emerging-market economies, and analyse the

constraints the impossible trinity imposes on RBI's management of the rupee. (250 words)

INTRODUCTION

When the US Federal Reserve so much as holds its rate, currencies from Mumbai to Jakarta twitch. The

June 2026 Fed hold is a reminder that India’s monetary room is shaped partly in Washington.

BODY

The transmission runs through interest-rate differentials and capital flows. When the Fed raises or holds at
a high rate, dollar assets become relatively more attractive, capital rotates toward them, and emerging-

market currencies and bond markets feel the pull, with the rupee depreciating and yields rising unless
offset.

The conceptual frame is the impossible trinity, the proposition that a country cannot at the same time run
an independent monetary policy, manage its exchange rate, and keep its capital account fully open; it can

have at most two. India runs a partly open capital account and a managed float, so when the Fed shifts, the
RBI faces a trade-off: defend the rupee by selling reserves or raising rates (at a cost to growth), or let the

currency adjust (at a cost to imported inflation).
India’s position is comparatively comfortable: large foreign-exchange reserves, inflation within a

reasonable band, a current-account deficit that is manageable, and capital-flow management tools give
the RBI genuine room to smooth volatility rather than be dictated to. That underpins the partial-
decoupling argument, and it has real force.

But room is not immunity. A sharp risk-off move, a sudden Fed surprise, or a global shock can still drive
outflows faster than reserves can comfortably absorb, and defending a level is costly and ultimately futile.

The prudent course is therefore to keep reserves ample, inflation anchored to preserve credibility, domestic
markets deep enough to retain savings, and the rupee flexible, allowing it to absorb shocks rather than

spending reserves to fix a number.

CONCLUSION

The Fed sets the weather; the RBI manages the sailing. India’s strength buys manoeuvre, not exemption,
and the wise policy is flexibility, credibility and deep reserves rather than the defence of a level.
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