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THIS book explains how sterling
came to be accumulated with the
Reserve Bank and examines the
effect of these accumulations upon
Indian economy. Contrary to the
general belief, the author has main-
tained- that, notwithstanding her
sterling assts, India continues to
be a debtor country.

This analysis is followed by an
examination of the possible and
‘the more probable methods by
which Great Britain may proceed to
deal with the question of redeem-
ing the sterling assets. It outlines,
too, a poIicy which, given political
sovereignty, we may pursue with
profit.
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PREFACE

This book is the result of an attempt to examine in some
detail the arguments originally advanced, in brief, in a paper
written for the Pacific Relations Conference, San Fransisco.
The more elaborate investigation has rendered the thesis
clearer; it has, besides, enabled deliberation on issues which,
in the limited space of a paper, either could not be considered
at all or could be only alluded to in passing. -

Chapter | comprises the story, narrated with the aid of
Reserve Bank statistics and statistics published by the Govern-
ment of India, of how sterling came to be accumulated with
the Reserve Bank; it explains, too, that the rupees created
against the sterling assets were entirely inflationary in
character.

Chapters Il and 111 examine the effects on the Indian
economy of the sterling accumulations, Chapter Il dealing
with the distortions produced in the pre-war pattern ofﬁt'he
distribution of income and wealth, and Chapter |11 deallng
with the effect of the sterling assets upon the debtor“creditor
status of the country. Contrary to, what would now seem
to be, the general belief, | have maintained that, notwith-
standing the sterling assets, India continues to be a debtor
country, on income as well as on capital account.

If she is a creditor, it can be only in the. sphere of short-
term capital; which, possibly, except for brief intervals, she
has always been. In fact, debtor countries must necessarily
be short-term creditors in the sense that they must build up
short-term credits abroad through surplus exports in order
to be able to meet debt services as they fall due. And,
if the magnitude of the short-term creditsislarger to-day than
before, since these were acquired only through inflation, but
not through the voluntarily generated (or authoritarian, non-
monetary) savings, the money value of the foreign capital
in India may also be said to have risen in a similar ratio;
so that, even as before, the short-term creditor position would
be insufficient to cancel the long-term indebtedness of the
country, although, to quote Lord Keynes' rather discreet
phrase, the debtor-creditor position, undoubtedly, has been
"shifted" somewhat. The ®*volume of the net indebtedness
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may be less than before, but debtor the country remains
nevertheless. .

Chapter IV is a study of the several possible alternative
methods of financing the United Nations' rupee expenditure;
it gives an estimate of the extent to which the several sources
wer e actually tapped. Chapter V outlines the manner of how
the United Nations' rupee expenditure might have been
financed without recourse to inflation.

And Chapter V1, after examining the various theoretical
possibilities, indicates the more probable methods of how the
sterling assets are likely to be redeemed. It also formulates,
in outline, a policy which we may pursue with profit;
the implementation of this policy, however, requires full
political sovereignty. |f what we have said in this chapter
regarding the ratio of the sterling assets to the British
national output is broadly correct, given willingness on the
part of the debtor to make the necessary sacrifice, there
should be little difficulty in paying off the sterling assets in
the manner, and at the pace, determined by the requirements
of India (and of the other creditors). If, however, in com-
ments on the subject in the British press and also by spokes-
men of British interests in our own country, the difficulties
of redemption have loomed so large it is principally because
our political helplessness (and also that of most of the other
creditors) renders access to less irksome ways of escape
comparatively easy.

In view of my present connexion with the Reserve Bank
of India it is, | think, necessary to state that this book was
completed, and was in the press, before | joined the Bank.
The responsibility for the views expressed, and for the state-
ments made, therein is entirely my own.

B. R. S
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CHAPTER |

ACCUMULATION OF THE STERLING ASSETS

.
I. THEAMOUNT OF THE STERLING ASSETS

The aggregate sterling resources of India fall naturally
under three heads: (1) sterling balances and securities held
by the Reserve Bank; (2) sterling investments and balances
of commercial banks and (3) sterling investments, other than
those covered by (2), held on private account, i.e.,, by com-
panies, firms or individuals. Of these three categories no
statistics are available of the latter two. But the magnitude
of the third would be, doubtless, negligible and that of the
second, though vastly more than the third, would, nevertheless,
be small when compared to the magnitude of the first. In
what follows we shall occupy ourselves solely with the sterl-
ing assets of the Reserve Bank of India.

These assets are principally in the form of 'Sterling Securi-
ties, with a maturity of not more than five years, held in the
Issue Department as part of the cover against the note
circulation, and partly in the form of cash and short-term
securities appearing under the head 'Balances held Abroad’
on the assets side of the Banking Department. Technically
the latter may comprise sterling as well as non-sterling curren-
cies and an enquiry whether, in fact, they contained any
quantities of the latter produced from the Reserve Bank the
most illuminating answer that they ‘include all foreign
balances which the Bank may hold to its credit in the Bank-
ing Department'.® However, that the entire amount of the
balances was only sterling becomes- clear from a comparison
of the statistics published by the Bank and the amounts of
the war-time increases in the 'Sterling holdings of the
Reserve Bank' as given in the Explanatory Memorandum

1. But | must at once add with grateful thanks that the Bank has
been good enough to reply to seyeral of my queries to my complete
satisfaction.



2 ACCUMULATION OF STERLING
accompanying the Government of India budget. The relevant
figures are as under:—

TABLE |

Sterling Assets of the Reserve Bank as given
by the Bank and the Budget
(Crores of Rupees)

A B c D
(ORI -
BE  pEE  za gcd
E S S 5
£ £5 3 oy 2&¢
=k o & - E=
August 19392 .,  59-50 4.44 63.94 64
30 January 1942 .. 248-62 54.77 303.49 307
29 January 1943 .. 355.83 8518 441.01 441
28 January 1944 .. 744.83 132.98 877.81 878
26 January 1945 .. 929.32 374.61 1,303.93 1,304

It will be noted that, except in respect of the amounts appear-
ing against 30 January 1942, the figures in columns C and D
are identical, the sums given in the budget being apparently
corrected to a crore. It follows that the full amount of the
figures under 'Balances held Abroad' in the Banking Depart-
ment comprised sterling. Since the amount in column D
in the exceptional case is more, not less, than the correspond-
ing amount in column C, the same is also,, doubtless, true
of 30 January 1942. Presumably, the Bank held on this date
about Rs. 3 crores worth of sterling under the head 'lInvest-
ments' on the assets side of the Banking Department, which
figure has been, quite naturally, included in column .D.but
not in column B. On the assumption that the foreign balances

2. Average of Friday figures,
3. As given by the Reserve Bank.
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in the Banking Department” are all sterling, the total sterling
assets of the Reserve Bank are as under:—

TABLE Il

Total Sterling Assts of the Reserve Bank
(Crores of Rupees)

A , B C
] Sterling Balances held Total

Average of Friday Securities Abroad in the Sterling

Figures in the Isue Banking AssHts

Department Department (A +B)
1938-39 . 66.95 421 7116
August 1939 . 59.50 3.80 6330
193940 .. 7863 1234 90.97
194041 . 12992 39.32 169.24
1941-42 .. 165-00 4608 211.08
1942-43 . 319.11 75.11 394.22
194344 . 643.52 111.72 755.24
1944-45 .. 863.73 277.28 1,14101

FRIDAY

30 March 1945 . 978.32 38506 136338

24 August 1945 . 1,034.33 461.50 149583

From about Rs. 71 16 crores, the weekly average for the
year immediately preceding the war, the volume of the sterl-
ing assets in the possession of the Bank soon began to move
up at an average rate of over one crore per week. The pace
of their accumulation rapidly accelerated from the second
half of 1941 onwards. On occasions they poured in at a daily

4. Before the war the quantity of sterling in the Banking Depart-
ment was comparatively negligible.  Since the commencement of the
war, however, it began steadily to increase though at a pace fractional
to the rate of increase in the Issue Department. But after the middle
of 1944 the order of the relative expanson of their amounts in the
two departments got reversed, partly as a result the accderated growth
in the volume of the 'Balances held Abroad' but mainly owing to a
material dowing down in the rate of increase in the sterling securities
held in the Issue Department,
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rate of over a crore and latterly at nearly two crores per day.
On 24 August 1945 their amount reached the huge figure of
Rs. 1,495-83 crores or an increase of Rs. 1,432.53 crores over
the amount for August 1939, the month preceding the declara-
tion of war.

The problem of the sterling assets may be examined under
four heads: (1) how did the Reserve Bank come to
accumulate them and at so rapid a pace ?; (2) what have been
their effects upon the Indian economy ?; (3) was a policy of
Sterling accumulations inevitable ?; and (4) what are the
prospects which they hold out for the future? The first
question we shall attempt to answer in the present chapter
and the remaining three, along with the issues arising out of
them, in the five chapters following.

Il. THE Two SOURCES OF THEIR SUPPLY

The question of how the sterling assets came to be
accumulated is easily answered. With the progress of war
the expenditurein India of the Imperial Government increased
at a terrific pace. To begin with, the magnitude of the
expenditure being small, it could be set againg—as was, in
fact done—the amount of the Home Charges, the moneys
annually owed by the Government of India to the United
Kingdom. But when the amount of the Indian expenditure
began to exceed the amount of the Home Charges, the former
could be no longer wholly covered by being debited to the
latter. Though the volume of the Home Charges did steadily
move up it could gather none of the phenomenal momentum
which characterized the growth of the Indian expenditure of
the Imperial Government. In 1940-41, the second year of
the war* itsdf, the latter shot above the former and, as may
be seen from the table below, the amount of the Home Charges
very soon proved to be but a flea-bite when compared to the
volume of the rupee requirements of the Imperial Govern-
ment. The latter was thus confronted with the problem of
finding rupees to meet its Indian bills, the amount of which
was jumping up higher and higher each year at some
geometrical progresson. The Government of India's remit-
tance demand for sterling, in other words, had ceased and in
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TABLEIII

Britilsh Expenditure in India and Home Charges
(Crores of Rupees)

A B C
War Expenditure
Recoverable from _.

the British Home Charges A—B
Government
1939-40 e 4,005 27.07 - 2307
1940-41 . 53.33 30.48 4- 22.85
1941-42 - 193.33 33.28 +160. 06
1942-43 . 337.33 48.97 +288-36

its place there had appeared, on an incomparably larger scale,
a demand for rupees on the part of the British Government.

There was also the question of making payments for the
surplus exports of the country, which, owing to a policy of
curtailing the volume of imports, had materially grown in
size. Though the actual dimensions of the surplus are not
known, in the restricted field of trade in merchandise on
private account, it was steadily moving upwards; as may be
seen from Table IV (p. 15) below it rose from Rs. 41-87
crores in 1939-40 to the peak figure of Rs. 90-94 crores in
1943-44 before it declined again in 1944-45. Payment, in the
final analysis, for the surplus,—whether, in the first instance,
it yielded dollars or other foreign exchange, whether it
represented the British Government's or the British public's
purchases of war materials or goods or whether it was gold,—
had necessarily to be found by the British Treasury. And,
though the bills against it may be presented through the normal
channels of exchange banking, instead of by the Government
of India, in essence, the questions they gave rise to were on
a par with those which related to war expenditure payable

5. The Economist, 26 September 1942, p. 393; the rest of the figures
in the column are from The Eco®omist" 3 June 1944, p. 754.
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through the Government of India. Like the latter here, too,
was a case of finding sufficient rupees for disbursal in India
among those who made the goods or gold available for export.
It was but a question of detail whether the disbursal had to
be made by the Government of India or by a commercial body
engaged in the business of exports.

I, THE MECHANISM OF THEIR ACCUMULATION

The problem, however, was far from a serious one. The
sterling exchange standard had, long ago, provided for its
solution. The Reserve Bank, even as was its predecessor the
Finance Department of the Government, is obliged by law to
issue rupees in India unlimitedly, in exchange for sterling
deposited to its credit at the Bank of England, at the rate of
18 3/ d. per rupee. It has no option or discretion in the
matter, and, among the sterling documents which it can accept
in this manner, British Government securities naturally
occupied the highest rank.

This rendered a solution of the Imperial Government's
problem an exceedingly simple affair. All that the British
Treasury had to do was to keep in readiness the requisite
quantities of the sterling securities and, as necessity arose,
lodge the right assortment of them with the Bank of England
to the credit of the Reserve Bank. On receipt of advice that
this had been done the latter would release to the nominees
of the Imperial Treasury equivalent currency in India and
the time taken for doing so need not exceed that involved in
cabling the advice. It was merely a matter of detail whether
the securities were first credited to the account of the Reserve
Bank or to that of the Government of India and whether the
latter, acting as the agents of the British Government, asked
for the issue of currency against them, or whether the
problem of how best to find the equivalent rupees was left,
as Sir Jeremy Raisman, the late Finance Member, tells us
it was’ to the discretion of the Reserve Bank. The Bank of
England, the Government of India and the Reserve Bank may,

6. Budget spesch for 1943-44.
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indeed, come to any mutual understanding, convenient to
them, on the subject, without in any way prejudicing the
principal fact, namely, that rupees were being raised through
printing sterling securities. The same thing can also be done,
as we shall presently indicate in some detail, by passing on
the securities to the Reserve Bank through less obvious and
more sophisticated devices. They may come into the posses
sion of the Bank in the same manner as sterling representing
the surplus exports of the country, that is, through the normal
channels of the international financial machinery.

It did not, therefore, matter at all what the amount needed
in India was nor the pace at which it was needed. So long as
the printing presses in London and Nasik, the one to produce
securities and the other to produce notes, remained in work-
ing condition, the Imperial Government need be in no diffi-
culties whatever to meet its Indian bills or to appropriate the
surplus exports of the country. |f the harmful consequences
of inflation were not deemed a serious affair in face of the
exigencies of war, and whilst there was still room for currency
expansion, in the sense that the point at which a 'flight from
currency' began had not yet been reached and the danger
of currency collapse was not yet in sight, this method of war
finance could be pursued with perfect abandon. And an
examination of the statistics published by the Reserve Bank
would seem to provide conclusive evidence, as we shall
presently indicate, that this device has been, in fact, freely
employed by the British Government to cover its Indian
expenditure.

IV. WAS THE STERLING LINK THE CAUSE OF INFLATION ?

But it is important to note that the rupee-sterling link
was no more than an instrument for implementing the
Imperial will. It must not be mistaken for the root cause of
the inflationary finance of British expenditure in India, as
has sometimes been incorrectly imagined. One writer, for
instance, has described the link as 'the villain of the piece
as far as the issue of more Indian currency is concerned*,’

7. V. K. R. V. Rao, War and Tndian Economy, 1943, p. 116.
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and has fancied that but for it the British Government wauld
have resorted to non-inflationary alternatives similar to those
adopied in respect of their expenditure in America, némely,
sale of British investments in India, issue of rupee loans, sale
of merchandise and gold and might have limited their com-
mitments to the rupee finance thus made available.®  Indeed,
so deeply convinced is he of the validity of the discovery he
has made that, he has gone to the length of saying that if the
rupee had not been linked to sterling India might have even
got swaraj as Whitehall would have, then, been forced to
instal a national government in New Delhi!° We are told
that, in view of the link, they were not 'equally interested' !*°

One might as well argue that the cause of the present
war or of its continuance was the Bank of England as, in the
absence of it, the British Government would be without a
suitable machinery to help it fill the gap between Revenue
and Expenditure through Ways and Means Advances, the
issue of treasury bills and of Defence Loans of various kinds.
And, as the sinews of war to be raised in this manner
constituted approximately half'! the national expenditure, all
fighting would, then, have to cease or so might the argument
go. But, of course, an Imperial power wanting to declare
war would create a Bank of England if one had not been there
already. Even so the machinery of the exchange standard
would have been brought into existence, in order to enable
Great Britain to inflate Indian currency for making purchases
of Indian materials with, if the Reserve Bank of India Act
had not provided for it in 1934. Germany had taken recourse
to this device in all her conquered territories: the establish-

8. Ibid, p. 154

9. Says Professor Rao: 1 can't help feeling that the Govern-
ment at Whitehall would have realized the need for a national govern-
ment in India and worked for it, (against themselves?), if they had
been directly responsible for finding rupee finance and if the rupee
had not been linked to sterling'. Ibid, p. 155.

'10. Ibid, p. 155

11. In 1944 out of a total expenditure of £5,914 million, as much
as £2,794 million or 47*3 per cent was raised by public borrowing. See
The Economist, 5 May 1945, p. 596. °
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ment of alink of the local currencies to the mark was, in fact,
one of the first acts of the provisional governments established
in the wake of the conquering armies. The link was certainly
not the cause of the inflation imposed by Germany upon the
vanquished countries. It was only, an instrument, a conduit
pipe, for pouring inflationary money into them.

Furthermore, it was not as if the only remaining alter-
natives, to the convenient device presented by the exchange
standard for inflationary finance, were the non-inflationary
methods of the kind pursued by Great Britain in America.
There exist besides several other ways,'> whereby to acquire
goods from political dependencies against paper. Given a
Governor-General and a Council in New Delhi responsible
to the British Government, even assuming an independent
rupee currency, Imperial expenditute in India could still be
met by the expansionary issue of rupees against Indian
treasury bills or from out of Ways and Means Advances
raised from the Reserve Bank. Alternatively notes of the
Bank of England, or a new pattern of notes issued by a
specially created body, may be put into circulation. It was
certainly not necessary that the snapping of the link should
automatically lead to a liquidation of the British Empire in
India or to the appointment of a national government for
presiding over it. In other words, removal of the link would
not remove with it the cause of inflation. For the cause we
must look elsewhere than in the technical mechanism of
linking one currency to another.

V. THEORETICAL CLASSIFICATION OF THE STERLING ASSETS

Theoretically, sterling which may at any time be in the
possession of the Reserve Bank may be classified under one
or the other of two heads. It may represent, in the first place,
the proceeds of the overall surplus exports of the country,
that is, the surplus merchandise exports less the payments
due on the surplus invisible imports including Home Charges

12, For the methods employed by Germany see The Economist,
24 August 1940, p. 249.
2
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plus the net exports of gold or minus the net imports of gold
into the country. The Reserve Bank would be, so to speak,
the natural heirs to India's claims, equivalent to the balances
remaining after this arithmetic, upon the outside world. For,
the emergence of a posjtive magnitude from out of the
arithmetic would imply that the demand of the country for
foreign exchange on account of imports of all kinds has been
met in full. The final balance left behind would merely
represent the surplus available supplies of foreign exchange
over and above this demand. Its owners, therefore, would
be unable to convert it into Indian money through sale in the
foreign exchange market. If they needed rupees they would
have no alternative but to offer it to the Indian currency
authority. And, as the Reserve Bank is not obliged to accept
foreign exchange other than sterling, the residual balance, if
not already in the form of sterling, would first have to be
converted into sterling, through the foreign exchange markets
abroad, before the Reserve Bank may be asked to provide
Indian currency against it. ,

It is clear, therefore, that the final balance remaining
from the surplus exports of the country (merchandise plus
gold) would get itself transformed into sterling and find a
resting place in the vaults of the Bank of England to the
credit of the Reserve Bank. That isto say, the overall surplus
exports of the country may provide one explanation of the net
sterling accumulations with the Reserve Bank. It is, of
course, immaterial whether the surplus exports of merchan-
dise or gold were bought by private individuals abroad or, as
in the case we are considering, aso by the Government of the
importing country. In either case the Reserve Bank would
receive equivalent sterling.

If the amount of sterling accruing to the Bank should
exceed the amount accountable under the first head, the
excess sterling so accruing would represent Imperial or allied
war expenditure in India. There is nothing else from which
it may issue forth. And, so long as the sterling exchange
standard remained in operation and it was not mandatory
upon the Reserve Bank to purchase any currency other than
sterling, and the Bank did not ordinarily do so, it was a
matter of indifference whether' the aggregate of the allied
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and Imperial expenditure was payable by the Imperial
Treasury on behalf of the British and other Governments, as
was, in fact, the case, or whether the allied Governments made
their own independent arrangements, offered by the normal
channels of international banking,* for meeting their Indian
expenditure. In either of these cases there would accumulate
with the Reserve Bank ad hoc sterling created by the British
Treasury.

That this would be so in respect of the British expenditure
in India is clear enough. It is a mere matter of machinery
whether payments were first made in credits at the Bank of
England and the credits so received were converted into
treasury bills or whether the bills themselves were right
away lodged with the Bank of England to the credit of the
Reserve Bank. The Reserve Bank, on its part, would prefer
interest-earning documents to mere book credits and even
if paid in terms of the latter it should seek an early opportu-
nity to convert them, beyond the limit of its day to day cash
requirements, into bills. Probably it has issued standing
orders to the Bank of England to convert sterling accumula-
tions in excess of a certain minimum into treasury bills or
such other interest-bearing securities which the Reserve Bank
Act permits it to hold. And the British Treasury, we should
imagine, would also prefer to meet its Indian obligations in
treasury bills rather than by raising Ways and Means
Advances from the Bank of England, as the cost of the latter
would be more than the cost of the former. Moreover, for
psychological reasons®® it may wish to keep such borrowing
from growing indefinitely. Both parties, therefore, would
readily welcome opportunities to replace cash payments by

13. So long as the amount borrowed from the Bank of England
remained to the credit of the Reserve Bank its effect upon the British
economy need be no more inflationary than the sterling treasury bills
held by the latter. But in view of the inflationary consequences of
Ways and Means Advances, when these latter get transferred to parties
in Great Britain, the natural inclination would be to put a break upon
such borrowing, whenever it may, tend to grow beyond limits. See
R. S. Sayers, Modern Banking, London, 1938, p. 273.
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treasury bills. In actual practice the affairs of the British
Treasury, including the issue of treasury bills and other
Government securities, as well as those of the Reserve Bank,
being both managed by the Bank of England the implementa-
tion of the preferences of the two gets reduced to a smple
process of book entries and sterling treasury bills may be
expected to pile up to the credit of the Reserve Bank almost
simultaneously with the progress of Imperial expenditure in
India.

The same would as hold true of the U.S. and other
allied expenditure. The manner of how it would happen is
somewhat as follows. The demand of the U.S. Treasury for
rupees would bid up the price of the latter in terms of dollars
to the point at which, at the prevailing dollar-sterling exchange
rate, it would become worth-while first to acquire sterling,
either against dollars or by shipping gold to London, and
obtain rupees from the Reserve Bank in return for sterling
thus acquired. Since the rupee is on the sterling exchange
standard and the Reserve Bank is not obliged to issue rupees
except againg sterling, the U. S. Treasury would be unable
to demand Indian Currency by offering dollars or gold** to the
Reserve Bank directly. It would perforce have to look to
London, not Bombay, for a solution of its rupee exchange
problems. And, as under Defence Regulations, all foreign
exchanges and gold accruing in London would be taken over
.by the British Treasury, it becomes at once clear that it would
be the Bank of England which, acting as agents to the
Treasury, would arrange to meet the U.S. demand for rupees
by offering sterling treasury bills to the Reserve Bank
equivalent to the dollars or gold received by the British
Exchange Control. In other words sterling will come to be
accumulated with the Reserve Bank against U.S. and allied
expenditure in India.

But, rather than settle down to a solution of this problem
in this circuitous manner, through the normal machinery of
exchange banking, both Treasuries would, probably, find it to

1% Thee is no posshility of god beng ofered beaue iR
datutory price is but a fraction of the market price,
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their mutual advantage.to arrive at some agreed procedure*
whereby dollars are exchanged for sterling treasury bills and
the latter for rupees more directly. To the U.S. Treasury
such an arrangement would be not only less troublesome and
a saving of time but also less expensive.as, by avoiding a
scramble for rupee exchange, which must ensue upon the
U. S. Treasury bhidding for it in the open market, it would
be able to obtain rupees at a more advantageous rate. It
would suit the requirements of the British Treasury as well
because it would enable the lattér to pay for the dollars in
treasury bills directly instead of having to do so, at first, from
the proceeds of Ways and Means Advances, which it may
have to do when the dollars come into its possession through
the exchange market. Moreover, it would help to prevent
unnecessary shipping of gold between New York and London.

It is not necessary, however, that all the sterling
paper in the possession of the Reserve Bank should be
presented to it by the British Treasury directly. Some
may, without any prejudice whatever to the central principle,
just as well come into its hands indirectly through the
intermediary of the banking system. The exchange banks in
India, for instance, may discount or otherwise acquire bills
drawn on a British Government department representing
British official purchases of Indian exports,®™ or the British
or allied expenditure in India. They may also take over the
bills drawn on a British Government trading firm such as
the U.K.C.C. against goods supplied to Russia or to the Middle
Eastern countries. Though payment for the goods would be
received in the currencies of the countries concerned the bills
against the exports will be drawn on ‘London and will be
payable in sterling. - They would, then, be presented to the
bankers of the British Treasury, the Bank of England, for
encashment and sterling thus received may be offered to the

14. An agreement, in fact, exists between the British and American
Governments on the subject, whereby dollars are paid to the British
Treasury in return for rupees provided in India againg sterling passed
on to the Reserve Bank. See Budget speech for 1942-43, p. 12.

15. The Ministry of Supply, the Ministry of Food, the Anglo-
American Purchasng Commisson ,and the United Buying Organiza-
tiocer for ingance, make direct purchases pf their requirements from
India.
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Reserve Bank at its weekly tenders in return for rupees with
which to purchase more-bills of the same kind. The Reserve
Bank may thereupon direct the Bank of England to acquire
treasury bills with the sterling thus come into its possession.
The same may also happen in respect of Indian exports sold
to the British public.

It isclear, therefore, that the entire amount of the sterling
assets in the possession of the Reserve Bank, whether they
belong to the first or to the second head of our classification,
forms part of the Indian contribution to the Imperial war
effort. Sterling belonging to the first category tells the tale
of the surplus exports of the country or their proceeds having
been placed at the disposal of the British Government, while
sterling falling under the second category is evidence of the
goods and services passed on to it for use in India.

. Sterling presented to the Reserve Bank need not neces-
sarily result in an equivalent expansion of currency or credit
in India, though, this is an obvious method of how rupees can
be provided to the holders of sterling; it is quite possible to
convert sterling into rupees without adding to the Indian
monetary circulation. The Bank may, for instance, reduce its
holdings of rupee securities by releasing them in fhe market or
by allowing rupee treasury bills to mature into cash without
being replaced by fresh treasury bills and provide in this
manner the rupees demanded against sterling. In this case
the monetary circulation will remain unchanged; only rupee
securities in the possession of the Bank will fall by an amount
compensatory to the rise in the volume of the sterling assets.

VI. THE RATIO BETWEEN THE ASSETS REPRESENTING SURPLUS
EXPORTS AND WAR EXPENDITURE

We shall now proceed to examine the figures of sterling
accumulations with the Reserve Bank with a view to seeing
how far the foregoing analysis applies in actual fact. In this
task statistics of the balance of payments, the overall surplus
e'xports of our definition, if available, would have been
exceedingly helpful. But they have never been available in
a form which would satisfy our requirements. Even the
figures of 'visible balance of ag:counts', which covered but a
limited range of the international balance sheet of the coun-
try, ceased to appear in the Reserve Bank's annual Reports
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on Currency and Finance from 1938-39 onwards, in order,
probably, to prevent the enemy from gaining useful informa-
tion. We have also been deprived, may be for the same
reason, of information regarding imports and exports of gold
from 193940 and after. The Reserve Bank and the Govern-
ment of India,*® however, have provided full information
about the purchases of sterling by the Bank in the open
market snce the outbreak of war, the amounts of sterling
presented to it by the British Government and the manner
of how the aggregate volume of it"was disbursed. This would
seem to make good the absence of data regarding the balance -
of payments. The relevant figures are as under:—

TABLE 1V

Acquisition of Sterling and its Disposal by the Reserve Bank
(Crores of Rupees)
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1939-4017 .. 86 16 102 24 78 41.87
1940-41 . 76 43 119 17 2 41.99
1941-42 . 8 201 29 159 140 . 79.90
1942-43 . 122 310 432 205 27 84.25
1943-44 .. 140 365 505 71 434 90.94
1944-45 . 122 7 479 61 418 26.08
Total . B4 1292 193 637 129 36503

In the above table we may presume that the figures in
column A, sterling purchased by the Reserve Bank, represent
the surplus exports (merchandise plus gold) of the country.

16. The latter in the Explanatory Memorandum to the General
Budget . .
17. From September 1939 to March 1940.



16 ACCUMULATION OF TSTERLING

This presumption is supported by the fact that no part of
it was demanded by the market back again.® Sterling was
sold by the Bank only to the Government for purposes of
repatriation or for meeting its other sterling commitments
(column D). Apparently they are the balance remaining of
the proceeds of exports after meeting all liabilities, on
private account, of the visible as well as the invisible items
of trade. If so these figures may be said to fall under the first
head of our classification. Figures under column B are,
clearly, payments in final settlement of the Imperial and
allied war expenditure and would, consequently, belong to
the second category of our _classification.

At first sight it might seem somewhat strange that the
amounts of the surplus exports as shown in column A should
exceed the amounts of the merchandise balance of trade as
given in column F of the table. Seeing that part of the
mer chandise balance would be always cancelled against the
invisible liabilities of the country, the more reasonable
expectation would be that the latter figures should be larger
than the former. But the explanation would seem to be that
the merchandise balance of war years is devoid of its normal
significance. For it relates merely to transactions on private
account. It does not include 'transactions on Government
account for Defence purposes,’® the magnitude of which, is,
doubtless, considerable. If to the published figures are added
the surplus ensuing from the latter group of transactions as
well, the oddity attending a comparison of the figures in
columns A and F may disappear. Further, column F does
not include figures of the balance of trade in gold and silver
bullion. In 1939-40, for instance, the last year for which
statistics on the subject wer e published, the credits on account
of surplus gold exports amounted to Rs. 44.64 crores. Similar
additions would have to be made to the amount of the balance
of trade for 1940-41 also. For, as the Bombay price of gold
during the year had not yet departed from the parity price®
converted into rupees at the official exchange rate, we niay
presume that gold continued to be exported too during

18. See Report on Currency and Finance, 1944-45, para 24, p. 39.
19. Budget for 1943-44, p. 115.
20. See p. 80 below.
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1940-41.2* Moreover, it is possible that, taxation of war profits
and income in India being at lower rates than in the United
Kingdom, the Indian earnings of residents in the latter coun-
try may have been reinvested in India on a larger scale than
before the war, thereby leaving in.the hands of the Reserve
Bank a larger share of surplus éxports in the shape of sterling
than had been the case hitherto.

During 1939-40 and 1940-41, it will be noted fromtablel V,
the amounts of sterling taken over by the Government
of India for repatriation and other purposes (column D)
exceeded the amounts paid into the Bank on account of
recoverable war expenditure. We may, therefore, conclude
that sterling, which remained behind with the Bank during
these years, comprised only part of the proceeds of the surplus
exports of the country. It contained no element of the
second factor, that is, sterling representing British war
expenditure in India. What was given of the latter by the
one hand was, so to speak, taken away by the other.

During the following three years, however, the opposite
was the case : official receipts of sterling during the years were
in excess of sterling appropriated for redemption of debt and
for liquidation of the other sterling commitments. Clearly,
therefore, sterling which remained in the possession of the
Reserve Bank at the end of these years was compounded of
sterling of both classes of description. The entire amount
of sterling of the first variety and part of the sterling of the
second variety may be said to have been left unused.

This way of looking at the matter is only appropriate
because employment of sterling in the possession of the Bank
for repatriation and other official purposes amounts, in effect,
as we have explained elsewhere,® to meeting the payments
due to India on account of recoverable expenditure by can-
celling the sterling debt and other sterling liabilities of the
country. During 1941-42, for instance, His Majesty's Govern-
ment paid into the Reserve Bank Rs. 201 crores of sterling

and the Government of India utilized Rs. 159 crores of it to
. ]

21. That gold, on balance, was exported during 1940-41 is admitted
in a chance remark made in the Report on Currency and Finance,
1943-44, p. 28 (lagt para.).

22. Chapter 1V, pp. 8586 beow,

3
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redeem its sterling obligations. In effect this comes to the
same thing as saying that, in final settlement of the
recoverable expenditure, the British Government paid to the
Government of India Rs. 42 crores in ad hoc sterling and
Rs. 159 crores in documents of the latter's own indebtedness
to Great Britain. On this reasoning of Rs. 140 crores of
sterling, which was added to the sterling portfolio of the
Reserve Bank during the year, we may with justification say
that Rs. 98 crores belonged to the first category of our
classification (surplus exports) and the rest, Rs. 42 crores, to
the second (war expenditure). In 1939-40, on the other hand,
as the Government of India utilized Rs. 24 crores of sterling
for repayment of debt while only Rs. 16 crores worth of the
currency was received from the British Government, Rs. 8
crores were drawn upon from sterling receipts under the
head of surplus expqrts after exhausting the full amount of
the receipts under the second head, so that, the entire volume
of sterling which remained with the Bank at the end of the
year (Rs. 78 crores) belonged only to the former category.
If this line of argument is correct, the two-fold classification
of sterling in the possession of the Reserve Bank would be
as follows:—

TABLE V

- Classification of the Sterling Assets of the Reserve Bank
(Crores of Rupees)

A B C D E
()]
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19394023 .. 18 p 78 10000 -
1940-41 w2 — 2 100.00 —
1941-42 . o8 a2 140 70.00 3000
1942-43 V) 105 27 53.74 46.26
1943-44 . 140 2% 4% 32.26 67.74
1944-45 122 2% 418 29.19 70.81
Total .. 562 737 129 43.26 56.74

23. September 1939 to March 1940.
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It will be noted that the proportion of the sterling assts
of the Bank representing surplus exports has been continually
on the decline, from 100 per cent in 1939-40 and the following
year to 29.19 per cent in 1944.45, while the portion of it
representing British war expenditure in India during the
same period has been correspondingly on the increase, from
0 to 70.81 per cent. Since, in the final analysis, both cate-
gories of sterling come to one and the same thing, namely,
that they represent alike I ndian contribution to Imperial war
needs, the shifting of emphasisbetween them is, however,
without any real dgnificance. It merely indicates that the
contribution made by providing goods and services for use
of the British fighting services within the Indian frontiers has
galloped faster than the contribution in the shape of surplus

exports. The more material point isthat the amounts of both
have been on the increase.

VIl. How RUPEES WERE PROVIDED AGAINST STERLING

There now remains to examine the manner of how the
Reserve Bank provided rupee equivalents to sterling which
was finally retained by it and tables VI, VII and VIII below
would seem to give us strikingly precise information on the
subject. The tables have been compiled from the Annual
Reports on Currency and Finance and the monthly Statisti-
cal Summary published by the Reserve Bank. Table VI
relates to the Issue Department, Table V | | to the Banking
Department and Table V111, which brings together the results
of Tables VI and V| |, views the position with regard to the
Bank as a whole. In constructing Table V | | the amounts of
'Other Liabilities', which are made up of Various amounts
held in suspensg principally transactions in transit between
the offices of the Bank and profits for distribution to share-
holders and Government,* have been dropped and equal
sums have been deducted from the assts sde.  As this item,
which does no more than add to the magnitude on either sde

24. J. B. Taylor, Functions and working of the Reserve Bank of
India, 1941, p. 56.



TABLE VI

Progressive Increase® (+) or Decrease (—) in the Sterling and Rupee Securities, the Note Issue and
the Coin Reserve in the Isue Department

>

e

(Crores of Rupees) o

[

A B C D E F =

Total &

Sterling Rupee Total Rupee Note Currency

Securities Securities, Securities Coins Issue * Issue -

(E-D) o
" 1939.40 + 5400 + 605 .+ 6005 -15.07 + 4498 + 60605
(+ 50.00) (+ 1005) (+ 6005) (-15.07) (+ 44.98) (+ 6005)
1940-41 -11.26 + 4953 + 3827 -21.23 + 17.04 + 3827
1941-42 +110.61 + 4838 +158.99 718 +151.81 +158.99
1942-43 +208.86 + 38.21 +247.07 -13.02 +23405 +247.07
1943-44 +358.12 -116.14 +241.98 - 225 +239.73 . +241.98
1944-45 +198.49 - 049 +198.00 + 182 +199.82 +19800

Total +918.82 + 2554 +944.36 -56.93 +887.43

+944.36

25. From lagt Friday of March.
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of the balance sheet, is clearly unrelated to the phenomenon
of credit creation or exchange transactions, its elimination
would take away from the balance sheet nothing whatever of
significance from the standpoint of our requirements. On
the other hand there has resulted from this step material gain
in clarity. For, as we shall prese'ntly see, it has helped to
throw up the relevant elements in the situation in their right
per spective.

From Table VI we see that, during 1939-40, the Issue
Department received Rs. 60.05 crores worth of securities, of
which Rs. 54 crores were sterling securities and the rest
(Rs. 6*05 crores) rupee securities. In return the department
issued equivalent currency, Rs. 44-98 crores in notes and
Rs. 15-07 crores in coins. It follows that against sterling
passed on to the Issue Department, during the year, the full
amount of the rupees was provided by currency expansion.
In respect of Rs. 14-06 crores worth of sterling, which was
retained in the Banking Department, the position, however,
seems at first sight to be slightly different. For Table V11
indicates that the rupee equivalent of sterling presented to
the department was found, Rs. 8.97 crores in deposits,
Rs. 4.45 crores in notes and coin and the rest, Rs. 64 lakhs,
by the sale of investments to the public.

But it would be a mistake to imagine that of the aggregate
sum of Rs. 68-06 crores of sterling received by the Bank
during the year a portion (Rs. 64 lakhs) was exchanged for
rupees through the device of reducing its non-sterling assets,
only the balance being met by monetary expansion. The
correct situation is revealed by Table VIII, which views the
affairs of the two departments together. It shows that the
non-sterling assets of the Reserve Bank increased, instead of
the opposite, although the increase was, naturally, lower by
Rs. 64 lakhs than the figure of the increase in the Issue
Department. It will be seen, too, that Reserve Bank money,
made up of notes, coins and credit, was created to the full
extent of the increase in the sterling as well as the non-
sterling assets of the Bank (Rs. 73.47 crores). That is to say,
the entire quantity of rupees provided in return for sterling
presented to the Bank, during 1939-40, was found through
monetary expansion; no part,of it was raised through the



TABLEVII
Progressive increase® (-+) or Decresse (—) in the Sterling Assets, Total Deposits, Notes and Coin, and Investments
and other Asdts in the Banking Department
(3Croes of Rupees)

Ay B, c, Dy E, . g

) - Investments F, <

g Assts . 3

[y
.1939-40 . + 14.06 + 897 - 445 + 1342 - 064 + 1406
' (+ 18.06) (+ 897 (- 445 (+ 1342 (- 4649 (+ 1406)
1940-41 .. +13.76 + 2317 - 206 + 2523 + 1147 + 1376
1941-42 .. — 696 - 027 - 058 + 031 + 727 - 69
1942-43 .. + 5205 + 2427 + 057 + 2370 - 2835 + 5205
1943-24 .- +78.89 + 7916 + 09 + 7820 - 069 + 7889
1944-45 ..  +218.83 +225.63 - 121 +226.84 + 801 +218.83
Total .. +370.63 +360.93 - 677 +367.70 - 293 +37063

26. From lagt Friday of March.
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sale of securities to the public. The mischievous illusion to
the contrary was only a by-product of the separation of the
two departments of the Bank.

That this is so may be easily sen. For, if the die of
chance had chosen to cagt differently and Rs. 50 crores of
sterling alone, for instance, had bech transferred to the Issue
Department, the rupee securities in it had gone up by Rs. 4
crores, the .investments in the Banking Department had fallen
by an equal amount and the rest of the magnitudes in either
department had remained unchanged, the various eements
would have been as indicated in brackets under the actual
figures for the year 1939-40 in Tables VI and VI | above. An
impresson may, then, be created that as much as Rs. 4.64
crores of money was found by the non-inflationary method of
the sale of securities, though the position, in the aggregate, as
indicated by Table VIIl, would be unaltered. In other words,

Table VIII

Progressive increase”” in the Sterling Assets, Reserve Bank Money,
and Investments and Other Assets of the Reserve Bank

{Crores of Rupees)

a 3 Y 8
Rupee
; Securities : Reserve
- Sterling and other Bank
(A hos  Rue oa+f Money
! Assets (F4-Dy)28
(B + E;)28
1930-40 .. + 6806 + 541 + 7347 4- 7347
1940-41 . -+ 250 + 6100 + 6350 4- 6350
1941-42 .+ 10365 + 5565 + 15930 + 159.30
1942-43 .+ 26091 + 9.86 + 270.77 4- 270.77
1943-44 .+ 43701 -116.83 4- 32018 4- 32018
1944-45 .+ 41732 + 752 4- 42484 4- 42484
Total .. +1,289.45 + 2261 4-1,312.06 +1,312.06

27. From last Friday of March.
28, The letters relate to columns in Tables VI and V11.
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separation of the accounts of the two departments is eadly
capable of creating incorrect and illusory pictures of the real
situation. What, in fact, had happened in 193940 was,
probably, that Rs. 64 lakhs worth of non-sterling assets were
transferred from the Banking to the Issue Department,
equivalent cash received in exchange from the latter by the
former being passd on to the parties who had presented
sterling to the Bank. While leaving unaffected the aggregate
volume of assts with the Bank as a whole, this produced the
result of lowering their magnitude in the Banking Depart-
ment from which, as we saw, followed the incorrect impres-
son reviewed above.

What we have said regarding 1939-40 applied aso to
1942-43. During the year, though the non-sterling invest-
ments in the Banking Department declined by Rs. 28-35
crores, this was more than neutralized by a rise of Rs. 38.21
crores of rupee securities in the Issue Department so that,
on balance, looking to the Bank as a whole, this dass of
ases increased by Rs. 9-86 crores. And as Reserve Bank
money increased by the full amount of the increase in the
sterling and the non-sterling assts of the Bank (Rs. 270.77
crores), sterling may be said to have been converted into
rupees wholly through the method of monetary expansion.
The same was the case during 1940-41, 1941-42 and 1944-45.
No part of the rupees demanded during these.years was
provided by withdrawing moneys from circulation. Since,
during these years, the rupee securities and other rupee
investments in both departments moved upwards, instead of
in opposte directions, this becomes clear when we view the
balance sheets of the two departments separately as well as
together. And, except for 1944-45 when payment in book
credits (about Rs. 218-83 crores) exceeded somewhat pay-
ment in notes (Rs. 199.82 crores), the expansionary issue of
money presented to the holder's of sterling was mainly in the

shape of the issue of paper currency and partly in the form
of coins and deposits.

The year 1943-44 stands out apart from thé rest of the
war years. By now the Government had abandoned the plea,
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which it had been advancing with force for some time,?® that
monetary expansion in India was not inflationary in character
and had begun to admit openly that the issue of rupees against
sterling for the finance of Imperial and allied expenditure
had inflationary effects® It had .also started taking active
measures such as increased taxation, sales of gold and
campaigns for saving, to mop up the surplus purchasing power
from the pbckets of the public. The results of these measures
necessarily had their effects upon the currency expansion of
the year : for the first timein several years there was not only
no inflation against rupee securities, but it became possible
to meet a fair proportion of the demand for rupees on the
part of the British and allied Governments from out of the
funds collected by the anti-inflationary programme of the
Government of India. The sterling assets of the Reserve Bank
increased during the year by Rs. 437.07 crores (Rs. 78.89 in
the Banking Department had Rs. 358.12 crores in the Issue
Department) btft Reserve Bank money increased only by
Rs. 320.18 crores. The balance of the amout, Rs. 116.83
crores, was realized through reducing the non-sterling assets
of the Bank, Rs. 116.14 crores of rupee securities from the
Issue Department and Rs. 69 lakhs of rupee assets from the
Banking Department.

The actual process of how this happened is, probably,
somewhat as follows. Of the sterling received by the Reserve
Bank, during the year, Rs. 310 crores worth came from the
British Treasury;®! against this the Bank had to issue rupees
to their Indian agents, the Government of India. The latter,
however, had been able to collect in the course of the year,
through the issue of loans and post-office savings, sums in
excess of its own requirements, as distinct from its commit-
ments on British and allied account, the magnitude of which

29. The Finance Member in his Budget speech of February 1943
(p. 21) dismissed all charges of inflationary finance as being the
"result of confusing cause and effect” and of "misrepresenting” certain
"elementary facts'.

30. See Budget speeches for 1944-45 (p. 14) and 1945-46
(pp. 14-15).

»
31. See Table IV, p. 15 above.
4
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we may guess was about Rs. 116-83 crores. To this extent,
therefore, it was willing to utilize the payments owing to it
from the Reserve Bank for a cancellation of documents of
its indebtedness such as treasury bills in the possesson of
the Bank. This having been done, expansionary creation of
money was necessary onl'y for encashing the balance of its
agoregate sterling receipts, Rs. 320-18 crores.

The reduction in the non-sterling assgts effected during
the year did not, however, wholly neutralize the volume of
the increase in such assts, which had taken place during the
war years, so that, looking back to this period as a whole,
we are not in a postion to say that any portion of the war-
time sterling receipts was exchanged for rupees through non-
inflationary methods. From Table VIIlI we find that there
was a net increase of Rs. 22.61 crores in the rupee invest-
ments and other rupee asts of the Reserve Bank as between
March 1939 and March 1945 and the total volume of Reserve
Bank money created during the interval was in excess of the
accruals of gerling by this amount. The entire quantity of
rupee currency issued againgt sterling during the period was,
therefore, expansionary in character.

VIIT.  SUMMARY

To summarize: The net sterling accumulations with the
Reserve Bank, which we may call S, are compounded of two
dreams, namely, the proceeds of the overall surplus exports,
which wemay call E, and Imperial and allied war expenditure
in India other than the cog of purchases meant for export
(which would be covered by E), which we may call I. E
would be made up of three elements: dollars and other
foreign exchange received in payment of the surplus exported
to countries outside the sterling area, Indian gold and

materials purchased by the British Government directly and
" receipts on the sale goods to the British public and the sterling
area countries. The entire amount of the receipts under the
three heads would accrue to the British Treasury and the
Reserve Bank would get in exchange sterling treasury bills.
The magnitude of | is a measure of the goods and services
acquired by the British Government from the Indian economy
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for use, within India, of her own and the allied fighting
services. Asin respect of surplus exports, the dollar exchange
accruing under this head, (representing U.S. expenditure),
would be appropriated by the British Treasury. So far as
India was concerned the entire amount of | may be, there-
fore, said to represent British expend|ture as it was from
Great Britain, not the U.S.A. or other allies, that we have to
receive payment for it. The latter would make payments to
the British Treasury, not to us. .To call it British and allied
expenditure is thus, from this standpoint, somewhat of a
misnomer. From September 1939 up to 31 March 1945 the
magnitude of E was Rs. 562 crores and that of | Rs. 737
crores (Table V).

During 1939-40 and 1940-41 the amounts of the rupee
expenditure of the United Kingdom could be met from out
of the Home Charges, which we may call H, (by asking for
their payment in rupees instead of receiving them, as usual,
in sterling) and from out of the rupee credits resulting from
the repatriated sterling debt and other sterling obligations of
the Government of India, which we may call'D. During the
same years a part of the overall surplus exports (Rs.8 crores
in 1939-40 and Rs. 74 crores in 1940-41) was redeemed from
out of D (Table V). But no offsetting arrangement of this
kind was done in respect of the balance of the exports during
these two years and the whole of the surplus exports during the
following three years. With regard to war expenditure, how-
ever, a part was always met from out of Home Charges and
through the repatriation of sterling debt. During 1943-44 and
1944-45, as we shall see in a later chapter, a part was also
met from the proceeds of the sale of British and allied gold,
which we may call G. For the rest, to raise the rupees
required, recourse was had to the easy device, provided by
the sterling exchange standard, of inflating the Indian currency

by offering equivalent sterling treasury bills to the Reserve
Bank.

Though sterling accruing to the Reserve Bank issued
forth from surplus exports and the United Nations' war
expenditure, the full amount of either did not come into or
remain in its possession. What remained with the Bank
constituted only a part of the aggregate. Since the whole of the
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overall surplus exports was taken over by the British Govern-
ment, either in the form of goods directly or in the form of the
proceeds of their sde, and was utilized for the furtherance
of its war effort, the entire amount of the rupee payments
which they involved must be reckoned to form part of the
British war expenditure in India. The aggregate amount of
the British and allied rupee expenditure, which we may call
W, would, then, be equal to the sum of | and E. And the
relationship between W and the sterling assets actually in
the hands of the Reserve Bank would be as in the equations
below:—

W=S+D+G+H . (1)

In a later chapter, when we have estimated the value of
G and have collected fuller information regarding the
magnitude of D, we shall attempt to evaluate these symbols
(Table X X1V). Meanwhile, a glance at Tables |11 and |V
indicates that the published figures of British war expenditure
in India fall short of the amounts which would result from
equation (1) above. Thiswould seem to be so mainly because
the latter does, and the former does not, include payments for
Indian exports acquired through the normal channels of trade
or through agencies such as the U.K.C.C.



CHAPTER 11
THEIR COST TO THE INDIAN ECONOMY
I. THE TWO-FOLD ASPECTS OF THE PROBLEM

The effects on the Indian economy of the phenomenon of
sterling accumulations may be considered in its two separate
aspects: (1) the effects on the debtor-creditor status of the
country in relation to the outside world or the external
aspect and (2) the effects on the distribution of income and
wealth within the national economy or the internal aspect.
We shall examine the internal aspect in the present chapter
and the external aspect in Chapter 111.

II. INFLATION AGAINST RUPEE AND STERLING ASSETS

The effects on the distribution of income and wealth are
the outcome of the inflationary issue of money against sterl-
ing. Though Reserve Bank money of an expansionary
character was created also against rupee assets, the proportion
of the latter, as may be seen from the table below, soon
declined. It fell to 34 -93 per cent in 1941-42 from the high
water mark of 96-06 per cent, which it had reached in the
previous year. In 1942-43, the issue of additional moneys
against rupee assets remained at 3-64 per cent of the total
and was as low as 177 per cent in 1944-45. The greatest
part (Rs. 116.83 crores) of the aggregate volume of the rupee
paper (Rs. 140.44 crores), however, was cancelled during
1943-44 and there remained, with the Reserve Bank, as a
result, only Rs. 22 « 61 crores worth of these assets at the close
of March 1945. That is to say, except for this amount, which
represented but 1-72 per cent of the aggregate monetary
expansion, Reserve Bank money issued for balancing
Government budgets, Provincial and Central, may be said to
have been wiped out. And the situation, to-day, is that of
Rs. 1,312.06 crores of the war-time monetary expansion as
much as Rs. 1,289.45 crores or 98.28 per cent, represents
inflation executed for the benefit of the British Treasury, the



TABLE IX
Monetary Expansion (-+-) or Contraction (—) Against Sterling and Rupee Assets of the Reserve Bank

(Crores of Rupees)

A B C D E F .
wn
Sterling Government Total Reserve A as a C as percenta e—i
Rupee Rupee Bank percentage P 9

Assets 1 of D —

Paper Assets Money of D . (o)

~ _ ;

1939-40 . + 6806 4- 7.60 + 541 + 7347 91.64 7.36 m
1940-41 . + 250 4- 60.22 ~+ 61.00 + 63.50 3.94 9606
1941-42 . + 103.65 4- 52.37 + 55.65 + 159.30 6507 - 34.93
1942-43 . + 260.91 4- 12.70 + 9.86 + 270.77 96.36 3.64
1943-44 .. +437. 01 -110.13 -116.83 4- 32018 136.49 —_
1944-45 . +-417.32 + 755 + 7.52 + 424.84 98.23 1.77

Total e +1289.45 + 2131 + 2261 + 1312.06 98.28 1.72 g

Q

1. Including Rupee Securities in the Issue Department, Loans, Advances to Governments, Investments. and
Bills Purchased and Discounted in the Banking Department. It has been presumed that Investments do not include
sterling securities and that Bills Purchased and Discounted are all rupee treasury bills, which is, probably, the case.
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share of the State in India being somewhat under Rs. 1-12-0
per cent. And, since an amount of Rs. 22.61 crores of
additional moneys, spread over a period of six years, would
have produced no visible consequences of any significance on
so vast a country, the effects of t.he war-time inflation in

India may be all put down to sterling accumulating with the
Reserve Bank.

I, THE IMPACT OF INFLATION UPON PRICES

In so far-as appropriation for war purposes of the men,
materials and things, at the expense of the civilian sector of
the economy, is concerned, inflationary finance may be said
to be indistinguishable from finance through loans and taxa-
tion. Under both systems alike the civilian part of the
population would be deprived of a portion of their share of
the consumption goods and services as well as of the means
of producing them. The difference between the two would
appear only in the matter of the methods of acquisition.
Under the system of taxation cum loans the government
would first transfer to itself purchasing power from the
pockets of the people and appropriate, therewith, the things
it required from the market. Public expenditure, under these
conditions, would be taking place only in substitution of
private expenditure on capital and consumption goods and
the government may be said to be merely taking possession
of what the public went without in order to be able to pay
taxes and to subscribe to loans. As the aggregate volume of
money flowing into the market would remain unchanged,
apart from variations which may take place in individual
prices, the general price-level would remain constant.

In a regime of inflation, however, public expenditure
would be in addition to, not in replacement of, private
expenditure, to the extent fresh moneys have been created in
favour of the government. Appropriation by it of the things
required for the prosecution of war would be effected through
the device of outhidding the public with the aid of the
inflationary funds, in its possession, that is, by offering higher
prices than the public can generally afford to pay. The money
stream flowing into the market, in other words, would be
larger than before and the prlice-level as a whole would rise



Index Numbers of Wholesale Prices2 (August 1939=100), Cost of livings(July 1933-June

TABLE X

1934=100), Security

Prices’ (1927-28=100) and Reserve Bank money (1938-39=100).
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1939- 40 127.2 118. 84 123.84 131. 34 125.4 108 111.7 131. 4
1940-41 108.6 121.4 113.4 1200 114.8 114 117.4 157.3
1941- 42 123.6 146.2 132.0 154.0 136.4 128 129.0 223.8
1942-43 165.3 165.5 165. 4 188.9 170.2 174 138.6 337.2
1943-44 270.6 184.9 233.3 251.7 231.2 237 182.2 4711

2. Office of the Economic Adviser to the Government of India.
3. Labour Gazette, Bombay.
4. Seven months ending March 1940.
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in addition to such changes as may take place in individual
prices- The table on p. 32 above conveys an idea of the
impact of inflationary finance upon the Indian economy.

From the table we find that the prices of all classes of
goods have risen, to a lesser or larger extent, with the pro-
gress of inflation. Excepting the prices of raw materials and
of securities, which have risen only by about 80 per cent,
the rest of the prices in the table have all registered a rise
of over 130 per cent as compared with* August 1939. Whilst
this is bad enough, it does not, perhaps, depict the real situa-
tion with sufficient downrightness. The indices in India, as
in certain other countries similarly placed, are somewhat
unreal inasmuch as they are calculated, in cases where con-
trols apply, on the basis of official prices which, being but
imaginary, all too often, bear no relationship whatever to the
prices actually ruling in the market. If the latter had been
taken into account the picture emerging would be vastly
worse. In particular the cost of living has multiplied several
times and not merely by 137 per cent as the table above
might indicate. The fact that the price indices have been
tampered with would seem to provide the principal explana-
tion of the disparity between the rate of their increase and
the pace of acceleration of the monetary circulation as shown
in the last column of the table.

IV. DISTORTION IN THE PATTERN OF DISTRIBUTION

The rise in prices has brought about a ruthlessly regres-
sive distortion in the peace-time pattern of the distribution of
income and wealth. No doubt the level of wages, especially
that of industrial workers, has generally risen during the
period under review. But, as is only inevitable under a
regime of inflation, the rise is far from commensurate with
the fall in the value of money: whilst monetary circulation
was being added to at the rate of about a crore per day,
wages can never succeed in fully catching up prices even if
they should be capable of revision more frequently than is
usual. And the dearness allowances paid, when viewed in the
background of the mounting cost of living, seem but tokens
of sympathy and goodwill of “the enlightened employers, if
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they were not granted as concessions to public opinidn or to
the agitation of trade unions.

It is clear that the earnings in real terms of the wage
earning dases have fallen short of their legitimate share,
even as determined by*the pre-war sandards of conomic
equity. Though the amount$ of the money wages plus dear-
ness allowances were certainly higher, real wages were
nevertheess lower, than before inflation began, the margin
of the difference between the level before the level now
being measured by the gap which separated wages from
prices (cost of living). For vast sections of the working com-
munity, more especially over the countryside, this margin of
difference was so large, that is, the real wages they received
were so deplorably low that, their distress became boundless.
They found themselves compelled to subsst on lower grades
of food and clothes and also to cut down, more or less
drastically, the quantity consumed of both. In an economy
where the per capita income was only Rs. 65 per year (8 s.
12 d. per month), it is quite unnecessary to enter into any
elaborate statistical analysis to obtain a vivid picture of the
sgnificance of this distresss. We are aware that numberless
workers and their families were abandoned to starvation and
death not only in Bengal but also over many parts of the rest
of the country. ‘

“Nor was the fate of the salaried dasses and those who
lived on fixed incomes such as pensons or on savings any
happier. They, too, were forced to stint, even in respect of
necessaries, and economize on or forgo comforts. They could
command none of the standard of living customary to them
before the war.

Distributive injustice in respect of income was also
accompanied by similar injustice in respect of wealth, whether
currently accumulating or already accumulated in the pag.
For, workers and salaried men, finding prices too high, have
had to expend the whole, or nearly the whole, or their income
in current consumption, at one end of the scale, in order to
be able to keep alive and, at the other, in the attempt to
maintain the socially ordained or the accustomed standard of
living. At both ends, as well as all along the line, finding the
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currently accruing income insufficient, they might have ‘also
drawn upon their past savings, liquidating by sale their
personal belongings such as gold and silver, hoards.or other
property. In both cases those with fixed money incomes may
be said to be parting with their Weglth as distinguished from
income. This is quite clear when jewellery or other assets
are sold to meet the bills arising out of current expenditure.
It should be clear, too, when income which should be
legitimately assigned to depreciation is assigned, instead, to
consumption, as those who do samay be said to be living on
their capital by instalments. Virtually the same happens
when income which ought to have been allotted to savings
or to the formation of capital is employed for current consump-
tion: potential future wealth is drawn upon for use in the
present.

What is thus denied to, or taken away from, those with
contractual money incomes, under the head of income and
wealth, would accrue, in the first instance, to the credit of a
small minority, the rest of the community comprising manu-
facturers, entrepreneur producers and middlemen, whose
incomes are principally residual and who, consequently, stand
to gain from the inflationary rise in prices. Rising prices
would increase the profit income of this class, which, in the
main, would be none other than the losses suffered by the
fixed-income groups. '

They would not, however, be able to retain in their
possession the full amount of the higher profit receipts. The
State would appropriate the greatest portion of it through
income-tax, excess-profits tax and super-tax. Apart from
compulsory deposits, which are repayable after the war, in
1943, for instance, the Government of India took away from
out of profits 66f per cent on account of excess-profits tax
and 13%/; per cent on account of income-tax and super-tax
or an aggregate of 80 per cent. Nevertheless, the margin [eft
behind coupled with the black-market profits, which are
believed to be substantial but which are not shown in the
accounts, has contributed in no small measure towards an
improvement in the economic status of this class relatively
to the pre-inflation period. Their wealth and income have
multiplied several times,
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V. TERMS OP EXCHANGE BETWEEN THE OUTPUTS OF INDUSTRY
AND AGRICULTURE

The transfer of economic well-being has also taken place
from the primary producing occupations, principally agri-
culture, to manufacturingr industries, or to those engaged in
the latter, and from the non-rationing to the rationing areas.
Owing to a combination of factors, particularly defective
finance and marketing, agricultural prices in India lag behind
prices of manufactured articles by a larger margin than is the
cae in other countries, where the agricultural industry is
comparatively better off and where the administration is
more actively sympathetic to the lot of the former. The net
result of thisisthat agriculture gets less for the things it has
for sale while it has to pay more for the things for which it
depends upon manufacturing trades. The unfair terms of
exchange between the two get intensified during periods of
inflation, as agricultural prices, for the reasons we have indi-
cated, fail to adjust themsdves to the falling value of money
as speedily as do the prices of manufactures. That, in fact,
this is so may be seen from Table X above. Index numbers
of manufactured articles, as quoted in the table, have,
throughout the war period, risen faster than the index num-
bers of 'primary commodities, 'raw materials and, with the
exception of 194344, aso of 'agricultural commodities. A
part of the national dividend, therefore, may be said to have
been shifted from the agricultural to the manufacturing
trades as a result of inflation.’

5. The influence of two other factors, which, however, are
unrelated to, and are independent of, inflation, has adso causd a
smilar transfer of income. First, the manufacturing industry in India
caters amogt wholly to the Indian market whilst the agricultural
produce depends also on markets abroad (in some casss such as
cotton, to an overwheming extent), which are to-day ether dosed,
with the doppage of traffic with the enemy countries, or are not
freely accessble owing to the difficulty of transport. Moreover, the
fall in the magnitude of the imports of manufactures from abroad has
rendered thee goods more scarce than normally.  Second, the war
to-day being a war of machines the demand of the fighting services
on industry is more heavy and ag more indadic relatively
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VI. DISTRIBUTIVE INJUSTICE WITHIN THE AGRICULTURAL
INDUSTRY

Within the agricultufal industry itsdf there will also
have taken place a similar shifting of income as between the
cultivator and the middlemen. The cultivator in India,
principally owing to the smallness of his individual output,
the absence of a sympathetic marketing organization and his
dependence upon the moneylender for financing his agri-
cultural operations, to whom he is often heavily indebeted
and who is also frequently the buyer of his produce, is never
able, in periods of rising prices, to pull his full weight and
get for his produce the entire benefit of the competitive
market prices. The prices he succeeds in getting follow
market prices only at some disance, the middlemen
appropriating for themsdves the difference.  On the other
hand, the prices he is called upon to pay for the manufactures
he has to buy, including agricultural implements and articles
of consumption, are, more often than not, higher than the
market prices, they are even higher than the black-market
prices in the nearest town. Thus he has to bear more than
the full impact of the rising price-level in his capacity as a
buyer, while he gets less than the full advantages of it in his
capacity as a sdler. Inflation thus cuts him both ways at the
same time. To this must be added the incidence of the policy
of the State to purchase from him, compulsorily, at controlled
prices, part of his output of food grains. When viewed as a
whole, the position of the farmer generally may not, in other
words, be any brighter than that of individuals with con-
tractual money incomes. The lot of the petty,farmers, who
congtitute by far the largest majority of the farming com-
munity, is, probably, amost as bad as that of workers in
general, notwithstanding the rise in agricultural prices.

to that on agriculture, o that, the ratio of the national dividend
expended by the State upon industry and agriculture would get distort-
ed in favour of the former. That is to say, war conditions have generat-
ed forces which tend to favour industry at the expense of agriculture,



38 THEIR COST TO THE INDIAN ECONOMY

VII. TRANSFER OF INCOME PROM THE NON-RATIONING TO THE
RATIONING AREAS

Transfer of income has taken* place, too, from the non-
rationing to the rationing areas, that is, from the districts and
the smaller towns to the comparatively more fortunate among
the larger towns and cities, where rationing has been intro-
duced.® Whilst the former have been exposed to the full blast
of inflation the latter have been partially screened from its
effects, inasmuch as they have been provided with the princi-
pal staple articles of foods and, latterly, also cloth at con-
trolled prices. To the extent supplies are made available
through rationing, a given income would go further in the
rationed than in the non-rationed areas. In the absence of
regional rationing the entire community, including the ration-
ed areas, would share the limited supplies, the competitive
market price, or, to use a more comprehensive term, the
mechanism of the pricing system, being the agency for effect-
ing its distribution. No doubt the share of each would, then,
depend not upon one's needs but upon one's economic com-
petence and willingness to' pay the prices demanded; but no
distinction will be drawn, on a geographical basis, between
one individual's competence and that of another. All areas
will be on a par with one another.

When regional rationing is introduced, however, the law
of economic equity would remain suspended. The same
money expenditure would bring a larger quantity of the
rationed articles in the rationed than in the non-rationed
areas; it would take a larger slice oi on€s income in the
latter than in the former to meet in full one's requirements in
respect of these articles. The balance of income would, there-
fore, be larger in the one case than in the other and those
situated in the rationed areas would, consequently, be able
to command a larger share of the non-rationed goods with it
than those situated elsewhere. Indeed, the open market
prices of the essential groups of rationed articles may be so
high that, some people in the non-rationed areas may not

0. Rationing exigs today in about 250 cities and towns.
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have any balance left over at all for any other purchases. In
extreme casss, the incomes may even prove to be insufficient
to acquire enough of the bare essentials of life.

It is clear, therefore, that, if certain groups of articles are
supplied at less than open market prices to some chosen sc-
tions of the people, some others elsewhere in the economy
would have to go short either of those commodities or of
some others. Regional rationing would render the real
content of money incomes different as between the rationed
and the non-rationed parts of the country. It becomes in
other words, a device whereby a greater than the legitimate
share of the national dividend is made to gravitate into the
hands of the people in the rationed areas at the expense of
the rest of the community. The injustice of this would become
more and more pronounced as inflation progresses and the
disparity between the controlled prices of the rationed articles
and their actual market prices widens. If 0, we have here
a cae in which something, instead of being better than
nothing, is worse than nothing. Social and economic equity,
if this must apply to the country as a whole, would seem to
demand that, either there should be no rationing at all or
rationing must be nation-wide. There is certainly no
economic or moral case for introducing rationing in the
comparatively more prosperous cities and the larger towns
whilst the countryside and the smaller towns were abandoned
to their own fate. If, however, this was intended as part of
a policy of appeasement of certain areas or was designed
merely as token of the administration's sympathy by the
people, it is quite another matter. The cae for regional
rationing would, then, rest upon political, not economic or
ethical, grounds.

VIIl. SHIFTING OF ECONOMIC WELL-BEING FROM INDIA
TO GREAT BRITAIN

Whilst these changes have been taking place within the
economy, there has also resulted smultaneously a shifting of
income and wealth from India to Great Britain and on a scale
which, in real terms, may be said to be equivalent to the
goods and services, including the surplus exports of the coun-
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try, acquired by the British Government against ad hoc
sterling treasury bills. To pay for these goods and services,
in the ordinary course, would demand -either a shipping of
the produce of the British factoriesto India or a" commandeer -
ing, for salein the Indian markets, of the British-owned I ndian
securities or partly the one and partly the other. In either
case the British Government would have had to find
equivalent funds, through higher taxation, issue of more
loans or more inflation in Great Britain. The method of pay-
ment in sterling saved the British citizen from the sacrifices
which these alternative measures would have imposed upon
him. The burden of it got shifted, for the time being at any
rate, from his shoulders on to the back of the Indian peasant;
which is the same thing as saying that there has taken place
a transfer of economic well-being from India to Great Britain.

There is, however, a material point of difference between
the transfer of income and wealth, which has taken place
from the Indian to the British economy and the transfer as
between the various elements within the Indian economy
itself. Whilst the latter is a permanent transfer, in respect
of the former, the payments received in sterling are capable
of being converted into goods, from Great Britain, or, at her
expense, from the outside world, after the war. To the extent
this may happen, the transfer would be merely a loan, though
a forced one, from the one economy to the other. Part of the
transfer, however, may not come back at all. To this will
belong the loss resulting from the depreciation of sterling.
To it will also belong such amounts of sterling as may be
written off or as would be distributed as an exchange bounty
to the exporters of British goods to India through the over-
valuation of the rupee.’” Further the individuals from whom
the loan would be extorted (those who have Suffered on
account of inflation) would be different from the individuals
to whom the repayment would be made (the profit-earning
classes whom inflation has enriched). ,

7. See p. 147 beow.
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IX. POST-WAR REPERCUSSIONS

The policy of sterling accumulations and the issue against
them of expansionary currency or credit would also have
repercussions of a serious character upon the stability of the
economy after the war. As | have* examined in some detail
elsewhere? the inflationary funds in the possession of the
entrepreneurs might mislead them into launching, once the
war-time restrictions were removed, over-ambitious schemes
of economic expansion. Impressed by the volume of the
financial resources in their possession, they might consider
themselves powerful enough to rebuild their respective enter-
prises not only to the pre-war level of their capacity but also
to take them appreciably beyond that stage. In their aggre-
gate, however, the individual programmes of expansion are
likely to mount up to a magnitude which would be quite

beyond the capacity of the economy to implement success-
fully.

For, on the termination of the war, the economy would
be in a state of utter exhaustion. The stock of its real capital
goods would be in a badly worn condition; besides, those in
working condition would be also smaller than before the war;
the aggregate productive capacity of the country's capital
equipment as well as its average co-efficient of efficiency
would, in other words, be below their pre-war norm. The
output of the raw materials of production, too, will have
suffered appreciable diminution as a result of the slaughter
tapping of plantations, the raising of exhausting crops and
deforestation. The existing physical resources, therefore,
would not permit the immediate attainment of-even the pre-
war level of production.

For these reasons, it is not possible to expect that, forth-
with upon the unwinding of the Indian economy from war
to a peace basis, it will be in a position to settle down to
producing, or to obtain in exchange for its output from the
outside world, the same quantity of capital and consumption
goods as it had been doing before the war. To assume that

8. The Post-war Depression and the Way Out,
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it will be able to do so would be tantamount to saying that
our railways, rolling stock, the roads, the factories, the build-
ings, the machinery, the farms, the estates and the mines have
not deteriorated in quality or efficiency as a result of the
strain and the heavy wear and tear to which they have been
subjected by the war.

The shortage of the physical resources, however, is not
likely to be taken serious notice of by the individual
entrepreneurs, each one of whom is more likely to be misled
by the financial integrity of his own position and the vastness
of the monetary funds and irvestments accumulated to his
credit. If so there would be a wide disparity between the
aggregate requirements of the individual plans of develop-
ment, on the one hand, and the available productive resources
in the economy, on the other. To begin with, however, while
yet the process of unwinding the war economy would be in
progress and the men, machines and materials hitherto engaged
in the war trades would be available for employment, the
shortage may not be apparent to the naked eye. For a brief
while even a contrary illusion may be created : the crisis of
the rush of demobilization over, employment would be easy
to obtain, incomes would remain high, civilian production
would begin to mount up and there may not be visible any
external evidence of the divergence, such as that we have
indicated, between the demand for, and the supply of,
I esour ces. Instead, the economy would, probably, be
experiencing conditions akin to a boom.

This illusion, however, cannot last long. For, as the
projected plans would be progressing towards completion, the
fact of the physical shortages in the economy would become
more and more apparent and the mirage of the war-time
riches, on which the pIané had been based, would begin to
reveal their unsubstantial character. This would happen
somewhat as follows. The withering away of the war trades
will have been completed before long and the factors of
production thereby made available will have been all
absorbed into employment. At this point, as the plans will
not yet have been completed, there will ensue a struggle
among entrepreneurs for the factors of production and the
price of the latter will begin to move up if It had not done
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so already. When this happens, the balance of the war-time
funds remaining in the hands of the entrepreneurs will be
found to be insufficient to see them through the programme
of expansion successfully. The scramble for funds and for
the physical resources, which will.now gather momentum,
will intensify the difficulties of the situation and the more
unfortunate among the entrepreneurs will be forced into
liquidation. Thereupon panic will spread and also deepen,
on lines which are familiar, and the economy will slip down
into the grips of a depression. -

This instability would form part of the cost, to be borne
by the Indian economy, of the policy of financing Imperial
expenditure through inflating Indian currency. And, if the
instability is sought to be avoided through the retention of
the necessary economic controls, the price we must pay
would only take the form of the hardships which would
attend the controls. It would not be possible to evade the
cost altogether.

X. SUMMARY

To summarize: Inflation, or, to go to its root cause,
finance of British and allied expenditure in India through
offering sterling to the Reserve Bank, has worked havoc with
the pre-war pattern of the distribution of income and wealth.
Iniquitous as that distribution had been, inflation has made
it more so. The economic gulf between the workers, the
masses of the population and the fixed-income groups
generally, on the one hand, and that of the profit-earning
fractional minority, on the other, has been widened. The
terms of exchange between the output of agriculture and of
other primary producing trades with the industrial output
have changed for the worse, to the detriment of the former
and to the advantage of the latter. Within the agricultural
industry itself the middlemen have gained at the expense of
the farmers, especially the petty farmers. Transfer of well-
being has also taken place from the countryside and the
smaller towns to the larger towns and cities which ‘have had
the benefit of rationing. It has been a case of entrepreneurs
living upon wage-earners, industry living upon agriculture
and other primary producing‘trades, middlemen living upon
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cultivators, rationed areas living upon non-rationed areas and
the United Kingdom, for whose benefit inflation has been
indulged in, living on top of them all.

The cumulative effect of all this has been that the living
standards of the poorer classes and of the lower grades of
the fixed-income groups has been rendered more wretched
than ever. The starving man has been made to eat less and
starve more in order to relieve the burden on the British
tax-payer. The incidence of it, however, might have been
distributed more equitably in accordance with the doctrine
of ability to pay, if the Indian contribution to the British
national war fund had been brought within the purview of
the Indian budget and the requisite finance had been raised
by taxation and loans, though, it must be added that resort
to these methods on so large a scale may not have. been
practicable in the absence of a truly national government. It
might have, however, spread the suffering more evenly over
the community as a whole and might have, consequently,
prevented deaths through starvation in such large numbers.
Actually, owing to the crude device of resorting to the print-
ing press, the heaviest burdens came to be imposed on
shoulders least able to bear them. |

The post-war consequences of the policy are also no less
unhappy. If the inflationary funds in the possession of the
entrepreneurial classes were allowed unbridled freedom of
action, they are most certain to jeopardize the stability of the
economy. If, on the other hand, they must be rendered
innocuous, the war-time regimentation of the economy would
have to be prolonged into the post-war world. That is to
say, either we leave it to nature to rid the economy of the
harmful legacies of inflationary finance through upsetting its
equilibrium or we subject it to the rigours of State controls.
There does not seem to exist a third choice. Playing with the
medium of exchange, like playing with fire, must necessarily
be attended with perils.



CHAPTER 111

THE STERLING ASSETS AND THE DEBTOR-CREDITOR
STATUS OF THE COUNTRY

I. THE OFFICIAL VIEW

Whilst the analysis of the precéding chapter would seem
to show that the phenomenon of sterling accumulations has
been wholly an unmixed evil, it has been claimed by many
that these accumulations have turned the country from a
debtor into a creditor. If this change in our status has, in
fact, materialized, we may be said to have derived a very
real gain from the suffering and the injustice which we have
gone through during the past several years. For, a creditor
position is usually associated with economic riches and a
growing standard of living; the transformation, therefore,
should prove a source of great comfort to everyone inasmuch
as it may, then, be said to mark the end, or the beginning of
the end, of our chronic poverty.

Since, however, the supposed fundamental change was
ushered in only through the agency of the printing press and
since it is hard to believe that downright inflation can produce
any economic progress of a permanent character, it
would be worthwhile examining the real content of the claim.
For acceptance of it is tantamount to saying that, notwith-
standing the teachings of economic theory to the contrary,
the simple process of multiplying the number of money
coupons is after all capable of working out, in practice,
economic miracles of no mean order.

The theory that India is now a creditor country was, |
believe, first advanced by the Honourable the Finance M em-
ber in his (1943-44) budget speech to the Legislative Assem-
bly in February 1943. After reviewing the repatriation of
the sterling part of India's public debt already completed
since the outbreak of war, and after outlining the programme
of repatriation for the budget year, Sir Jeremy Raisman
observed that 'India has completed the transition from a
debtor to a creditor country and extinguished within the
brief space of about three years accumulations over decades
of its public indebtedness’ to the United Kingdom'.? As the

[ ]
1. Italics mine.

2. Budget for 1943-44, p. 18. The gterling liabilities of the Govern-
ment in February 1945 amounted to only £11 million. They remained
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statements, a few paragraphs below, in the same speech make
clear, the implication of the words we have quoted above
would seem to be that since, even after extinguishing Govern-
mental indebtedness to the United Kingdom, there still
remained with the Reserve Bank an amount of sterling which
was in excess of what was likely to be required by it as a
reserve against its note issue, the debtor-creditor relationship
between India and Great Britain may be said to have been
reversed.

" A similar statement was made by the Honourable the
Financial Secretary in the Council of State. Said Sir Cyril
Jones: "Thus has India ceased to be a debtor country, and
there can be little doubt but that she will find her creditor
position a distinct advantage in the post-war world, apart
from the relief she has secured of the necessity of providing
every year for meeting her public charges.?

This official lead on the subject soon found a large body
of following. The idea was taken up and broadcast by the
Anglo-Indian press and was also echoed, parrot-like, by some
Indian economists® and publicists. In the process its use
became quite indiscriminate. The Finance Member's state-
ment might be said to have applied merely to the debtor-
creditor position in the restricted field of Governmental
indebtedness.  But this circumspection disappeared when the
statement was repeated by the Financial Secretary and very
soon the term creditor country came to be freely employed
in the same sense in which it is understood when applied to
Great Britain or to the United States of America.’

behind ether because their holders, being resdent outsde the Empire,
did not come within the soope of the vesting orders or because the
srips were not surrendered for redemption.  See Budget for 1945-46,
p. 16.

3. Budget for 1943-44, p. 57.

4. Se V. K. R. V. Rao, op. cit. pp. 147-49; Resarch Saff of
Gokhale Ingtitute of Palitics and Economics in India Quarterly, January
1945, p. 41.

5. Dr. V. K. R. V. Rao, for indance, has used the term in this
sne (op. cit., p. 149). Likewise the 'Victory Service propaganda sheds
issued by the Bureau of Public Information, Government of India,
(10 Mafch 1945, p. 14) began to speak of the 'emergence of India as a
creditor nation' as being 'one of the outstanding results of the war'.
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(N DEF.IJ\IITION OF A DEBTOR-CREDITOR STATUS

To begin with we must be, therefore, clear in our minds
regarding the general implications of the term debtor or
creditor country. It would be helpful, too, to have a vivid
outline picture of how a country °may build up a-creditor
position or how a debtor country may rise to the status of a
creditor. )

A country may be properly described as a debtor or a
creditor not merely by reference to the external indebtedness of
its government but by reference to the final debit or credit
position of the sum total economy vis-a-vis the outside world
on account of capital and credit, including, no doubt, govern-
mental indebtedness. Due" notice must be taken, that is to
say, also of the foreign assets owned by nationals and the
assets within the frontiers of the country owned by foreigners,
over the whole field of economic activities embracing trade,
agriculture, industry, transport and finance, before th_é
economy, may be adjudged a debtor or a creditor. The govern-
ment of a country, for instance, may be free from external
debt, but the country as a whole may, nevertheless, be a
debtor if the debits under other heads should exceed the
corresponding credits. o

The basic principle underlying the manner of how a coun-
try may come to acquire assets abroad is easily seen. To begin
with short-term credits are built up in money centres abroad
through creating surplus exports, using the latter term to
include visible as well as invisible items of trade. This may
be done either by exporting the things made available
through reduced consumption at home or by refraining from
importing goods up to the full extent of the exports. In either
case the resulting short-term credits abroad may be said to
represent the savings on the part of those who, through their
abstinence, enabled the increased exports or the reduced
imports to materialize. They may also be viewed as the
savings of the community transported into the international
sphere, that is, the international savings of the economy. And,
even as in the case of savings held in the form of bank deposits
or treasury bills within the country, the income to be derived
from short-term funds held abroad being only nominal, their
owners would seek an early opportunity to convert them into
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long-term assets such as government bonds, shares or deben-
tures in a joint stock or partnership concern. )
It is .of course, not necessary that those who, in the first
ingtance, may own the foreign credits need also be the parties
owning the ultimate investments. The latter, who may have
had nothing to do with the former, may acquire the credits
from the exchange market with which to purchase the foreign
asts It may aso happen that the investments purchased
are in countries other than those where the proceeds of
surplus exports were kept. Thefinal result in all cases, how-
ever, would be the same: nationals within the country would
come to own titles to the productive equipment of the eco-
nomiesin other lands. This, in broad outline, was the process
of how Great Britain, for instance, had built up her vast
overseas investments in India, in the Colonial Empire, in
China, in South America and elsswhere. And, poalitical
expropriation and indemnities apart, there is no other device
of doing 0. When the amount of the investments, and such
of the short-term credits as may have remained uninvested,
exceed in the aggregate the amount of the investments at
home by foreigners, the country may be said to emerge a
creditor. In the opposte caxe it would remain a debtor.

I1l. SHORT-TERM CREDITS IN FOREIGN CENTRES AND
THE DEBTOR-CREDITOR STATUS

Though the above definition takes notice of net short-
term funds as well, actually, in normal times, their average
magnitude would be negligible in respect of debtor as well
as creditor countries. For, as we have seen, the owners of
these balances would be eager to” convert them into long-
term investments, as soon as they grow beyond a certain
limit. In respect of countries which have debts to pay, this
will lead to their being utilized for canceling external
indebtedness. To pile them up would put the country in the
queer position of having to pay to its foreign creditors the
long-term rate of interest (ruling at home) while it would
receive from its foreign debtors only the short-term interest
rate (ruling abroad), which would be but a fraction of the
former,
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This state of affairs may not develop without attracting
public notice and, in the case of sovereign States, without the
government stepping in to rectify the situation by devices
such as negotiation, discriminatory taxation on the foreigners'
income from investments,' or by statutorily imposed repatria-
tion. Ordinarily, therefore, the volume of the short-term
credits may not exceed the amounts necessary for payments
on account of interest, dividend or sinking fund, the surplus
over and above this being utilized either for redemption of
the debt or for long-term investments abroad. That isto say,
liqguid funds held by debtor countries in foreign centres
would, normally, form but a fraction of their aggregate net
indebtedness; they would not change their debtor status
though the magnitude of indebtedness may be reduced
somewhat.

For corresponding reasons the same would apply to
creditor countries as well. Assuming circumstances to be
normal, creditor countries may not succeed in piling up
surplus (consumer) imports indefinitely so that the short-
term credits raised in foreign centres to pay for them exceed-
ed their long-term assets abroad. Such imports would be an
indication that some people in the economy were living
beyond income. And, in order to clear the accumulating
bills, sooner or later, they would be compelled to liquidate
their assets; this, through depressing their  price, might
induce the owners of foreign investments to exchange their
foreign assets for comparable assets at home. When this
happened, the short-term debts of the country would be
cancelled against equivalent foreign investments.- The process
would be hastened, too, by the creditors abroad demanding
payment. Normal circumstances prevailing, it is not possible,
that is to say, to go on accumulating short-term indebtedness
.on the one hand, and, at the same time, retain possession of
the long-term foreign investments. This amounts to the same
thing as saying that the volume of the short-term debts of a
creditor country may not be large enough to change its
creditor position into that of a debtor.

6. This device was adopted fcy the Union of South Africa during
World War 1. Seep. 134 below.
7
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Furthermore, snce a: creditor status implies that, on
balance, an income would accrue to the economy from its
overseas investments® a mere numerical excess of short-
term credits over the nominal or the market value of long-
term indebtedness cannot be said, at once, to convert the
country into a creditor, from this standpoint. To be a credi-
tor on income account, the volume of the short-term credits
must be large enough to yield a return which would more
than pay for the service obligations on the long-term debts of
the Country. And, the short-term interest rate being but a
fraction of the yield on long-term investments of comparable
category, the short-term credits would have to be a multiple
of the long-term indebtedness. |If, for instance, the market
value of the latter was £500 million, the interest payable on
it was 5 per cent and the short-term interest rate was one per
cent, the magnitude of the short-term credits would have to
exceed £2,500 million before the country may be classed a
creditor or income account. Accumulation of credits on so
stupendous a scale may be at once dismissed as a practical
impossibility.

The common practice of adjudging a country a debtor
or a creditor by reference merely to its long-term capital
obligations has, thus, the support of economic logic. The net
short-term credits of debtor countries or the net short-term
debits of creditor countries, if these should represent volun-
tary savings of individuals over which they have an absolute
right of disposal, can never be large enough to neutralize the
debtor position of the one or the creditor position of the other.
It will be noted that this does not, in any way, conflict with
the presence, in times of depresson, of vast quantities of
international short-term funds, which, at the end of 1929, for

6a. In 1938, the last year for which estimates on the subject have
been published, ovarssas investments (£3,292 million) brought to
Great Britain an income of £185 million (Rs. 247 crores). See Sir
Robert Kindersdey, 'British Overssas Investments, (Economic
Journal, December 1939, p. 693 n.). And, in recognition of the principle
that a creditor position would be without any significance of it brought
no income to the country, Sir Robert Kindersdley has excluded from
his egimates such of the British investments as stopped yielding income
either through default or moratorium.
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instance, was estimated to be not less than £1,000 million.”
But these funds represented the international savings of
creditor countries mainly, and not those of debtor countries.
They cannot, therefore, be said to provide any evidence against
our argument. Nor does it conflict,with the fact that inter-
national money centres, which must be creditors, find it neces-
sary to hold in liquid form large amounts of funds.

The above, however, is no-more than the appropriate
version in the sphere of international finance of the simple
and self-evident truths relating to private individual finance.
An individual will not readily permit the loans he has raised
at, say, 9 per cent or more, to remain unredeemed while his
bank balance persisted in excess of his normal requirements.
He would utilize the surplus to cancel his debts. So will a
nation, which had sovereign powers over its own affairs, not
permit foreign credits to accumulate beyond measure while
it had long-term debts to pay to the outside world. Again no
individual can succeed in living above income beyond a point
at which his accumulated bills equal or exceed his long-term
assets without being compelled to sell the latter. Even so
will a creditor nation not be able to pile up indefinitely short-
term liabilities abroad. Ordinarily, therefore, the debtor or
the creditor position of an individual, as revealed by his
long-term assets or liabilities, will not be reversed when
account is also taken of his short-term debits or credits. The
same is also true of a nation.

IV. THE DEBTOR-CREDITOR POSITION, NATIONAL .ECONOMIC
DEVELOPMENT AND THE RATE OF INTEREST

One of the implications of a creditor position is that the
returns to be had in the capital-exporting country for new
investments are generally lower than the corresponding
returns obtainable in the capital-importing country. Other-
wise there-could be clearly no case for a movement of
capital on any large scale. Moreover the difference between
the two returns must be deemed, by the owners of capital,
to be at least sufficient to counter-balance the disadvantage

7. J. M. Keynes, Treatise on Money, Vol. | I, London, 1930, p. 316.
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supposed or real, of holding investments abroad, including
the possible loss which may result from political disturbances
or war. In respect of capital moving from one part to another
of the same empire, for instance, from Great Britain to India,
the risk factors may, no doubt, be of lesser consequence than
in respect of the movement of capital to an entirely foreign
State such as Mexico. Nevertheless, some difference in the
returns would have to be there to compensate for the dis-
advantages of overseas investments, if capital must flow out
of the country freely. The long-term interest rates between
the capital-receiving and the capital-exporting countries, in
other words, must necessarily differ from one another by a

smaller or larger margin. That this is so in practice may
be seen from the table below: —

TABLE XI

Prices and Yields of British Government, Securities and Securities of
Dominion and Foreign Governments

(£. s d)

2January 1935 8January 1936  6January 1937
Price Yield Price  Yield Price Yield

% % %
BRITISH ‘
Consols 2% B% 2136  86% 21710 8% 2-192
Do. %% 18 2176 1% 3-1-0 11, 3-30
INDIAN
India 2% 8 21810 7 368 72 3-95
Do. 3% 9% 3104 97 3122 98% 3110
'DOMINION
Canada 4% 107 2139 14 360 16 2-134
South Africa 117 3-46 115 3-45 114 3- 38
" 5% 1945-75.
FOREIGN -
French4% ~ 2% 4-90 25 4140 1™ 5 87
- Belgium 7% 110 6- 3-0 10 6- 1.0 — —
Japan 5¥# 8% 6117 8 6-50 8% 6150
‘Brazil 5% 82 620 6% 7130 & 5178
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'The table makes it clear that, for the British investor,
the yield on British securities is the lowest, that on Indian
and Dominion securities is somewhat higher, while the yield
on foreign securities is invariably the highest of all, being as
much as £4-14-0 per cent and £7-J.3-0 per cent, in January
1936, in the case of France and Brazil respectively. British
capital, that is to say, insists upon an appreciably higher rate
of return from non-Empire than the Empire countries. With-
in the Empire itself it is content with a nominally higher
yield than on investments at home. A

A lower interest rate in the capital-exporting country
and a higher interest rate in the capital-importing country,
in its turn, would imply that the economic development of
the former has attained a commensurately higher standard
than that of the latter. When the national economy is com-
parativelly undeveloped, there would be a shortage of capital
at home and in face of the many projects of promise, which
would be awaiting the accumulation of enough savings, the
urge to export capital may not appear at all. It may not
appear until the domestic economy was sufficiently well
developed and the marginal returns on new investments at
home declined to below the returns obtainable elsewhere.
Until then, though the volume of national savings may con-
tinue undiminished, a free margin of foreign credits may not
be available for investment abroad for the reason, namely,
that such credits would be at once converted into capital
goods, materials and experts, which the implementation of
the investment programme at home would demand. Almost
the entire amount of the national savings, in, other words,
would be absorbed internally, little or no part of it being
allowed to assume the form of international investments.
Exceptional cases of individuals apart, national capital is not
likely to seek an outlet abroad on any appreciable scale.

This may be said to be amply borne out by the fact that
creditor countries generally, especially the leading ones
among them, are also the most highly developed economically.
The returns on investments, that is, the long-term interest
rates, prevailing in them, are also lower than in the outside
world, especially the undeveloped economies. On the other
hand, none of the economlically backward countries are
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creditors. There is no creditor nation either in Asia or in
South America; the capital which these economies are able
to generate is insufficient to meet their own internal require-

ments to think of their utilizing them for building up assts
abroad.

"

V. How DEBTOR COUNTRIES MAY BECOME CREDITORS

The process of how debtor countries may liquidate their
indebtedness and get transformed into creditors is, in essence
similar to that of how countries, not having been debtor coun-
tries, may build up a creditor position. To begin with, they
must cance their indebtedness either by buying off their
creditors or by acquiring equivalent invetments abroad. |If
the foreign creditors must be bought off, the prices at which
the latter would be willing to part with their investments and
the prices at which the nationals of the country would
be prepared to buy them must meet. Situations of
crigsgs and forced sdles apart, sdlers would base their
price on the rate of interest ruling in their own country,
while the buyers would value the investments at the interest
rate they are familiar with. |If the rate of interest in
the creditor country is 3 per cent and that in the debtor
country is 6 per cent, a security yielding an fhcome of
Rs. 12 per annum may be priced at Rs. 400 in the creditor
country, if we may ignore the allowance to be made for the
investments being situated in a foreign country. On the other
hand, it may not be consdered worth more than Rs. 200 by
the investors in the debtor country. The supply price being
far in excess of the demand price, the sale we are con-
templating, may not, then, materialze. Even assuming the
availability of the requisite amounts of foreign credits, the
debtor country will not think it worthwhile buying off its
creditors. Rather than purchase the foreign owned assds at,
what may be deemed, exorbitant prices, it would do very
much better, if it employed the resources it has conserved in
fresh invetments at home. Foreign credits, therefore, are
more likely to be converted, by the savers, into factors of
production for further development of the national economy
than for buying off the creditdrs of the country.
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This preference for investment at home will continue
until the comparatively more profitable channeds of new
investment have been sufficiently attended to and the
country has travelled some digance in the direction of
national economic development. The limit of the distance
to be travelled before redemption of the external debt
may become worthwhile would be marked by the line
of development at which the marginal returns on new invest-
ments in the debtor country would be more or les
equal to the corresponding returns in the creditor
country. At this dage the rate of interest in the
debtor country will have fallen to the appropriate level,
which would raise the demand price of foreign invest-
ments to the level of their selling price. Since, however,
investments abroad would be ,ordinarily rated lower,
by a smaller or larger margin, than the comparable invest-
ments at home, it is not necessary that the two rates should
be identical. The rate in the debtor country may remain
somewhat higher, without being a hindrance to repatriation.
In the example we have given above, if the allowance for
the comparative disadvantage of owning investments abroad
may be put down at Rs. 50, it would suffice if the rate of
interest in the debtor country declined to 3f per cent while
the interest rate in the creditor country remained at 3 per
cent. The supply as well as the demand price for a security
yielding a dividend of Rs. 12 would, then, be both Rs. 350 and
the situation may be said to be sufficiently ripe, economically,
for the country to proceed to cancel its external indebtedness.

The comparative advantages of fresh investments at home
having now disappeared, generally speaking, it would be a
matter of indifference to the savers whether they invested
their savings at home or employed them for acquiring
the old invesments within the country held by
foreigners. In the circumstances some savers might
possbly prefer the latter course. In this choice they
may be guided by one or more of several considerations.
The old investments concerned may be, for instance, in aline
which is familiar to them; the firm or the industry to which
they refer may be located in their near vicinity; they may be
of the view that the investments they
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likely to rise in value in the near future; or, it may be that
the firms concerned have built up certain postions of advan-
tage and they may, consequently, be in special favour with
the investing public.

The decison to employ the current stream of savings for
the acquisition of old investments will, however, be attended
with certain results. The new investments which these
savings might have been instrumental in bringing about, had
it not been for their diversion for the purchase of the foreign-
owned existing investments, will not now be embarked upon.
The consequences of thiswould be two-fold. First, the machines
and materials which might have been imported from abroad
for implementing the new investments will no longer. be
indented for. Second, there would be available for export a
guantity of investment materials and things of domestic pro-
duction which would have been required for purposes of the
forgone new investments but which would now be out of
demand. The resulting increase in exports and the reduction
in imports will create a free margin of foreign credits which
would, clearly, be equivalent to the savings withheld from
new investments: they would represent, in fact, domestic
savings transported into the region of international finance
through the device of foreign trade. Implementation of the
decison to buy off the external creditors of the country is now
an easy next step. The erstwhile foreign holders of the invest-
ments at home would be handed over the foreign credits in
exchange for the title to these investments which they would
now surrender.

To. round off the narrative, if we may assume that the
sale proceeds of the overseas investments would be employed
by their sdlers for fresh investments in their own national
economy or elsewhere, they would now require instrumental
goods and materials for doing s0. They may, therefore, be
expected readily to step in and make good the deficiency in
the demand for these goods' which resulted from the
preference of the savers in the debtor country for old invest-
ments in place of new ones. Producers goods exported by
the latter, as well as those which it abstained from importing,
may, in this manner, come to be employed in creating new
"iav$stnignts abroad, Repatriation of a country's indebted-
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ness, in effect, therefore, may be said to amount to forgoing
further investments at home in order to enable its creditors
abroad to replace the investments which they have surrender-
ed by fresh investments either in their own country or
elsewhere.

The progress of the process of repatriation, however,
would be limited by, on the one hand, the demand for
repatriable investments on the part of the savers at home,
that is, by their preference for old investments, and, on the
other, by the preference of the sellers for new investments in
place of the old. Assuming that the effective supply of
savings wanting to exchange against the foreign-owned
domestic investments is not a restricting factor, the preferences
of the foreigner would set the pace of repatriation when the
materialization of it is left entirely to market forces un-
tempered by State action or interference of any kind. It is
possible, therefore, that, notwithstanding the local demand
for them, the most highly remunerative among the invest-
ments may continue to remain in foreign hands. This need
not, however, stand in the way of the country liquidating its
debtor status. The debtor status may still be liquidated if
capital continued to leave the country and acquired, with it,
investment assets abroad. When the amount of such acquisi-
tions equalled the amount of the foreign investments in the
country, its balance of indebtedness would bé zero. And, if
capital should continue to be exported beyond this point, the
country would gradually become a creditor.

VI. THE LIQUIDATION OF EXTERNAL INDEBTEDNESS AND THE
MONETARY CIRCULATION

The effect of this economic transformation in the sphere
of currency, prices and exchange may be described as neutral.
On the one hand there will accumulate in the foreign exchange
market a free margin of foreign currencies and, on the other,
there will accumulate, in the banks at home, equivalent un-
used savings. Since the free margin of foreign currencies
would represent the overall surplus exports of the country,
in the ordinary course, the owners of these exports would be
paid in freshly created central bank money issued against

8
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the foreign credits offered to the central bank. But before
this may happen, the savers, in all probability, would step in
and purchase the foreign credits for acquiring the foreign
investments with, in which case the exporters would be paid
from out of the accumulated savings of the savers instead
of in newly issued currency. The savers would, then, get in
exchange for their savings the foreign-owned domestic invest-
ments and the volume of the monetary circulation at home
would remain unaffected.

Even if central bank money was created in the first
instance, nfonetary expansion need not, in fact, result, as the
new moneys would be cancelled as soon as the savers decided
to purchase the foreign credits, which they would now have
to do from the central bank instead of from the exchange
market.

The price-level at home need not be affected because, if
the national demand for investment goods has fallen by the
amount of savings drawn away from new investments, this
would be balanced by an equivalent increase in the foreign
demand for them. And, the demand for foreign exchange
being equal to the supply, repatriation need not exert any
adverse influence upon the external value of the currency
unit either.

VIl. EXISTING ESTIMATES OF FOREIGN CAPITAL IN INDIA

*|n the light of the foregoing discussion we may proceed
to examine the debtor-creditor position of India at the
present moment. India has been, since the days of its
economic development under British rule, a debtor country.
Large volumes of British capital have been invested in
Government and municipal bonds, in railways, the coastal
shipping trade, banks, insurance companies, mines, tea estates,
cotton textile and jute mills, iron and steel industry, depart-
mental stores and so. on. In fact it would be difficult to find
a lucrative field of economic activity in which British capital
has not got some share, large or small. In addition, Britishers
also own house and building properties, especially in the
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larger cities and towns, besides agricultural land and other
estates.

Estimates of the aggregate amount of the foreign capital
invested in India are, however, merely in the nature of
guesses and relate, besides, to the pre-war decade. There
are no official statistics on the subject. For the year 1929
Mr. G. D. Birla put the amount at £1,000 million.®
Mr. Findlay Shirras, however, thought this figure to be too
large. He did not believe that foreign investments in India
could be larger than £500 million.® But this latter estimate
would seem to be very much below the mark among other
reasons because it excludes investments held by resident
foreigners, debenture capital of foreign companies, the
foreigners' share of the rupee capital of companies registered
in India and has made but scanty allowance for capital in
partnerships and firms, in titles to buildings, landed
properties,® etc. -

Similar objections may be advanced against three other
British estimates as well. Since he is here only on a spiritual
mission, the Britisher would seem to be rather fond of under-
stating the material stakes he has in this country.
The Financial Times, London, put the amount, for the
year 1930, at £583 million’ or only £83 million more
than the estimate of Mr. Findlay Shirras. And The
Economist, after some elaborate calculations, arrived at a
sum of £354 millions'® for the year 1928-29. It is not
clear how so well informed a journal could put the figure at
so low a level. The sterling part of India's public debt alone
stood at £354 million in 1929.® But somehow The Economist
has shown under this head, with which it has coupled

8. Economic Journal, September 1932, p. 485.

9. Economic Journal, December 1932, p. 572

10. See V. K. R V. Rao, The Indian Balance of Trade,

Economic Journal, March 1933, pp. 170-71.

11. Quoted by Mr. Findlay Shirras in Economic Journal, Decem-
ber 1932, p. 573. .

12. The Economist, 1 March, 22 March, 18 October, 25 October and
15 November, all of 1930.

13. Report on Currency and Finance, 1943-44, p. 88.
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municipal capital, only a sum of £219 million. Even
Mr. Findlay Shirras valued it at £339.4 million. It is
interesting to note that, only a week before the publication
of the estimate we have quoted, the same paper, in an article
prepared in its office, had believed that 'the total investment
of British capital in India amounted to not less than £700
million'.** And it did not then think this 'an unduly large
sum'.®

Thethird British estimateisthat of Sir Robert Kindersley.
In his eleven annual studies of the British overseas invest-
ments relating to the years 1926 to 1938, published in the
Economic Journal, he has given for two years, 1931 and 1935,
a geographical distribution of these invesments. The
amounts (nominal value) invested in India and Ceylon under
five several heads of classfication are as under: —

TABLEXI I
Sir Robert Kinderdey's Estimates of Overseas Capital in India
and Ceylon
(E Million)
A B C D E F
b
§ 3 8
i B 8 3 g
i3 § 5 é i 1
E g 3 8 W [
Frl-] lg B é
& &
1931 261 Q0 12 14 81 458
1935 ..256 4 7 12 IS 438

14. The Economist, 22 February 1930, p. 417.
15. 1bid,
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The figures in this table exclude'® (a) securities which are
not quoted on the London Stock Exchange and (b) invest-

ments in partnerships, firms and proprietary holdings of

Britishers resident in India. Sir Robert Kindersley has given
no indication of his views regarding the approximate magni-
tude of the capital under category (b) beyond stating that

should these amounts be included in the estimates the 'total

investments in India and China would have to be substantially
increased.”’ He is more precise with regard to category (a)

which, he thinks, may be worth about 15 per cent of the total

investments, the estimates given in column F of Table X 11

being only about 85 per cent of the total. On this basis Sir

Robert Kindersley's figures would have to be altered to
£533 million for the year 1931 and £515 million for the year

1935, so as to cover investments excluded under (a).

Like the other British estimates, Sir Robert Kindersley's
figures, too, may be said to underrate the actual position.
The sterling debt of the Government of India alone amgunt-
ed to £388 million in 1931 and £384 million in 1935. But
the amount allotted, by Sir Robert Kindersley, for the two
years under the head 'Government and Municipal' capital
was only £261 million and £256 million or below the correct
amount by £127 million and £128 million respectively, even
without making allowance for the fact that the amounts given
by Sir Robert include municipal capital.

Under-estimation exists also in respect of the volume of
the commercial and industrial capital. The total amount of
the paid-up capital of joint-stock companies registered
elsewhere than in India, but working in British India
(excluding Burma), was of the aggregate value of £702
millioninMarch 1931 and £546 millionin March 1935. These
figures, no doubt, include aso the capital of companies which
do the main part of their business in other parts of the world.
But the paid-up capital of companies, which by their very
nature must be operating principally in India, aone totals
up to £218-82 million in 1931. To this must be-added the

16. Economic Journal, June 1933 p. 200.
17 Economic Journal, June 1933, p. 200.
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loan capital of these companies plus part of the paid-up
capital of such among the companies of the following classes
of description, as do the main or part of their business
in India, namely, Banking and Loan, Insurance, Navigation,
Transit and Transport other than Railways and Tramways,
and Trading and Manufacturing Companies. It wc')‘uld seem
difficult, therefore, to accept Sir Robert Kindersley's estimates
of £197 million and £132 million on account of industrial
and commercial capital for the years 1931 and 1935 res
pectively.’® If these figures may be deemed to be £30
million too low Sir Robert's estimates of the total British
capital in India, excluding private capital under category (b),
may be further revised to £690 million for the year 1931 and
£673 million for the year 1935. The securities quoted on
the London Stock Exchange, on which Sir Robert's figures
are based, are but an inadequate guide to the magnitude of
foreign capital in India.

VIIl. AN ESTIMATE OP FOREIGN CAPITAL IN INDIA IN 1939

The foregoing estimates being old and also otherwise
unsatisfactory, we may attempt to formulate an estimate of
our own of the amount of foreign capital in India. Overseas
investments in India may be considered under seven several
heads of classification as follows: (1) sterling debt of the
Government of India; (2) capital of joint-stock companies
registered elsewhere than in India but working principally
in India; (3) municipal and port trust loans, (4) capital of
joint-stock  enterprises doing business in India as well as
elsewhere; (5) capital of rupee companies registered in India
and working in India; (6) investments in rupee securities;
and (7) capital in partnerships, firms, buildings, landed
properties, etc. Statistics for later years not being easily
available, we shall relate our estimate to the year 1939.

18. Mr. Birla's figure of £200 million, so far from being an over-
etimate, as imagined by Mr. Find.lay Shirras, would ssem.to be the
exact opposte
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Ascertainment of the amounts under items (1) and (3)
above present no difficulties whatever. Official statistics
state the sterling part of India's public debt, at the close of
March 1939, to be Rs. 469 10 crores,®® which comesto £351-81
million at the rate of Is. 6d. per rupee. And the amount of
the Municipal and Port Trust borrowings as given in the
Investor's India Year Book, 1940-41, totals up to £8-67
million.

Information regarding items (2) and (4) may be derived
from official statistics relating to joint-stock companies in
India. Of the companies listed in the statistics®® those relat-
ing to tea and other plantations, jute, cotton, sugar (including
jaggery) and coal mining, which, in 1939, numbered 217 with
an aggregate paid-up capital of £33*53 million, from their
very nature may be presumed to be working wholly in India
and would, therefore, fall under category (2) of our classifi’
cation. To the same category would also belong companies
described as ‘'railways and tramways', 'other transit and
transport' and 'other companies. Their total number in 1939
was 50 with a paid-up capital of £42-14 million or an
average capital of £840,000 per company. In view of the
smallness of this average size, which will not permit the
establishment of substantial interests in more than one
country, we may presume that their activities outside India
may be only about 5 per cent; that is, 95 per cent of their
capital (£40*04 million) may be reckoned to have been
invested in India. The total foreign capital under the second
head of our classification would, thus, amount to £73*57
million. '

In respect of the remaining groups of companies” which
would fall under classification (4), the Indian activities
would represent varying proportions of their aggregate world
activities. At one end of the scale we have Insurance Com-

19. Report on Currency and Finance, 1943-44, p. 88.

20. Statistical Abstract for British India, 1930-31 to 1939-40, p. 513.

21. They are as under:—1. Banking and Loan, 2. Insurance,
3. Navigation, 4. Trading and Manufacturing Companies, 5. Mining and
Quarrying Companies other than coal Mining and Gold Mining, and
6. Edate, Land and Building.



64 DEBTOR-CREDITOR STATUS

panies whose inuian mieresis are, probaoiy, fractional and at
the other end we have some among the Banks and the Trad-
ing and Manufacturing Companies, with appreciable propor-
tions of their business in India. The rest of them, probably
a considerable majority, would fall somewhere between these
two extremes. In the case of insurance companies generally
we may presume that only 5 per cent (£3.81 million) of
their capital was invested in India.

In respect of banks, the share of Indian interests to the
total cannot be said to be uniform. Of the 24 banking com-
panies four, namely, the Chartered Bank of India, the Eastern
Bank, the Mercantile Bank of India and the National Bank
of India, have, probably, as much as 75 per cent (£10.39
million) of their aggregate capital and reserves employed in
India, while in the case of the rest of the banking companies,
ethe Indian part may not be more than 5 per cent (£4.12
million) of their capital and reserves. Companies classed
under the head 'Navigation' number 18 with an average
capital of somewhat under £2 million. It is possible, there-
forejHhat they are mostly coastal and river navigation com-
panies operating in the coastline of the Indian Empire and
the neighbouring countries. We may assume that a minimum
of 30 per cent (£10-65 million) of their capital would fall
to the share of the Indian part of their business. In respect
of '"Mining and Quarrying Companies other than Coal mining
or Gold mining', of which there were 23 with an aggregate
capital of £110.82 million, we may put down the Indian
share to be 10 per cent (£11.08 million).

'Trading and Manufacturing Companies, too, may not be
all mammoth concerns with ramifications round the world,
though there may be some among them belonging to this
category. Official statistics have given their number as 345
with an aggregate capital £344.37 million or an average of
somewhat under £1 million per company. Since the indus-
trial and commercial capital invested in India (excluding
railways and- public utilities) coming within the cognizance
of British stock exchange intelligence was no more than £91
million (Sir Robert Kindersley's estimate for 1935), it would
seem that only a fraction of these companies was large and
respectable enough for their  securities being quoted on the
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British stock exchange. We may conclude, therefore, that
the great majority of them are but small or medium in size.
May be they are no more than Empi ré concerns at best. Even
in respect of the large units among them, as Sir Robert
Kindersley's annual surveys have shown, the tendency, during
the inter-war years, had been to ificrease the share of their
business within the Empire at the expense of that without. The
average proportion of their Indian business may, therefore,
be appreciable. We may put it at 25 per cent (£86.09
million). The aggregate amount of the capital under the
fourth head of our classification would, then amount to
£126.14 million.

With regard to classification (5), the British and foreign.
participation in rupee companies, we have no information of
any sort to go by. But it is generally believed that such
participation, elther by acquiring the shares of existing
Indian enterprises,”? by establishing fresh companies in
combination with Indian capital or by floating subsidiary com-
panies with the words '(India) Limited' tacked on to the
names of the parent European companies, is considerable.
Mr. G. D. Birla estimated the amount of such capital to be
£100 million for the year 1929 and the Financial Times put
it at £75 million for the year 19302 In the absence of any
other data to guide us we may take an average of these two
estimates (£87.50 million), for what it may be worth, as
holding true of 1939. This may not be an over-estimate
because since 1930-31, the paid-up capital of joint-stock
companies registered in India had risen from Rs 257.90
crores (£193.43 million) to Us. 290.90 crores (£217.79
million) in 1939. '

Passing on to item (6) of our classification, we find that,
in 1917-18, the last year for which the foreign ownership of
the rupee part of the public debt of India was separately
shown, out of a total of Rs. 202.15 crores of rupee loans, as

22. In 1928 and 1929 the Electric Bond and Share Co. of America,
for instance, 'obtained a 50 per cent share in Tata and Sons, Ltd.,
a company controlling the electric power supply in Bombay*. See
Economic Journal, June 1930, p. 177.

23. Economic Journal, March 1933, p. 170,

9
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much as Rs. 100.42 crores (£66-95 million®*) or about 49-5
per cent was held by foreigners. Since then the proportion
of the loans owned by Indians has, doubtless, improved as a
result of the steady increase in the preference of the savers
for investments rather than for hoarding. In 1929, Mr. Birla
believed that out of a total of £413.40 million (551-21
crores) of the rupee debt only £150 million or 36.3 per cent
was owned by foreigners. Even assuming this percentage in
1939 to have been as Iow as 25, the foreigners' share of the
rupee debt of India (Rs. 437.87 crores or £328.41 million)
may be reckoned to be £82.10 million. | am inclined to
regard this to be an underestimate, in as much as, the average
.yield on rupee loans being somewhat higher than that on
British Government loans and the security of the former
being almost as good as the latter, there is no reason to sup-
pose that the interest of the British investors in the rupee
dpbt of the Government of India has declined materially. We
may, however, retain this figure if only to err on the safer
side.

The last item, that is, foreign capital in private partner-
ships, firms, lands and buildings, is not the least difficult of
evaluation. There are no pointers of any kind to help us.
Existing estimates of the amount differ widely. For the year
1929 Mr. Findlay Shirras put it at £19 million,*® while
Mr. Birla thought it to be £140 million.”®® Mr. Findlay
Shirras* figure is not the result of any careful investigation.
It has no greater sanctity behind it than that it helped the
author to raise the figure of the overseas investments in india
from £481 million to the round figure of £500 million.
Mr . Birla's estimate, on the other hand, is no more than a
guess though bassed on day-to-day contact with business. No
other exit from the difficulty being available, we can do no
better than presume the amount under this head to be some-
where between these two figures; we may put it down at

£100 million.

24. At Is. 4d. per rupee. .

25. Economic Journal, December 1932, p. 573 and September 1933,
p. 533.

26. Economic Journal, September 1932, p. 485,
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Our estimates of foreign capital in India in 1939 undér
the several heads of classification are, then, as under: —

TABLE XIII
An Egtimate of Foreign Capital in India in 1939
Description (£ million) .
Sterling liabilities of Government of India . 35181

N

Capital of Joint Stock Companies registered
dsawhere than in India but working

principally in British India . 1357
3. Municipal and Port Trust borrowings . 8.67
4. Capital of Joint Stock Enterprises with only
part of their busness in India . 12614
5. Capital of rupee companies regigered in India .. 8750
6. Invetments in rupee securities . 8210
7. Invetments in partnerships, firms, buildings
and landed, properties .. 10000
Total .. 829.79

The above total, it will be noted, does not include, except
in the case of banks, loan capital and reserve fund of joint-
stock companies under heads (4) and (5). On the other
hand, we have not taken into account, the foreign assets held
by Indians and the Indian share of the Government's sterling
loans. The aggregate of the latter two amounts would be,
probably, smaller than the foreigners' claims over the loan
capital and reserves of companies. We would be, therefore,
only erring on the side of under-estimation if we set the
omission on the credit side of the balance sheet against the
omission on the debit side and regard £829.79 million26a as

26a. Snce writing the above | have come across two other estimates
of British capital in India, one by the Statist for the year 1939 and the
other by the Associated Chamber of Commerce of India and Ceylon,
which represmts the British (capitalist) interests in this country, for
the year 1931. Both are strikingly dose to our own estimate. The
Statist, after a private investigation extending 'over a period of some
sx months, in which it had the asigance of 'bankers, merchants,
offluals—great and amal* and a, of 'the various Chambers of Com-
merce which look after Indian trade concerns, arrived at a figure of
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répresenting the net long-term indebtedness (nominal value)
of the Indian economy to the outside world in the year 1939.

I X. THE 1939 INDEBTEDNESS AT MARCH 1945 PRICES

To arrive at the présent value of this indebtedness the
nominal amount of the debt would have to be amended in four
respects. First, from it must be deducted the amount
of the sterling debt repatriated since 1939. Second, we must
ascertain the money value of the balance by reference to the
d|V|dend or the interest-income earned on it. Third, this
vaIue must be adjusted to the changes in the purchasing
power of money as revealed by the index number of prices.
Finally to it must be added the amount of the war-time
increase in the rupee debt acquired by foreigners.

Since 1939 the volume of India's sterling obligations has
fallen from Rs. 469.12 crores to Rs. 67.50 crores”” in March
1945 or by Rs. 401+ 62 crores ( £ 301 « 22 million). The nominal
value of the external debt of the country, therefore, would
be £528.57 million. If, following Mr. Findlay Shirras,® we
may assume the average return on the overseas investments
in India to be 5% per cent—since the virtual cancellation of
the sterling debt of the Government the average rate must
be really more than before—and if we may further assume
the long-term rate of interest ruling in the capital market to
be 3% per cent, the money value of the external debt of the
country, at pre-war prices, would be £830.61 million. Since
1939, taking the General Index of Wholesale Prices compiled
in the office of the Economic Adviser to the Government of
Indiafor our guide, the level of pricesin India and, therefore,
the money value of capital assets in general, may be said to
have risen from a base of 100 in August 1939 to 247-8 in

£1,100—£1,200 million (2 September 1939, p. 282). And the journal
emphaszes that it did not think this an exaggerated amount.

The egimate of the Associated Chamber, which was given in their
evidence before the SSimon Commisson on congtitutional reforms, was
that it was 'not less than £1,000 million*.

27. Budget for 194445, p. 122.

28. Economic Journal, December 1932, p. 573.
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March 19452 Making allowance for this rise the value of the
foreign debt of Indiain March 1945 would be about £2,058-26

million.

28a. Since the usg, in this case, of the general index, in preference to
the security index, has been objected to (See The Eastern Economist,
23 November 1945, p. 750) and, at first sight, quite justifiably, we may
give below our reasons for doing so: —

1. The amount of the foreign capital in India includes, besides that
represented by securities quoted on the stock exchange, securities which
are not so quoted and also capital in partnerships, firms, properties,
etc., none of which is expressed in securities. In their case the general
index would reflect the current value of capital better than the security
index.

2. The Economic Adviser's security index comprises ‘many quota-
tions which are not sufficiently sensitive in responding to changes in
market sentiment so that the index may, to that extent, be said to
under-state the position.

3. Our estimate has taken notice of only the share capital of
companies, omiting the important item of reserves, which, in the case
of the larger and the older companies, at least, is often equal to or
more than the amount of the share capital. To this must be added the
undeclared hidden reserves. Through strengthening the financial posi-
tion, or through improving the productive efficiency, of the enterprise
(which would be the case if, as is more usual, the reserves are
invested in the undertaking itself), the presence of the reserves would,
no doubt, improve the value of the securities concerned; but this
would not always be sufficient to raise the value of the capital to the
full extent of the reserves. If so the security index would not reflect
the correct market value of the entire amount of the fofeign capital in
India including share capital as well as reserves.

4. A practical test confirms the appropriateness of the use of the
general index as a truer measure of the market value of foreign capital
in India. It will be seen that when the pre-war face value of the
capital of companies (taking a sufficiently large number of samples)
is compared with their market value in March 1945, the latter
is even a larger multiple of the former than our estimate
of the market value of foreign capital is to its pre-war face viaue. |If
s0, the use of the general index cannot be said to produce an
exaggerated impression. Indeed, the practical test only confirms my
view that the figure | have given understates the case rather than the

opposite.
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To this figure must be added the amount of the rupee
part of the public debt owned by foreign nationals from out
of the issues made since March 1939. The volume of the
rupee loans rose from Rs. 437.87 crores in March 1939 to
Rs. 1,303-94 crores in March 1945%° or by Rs. 866.07 crores.
On the assumption, madeé above, that about 25 per cent of
the rupee loans are held on foreign account, the foreigner's
share of the increased issue would come to Rs. 216.52 crores
(£162-39 million). This would raise the external debt of

the country to a grand total of £2,274-78 million at March
1945 prices.

X. Is INDIA TO-DAY A CREDITOR COUNTRY ?

We arenow in a position to examine the claim that India
to-day is a creditor country. With an external debt of so
large a magnitude and with nothing to show on the credit side
of the'account in the field of long-term investments,®® such
a claim is, clearly, without any foundation of fact. The only
item on the credit side is the sterling assets of the Reserve
Bank which, on 30 March 1945, amounted to £1,022-54 mil-
lion (Rs. 1,363.38 crores). Even assuming that the full
amount of these assets would be available for extinguishing
the foreign debt of the country, India would still remain a
debtor to the extent of £1,252-24 million.

5. Finally, the index of industrial securities with variable yield,
which among the security indexes would tome nearest to our require-
ments, is quite unsatisfactory in as much as it does not cover the whole
range of foreign capital in India; it may not do full justice to the

_appreciation in the capital invested in trade, tea and other edates
mines, banks, insurance companies transport and such other non-
industrial enterprises.

At all events even the use of the security index would not upset
our main thess For, in March 1945, the index number of industrial
securities with variable yield was 202-9 (August 1939=100), while the
general index number for the same date was 247.8.

. 29. Budget for 1944-45, p. 122; the figure for March 1945represents
budget egtimates

30. It will be noted that allowance has been made in our estlmate
to the foreign invetments of IndiAn nationals. See p. 67 above
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It would be wrong, however, to imagine that the full
amount of the sterling assets would be available for this pur-
pose. Since they constitute the reserves held as security
against the currency and deposit liabilities of the Bank, part
of them would have to remain always with it under terms
of the law. And, even supposing that the surplus was
'blocked’ and was prevented from being converted into con-
sumer goods, it is doubtful whether any portion of the assets
will be left over after meeting other demands, which may
prove to be more pressing, for liquidating the debtor status
of the country. For, so long as the national economy was
comparatively undeveloped and the rate of interest at home
remained sufficiently above the rate of interest abroad, once
the war-time restrictions on enterprise have been removed, it
is exceedingly improbable that savers in general may seek
foreign assets or foreign held domestic assets in preference
to new investments within the country. If so the tendency
would be to convert Reserve Bank sterling into investment
goods for furthering programmes of internal economic expan-
sion rather than for redeeming the indebtedness of the coun-
try. It may be noted that the authors of the Bombay Plan
not only contemplate appropriating the entire amount of the
sterling in the possession of the Bank but, considering this
to be insufficient, propose, in addition, to raise loans abroad
for financing their plan.31 It would seem futile, therefore, to
attempt to set the sterling reserves of the Bank against the
long-term debts of the country.

If some writers have arrived at the opposite conclusion
that India, at the present moment, is a creditor country, they
have done so by allowing themselves to be misled by a very
strange arithmetic. They have set against the sterling assets
‘of the Reserve Bank some estimate of the pre-war magnitude
of the foreign debt of the country (less the amount of the
repatriated sterling debt of the Government) the latter being
expressed at its nominal value.** Making use of our estimate
of India's indebtedness, their argument, for instance, would

31. B. R. Sheﬁoy, The Bombay Plan, 1944, p. 16,
32. The Economist, 3 June 1944, p. 754.
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amount to saying that India today is a creditor by £493-97
million (£1,022-54 millign less £528-57 million) since that is
the amount by which the (commercial and industrial) exter-
nal debt of the country at prewar prices fell short of the
sterling assets of the Reserve Bank as on 30 March 1945!
But this procedure is, clearly, fallacious, among other reasons,
because the money value of Indian investments in 1945 would
be a multiple of their money value in 1939. And we have
seen that, when due allowance is made for this and also
for certain other factors, the 1945 value of India's external
debt, in fact, exceeded by a very large sum, instead of the
reverse, the magnitude of the sterling assets.

XI. THE POLOLAND PARABLE

Indeed, arguing on first principles alone, theoretical
possibilities on hypothetical assumptions apart, it is easy to
establish the practical impossibility of a debtor country, with
a magnitude of indebtedness on the Indian scale in the Indian
setting, being converted into a creditor through the device
of currency expansion. Let us suppose the indebtedness
of a country, Pololand, to be 4x million dollars before
the commencement of inflation, which let us further
suppose, may be done through offering dollars to its
central bank. Each time fresh polos, the currency of
Pololand, were put into circulation, the polo value of
goods, including foreign investments- in Pololand, will
increase. And, to bring the situation in a Jine with that
prevailing in India to-day, if we may assume that the polo-
dollar exchange rate was fixed, as inflation in Pololand pro-
gressed the dollar value of the foreign investments in the
country will increase also.®® If the polos in circulation were

33. It mug be noted that the successful maintenance of the fixed
exchange rate of the rupee /"under conditions of a relatively higher rate
of inflation. in India than in Great Britain, is amost wholly due to the
war-time controls on international trade. The argument in the
hypothetical case we are now consdering assumes the presnce of
smilar conditions.
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doubled, from x million to 2x million, the polo price-level will
tend to be double too and the value of foreign investments will
jump up towards 8x million dollars. As against this, assum-
ing for simplicity's sake that one polo was equal to one dollar,
the central bank of Pololand will haye only x million dollars
(plus the reserves of the pre-inflation period) in its reserves,
which will be quite insufficient to extinguish external debt.

However much inflation may progress, the dollars receiv-
ed, in exchange for the polos issued, will be unable to catch
up the rising value of foreign-investments. And, as soon as
the economy was no longer able to absorb fresh issues of
currency, prices will begin to move faster than the pace of
currency expansion. When this happened, to a given increase
in the dollar assets of the central bank, the money value of
the investments will increase -by a larger multiple than
hitherto and the dollar resources of the country, though their
volume might be growing, would represent a falling pro-
portion of the value of the foreign debt.

The position would be, no doubt, different from the above
if the foreign debt comprised only fixed-interest-bearing
securities. Their dollar-value may not, then, rise with the
progress of inflation and the consequent rise in prices. It
may, on the other hand, fall with the fall in the value of
money, in which case a point may be reached at which the
dollar resources of the country might prove sufficient to cancel
its debts. But the foreign debt of India, at present outstand-
ing, being, in the main, in the form of equities this possibility
would not apply to the Indian situation.

The foregoing discussion, it will be noted, amounts to no
more than a substantiation of the simple and ancient truth
that inflation is no short-cut to economic prosperity. Reflation
and the needs of certain.types of progressive economies apart,
exansionary creation of money is an un-mixed evil. But it is
strange that some economists in this country should fail to
pay sufficient attention to this doctrine and should prefer

instead to get lost in a false and a wholly misleading
arithmetic of numbers.

10



CHAPTER IV

THE STERLING ASSETS AND THE UNITED NATIONS
RUPEE EXPENDITURE

I.  Six POSSIBLE METHODS OF FINANCE

Theoretically, Imperial and Allied war expenditure in
India could be met through one or more of six several ways.
It could be met, in the first place, by exporting to I ndia goods
for sale againg rupees in the Indian market, the proceeds
being utilized for payment of the bills arising out of such
expenditure. The same result can also be attained by not
taking from India goods, which, in the ordinary course, were
destined to be exported to the United Kingdom or to one of
the Allied countriesin payment of imports, visible or invisible,
the goods concerned being digposed of in India and their rupee
value being credited to the account of the United Nations.
Secondly, rupees to pay the war bills with could be collected
by the import and sale of gold. In the third place, the
Imperial Government could commandeer for disposal in India
British owned Indian investments of which, as we have seen
in the last chapter, there exist a vast volume of varied descrip-
tion. Fourthly, loans could be issued in India by, or on
behalf of, the United Nations. In the fifth place, Great
Britain may ask for the payment of Home Charges and other
sterling obligations of the Government of India in rupees
instead of in sterling. Finally, the Reserve Bank of India
could be directed to issue to the I ndiaif agents of the Imperial
Government rupees againg British treasury bills, or other
ad hoc sterling paper presented to its credit at the Bank of
England. We shall examine in some detail to what extent
these several alternatives have been actually tapped.

Il. FINANCE THROUGH IMPORTS

A policy of financing Imperial expenditure through the
first device, if adopted, would register either an increase in
the volume of imports or a dectease in the volume of exports
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or partly the one and partly the other according as the goods
sold in the Indian market were imported into the country or
were made available through the United Nations deciding to
keep in India goods meant for export to them. In the latter
caxe payment to British nationals, equivalent to the value of
the goods withheld from being exported, would be made by
the British Treasury. In this manner it would obtain rupees
in Indiain exchange for sterling of like value in Great Britain.
The net result of either of the alternatives, however, would
be the same. The volume of the favourable balance of trade
of the country would diminish to the extent to which recourse
was had to this method of finance, and, if it was pursued
sufficiently far the habitual favourable balance may even get
transformed into an unfavourable one.

Statistics of the foreign trade of the country, however, do
not seem to provide any indication that this method of raising
rupees had been, in fact, pressed into service. The value of
the balance of trade, instead of falling, moved in the opposte
direction as may be seen from the table below. It sprang up

Table X1V

Index Numbers of the Quantum of Imports and Exports and the value
(in crores of rupees) of the Balance of Trade

(1938-39=100)

1 2 3
Value of Balance
Imports Exports of Trade

(Crores of Rupess)

1938- 39 .. 100 100 17-39
1939- 40 .. 1020 104.5 48.81
1940-41 81.3 881 41.99
1941-42 74.2 93.4 79-90
1942-43 37.6 62-4 84.25
1943- 44 39.9 53.8 90. %4

with a spurt in 1939-40, the year of the declaration of war,
from Rs. 17-39 crores, the figure for 1938-39, to Rs, 48.81



76 UNI TED NATI ONS' RUPEE EXPENDI TURE

crores. In the year 1940-41, however, it slightly declined to
Rs. 41.99 crores. But in the following year it jumped up
again to a record figure of Rs. 79.90 crores and, thereafter,
steadily moved forwards, establishing new all-time records
each year. In other words so far from goods being imported
into the country to raise rupees with, the exact opposte was
being done: goods were being exported on balance. India
was serving as a supply base to the Allied Nations.

A study of the figures in the first two columns of the
table above lends support to this conclusion. In view of the
blockades and counter-blockades by the belligerents and also
owing to the shortage of shipping space, a decline in the
quantum of imports as well as of exports was, no doubt,
only to be expected. But if recourse had been taken to the
-first method of finance, the diminution of imports would have
lagged behind the diminution of exports and the gap between
imports_and exports would have shrunk in size. Actually,
however, we notice that the index number of the quantum
of imports fell faster than the index number of the quantum
of exports. The former declined by 60.1 points as between
1938-39 and 1943-44 while the latter declined by only 46.2
points during the sameinterval. The British economy having
been mobilized to capacity to cater to the needs of the Imperial
war machine, it was not possble that any appreciable part
of its resources could be diverted into producing goods for the
Indian market.

This position, as revealed by published satistics, would
remain unaffected by the direct importation of war materials
by the United Nations either for use by their own armed
forces in India or for presentation to the Government of
India. The Finance Member in his budget speech for the
year 1942-43, for ingtance, stated that roughly Rs. 60 crores
worth of aeroplanes, vehicles, guns, and other equipment
required in connexion with the expansion of India's Navy,
Air Force and Army, was received or was expected to be
received by the dose of the year from His Majesty's Govern-
ment free of charge! But transactions such as these clearly

J. Budget for 1942.43, p. 11; also see Budget for 1943-44, p. 8.
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fall outsde the scope of our enquiry which seeks merely to
. ascertain whether, and to what extent, marketable goods were
imported into.the country, the sale proceeds of which were to
be st againg that part of the Imperial war effort which
involved rupee expenditure. It ha8 nothing to do with the
manner of how the Government of India or the Allied Govern-
ments may provide themselves with the snews of war which
it may be beyond the prevailing capacity of the Indian
economy to produce or which, for any other reason, they
may decide to import on their own.

I1l. FINANCE THROUGH THE SALE OF LEND-LEASE SUPPLIES

It is, however, different with the lend-lease stores and
srvices received from America snce 1942. Their value,
whether sold to the public or used by the Government, was
credited to U.S. account? and was cancelled against the cost
of the reverse lend-lease aid given to the U. S. Government.?
In effect, therefore, it was a cae of goods being imported
from America to pay for American purchases in India. Only
the buying and the sdlling agents were the Government of
India and the major part of the sales were made by the latter
to itsdlf, the quantities sold to the public being but negligible.
Precise satistics of the lend-lease receipts by India, however,
are not available. The Finance Member in his budget
speech for 1944-45 observed that the principal difficulty
in revealing the exact figures was that the allocation
of the goods and services between the Governments of
India and the United Kingdom had not yet been determined.*

2. SeeBudget for 1942-43, pp. 9 and 11; Budget for 1943-44, p. 12;
and Budget for 1944.45, pp. 7 and 12.

3. Reciprocal aid was given in the shape of (i) rations, clothing,
ordnance and other dores congruction of accommodation, airfields
and connected works and provision of transportation, communications
and maintenance facilities of various kinds, (ii) payments of port dues
of all kinds on account of U.S. shipping using Indian ports, ship repairs,
etc; and (iii) raw materials and foodguffs such as tea required by the

*U.S. Government directly for war purposss See Budget for 1944-45,

12_

4. Budget for 1944-45, p. 12.
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But it was believed that the aggregate quantities received
up to 31 March 1945 were valued roughly at Rs. 515
crores and India's share was assessed at approximately Rs. 150
crores® Of this sum about Rs. 123 « 69 crores® were already
drawn upon by way of rgciprocal aid, which may be said to
confirm our view that the U.S. lend-lease to India was only a
device of financing part of the U.S. expenditure in India.
We may, therefore, say that Rs. 123.69 crores of Allied
expenditure in India was met in this manner.

IV. SALE OF UNITED NATIONS' GOLD

In passing from the sale of merchandise to the sale of
gold as a means of raising rupees for covering war expendi-
ture in India, we come to a field of activities which remains
enveloped in secrecy. Mr. T. T. Krishnamachari's inter pella-
tion in the Central Legislative Assembly in December 1943
regarding the sales of gold by the Reserve Bank, which had
been engaging public attention for sometime, drew but a
blank reply from the Finance Member. Mr. Krishnamaehari
had asked for information regarding the party on whose
behalf the Bank had been selling gold, the amount of the
profits made and whether India was given any share in the
latter. Sir Jeremy Raisman, however, was of the view that
to provide answers to the questions 'would be contrary to
public interest’.”” On 8 February 1944 the questions were
repeated and Sir Jeremy allowed it to be known that the
sales of gold, which, he said, had commenced on 17 August
1943, 'were made under arrangements between the Reserve
Bank of India and the Bank of England on account of His
Majesty's Government and the United States Government',
adding that the gold 'was provided by those Governments
from their own resources.® In April 1944, in the course of

5. Budget for 1945-46, p. 5. i

6. Made up as folows Rs 12.25 crores upto the end of 1942-43,
Hs 35.11 crores in 1943-44 and Rs. 76-33 crores (Revised Egimates) in
194445, See Budget for 1944-45, p. 12 and Budget for 1945-46, p. 5.

7. Commerce, 11 December 1943, p. 825,

8. Commerce, 12 February 1944, p. 231.
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a debate on the subject in the Central Assembly and in the
Council of State, the spokesmen of the Government stated
that the entire amount of the profits on gold went to the
sdlling countries® In face of the reluctance of the Govern-
ment to provide us with more precipe information on the sub-
ject, we are, perforce, thrown back upon conjecture.

It would seem, however, that the sales of gold were
prompted by three principal considerations, namely, the
phenomenal profits which they brought, the need for a
method of finance alternative to inflation and the relative
advantages of gold over other commodities in the matter of
transport, etc.

Profits from the sale of gold resulted from a combination
of two circumstances. In the first place, unlike in the case
of Great Britain and the United States of America'>—countries
which had gold to dispose of—in India the price of gold was
not statutorily fixed but was left to be determined by free
market forces. In the second place, the sterling value of the
rupee was maintained at the statutory par of 18d. notwith-
standing the fall in the purchasing power of the rupee relati-
vely to that of sterling. As inflation progressed there ensued,
therefore, a divorce between the price of gold in India and
the price of gold abroad : the rupee price when converted into

9. The Honourable the Finance Member's objections to accepting
a shére in the profits on the sdes of gold deserve notice. If anything
of the kind was done, he observed, there would ensure a further
accumulation of sterling, which was not viewed with favour in this
country and which, he was, in any case convinced, was capable of
doing more harm than good. It was, therefore, in India's own interests
that this benevolent trustee of our national finances was allowing Great
Britain freely to make profit a our cost. Who knows his successor
in office might produce a similar argument and distribute the sterling
aready accumulated among his countrymen, instead of on the basis of
the sdles of gold, may be on the bass of the sdes of British
manufactures, or pass it on to the British Treasury as a free gift, again,
of course, in India's own_interests! See Commerce, 22 April 1944, p. 617.

10. In the United States of America the price of gold was fixed
a $35 a fine ounce long before the outbreak of war, whilst, in Great
Britain, it was fixed a £8-8-0 oneSeptember 1939. The British price
was raised to £8-12-3 with effect from 9 June 1945.
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its sterling or dollar equivalent at the prevailing exchange
rate was higher than the official prices in Great Britain and
America. Marked disparity between the two prices had
already made its appearance as early as November 1941 or
even earlier. It increased with the acceleration in the pace
of inflation as may be seen from the table below. If gold did
not flow into the country earlier than August 1943 it was only
because of the war-time restrictions on its movement. It

TABLE XV
Price of Gold in London and Bombay

A B C D
Price in Average price Londo?edp_rnt:e
London per in Bombay per CO:]:S;eS p';o B-C
fine ounce fine tola tola 12
£ s d Rs. a p. Rs. a p Rs. a p.
1938-39 7 4 3 % 4 2 % 1 0 0 3 2
1939-40 7 18 4 39 14 7 39 9 4 0 5 3
1940-41 8 8 0 42 7 1 2 0 0 0 7 11
1941-42 Do. 44 10 10 Do. 2 10 10
1942-43 Do. 57 1 1 Do. 5 1 1
1943-44 Do. 7% 11 6 Do. A 11 6
1944-45 Do. 71 7 4 Do. 29 7 4

could cross national frontiers only under licence or on offlcial
account. And when the British and the U.S. Treasuries did
decide to export gold to India, the profits to be derived were
phenomenal. During 1943-44, judging from the lowest and
the highest®® prices touched during the year, they probably
ranged between 66.66 per cent and 127.98 per cent.

11. The average price of gold in Bombay during November 1941
was Rs 43-1-0 per finetola when the British parity price was Rs. 42-0-0.
See Report on Currency and Finance, 1941-42, p. 63.

12. Re. 1=18 d.

13. The highest and the lowest prices reached during 194344 were
Rs 9512-0 (May) and Rs 70 (march) respectivdy. See Report on
Currency and Finance, 194344, p. 77.
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And the sales policy of the Bank would seem to lend
support to the view that profits were the primary considera-
tion before the Allied Treasuries. It was not as if either they
or the Bank were interested in keeping the Indian price of
gold within certain limits with the aim, as such a line of
argument might suggest, of the ultimate stabilization of the
gold value of the rupee. The Bank was concerned solely
with obtaining for its principals the best price that the market
could offer. With this end in view it began by fixing its sale
price by reference to the prevailing state of demand. Starting
with a price at somewhat below Rs. 70 per tola in August 1943,
following the market trend, the Bank raised its priceto Rs. 76
in mid-December of the same year. The price was lowered
with the reaction, which followed, and in the last week of
January 1944 the Bank's selling price stood at Rs. 71. At
this point, rather than follow the market further downwards,
the Bank suspended its sales, stepping in only when prices
recovered. Towards the close of March the price was raised
again to Rs. 72.

From 29 March onwards, instead of fixing its own price,
the Bank adopted the practice of inviting tenders, parting
with its gold to the highest bidders. During April and May
it was able to get in this manner Rs. 75.4-0 per tola. From
24 M ay to mid-August, when the market was quiet, sales were
once mor e suspended and, until the first week of October, were
resorted to only intermittently with the hope, it would seem,
of getting better value for its gold. But, owing to the con-
tinued successes of the Allies, the price failed to recover. It
was only when this was clear beyond doubt that the Bank
showed its willingness to part with gold at about Rs. 70.8-0.
Thereafter, it has been making sales in 'quantities varying
between 25,000 tolas to 75,000 tolas per day almost without
break at prices ranging between Rs. 62 and Rs. 75.6-0.

The urge for raising rupees through non-inflationary
methods arose from the fact that the printing press had been
set working at a ruthless pace and, as may be seen from the
table below, prices had been jumping up, as a consequence,
with alarming speed. Reserve Bank money, comprising notes
and deposits, had multiplied 3.83 times as between August
1939 and August 1943 and the general index of whole-sale

1



TABLE XVI
Index Numbers of Inflation and Prices in India

(August 1939=100)

w)

A B o D E F
Notes in Reserve Bank Primary Manufactured General
Circulation Depogits ~To Commodities Articles
*  Index
ONS*
A:‘ ug. 199 - 100 100 100 100 100 100

1939-40 ' . 116.95 76.41 10912 124.3 131.9 1260
1940-41 . 13494 131.16 134.21 1135 1204 1149
1941-42 .. 17190 138-33 165.49 1325 154.4 -136.8
1942-43 .. 28701 190.96 268.46 166.5 190.6 1714
Aug. 1943 .. 42212 22553 38343 2353 2518 2380
1943-44 .. 43444 265.84 401.88 2334 251.8 237-3
1944-45 .. 54134 658.14 . 563.97 2405 258.3 244—2
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‘prices had risen from 100 to 238 during the same interval. It
was, therefore, probably thought that if created money was
alone relied upon to raise rupees, prices might soon get out
of control. And if this happened inflationary finance would
have to assume galloping proportions, that is, to gain control
over a given quantity of real resources progressively increas-
ing volumes of money would have to be issued into circula-
tion; and this would be the beginning of the collapse of the
currency system. Recourse to the sale of gold was perhaps
an indication of the desire on the part of the authorities to
avoid too great a dependence upon inflation.*

It was also believed that the sales of gold would induce
cultivators up-country to part with their hoards of grain and
other produce of which there was now an acute shortage.
The Foodgrains Policy Committee, for instance, had recom-
mended that 'though it would be preferable to supply the
cultivator with the goods he needs .. ... yet if the supply of
these cannot be increased adequately, it would be advisable
for Government to secure supplies of the precious metals for
sale to the cultivator'®® as he may not be willing readily to
exchange his stocks for currency. That this may have
formed part of the policy behind the sales of gold was
evidenced by the fact that, bars of 1,000 tolas being far beyond
the capacity of the farmers, circular pieces of one and five
tolas bearing the stamp of the Bombay Mint were created to
meet his requirements. They were sold, at a premium of as. 4
and as. 2 respectively, from the middle of February 1944, for
some time at all the offices of the Reserve Bank and also
certain offices of the Imperial Bank of India,*® but now only
at the head office of the Reserve Bank in Bombay.

The relative advantages of gold over other commodities
were principally that its demand on shipping space was

14. With the same end in view sales of gold were effected a= in
Egypt, Palesting, Syria, Lebanon, Saudi Arabia, Iran and China, where,
too, inflationary finance had given rise to smilar problens See
Monthly Bulletin of Statistics, Federal Reserve Board, December 1944.

15. Commerce, 25 September 1943, p. 470.

16. Agra, Amritsar, Benares; Lucknow, Lyallpur, Multan and
Patna. See Commerce, 11 March 1944, p. 377.
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insignificant when compared to the demand of merchandise
-in general. Moreover, unlike most of the latter, it is easily
capable of being transported by air. Furthermore, since a
year before the war it had been the policy of the British
Treasury to disperse its gold stocks and gold acquired by the
Exchange Equalization Account in India, Australia and South
Africa had been left in these respective countries.!’ The
problem of their transport to the Indian market was, there-
fere, far less taxing than the problem of bringing merchandise
from Great Britain. These were merits of decisive weight in
a situation of growingly acute shortage of shipping.

On the question of the amount of the sales of gold, we
have nothing more substantial to go by than the daily and
the weekly reports of the Press correspondents at the Bombay
Bullion Exchange. We give below an estimate,'® for what it
may be worth, based upon their weekly reports published in
the Commerce : —

TABLE XVII
Egsimated Sales of Gold by the Reserve Bank

Average price

Lakhs o N Yalue in crores
tolas pelg ola in of rupess
upees
19434419 .. 8195 76 11 6 67.48
1944-4520 .. 10056 71 7 4 71.86
Total . 18851 — 139.34

17. Commerce, 14 December 1940, p. 601.

18. The existing egimates of the amount are not up to date. The
Economist believed that for the first sx months, following August 1943,
the quantity sold was 50 lakhs of tolas (See Commerce, 12 February
1944, p. 203). Our edsimate took us to a figure of 44.11 lakhs for the
same, period*. A.writer.in the Commerce (23 December 1944, p. 759)
was of the View that the sales for the year 1944 were worth about
RS 75 crores. Our calculations, however, were that the amount was
about Rs 105 crores (147.30 lakhs of tolas).

19. From 17 August 1943, when the sales of gold began, to 31 March
194, - w

20. 1 April 1944 to 31 March 1945.
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V. FINANCE THROUGH REPATRIATION

Coming to the third of the theoretically possible methods
of raising rupees, we find that the Imperial Government did
not resort to it directly. It did not, that is to say, commandeer
or otherwise acquire securities representing British invest-
ments in India for disposal in the Indian market against
rupees, though it had done this, as we know, in respect of
British, and also Indian, investments in America. The
British Treasury had transferred to itself by compulsory
vesting orders the American assets of residents in Great
Britain whether expressed in sterling or dollars; Indian
owned assets were taken over, dollar balances, in December
1940 and dollar securities, in March 1941, under Defence of
India Rules 92 and 94. These were, then, disposed of in
New York as and when dollars were required to pay for
American purchases of essential supplies. Thus, in effect,
overseas investments were exchanged for supplies, thereby
reducing the creditor position of Great Britain and improving
that of America.

Indirectly, however, something similar may be said to
have, in fact, materialized in the case of the Indian expendi-
ture as well, though through a somewhat circuitous and
involved machinery. For, repatriation of the sterling debt
of the Government of India, brought about during the
war, amounted to (as we shall presently « explain) a
liqguidation of British, investments in ‘India to meet
an equal amount of the Indian bills of the Imperial
Government. This becomes clear when we review the
processes through which repatriation was effected. The
Government of India, to begin with, met the recoverable
expenditure in rupees as it fell due from out of its general
funds. Payment for this expenditure was received from the
British Treasury in ad hoc sterling, against which rupees
were obtained from the Reserve Bank. The sterling thus
accumulating with the Bank was later utilized for acquiring
the Government of India sterling debt, by purchase in the
open market by a licence scheme issued in February 1940
and, subsequently, in February and December 1941, by the
promulgation of compulsory vesting orders. It was utilized,
too, for redeeming the sterling'debt as it fell due, for funding
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‘railway annuities, for purchasing railway debenture stocky
for buying private-owned railway companies, for liquidating
India's share of the Chatfield debt and for a lump sum pay-
ment in final settlement of the non-effective charges owing to
the British Treasury.

For the sterling achuired from the Bank payment was
made in one or other of five several ways: (1) from out of
the general funds of the Government; (ii) in rupee counter-
parts of the debts purchased and cancelled; (iii) in ad hoc
Treasury bills; (iv) from out of the proceeds of Ways and
Means Advances from the Bank; and (v) in one rupee coins
and one rupee notes, the issue of which was a monopoly of
the State. Subsequently, of the rupee counterparts passed on
to the Bank, a portion, which was thought to be in excess
of - the absorptive capacity of the market, was cancelled
against payment made from out of the cash balances of the
Government, and some were issued to the public as and
when the latter was able and willing to take them. Likewise
the ad hoc Treasury bills were redeemed from out of the
proceeds of the Defence Loans or other borrowings or were
replaced by sterling which was subsequently received from
the British Treasury.

The transactions outlined above, it will be noted, boil
down to a simple case of exchanging British investments in
India or other sterling obligations of the country for the
supplies of goods and services provided by the Indian economy
for the use of the Imperial Government. In substance they
may be said to be analogous to the case of how Imperial
expenditure in America, and also in certain other
countries,®® was financed. For, though the British Treasury
made payment, in the first instance, only in sterling,
since the sterling so received was duly passed on to the
holders of sterling debt, we may say that, in effect,
payment was made in the sterling obligations of the Govern-
ment of India.

20a. In 1938 the overssas asts of U.K ., including investments, gold
and foreign exchanges were estimated to be about £5,000 million. Of
this amount, by the end of 1943 £3,005 million was disnvested to
finance war expenditure abroad prificipally America. See The Eastern
Economist, 14 July 1944, p. 30.
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VI. THE DIFFERENCE BETWEEN THE METHOD PURSUED IN INDIA
AND THE METHOD PURSUED IN AMERICA

There exists, however, an important point of difference
between the methods pursued in Regpet of the American
expenditure and that followed in the caee of the Indian
expenditure. The entire burden of finding dollars in the one
caxe rested on the shoulders of the British Treasury. The
dollar securities were released by it in the U.S.A. through the
machinery of the New York stock exchange. Neither the
American Government nor the American monetary machanism
had any direct hand in the process and the method of raising
dollars was non-inflationary in character ®

With regard to India, however, this may be said to have
applied only to the extent (1) the rupee counterparts were
taken up by the public, (2) the short-term advances raised
from, or the treasury bills issued to, the Bank in connexion
with the finance of repatriation were cancelled from out of
the proceeds of Defence Loans or other borrowings from the
public and (3) sterling purchased from the Bank was paid
for from out of the cash balances of the Government® re-
presenting tax receipts. For, it would be in these cases alone
that the inflationary money, which had been at first created
againg sterling, would be withdrawn from circulation and
cancelled, the note and deposit liabilities of the Bank declin-
ing by the amount of the fall in its sterling assts.  The rupee
loans in the hands of the investing public in India (or in the
posesson of the State in the caee of payments made from
Governmental balances) would replace the sterling debts
which, before the implementation of the repatriation scheme,
had remained in the hands of residentsin the United Kingdom.

20b. In 1941, however, to avoid forced sales of securities, dollar
credits were granted to the British Treasury by the Reconstruction
* Finance Corporation against the collateral of dollar securities. See
D. H. Heatherington, Britain's Sterling Balances, 1945, p. 9.

21. The same would also hold true of cases in which sterling
acquired for repatriation was repaid in sterling freshly received from
the British Treasury, if rupees provided against the latter were found
by non-inflationary methods.
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Though inflation had taken place at first it would be nega-
tived by equivalent counter-inflation effected subsequently.
The same, however, would not hold true of the remain-
ing methods of how sterling provided by the Reserve Bank
was paid for. In their case there would not take place any
cancellation of the rupee currency which had been created
against sterling now passed on to the Government. Only
sterling taken away from the assets side of the Banking and
the Issue Departments would be replaced by an equal amount
.of assets of other description. They will be replaced by, that
is to say, rupee counterparts, treasury bills of the Govern-
ment of India, rupee coin and Ways and Means Advances,??
according as which of the several methods was employed to
acquire sterling from the Reserve Bank. The amounts
appearing under these several heads, in other words, would
move up by a margin equal to the decline in the sterling
assets,.so that the aggregate value of the assets (or liabilities)
would remain the same before, as well as after, repatriation.
This is equivalent to saying that the rupee finance, to this
extent, was found through the expansionary creation of
money, but not, in the case of the expenditure in the U.S.A.,
through mobilzing the voluntary savings of Indian people.

It would seem somewhat strange that this circuitous
method of repatriation of the sterling debt should have been
resorted to. For, we have seen, under it, the Reserve Bank
first received sterling credits on behalf of the British
Treasury from the Bank of England. They were, then, con-
verted into sterling treasury bills, which, when it was time
to purchase or redeem the sterling debt, were converted back
again into sterling credits. In India, it involved the issue
of an equivalent amount of rupee currency against sterling
credits and, at the time of repatriation, their partial with-
drawal and cancellation or the replacement of sterling on
the assets side of the Bank by non-sterling assets. It involved,
too, an amendment to the Reserve Bank of India Act, 1934,
so as to enable the Bank to hold rupee securitties in excess

22, In the caze of payments in 'rupee con* or from out of the
proceeds of Ways and Means Advances, the amounts appearing against
'Notes and Coin' and 'Loans and Advances to Governments in the
balace sheat of the Bank, will rise,
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of Rs. 50 crores, the limit imposed by the proviso to section
33 (3). The amendment was essential as repatriation was
not possible without passing on to the Bank substantial
quantities of rupee counterparts and treasury bills.

It would have been vastly more simple for the British Gov-
ernment to acquire the sterling debt directly, in the manner
it had acquired the dollar securities, and hand it over to the
Government of India in settlement of the rupee expenditure
incurred by the latter on its behalf. .The Government of
India might, then, have proceeded to find rupees against these
sterling securities in more or less the same manner as had
been done actually : it might have drawn upon its balances,
raised Ways and Means Advances from the Reserve Bank
and might have created the necessary rupee counterparts
and ad hoc treasury bills: in the first instance the counter-
parts and the treasury bills might have been passed on to the
Reserve Bank, against equivalent cash, pending disposal of
the former to the public or the cancellation of both from the
general funds of the Government or from the proceeds of
loans. The final position might, then, have been exactly on
a par with that actually reached through the more round-
about route: repatriation of the sterling debt would have
been effected partly through the savings of the people (to
the extent rupee finance was raised from the sale of counter-
parts, from the issue of loans or from the proceeds of taxa-
tion) but mainly through the inflationary creation of money.

VII. THE LossTO THE INDIAN ECONOMY FROM THE INDIRECT
METHOD OF REPATRIATION

v

The roundabout method actually pursued had, however,
certain very definite merits from the British standpoint. In
the first place, payment in sterling Treasury bills was, in the
highest degree, effortless. It meant little more than some
additional work to His Majesty's security printers. |t was,
moreover, well within the four corners of the currency law
besides being simple and also highly expeditious. By com-
parison the issuing of vesting orders for the syrrender of the
British-owned Indian public debt, the fixing of their price,
their collection, payment in sterling to their holders and their
ultimate transfer to the Government of India were highly
complicated and bothersome operations.

»
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Secondly, nothing was to be lost by refusing to hasten
with the process of repatriation.?®> On the contrary, as we
shall presently see, postponement yielded to the British
economy gain on interest as well as on capital account. On
interest account the gain resulted from the fact that the
holders of the sterling debt received payments at rates vary-
ing between 2 %2 per cent and 5 per cent, while, on the treasury
bills issued in favour of the Government of India, payment
was due from the British Treasury at not more than 1 per
cent. Every delay in repatriation, therefore, brought to the
British economy the benefit of the difference between the two
rates. The table below gives an idea of the magnitude of the
amounts realized in this manner: —

TABLE XVIII

Loss on Interest Account which entailed Delayed Repatriation
(Crores of Rupees)

A B C D
‘ I nter est Amount of
Sterling Debt24 the Interest -
Outstanding Payments at one per B-C
on 31 March aﬁ:;glely cent per
annum
1940-41 . 320.49 14.29 3.20 11. 09
1941-42 . 186.31 9.51 1.86 7.65
1942-43 - 65.94 504 0.66 4.38
1943-44 .. 46.6125 1.8525 0.47 1.38
1944-45 .. 43.2826 1.7326 0.43 1.30
Total - — 32.42 6.62 25.80

23. On the assumption that the holders of the Government of
India stock and of other sterling debt would be willing to invest the
proceeds of their sale in treasury bills, the immediate liability to be
incurred was only the interest payments due on the bills, whether it
was the direct or the indirect method of repatriation which was resorted
to. If, however, the holders of the debt should decide to convert the
proceeds into long-term loans, the cost of the direct method of
repatriation would be higher, than that of the indirect method, by the
amount of the difference in the cost of short-and long-term borrowing
for the period of the delay in repatriation.

24. Loans plus Capital portion, of Railway Annuities created in
purchase of Railways.

25. Revised Estimates. 26. Budget Estimates.
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Figures in column B of the table represent interest payments
made by India to the British Government, while figures in
column C indicate the interest on British Treasury bills of a
value equal to the unredeemed sterling debt. Though with
the progress of repatriation the difference between the two
magnitudes naturally diminished, for the five years of war,
it totalled up to an impressive figure of Rs. 25.80 crores
(column D).

Profits on capital account re§ulted from the fact that,
owing to the normal channels of new investment having
been blocked by war-time controls, sterling security prices
were moving.-up in common with prices of old investments in
general. Hurried repatriation would, therefore, have meant
a denial to the British investor, and with him to the British
economy, of the fruits of capital appreciation. The table
on pp. 92-93 below gives an idea of the pace at which such
appreciation was taking place.

It will be noted that, since the outbreak of war, the Govern-
ment of India sterling stock, which had been on the decline for
sometime, started turning upwards. India 226 rose by £33,
India3%% by £21 and India 4¥%6 by £7 as between Septem-
ber 1939 and their respective dates of cancellation. |f these
securities had been taken possession of even in, say, Decem-
ber 1940, when the dollar holdings of Indian residents had
been compulsorily taken over, they would have cost to the
Indian economy only £69, £94 and £109£ respectively.
Actually their holders were paid somewhat over £78%, £100]|
and £112 respectively’’ 6r at least £8%, £/ and £% more
per stock of £100 than their December 1940 prices. On the

27. Holders of stocks were paid the prevailing market price plus
an alowance for the possble rise which might have taken place
between the date of surrender and the date of their encashment.
In respect of India 4¥%6, for ingance, while the market price was
£112 per dock of the face value of £100, the price paid was
£112-17-0. See Report on Currency and Finance, 1940-41, p. 30.



Prices in London of the Government of India Sterling Securities?®

TABLE XIX

A B C D E
. India
India India India
1% % Remarks
2%% 3% Na% 5868
January 4 : 6316 5% 89% 115
Feruary 1 62 T4% 88 133%
March 1 Do. 7434 86% 112%
1939 June 7 Do. 74 86%& 110
September 7 5514 6644 79%; - 105
October 4 Do. Do. 794, Do.
November 8 5815 €92 81 104
December & 5915 — 8115 1041
January 3 . 60 — 83 105
j ¥ebruary 7 66 —_— 9015 py k|
1940 / March § 70 —_ %5 114%
June 5 68 — 9215 111
December 3 69 — M 10945

6
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1941

1942

January 7
February 4

February 11

March 11
June 3

December 2

December 1l

February 3
March 3
June 2

. September

j January 6

6

8

71
Do.

74

75
74%,
Do.
78v229

— o7
— 962
— 98Y%
— 9
- 99,
— Do.
— 98%,

- 101%
— 101%
- 101

- 100%
- 1007,

11%
1% Surrendered under the vest-

ing order of 7 February 1941;
purchase price, £112-17-0.

28. No quotations

1942-43, p. 14

are available for the remaining stocks. But
the trend of their price fluctuations, the Finance Member tells us, was
'more or less parallel in the United Kingdom and in India'.

29. No quotations after this date.

Budget for
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total amount of these three categories of loans outstanding,
the profits of capital appreciation since 1940 were asunder : —

TABLE XX
The Amount of Capital Appreciation of the Sterling-Debt

Amount of Difference per
the Loan £100 in the Total
Description Outstanding price as between Capital
of the Loan on 30 Novem- December 1940 Appreciation
ber 1940 and the date of (£ million)
(£ million)  cancellation (£)
India 2v:% .. 1154 8% 0.98
India 3%% .. 87.32 6% 5.55
India 4%% . 17.50 2V 0.43
Total .. 116.36 —_ 6.96

From the table we find that the gain to the Britishers from
these three classes of loans alone was £6.96 million
(Rs. 9.28 crores).

In the third place, the more roundabout method shifted
the responsibility of collecting the stock, together with the
attendant difficulties, on to the back of the Government of
India. For, the necessity of Great Britain may be said to
have passed as soon as rupees were issued against sterling
Treasury bills. Once this had been done the British Govern-
ment could hand over to India the sterling debt at its own
convenience and could very well afford to choose the most
suitable time for doing so, since the Government of India
could not proceed with its programme of repatriation without
the aid of British vesting orders. In other words it was
well within the power of the British administrative machinery
to delay compulsory acquisition of the securities, thereby
interfering with the pace of the progress of repatriation such

that the British investors realized the full measure of capital
appreciation.

We.have at least two concrete instances of the willing-
ness of His Majesty's Government to exercise the privileges
of this position of vantage, conferred upon it by the sterling
exchange standard, for the behefit of the British holders of
India's sterling debt. The Government of India was unable,
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or so the Honourable the Finance Member, in effect, stated,
to persuade the Imperial Government to issue the necessary
vesting orders, under Defence Regulations, for the compul-
sury surrender of the 3% undated sterling stock® and the
3% per cent railway debenture stock.** They could be only
redeemed at par after giving a year's notice in accordance
with the terms of their issue. If vesting orders had been
issued they might have been purchased at the then prevailing
market price which was below par.

The roundabout method of cancelling the external
indebtednes of the Government, in other words, proved to
be an instfument for shifting economic well-being from India
to Great Britain, from the peasant to the British bond-holders.
And in so faras this aspect of the matter was concerned, it
made no difference at all whether all this was foreseen or
whether it was only a fortuitous gift of nature. But it must be
noted that such a gift could not, by any chance, be made
to accrue from out of the repatriation of the British invest-
ments in America. The dollar not having been linked to
sterling, the method of payment by the simple device of
offering sterling credits to the Federal Reserve Banks and
inflating American currency against them was not open.
The roundabout method of repatriation, in other words,
remained blocked at the very initial step. Liquidation of the
British investments in America had necessarily to be effected
by the direct method. And since a rise in their prices, under
the circumstances, would have to be paid for by the British
Treasury, no time was lost, as we know, in taking them over
from the residents in Great Britain as well as from those in
the overseas Empire.

VIIl. THE AMOUNT OF THE FINANCE RAISED THROUGH
REPATRIATION

We shall now bring toget‘her, in the table below, the
aggregate amount of the Imperial expenditure which was
met through the repatriation of the sterling obligations of
the Government of India:—

30. Budget for 1942-43 p. 15.
81. Budget for 1943-44,p. 18
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TABLE
Repatriation of India's
Manner of Description of
Repatriation the Debt 1939-40  1040-41
q ——
1. Open market (i) 3% 1948 or after. 17.09 9.22
purchases. (ii) 3%% 1931 or after, (16.54)2 (8.52)
(iii) Railway Debenture
stock.!
2. Licence scheme of Six terminable stocks? -_ 202
22 February 1941. — (202)
3. First compulsory Do. — 60.05"
scheme of 8 Febru- — (64.70)5
ary 1941
4. Second compulsory Two non-terminable R —
scheme of 24 Decem- loans.®
ber 1941.
5. One year's notice of 3%% 1931 or after. — I
redemption given on
25 December 1941.
6. Notice of redemp- J— J— J—
tion given on 12
March 1943.°
7. Funding agreement Railway Annuities, I
between the British -
Government and the
Government of India
(September 1942).
8. Vesting orders of NineRailway Debenture —
19 February 1943. Stock® -
9. Cash payment. Chatfield Debt.1o J— J—
10. Acquisition by M & SM., and SI.R. — —
purchase.1
11. Do. B.N.R. J— J—
12. Capitalization by A portion of the non- L -
agreement  between effective charges.
His MaJesty's Gov-
ernment and the
Government of
India"
Total. 1709 71.29
v (16.54) (7524)
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XXI
Sterling Obligations (in £ gerling)

1041-42 194243 1943- 44 1944- 45 Total
L[]
12,11 1048 160 - 50.50
(12.36)  (10.40) (1.63) (49. 45)
— — — — 202)
(202)
1308 145 016 0.00 74.83
(14.14)  (1.13) (016). (0-09) (80.22)
7385 52 0.32 0.5 79. 64
(65.78)  (4.31) (0.28) (0.21) (70.58)
— 5621 0.71 003 56.95
(56.21) (0.71) (0-03) (5695)
— — 8.80 — 8.80
(880) (8.80)
— 2106 . — 27.06)
(30. 05) (30. 05)
— 1858 13 004 19,95
(18.38) (1.29) (0-04) (19.71)
_ _ 8.50 — 8.50
(8.50) (8.50)
_ _ _ 6.3 6.3
(6.35) (6.35)
_ _ _ 36512 3.65
(3.8 (3.65)
_ _ _ 500 1500
(15.00) (15.00)
9904 11900 2142 2541 3325
(9228) (12048)  (2L37) (25.37) (351.28)
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IX. REPATRIATION FINANCE RAISED THROUGH THE
INFLATIONARY AND THE NON-INFLATIONARY METHODS

From the table we see that, during the six years of war,
Imperial expenditure to the extent of £350.91 million
(Rs. 467. 88 crores) was met by repatriating the sterling
debt of the Government of India. It isnot easy, however,
to say how much of the repatriation finance was raised
through inflation and how much was raised through the sale
of rupee counterparts and other loans to the public. Since
borrowing of both permanent and temporary nature had been
resorted to by the Government to raise repatriation finance
as well as finance for covering revenue deficits and capital
expenditure, figures of the public debt in themselves would
give us no idea. It would seem possible, however, to get
at it indirectly.

Footnotes to Table X X1 on pp. 96-97 above:—

1. These were bought only in 1942-43 and 1943-44.

2. Figures in brackets represent purchase value, the non-bracketted
figures being face value.

3. (i) 3% 1949-52, (ii) 3¥:% 1954-59, (11i) 4% 1948-53, (iv) 4¥%:%
1950-55, (v) 4%% 1958-68 and (vi) 5% 1942-47.

4. Of this amount £6.03 million was held in India.

5. Including the purchase price of the amount held in India which
was redeemed mainly in rupee counterparts and partly in rupees.

6. (i) 2¥% 1926 or after, (ii) 3% 1948 or after, the amounts
outstanding being estimated at £11 million and £70 million respectively.

7. Of this amount £3.99 million was held in India.

8. (i) 5% Special B.N.W., (ii) 4% B.N.R., (iii) 3% Burma Railway,
(iv) 4%% E.I.R. Irredeemable, (v) 3% E.I.R. New Debenture,
(vi) 4% E.B.R. Irredeemable, (vii) 4% G.l.P. Irredeemable,
(viii) 4%% S.I.R. Perpetual, (ix) 4% S.I.R. Registered.

9. Includes £0-58 miilion held in India.

10. ¥ of the pre-war capital cost of modernizing the Army in
India (£34 million). See Budget for 1943-44, p. 11.

11. Effected on 1 April 1944, 21 months in advance of the date
when we would be entitled to do so under the .agreement -with the
Railway companies. See Budget for 1944-45, p. 17.

12. This figure has been derived as under: The Report on
Currency and Finance, 1943-44, (p. 52) states the purchase 'price of
M.S.M. and S.I.R., which were acquired on 1 April 1944, to be £6*35
million, while the Budget for 1945-46 (p. 16) gives the cost of purchase
of M.S.M., S.I.R. and B.N.R. to be £10 million. It follows that the
cost of B.N.R. was £3.65 million.

13. Budget for 1945-46, p. 16.



TABLE XXII
Budget Deficits of the Government of India and Loan Funds

(Croresof Rupees)

A B c D E F 0
Loan Funds =z
>

Net Railway Increase in RUpeeTaised through

Increase in Rupee

Budget : Surplus on  Securities in the' . Surplus ofZ
Deficit 90 durlng the Capital I ssue Department'non Inflationary  “p over AO
yea Account > during the year Sources

g they (B+C-D) .

1939-40 .. 400 17.83 1.58 605 13.36 9.36
1940-41 . 1115 133.38 8.60 49.53 9245 81.30 GC)
- T
1941-42 - 12.84 79.83 15.30 48.38 46.75 33.91 _
=
1942-43 .. 166.33 267.45 8.82 38.21 23806 7173 T
L
>
_|
Total . 194.32 -498.49 34.30 142.17 390.62 196.30 6
z

1. Revenue Dficit plus Capital Expenditure excluding Capital
Expenditure on Railways which is covered by column C.

2. Appropriation to Capital from Railway Revenue pftcs deprecia-
tion less Expenditure on Railways on Capital Account

HONOYHAL 3IONVNIL

NOILVI1d4NI
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On the assumption that the rupee securities in the Issue
Department of the Reserve Bank represented inflationary
funds issued in favour of the Government, we may say that
the non-inflationary moneys raised during a year for financing
repatriation and budget .deficits (column E, Table on p. 99
above) would be equal to the increase in rupee debt
(column B) plus the net railway surplus on capital account
(column C) and lesstheincreasein therupee securitiesin the
Issue Department of the Bank (column D). And from
column F, which gives figures of the difference between this
amount and the budget deficit of the Government, we find that
the loan funds throughout left a surplus after filling the gap
(column A) between the Government's receipts and expen-
diture. We may assume, therefore, that this surplus was
utilized for financing repatriation, the balance of the funds
required being found through monetary expansion. On this
reasoning repatriation; finance may be said to have been
collected through inflationary and non-inflationary methods
as under®—

TABLE XXIII
How Repatriation Finance was Raised
(Crores of Rupees)

D E
i é
_géa ﬂ%éé L RO
33 2gy iy
2
uy e g‘ g g ) E ©
1839-40 . 2205 9.36 12.69 4253 57.47
1940-41 .. 100-32 81.30 1902 81.30 18.70
1941-42 . 12304 33.91 89-13 27-56 7244
1942-43 .. 16064 7173 88.91 44.64 55.36
Total .. 40605 196-30 200.75 48.34 51.66

3. Figuresin column C, it will be noted, are at variance with the
figures given by the Honourable the Finance Member in his budget
peches of 194243 (para. 47) -and 194344 (para. 50). This is 0
because the Finance Member's figures relate only to ‘central bank
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The .table indicates that, except during 1940-41, when
81*30 per cent of the funds represented the proceeds of loans,
the greater part of the repatriation finance represented
created money. Looking to the four years (from 1939-40 to
1942-43) as a whole, less than one half, 48-34 per cent, was
raised through issuing loans to the public and the rest, 51-66
per cent, by adding to the monetary circulation.

X. THE ISSUE OP LOANS BY, OR, ON BEHALF OF,
GREAT BRITAIN

The fourth possible device of meeting the United Nations
rupee expenditure, namely, floating a loan in the Indian
capital market, may be at once dismissed, as no recourse at
all was had to it. Theoretically, however, it would amount
to the same thing if the proceeds of the loans issued by the
Government of India were employed for financing the United
Nations' Indian expenditure. The loan method might, then,
be said to have been resorted to indirectly. But, actually,
as may be seen from columns A and B of Table XXI11 above,
the loan funds fell short of the needs of the Government of
India. Though some surplus did remain after meeting budget
deficits, this was less than sufficient to meet the demands of
repatriation. Nothing was, therefore, left over for meeting
the disbursements on behalf of the British Treasury.

X1.  FINANCE THROUGH HOME CHARGES AND INFLATION

There remains to condder the fifth and the sixth methods
of raising rupee finance, that is, by asking for the sterling
disbursements of the Government of India in rupees and
through inviting the Reserve Bank to issue currency or credit

finance raised for purposss of repatriation, while the figures in the
table above rdate to repatriation effected through mongary expangon.
The latter indudes the former doss nat, the payments recaived from
the Reszrve Bank for one rupee nates and rupee cains issued to it by
the .Government »

4. Rupee counterparts and War Loans
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againg ad hoc sterling. These need not, however, detain us
long as we have already discussed them at some length in
the first chapter. The table below gives figures of the moneys
realized from the two methods snce 1939:—

TABLE XXIV )
Rupee Finance raised through Home Charges and Inflation

(Crores of Rupees)

Home

Reserve Bank _

rcerégr\gs Money issued Total

in Rupees againg Sterling

193940 . 2107 7006 97.13
1940-41 .. 3048 250 32.98
1941-42 .. 3328 103.65 136.93
1942-43 o . 4897 260.91 309.88
1943-44 o L ? 43701 437.01
1944-45 " ? 417.32 417.32
Total .. 139.80 1,291.45 143125

XIl. THE TOTAL RUPEE EXPENDITURE OF THE UNITED
NATIONS

We may now bring together, in the table XXV, the
amount of the rupee finance collected from the six several
sources which we have examined above. The table reveals
with striking plainness the extent to which each of these
sources has been tapped. While repatriation, monetary
expanson and Home Charges were drawn upon during
all the six years, sales of gold were resorted to only since
1943-44 and U.S. lend-lease snce a year earlier. Main
reliance, however, was always placed upon the first two
sources hamed above, principally the second, the amounts
obtained from the saes of ,gold, lend-lease supplies and
Home Charges being small in comparison, Looking at the
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six years of war as a whole, of an aggregate expenditure of
Rs. 2,162.14 crores as much as Rs. 1,291.45 crores or 59.73
per cent was met through inflating the Indian currency
against sterling, Rs. 467.86 crores or 21.64 per cent by
handing back the sterling debt of the Government of India,
"Rs. 139.34 crores or 6.44 per cent in gold, Rs. 139.80 crores
or 6.47 per cent in Home Charges and Rs. 123.69 crores
or 5.72 per cent in U.S. lend-lease goods. Looking at the
several years individually it was only in 1940-41 that the
largest part, 75.26 per cent, of the Allied expenditure was
financed through repatriation. In the following year, too,
the major portion of it, 47.33 per cent, was met in the same
manner. But during the rest of the years the largest amount
of the finance, varying between 54.05 per cent and 76.92 per
cent, was raised through the device of inflation.

X111, THE RATIO BETWEEN THE FINANCE RAISED THROUGH
THE INFLATIONARY AND THE NON-INFLATIONARY METHODS

It will be noted, however, that in actual fact the amounts
of the United Nations' rupee expenditure met through infla-
tion were much larger than the above percentages might
indicate. For, as we have seen, inflation was resorted to
not only against sterling but also to provide part of the
repatriation finance. But, since the purpose of both was
payment of the United Nations' bills, we may say that the
sim of the two, not merely the amount of 'the inflation
against sterling, represented the amount of the rupee finance
raised through the inflationary method, though it must be
observed that inflation for repatriation resulted from the
failure of the Indian public to take rupee cbunterparts
of the sterling debt or equivalent Government bonds of other
description. It cannot be described as inflation at the instance
of Great Britain in the same way as inflation against sterling
credits, since, in their case, the latter may be said to have
made payment in the obligations of the Government of India,
not in sterling credits. But this does not take away from the
fact that the bills concerned were met in created money.

The rest of the rupee finange, namely, the credits against
lend-lease supplies, the proceeds of the sales of gold, repatria-
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TABLE .

The United Nations Rupee

(Crores

1939-40 1940-41 1941-42

1 Lend-Lease Sup- — — — — —
pliesreceived from
USA5

2.Sde of United — —. — - —
Nations gold.

3. Repatriation of the 2205 1850 10032 7526 12304 47.33
Sterling Debt.

4, |ssue of Loans. — — — — —
5.Home Charges. 2707 2271 3048 2287 3328 1280
6. Monetary Expan- 7006 5879 250 187 10365 39.87

sion against Sterl-
ing:

Total. 11918 100 13330 100 25997 100

. 5. The figures entered against .this head represent the amounts
of the lend-lease credits, as the vaue of the latter was aways in
para. 14.
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XXV

Expenditure and How it was Met

of Rupess)
1942-43 194344 1944-45 Total
5 % = & % = & % ® E % w
S B2 g BoF E B8®F 2 Bog
<P TP < 2 < @
o -
12:25 2-54 .35'11 6-18 76-33 . 12-75 123-89 5-72

— — 67-48 11-88 71-86 12-60 139-34 6-44

160-64 33-27 2848 §-02 3332 5-57 467-86 21-64

42-97 10-14 7 ? ? ? 139-80 6-47

260-91 54-05 43701  76-92 417-32 69-68 1,291-45 59-73

482:77 100 568-09 100 508-83 100 2162-14 100

.

.

of the reciprocal aid given to the U.S. They werefully met from out
excess of the value of the former. See Budget Speech for 1945-46,

14



TABLE XXVI

Rupee Finance to megt the United Nations Expenditure raised through
the Inflationary and the Non-Inflationary Methods™

(Crores of Rupees)

1939-40 194041 1941-42 1942-43 Total
Q Q Q
g 8§ o E % s E 8 5 € % - BT -
3 fovs 8 BgwvB g g5 3 fwvs 3 §©5
s s F £ 5 & 5 E §FE opoF
< o < o ooa o < o
1. Amount collected through _
non-inflationary methods .. 3643 3051 11178 838 6719 2604 13295 2754 34835 3500
2. Amount callected through : -
inflation . 8275 6949 2152 1614 19278 7396 34982 7246 64687 65.00
Total . 11918 100 13330 100 259.97 100 48277 100 9%2 100

5a. Basd on thefiguresgiven in Tables XX and XX V.
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tion funds raised through the isue of loans to the public
and the amount of the Home Charges received in rupees,
may be said to represent moneys collected through non-
inflationary methods. On this reasoning for the firs four
years of war, for which alone full data on the subject is
available at the time of writing, the amounts drawn from the
inflationary and the non-inflationary sources would be as
given in the table on p. 106 above.

A comparison between Tables X XV and XXVI shows -
that the extent of the dependence on inflation for meeting
the United Nation§ rupee expenditure, for the four years
under review, never fell bdow 16.14 per cent and was as
high as 73.96 per cent. The low water mark did not fall as
low as 1.87 per cent nor was the high water mark only as
high as 58.79 per cent (as one might be led to believe
from Table XXV). And, during 1940-41, it was not as
if only Rs. 2.50 crores were found through monetary expan-
sion; the amount so found was, in fact, Rs. 21.52 crores.
Looking to the four years as a whole, the dependence on
inflationary and non-inflationary sources was respectively in
the ratio of 65. 00 per cent and 35. 00 per cent.



CHAPTER'V

HOW THE UNITED NATIONS RUPEE EXPENDITURE
MIGHT HAVE BEEN MET WITHOUT RECOURSE
TO INFLATION

1. I NTRODUCTCRY

Of the six methods of raising rupee finance for meeting
the United Nations Indian expenditure, which we have
reviewed in the lagt chapter, the sixth, namely, inflating the
Indian currency, was, aswill be clear from what we have said
on the subject in Chapter |, the smples and also the mogt
highly expeditious one. It was, moreover, the least expensive,
the cogt it involved being no larger than the cogt of paper
and printing plus the nominal interest payable on sterling
treasury bills. Redemption of the bills at the due dates
presented no difficulty whatever, since the maturing bills
could be replaced, as in fact they have been, by fresh ones

It did not call for a diversion of resources from essential
production at home for the manufacture and shipping of
British goods for the Indian market. Nor did it involve the
sacrifices which would have entailed the disposal in India of
the British owned investments in Indian trade and industry,
as it would have further scaled down the volume of some of
the most valuable overseas assets of the country. It did not
demand, too, a depletion of the gold stocks of the Empire
which needed to be conserved for the purchase of supplies *
from neutral sources. Furthermore, it was free from the
uncertainties and the delay of floating a loan in India.
Finally, as we have explained elsewhere, it proved to be a
handy device for shifting a portion of the burden of the war
from the British to the Indian people. The anxiety of the
Imperial Treasury to draw upon this source to the maximum
permissble extent, consgent only with the safety of
the currency sysem, its unwillingness or reluctance to tap
other sources, the restriction of repatriation to Government
debt and resort to sales of gold only after inflation had assumed
dangerous proportions, will, therefore, be easily appreciated.
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From the standpoint of Indian interests, however, as we
have explained at some length in Chapter |l above, the
inflationary method was by far the worst of the five. But it
was certainly not inevitable that resort should have been had
to it so freely and in so large a measure. The remaining
alternatives might have been tapped to a much greater extent,
especially those in which room for it existed, than had been
done actually. This, however, presupposes political
sovereignty and its accompaniment of unfettered freedom to
adopt such measures as may be necessary to prevent too
easy recourse being had to payments in sterling credits. For,
in the absence of adequate pressure, the temptation on the
part of the British Government to evade more irksome alter-
natives, which would add to the sacrifices imposed by the
war upon the British citizen, and follow the line of least
resistance under cover of the most handy argument of the
exigencies of war, is likely to prove too strong, as, indeed,
has actually happened.

I'l. IMPORT OF CAPITAL GOODS

On the essential hypothesis of a politically sovereign
Government of India, a course of action, somewhat on the
following lines was open and might have been pursued with
profit. To begin with it was necessary to block the conduit
pipe of inflation against sterling credits by delinking the
rupee from sterling or by extending exchange control to
sterling ‘transactions if this was permissible consistently
with a formal maintenance of the link.® We could, then,
insist, in the first place, on payment to the utmost possible
capacity in capital goods such as heavy machinery, machine
tools and the like. This might have been done through the
normal channels of trade or by a more intensive use of the
principle of lend-lease or an extension of its application from

1. It isinteresting to note that under the Government of India Act,
1935, the Indian Legidature is powerless, except with the approval of
the Governor-General, to consder Any changes in the Indian currency
standard or to alter the sterling value of the rupee.
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the United States of America, to which it remained restricted,
alo to the United Kingdom. The demand, on the part of
the belligerents, for Indian supplies generally being more or
less indlagtic, indstence on payment for goods in goods was
bound to produce results. If the overall surplus exports of
the war years had been exchanged for goods in this manner,
disbursal of the United Nations expenditure might have been
met, up to the end of 1944-45, to the extent of Rs. 562 crores
(see column A, Table V on p. 18 above). Actually, however,
as we have seen, the expenditure paid for in goods was only
Rs. 123.69 crores. . '

In addition to preventing inflation to this extent, impor-
tation of capital goods would have enabled. industrial
advancement of the country even while the war was on. If
they were made available in quantities equivalent to the
surplus exports of the country, the rate of progress which
they would have made possble may be gauged from the
fact that the capital invested in industries in India in the
pre-war period, excluding railways and other forms of trans-
port, has been estimated to be only Rs. 700 crores® Assisted
by high prices at home and free from competition from
foreign rivals, pre-occupied as they were with war produc-
tion, the opportunities offered by the war would have enabled
the country at least to lay the foundations.of the more
esential basic industries such as heavy engineering and heavy
chemicals. Their absence has always been a great handicap
to the progress of industrialization in peace as well asin war.
It would also have been possble to advance in other directions
as well, improving- existing industries or establishing new
ones. Thiswould have enabled us the better to face the pro-
. blems of economic development in the immediate post-war
period when the capacity of the great powers, absorbed asthey
would be with their own problems of reconstruction at home,
to come to our aid is not likely to be appreciably larger 'than
during the war.” At the same time it would have increased
materially the war potential of the Indian economy even

2. See B. R. Shenoy, The Bombay Plan, 1944, p. 5.
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while the war was being fought by adding to its capacity for
industrial production.

In actual fact, however, Indian industries, depending as
they do upon imported machinery and other capital equip-
ment, have been virtually starved of these supplies during
the past several years so that the productive plant of the
country at the present moment is in a badly worn condition.
It has been, or is being, worked to exhaustion, with the
attendant decline in its productive efficiency or man-hour-
production. Though this would be undoubtedly true also of
other belligerent countries, they may not have suffered to
the extent of this country, as, with the exception of China,
nearly all of them are more or less well equipped with their
own instrumental industries and are, consequently, better
able to attend to the maintenance of capital.

Ill. REPATRIATION OF INDUSTRIAL AND COMMERCIAL
INVESTMENT

Another non-inflationary method of finance which might
have been tapped with advantage was the repatriation of
India's industrial and commercial debt held abroad. The
aggregate amount of it, at pre-war prices, was, as we have
seen elsewhere, £477.98 million® or Rs. 637.32 crores. No
part of it was acquired by the British Treasury for setting
against Imperial expenditure in India, though there, un-
doubtedly, was some room for doing so. The price of foreign
investments in India, like that of equities in general, was on
the ascendant. This, coupled with the fact that facilities for
new investments, owing to war-time controls, were well nigh
non-existent, might have sufficiently raised the demand price
for them, notwithstanding the divergence in the long-
term real rate of interest in India and Great Britain.
Furthermore, foreign capital in India was mostly in
enterprises and trades which are much favoured by the
investing public. It was possible, therefore, that they would
have been eagerly taken up by the lattér in exchange for

3. Excluding the sterling liabillties ‘of the Government of India
of a value of £351.81 million. See Chapter I 11, p. 67.
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their savings.* In particular the shares of exchange banks,
of the coal mines, jute mills, iron and steel factories, the
cotton textile mills, the better-known trading firms and the
municipal and port trust borrowings may have had a ready
market. .

It is difficult to estimate, however, what part of rupee
finance might have been raised in this manner. But on the
assumption of one third the total volume of foreign capital
being employed for the purpose, it would amount to Rs, 196.03
crores. Actually, as we have reviewed above, finance through
repatriation was restricted to Government debt, the amount
raised through the sale of counterparts or other rupee loans,
that is, through non-inflationary methods, being, up to the
close of the year 194243, Rs. 196.30 crores’ Since the
balance (Rs. 209.75 crores) of the debt repatriated was
financed only through inflation, it would seem that the rupee
loans which replaced the debt had been absorbed to satura-
tion point by the investing public in the country. Rather than
insist upon further repatriation of Government debt beyond
this limit, it might have been more expedient to tap the
voluntary savings of the people by offering them the com-
mercial and the industrial debt the possibilities in the demand
for which had been left untouched.

IV. ISSUE OF STERLING AND DOLLAR LOANS

The third non-inflationary method to which no attention
.at all was paid was the issue of loans in India on behalf of the
United Nations. They might have been placed in sterling or
in dollars or even in rupees on terms attractive enough to the
Indian investor. If in the initial stages of the war, when the
Allies were suffering reverses and the question of victory was
still in doubt, the chances of a successful issue were considered
meagre, with the turn of the tide against the enemy the neces-
sary favourable background may be said to have been created.
And, if the loans were made payable at dates roughly

4. Also s pp. 133-34 below.
5. See Chapter 1V, p. 100 above,
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corresponding to the time when the entrepreneurs would need
funds abroad to finance their schemes of post-war reconstruc-
tion and expansion, they might have found favour with certain
classes of investors. They might have also helped to solve
the problem of the possible scarcity,of exchange resources in
the immediate post-war period, as subscription to the loans
would, then, simultaneously amount to building up, for future
use, equivalent supplies of foreign exchanges. By reducing
to that extent, the pressure of the demand on the currently
accruing exchange credits, this policy might have, in addition,
contributed to exchange stability after the war. Furthermore,
even as the issue of Government loans helps to develop the
investment habit in communities in which capital tends to
remain accumulated in hoards, the policy of placing on the
market sterling and dollar loans on behalf of Allied Govern-
ments, apart from providing rupees to meet their expenditure
with, might have initiated the Indian investing public into
the habit of foreign lending.

V. SALE OF GOLD

Finally recourse might have been had to sales of gold on
a larger scale than actually, though it must be admitted that
to exchange goods for a dead asset such as gold would ill
conform to an enlightened economic policy. Following the
precedent of Sweden, in both the present and the last world
war, one should much rather put an embargo on the imports
of gold, in order to prevent private preferences of individuals
for the metal from prevailing over public good and insist on
payment in goods. But if the alternative to accepting gold
was payment in sterling credits, there could be no choice
but to ask for payment in gold, since gold might at least keep

its value, if not appreciate, while sterling credits might
depreciate. '

VI. UNITED NATIONS' EXPENDITURE AND THE COMMUNITY'S
SAVINGS

Success of the measures, which we have outlined above,
would, however, depend upon the expenditure of the United

Nations being limited to the savings (other than the monetarily
15



TABLE XXVII

The United Nations' Rupee Expenditure, the Budget Deficits of the
Government of India and the National Income

(Crores of Rupees)

1940-41 1941-42 1942-43

1939-40 1943-44 Total

1. Budget Deficits .- 400 11.15 12.84 166.33 149.54* 343%36
2. The United Nations

Rupee Expenditure 9211 102.82 226.69 433.80 56809 1,42351

3. Total of 1 and 2 9611 113.97 239.53 60013 717.63 1,767.37
4, The value of 3 at

August 1939 prices 76.29 9910 174.84 350.95 - 302.79 1,003.97
5. 4 as a percentage of the

National Income’ 3.47 4-51 7.95 15.95 13.76 9.13*

6. Revised Estimates.
7. The value of the national income at pre-war prices has beenassumed to be Rs. 2200 crores.
8. Percentage of the aggregate national income for five years.

1418
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imposed savings) 'of the community, since, in the event of the
expenditur e exceeding the volume of savings, resort to inflation
would be the only way of escape;

But the rupee disbursements o.f the United Nations are
not the sole charge upon the community's savings. The latter
must also cover the budget deficits of the Government of
India. It follows that the two together must remain well
within the unconsumed income of the Indian economy.
Whether or not this was possible may be judged from the
table below which.gives figures of the aggregate magnitude
of the budget deficits and the Allied expenditure, their value
at pre-war prices and the ratio of the latter to the national
income. The table indicates that, on the assumption of the
Indian national income remaining unchanged at Rs. 2,200
crores per year throughout the period under review,’ theratio
of the sum of the budget deficits and the United Nations'
expenditure to the national income varied between 3-47
per cent and 15.95 per cent, with an annual average of 9.13
per cent. |If we may assume that these percentages do not
exceed the capacity of the country to save, with or without the
aid of appropriate executive measures® to keep down
consumption, we may say that the full amount of the Allied
expenditure might have been raised through non-inflationary
devices.

VIl. DISTRIBUTION OF THE EXPENDITURE OVER THE SEVERAL
SOURCES

The distribution of the finance over the four several
heads might, then, have been done as in the table below: —

9. This assumption is not strictly correct as with the diverson
. of men and resources into the war effort and the deterioration of the
productive plant, real national income must soon begin to decline.

10. See B. R. Shenoy, The Post-War Depresson and the Way Out,
1944, Chapter 1V,
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TABLE

How the United Nations' Rupee Expenditure Might

) (Crores

1939-40 194041 1941-42

£ % |5 % E % T

8 gv8 S B8 8 fo3

€ F £ F £ =

< 8 < B < 8

I —

1. Merchandise 6191 6524 174 185 7153 3771

Imports11

2. (i) Repatriationof 936 986 8130 70. 01 3391 1787
the Sterling Debt

of the Govern-
ment of India’?

(ii) Repatriation
of Commercial and
Industrial Invest-

ments .
62 2490 3368 2849 8427 4442
3. Issue of Loans

4, Sde of United
Nations* Gold

5. Monétary Expan- -~ - - - —
sion against Sterl-
ing Credits

Totalis 9489 10000 11612 1000 189.71 1000

11. Figures against this item have been derived by adjusting the
amounts of the surplus exports, as given in Table V, column A, p. 18,
above, to August 1939 prices (Genera Index).

12. Purchase value of that portion of the sterling debt, finance for
the repatriation of which was raised through the issue of lpans. See
Table XXI11, p. 100, above,
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XXVIII
have been Met Without Recourse to Inflation
of Rupees)
1842-43 1943-44 154445 Total
. & . -
3 %3 B g'sg g 3'& %'s
g & E & E 4
[N

71:35 25-28 59-07 2465 50-00 20-41 315860 27-02

-7 2541

18659 75-35 195-42 7958 852-48 72-98

138-20  49-31

28228 1000 23966 1000 24542 1000 116808 100.00

13. The amounts of the total expenditure have been obtained by
adjusting the figures of the total expenditure, as given in Table XXV,
p. 104, above, to August 1939 prices (General Index).
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Thefiguresagaing item (1) in the table are the over-all
surplus exports of the country* adjusted to August 1939
prices Finance up to these amounts has been assumed to be
possible through the importation of instrumental goods and
other supplies for exchange againgt the industrial and com-
mercial capital in the posssson of entrepreneurs. Figures
againgt item (2) (i) represent the repatriation of the Govern-
mental debt effected through non-inflationary methods™® They
are given separately only up to 1942-43, as the necessary
information for their derivation is not available thereafter.
The combined figures againg items (2) (li), (3) and (4) upto
1942-43, and againg item (2) (i) aso for later years, are
derived figures. they represent the balance of the amounts
necessary to cover the United Nations total expenditure. In
the absence of inflation the money equivalent of this expendi-
ture would be, doubtless, less than actually; in the table it
has been assumed to be roughly equivalent to the expenditure
asgiven in Table X X V *° adjusted to August 1939 prices.

The table indicates that, on an average, as much as
29.62 per cent of the total expenditure for the six years of
war might have been met through importing capital, the rest
of the expenditure being raised from the remaining three
sources. It is, of course, not possble to say in what propor-
tions this might have been effected. But, since the aggregate
expenditure is well within the community's capacity to save,
it would seem to be far from an impossible feat.

VIIl. THE NON-INFLATIONARY METHODS WOULD ADD TO THE
BURDEN OF THE WAR ON THE UNITED KINGDOM

But it must be at once recognized that recourse to the non-
inflationary methods of raising rupeeswould add tothecurrent
‘burden of war finance upon the British economy. In respect
of paymentsin goods thiswill be felt immediately, the amount
of the additional sacrifice imposed being equivalent to the

14. Table V, column A, p. 18, above.
15. Table XXI111, p. 100, above
16. Pp. 104-05, above,
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amount of the expenditure which may be met in this manner.
The same would aso hold true of payments in gold unless
the gold in question was acquired in exchange tor sterling
credits. The surrender of commercial and industrial invest-
ments would amount to killing the goose that has been, tor
generations, laying the golden egg for the British investor,
in the matter of the issue of loans, however, the immediate
sacrifice would be equivalent only to the difference between
short—and long-term borrowing. But it would, probably,
involve loss of prestige to British high finance snce it would
convert a traditional lender of capital into a borrower from
the dependent Empire.

Nevertheless, it is not necessary that this should take
away from the magnitude of the British war effort. For, by
the adoption of appropriate measures, it is possble to debit
the additional sacrifice, instead of to the war effort, to the
British standard of living. Notwithstanding the decline in
this standard since the commencement of the war, it is still
several times higher than the average Indian standard of
today as well as of the pre-war period. Relatively speaking,
there is, therefore, vastly more room for drawing upon it
than upon the later. And, so long as this was s, any failure
further to encroach upon the already wretched living stand-
ards of the Indian people need not, automatically and
inevitably, impinge upon the aggregate war effort of the
British nation or of the Empire. Any loss resulting from
such failure is capable of being easily restored by asking for
a little more sacrifice from the British people. That is to
say, it was not as if the only choice was to make the starv-
ing man in India eat less in order to enable the most effi-
cient prosecution of the war. It is possble to leave the
Indian standard alone and yet suffer no diminution whatever
in the effectiveness of the war effort if there should be no
hesitation in forcing down, by a further margin, the British
standard of living. And, in view of the prostrate condi-
tion of the Indian peasant, to do so would be only to conform
to the doctrine of economic, and also moral, equity.



CHAPTER VI
THE PROSPECTS FOR THE FUTURE

I. THE TWO-FOLD ASPECTS OF THE PROBLEM

Of the sterling assets in the possesson of the Reserve
Bank, which, at the end. of March 1945 amounted to
Rs. 1,363.38 crores or £1,022.54 million, a small quantity,
Rs. 63.94 crores or £ 47.96 million, was inherited from the
prewar period; the rest, Rs. 1,299.44 crores or £974.58
million,* was acquired during the 5% years of war.

It will be recalled that the story behind these assds is
that the Indian economy surrendered, from out of its current
output, for the benefit of the British Government, £ 974.58
million worth of goods and services, in the course of the
several war years. Of this amount, Rs. 562 crores or
£ 421+ 50 million, represented goods which were taken away
for use outsde the Indian frontiers either in the form in
which they were received, as in the caee of cloth, other
articles of manufacture and foodstuff, or after submitting
them to further processes of production, as in the cae of
raw materials, or by exchanging them for supplies available
in the Allied or neutral countries, as in the case of gold,
tea, jute and such other commodities. If to this sum we may
add the pre-war sterling assts of the Bank, which comprised
wholly receipts in final liquidation of the surplus exports of
the country, the total amount under this head would come to
Rs. 625.94 crores or £ 469.46 million. The rest of the goods
and services, worth Rs. 673.50 crores or £505.12 million,
were consumed within the tndian frontiers in furtherance of
the war effort of the Imperial Government. The two together
represented that part of the rupee purchases of the United
Nations which were, paid for inl.O.Us of the British Treasury.

1 On 24 August 1945 the total assds amounted to Rs 149583
crores (£1,121.88 million); if we deduct from this, sterling held by the
Bank in August 1939, the accumulations since the commencement of
the war come to Rs 1431.89 crores (£1,073.92 million).
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The question of the future with regard to these assets
concerns, in the first place, the purchasing power of sterl-
ing and the possibility, in the second place, of the assets being
cashed into goods or the necessary facilities for their multi-
lateral convertibility into foreign exchanges being provided
so as to enable importation of goods from outside the United
Kingdom and the sterling area.

Il. THE SIGNIFICANCE OF THE STERLING ASSETS TO THE
BRITISH AND THE INDIAN ECONOMIES

Before proceeding to examine these issues, it may be
useful to have a clear picture of the significance of the mag-
nitude of the sterling assets to the British and the Indian
economies respectively. Some rough idea of this may be
had when the amount of the assets is set against the national
income, the budget expenditure and the volume of the foreign
trade of the two countries. The latest available relevant
figures are as under: —

TABLE XXIX

The Sterling Assts as a Percentage of National Income, Budget
Expenditure and Foreign Trade of the United Kingdom and India

(Crores of Rupees)

A B c D
. Sterling
Sterling Assts Assets

; (Rs. 1,36338
United crores) as a India (Rs. 1,36338

Kingdom crores) as
Peré:ferXage a Percentage
of C
1. National Income 11,112 0C? 1227 5388 2539

2. Budget Expendi-

ture of the Central

Government 7,885-20° 17.29 512656 26595
3. Foreign Trade 2,800.33" 4852 320027 41429

2. Net national income at factor cost, which was officialy estimated
to be £8,334 million for the year 1944. See An Analysis of the Sources
of War Finance and Estimates of the National Income and Expenditure
in the years 1938 to 1944, Cmd. 6623.

16
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Columns B and D of the table indicate sufficiently clearly
that, the significance of the Reserve Bank's sterling assets to
the British economy is fractional when compared to their
domineering importance to the Indian economy. Though they
are the result of several years accumulations, they form but
48*52 per cent of the foreign trade of Britain in 1943 and
12.27 per cent and 17.29 per cent, respectively, of the"
national income and the budget expenditure, for the year
1944. In contrast they represent as much as 4.14 times
the volume of the Indian foreign trade for the year 1943-44,
2.66 times the budget expenditure of the Government of
India for the year 1944-45, which was at its all time peak
"level, and constituted 2539 per cent of the estimated Indian
national income.

While the relative significance in money terms presents
a picture of contrast, the real sacrifices at the back of these
figures and percentages would contrast even more. The
cost in stinting and human suffering at which the Indian
economy has built up the sterling assets, were it possible to
measure it by a comparable and objective standard, would
most certainly be found to be a multiple of the abstinence
which the British economy would have to undergo to honour
them. This is so for the simple reason that the raising of
the sinews of war from a population which, by and large,
lives all too close to the margin of bare, subsistence, must
necessarily amount to a ruthless scraping of the bones and
skin, resulting in starvation and also death as has actually
happened. The money values conveyed by the volume of
the sterling assets, that is to say, express but inadequately the
real cost, to the people, of India's contribution to the war
effort of the United Kingdom.

Footnotes to Table X X1 X, p. 121 above: —

3. £5914 million, the amount of the Expenditure for the year
194, Ibid. -

4. £2,107 million, the value of the foreign trade for the year 1943.
See Memorandum No, 101, April 1945 (London and Cambridge
Economic Service), p. 10.

5. The pre-war national income of Rs. 2200 crores adjusted to
the 1944-45 General Index.

6. Revised Estimates for the year 1944-45.

7. Figures for the year 1943-44.
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Il THE STERLING ASSETS AND THE BRITISH PRICE-LEVEL

If India must get back from Great Britain undiminished
value in real terms for the goods and services surrendered
by her for the benefit of the latter, it is essential that the
purchasing power of sterling should remain stationary: the
sterling price-level at the time of encashment of the sterling
assets into goods must not be higher than that at the moment
they were passed on to the credit of the Reserve Bank. Since
1939, however, the British price-level has been far from
stationary. The Board of Trade General Index rose from
70.6 in August 1939 to 120.3 in December 1944 or by 70.42
per cent. Even assuming that prices in Great Britain did
not rise any further, but remained steady at the December
1944 level, the Indian economy would be a loser. An idea
of the extent of the loss may be had from the table on p. 124
below.

The figures against item (3) in the table above being
the pre-war values of the additions made each year to the
sterling portfolio of the Reserve Bank, their total, Rs. 805.41
crores, may be said to represent the sacrifices made by India,
in terms of a fixed measure of value, the pre-war British
price level. The aggregate war-time sterling acquisitions of
the Bank when expressed in terms of the same yard stick
of values amount to, however, only Rs. 763.84 crores. The
difference between these two magnitudes, Rs. 41.57 crores,
therefore, indicates, at pre-war prices, the extent of the loss
to the Indian economy from the upward trend of the sterling
price-level. In terms of the prices ruling in December "1944,
the loss would amount to Rs. 70.99 crores.

If sterling should be devalued and prices in Great Britain
should rise higher, as, indeed, might happen, the amount of
the loss would correspondingly increase for no fault whatever
on the part of the Indian economy. And we have no protec-
tion of any sort against this encroachment, which, though
concealed, is none the less real, upon our rightful claims on
the British economy. Protection against devaluation, however,
has been allowed to certain other holders of sterling. Under
the Anglo-Argentine Payments Agreement of 1940-41, for
instance, the value of the sterling balances of Argentina has
been guaranteed by a special gold clause; it provides that if



TABLE XXX

Loss in the Real Value of the Sterling Assats

(Crores of Rupees)

193940 1940-41 1941-42 194243 194344 194445 Total I
1. Progressive increase in the
Sterling Assts of the Reserve .
Bank . 7006 250 103.65 26091 43701 417.32 1,291.45
. (763.84)°
2. Board of Trade General I ndex -
of whole-sale prices’ 79.71 10241 11112 11537 11745 1194510 —
(Average) .
3. The value of (1) above at the '
August 1939 price level 6213 173 66 52 161.14 265.10 248.79 805.41
The difference between the value of the total sterling assets at pre-war 4157
prices and the total of (3) above (70.99)11

8. 1924=100; August

1939=70.6.

9. Value of the total sterling assds at the August 1939 price level.

10. Average for 1944.
11. At the December 194 price-level.
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sterling should be devalued against gold, the United Kingdom
would reimburse the Central Bank of Argentina by providing
the additional sterling required to restore the balances to
their former value.'> The principle underlying the guarantee
being undoubtedly a sound one and the justice of it being
obvious, if we had the necessary b‘argaining power, rather
than helplessly witness the value of the assets disappear, we
should prefer to follow the precedent of the republic. But
circumstanced as the country is today politically, we need
have no illusions whatever regarding our ability to do so.

IV. THE AVAILABLE PART OF THE STERLING ASSETS

Passing on to the question of converting sterling into
goods, it must be noted at the outset that the full amount
of the sterling assets of the Reserve Bank will not be avail-
able for such conversion. Part of the sterling the Bank will
need in order to be able to fulfil its own reserve requirements.
Under the Reserve Bank of India Act, 1934, it must hold
against its note issue a minimum of 40 per cent in gold and
sterling. To this must be added a margin of free reserves
to be utilized, when necessary, in defending the
exchange value of the rupee. It is only the surplus over and
above these requirements that may be safely appropriated
for non-monetary purposes without, in any way, jeopardizing
the currency standard. At the end of March 1945, valuing
the gold stocks of the Bank (Rs. 44.42 crores worth) at the
statutory price of Rs. 21-3-10 per fine tola, the amount of
sterling and gold in the Issue Department of the Bank aggre-
gated Rs. 1,022.74 crores against a note liability of Rs. 1,094.66
crores; that is, the reserve ratio was 93.40 per cent. If,
however, we value the gold stocks at Rs. 71-7.4 per tola,®®
the average market price for the year 1944-45, the reserve
assets and the reserve ratio would rise to Rs. 1,127.86 crores

12. See Heatherington, op. cit, pp. 38-39; The Economist, 20 May
1944, p. 688.

13. The value of the gold stocks at this price would be Hs. 14954
crores,
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and 103.03 per cent, respectively. On this bass the excess
sterling asts in the Issue Department over the legal minimum
reserve would be Rs. 689.98 crores;, and, if from this sum
we st asde 15 per cent of the note liability as a free margin,
the balance remaining would amount to Rs. 525.77 crores.
When to this figure we add sterling held in the Banking
Department on 30 March 1945 (Rs. 385.-06 crores), we arrive
at the final volume of the sterling assts which the Reserve
Bank may be asked to release for non-monetary purposes,
namely, Rs. 910.83 crores.

These calculations, however, rest on the assumption of an
unchanged monetary circulation and an unchanged currency
law. If the former should decline and the latter should be
suitably amended, both of which, as we shall presently s, are
quite feasible, the available portion of sterling may be appr eci-
ably larger than the foregoing estimate. A decline in the mone-
tary circulation might take place in the ordinary course: it
would result as a direct consequence of sterling exchange
being demanded againgt rupees for cancelling bills represent-
ing overall surplus imports: the rupee circulation will, then,
fall by the amount of the sterling exchange obtained from
the Reserve Bank. It is, however, open to the latter to
prevent this from materializing by releasing into circulation
equivalent rupee currency through the purchase of govern-
ment securities or other eligible asssts  The same might also
happen if sterling exchange was demanded by the State
and payment was made for it, instead of through raising
loans or from revenue collections, in ad hoc government
securities. In this case too, the volume of the assts and
liabilities of the Issue Department will remain unchanged;
only the volume of the non-sterling assets will increase
compensatory to the fall in the volume of the sterling asss

But, if the Reserve Bank remained neutral, in the one
case, and payment was made, for sterling acquired, from the
proceeds of revenue, in the other, a fall in the monetary
circulation would ensue as but a reflex action of the demand
for sterling exchange. And, since the 40 per ‘cent minimum
reserve to be held againg a diminishing magnitude of the
note issue would also diminish simultaneoudy, it follows
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that the surplus sterling resources which the Bank may be
able to part with would be larger than our estimate. It is
difficult to say in advance, however, what amount of sterling
exchange may get released in this manner, since it would
depend upon the extent to which cjurrency circulation can
contract and the Reserve Bank permitting this contraction
to take place. But it is clear that it would represent 40 per
cent of the magnitude of the latter. If, for instance, the
volume of the currency issue should fall by Rs. 300 crores,
the available part of sterling exchange would increase by
Rs. 120 crores. »

Current theoretical opinion on the subject views with
disfavour monetary laws which prescribe a percentage reserve
backing to the currency issue, as this locks away, rendering
useless for purposes for which they are intended, the rninimum
of the reserves laid down by law which, more often than not,
constitute the largest part of the aggregate reserves. Rather
than help to safeguard the currency standard, the propor-
tional reserve system may, indeed, render its position pre-
carious, since, as soon as the free margin of the reserves has
been exhausted, they could be touched no more without
violating the law. It would seem, therefore, vastly more
prudent to allow the monetary authority free use of all its
reserves at its own unfettered discretion. Such freedom
would, clearly, add to, rather than take away from, the
security of the currency system. If, in deference to this
reasoning, the currency law of the country should be appro-
priately. amended, as has been done in some parts of the
Empire already,* and if Rs. 437.88 crores worth of sterling
(40 per cent of the note issue), over the whole of which the
Reserve Bank would have full right of disposal for monetary
purposes, is considered a sufficient reserve, the available
portion of the sterling assets, including sterling held in the
Banking Department, would be Rs. 1,075.04 crores.

14. Straits Settlements Currency Ordinance, No. 23 of 1988 and
R

the Ceylon Pgper Currency Ordinance, No. 21 of 1941 See B.
Shenoy, Ceylon Currency and Banking, 1941, pp. 207 et seq.
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V. THE THEORETICALLY POSSIBLE ALTERNATIVE METHODS
OF REDEMPTION

Theoretically, there exist eight several ways of how the
British Government may dect to digpose of its liabilities
represented by the available portion of the sterling assts of
the Reserve Bank. They are as under: (1) partial or
complete repudiation or some euphemistic or convert version
of the same thing; (2) sale to the Government of India of
some units of the British Navy or of the Royal Air Force
or of the war-time factories and gores situated in India,
with a view, no doubt, to strengthening India's capacity for
«df defence againg external aggression; (3) " funding the
Government sterling liabilities in respect of pension charges,
etc.; (4). continuance of the present postion whereby
exchange restrictions exist only in the matter of transactions
in non-sterling currencies, dealings in sterling area curren-
ces being subject to no restrictions whatever so that the
sterling assts may get exhausted through trade within the
_ Empire countries; (5) blocking the sterling assts and
making them available only in prescribed quantities, over
a period of years, by a mutually agreed plan, for the impor-
tation of capital goods and other essential requirements for
the economic development of the country, from Great Britain
and the sterling area countries, wherever possble, and from
outsde the sterling area, wherever necessary, hard curren-
ces in requisite quantities being provided, in the latter casg,
by the United Kingdom againg equivalent sterling and it
being presumed throughout that the needs of India, not the
convenience of Great Britain, will be the guiding factor; (6)
a modified version of (5) above whereby the sterling assts
will remain blocked and will be available only in ingtalments
for the purchase of capital or consumption goods at firg,
wholly or mainly from Great Britain and, after a period of
years, as the foreign exchange postion of the country may
improve, alo from outsde the sterling area in certain
restricted quantities, the convenience of Great Britain alone
being, in every casg the deciding factor; (7) unblocking the
sterling assgts that is, removing all exchange and trade
restrictionsin India as well as in Great Britain, allowing the
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course of exchange and commerce freely to do what it liked
with the sterling assets; and (8) sae to the investing public
in India of the British-owned capital in Indian industry and
trade.

VI. THE WAR-TIME ACCUMULATED STERLING ASSETS AND
THE CURRENTLY ACCRUING STERLING

These several alternatives of policy, which may be applied
either, any one of them, alone or, any two or more, in a
suitable combination, relate, it will be noted, only to the
war-time accumulations-of sterling and are independent of
the course of action which may be pursued in respect of
the currently accruing sterling, during the post-war period,
in the course of trade. The proceeds of current exports, that
is to say, may very well be employed to finance imports from
any part of the world, the necessary foreign exchanges, in
the case of imports from outside the sterling area, being
provided by the Bank of England, without any prejudice
whatever to the manner of how the war-time accumulations
of sterling may be disposed of. So long as the current
liabilities on account of imports, visible as well as invisible,
plus payments due on-account of Home Charges, did not
exceed the value of exports, free multilateral convertibility
of the sterling proceeds of the latter may cto-exist with a
policy of complete or partial blocking of the old sterling
assets ; indeed, subject to the same limitation with regard
to the volume of the external liabilities to be currently
incurred, all measures of exchange control may even be with-
drawn from transactions arising out of current trade, if
technical difficulties were not to interfere with the adoption
of such a course.

The blocking of the sterling assets or their regulated use,
that is to say, does not necessarily involve the imposition of
similar restrictions upon current exchange receipts or upon
their disbursal. The old and the newly-to-be-acquired assets
may, in other words, be separated, one from the other, and
may be subjected to isolated treatment. Our concern’here
is primarily with the former, which are a legacy of the war.

7
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The condition regarding the currently-to-be-incurred
liabilities abroad is important because, if these were to
exceed the value of current exports, they would have to be
met from out of the past accumulations of sterling, as, other-
wise, we would be faced with the problem of a fall in the
value of the monetary unit. It would also, simultaneously,
take away with it our right of disposal over that part of the
sterling assets which would have to be utilized in this manner.
This is not to say that full right of disposal over the old
assets would necessarily demand that current exchange
payments on account of imports can, under no circumstances,
exceed current exchange receipts against exports.® Only,
such excess must not materialize otherwise than in accor-
dance with the policy to be pursued with regard to the
disposal of these assets. In respect of alternatives (4), (5),
(6): (7) and, partly, also alternative (2), which contemplate
redemption of the assetsin the currently-to-be-supplied goods
and services, the value of the imports, for instance, may
exceed the value of exports by the margin by which the
assets may be drawn upon in each case. |f, however, alter-
natives (1), (3) and (8) were alone to be resorted to,
unaccompanied by any of the rest, the value of the aggregate
imports cannot exceed the value of the aggregate exports with-
out violating the discretion with regard to the use of the old
assets.  For, to the extent this happens, the disposal of the
assets would be determined by the forces of trade and not
in fulfilment of a pre-conceived plan.

VII. THE MULTILATERAL CONVERTIBILITY OF THE STERLING
ASSETS

Of the theoretically possible alternatives, the seventh
and the eighth may be ruled out as extremely improbable.
Taking the former first, the gold and the foreign exchange
resources of Great Britain—though statistics on the subject
are not available to the public, judging from the general
belief with regard to their present volume—would not

4

15. The oonoept of excess imports here referred to is the same as
that defined on p. 143 below.
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permit unrestricted multilateral convertibility of the sterling
asets The gold part of these resources, which in September
1939 was estimated at $876 million (£215.14 million), was
thought to have fallen to $151 million'® (£30.55 million)
in December 1941. It is not clear what the postion is with
regard to the dollar asets But the amount of the sterling
"balances to be set againgt them is considerable. As revealed by
Sir John Anderson in his budget speech to the House of
Commons on 24 April 1945 the aggregate amount of the
sterling balances to the credit of overseas countries, princi-
pally India, Eire, Egypt, Canada, Australia, New Zealand
and the Colonial Currency Boards, to all of which the
privilege of free multilateral convertibility would have to
be extended, once it was allowed in the caze of India, had
already reached the figure of £3,000 million at the end of
last year and today it is likely to be £4,000 million."’

If the existing supplies of gold and exchange for
providing free convertibility to the sterling balances are too
short, there is not any possbility either of making good
the deficit from the current accruals of foreign exchange.
Indeed, expert opinion on the subject is unanimous that, so
far from the exports of the country yielding a surplus of
exchange over the requirements of current imports, for some
period of time after the war, the opposte is most likely to
be the case  Sir John Anderson in his last budget speech,
for instance, expressed the fear that, for the first three
years after the war, there may occur 'a very heavy deficit on
current account',”® which will render it necessary to ration
out exchange supply, as during the war, in accordance with a
planned scale of priorities. Reconstruction of devastated areas,
rebuilding of houses and rehabilitation of industry and
trade would naturally demand first attention before claims
for foreign exchange for_other purposes may be considered.
And when a surplus did become available, it would have to

16. The Eastern Economist, 6 July 1945, p. 5.
17. Times of India, 26 April 1945 The Economist, 28 April 1945,
p. 540. .
18, The Economist, 28 April 1945 p. 540,
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be conserved for the no less pressing programme of re-
capturing Britain's position as a leading creditor nation of the
world.*

If s0, it is clear that throwing the sterling assets open
for free multilateral convertibility would be a suicidal step.
It would lead to a scramble for the limited supplies of foreign
assets and would thereby seriously jeopardize the post-war
economic plans of Great Britain. Nor will the holders of
the sterling assets escape damage, as a rush on their part to
convert sterling into hard currencies must necessarily produce
a serious depreciation in the external value of sterling, which
would mean that the sterling securities in their possession
would be worth correspondingly less in terms of goods.
Their own self-interest in the stability of sterling, in other
words, should induce them to impose upon themselves a self-
denying ordinance in order to prevent, rather than solicit,
recourse being had to alternative (7).

VIIl. REPATRIATION OF INDUSTRIAL AND COMMERCIAL CAPITAL

Redemption of the sterling assets through alternative (8)
may aslo be dismissed as unlikely because, having success-
fully resisted resort being had to it during the war years,
under conditions of inelastic demand for rupee finance, it is
exceedingly improbable that the most valuable British invest-
ments in this country would be easily allowed to be liquidated
after the exigencies of war had passed and at a time when
a speedy rebuilding of the overseas investments of the
country to its pre-war level should be one of the principal
objectives of economic policy®® with a high ranking priority.
For, it is worthwhile noting that the forgoing of handsome
dividends is not the only sacrifice involved in such a course.

19. The Ecanomist, 28 April 1945, p. 540.

20. It isinteresting to note that a writer in Planning (15 Septem-
ber 1944, p. 19) dismisss this alternative of redeeming sterling balances
as unsuitable to the interests of his country on the ground that it
'would (a) Result in British companies losng control of valuable
concerns in India, and (b) Add to (Britain's) long-term Balance of
Payments problem by removing a source of overseas investment
income'.
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With the title to investments will also go certain advantages
which accompany their ownership and the effect of which
would be, as we shall presently see, to intensify the long-
term balance of payments difficulties of Great Britain in the
post-war period. .

In the first place there would result, sooner or later, a
surrender to Indians, the future proprietors of the enter-
prises, some of the most highly lucrative positions, adminis-
trative and technical, which Indian trade and industry to-day
offer, but which, hitherto, have been the almost exclusive
preserve of Britishers. Secondly, expensive head offices, now
maintained in London or elsewhere in the United Kingdom
and the exorbitant directors' fees, both of which vyield
considerable revenue to the British economy, would disappear
with the shifting of control into Indian hands. In the third
place, there is- no guarantee whatever that these concerns
would continue, subsequent to their sale, to provide the same
assured patronage to British products of all kinds including
British banking, shipping and insurance services, which they
have always been doing by force of habit or tradition. On
the contrary, there may ensue a natural tendency to transfer
such patronage to the Indian rivals of British enterprises.
Some of it may also go overseas. To the extent this may
happen, British exports, visible and invisible would suffer.

Finally, ownership of the investments, which are spread
over every facet of the economy, meant a living contact with
what is comparatively an undeveloped economy with vast
untapped potentialities for profitable investment. These
contacts provide the British investors, seeking outlets abroad
for their capital, a fund of local knowledge and eiperience to
guide them over practically every sphere of economic activity.
They enable British capital to secure easy and lucrative
openings, through the device of expanding existing enter-
prises or by establishing new ones. These advantages would
begin to disappear with the progress of repatriation.

British interests apart, from the Indian standpoint, the
desirability or otherwise of exchanging sterling balances for
British investments would depend upon four factors: (1) the
average price at which they would be put on the Indian
market; (2) the availability or the opposite of capital goods in
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aufficient quantities for implementing schemes of economic
expansion; (3) the presence or the absence of the danger of
the sterling asss being frittered away in the purchase of
consumer goods and (4) the post-war purchasing power of
sterling. .

It is clear that, to make the transaction worthwile, the
average price at which British investments would be made
available must be capitalized at a rate of interest which is not
less than the prospective returns on new investments.
Capitalization at a lesser rate would place the balance of
advantages on the side of utilizing the sterting assets for financ-
ing projects of economic development at home, as that would,
then, cog less and bring higher dividends, than the repatriated
British investmeénts. But it is important that the purchasing
power of sterling between now and the time of cashing the
sterling assets into goods must not fall by a margin which
may more than negative the difference between the cogt of
new investments and the price of the old. For, in the event
of its so falling, the relative advantage of new investments
over the old would disappear and it would be the purchase
of the latter, not the undertaking of new investments, which,
in the circumstances, would become more profitable.

It is clear, too, that if Great Britain should be unable to
supply the necessary capital goods or, alternatively, the
requisite amount of foreign exchange for importing such goods
from dsewhere, in the quantities desired, and if the sterling
asts should consequently remain blocked indefinitely, earn-
ing only a nominal income of about 1 per cent., it will be
desirable to acquire British investments in exchange for them,
rather than retain them in liquid form. The advantages of
such a step would remain even if the potential yield on the
forbidden new investments, were to be higher than the yield
on the old, sncethelatter would, in any case, be larger than the
yield on sterling treasury bills.  British investments would be
preferable also, if the sterling assts were otherwise in danger
of being bartered away for consumer goods. The utilization,
for the latter purpose, of sterling acquired at such immense
human suffering would be most unfortunate. Since, however,
for the reasons we have reviewed above, the likelihood of
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Great Britain being agreeable to part with her investments in
India is exceedingly remote this question of the desirability
or otherwise of our acquiring them may not arise at all.

-1t has been different, however, with South Africa, a
country which is virtually sovereign politically. She, too,
like India, was faced with the problem of sterling accumula-
tions, which were received in payment of surplus exports.
Some of it was utilized for repatriating the sterling debt of
the Government. But, since sterling continued to flow in,
other uses had to be found for it | and it is significant that the
Government decided that this should be the buying over of
foreign investments (principally British) in the Union. For
this to happen on a sufficiently large scale it was necessary
that steps should be taken, on the one hand, to depress their
price and, on the other, to stimulate the demand for them.
With a view to bringing about the former, the Government
levied a discriminatory tax on dividends paid to non-resident
holders of South African securities—a measure which,
incidentally, under the Act of Parliament, 1935, is beyond the
competence of the Government of India; and with a view to
bringing about the latter Mr. Hofmeyr, Minister of Finance,
appealed to the private, corporate and public investors to keep
the movement of repatriation going by purchasing South
African securities in the London market.

As a result of these measures, not only was inflation held
in check but the external indebtedness of the country was
considerably scaled down.?®® Canada, too, pursued a similar
policy whereby Canadian dollars to finance British expendi-
ture in the Dominion were provided through the repatriation
of Government stock as well as equities and other private
investments held by Britishers.?®

20a. The South African Government also pursued the negative policy
of preventing serling accumulations by taking gold insead. See
Heatherington, op. cit., p. 35.

20b. See The Economlst 8 January 1944, p. 50.

20c. Heatherington, op. cit., p. 12
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IX. REPUDIATION OF DEBT OR RE-NEGOTIATION OF THE
FINANCIAL SETTLEMENT OF 1939 ’

Alternative (1), at any rate, inits dc')wnright form, is also
not likely to be resortéd to. Outright repudiation of an
honourable debt is not only derogatory to the prestige of Great
Britain but the circumstances of the case would render any
such move wholly uncalled for. For, Britain's position of
authority in India should easily enable her to negotiate almost
any solution, less dis-honourable than repudiation, which
would satisfy her requirements more or less completely.

This does not, however, rule out the possibility of part
of the sterling debt being cancelled through some less objec-
tionable device without giving anything in exchange for it.
Great Britain, for instance, may ask for, or the Government
of India may offer, a contribution towards the Imperial war
expenditure in India in recognition of the services rendered
by the British armed forces in defence of India and for saving
it, to quote,the Financial News, (London), 'from becoming a
Japanese Colony'. Something similar was done at the end of
the last war and, during the present, Canada has already set
“a precedent by making a free gift to the British Treasury of
$1,000 million (£248-14 million), in addition to an interest-
free loan of $700 million (£173-70 million) and other forms
of mutual aid.?°® It may be argued that India has not as yet
render ed any assistance on these lines and, aspiring as she does
to the status of a dominion, it is but proper that she should
follow the good example of Canada.

The same result can also be attained by a re-negotiation
of the Financial Settlement of November 1939, whereby the
ultimateliability of thewar expenditurein Indiaisapportioned
between this country and Great Britain. Much adverse com-
ment, at times even of quite an irresponsible character, has
been made on the terms of this settlement in the British Press.
The following extracts are some samples of the kind of pro-
paganda that is being carried on:

20d. See The Economist, 25 Marc_h 1945, pp. 3%4 and 408.
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1. 'But India herself would have something to gain from
a re-negotiation of the Financial Settlement which would give
her the chance of a more favourable settlement of her rapidly
increasing claims on Great Britain. The bigger that claim,
the smaller becomes the chance of, converting it from its
present virtually blocked character into a multilaterally con-
vertible asset. The whole of the Indian monetary structure
is based on sterling and by undermining the latter, India will
be injuring her own interests.'—The Economist, 3 June 1944,
p. 755.

2. 'The case for revision.......... also rests on the fact
that Allied purchases in India have been made at inflated
prices which, owing to the control of the exchange market,
have not been allowed to reflect themselves in the exchange

rate of therupee ......... The accumulation of sterling assets
by India has, therefore, been considerably stimulated by the
rise in rupee prices .. ... If only on this comparison of the

real terms of trade between the two countries there would
seem to be strong grounds not merely for a re-negotiation of
the settlement, but for some retrospective reconsideration of
the debt to which it has given rise'—The Economist, 17 June
1944, p. 820. :

3. 'The fairy princes of Whitehall have generously
rewarded the poor nations of the East—endowing them
with undreamt of riches overnight, leaving a treasure of
£50 million in Baghdad, £100 million in Jerusalem,
£200 million in Cairo, £1,000 million in New Delhi and so
forth'.......| Paul Einzig in The Banker, December 1944.

Though it may be at once agreed that the stability of
sterling must remain a matter of vital concern to India, the
argument of The Economist that India herself stands to profit
from writing off a part of the sterling assets would seem some-
what disingenuous. For, while the advantages of such a step
to the British economy are quite obvious, it is far from clear
how the Indian economy can benefit by forgoing its legiti-
mate claims upon the British economy which were created
through self-denial.. If, indeed, the piling up of British war
expenditurein India should threaten to reach a point at which,
in the opinion of this journal, the post-war value of the pound
would be rendered extremely vulnerable, it is an indication

18
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that Great Britain has spent or is spending beyond capacity.
And the proper remedy for thisisfor Great Britain totry to
spend . less or to impose greater sacrifices upon the British
public in order to be able to honour her debts, and for India
td try- to protect the value of its sterling possessons in the
manner done by Argentina. The remedy is not to ask India
to treat the goods and services, she surrendered during the
war, as a free gift to Great Britain. Whilst there was still
room for a reduction in the British standard of living, and not
until the latter was reduced to the Indian level, the plea for
writing off the sterling debt can have no justification what-
ever, either moral or financial.

The theory that a revision of the Settlement was justifi-
able on the ground that the sterling equivalent of the rupee
expenditure has been unduly inflated, seems at first sight to
be sounder and has been more widely advocated.” The argu-
ment is that, snce prices in India have risen much more
steeply than prices in Great Britain, without any reduction
being effected in the sterling value of the rupee, a given
amount of rupee expenditure would get converted into a
larger quantity of sterling than would be the case if the rate
of conversion were to reflect the correct value of the rupee.
And the greater the inflation in India and the higher the Indian
prices may rise, as a consquence, the larger becomes the dis
parity between the amount of sterling received by India and
the amount she is really entitled to. The Financial News has
gone a gep further than The Economist and has estimated
that, if allowance was made for the changes in sterling and
rupee prices, a reduction of £127—£163 million would result,
up to the end of March 1944, in the sterling assets then accu-
mulated with the Reserve Bank (£709 million) and that the
current rate of accumulation would be approximately
halved.? In the opinion of the journal this operation would

21. See Planning, 15 September 1944, p. 19, and The Financial
News, 16 June 1944.

22. Quoted by Planning, 15 September 1944, p. 19 and The Eastern
Economist, 14 July 1944, p. 38.
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amount to no more than 'squeezing the water' from out of
the sterling balances.

But in making out this bill, no notice whatever has been
taken by the journal of the several items on the debit side of
-theaccount. Inthefirst place, though pricesin Indiadid move
up with the progress of inflation, British and Allied expenditure
was incurred at controlled prices which were materially below
market prices. And, as has been pointed by The Eastern
Economist,? full advantage was taken of Britain's power of
authority in Indiato depress, or to prevent arisein, the prices
of commodities in which the British Government was inte-
rested. In respect of hides and skins, for instance, the
purchasing governments, by mutual agreement, eliminated
competition among themselves and, with a view to checking
internal sales of these articles at higher prices, transport
permits for them to inland centres were restricted to 25 per
cent of the sdes to the British Ministry of Supply. The
artificial immobility thus created enabled the unified buying
organization of the Allied Governments almost to dictate its
own price. Similar devices were aso employed in the cae
of linseed, groundnut and other oilseeds.

And the Fourth Report of the Parliamentary Committee
on British Expenditure in India has stated that the prices at
which purchases in India were made have been fair and rea-
sonable and that they have been generally, and in some cases
markedly, lower than the corresponding prices in the United
Kingdom. The prices of Tata steel, the bulk of which was
turned over to the Government, recorded no rise at all for the
first three years of war and even today ‘were only 27 per cent
above pre-war; the Government was able to purchase cloth at
200 (January-March 1940=100) and subsequently at 170,
while the price for the civilian consumer had reached the peak
of 500 in the first quarter of 1943 and was 260 in the first half
1944. The Committee observes that the purchases have
‘escaped the worst fluctuations of Indian commercial prices’.?

23. 8 June 1945, p. 750.
24. Quoted by The Eastern Economist, 8 June 1945, p. 750.
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In the second place, for the rupee proceeds of the goods
imported into this country the British exporters received more
sterling than they were entitled to. They realized a bounty to
the extent of the over-valuation of the rupee. The British
and the Allied Governments would not have made the harvests
of profits, which they actually did, on their sales of gold, if
the sterling value of the rupee had been adjusted to its
correct par. Furthermore, since sterling prices have not
remained stationary, but have increased, allowance must
be made for the resulting loss in the real value of the sterling
asets® Finally, having inflated Indian currency for her own
advantage, it doesnot liewith Great Britaintoturn round and
say that prices have risen too high or that exchanges have
failed to fall. If inflationary finance had not been resorted to,
the British demand for rupees would have driven up the
exchange ratio much above 18 d. and the sterling cost of a
given amount of rupee expenditure would, then, have been
vastly more than to-day.

When due values are given to these several factors, the
point made by The Economist and The Financial News would
lose much of its force; indeed, so far from a writing off of the
sterling assets being indicated, it might turn out to be just
the opposite.  But thereis certainly no guarantee that recourse
will not be had to this alternative, whatever may be the injus-
tice of it to India. For, past experience has shown that high
financial policy in this country is rarely, if ever, governed
by expert Indian opinion on the subject; it is governed all too
often by British expert views of what constitutes Indian inte-
rests. The game is too well known to need elucidation.

Dr. Paul Einzig's 'fairy princes of Whitehall' need not
detain us long. For, we are well aware that what they have
left in this country is not a treasure of undreamt of riches,
but misery, starvation, disease and death and on a scale un-
precedented even for India. They are only the debit side of
the account of which the credit side is represented by the
sterling assets. And Dr. Einzig, no doubt, realizesthat to alter
the Financial Settlement in Britain's favour would make no

2. See Table XXX, p. 124 above
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difference whatever to India's current contribution to the
war. It would merely reduce her post-war claims on Britain,
without taking away anything from her war-time suffering.
To leave behind less sterling than was due, or to conjure away

a part of it subsequenty, would, therefore, be quite mean of
the fairies.

X. SALE TO INDIA OF THE WAR-TIME FACTORIES,
AIR-FIELDS, ETC

Drawing upon the sterling assets for implementing alter-
native (2) would seem to be fairly probable. For, sale to the
Government of India of the factories, air-fields, stores
and other equipment?®® owned by the British Government
may prove to be the only practical way of disposing
of them, since their transhipment to the United Kingdom
would be either not possible, as in the case of air-fields, or not
worthwhile, as in the case of factories and the like. [If to these
while, as in the case of factories and the like. |f to these are
added some naval units and fighter planes, which, during
the war, had mostly remained in the Far East, while the
aggregate fighting strength of the Empire will remain
undiminished, they may materially contribute towards a
reduction of the sterling liabilities of the British Government.

The advisability of India accepting payments in this
manner would, however, depend primarily upon whether we
would really be in need of these factories, naval units, etc.,
immediately after the war or whether their acquisition could
be postponed, without sacrificing security, to some later date
and, thereby, allow priority, over external assets, to the claims
of the more pressing needs of industrialization. Great
Britain's necessity or convenience must not be allowed to

26. The aggregate amount of the stores which will remain in India
at the end of the war has been esimated to be 'about Rs. 100 to 125
crores plus other capital asets of great valuet. See The Eastern
Economist, 3 August 1945, p. 155. The same journal (the isue of
17 December 1943) had edimated that, in Decembe 1943, the

value of the British Government owned factories and stores was about
£26 million.
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over-ride.the importance of conserving our foreign exchange
resources for the importation of capital goods and other
essential supplies.  The question requires careful investi-
gation, though it may be added that here, too, Indian opinion
is more likely to be ignered than respected.

XL  CAPITALIZATION OF PENSION CHARGES

The Finance Member in the budget speech of -1943-44
had announced that redemption of part of the sterling debt
through alternative (3) was under consideration of the
Government of India.*’ Nothing, however, was heard of it
thereafter. No reference was. made to it in the budget
spesches of 1944-45 or 1945-46. Since it is not clear why
the idea was shdlved,, it is difficult to say whether it is likely
to be reopened after the war. The amount of the pension
to be capitalized is believed to be about £5—£6 million a
year and on a 3 per cent interest bads the lump sum
payment to be made would come to £160—£200 million.
The transaction, it will be noted, would amount to making
advance 'provision for the annual stefling remittances, the
British Government undertaking to find the necessary amount
of it at the due dates in return for the capital sum now
received, though the legal liability for the payments due
would remain that of the Government of India. It would
be merely a cae of the purchase by the latter of a sterling
annuity. But in face of the more urgent necessty of speeding
up the economic development of the country, it is not easy
to see why we should be in any desperate haste to seize hold
of every possble device of digposing of the sterling assts.
As we shall presently see it is not as if their magnitude is
larger than would be required for purposes of industrializa-
tion.

XI1. CONTINUANCE OF THE STATUS QUO

Alternative (4) contemplates the free use of the sterling
as#s for the purchase of whatever goods may be available

27. Pp. 1819,
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in Great Britain and other countries of the serling area.
This must soon lead to imports on a scale which would exceed
that permissible againg payments from out of the proceeds
of current exports, due allowance being made from the latter
for meeting the invisible liabilities of the country. The idea
is that the sterling assts would then be drawn upon and
cancelled in payment of the surplus imports thus defined. Its
implication for Great Britain, however, isthat in exchange for
exports paid for in this manner she can command nothing
whatever by way of imports. They would only draw blanks
in the shape of the war-time accumulated sterling securities.
They would be, so to speak, gratuitous exports. This is clear
when the exports in question are made directly to India; it
should be clear, too, when Indian purchases are made from
outsde Great Britain but from within the Empire, as the
countries receiving sterling from India may passit on to Great
Britain in payment of goods purchased by them from the
latter.

And, obvioudy, this is not a matter to be trifled with.
For, it would amount to a diversion of resources, away from
the solution of the pressng problems of rehabilitation of the
British economy, into producing capital and consumer goods
for the bendfit of overseas dependencies in liquidation of the
debt owing to the latter. Moreover, snce the magnitude of
the debt is very large, the diversion would have to take place
on a consderable scale. And, while Great Britain was occupied
in this process of debt liquidation, which may take several
valuable years of the post-war period, her rivals in world
trade might steal a march over her, and she may lose for ever
the opportunity of a speedy return to her pre-war position
of power and strength, as she would, then, be denied the full
advantages of a sdlers market, which must prevail during
thefirst few years of the transition. Since, however, this would
be too heavy a price to pay, Great Britain may possbly
decide that the debts, however honourable, may wait in order
to yield place of priority to the reconstruction of Britain's
€conomic  eminence.

This line of argument, it must be noted, presumes that,
with the cessation of war, the war-time controls on trade and
shipping will be removed, allowing unrestricted movement
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of goods as between the Empire countries. The consequences,
however, need .not be quite so serious, if these restrictions
remained, since, through their instrumentality, it is possble
so to regulate the volume and the content of the British and
the Empire exports to India as not, in any way, to interfere
with Great Britain's post-war economic programme. The
excess Indian imports, in the sense in which we have used
the term, may not, then, be allowed to appear at all or may
be kept within the capacity of Great Britain to pay, according
to requirements. The trade restrictions in Great Britain may
be made to ensure that due attention was paid to British
interests first and the restrictions in India may ensure that
the aggregate excess imports to be paid for from the sterling
asets whether recelved from Great Britain or from other
parts of the Empire, remained well within the limits of the
convenience of the British economy.

If so the possibility of recourse being had to this alter-
native would depend upon the continuance of the war-time
controls on trade and shipping, at any rate in so far as Indian
imports from the sterling area countries were concerned, until
the volume of the surplus sterling assts were all exhausted
or were reduced to innocuous proportions. Since, however,
Great Britain may like to spread her payments over a long
period, may be as much as two to three decades or even
more, and since, on general grounds, it may not be desirable
or practicable—in face of the clamour of the public to be
rid of them—to continue these controls quite so long, it seems
reasonable to anticipate that the chances of resort being had
to this alternative, beyond a"' restricted period, if at all, are
not very great.

From the Indian standpoint it is not very attractive either.
For, in the event of the barriers to trade within the Empire
being removed, there is a very real danger of a considerable
proportion of the sterling assts being squandered away in
the purchase of consumer goods of which the country has
been starved for the past several years, at fancy prices in a
sdlers market. This may happen because the demand for
these goods is likely to be so great that their imports may
very well exceed the amount of sterling available for their
purchase from out of the proceeds of current exports, render-
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ing inevitable encroachment upon the war-time accumulated
sterling assts. And to the extent this may be the case, the
hope of utilizing the assts for the industrialization of the
country would be frustrated. If, on the other hand, the
barriers to trade were to continuey the result is not likely
to be any the better, since there is in it the possbility of
Great Britain passng on to us in exchange for the asss
anything from aspirin, mouth organs, old clothes shoes
second-hand wireless sts  etc., to rejuvenated textile and
other machinery. These would represent but a poor memo-
rial to the suffering which we have undergone in building
up theasss

XIIl. UTILIZATION OF THE ASSETS SOLELY FOR INDIAN
ECONOMIC DEVELOPMENT

Alternative (5), circumstanced as we are today, is purely
of a theoretical character, snce its execution would imply
unfettered political sovereignty plus the necessary power to
ensure that the requirements of the reconstruction of the
British economy were placed but second in order of preference
to the industrialization of the Indian economy, in the matter
of the provision of capital and other essential supplies or the
release of the necessary hard currencies in exchange for the
sterling assats. Nevertheless we may pay some attention to.
this wholly academic pursuit for its own sake,

In deference to the aimost universal desire in the country,
this alternative aims at, and is designed for, utilizing the
sterling assts wholly for Indian economic advancement.
Primarily with a view to preventing their being devoured by
the hungry consumer, it proposes, therefore, to block the
asets forthwith upon the termination of the war. Blocking
has also two other advantages. In the first place, with the
removal of the hindrances to sea-borne trade, forces tending
to bring about equivalence between equilibrium pari-
ties and exchange rates will begin to assert themsdves in
India as elsewhere. When this happens it would be exceed-
ingly difficult, if not impossible, to maintain the rupee at its
statutory par of 18 d. For, as may be sen from the table
below, there has taken place in India inflationary expansion

19
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' TABLE XXXI

Index Numbers of Inflation and Prices in India
and the United Kingdom28

(July 1939=100)

India United Kingdom

Last S zcn 2 5 w <
qarter S8 &3 By LR g‘@ B8
of 23 Bz 85 =23 kg 2&

s fe = s co =
1939 w122 103 129 105 108 119
1940 o129 125 121 118 136 149
1941 .. 167 165 154 141 173 158
1942 .o 3l 253 218 173 187 164
1943 .. 464 367 316 202 211 165

1944 . 567 458 299 234 237 170

of money on a vastly larger scale than in the United Kingdom.
Whereas the wholesale price index in India rose from a base
of 100 in July 1939 to 299 in the last quarter of 1944, the
British wholesale index rose, during the same interval, only
to 170.

As a matter of fact the divergence in the purchasing
power of the rupee and sterling is much larger than these
figures might indicate, since the Indian price index is only a
ecolrtrolled’ index, based as it is on controlled prices. A
comparison of the trends of note circulation, demand deposts
and price indices in India strikes one with the strange
phenomenon that, whilst theformer continue to move upwards
unabated, the latter comes to a dead stop somewhere in the
last quarter of 1943, parts company with the trend of money
and even takes a turn downwards. In fact everything
continues to move upwards, as usual, except the Economic
Adviser's index number. But it is not as if the quantity

28. Taken from the Reports on Currency and Finance for 1942-43
1943-44 and 1944-45,
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theory of money suddenly decided to cease functioning in
deference to Defence of India Regulations. The explanation
isthat it is the index number, not prices, which paid salaams
to theprice control orders of the D.I.R.*

In the circumgances, to leave the serling .asgs un-
blocked and for the currency authority to attempt to maintain
the rupee at its statutory par, as it may, then, be drawn into
doing, is likely to be a very codtly policy, besdes probably
proving futile in the end. If we may accept Dr. S. K.
Muranjan's estimate® that the r eal value of therupeeisnearer
12 d. than 18 d., it would amount to little dse than drawing
upon the sterling assts for subsidizing British and other
foreign imports into the country by as much as about 50 per
cent. Blocking the assats would protect them from being
consumed away in this manner.

In the second place blocking would keep the sterling
assts beyond the reaches of the speculator. The disparity
between the statutory and the real values of the rupee being
very pronounced, with the prospects of the removal of the
restrictions on trade, there is a danger of a speculative
shifting of funds from India to Great Britain with a view to
taking advantage of the possble fall in the value of the rupee.
This would assume the form of a transfer of the sterling asets
from the Reserve Bank to the exchange banks, to the credit
of the speculators, and the amounts involved may be veéry
considerable and may grow in volume as the impossibility of
keeping the rupee at 18 d. becomes more and more apparent.

29. But it is quite amusing to read the earnestness with which the
Economic Adviser's index numbers have been quoted, and graphs drawn
with their aid, in support of the thesis of the 'successs of the anti-
inflationary measures of the Government. Says Sir Jeremy Raisman in
his last (1945-46) budget speech (para. 30): "Most of the usual indices
responded encouragingly. . . . . . (to the various anti-inflationary measures)
...... The general index number of wholesale prices of the Economic
Adviser has, for instance, ranged between 240 and 250 approximately
since May 1944. . ... Honourable Members will find graphs giving the
main indices in the Explanatory Memorandum*. (ltalics mine).

30. S. K. Muranjan, 'A One Shilling Rupee', The Eastern Economist,
8 February 1945 and 15 February 1945.
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To the extent such transfers may take place, the utilization
of the exchange resources for a planned programme of
industrialization would become difficult, snce they may, then,
be converted into either consumption goods or capital goods
by those who may gain possesson of the exchanges from
the banks. And if this must be prevented from happening,
the steps to be taken would have to be vastly more onerous
than when the assts are centrally pooled in the Reserve
Bank. '

After having effectively locked up the sterling assts in
this manner, they would be released only for the payment of
capital goods and such other requirements for the building
up of the Indian economy, the necessary measures being
adopted to ensure prevention of their leakage into other
uss. Care must be taken, for ingtance, to see that imports
of capital goods which would be ordinarily sa against
current exports, are not paid for, instead of from current
receipts of exchanges, from out of the sterling assets since
this would create the possibility of the exchanges, thereby
made available from the current receipts, being utilized for
the import of consumer goods. This would be clearly a case
of the sterling assts being drawn upon, indirectly, for
purposes other than intended.

. The release of the aggregate amount of the assets would
be spread over a period of years in accordance with the
absorptive capacity of the Indian economy. This would
depend upon the volume of the currently accumulating
savings and the amount of the specialized machinery, mate-
rials and experts, to be imported from abroad, which these
savings can 'take in order to yield the best results;, the
sterling assts would be employed to make good the deficits
in the supply of the currently available foreign exchanges
for acquiring the latter. 1f we may assume the deficits to be
about Rs. 100 crores per year, the blocked sterling resources
would last for about ten years.

Nor need this cause any very excessve strain upon the
British economy and standard of living. For, it would re-
present under one (0*89) per cent of the British national in-
come. The productive organization of Great Britain should be
eadly able to take so small an incidence in its stride. India was
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called upon to make and has made vastly greater sacrifices
during the war for the sake of victory. She relegated every-
thing dse into the background. After® victory has been won,
it would not be fair to ask her to wait until British recon-
struction was over, especially when the sdf-denial demanded
by her requirements is comparatively negligible. It may be
noted that India surrendered, on an average, about Rs. 244
crores worth of her current output for the benefit of Great
Britain during the war; for the past three years the average
was Rs. 372 crores. What she would require each year would
be but a fraction of this amount. Is it too much to ask from
a country, which is several times richer than our own, for
repayment, in ten years or more, of aloan which was extorted
from us in five years?

The conservation and the release, by instalments, of the
sterling asts for the industrialization of the country would
not in themsdves render the position free from all difficulties.
So long as over-valuation of the rupee remained, the conse
quent inherent instability of the situation must continue.
The tendency for the speculative export of capital and the
temptation to import beyond capacity, as measured by the
volume of current exports, may possbly exert so severe a
strain upon the available supply of foreign exchanges that,
under pressure of it, the currency standard may be jeopar-
dized. And, snce an unstable monetary sysem may prove
prejudicial to the unhindered progress of industrialization, it
would be eminently desirable to root out the cause of the
trouble. This may be done by devaluing the rupee to its
correct parity and by taking such seps as may be neces
sary to prevent the value of current imports from over-
shooting their mark.

XIV. REDEMPTION AT THE CONVENIENCE OF
THE UNITED KINGDOM

There remains to consder alternative (6)« As under
alternative (5), of which this is a modified version, the
sterling assdts in this case, too, will remain blocked for use
within as well as without the sterling area; though the
principal objective of doing so would be to prevent any rush
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for their conversion.into goods on a scae which may hamper
Britain's post-war plans of development, through intensifying,
what has now become fashionable to describe as, her balance
of payments problem. It follows that the period for which
they would be put oyt pf use, or the pace at which amounts
may’ be released from them, must conform to the needs of
Great Britain. Possibly, to begin with, during the first few
years of acute stress, the assets may be kept wholly frozen,
none of it being made available either in Great Britain or
outside. Even after this stage has passed it may not be
permissible to release more than nominal quantities, their
use being restricted to the United Kingdom or to the sterling
area. It would be only gradually that more liberal rations
may be allowed and their conversion into hard currencies
would have to wait until the dollar-exchange position of
Great Britain materially improved.

For how long the assets may have to be held, in a wholly
frozen “condition, the rate at which they may be made avail-
able thereafter, what part of the latter may be exchanged
for hard currencies and so on, it is not possible to state with
precision in advance. All this would clearly depend upon
the needs and the convenience of the United Kingdom. But
the late-Finance Member of the Government of India, Sir
Jeremy Raisman, was of the view that the 'transfer difficul-
ties associated with the balance of payments position' of
Great Britain may last 'at least the first post-war decade
and he cautioned his audience not to be too liberal in its
estimates regarding the convertibility of the sterling assets
into capital goods during the period, since the 'competing
claims for capital equipment’®! of his own country will have
to be first attended to.

The P.E.P. (Political and Economic Planning), a non-
party group in Great Britain comprising nearly every
vocation of life, who may be taken to represent informed
and aso enlightened opinion of the British public, are less
specific on the subject, though they, too, link up the issues

31. Budget for 1945-46- p. 16.
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we are consgdering with their view of Britain's balance of
payments problem. This problem, they state, arose from
the heavy fall in the British overseas investments, the decline
in the income from shipping and other invisible items and
the fall in visible exports by about 71 per cent. Shortage
of exchanges to pay for imports must, therefore, continue
after thewar and it would be necessary to retain strict import
controlsin order to limit importsto 'bare essentials’ Even 0,
increase 'at least 50 per cent over their pre-war level ** or by
to be able to pay for these, the visible exports would have to
mor e than 400 per cent over their 1943 level." Until this was
attained, payment of the sterling assts from 'out of current
production will be impossble except by means of blocked
balances for the purchase of British goods' In the matter of
the multilateral convertibility of the assts, they are prepared
to consider this question only 'if and when® Britain's exports
yield morethan enou%g foreign currency to pay for her essen-
tial current imports.'>™ And, doubtless, it may be very long
before Britain may be said to have had enough.

Thistarget for British exports hasreceived almost univer-
sal approval in Great Britain and the necessity for reaching
it as speedily as possible, before paying attention to anything
dse has been widely emphasized. The Economist, for
instance, regards it as 'second only to victory' and would put
up the dogan 'export or die,' since increased exports are 'vital
to the future welfare of the British community.'® |f these

3la. In 1938, total British exports were valued at £470>/million. At
1938 prices, a 50 per cent increase would mean exports to the value of
£705 million; at 1944 prices, which were 78 per cent higher than in
1938, the target figure would be £1,255 million. And in 1944, the
volume of exports was one-third of what it was in 1938.

Judging from the experience after World War |, nor is the attain-
ment of the level aimed at by any means a simple affair. In 1919 the
volume of exports was 45 per cent less than the 1913 level; in 1920 it
was still 29 per cent below the latter; and during the subsequent two
years it suffered a decline.

32. Italics mine.

33. P. E. P. letter to The Eastern Economist, 19 January 1945, p. 80.

34. The Economist, 27 January 1945, pp. 101-02; also see The
Economist, 19 May 1945, p. 663.
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views should prevail, the redemption of the sterling assts
may not materialize at all before British exports recover to
the desired extent.

It must not be presumed, however, that redemption would
be freely permitted soon thereafter. For, it must be noted
that a 400 per cent increase in exports over the 1943 level is
expected to permit only the bare essential imports. If the
latter must return to their pre-war norm, exports must riSe still
higher. Provision must be made, too, for recapturing Britain's
position of financial supremacy. This would absorb all the
foreign exchange which the surplus British exports may pro-
vide for a long many years, may be several decades. That is
to say, once priority to the needs of Great Britain is granted
and the liquidation of the sterling debt is left to her conve-
nience, as is done in this alternative, it becomes at once diffi-
cult, if not impossble, to anticipate a date by which the
sterling assts may be freely utilized to meet Indian require-
ments. There can be room for releasing them only in driblets.

'XV. THE STERLING ASSETS AND THE INTERNATIONAL
MONETARY FUND

This would seem to provide the correct explanation -for
the falure of the British Proposals for an International Clear-
ing Union (Keynes.Plan) to make any specific provision for
the clearance of the sterling assets through the Union. The
Proposals merely state that 'it is very desirable’ that the coun-
tries owning these balances 'should regard........ as liquid'
a portion_of them 'over and above the amounts which they
can afford to lock up.! This it would do by 'some special
over-riding provision for dealing with the transitional period
only™ whereby 'through the aid of the Clearing Union, such
balances would remain liquid and convertible into bancor by
the creditor country whilst there would be no corresponding
strain on the bancor resources of the debtor country, or, at
any rate, the resulting strain would be spread over a period."*

3b. Italics mine
3% Para. 34 of the Proposals,
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That is to say, the British Treasury would have no objection
to a Testricted portion of the assets being allowed facilities
for multilateral convertibility, during a transitional period,
from out of the general funds of the Union, on the additional
condition that Britain's exchange resources were not in any
way encroached upon.

That it would not suit British interests for the country
to be pinned down to any specific scheme of redemption
whatever, is evidenced by the fact that the provisions of the
United States Proposal for a Stabilization Fund (White Plan)
or those of the Prop'osals of Canadian Experts for an Interna-
tional Exchange Union were not acceptable to Great Britain
and the British delegation to the United Nations Monetary
and Financial Conference held at Bretton Woods in July 1944
strongly opposed, and secured rejection, by the Conference®
of the Indian proposal, to bring the war-time sterling balances
within the purview of the International Monetary Fund. And
the Final Act of Bretton Woods expressly stated that the
'"Fund is not intended to... .deal with international indebted-
ness arising out of the war.'*® It may be noted that the
Canadian plan would spread redemption of the debt over
a period of 20 years at the rate of 5 per cent per
annum® while the U.S. plan would spread it over 53
years at the rate of 2 per cent per annum.*® Great Britain
was not prepared even to discuss these suggestions. - She

would leave the question for settlement -by bilateral
negotiation only.

XVI. THE EMPIRE DOLLAR POOL AND THE INDIAN
DOLLAR FUND

The locking up of the sterling assets, that is, the postpone-
ment of their conversion by Great Britain into goods or foreign

37. Commerce, 26 August 1944, p. 250; both the British and the
American ddegations to the Conference had issued datements reecting
the usge of the Fund as a mechanism for liquidating the balances

37a Article X1V, § 1, p. 27. *

38. Section VIII, p. 17 of the Proposal of Canadian Experts.

39. No payment would be made for the first three years. See the
United States Proposal, 8 (f), p. 4.

20
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exchanges does not imply, it will be recalled, similar treat-
ment being extended to sterling or other exchange acquired
in payment of current exports. So far from being unwilling
to sell goods to India against the latter, she will be, in fact,
only too pleased to do So, since by purchasing freely the
exportable surplus of British goods against the proceeds of
Indian exports to the sterling area or to the hard-currency
countries, India would help to solve Britain's balance of pay-
ments problem. And in order to ensure that as much of the
hard currencies accruing to India as possible were made avail-
able for the finance of British economic* reconstruction, the
prevailing exchange control regulations and the Empire
Dollar Pool miay be rgtained. The controls will be so worked

that India bought less from, than she sold to, countries outside
the sterling area.

From the Indian standpoint, however, though it would be
desirable to continue the controls over current exchange
transactions, the object of their working ought to be some-
what different. Rather than be a milch-cow for yielding dol-
lars for the benefit of the Empire Pool, the aim should be to
keep down consumer imports to a minimum in order to make
room for essential capital goods, materials and technical
experts. It would aso be desirable to keep out of the Poal,
since by remaining in it there is a greater chance of our get-
ting less, never more, than what we would currently contri-
bute to it. This is, in fact, what happened during the six
years of war. The aggregate dollar contribution of the Indian
economy to the Empire Pool would comprise India's favour-
able balance of trade with the U.S.A. and Canada plus that
part of the war expenditure of these two countries in India,
which is not covered by the figure of surplus exports and
which was not met in gold. But we have information on none
of these factors and it is, consequently, not possible to have a
correct idea of the-Indian contribution; the table below,
however, gives figures of the amount of the surplus exports of
the country, on private account, with the U.S.A. and Canada
for the five years ending with 1943-44;—



TABLE XXXII

India's Balance of Trade on Private Account with the US.A. and Canada

(drores of Rupees)

1939-40 1940-41 194142 104243 - 1943-44 Total

USA +12:56 —1-11L +11-98 +878 +21-89 4 54-10
Canada + 275 +020 - 0% —17 + 2.4 4+ 335
Total +1531 -0 +1172 +7-03 42430 +51-48
($172-35

million)

T004 YVITIOT aulIdwa

oc1



1% THE PROSPECTS FOR THE FUTURE

The table reveals that from the restricted field of trade
in merchandise on private account alone the Empire Pool
benefited to the extent of Rs. 57;45 crores ($172.35 million).
The actual receipts were, doubtless, vastly larger. It isworth-
while noting that this benefit was extorted through denying
to the Indian economy dollar exchange even for acquiring
replacement capital goods. And public agitation on the subject
only produced a promise to create a Dollar Fund comprising
'a part of the dollars accruing from India's export surplus to
the U.S.A./ the amount being 'earmarked specifically for
India's post-war development’.”> The Fund, of which the
trustee is the Bank of England, has been started with a
magnificent contribution of $20 million (Rs. 0.60 crores)
during the calendar year 1944; we are told that a similar
amount would be added in 19454

XVIl. SUMMARY AND CONCLUSIONS

To summarize: The problem of the sterling assets is
exceedingly intricate. Its settlement must be the subject of
careful deliberation and negotiation. But it would seem
probable that of the eight several alternatives reviewed above
recourse would be had, to the full extent permissible, to (1)
and (2), if circumstances require it, also to (3). Alternative
(6), however, is likely to receive special favour and it is
possible that major reliance would be placed upon it for the
liquidation of the sterling debt. Pending the necessary
deliberation in respect of the details regarding these probable
alternatives, alternative (5), the status quo, would, of course,
remain in force. As we have seen, so long as trade, exchange
and shipping restrictions continued, it is possible so to work
this alternative as to render it more or less identical with
alternative (6).

40. Budget for 1945-46, p. 16.

41*. |bid; according to Dr. Harry White, the aggregate value today
of the dollar credits, gold and dollar securities at the disposal of U.K.
is $3500 million. The Eastern Economist, p. 19%.
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It is possible, too, that exchange control will be maintained
on currently accruing exchanges as well. There exists also
every prospect of our continuing to subscribe to the dollar
pool and of the rupee being maintained at its statutory par.
These possibilities are suggested by the provisions of the
Anglo-Egyptian financial agreement which were disclosed in
January 1945% and which have every chance of being treated
as a pattern for future agreements with other territories of
the dependent Empire. Under the agreement Egypt will
surrender 'to the United Kingdom, against payment in
sterling, all foreign 'currencies obtained in its international
transactions'’; that is, she will be a subscriber to the Dollar
Pool. Her foreign currency requirements will be met by the
United Kingdom, sterling area currencies on demand, certain
non-sterling currencies described as ‘easy’ currencies®
'without any strict limit' and ‘difficult’ currencies, among
which are included U.S. dollars, Canadian dollars, Swiss
francs, Swedish kronor and Portuguese escudos, in strictly
rationed amounts. The target figure for difficult currencies,
which, under certain circumstances, may be revised upwards,
has been fixed at £ E 15 million for 1945. .Trade controls will
be retained in order to ensure that imports from easy currency
areas are limited to 'the real needs of Egypt* and to restrict
their volume from hard currency areas to the available
quantities of exchange.

From the Indian standpoint, however, assuming that we
had complete autonomy of monetary and economic policy, the
following course of action would seem to be most desirable:—

(i) Devalue the rupee to its correct parity and,
preferably, delink it from sterling so that we
may be able not only to pursue such monetary
policy as Indian interests may demand but also
to prevent the undesirable effects on India of the
British monetary policy;

42. Cmd. 6582, quoted by The Economist, 20 January 1945, pp. 84-85.
43. E.g. currencies of liberated Europe.
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(ii) secure, if possible, a guarantee from the British
Government of the value of the sterling assets
by a gold cause as a safeguard against the
devaluation or the depreciation of sterling;

(iti) block the war-time accumulated sterling assets for
all transactions, within as well as without the
Empire;

(iv) release the blocked sterling assgts in accordance
with the absorptive capacity of the Indian
economy to pay only for capital goods, essential
materials and specialized labour;

(v) enter into an agreement with the United Kingdom
for the acquisition of the requirements indicated
in (iii) above, depending upon the sterling area
for their supply to the extent possible, and making
the necessary arrangements, with Great Britain,
for the provison of the requisite amounts of
foreign exchange, for the importation of the rest
from the outsde world;

(vi) retain the machinery of exchange and trade con-
trols during the period of transition in order to
prevent the foreigner from taking undue advan-
tage, to the detriment of India, of the sdlers
market, which must prevail for some time, and
also to ensure that part of the currently accru-
ing foreign exchanges was conserved for financ-
ing the economic development of the country;

(vii) keep out of the Empire Dollar Pool in order to
prevent other people from sharing with us our
- dollar earnings.

Since the assumption we have made is, however, not likely

to hald true, the policy, which rests upon it for its success,
must remain of academic interest merely. This raises the
guestion whether the more probable alternatives of policy are
capable of being so amended as to satisfy the needs of this
country within their very restricted framework. The follow-
ing ideas suggest themselves: —
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(i) If major reliance must be placed upon alternative
(6) for the redemption of the sterling debt, prefer
even regjuvenated or obsolete capital goods and
other equipment to aspirin, mouth organs and
such other consumer goods

(i1) if redemption must be spread over a large number
of years, get the floating debt funded so that
the Indian economy might have the benefit of
the long-term rate of interest in place of the
nominal returns obtainable on cash balances and
sterling treasury bills;

(iti) if the link with sterling must remain, secure
devaluation of the rupee to its correct level;

(iv) if we have no option but to continue to subscribe
to the Empire Dollar Pool, try to get from it as
much as we contribute to it for the purchase of
investment goods, so that at least our current
output could be employed for the economic deve-
lopment of the country;

(v) raise, if possble, a dollar loan in America for
financing Indian economic development, ear-
marking, if necessary, part or whole of the dollars
accruing under (iv) above for service on the
loan, 0 that implementation of the sthemes of
economic expansion may become possble on a
larger scale than would be permissible under
alternative (6);

(vi) resst asfar as possble resort being taken to alter-
natives (1) and (2) and also to alternative (3).

It must not be supposed, however, that full success on all
these six points, which' in itsef is far from probable, would
take alternative (6) anywhere near to alternative (5). Since
it is not possble both to eat a cake and make a gift of it, the
two alternatives are, in fact, diametrically oppossd to one
another. We can have either the one or the other, not both.
In comparison with the benefits of alternative (5), the conces
sons asked for are in the nature of but crumbs, though the
suggested scheme for a dollar loan might be somewhat of an
exception, if the dollars allotted to us from the Pool should
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suffice to raise a loan of, say, $100 bullion a year for fifteen
years. This would enable investment of an aggregate amount
of $1,500 million (Rs. 455-25 crores) during the period.

But it is important to note that if this debt is held as a
charge on, and is made extinguishable from, the current
output of the country, we will not be drawing upon
the sterling assts at all. It would be merely a case of
the post-war output of the country being utilized, through
the Dollar Pool, for Indian economic advancement. If,
on the other hand, the debt is ultimately set againgt
the sterling ass#ts it becomes a charge upon the
current output of Great Britain, as the latter would
have, then, to find the necessary funds for its liquidation on
behalf of India. And, from the British standpoint, so far from
this being regarded as an improvement upon the present
position, it may be deemed to be a worsening of it, since a
dollar debt owing to America would be very much on a
different plane from a sterling debt owing to India. Some of
the alternatives of payment open in the caee of the one may
not exist at all in the other and the ratio between the conve-
nience of the debtor and the requirements of the creditor in
the matter of debt redemption may be of a different order.
In the circumstances it is exceedingly doubtful whether
Great Britain may readily agree to such an arrangement.
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