UNIVERSAL
LIBRARY

OU_156346

AdVdEdl
1VSHIAINN






THE INDIAN CURRENCY SYSTEM

(1855—1926)

[Sir William Meycr Lectures for the year 1929]

BY

SIR ]. C. COYAJEE

* Published by the University of Madras "

MADRA3
PRINTED BY THOMPSON & CO., AT ‘' MINERVA PRESS "

—

1980.

Five Rupees; [7s. 6d.






TO

THE MEMORY OF

ALFRED MARSHALL






PREFACE

At a time when the task of monctary reconstruction on
comprchensive lines and of the adoption of an improved
standard is occupying the aitention and cnergics of India,
the utility of a review of the main tendeéncies of currency
development in the country in the past is obvious. When,
therefore, the University of Madras did me the honour to
invite me tc deliver the Sir William Meyer leetures for
1928—1929, I selected for my subject the evolution of the In-
dian currency system. That topic scemed also the more ap-
propriate, in view of the association of the lectures with the
name of Sir William Mcyer—one of the most eminent cur-
rency experts that India has produced.

The present book, which embodies those lectures, differs
from the other works on the Indian monetary system in
confining itself to a consideration of the leading tendencies
in the development of that system. While less attention
can he devoted in such a review to the details of currency
history, it ecan be fairly expeceted to give some account of
the influence exerted by the general progress of menetary
theory and practice on the eurreney poliey of India, as well
as of the causes and motives of the various changes in our
currency system.

It need hardly be said, that for the student of the theory
of money the currency experience of India is full of in-
terest and instruction. The discussion of the causes and
effects of the successive changes in India from Bimetallism to
Silver Monometallism and from that to the Gold Exchanea
Standard forms one of the most important and fascinating
chapters in the monetary history of the world. We are
now at a sufficient distance in time from most of those
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changes, to envisage clearly the course of events and to dis-
cuss calmly the merits of the measures adopted. We are
assisted in our task of understanding and interpreting the
trend ol the monetary history of India, not only by the
great development of monetary theory and practice during
the pres'nt century, but by the reeent publication of quite
a number of valuable realistic studies of the currency,
prices and exchange problems relating to various countries.
Studies like those conduected by distinguished ccocomists
like Taussig and Keynes and like Viner and W. Angell can
throw much new light on our old problems, and ean give
material help in  a re-consideration of our long-standing
controversies.

It might appear to some readers, that unduly large
space has been devoted in the hook to the consideration of
the various curreney proposals in which the monetary
history of India during the latter half of the nineteenth
century was so rich. It is submitted. however, that in a
historical and critical record of our monetary development,
many of these.proposals form so many land marks either as
illustrating or foreshadowing the course of events. In
many cases the proposals form the stepping stones of mone-
tary reform. For instance, one can scarcely understand how
strongly events were leading up to the adoption of the Clold
Exchange Standard in India unless one is familiar with
the proposals of the Government of India in 1878, with the
currency scheme put forward by General Strachey in 1856
and with Sir D. Barhour’s famous minute of 1892. So also
the study of the various gold currency schemes associated
with the names of Mansfield, Trevelyan and Temple will
throw much light on the currency situation of India in the
'sixties and the ’seventies. The various attempted solutions
of the monetary difficulties of those days afford, by impli-
cation, excellent deseriptions of the prevailing currency
and price conditions, and are very useful guides to the aims
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and ideals of our currency authoritics. In a word, the
study of such conecrete proposals is as valuable to the stu-
dent of monctary history and theory as is the analysis of
‘“‘leading cases’’ for the lawyer.

All writers on Indian currency have to express their
obligations to the writers of the more valuable memeranda
which were submitted to the various currency commissions
and committecs. Some at least of these memoranda and
cvidence can justly eclaim an important place in the cur-
rency literature of the world. They form the best intro-
duction for Indian students to a sound and fruitful study
of monctary problems.

I am obliged to Professors Niyogi and Chattoraj for
assistance in seeing the book through the press.
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LECTURE 1.

THE REGIME OF SILYER MONO-METALLISM
(1835-1876.)

The importance of the study of Indian Currency
History.

The monetary history of India is of absorbing interes

to the student of currency theory and systems. From .

remote antiquity, India has played a prominent part in the
monetary affairs of the world. The great and sustained
power of the absorption of precious metals which India has
always possessed and exerted, was the cause of a great deal
of speculation in the days of Augustus and Pliny; it gave
rise to important currency controversies in England under
Elizabeth ; and it still influences the gold policies of the
great central banks of the day. Coming down to the last
century or two, we notice that there is not a leading variety,
or even a subsidiary species, of monetary systems which has
not been either tried, or suggested for adoption and subject-
ed to thorough discussion, in our country. 'We have either
tried, or planned to introduce, Bimetallism, silver mono-
metallism, a gold standard and currency, the limping
standard, the Gold Exchange Standard and the Gold
Bullion Standard. Our expcrience of Bimetallism during
the seventeenth and eighteenth centuries has been as long,
varied, and as rich in lessons, as that of any other country,
Our projeets for a gold currency go back to the days when
gold mono-metallism was not yet adopted by most of the
Western nations. In the Bimetallic controversy of the last
century, the co-operation of India was eagerly sought, and
would have proved of great and even of decigive importance.
We have déveloped the Gold Exchange Standard, and have
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taught it to numerous countries. As a well known
American economist—Conant—has observed, in 1893 India
‘‘undertook an experiment of great importance to tha
financial world,’’ and ‘‘the experience of fifteen years which
have followed that experiment has taught many lessons in
monetary seience.”’ It may, indeed be said to have ‘‘blazed
a new path, in the principles of money at least in their
practical application’’. Still more recently, India has heen
one of the first countries to turn towards the Gold Bullion
Standard, and its path to that standard has been prepared
at once by careful study and by vigorous discussion and
controversy. It would indecd be the fault of the student,
if from such a riech and varied experience he fails to derive
valuable lessons in monetary theory and practice. Looking
to the future, too, we can anticipate on good grounds a
considerable growth of the monetary power of India. In
the past, India while possessing a giant’s strength as re-
gards the absorption of precious metals, has sometimes used
it like a giant. In the future, when the country has learnt
the benefits and practice of foreign investment, she will com-
mand greater monetary influence abroad than ever, and
will eo-operate with the great commercial nations in pursuit

of mutual advantage.

But while, in this narrative, we shall be coneerned in the
main with the various stages in the development of the
monetary standard in India, and with the adaptation of the
gold standard to its Indian environment, there are other
very interesting aspeets of the monetary problem of India
to which we shall be able to refer occasionally. One im-
portant topie of this sort is the peculiarity of the working
of any monetary standard in a country in which the hoard-
ing practice is still to some degree prevalent, and where
credit control yet remains to develop. The experience of
India, especially in the first decade of the present century,
might well throw some light on the question of the influence
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of the prevalence of such conditions upon the automatie
working of monectary systems. Since, as has been often
said, there is little scope for the method of experiments in
Iiconomies, there is the more reason why speeial value
should attach to the observation of the working of the
same currency system under different conditions. To
come to another topic, Professor Taussig and other investi-
gators have discussed the influence ot any improvement in
the position of a country as regards foreign trade on the
level of mncomes and prices in that country. This type of
analysis, as regards the cffects of any great change in inter-
national demand on the level of incomes and prices in 2
country, is very well illustrated by the rise of Indian prices
in the periods from 1900 to 1914. 1{ might be added,
that there arc few periods in monetary history, which
can shed so much light on the inter-relations be-
tween the factors of the balance of trade, foreign
cxchange and the volume of curreney and upon any
causal scquence among the group. Then again, mor:
recently Professors Taussig and Viner have exami-
ned the mfuence of foreign loans on the price levels of
countries like the United States and Canada, during selected
epochs. It will be seen in this connection that in the period
1857-1864, particularly, prices and wages in India were
similarly influenced by continued borrowing from abroad.
In those days, India’s absorption of silver and coinage were
in a great measure affected by such forcign loans, and sv
was also the price level. Looking farther, we find many
studies made of the relations between trade cycles and ths
course of prices, as well as of the relationship of a cyclical
character between the price levels of different countries.
On that side, too, we have an abundance of rich material in
the monetary history of India. Thus, it was the backwash of
the great depression of 1893-6 which rendered the process
of stabilisation of exchange propesed by the Herschell
Committee of 1893 a longer and more difficult affair thag
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had beer expected. The trade boom which began late :n
the ‘nineties will be scen to have a rather curious effect on
the proposals of the Fowler Commitice. 1t rendered iu-
deed the problem of stabilisation of exchange at 1s 4d.
casy; but on the other hand, by creating a great demand
for rupees, for the purpose of financing our unprecedented
exports, it contributed materially to prevent the sticcess of
the experiment in gold currency. To give another instance,
we note that the short-lived post-war boom and the great
depression which succeeded it so abruptly, exerted a curious
influenee on the proposals of the Currency Committee of
1919 and on their fate. On the one L:and, the proposals were
formed in the light of the conditions of the short but
strong boom; and indecd they might be said to have been
dictated by the boom conditions. On the other hand.
the abrupt transition to conditions of a great depvession—
a transition which no foresight could have anticipated—
doomed the proposals to failure, and rendered the efforts
made to support the exchange ty the sale of Reverse Coun-
cils futile. Finally, we shall have oceasion to trace the evolu-
tion of the correct notions about, and definition of, the Gold
Standard, in the course of the currency controversies in
India. It will be shown that correct and modern notions
about the (lold Standard were developed and formed in
India at least as early as in any other country.

The attainment of uniformity of currency.

We start our narrative with the passing of Act XVII
of 1835 which established a silver mono-metallism in
India. We note that the year 1835 was a memorable one
in our monetary annals, for the monctary change whica
was introduced in it was the culmination of two processes of
which the working could have been watched for decades.
One of these processes consisted of the decline of Bimet-
allism ; while the other consisted in the sertes of measures in-
tended to secure uniformity of silver coinage. Correspond-
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ingly, the Aet of 1835 had a double aspeet. On the one
hand, under it ““the present silver rupee was formally
established as the standard coin of the whole of British
India’’, while on the other hand, it was cnacted that ‘‘no
gold coin shall henceforth be a legal tcnder of payment in
any of the territories of the Kast India Company’’. It
formed, for the first time, for the country as a whole a
national currency which could evolve on modern lines.

Our information as regards both the tendencies noted
above has been recently added to by the rescarches of Irof.
Dowdll on the Madras side and of Dr. Sinha as regards
the course of events in Bengal. (') The extraordinary diver-
sity of coinage in India in the eighteenth century is shown
by Prol. Dodwell's remark that ** the fivst English colleetors
had to reecive on account of the revenue at least 72 varieties
of guid and 60 varieties of silver coin’’, Bengal too possessed
a bewildering variety of silver rupeces used in different
localities and favoured for differcnt purposes. Not
only did different kinds of rupees cireulate in
different  distriets’”, observes Dr. Sinha, ‘‘but even
the same kind of rupee could not be used in any one district
for all commodities. These diverse coins again were in
various stages of debasement’” It is no matter of surprise
that the problem of uniformity of eurrency all over the
country took over a ecntury and a half to solve, and that
it took many decades, even to secure the currency of a single
varicty of rupce through any onc province. The great
difficultics in the way were the expense and length of time
involved in the process of recoinage, and the risk and ex-
pense of sending dchased coins to the central provineial

(1) Prof. H. Dodwell, ** Substitution of silver for gold in South
India (Lndvan Jowrnal of Kconomies, January, 1921) ; Prof. J. C. Sinha,
Licouomio Annals of Liengal, pp B6-62; 220-237. Mr F. C. Harrison,

“The past action of the Indian Government with regard to gold” in
Loonowmic Journal, Vol, 111,
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mint. When affairs were in such eonfusion, the schemes
of impetuous reformers like Sir Philip Franeis, to intrs-
duce Silver monometallism in India at one stroke and thus
to anticipate the legislation of 1835 by over a hundred
years, were foredoomed to failure. Nor should we forget
that the progress of uniformity of curreney, though ulti-
mately beneficial, brought “much immediate and wide-
spread hardship on the people’’; for the withdrawal of
debased currency led to a reduction of the circulating
medium for a time and led to great fluetuations of prices.
Our country has gone through many currency difficulties
since the legislation of 1835 but they ecannot com-
pare with those which faced the ecarlier administrutors of
Dritish India.

The main steps in the progress of securing uniformity
of curreney in India might now be briefly indicated. By a
long process of the survival of the fittest the cighteenth San
Sikkah rupee held the field in Bengal till the legislation of
1845. In Bombay, the Surat rupce being lighter in weight
showed the truth of Gresham's law by displacing the heavier
‘‘Bombay rupce’’; until it was itself displaced by a new
Bombay rupee in 1817. But to Madras fell the honour ot
giving its rupee as the standard for all India. By the des-
patch of April 25, 1806 to the Madras Government, the
Directors laid down the lines for securing monetary umi-
formity for India; and it was the Madras rupee of 180
grains weight coined in 1818 which was adopted in Bombay
in 1824. Much of the ecredit of the reform was due to
James Prinsep, who worked for it since 1812, and whose
hand has been traced in the Regulation of 1833 whicn
preceded the legislation of 1835. It is to be noted that
even the last stage of the reform required a whole gene-
ration to carry out, since the idcas of the Directors’
Despatch of 1806 were translated into legislation only
in 1835.
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The difficulties of the Bimetallic regime

The failures and difficulties ot local Bimetallism even
in countries where it has heen established under the most
favourable conditions has been the theme of historians of
monetary systems like Tiaughlin. Long experience has
proved that a concurrent circulation of gold and silver is
almost impossible to maintain by a country, in the face of
constantly changing relations of gold and silver in the
bullion market. Thus Laughlin informs us as regards the
Bimetallic experiment in America, that ‘‘there probably
never was a better example of the double standard, one
more simple, or one for whose successful trial the conditions
could have heen more favourable’”’. But he adds, ‘‘this
young and promising offspring of Hamilton started well,

but soon bhegan to limp, and then to walk on only one
]eg;, (:) O l:'tg:'r"wml.mc:

If snch were the troubles of local Bimetallism as
practised by individual conntries under highly favourable
conditions, the diffieulties of maintaining it were far
greater in India in the eighteenth century. And first, let
ns indicate the main ohstacles to the maintenanea of the
system, as shown by the experiencc of the Madras Presi-
dency- To start with, the supply of gold was not conti-
nuous and automatic but small and diseontinuous, beine
dependent upon the resources and opportunities of the
English and French East Tndia Companies. This ecause
was by itself cnough to render the eoncurrent cireulation of
the two metals out of the question for long periods. But
further, the great hindranees to the keeping together of the
official and market ratio were multiplied in a provinee in
which¢‘the value of silver varied from distriet to distriet’’.
On various oceasions again, the ratio ohtaining ip India
differed considerably from that prevailing abroad. We also

(1) Laughlin, History of Bimetallivm, pp. 22-24.
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read of other special causes of loeal variations in the rela-
tive values of gold and silver; thus we find silver falling in
value when invading armies from the North expended their
wages in the Southern provinees. Nor was this all; for,
sinee only parts of India were under the Bimetallic regime,
there was a constant drain of gold from such parts to the
rest of the country. It would be difficult to discover
another period or place in which the eircumstances were so
favourable for the action of Gresham’s Law. Under such
conditions the Indian experiments in what might be called
a provincial Bimetallism were hopeless from the start, and
the narratives of Prof. Dodwell, Mr. Harrison and
Dr. Sinha supply us with a long list of alterations of
ratios and break-downs of the system. TFinally, it was th:
dwindling away of the loeal stocks of gold, caused by the
discontinnanee of the overvaluation of gold, which
accounted for the disappearance of Bimetallism in the
South of India. '

Equally instructive was the other provincial experi-
ment of Bimetallism in Bengal. Tn general we might derive
two lessons from these experiments; the first is the impossi-
bility of maintaining the concurrent circulation of the two
metals nnder a local Bimetallism; the second is the great
convenicnce of supplementing the rupee currency with a
gold currency in the case of India especially so long
as the paper currency system of the country is un-
developed- Thus, in the case of Bengal it was the searecity
of silver currency which led Clive to inaugurate
Bimetallism ; and it was the failure of the scheme of paper
currency of Hastings which made its continuanee neces-
sary. It was also the dearth of specie which compelled
Lord Cornwallis to reintroduce Bimetallism in 1792 in
spite of all its inconveniences. But, it is to be noted that
the oqnvenience of the larger volume of the currency was
purchased at the cost of the continuance of a diseount on
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one of the metals. In spite of all official efforts ‘‘the dis-
appearance of the batta was only temporary. It was im-
possible to find any remedy for this evil so long as gold
and silver both continued as currency’’. Indeed, while on
one hand the currency was being supplemented by the
addition of gold, on the other hand, the action of Gresham’s
Law was contracting either the silver or the gold portion
of it. This was noticed repcatedly by the administrators
of the day by Hastings and Franecis as well as by Sir John
Shore who pointed out that the sole remedy for this state
of things was to be found in ‘‘the establishment of one
metal only in coin as a legal tender of payment in all tran-
sactions, publie and private.”” We also find how abundant
experience impressed the view on Lord Cornwallis too that
‘‘one metal alone should form the standard of value’’.

Abolition of Bimetallism,

There was then no reason at all to regret the dis-
appearance of Bimetallism in 1835; and indeed the wonder
is that the local authoritics of the different provinees so
long resisted the proposal of the Directors to abolish the
system formally. It might be that the evils of Bimetallism
had vanished with the practical adoption of the silver
standard, and that the survivals of gold coinage appealed
to the local Governments as a source of prestige. Neverthe-
less, it was well that Bimetallism was formally abolished in
1835. Here, as elsewhere, we have to balance the contin-
gent and possible losses and gains of the alternative policies.
Had Bimetallism been continued in India, it would have
facilitated the adjustment of balance of trade in periods
like the early sixties. But in return for this service, it
would have involved India in all the troubles experienced by
the Bimetallic countries after the middle of the century.
Nor were these troubles long in making their appearance;
for only fifteen years after 1835 began those discoveries of
gold in California, Australia and elsewhere which initiated

Q2
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the era of the great and continuous changes in the rclative
values of gold and silver. Indeed, the trials of India under
a Bimetallic system would have been even greater than
thosc undergone by countries like France. For these iatter
at least possessed abundant stocks of gold and were rich
countrics whose inhabitants were accustomed to and able
to use gold and what was better—notes—in ordinary trans-
actions. Tt would have been & much more serious state of
things for India, if silver had begun to move away from
it in large quantitics, as it did from France after the gold
discoveries of the fiftics. Such a flight of silver would not
only have caused great inconvenience, but would have
checked the great cxtension of money economy that took
place in the nincteenth century in India. A well-known
author, writing as late as the end of the second deeade of
the present century, observes that in India ‘‘the cireulating
media have to cover vast arcas, in many of whieh, it is true,
currency has not yet percolated to any degree’’.(!) The
alternate flight of gold and silver which would have been
the nccessary result of the continuation of Bimetallism in
India would have not only checked this spread of money
cconomy, but would have disorganised the monetary
gystem of India.

In studying the course of legislation for the abolition
of Bimetallism in India the student will be interested in
tracing on it the effect of the great treatise of Lord Tiver-
pool on the ‘‘Coins of the Realm’’ which appeared in 1806.
This treatisc had the privilege of directly influencing the
currency policy of at least two great countries. In England
it was the precursor of the Act which established the gold
standard in 1816; while in India it called forth the well-
known Minute of 1806 from the Governor-General in
Council, as also a letter from the Directors which recom-

(1) Shirras, Indian Finance and Banking, p. 9.
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mended the abolition of Bimetallism. 1n 1817 tiic opinion
was reiterated by the Board of Dircetors that *‘no ratio
ought to be fixed between the standard silver coin and the

gold coin, but that gold should be left to find its own value’’.
These views finally bore {ruit in the great measure of 1835,

But, while no one deplores the abolition of Bimetallism
there are some who, following the views of Prof. MacLcod,
urge that it was a great error to substitute for it a silver
mono-metallism, and that the establishment of a gold mono-
metallism would have been the right policy to follow.(')
Need it be pointed out in reply that every condition preee-
dentol the establishment of an effective gold mono-metailism
was wanting in India at that period? A country which
was poorer than it is even now, of which the trade was
undeveloped at the time, in which money economy had yet
to make great progress (and great quantitics of rupees
were wanted to furnish a currency where no general medium
of exchange cxisted before) and in which banking was in
its infancy, was hardly prepared for the introduction of a
gold mono-metallism, especially at a time when most of the
wealthiest and most progressive countries were as yet on a
silver standard. While gold curreney would on many ocea-
sions have served a useful purpose in India by supplementing
the resources of silver, it would be an cxaggeration to say
that India, was prepared for a gold mono-metallism as far
back as the year 1835. As was observed, in 1864, by no less a
champion of gold currency than Sir W. Mansfield, ‘‘within
the last quarter of a century a system of barter still pre-
vailed in many parts of India. The country was foo poor
in some parts to own the prescnce of money, to be alle to
pay for the convenience of it’’(2). When admittedly, parts
of the country were too poor for a silver currency, and

(1) H.D. MacLeod, Indian Cnrrency p.15

(2) Papers relating to the introduction of a Gold Currency in
lndia (Calcutta, 1899) p. 62
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when even the rupee could not penetrate everywhere, a
gold mono-metallism was quite out of the question. It
might also be rcmembered that many of the wealthiest
countries of the world weie as yet on the silver standard,

and that the gold standard was still the exception and
not the rule.

In order to understand the true scope and objects of
the notification of 22nd December, 1852, by which ‘gold was
totally demonectised’’ we have to examine the policy fol-
lowed with regard to gold since 1835. Neither the despatch
of 1806 nor the Act of 1835 aimed at a complete demoneti-
sation of gold and provisions had been introduced in the
Act for the continuation of the coinage of gould. But,
between the desive to avoid Bimetallism, of which the
experience had been long and bitter, and the wish to main-
tain gold as a subsidiary part of the Indian Currency, a
difficult and somewhat illogical situation had been created.
In order to encourage a subsidiary gold currency a procla-
mation of 1841 authorised officcrs in charge of public
treasuries to receive gold coins; while with the same object
the seigniorage on gold coins had been already reduced in
1837. These efforts ‘‘to galvanisc the gold mohur into
life’’—as Mr. Harrison has described the policy—had no
effects whatever, so long as gold could command a better
price in the bazars than the fifteen rupecs as fixed by
Government. No inconvenience was felt from this state of
things, as long as the intrinsic value of the gold mohur
continued to be very nearly the same as that of fifteen
rupees, though even so, the expectations that the gold
mohurs would go into circulation were not realised, and
the mohurs kept accumulating in the treasuries. When,
however, with the gold discoveries in California and else-
where, the value of gold began to fall in relation to silver,
the inconvenient consequences of the proclamation of 1841
began to manifest themselves. .-On the one hand, it paid
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people to discharge their obligations in the cheaper metal,
and as a result therc was an accumulation of the gold
mohurs in the Treasuries; on the other hand, as the gold
mohurs were not legal tender, Government could not reissue
the mohurs, and had to lose considerably on their resale. As
the gold discoveries of the fifties constituted a great revo-
lution, there scemed to be no end to the financial loss thus
ineurred if the status quo was indefinitely mainta ned, Mr.
Harrison has observed that, as usual, “‘the discarded and
cheapening metal finds its way 1o the East, and the recorded
export thither from 1847 to 1854 averages considerably over
a million sterling yearly.”” The various alternative courses
of aetion before the Government under these cirecumstances
might now be considered. The first alternative was to make
gold legal tender again ; but this course, though it could save
Government from the loss on mohurs received by it, wouldl
have led them straight towards Bimetallism with all its dan-
gers. The sccond available conrse was to prohibit the receipt
of gold coins by the Treasuries altogether; and this alter-
native the Government had adopted. The only other possible
course was, as Jumes Wilson pointed out later, ‘‘to reduce
proportionately the rate at which the gold eoins would be
received so as still to leave a margin for loss.”’ But as
regards such a policy, he further pointed out, that the flue-
tuations in the value of gold and silver were bound to be
very frequent, and ‘‘to call a coin ‘moncy’ the value of
which could not be vouched for from one day to another
to say nothing of the trouble of aseertaining and computing
the fluctuations would be a mere misnomer’’.

Those who condemn the measure of 1852 outright
must also be those who belittle unduly the great
changes in the rclative values of gold and silver
which began in the °fifties’ as well as the poten-
tial loss f.rom receiving the depreciated gold into
the Treasuries in unlimited quantities. One must regret,
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with eritics of the measure like Laing (Finance Mcmber
16561-62), that *‘it was found nceessary to exclude gold
altogether from the ordinary range ol money transactions
in India". But the main possible altcrnatives werc only
two, as both Wilson and Laing pointed out(*). The first
was a resort 1o Bimetallism which no one wanted to see
restored in India. The other was the establishment of gold
mono-metallism and dethronement of the rupee. That is,
however, the great problem which we are still thinking of
attacking in our own day, and it is a task of which the
formidable difficulties we have learned to appreciate fully.
The lusk was ecrtainly not feasible in the middie of the
last century. All that was possible in those days consisted,
as Laing admitted, of “‘cautious and tentative experiments’’
with regard to the future use of gold. A fluctuating rate
of cxchange might possibly have been so arranged as to
allow the Treasuries to reecive imported gold in exchange
for rupees. ‘‘After a time, if the use of gold became more
general and its value more fixed, some further step might be
taken””. No doubt, something might have been achieved
on these very modest lines to prevent a complete divoree of
Indian curreney from gold. But onc could searcely call it
an introduction of the gold standard.

Inauguration of the Paper Currency System.

Before proceeding to consider the movement tor gold
currency which began in the sixties, we have to note the
introduction of a new factor in the monectary situation- -the
inauguration of a State paper currency in India; and any
consideration of this new monctary development would be
imperfect without a brief review of the currency policy
and ideals of James Wilson who initiated the proposals for
the paper currency. Had destiny granted a longer tenure

(1) Papers relating {o the introduction of a Gold Currency in
India, pp. 8-12 and 16.
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»f office and a more free hand to James Wilson, his bold
and enlightened policy, which utilised what was beet in
the cconomic doctrines of the day while it rose superior to
current cconomic shibboleths, would have changed the
monectary history of India. IIc was against experimenting
in the dircetion of a gold currency, for he believed a gold
mono-metallism neither possible at the time nor likely to
work justiee, in case of the numerous obligations incurred
in silver; on the other hand he suspected that any attemnt
to introduce a gold curreney at the time would ntroduce
into the country all the inconveniences of a double siand-
ard. He believed that, at least for the time being, it was
to the advantage of India to maintain silver mono-metallism
“‘in as much as silver seems to be an appreciating metal,
while gold is probably still falling’’. But he would sup-
plement the silver standard hy a “‘well regulated paper
currency’’ which would seeure for the eountry all the con-
veniences claimed for a gold curreney(!). His proposals
for a system of note issuc were far in advanee of the domi-
nant theories of the day, and would have endowed Tndia
with a system of paper currency far more clasric and
progressive than the one whieh was aetually initiated in
1861. The essential points of superiority of Wilson’s scheme
over that adopted in 1861 might be briefly adverted to:
His scheme was based on the principle that while paper is
convertible it must needs ‘‘conform preciscly in all its
operations to the movement of metallic money’’. e was
therefore against following the fixed fiduciary system of
reserve which retarded the progress of paper eurreney in
England, and he proposed the adoption of a proportitnate
reserve system under which notes were to be issued in the
proportion of one-third against bullion and two-thirds
against securities. Thesc were not, however, meant to he
hard-and-fast proportions, and as his colleagues pointed out,

(1) Wilson’s Minuie of the 26th December, 1859.
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it was his intention to proceed tentatively in the matter.
While this element in his scheme would have endowed the
Indian currency with clasticity, its convertibility in silver
rupees would have been secured; and as Wilson meant to
keep out Bimetallism at all costs, there could have been ne
doubt as to the metal in which the notes were to be
redeemed. There were other desirable features of the
Wilson secheme—the creation of a Department for the issue
of notes which was to he independent of the Government
of India, and the issue of notes of small denominations.
While he was against issuing the proposed paper currency
through banks, on the ground that it should be issued under
a single authority and be of general use, he was not un-
mindful of the great value of banking deveclopment. Tn
fact, his monetary proposals formed a consistent and ecom-
prehensive whole. He projeeted a silver mono-metallism, but
onc modified and supplemented by a highly elastie system of
note issue adapted to the character of the transactions of the
eountry, and as far as possible independent of the Govern-
ment finanee. Such a system, properly modified in the light
of expericnee, would have greatly weakened the ease for a
gold eurreney, while it wonld have educated the publie in
modern eurreney methods, so that the hold of silver on
Tndia would have slackened and the ultimate dethronement.
of silver would have heen facilitated. A popular and
proevessive paper curreney would thus have hastened the
abolition of silver mono-metallism and the irtroduetion of
a true aold standard.

Mr. Laing who succeeded James Wilson held very
different views from him both as regards the system of
note issue and as {0 money matters in general. For one
thing, he was as an advocate of a gold currency. Even a
double standard with all its ineconveniences he would have
liked to be adopted ‘‘as a transition process to the abandon-
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ment of silver and the substitution of a gold standard’’.
Nevertheless, ‘‘under the existing ecircumstances when a
geason of tranquillity and repose in financial matters was
very desirable’’, he was not prepared to make any import-
ent alterations in the eurreney policy of the country, and
was anxious ‘‘simply to leave the door open for cautious
and tentative experiments with regard to the future
use of gold’’.

As regards the paper currency system, he ranged him-
self against the ‘‘small minority of able men, among whom
Mr. Wilson was one of the most distinguished’’, and on the
gside of ‘‘orthodox opinion as recognised in modern Eng-
land”’. He thus avowedly belonged to the Currency School.
Consequently, he agreed with Sir C. Wood, the Secretary
of State, in adopting for India the principle of the Bank
Act of 1844, and in fixing the fiduciary issue at £4 millions—
that being ‘‘the extent of paper circulation provided for un-
der the existing system through the chartered banks’’. Wil-
son’s bold idea of a large paper currency adapted to the size
of loeal transactions also alarmed his successor. ‘‘I do not
hesitate to affirm my firm conviction that if we could suc-
ceed in creating a large circulation of small notes
throughout India, based on a reserve of Government securi-
ties to an extent of anything like two-thirds, or any large
proportion of the total issue, such a system could not stand
the strain of the first serious political or commereial crisis’’.
The idea of making a large direet profit to the State from
the note issue was abandoned as attended with risks. A
novel feature was introduced by Laing in view of the poten-
tial introduction of the gold currency in India; gold was to
form one-fourth part of the reserve held against notes in
coin and bullion. The idea was that ‘‘by thus fixing a
mintmum value at which gold should be received at the
Government Treasuries, its ‘‘superior eonvenience’’ and
#its adaptation to native wants’’ might in course of time

O—3
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lead to ‘“‘the introduction of a considerable auxiliary gold
currency’’. There was also a more ambitious motive behind
this clause, and it was cxpected that the gold thus held
might be increased until notes eould be issued against the
gold. This clause remained a dead letter until 1865.

Coming to the question of the agency of issue, again,
Laing was in opposition to the views of Wilson and Sir C.
Wood who wanted a Government agency. Laing, having
watched the experiment of government paper money in
various countries, preferred the agency of banks, He
expressly stated that, if he had consulted his own views,
he would have placed the Bank of Bengal on the same foot-
ing as the Bank of England, but in deference to the views of
the Seerctary of State he modified his proposal and would
make the cexisting banks mercly the agencies for issuing and
paying the notes.

The results of the prolonged controversy relating to
the paper currcney system of India, and of the suecessive
changes of Kinanee Members, were not very favourable.
Wilson's comprehensive and efficient scheme was put aside
—as Sir W. Mansfield put it ¢‘it was grievously mutilated’’.
So, also, Laing’s promising suggestions as regards the em-
ployment of banking agency in the management of the
paper curreney were turned down. 'What India obtained in
1861 was a mere replica of the English system of note issue;
and as Prof. Marshall said later, ‘‘England is a specially
bad example for India to follow in matters of currency’’.
‘While long expericnee has endorsed this view unmistake-
ably, cven contemporary opinion was not too favourable to
the plan embodied in the Act of 1861. The Mansfield
Commission’s Report emphasised that ‘‘the original insti-
tution of paper currency in 1861 was eminently of a tenta-
tive character’’ and that ‘‘extreme caution was observed
with respect to the limitation of issues, the organisation of
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circles, and the guardianship of the convertibility of the
note’’. The opinion of the commercial interests about the
measure was very similar, and as the Bombay Association
observed in their memorial to Lord Lawrence, ‘‘the Cur-

rency Act of 1861 does not provide any rcmedy for the
defects of the monetary system’’.

The demand for a gold currency.

The inadequate character of the Paper Currency sys-
tem adopted in 1861 was one important cause of the demand
for gold currcncy which arose in 1864. The advocates for
gold currency in those days were fully aware that paper
currency was ‘‘a dangerous rival to gold’’; and no memo-
randum, report or memorial in favour of gold currency was
felt to be complete without a reference to the inadequacy
or impossibility of paper currency in India. But apart
from the weakness of the paper currency, there were many
other important causcs which contributed to the demand
for more currency at the time. India was in fact preparing
to take one of the great gulps of currency in which it
indulges periodically, and we must look at trade conditions
first in order to explain what appeared to many people at
the time as a purely monetary phenomenon requiring a
change of the standard. As early as the Crimean War, the
exports of India had received a stimulus owing to the fact
that the ‘‘war transferred from Russia to India a substan-
tial demand for oil seeds and fibres’’. The American Civil
War coming some years later greatly increased the value of
the cotton exported from India. This factor would by itseclf
have rendered the adjustment of the trade balance difficult,
when combined with the diminished production of silver in
the world. As it was, India had been taking on an average
‘‘more silver annually than the whole world produced”’,
during the period from 1857-68 to 1862-63. This was a
serious state of things, in view of the fact that many of
the countries of the West were still on the silver standard,
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But other causes besides wars had contributed to this
state of things, and had swollen the balance of trade in
favour of India for the time being.—India had been bor-
rowing large sums from abroad for suppressing the Mutiny,
as well as for carrying out public works; in particular,
large sums had been borrowed for the construction of rail-
ways and canals. The economic cffects of foreign loans on
the flow of specie and on prices and wages in the countries
concerned, have been reeently studied by Professor Taussig,
Graham, and Viner, among others. We find that, in accord-
ance with their theories, the flow of specie (i.e., silver)
towards India was greatly inercased while prices and wages
also rose in this country. The increased flow of specie to
India between the years 1855-1856 and 1869-1870 was
indeed a remarkable phenomenon. 1Its abrupt termination
with the removal of the effects of the wars and of the
large borrowings was also very significant.

The financial authorities of the day were naturally
puzzled on finding unmistakable signs of monetary strin-
geney existing side by side with a growing supply of the
circulating medium. As Sir C. Trevelyan (then Finanee
Member) observed in his famous Minute of 20th June, 1864.
‘“the late crisis was not caused by any deficieney of the cir-
culating medium of India. The circulation was rather
redundant than deficient.’”” Perhaps, however, the authori-
ties failed to allow for two important factors which were
influencing the situation. The habit of hoarding was fairly
strong in those days, and hoarding is naturally stimulated
in a period of very high profits and windfalls—and the
sixties constituted such a period pre-eminently. We have
traditions, on the Bombay side, of how some of the fortun-
ate producers of cotton shod the cattle drawing their car-
risges with silver, the tyres of the carriages being also
made of the same material. At the other end of India,
‘‘it is said that since the cotton crisis gold bangles have in
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some favoured cotton districts become almost as common as
silver bangles were before’’.(!)  But, besides hoarding,
there was another potent causc of the growing demand for
money—the growth of money economny. Thus Sir Bartle
Frere remarked that ““one of the eauses of the inereased
demand for silver and gold may be found in the simple fact
that in such lately pauper distriets an entirely new cireula-
tion has had to be recently supplied’’.? Inthesixties, changes
like the inerease of cultivation of eommereial erops and the
rise of wages and the inercasc of communications and of
mobility of labour must have nceessitated a considerable
growth of moncy economy.

Views of Mansfield and Trevelyan on gold currency.

The controversy of the time regarding the introduction
of gold currency produced two representative documents of
great ability and interest. The first of these was tho
minute of the 8th March, 1864, by General Mansfield (Com-
mander-in-Chief of the Bombay army), which argued that
owing to ‘‘old social habits’’ the people of India were not
likely to take to the use of notes—‘‘the artificial deviees of
the Art of Commerce’’. Now, since the social habits of
the Indians ‘‘preclude the idea of paper currency being
allowed fair play’’ the right policy was, he urged, to
introduce a gold currency gradually and in aid of silver,
in spite of the certainty of India having as a result to pass
through Bimetallism as a transition stage. In about a gene-
ration, the progress of the substitution of gold for silver in
the currency of India was expected by him to be sufficient
for the establishment of a gold mono-metallism on English
lines—silver being reduced to the position of token eoinage.
Thus, even in his view, it would take efforts lasting over a
generation to introduce a gold standard into India and to,

(1) General Mansfield’s Minute of 8th March 1864, chapter 8.
5;?) Papers relating to the Introduction of Gold Currency in India
p.
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dethrone silver. Apart, however, from making gold
legal tender, Gencrai Mansfield did not indicate any
methods or resourees for procuring gold or for causing it to
remain in circulation. As regards the difficulty of maintain-
ing the proper ratio between the two metals he asserted—
on very insuffieient grounds-—that ‘“the values about dee-
lared in the praetice of reeent years will be maintained’’.
He greatly underrated in fact the difficulties of the
problem of fixing the ratio between gold and silver. His
only suggestion as regards that problem was, that gold and
silver ‘‘must run their chanees as commodities of trade with-
out assistanee’’, or that ‘‘the two metals should be left to
fight the battle for supremacy.”’

The other document, which is of cven greater import.-
anee in the cconomie history of India, is the minute dated
20th June, 1864, by Sir C. Trevelyan (linance Member,
1863-65). 1t was clear to the keen economic vision of Tre-
velyan that the crisis of 1863-4 “‘was not in its origin or
true nature a monclary crisis’’, but that it was due to the
difficulty of adjusting the heavy balances of trade in face of
¢“the unwillingness of the people of India to accept ordinary
mereantile equivalents’’.  For facilitating such adjustment
of balances, and in view of the growing wealth of India gold
curreney, he suggested should be added to the silver cur-
rency in an auxiliary capacity. It would not do to be
content with the indirect use of gold for eurrency purposes,
such as his predecessor Laing had arranged, for by the pro-
vision that part of the Paper Currency Reserve should be
held in gold. Sir Charles Trevelyan was aware that his
proposals would inaugurate Bimectallism in India, but then,
he argued, ‘‘nations must pass through this stage before they
arrive at a satisfactory state of their eurrency’’. As with
its superior convenience for transactions, gold currency
would increase in India, less of silver would be coined in
time, and, as in France, silver ‘‘would of itself subside into
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a token coinage’’. As regards the ratio to be fixed, Sir
Charles proposed to value the sovercign at Rs. 10, on the
ground that Australia was the nearest source of supply of
gold for India, and he had only to add to the price of gold
in Australia the charges of transportation thence. Indeed,
he assumed, in fixing the rate, that Australia would see its
way to reduce its export duty on gold and so to lower the
cost of the metal in the interests of India.

In the light of cvents, it is very interesting to study the
diagnosis of the then existing situation by such authorities
as Sir C. Trevelyan and Gencral Mansfield. As we have
scen, the former exhibited superior economic insight in pro.
ceeding on the ground that the crisis of 1863-64 was in the
main a commercial and not a purcly monctary erisis, both
in its origin and true nature. The difficulty being that of
the adjustment of balances, it was ecrtainly the right course
to try to supplement silver—as an import—by gold. In fact,
in arguing on these lines, Trevelyan was anticipating the
recommendations of the Curreney and Exchange Committee
of 1919. The dependance of India upon the supplies and
price of silver would no doubt have been diminished by
having an auxiliary gold currency. But while this propo-

sition was undoubtedly true (so long as no attempt had
been made to give India a genuine gold standard in its

most advanced form) yet, as cconomic observers, botk
Trevelyan and Mansfield erred in assuming that the pros-
perity which the sixties brought to India was based on
permanent foundations, and that India had assumed at a
stride its placc among the wealthy nations of the world.
These abnormally favourable balances soon ccased to make
their appearance with the end of the American War and
with the close of the particular epoch of large borrowings
from abroad. Simultaneously, the great demand for more
currency—including that for gold currency-—came to an
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end, and no further pressure was put upon the Government
from any particular quarter to secure those objects.

Proceeding further to examine the remedies propnsed,
hardly any one would be against the idea of Trevelyan,
Mansfield or Temple that it would have been desirable by it-
self to introduce gold currency as auxiliary to the existing
silver coinage. Unfortunately, in that age which was mark-
ed by great fluctuations in the relative values of silver and
gold, the proposed step would have introduced new and most
formidable difficultics. The first difficulty was that of fixing
the relative valuc of gold and silver coins in India and we
shall sec how Trevelyan’s scheme foundered on that rock.
Indeed, the controversy regarding the rating of the rupee
in terms of gold, which hegan with the minutes of Trevelyan
and Mansfield on the subject, ran its course for some years,
and eminent financiers of India like Strachey, Arbuthnot
and Dickson took a hand in it until Sir R. Temple went so
far as fo rccommend ‘‘the appointment of a Commission to
investigate once more, and, as I should hope, finally the
question of the relative valuation of gold and silver’’. 1n-
fortunately in that age of abrupt and endless changes of
these relative values, it was impossible for any Commission
whatsoever to decide on the matter onece for all and finally.
But cven apart from the question of rating, the ineonve-
niences and trials of Bimetallism were sufficiently well
known in that age; and, as admitted by Trevelyan, Mans-
ficld, Taing and other eminent advoeates of gold eurrency,
it was impossible to avoid Bimetallism as at least a transi-
tional stage. Naturally, they tried to make this period of
troubles and trials as short as they could.

Hence we have a curious and significant paral-
lelism in all these projects. The authors of all
these proposals start by recommending a gradual introdue-
tion of gold currency, their avowed object being to have the
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gold coinage as merely supplementary to the silver. Onee,
however, gold currency was introduced they knew they
would find themselves on an inclined plane. Instead of gold
currency being inecreased slowly, every effort would have to
be made to increase it rapidly, and to seek refuge on the
terra firmae of gold mono-metallism from the trials of Bime-
tallism. Thus, though they all started with the notion of
introducing gold as auxiliary currency, they were all driven
forward by the logic of facts, and they all had to coneclude
with the early dethronement of silver. In a word, the dan-
gers of Bimctallism and of the fluctuations of the values of
precious metals made the idea of having gold as an auxiliary
currency in India impossible during the latter half of the
nineteenth century.

Nature of the currency and prices problems
of the sixties.

It is only in the light of recent theoretical studies that
we cam appreciate the real causes of the phenomenon which
Mansfield and Trevelyan were investigating. The leading
causes of the monetary troubles of the sixties in India ean
be reduced to three. The first cause consisted of the highly
favourable balanecs of trad: due to the great val v o -1
cotton exports from India daring the Ameriean Civil War,
It shonld also be remembered that, with so many countries
of the world still under the Bimetallic regime, there was a
tendency to unload whichever happened to be the cheaper
metal at the time, on the East. The third and a more per-
sisting cause was the large import of capital into India
and borrowing from abroad. The borrowings of India
between 1855-56 and 1869-70 has heen estimated at 96 croves
of rupees. Both these causes were working in the same
direction and were causing large imports of silver, as also
a rise of wages and of prices. 'As regards wages, a study
made of wages of unskilled labour by Sir D. Barbour shows
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a rise of 25 per cent. between the years 1855 and 1870(").
Between 1861 and 1866 prices rose by nearly 50 per cent.
and the circulation of rupees also increased largely by 77

per cent. during the six years.

These statisties are very interesting, in view of the re-
cent work done by Professors Taussig and Viner relating to
the rise of circulation prices and wages in Canada during
the period 1900 and 1914 as the result of large borrowings.
In Canada, too, as in the case of India, there was a large
importation of precious metals and a rise of prices and
wages. As Prof. Taussig has observed, these phenomena
“‘serve to verify and confirm the essentials of the Ricardian
theory of international trade more completely and in greater
detail than any economic experience that has been subjected
to scientific analysis’’ (?). The case of India in the sixties
will furnish an interesting parallel to the case of Canada.
Indeed the demand for curreney in India was more insistent
than in Canada, since in our country there was another
cause working in the same direction as foreign loans. viz.,
the large favourable balances.

Causes of the failure of Trevelyan’s proposals.

Of all these schemes for a gold currency that of Trevel-
yan had the best chances of suceess. True, its scope was
limited by the Secrctary of State, who did not agree to
making gold coin legal tender but allowed them only to be
received at the Treasuries at the ratio fixed by Trevelyan.
The measure thus amounted only to the restoration of the
position which had been abandoned in 1852. Nevertheless,
the circumstances were then more favourable to the mainte-
nance of a gold currency than they were going to be for:
decades to come. For, as Trevelyan had pointed out, a gold
currency in India would have helped in some measure to

(1) Barbour, Theory of Bimetalliam, pp. 110,5125-128,
(¢) Taussig, Internationil| Tradefp, 233,
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raise the value of gold which was still falling and to lower
the rising value of silver. The world would have welcomed
a step which would have, on the one hand, checked the rising
gold prices to some cxtent, and which would on the other
nand have assisted silver to maintain its place in cireula-
tion. As Sir R. Giffen remarked before the Fowler Com-
mittee, **in 1864-65 gold was supposcd to be, and no doubt
was comparatively abundant throughout the world, ‘and
India in particular had been the recipient for a good many
years of very large quantities of gold.”” At the best, how-
ever, in the face of the great changes in the relative values
of the precious metals, the Indian cxperiment in gold cur-
rency had no certainty of success; and such chances of
suceess as existed were thrown away by the initial mistake
made by Sir C. Trevelyan in fixing the valuc of the sove-
reign too low. The notification of the 23rd November 1864
directed that sovereigns and half-sovereigns should be
reeeived in the public Treasurics as the equivalent of ien
and five rupees respectively and would be paid out wgain at
the same rate unless objected to. Admittedly, this was a
half-measure, and even so it was foredoomed o failure. For
the sovercign was certainly under-valued at ten rupees, as
it could not be laid down at Calcutta for less than Rs. 10-2-9.
In faet, Sir C. Trevelyan had rendered his immediate
object the use of sovereigns in India—impossible by mixing
it up with other great objects like the securing of the ad-
vantage of the decimal system of coinage, and the forging of
specially close trade bonds between India and Australia. Sir
W. Mansfield well summarised the criticism of Trevelyan’s
measure: ‘ ‘It seems strange to foree down a strange coin at
a price which is not its true equivalent; in shori, to bend
certain physical facts of value in favour of a notion of deci-
mal convenience and of relation to other portions of the
British Empire’’,(*) Like his successor Sir R. Temple,

@) Papers relating to the introduction of a gold currency in
India, p. 95,
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Trevelyan attached great, and as it turned out, undue
importance to the schemes for the general aceceptance of the
decimal system and for a unilorm international coinage
which were at that tune being formulated and discussed in
&urope. Heuce the ratso fixed by him was too low; and
though it was not ¢*so much too low as was supposed by per-
sous cognisant only of Iuropean statisties’’, the only result
of the notification ot 1864 was the accumulation on the
hands of the Government of a certain amount ol gold coin
tor which there was no demand; and most ol these sove-
rewgny had at length to be seut out to lingland, only a smalt
proportion having been taken out by the public.

1t needs Lo be emphasised thut there were crcumstanees
which made the problem ol a suitable rating ol che rupee in
gold of vital importanee for the success of a policy of the
wtroduction ol a gold currency into India. Auny scheme
which aimed at this object had to reckon with continual
changes in the relative values ol the precious metals. But,
apart from these changes in the world markets, India had
on its hands the difficultics arising from the local apprecia-
tion or depreciation of the valuc of gold.(*) Above all,
every gold currency proposal put forward in the nineteenth
century in India suffcred from the great drawback that
there were no gold resources or fund to assist in the task of
pushing gold into circulation. Similar proposals in our
days start with the advantage of being based on the re-
sources of the Gold Standard Reserve which has been accu-
mulated during the regime of the Gold Exchange Standard.
In the absence of any such resources in the earlier period,
many of the advocates of gold currency proposed various
indirect ways of encouraging the coinage and cireulation of
gold. Thus, we shall find soine of them anxious to raise the
rating of the sovereign even to Rs, 10-8-0, while others would

(2) Strachey’s Minutes, dated 30th January 1869, i;;a 1_5—, Mans-
ficld’s Minute dated 4th August 1864, para 31,
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forego the scigniorage on gold, in order to induce a flow of
gold to the mints. Far from giving such special facilities
for the iutroduction of gold however, Trevelyan stultified
his own scheme by under-valuing gold at the start.

Heuce the attempt of Trevelyan wo introduce a gold
currency proved a iailure. But circumstances aro
stronger than human proposals, and had the extraordi-
nary trade demand tor indian products which showed itselt
upto 1865-66 continued, as also the abnormally favourable
balances, nothing could have prevented the establishment of
a gold currency in India. 1In order to cnvisage this possi-
bility, we might refer to the balunce of trade which was
cven higher in 1865-66 than it was in 1864-65. 1t is 1o be
noticed further that our imports of silver reached their
maximum of £18 millions approximately in 1865-66 and
then iell to less than a third at once, while our net imports
of gold did not decline proportionately. Consequently,
looking at the decade following the year 1866, we find India
taking an inereasing proportion of gold and a smaller pro-
portion of silver. The reason was that the world was not
able to send to india such quantities of silver as our country
reecived until 1866. A corollary of this situation is that if
the conditions of world demand for our exports had conti-
nued as they were in 1666, and henee had the demand for
moncy in India continued as urgent as before, a gold cur-
rency must have been forced on India. This possibility had
been noticed by our currency authorities. Mr. R. B. Chap-
man, the Financial Secretary, wrote thus in 1872: ¢‘It may
be admitted that if it (the abnormal trade condition) had
continued, India would have been very soon driven to take
much more gold than silver in payment for her exports.
Silver, in fact, would not long have been fortheoming for
remittance to the East at the same rate, and a gold currency
here would very likely have become a necessity’’.(}) As it

(1) Note by R,B. Chapman, Financial Secretary, dated 27th
March, 1873,
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was, however, the trade demand of the world for India’s
products slackened, and brought down with it the n:creased
local demand for currency which had made a gold currency
a live issuc. The subsequent discussion of the problem by
the Mansfield Commission and by Sir R. Temple was infruec-
tuous, since they were proceeding on the assumption of a
state of conditions which was rapidly passing away. The
pressure for moncy had ended for the time being, and we
shall hear of it again thirty years later (after 1898) when
another great increase of the world's demand for our ex-
ports made itself felt.

In view of the above circumstances, and also of the
dependance of the volume of a country’s currency on its
progress in trade and general development, one can scarcely
understand the apprehensions of the advoeates of gold cur-
reney that the note issue of India was in the way of their
plans. One could conceive, of: course, that a vigorous and
progressive paper currency, formed on a comprchensive
plan like Wilson’s might have proved ‘‘a complete counter-
blast to the gold agitation.’’(') But, the then existing
paper currency was admitted unprogressive, and ‘‘its ecir-
culation was principally confined to the arcas adjacent to
circles of issue’’. Its circulation in fact did not exceed
eight crores. Yet we shall sec it arousing hostility and
jealousy on the part of many of the advocates of a gold
currency.

Report of the Mansfield Commission (%)

Resuming our narrative, we find that in 1866 the
favourable balances of trade were still high and the demand
for the increase of the volume of currency was as yet in-
sistent. Availing itself of a demand for gold currency on
the part of the Bengal Chamber of Commeree, the Govern-

(1) Dr. Ambedkar, The Pioblem of the Rupes, p. 39,
(2) H.of C, Return 148 of 1868,
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ment appointed the Mansficld Commission. Mr. Massey
was then the Financial Member, and his views in favour
of a gold currency are well set out in the Memorandum
which he prepared for the Commission. As regards gold
currency, of which he was an ardent advocate, he refused to
recognise the failure of Trevelyan’s half-measure as deci-
sive. He expected the Mansfield Commission to ‘‘pursue
their inquiry into the ecxpedieney of giving a further deve-
lopment to the experiment which has been partially tried.
Two points, however, may be considered as determined.
The one is, that nothing short of the recognition of ihe sove-
reign, or some other denomination of gold coin as & legal
tender, will suffice, and secondly, that the result of this
recognition must be, sooner or later, the establishment of the
more precious metal as the ruling standard’. Less zeal
was shown by Mr. Massey as regards the other branch of the
work of the Commission—the enquiry into the operation of
the Paper Currency Act. He pointed out that ‘‘the note
circulation is principally confined to the area adjacent to
the cireles of issue’’, and that practically ‘‘the currency
note is a convenient substitute for a hoondee or inland bill of
exchange, but fails to fulfil its legitimate funetion as a sub-
stitute for and as auxiliary to the metallie circulation’’.
T.ittle anxicty was manifested for the increase of facilities
for redemption of the notes: ‘‘The main condition of a
paper money is its convertibility, and this being aseertained.
its eireculation will be rather retarded than promoted by pro-
visions for its convertibility at numerous stages of its
progress. Tf paper is acceptable to the people as a substitute
for coin it will be adopted; if not, no regulations will force
it into cireulation’’. The Resolution of the 3rd February
1866, which appointed the Commission added that ‘it must
be shown that paper has not proyed and is not likely to nrove
a circulating medium adequate to the wants and suitable to
the habits of the country heforc an endeavour is made to
introduce gold in supersession of, or in addition to paper’’.
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The Commission was presided over by Sir W. Mansfield
who had distinguished himself by his writings as the fore-
most advocate of the cause of gold currency in India. Ano-
ther member, belonging to the same school of thought, was
Mr. G. Dickson, Secrctary and Treasurcr of the Bank of
Bengal, and a close student of currency matters. Business
interests were represented by the managers of two other
leading banks of the country. But the name of Sir Henry
Maine would alone suffice 10 render any Commission illus-
trious. :

The deliberations of the Mansfield Commission ave of
considerable importance in the history of the Paper Cur-
rency of India. Its report stated that ‘‘the apparent
failure’’ of that currency was not ‘‘a sufficient reason for
despairing of its gradual extension’’. The great bar to the
utility of the curreney notes, and the factor which led to
the notes being ‘“depreciated at varying rates of discount’’
was the want of facilities for the encashment of notes.
Various means were discussed for the removal of the pre-
vailing mistrust of the notes. The preponderance of opi-
nion was in favour of one universal note for all India to be
readily convertible at the Presidency towns and at certain
specified treasuries. There were others who advoeated a sepa-
rate note for each Presidency. Adverse eviticism was direct-
ed against the prevailing arrangement of civeles. The Com-
mission recommended a consideration of the univ rsal note
idea in snite of the difficulty of its exeention. Tt slao sup-
ported Mr. T.aing’s orisinal idea of employing banks as the
best available means of ageney for the cireulation of the
notes. As to the five rupee note, the majority of 1iec Com-
mission was against its issme. It is a convinecing proof of
the sincerity and wunbiased zeal which the Commission
brought to bear upon the study of monetary problem- of
India, that though it was appointed in an atmosphere not
very friendly to the Paper Currency System, it made some
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suggestions for its improvement. It also attributed the
failure of the notes in supplementing metallie circulation ta
any material extent, to defects in the original arrangements
as regards paper eurrency.

Coming to the subjeet of a guld currency for India the
Commission argued for its introduction mainly on the ground
of the general demand for it. The further argument that
“‘the introduction of gold would facilitate the establishment
of the curreney notes’’ does not, however, sound very con-
vineing. The Commission was for making gold legal ten-
der, as part of the currency arrangements of India. It was
argucd that the rating of the sovereign at Rs. 10-4-0 was
sound and scientifie, and that the ten-rupee and five-rupee
gold pieces should have the weight of 120 grains and 60
grains troy respectively. It was further proposed to issue
gold coins of 15, 10 and 5 rupces respectively which ‘‘would
find more favour in the eyes of the people than notes of
like value’’.

As was inevitable under the prevailing circumstaneces,
there at once arose a controversy regarding the correctness of
the rating proposed by the Commission. (') While Sir John
Strachcy held that ‘‘sovereigns are not procurable at
Rs. 10-4-0°°, Mr. Dickson, who had been a member of the
Commission, argued that ‘‘Rs. 10-4-0 is a sound scientifie
and conservative rating, in as much as if a higher relative
value had been fixed, the opposite and grave mistake would
have been made of over-valuing gotd and driving silver out
of circulation’’. The actual costs of shipment of gcld to
India had been falling, and with it the price of the sove-
reign in Caleutta had fallen from Rs. 10-12-0 to Rs. 10-7-0,
and in Bombay to Rs. 10-6-9; and Mr. Dickson confidently
expected it to fall further and soon to Rs. 10-4-0, 'As it

(1) Papers relating to the introduction of a Gold Currency in
India, pp. 183 and 181-182.
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turned out, General Strachey’s caleulations were the more
reliable.

Proposals of 8ir R, Temple for a gold currency,

The recommendations of the Mansficld Committce had
little cffect on the monetary policy of the country; for the
conditions with reference to which the Commission had been
appointed were rapidly passing away. It had been appoint-
ed with a view to the solution of the problem of a consider-
able expansion of the currency which had been urgent in
1866. As Mr. Massey had put it in his Memorandum,’’ the
inereasing demand for Indian produce, the general exten-
sion of eommeree, the outlay of capital on works of internal
improvements render it more than ever necessary that fur-
ther provisions should be made for an expanded cireula-
tion’’. But that particular cpoch of abnormuily large
expotts and considerable borrowings was fast drawinz to a
close., Whereas, between 1864 and 1866 the Chambers of
Commeree were constantly urging an inerease of goid cur-
reney or paper currency or of both, some years after, Sir R.
Temple admitted that ‘‘at this moment no pressure is put
upon the Government from any particular quarter’’, His
minute of the 5th Junc 1868 should be consulted as to the
further reasons which delayed acion on the Mansfield Com-
mission’s Report. There was much controversy as to the
¢‘revised rating of the sovereign relatively to the rapee’’
especially in view of ‘‘the tendency of gold to rise in value’’.
The question of the standard with reference to which gold
pieces were to be coined in India was also being debated,
especially as plans were then being put forward in Europe as
regards a combined system of international and decimal
coinage. There was an extensive propaganda for unifor-
mity of coinage then being ecarried on in Europe and
America, and in June 1867 a great international conference
had assembled in Paris to work out general uniformity in
the world’s coinage. Efforts were also being made to per-
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suade India to conform her proposed gold coinag: to the
prevalent projeets of an international coinage. Under these
circumstances, Sir R. Temple’s conclusion was that, before
deelaring gold legal tender, ‘“it would be better to await the
effcet of receiving sovercigns at the revised rating aud of
the coining of the proposed gold picees at the mint’’. This
led to the Notification of 28th Deeember 1868 by which the
rate for the sovercign was altered to ten rupees and four
annas. The measure was, as General Mansfield deseribed it,
‘“‘avowedly of an experimental character and devised for
the purpose of obtaining cxpericnee with regard to the
actual relative values of gold and silver before the Finanecial
Department can be in a position authoritatively to rccom-
mend a law embodying the legal tender of gold’’.(*)

But the same difficultics of the problem of rating the
sovereign which had been fatal to the measure adopted by
Sir C. Trevelyan were also in the way of the success of Sir
R. Temple’s notification of 1868. Admittedly the measure
did not prove cfficacious, and the prevalent opinion was that
this was duc to the fact that the rating in the notification
was not scientifically aceurate but ‘‘unreal, imaginary and
infeeted with error’’. It was suggested that a rating based
‘“‘upon the present depreciation of the value of gold in
India’’ could only be futile. Sir R. Temple himself chose to
atiribute the inefficacy of the notification to the fact that
‘‘the state of exchanges prevailing sinee that time has not
been such as to cause the importation of gold bullion”’. He
also urged that it was in vain to look for any flow of gold
bullion while gold ecoin was not legal tender. RBut,
whether the aim of the notification was to introduce the
sovereign into the eurrency of India or to obtain gold for
eoinage of new gold pieces, it was in either case a failure.(*)

(1) Mansficld’'s Minutc of 9th February, 1869
(2) Papers relating to the introduction of a Gold Curtency in
India, pp. 152 -163 and 128,
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It would appear from the documents relating to the
ratio controversy that Sir R. Temple’s error regarding the
ratio fixed in 1868 was due in great measure to his 1cliance
on the opinions of Sir W. Mansficld and Mr. Dickson on the
subject. The former had been arguing since 1864 that the
proper rate was Rs. 10-4-0 for the sovereign ; but he was not
aware that this rate, though an over-valuation of the sove-
reign in 1864, was yct an under-valuation in 1868. He dis-
regarded in this matter the basic factor of the situation—1ihe
appreciation of gold. On the other hand Mr. Dickson was
awarc of the appreciation but believed that it was a tem-
porary affair. As we shall sce, the sounder views of General
Strachey on the subjeet did not reccive the consideration
which they deserved. Finally, as Mr. Harrison has shown,
the Finance Minister was unprepared for the consequences
of his policy even had it been successful, ‘‘Gold not being
legal tender could only be held with safety in the currency
department as one-fourth of the metallic reserve. Direetly if
this limit was passed it would have become necessary to hold
it as part of the Government ecash balance. Difficulties
would then have arisen if the price of gold had lallen’’. The
author just quoted regrets that with the failure of Temple’s
experiment ‘‘the opportunity of obtaining gold at a mode-
rate valuation passed finally away’’.(1)

To overcome the acknowledged difficulties of rating
gold coins in silver and of inducing a flow of gold an inge-
nious and important proposal was put forward at the time
by two able mint masters—Colonels Ballard and Smith,
Their proposals attracted even greater attention a decade
later. Their main idea was to contract silver currency in
India by a heavy seigniorage on its coinage. As a result of
this, gold currency in India was naturally expected to re-
ceive an encouragement. ‘Another benefit expected from thé
measure was the maintenance of the rupee as the equivalent

P

(1) Economic Journal, vol. III, p.59,
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of the tenth part of the pound sterling. Here was indced
an efficacious scheme which would have forwarded the cause
both of gold currency and of uniformity of exchange. But,
as it savoured of a ‘‘managed’’ currency, it was too far in
advance ol the time when it was promulgated. Sir John
Strachey argued against the proposal on the ground that
“‘the essence of the Mint Masters' scheme is that a gold cur-
reney shall be forced upon India by an artificial contraction
of the silver currency. Having created a dearth of silver
money it is hoped that the country will take to the use of
gold. I cannot believe that such a proposal could ever be
seriously entertained’’.(*) But time and experience are
great teachers, and the views of the famous Strachey bro-
thers gradually altered so far that by 1886 General Strachey
himself scriously put forward a scheme for managed cur-
rency allied to that of the two mint-masters.

The failure of the Notification of 1868 did not damp the
abundant energy of Sir R. Temple. He had the benefit of
the advice of Sir W. Mansfield who has himself told us that
he had becn much consult2d on the sabject by Siv R. Temple
(at the instance of Sir John Lawrence, the late Governor-
General). The Financial Member had a still better adviser
in the person of Mr. George Dickson, the Secretary and
Treasurcr of the Bank of Bengal. Indeed, the Minutes and
letters addressed by Mr. Dickson to Sir R. Temple form the
best commentaries on the comprehensive plan for the intro-
duction of gold currency which the latter brought forward
in 1872.(3) There were several new features in this plan of
1872, but perhaps the most distinctive one was that the idea
of making the gold mohur the future legal tender, which was
only latent in Temple’s project of 1868, was put prominently
forward in 1872. The shifting of the emphasis from the

(1) Strachey's Minute, dated 30th January 1869.
(2) Dickeons’ Letters and Minutes forming accompaniments o
sir R. Temple's Memorandum, dated 19th June, 1872.
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sovereign to the Mohur was rendered casier as ‘“the prospeet
of some universal eoin being adopted internationally”’ was
fading away. As a result of this, Temple advanced **the
opinion that if it were determined to have a gold currency
we should mainly cmploy our Indian gold <oins for that
purpose’’.

Reading together Temple’s Minute of 19th July, 1872
with the Minutes of Mr. Dickson, we note that there were to
be a number of stages in ““the introduction of gold eurrency
which ought to be an objeet of gradual attainment.”’ The
first step obviously was to obtain a sullicient supply of gold
in order to initiate 1the scheme. This objeet was to be
attained by the rececipt of sovcreigns at (Government Trea-
suries (either in payment of Government dues or in
exchange for silver) and by the issue of currency notes in
exchange for gold bullion tendered at the Mint. This was
the best means of gathering gold resources that Temple and
his adviser, could suggest ; though they were doubtful as to
the cfficacy of the measure, for the supply of gold in the
Indian markets was then inadequate, ‘‘ former supplics hav-
ing been cither absorbed for other purposes than those of
currency, or cxporled to foreign countries’’. 1f and when,
sufficient gold was accumulated by these means, it was to be
coinced into ten-rupce gold piceces which were to be made
legal tender. Itinally when the ten rupce gold coins
beeame so popular that they displaced the sovereigns, then
the rupee might be made a token coin. Meanwhile there
was to be the inevitable ““transition period of double stand-
ard’’ as under the proposals ol Mansficld and Trevelyan.
Like them, Temple could only hope that the period of iransi-
tion would prove to be a short one.

The weakest point of Temple’s project for the intro-
duetion of gold currcney—as indeed of all similar projects
of that era—was about the determination of the relative
valuation of gold and silver. That was, of course, the erux
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of all proposals for making both metals legal tender simul-
taneously. What for cxample was to be the weight of the
10 rupee gold piece or the proper value of the sovereign in
rupees? The sclection and maintenance of a mint ratio in
accordance with the market ratio is certainly the main diffi-
culty of Bimectallism. The only solution that Sir R. Temple
could provide was to suggest the appointment of a Commis-
sion to ascertain definitely what should be the rating or the
relative value of gold and silver. It was, certainly, so far as
it went, a better solution than the one propounded by Sir W.
Mansfield which was ‘‘to adjust as closely as possible, the
relative values of the two metals in coinage, and then leave
them 1o fight the battle for supremaey’’.(') But even a Com-
mission’s deeision eould not have avoided the necessity of a
constant readjustment of the sclected mint ratio to changes
in market ratio. The one hope that Temple eould hold out
was that, if some lucky fluctuation of the market ratio pour-
ed a lot of gold into India, ‘‘the occasion would he taken to
deelare gold sole standard, and thus the effeet of the double
standard would pass away for ever’’.(?) He did not say
what was likely to be the effect on India of heing suddenly
deprived, at that period, of a large proportion of its silver:
coinage, which was best suited for the size of all her ordi-
nary transactions. Again, the contemporary aetion of
France in suspending silver coinage, which was followed by
a general seramble for gold, rendered any rush of gold in
our direetion impossible.

The measures suggested by Sir R. Temple in 1872-73 for
a gold currency were inrned down by the Governor-Cteneral-
in Counecil by the Resolution of 7th May 1874. Some years
later Lord Northbrook giving evidence before the Fowler
Committee gave rcasons for his decision in the matter:
¢‘Perhaps some member of the Committee may say, How is

(1) Maneficld's Minute of 9th February, 1869,
(2) Temple's note of 8th July 1873,
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it, if you had this recommendation from Sir Richard Temple
in 1872, that you did not adopt it? The answer is a very
simple one. That was a time when gold was appreciating,
and it was impossible to do it’’.(*) No doubt that was one
reason for not carrying out the proposals; for the relative
rise in the value of gold began somewhere about the year
1867, though it became much more marked in the early
‘seventies.” Indeced, as far back as 1868, Sir R.
Temple had himsclf drawn attention to the pheno-
menon unmistakeably, by observing that ‘‘the ten-
dency of gold to rise in value which was remarked
by Sir W. Mansfield in 1864, has somewhat declared itself
sinee he wrote’’.(2) But there was another admitted defect
in the proposals of Sir R. Temple—they contained no pro-
visions guarding against the dangers from Bimetallism.
That neecessary feature of any scheme for the in-
troduction of the gold standard into India remained
yet to be developed. The dangers of the initia-
tion of a double standard by India on its own
were real and could be avoided only in onc of two ways;
either India could join in a scheme for International Bime-
tallism or, in the alternative, while both gold and silver
coins circulated in India the silver rupee should he given an
artificial value. This latter feature constituted the new and
distinetive feature ¢f the proposals put forward by Col.
Smith for a gold currency in India.

Col, Smith’s proposals for a gold standard,

Approximately about the year 1870, the old difficultics
arising from the urgent demands for expansion of currency
and the adjustment of abnormal balances of trade had come
to an end. But a new problem of an even more baffling
character had made its appearance due to the then *‘re-
ocnt rapid changes in the relative value of gold and

(1) Fowler Committee, Q 8,447.
(2) Sir R. Temple’s Minute of 5th Junc, 1868 (last paragraph.)
See also Laughlin, op. cif, page 161,
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silver’’, The Indian exchange had kept falling since 1870-71
with the fall in the value of silver, and the average loss by
exchange during the period from 1871.72 to 1876-77,
amounted to over Rs. 2§ crores per annum'. By 1876 the
sudden fall of silver caused great financial trouble and an-
xiety, while trade was so hampered that the Bengal Cham-
ber of Commerce advised the Government to close the
mints and thus to sever the connection between the value
of the Rupee and that of silver.

It was under these circumstances that Col. Smith,
formerly a mint-master at Madras and Calcutta, bronght
forward his very ingenious scheme for a gold standard and
currency. He was a person of consummate ability, and
seientifie insight and his proposals possess new and valu-
able distincuishing features, In the first place his was
the first proposal for a frankly ‘‘“managed’’ currency; as
no less a critic than Bagchot obscrved in the Economist,
under it Clovernment would ‘regulate’ the currency of
India and give it an ‘‘artificial value’’. But, further, it
was cxactly because under his scheme the Rupee had a
higher value than its silver content that it avoided the
admitted evils of the double standard; while all the earli.
er proposals for gold currency in India had been open to
the objection that, under their operation, Bimetallism was
a necessary transitional phase, Col. Smith could elaim
justly that he did ‘‘not propose a double standard at all;
not for a single day’’.? We notice, again, that while the
rupec was to be given an artificial value yet the eurrency
was to be automatic; and Col. Smith was careful to point
how if his ideas werc adopted ‘‘the currency, will, in India
be governed by the rate of exchange, and its supply in
either one or both of the metals be automatic, and self-
-_’( 1) Note by Mr. R. B:'Cﬁﬁdﬁ;”Secretary_.—ﬁﬂ‘a’nclsl Depart-
ment, dated 13th July, 1876.

(2) Col. Smith, Silver and the Indian Ezchange, Bssay 1,
paragraph 16.
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adjusted to the wants of trade’’! It is also remarkable
that he proposed the formation of a fund closely analogous
to the later Gold Standard Reserve. Thus he proposed to
gustitute gold for silver in the paper currency reserve,
fwith the view to its being available for export when
required or employed in circulation whenever the time
arrived for the gold coins to be declared legal tender’’.
Combining in itself so many new featurcs and ideas, and
possessing so many anticipations of the monetary develop-
ment of the future, we cannot wonder that the scheme of
Col. Smith was widely studied and that it exerted great
influence on the monetary development of India. On the
one hand it assisted by its suggestions the working out of
principles of the Gold Exchange standard. On the other
hand, many later formulations and projeets of gold cur-
rency for India are under great obligations to Col. Smith.
Above all is to be valued his elear comprehension of mone-
tary principles. To take but one cxample, his definition of
a gold standard was far in advance of his time. As he
observed ‘‘a gold standard may exist with any kind of
currency provided the latter can only be obtained by the
delivery of gold””. He added that ‘‘a gold standard and
a gold currency are not necessarily connected, and that a
currcney made of paper or of rupees might be based on
gold, that is, upon a gold standard—without having a single
gold coin in circulation’’.?  Indeed, in his later writings
he was disposed to postponc the adoption of a gold cur-
rency indefinitcly in the case of India.

The basie principles of Col. Smith’s scheme, which
formed a transition stage in the development of monetary
thought in India, deserve to be studied carefully. To
begin with, he would utilize the silver currency at its full
local value for all payments until they could be made in

(1) Col. Smith, op. cit, Essay 5, paragraph 74.
(2) Col. Smith, op. cit, Essay 2, paragraph 43; Essay 3, para-

graph 12.
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gold. But, further, silver coinage was to be stopped,
and the rupee cxchange was to be raised to the value
of 2s. The practical exclusion of silver from the mints
was to lead to ‘“the spontancous admission of gold into the
currency, by the mere balance of trade only’’. Criticising
the earlier gold currency projects like those of Trevelyan,
Col. Smith noted that ‘‘the attempt to introduce and fix
gold in India without stopping the coinage of silver for
individuals would have proved a complete failure’’.r Gold
was to be made legal tender ¢‘without, at any time permit-
ing a double standard’’. It was ovly in the last stage,
when gold coins became sufficiently abundant for all pay-
ments that silver rupees were to be made purely auxiliary
tokens, and the Government was to undertake the obliga-
tion of converting the Rupecs into gold. In the task of
raising the cxchange he also proposed to employ a mani-
pulation of the volume and rates of ths coumal
bills sold. )

The consideration that Col. Smith’s proposals formed
a great advance on the older projeets for a gold currency,
and that they also embodicd a more correct notion of the
gold standard and suggested the mechanism for its establish-
ment in India, should not induce us however to neglect
the difficulties that the proposals would have encounteved
in their application. There would no doubt have been
much difficulty in providing additional gold for currency
in a period of diminished production of gold and of a
gencral scramble for procuring it. Moreover, the raising
of the exchange would have placed additional though tempo-
rary difficulties in the way of obtaining the additional
gold. Under such conditions of shortage of gold and hind-
rances in the way of securing a larger proportion of it for
India, the suspension of the coinage of rupees, as proposed
by Col. Smith, would have led to a serious monetary strin-
gency for a fairly long time.

(1) Col. Smith, op, cif, Essay 6, para, 22,
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Influence of monetary theory and developments
abroad,

‘Any study of the tendencies of monetary thought and
development in India in the nineteenth century would he
incomplete without a reference to the influence of contem-
porary theory and practice in currency matters in
Europe. We have already observed how the publication
of Lord Liverpool’s great work influenced the Govern.
ment of India, and led it to propose thc abolition of
Bimetallism in 1835. Nor was the measure of Lord Dal-
housie in 1852 uninfluenced by the course of events in
Europe; for after the gold discoveries of the era that metal
was demonetised in Belgium and Holland. We have seen
further how the controversy between the ‘‘Banking’’ and
“‘Currency’’ principles in England had its parallel in thc
discussions which took place at the time of the inaugura.
tion of the Paper Currency System of India. While James
Wilson was the protagonist of a system of note issue based
on the Banking Principle, Sir C. Wood and—to a lesser
degree—Laing were advocates of the ¢‘currency prineiple”’.
The triumph of the ‘‘Currency principle’’ in the enaect-
ment of the English Bank Act of 1844 was followed by its
similar triumph in India in 1861. Mr. Laing claimed that
he was following ‘‘the opinion of Sir Robert Peel, Lord
Overstone, Sir C. Wood and such a large preponderance
of high authority, that it may fairly be called the ‘orthodox
opinion’ as recognised in modern England”’. He expressly
pointed to the fact that ‘‘a small minority of able men,
among whom Mr. Wilson was one of the most distinguished,
held strongly to the other view, and his currency scheme
for India was an attempt to give it a practical effect on a
large and comprehensive scale.’”

The stimulus of the orthodox English Economies of

the day can be traced also in the agitation for a gold cur-
rency in India from the time of Mr. Laing to that of Col.

(1) Laing’s Minute on the Paper Currency Bill,
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Smith. Both James Wilson and Laing argue that ‘‘if we
had to begin a system of currency de novo the most con-
venient of all the various systems now in practice would
be found to be that used in England’’. The latter went on
to add that ‘‘if we cannot at once attain this object we

ought, at least to approximate to it as nearly as we can’’.
Among the authors quoted in the various minutes on gold
currency we find Adam Smith, Chevalier as well as J. S.
Mill who was cited to prove that there was a natural divi-
sion of labour between gold and silver—the former being
convenient for large payments and the latter for the smaller
ones." More importance was naturally given to the dicta of
M’Culloch and Macleod who advocated a gold standard
and currency. Thus M’Culloch had argued that ‘‘as gold
has so many natural grounds of preference on its side the
true plan is to make it the only standard.’’ M’Culloch
had also indicated ‘‘various circumstances which make it
much to be regretted that an attempt should have been
made to exclude gold from the curreney of India. It
would be good policy to re-introduce gold currency’’. On
the other hand, Ricardo is scarcely mentioned in the course
of this controversy until we come to Col. Smith who had
read Ricardo to good purpose; and Smith’s advanced views
on the gold standard and its mechanism might be attri-
buted on good grounds to that study. Since that time,
however, Ricardo’s has been the predominent thcoretical
influence in the monetary devclopment of India—and it
need hardly be said that there are few better guides in
economic matters. Thus we shall find that the projeets of
Lindsay and of Probyn for monetary reform in India were
based on the teaching of Ricardo; while both the (old
Exchange Standard and the Gold Bullion Standard are
founded on Ricardo’s suggestions.

It is also neeessary to advert to certain contemporary
monetary developments which certainly influenced the trend

(1) Sir R. Temples' Memorandum, dated 19th June, 1872,
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of thought in India. One of these was the International
Monctary Conference which met in Paris in 1867, at the
suggestion of the Emperor Napoleon. Though its original
purpose was to secure the uniformity of coinage throughont
the nations, yet its deliberations eertainly afforded a great
stimulus to the extension of the gold standard, for ‘‘the
almost unanimous verdict of this conference was that the
single gold standard should be recommended.””* But while,
on the one hand, these deliberations strengthened the hands
of the advocates of gold currcney in India, yet, on the
other hand, they were in the way of the early and timely
adoption of the idea of gold currency by Sir C. Trevelyan
and his successors; for these financial authorities deemed
it proper to conform local action in India to the general
movement in the same dircction that was expeeted to
follow soon.

The monetary developments which oeeurred in France
and the United States consequent upon the gold discoverics
of 1850 also encouraged the advocates of a gold currency,
in India. The French accepted the influx of gold which
resulted from the relative fall in its value, and trade was
carried on there mainly on a gold basis without any in-
convenience, In fact, for the time being, Franee was
virtually on a gold standard. As Octave Noel deseribed
the situation, ‘‘silver was at first less sought and then
neglected by the public, until it naturally drifted to the
private banks and from them to the Bank of France’.
In the United States, too, Bimetallism was virtually dis-
established by 1853. These facts cncouraged the advo-
cates of gold currcncy in India, like Mansfield and Tre-
velyan, to make light of the dangers of Bimetallism, and
to entertain the hope that perhaps in India, ‘‘as in France,
the silver coinage—would of itsclf subside into a token
coinage’”. In arguing thus, they minimised the great hold
of silver on India, as well as the adaptibility of silver coin-

(1) H. B. Russell, Monetary Confercnces, pp. 44—46.
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ago to the size of the great volume of monetary (ransactions
in the country.

General features of the period 1835-1878.

Reviewing the gencral features of the period of 1835 to
1878, we find that by the beginning of that epoch India
had solved the grcat problem of the uniformity of her
currency, and had managed also to abolish that partial
and provincial speeics of Bimetallism which had brought
with it an unusual crop of difficulties. The regime of
silver mono-metallism was successful for about three de-
cades; but later, there was a combination of circumstances
including large borrowings from abroad over a certain pe-
riod, and a sudden and tempora»y increase of foreigm
demand for Indian products—which produced great diffi-
cultics in the adjustment of the large favourable balances of
India. Silver with its deercased supply was inadequate to
the task, while the new and inclastie system of paper cur-
rency in India could give but little help in the solution of
the problem. Tt was perfectly natural, under these cireum-
sancecs, to proposc that a gold currency should be intro-
duced as auxiliary to the silver currency; but there were
a number of obstacles in the way of this desirable achieve-
ment. The complexities of rating the gold coin in terms
of silver were formidable in that age of great and abrupt
fluctuations of the relative values of the precious metals,
and several of the proposals for introducing a gold cur-
reney foundered on this rock. Indeed, we had a long and
vigorous controversy over the rating problem, which lasted
some years. Then, again, the propounders of the vari-
ous schemes for gold currency acknowledged that as soon
as gold was made legal tender side by side with silver,
the country would be in for all the trials and tribulations
of contemporary Bimetallism. As Col. Smith put it,* “‘the
chiof difficulty seems to have been the existenee of a large

(1) Col. Smith, op. cit, Essay 6, paragraph 32.
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mass of standard silver coins which it was impossible to
convert all at once into tokens; and therefore the apparent-
ly inevitable necessity for the concurrent circulation of
standard coins of two metals;—a fact which induced many,
of the statesmen who had to deal with the question to con-
sent to a double standard, at all events for a limited time.”’
They were led through a fear of these dangers to projcet
their ideas further, and to plan also for a gold mono-
metallism and for the dethronement of silver. In formau-
lating these ideas they were encouraged by contemporary
English theory which looked upon the eurrency system of
England as the ideal one. But in aiming at such a dethrone-
ment of silver they were far in advance of the circum-
stances and wants of India in their day. ILater in the
epoch we are considering, the appreciation of gold in-
creased the difficultics in the way of the introduetion of
a gold currency into India, and account had also to be
taken of the reduced flow of the precious metals towards
this eountry for some years. Morcover, the circumstances
with reference to which the gold currency proposals had
originated had changed radically. The difficulties of the
adjustment of the large balances in favour of India had
disappeared for the time being; and a new problem—the
Exchange problem—had cmerged as the result of the startl-
ing changes in the production and in the relative values of
the precious metals. It was this problem which oceupied the
attention of the currency authorities until the close of the
nineteenth century.



LECTURE II.

THE MOVEMENT TOWARDS A GOLD
STANDARD,

With the year 1872 there began abruptly a steady fall
in the value of silver relatively to gold, which was of an
unpreccedented character, and which opened a new chap-
ter in the monetary history of India. Not only had the
production of silver increased while that of gold had fallen
but the demonetisation of silver, which was then begin-
ning exaggerated the changes in the relative value of gold
and silver. As was observed by an official of the Finance
Decpartment, ‘‘on the one hand there is a severe pressure
upon the remaining nations to follow the example of those
who have already adopted gold. .. .while on the other hand,
the conscquences to all alike of the adoption universally
of a gold standard must be most serious’’. Both to India
and to Europe the new monetary conditions brought
intolerable burdens. In Europe a great fall of prices
began soon after 1873. The unfavourable éffects of that
fall of prices on industry and the inecrease in the burdens
of debtors, which were serious enough, were magnified at
the time and emincent economists talked of these factors
as ‘‘strangling the arteries of industrial life’’. To India
it brought grave embarrassment of the finances, while the
calculations of traders were baffled by the instability of
exchange. Both in the East and in the West, the prolonged
erisis produced new controversies, and new developments
of monetary theory and practice. Europe and America
were divided into opposed camps of Gold monometallists
and Bimectallists. In India the main effect was to silence
the propaganda for a gold eurreney for the time being: for
it was obvious that any increase of demand for gold on the
part of our country would lower gold prices still more,

Q—1
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would raise the value of the yellow metal and would thus
inecrecase the weight of our foreign obligations. This consi-
deration was reinforeed by the reduction in the supplies of
gold which India could import during that period of trade
depression. Conscquently for India the main problem was
to discover a system of gold standard which would make
minimum ecalls on the gold supply of the world. Not that
India was not influenced more directly by the bimetallie
propaganda. Indeed, we shall find the Government of
India and the ecommerecial interests of the eountry placing
their hopes alternately in the success of Bimetallism and
in the adoption of a gold standard suited to the needs
of the country. We have somec minutes and memoranda
of the day which might easily be mistaken for erudite trea-
tises on Bimetallism, and others which might have assisted
Mr. Lindsay in working out his great scheme. In 1878
came the despateh of the Government of India, which
pointed unmistakeably towards the future Gold Exchange
Standard. On the rejection of that plan, for some years,
Bimetallie aspirations guided the proposals of our Govern-
ment. Beginning with 1886, how~ver, we see a return to
the plans for closing the mint and for the adoption of a
new standard.

What was true of India was also true to a great extent
of the world. In the latter half of the 19th century, there
had been a erop of dislocated exchanges, partly owing to
the abolition of Bimetallism and partly through the de-
preciation of inconvertible currencies in scveral countries,
The world had before it, as one alternative, Bimetallism
which had it been adopted, would have stabilised many of
the exchanges if not all. There was however another alter-
native; and the monetary reforms in the direction of Gold
Exchange Standard ultimately sufficed to restore stable
exchanges in many countries. As it was put by Nogaro,
¢“during the last years of the 19th, and the opening years
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of the 20th century most countries had successfully over-
come the monetary difficultics which had resulted, in the
first place irom putting fiduciary currcncies into cireula-
tion, and, sccondly from the abolition of Bimectallism and

the disappearance of a fixed exchange ratio between gold
and silver”’.

To resume our narrative, we find that the Bengal
Chamber of Commerce seriously considered the problem
presented by the continued depreciation in the value of
silver, and forwarded a resolution to the Government
recommending not only the closing of mints to silver, but
suggesting further that the import of coined rupces from
any foreign port might Dbe declared unlawful. The
Chamber did not however go on to recommend the opening
of the mints to gold. These proposals afforded an opportu-
nity to review the whole monetary situation which pro-
duced the highly instructive despatch of October 13, 1376
and the Resolution of 31st July 1876. The Government
was perfectly justificd in its criticism and rejection of the
suggested policy of merely closing the mints to silver,
without any approach being made towards Bimetallism ;
for the mere closing of the mints would lead only to an
appreciation of the Rupce and to a fall of local prices. As
Indian prices had already been falling betwcen the years
1866 and 1876 the proposal would have intensified the fall,
and as a result would have depressed production in India,
besides unsettling the equities between debtors and
creditors. The resolution further pointed out that auto-
maticity was essential to a sound system of currency, and
that the mere closing of mints would destroy such auto-
matic character as the silver standard possessed. The diffi-
culties of the management of currency by government
instrumentality were also dwelt upon. In view of the then
prevailing state of monetary theory and practice, thig
hesitating attitnde was a natural one,
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The problem of how to deal with the matter on more
comprehensive lines, should the value of the rupee becomo
permancntly low, was discussed in the despatech of 13th
October 1876. In this despatch is embodied the first serious
atlempt to estimate the amount of coined rupees in cir-
culation, and the cost of introducing a gold curreney into
India. All carlicr projeets had been very much in the
air, and had procceded without providing any statistical
bases. The despatch began by stating that ‘‘roughly for
every 1d. by which the sterling equivalent of the rupee
falls below 1s. 84d. we shall be compelled to improve by
one crorc of rupces the balance of our account”. To pre-
vent such losses, it was necessary to produce an enhance-
ment of the standard of value. Such an enhancement it
was shown might be effected in two ways—either by increas-
ing the weight of fine silver in a rupce by say 20 per cent,
or by a substitution of gold as the standard of value.
Assuming that the coined rupees then in existence were
about 200 crores, the cost of thus increasing the weight
of silver in the rupce was estimated at about 40 crores.
But it was also pointed out that ‘‘therc was a lack of
finality about the measurc that made it as a monetary
device vastly inferior to the adoption of a gold standard’’.
On the other hand, the adoption of a gold currency would
cost about 100 crores of rupees directly. Indirectly,
indecd, the cost would be much larger, since the increased
demand for gold would raise the value of that metal and
would ‘‘operate directly to raise the weight of our net foreign
obligations’’. In faet, the cost of a gold currency was
prohibitive, and for the time, the idea of a change to a
gold standard was rejected on the ground that it was “‘in-
definitely costly’’. Such a transition, however, it was
added, might become necessary in casc all schemes of Inter-
national Bimetallism failed to materialise. There remained
the proposal to raise artificially the valuc of the rupee by
increasing the seigniorage in silver. But at the time the



53

expedient was rejected, at least as a permancent measurs,
on the ground that it would be an ‘‘artificial’”’ way ol
inereasing the value of the rupee. We note that the des-
patch contained a very thorough and scientific preliminary
cxamination of the different alternatives belore the (ov-
ernment; we  further remark the repugnance to the
adoption of any “‘artificial’’ or ‘‘managed’ schemes of
curreney which was characteristie of the time.

Bagehot’s views on Indian currenay.

A referenee might be made here to Bagehot's articles
on Indian financial topies—which were appearing at that
time in the Jicomomisl—it only tv empuasise the changes
that have taken place in monetary theory and practice
since the days of that great man.® It is also useful to
turn our attention occasionally to the prineciples which had
so far guided the currencey poliey of India. As a champion
ol the old orthodox school of theorists, which emphasised the
virtues of an automatic curreney, Bagehot fully approved
of the aetion of the (Government of India in 1876 in turn-
ing down the proposal of the Bengal Chamber of Com-
meree to suspend the coinage of silver in India. He
belicved that India was ‘‘irrevocably committed to a sole
silver currcney’’, and henee he was against any attempt
towards the abandonment of silver mono-metallism by the
introduction of a gold standard or Bimetallism or by its
modification through the suspension of the rupce coinage.
‘“No competent person can propose a demonetisation of
silver in India and a substitution of gold for it, just at a
moment when the price of silver has been thrust down by
so strong an apprehension caused by such peculiar cireum-
stances.—It would be to require the Indian Government
to buy the largest amount of gold ever bought in the
dearest market for gold, and to dispose of the largest

(1) Bagehot’s book “On the Depreciation of Silver” pp, 52—55
and 64.
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amount of silver in the cheapest market for silver that ever
existed.  The present financial position of the Indian Gov-
crnment is no doubt impaired by this sudden depreciation
of the metal in whieh it reeeives its revenue but the remedy
for a minor deficit would bring in, in licu of it, a defieit of
the first magnitude; it would be nothing else but finan-
cial ruin’’,

As a champion and delender of the *‘Laissez-faire’’
school, Bagchot had distinguished himself in the contro-
versy with the historical school as represented by Cliffe
Leslie.  Bearing this in mind, we can understand the posi-
tion (aken up by Bagchot as regards the currency contro-
versy in India. **'T'he real remedy’’, he observed, “‘is 10
leave the great natural forces of trade to operate
unrestricted.  The true remedy for an enfecbled market is
an aceess ol demand, and in this case the laws of com-
meree, il not suspended or erippled by state interfercnce,
will produce that demand. The necessary effect of a
depreciation of silver as against gold is to give a bounty
on exports from India and the other silver-using countries
to England....and the combined effeet of this bounty on
exports trom India, and of this fine on imports into India,
must sooner or later be an unfavourable balance of trade,
and a consequent flow of silver to the East. A new demand
of greal magnitude will cventually relieve the silver
market, il we only leave it alone.”’

As we have seen, Bagehot was strongly opposed to the
suspension of the rupee coinage as well as to the introdue
tion of a gold currency. ‘‘No one would’’ he argued
‘‘propose o arrest the coinage of silver in the East as a
remedy for such a state of things, for this would only dis-
order the silver market still further’”. It would produce
also a fall of prices and a rise of the rate of interest; and
here it is interesting to note that Bagehot anticipates some
aspects of the later theory as regards the topic of
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‘‘appreciation and interest’’. His was also an attempt tu
deal with the problem of the influence of appreciation on
produetion. ‘‘The fall in prices would make people think
that they were getting power—and the ‘contraetion’,
as the Americans call it, would raise the rate of interest. ...
For the time, the first effeet of an appreeciation is not
pleasant, and ncither the Indian nor any other mercantile
community which has been exposed to it has ever liked it’’.
This last observation of Bagchot has never reeceived such
clear illustration as in the post-war history of India, and,
indeed, of the world.

Since the days of Trevelyan, most of thosc who have
recommended a suspension of silver coinage in India have
also pointed to the similar suspension in 1'rance and to the
establishment of a Limping Standard there, as a preeedent.
Bagchot was not impressed at all by this preeedent.  He
contended that “‘the cases ave not similar. In India, silver
is practically the only legal tender; in France and Italy,
it is one of three and in the rest of Latin Union, one of two.
The main currency in the first two countries, which are by
far the greater and richer part of the Latin Tiaion, is
inconvertible paper which is now really the standard, and
not metal at all. And in the other countries gold circulates
as well as silver, so that praectically, silver is only a subordi-
nate currency in the Latin Union, taking it as a whole.
And the whole position is diffcrent. The Latin Union was
a group of double-standard countries largely using gold,
and the question for them is whether, they will give up
their gold and become silver eountries exclusively or whether
they will demonetise silver and use gold as a standard only.
This would he troublesome and costly, but still it eould be
done. But India has no problem to consider; she is irre-
voeahly committed to a sole silver eurrency and therefore
a similar attitude would in her case, hesides being misehiev-
ous. have no meaning?”’,
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Character and importance of the Monetary
Proposals of 1878.

The financial difficultics of the Government went on
increasing, while the inconveniences to trade from dis-
located exchanges were also accumulating since 1871, The
loss on exchange had inercased by ncarly two-and-a-half
erores, while the burden on the Import trade amounted to
the imposition of a very heavy duty. Consequently, the
Government of India eame forward in 1878 with a proposal
which was, in a way, the precursor of the future Gold Ex-
change Standard. In its despateh of 9th November 1878, the
Government of India at last advaneced holdly a proposal for
a ‘‘managed’’ currency. In faet, it was the first Govern-
ment in the world to entertain the idea of such a currency.
The essence of its proposals was 1o maintain silver coin-
age at a rate much ahove its gold value—say, at the rate
of 2s. Tn spite of the expected difficulties and inconvenien-
ces, it was declared practicable to maintain a gold standard
¢“with silver coinage as the principal element in our
currency, with a very limited gold coinage or without a
legal tender gold coinage at all’”’. A double instrumentality
was recommended for maintaining the exchange value of
the rupee. In the first place, the seigniorage on the coin-
age of rupee was to be so adjusted as to maintain
automatieally the value of the rupee in gold. At the same
time, by receiving goll coin in payment of any demands
of the Government a gold reserve was to be created in
order to support the exchange. As the despateh put it,
¢‘the aceumulation of a eertain proportion of British gold
coin in the curreney reserve would give a most useful power
to Government to meet any sudden or unusunal pressure
on the exchanges; and once more the Indian curreney
wonld have restored to it the power of contraction by the
export of coin which it has practieally long lost’. T+
was only at a later period that Indian mints were to he
thrown open to the coinage of gold, and, further, it was
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not supposed that ‘‘the habits of the people of India in
respeet to the use of silver coin for the bulk of their trans-
actions’’ would be modified. ‘‘Only a, certain limited scope
would be given for the introduction and use of gold coin’’.

In examining these proposals the first thing that
strikes us is their resemblance to the future Gold Exchange
Standard system. The accumulation of gold coin in the
currency reserve, with the objeet of supporting the ex-
change and of contracting the currency, was an obvious
anticipation of the analogous mechanism of the Gold
Standard Reserve. The basie idea of the despateh, viz., the
maintcnance of a gold standard ‘‘with silver coinage as
the principal element in our currency and with a very
limited gold coinage or without a legal tender gold coinage
at all’’ was obviously rcalised under the (told Exchange
Standard. The rupee was to be reduced under the pro-
posals to the position of a token currency, and we note
further that the proposals contemplated the establishment
of ‘‘a sclf-acting-system under which silver would be
admitted for coinage at a fixed rate as the wants of the
country required’’, which was of the cssence of the future
monetary standard of India.

There has been quite a controversy about the merits
and practicability of the above idea of ““a seigniorage vary-
ing inverscly as the gold price of silver”. The Herschell
Committee, as a body, emphasised the administrative diffi-
culties of providing ‘‘from time to time for the necessary
alterations in such a varying scigniorage so as not to ¢cm-
barass trade or to encourage undesirable speculation”’. Yet,
there were members of the Herschell Committee, like Mr.
Leonard Courtney, who believed that ‘‘the action would be
fairly simple, if the plan were fairly tackled’”. Nor are

(1) Cf. Prof. Gyan Chand’s Memorandum submi t
Royal Currency Commission of 1925, Hed to the

Q—8



58

there wanting more recent advocates of the proposals. The
Herschell Committee did indeed argue that the proposal
regarding the seigniorage ‘‘was in fact an indirect method
of attaining the end which the Indian Government propose
to attain by closing the mints’’. But, in observing this,
the Committee overlooked the most important merit
claimed for their proposals by the Government of India
of 1878. The proposed plan would give the Government
no power to add to the curreney hy the coinage of silver
and all fear of an inflated token currency would thus be
removed’’. As between two systems of managed currency
—managed with equal ability and integrity—preference is
to be given to that one which eppears more automatic to
the public.

‘With all their undoubted merits, the proposals of 1878
were rejeeted by a committee containing such eminent men
as Mr. Arthur Balfour (aow Lord Balfour), Mr. Giffen,
Sir Louis Mallet, Mr. (later Lord) Farrer and Mr. (later
Lord) Welby. As Sir R. QGiffen informed the IIerschell
Committee in 1893, it was he who prepared the memoran-
dum which guided the deliberations of the Committee ¢nd
formed a part of its proceedings. The foremost argument
in that memorandum against the Government of India’s pro-
posals was that they ‘‘introduced a managed currcney- a
currency that you had to manage ; it would not be an automa-
tic metallic standard such as was reecognised to be the best’’.1
In our days, we recognise that all currency systems need a
great deal of management, and that the old idea of currenecy
systems without human purpose or contrivance was a myth.
But in 1879, to say that a currency system was a managed
one was quite sufficient to sccure its condemnation at sight.
Another objeetion which Giffen advanced against the pro-
posed system was that, under it, the provisional state—

(1) Evidence of Sir R. Giffen before the Fowler Committee,
Q. 10,025—50,
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during which there was 1o be no gold in circulation—might
conceivably last a long time. Kinally, as he admitted later,
he believed in 1879 that the depreciation of silver was only a
temporary affair, and that henee no such change of mone-
tary standard as had been proposed by the GJovernment was
at all nceessary. He recognised fully that a very serious
depreeciation of silver did ultimately take place, but he
defended his former position on the ground that such depre-
ciation could not have been possibily forseen in 1878-79.

The faet was that Sir Robert Giffen took an unduly
optimistic view ol the difticultics which confronted the
Government of India; and further, as an opponent of the
Bimetallists, he was bound to say that the depreciation
of silver was only a temporary pbenomenon. In arguing
that the depreciated silver would be absorbed by the East,
the mono-metallists forgot to take into aceount the depres-
sion of trade and its cffect on Indian balances of trade.
Further, Qiften, exaggerated the potentialities of additional
taxation in India, and he believed that the loss on exchange
could be met by fresh taxation. Such as they were, how-
cver, his arguments carried the day, and the Committee
turned down the proposals of the Government of India.
Consequently, that (fovernment was compelled to turn to
International Bimetallism as the one possible remedy for
the difficultics of ¢xchange and finance.

India and the Bimetallic movement.

For several reasons, the Bimetallic controversy and pro-
paganda deserve the serious attention of the student of
Indian Economics. In the first place, India loomed very
large in the general controversy, and both the opponents
and the advocates of Bimetallism built their hopes, to an
important extent, on the action they expected India to
take. Walter Bagehot and other critics of Bimetallism
argued that the fall in the value of silver was only a tempo-
tary phenomenon and that it would be soon remedied
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by the absorption of silver by 1ndia and other countries of
the East. Their contention was that the fall of silver
would enable the western countrics to give more silver
than before for each unit of products exported from India
and the East. This state of things would naturally give a
bounty to exports from the silver-using countries in gencral,
and the conscquence would be a general inercase of ex-
ports from the silver-using countries leading to aa absorp-
tion of surplus silver by India and the BEast. It was sup-
posed that as the result of this proeess the old ratio between
gold and silver would be restored without any necessity of
resorting to Bimetallism.! It was on this acecount that the
topics of the absorption of silver by India and other
countries of the East and of the growth of exports from
them were of such absorbing intercst in the Bimetallic con-
troversy. If, as the gold mono-mctallists hoped, exports
from silver were encouraged by the bounty and silver were
exported to them and Indian prices rose as a resuli, the
problem of the withdrawal of the surplus supplies of silver
from Europe would have been automatically solved.

As against these contentions the champions of Bimetal-
lism advanced other arguments, which were also based on ex-
pectations regarding the monetary policy and conditions of
India and the East. Their first contention was that it was
gold which had risen in value and not silver which had fallen
in value; and this they tried to demonstrate from the course
of prices in India and in the BEast. In the second place,
they urged that, since 1873, the East, and especially India
had been absorbing gold and silver in comparatively moder-
ate quantities only, and hence the hope entertained of un-
loading the depreciated silver in that direction was a vain
one.

We have to discuss these preliminary issues briefly
before giving an account of the part played by India in the

(1) Barboutr, Theory of Bimetallism, pp. 100—101 and 134.
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Bimetallic movement. And we shall first examine the time-
worn theme whether it was gold that had appreciated or
whether silver had depreciated. As regards this particular
position, both sides were right to a certain extent and in a
certain sense. As we shall see, Gold bad undoubtedly appre-
ciated to some extent owing to a temporary fall in its pro-
duction ; but, in the main, the fall of gold prices was due
not to any monctary cause but to a veritable industrial revo-
lution after the sixties and to a vast inerease of the volume,
production accompanied by a great lowering of costs of
production and of freights. As Arnaung observes, ‘‘the
fall of prices since 1870 appears to us as due for the most
part to new applications of science to industry. We admit
that the effects of this economic revolution have been ren-
dered more impressive by the faet that they were not
diminished as after 1850 by any reduction in the value of
gold—that metal having reconquered at least partly its
former purchasing power’’.* Such was also the opinion of
the Gold and Silver Commission, which argued that ‘‘the
greater part of the fall has resulted from causes touching
the commodities rather than an appreciation of the stand-
ard’’. That was also the conclusion of an authority who is
equally well-known in the spheres of Economie theory and
Economic history. In his great work on ‘‘the Silver situ-
ation in the United States”’, Laughlin argues that ‘‘the
extraordinary improvements in the produetion of commodi-
ties do seem to have an important bearing on the question
in hand’’. The period witnessed, in faet, the liquidation
of the erisis of inereased production ; we had at onec a simul-
iancous inecrease in supply of commodities, a more intensi-
fied industrial competition and a fall of freights. All these
numerous factors contributed largely to the general fall of
prices after 1872.

More recently, the topic of the depreciation of silver
has had fresh light thrown on it from different angles by

(1) Ct. Arnaung, “La Monnaie, le Credit et le Change”,
pp. 61—67.
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Professors Nogaro and J. W. Angell." Nogaro considers the
depreciation of silver during the period 1867-72 as duc to
other causes than the fall in the value of the same metal
which took place after the year 1873. Before the year 1873,
silver was allowed to be minted in bimetallie countries for
the benefit of private individuals. The result was that when-
ever Kngland, for example nceded silver to remit to India,
she had only to send gold to France and exchange it for
French silver, while India used her silver 1o purchase French
gold for the scttlement of balances due to England. Until
alter the middle of the century, Prof. Nogaro finds, the sums
thus duc and reecivable came out substantially cqual’’.
But in the sixtics India required eomparatively smaller
shipments of silver; and in other countrices too, the posi-
tion of silver was shaken, with the result that the demand
for silver for scttling balanees of trade was reduced. The
carlier large scale demand for silver for settling the balau-
ces, and the possibility of sending silver to bimetallie eoun-
tries 1o be exchanged for gold at a priee corresponding to
the legal ratio obtaining there, had combined to fix a mini-
mum price (and also a slightly higher, maximum priee)
for silver. Circumstances however changed all this and
this suppression of the freedom ol coinage of silver (as
distinguished from the suspension of coinage) was an im-
portant contributory cause of the deeline in the value of
silver. Prof. Angecll has pointed out further that ‘‘im-
provements in monctary and banking technique steadily
diminished the demand for so cumbrous a currency’’ as
silver; as he adds, ‘‘the various demonetizations merely
emphasized, and for the time being incrcased a fall which
was in any event incvitable’’.

1t cannot be denied, however, that 1o a certain extent
there was a direct appreciation of gold, and not a mere
resultant fall of gold prices—through the reduction in the

(1) Cf. Angell, Theory of International Prices, pp. 420—422
and Nogaro, Modern Monetary Systems, pp. 29—30.
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production of gold during the period from 1871 to 1885.
During this period, the supply of gold fell below what it
had been in ths years stretehimg from 1850 to 1869, while the
demand lor gold inereased, espeecially owing to the wants
of the United States for gold from the period 1879 to 1887
with the object of realization of the resumption of cash
payments. But both the extent of this appreeiation of and
of the growth of demand for gold was exaggerated by the
Bimetallists; for we obscrve that the reduetion in the sup-
ply of gold was only temporarv. while the growth in the
demand for it was compensated by cconomies in its use—
by the growth of deposit vanking and by the rise of echeques
and notes.

On the other hand, the depreeciation of silver was a
much more serious and permanent matter. While the ap-
preciation of gold was a short-period phenomenon, the
depreciation of silver was a long-period phenomenon, sinee
over a couple of centuries silver had been falling in value,
gradually, in relation to gold. While silver was losing
favour with the great commereial nations, its production
was growing by leaps and bounds. Its production was in fact
doubled between 1860 and 1874, rising from 30 million
ounces to 60 million ounces. The production again doubled
itself between 1874 and 1888 when it was 120 millions.
Once again its production nearly doubled itself in 1913.2
There were other changes too on the supply side of silver;
for silver was hecoming a by-produet, and cven the fall of
the value of silver had not been able to have its full effect
on its production. It is, however, the changes on the de-
mand side which were even more prolonged and serious. As
we have seen, even before silver depreeiated, opinion in the
leading countries had veered round on the side of gold.

(1) Taussig, Silver S-ituat'idn—i—n_ ;Iie. United éi‘dtes. B

(°) Cf. Barbour, Standard of Value, p. 140; and the evidence
of Professors Carpenter and Cullis before the Indian Currency
Committee of 1919.
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Thus there existed special factors both on the long perfod
supply and demand sides of silver which were bound to lead
to its depreciation, though these factors were not so clearly
discernible during the heat of the Bimetallic controversy,
as they are to us in the light of later statistics.

Thus, while the Bimetallists were in the right in their
main contention regarding the benefits of International
Bimetallism, we find that they over-emphasised the appre-
ciation of gold and passed lightly over the long-period in-
fluenees leading to a depreciation of silver. Nor were they
successful in their cfforts to prove that silver was a more
“‘honest’’ metal than gold, and a better standard of value
as regards cquities between debtors and creditors. Their case
cannot be said to be proved, even if it is shown that during
the disturbed period which followed 1873, silver prices
in certain parts of the East were rcore stable than prices in
certain gold countrics. For the international distribution of
silver was then an abnormal one, affected as it was by such
faetors as demonetisation and the peculiar conditions affeet-
ing the balances of trade of countries due to the gencral
depression. Had trade been governed by normal condi-
tions, and had the East becn absorbing silver in large
quantities the price situation there might have been very
different from what it actually was.

There was a great deal of controversy as to why much
more of the depreciated silver was not absorbed by the
East. It was shown that ‘‘from 1855-56 to 1865-66 India
imported annually 108 millions of rupecs.’” But this was
largely duc to special causes like continued borrowing and
very favourable balances of trade. In later years the im-
ports were only slightly above Rs. 30 millions annually.?
Quite a number of theories were advanced about this un.
expected reluctance on the part of India to absorb more of
the depreciated metal. Prof. Pierson had argued that India

" 71y “Barbour, Bimetallism, pp. 110—112, T
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could not absorb more silver because it had been saturated
with silver during the sixties. It was obvious, however,
that unless India was in a position to export more commo-
dities to Europe she could not import more silver. Her
opportunity for large exports of goods and for correspond-
ing imports of silver had come during the Crimean War
and the American Civil War, and she had availed herself
of it. But after 1870 when Europe and Ameriea were in
the grip of the great depression, they eould not import more
of Indian produets, and henee Tndia could not absorb more
silver, even though it had fallen in value. This trade
aspect of the matter was not sufficiently emphasized in the
course of the controversy on Bimetallism.

The Monetary Conferences of 1878 and 1881.

At the Confcrence of 1878 (oschen made a strong
appeal against pursuing any eourse which would weaken
the position of silver and prevent it from acting as the
ally and auxiliary of gold. Tn his representation he showed
why the interests of India as a ecountry using silver cur-
rency were entitled to special eonsideration on the part of
the countries represented in the Conference. India had
been bearing the losses due to the depreciation of silver
without making any attempt to close her mints to that
metal. ‘‘India had done more than any other eountry’’,
he declared, ‘‘to maintain silver, had allowed it to take
its natural course, while other countries had been shutting
their doors; and the Indian government had suffered a
great loss, the merchants from fluctuations in values, and
publie functionaries from the depreciation. Had the exam-
ple of other countrics been followed in India, silver might
have fallen an additional 10 or 15 por cent.; so the laisscz
faire policy pursued by India had done more than anything
else to keep up the value of silver. If, however, other states
were to carry on a propaganda in favour of the gold stand-
ard and of the demonetization of silver, he feared the

Q—9
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Indian government would be obliged to reconsider its posi-
tion, and to take measures similar to those taken elsewhere.
In that case the scramble to get rid ot silver might provoke
ene of the gravest erisis ever undergone by commerce’’.?
That Conferenee howcever failed to reach any definite results
owing mainly to the course of events in Germany and the
United States. (ermany would not e¢ven participate in the
Confercnee as she was busy unloading her silver. The
passing of the Bland-Allison Act in America, just before
the confercnee met, was another hindrance to a general
settlement, for it gave rise to the idea that Ameriea wanted
to anticipate the adoption of International Bimetallism and
desired to maintain a national scheme of bimetallism at
the ratio of 16 to 1 irrespective of the ratio prevailing
in France or elsewhere. Had any European nations desired
to re-open their mints to silver they would have had to
adopt the Amcrican ratio and to recoin all their silver.
Under such circumstances, an agrecment as regards Bi-
metallism was not to bz expeected.

It was in the work of the Monetary Conference of
1881 that the Indian Government manifested the greatest
interest and placed high hopes. Its monetary proposals of
1878 suggesting the closing of mints to silver and the in-
troduction of a gold currency had been rejected by the
Treasury in 1879; and thenceforward, for some time, it
was in the direction of Bimectallism that the (fovernment
of India sought for relief from its financial difficulties.
Indeed, the trend towards Bimetallism might be noted even
in the despatch containing the proposals of 1878. Tt was
pointed out therein that ‘‘the measures which we have pro-
posed, would place the currency of India in a position in
which the future possibility of an alternative standard
would be left open’’. It is noteworthy that many of the
financial authorities of India were inclined to favour Bi-

P z;lo) Henry B. Russell, International Monetary Conferences,



67

metallism. Sir E. Baring, (later, Lord Cromer), the
Finanecial Member, expressed himself as favourable to Bi-
metallism, and in a very learned despateh of 19th April
1881 he tried to confute the views of Sir R. Giffen and to
show that the later had ‘‘underrated the probability of a
fixed ratio between gold and silver being maintainedthrough
the ageney of a universal bimetallism®. Ilis own opinion
was that India should preserve its liberty of action and
stand out of any Bimetallic experiment, but at the same
time should try to ensure the success of any such experi-
ment indirectly by cngaging to coin silver in unlimited
quantitics. Bimetallism in India was also fortunate in
seeuring zcalous champions in Mr. R. B. Chapman who
was the Sccretary to the Government of India in the
Department of Finance and Commerce from 1869 to 1881,
and in Sir T. C. Hope. Bul the ablest advocate of Bi-
metallism in India was Sir D. Barbour—a financier of the
first ability who was equally at home in monctary theory
and practice.

The discussion was started by a memorandum on an
International Bimetallic Standard written by Mr. R. B.
Chapman at the request of the Financial Member.! In
that memorandum, it was argucd, that the monetary dis-
turbances were due to the appreciation of gold and not to
the depreciation of silver. ‘‘While the value of both metals
had risen the value of gold has risen more than that of
silver’’. India, it was added, might expect two great ad-
vantages from an International Bimetallie standard—a re-
moval of the fluctuations of exchange which were causing
inconvenience to trade, and a ‘‘vast improvement of the
stability of the general standard measures of value which
is of such supreme importance’’. The conclusion was that
““if America, France, Germany and India were to unite

(1) See Memorandum, dated 2ad June 1880 by Mr. R. B.
ghapman on an International Bimetallic Standard measure of
alue’
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with this object, the desired reform would be cffectually
and permanently accomplished, and that it might cven
be possible to dispense with the co-operation of Germany.
The Government of British India, it was suggested, need
not hesitate o become a party to such a union to which it
might be expecied that other nations would quickly adhere.
Ihe Govermaert of India, on the other hand, should not
join any convention to which I'rance was not a party. Pre-
vailing cireumstanees imperatively demanded coneertzd
action between France and India.

Sir Ivelyn Baring, the Ifinance Member was not
however, willing to go so far as this. He argued in hig
Minute of 19th April 1881, that *‘India should lor the
present only engage to eoin silver in unlimited quantitics
and 10 coutinue the use of silver as legal tender for debts
of any amount for the period the proposed convention
remains in foree.””  He was anxious as far as possible to
preserve liberty of action for India, and the message to
the Secrctary of State recommended that India should
engage 1o coin silver in unlimited guantities, ‘‘reserving
the right of also coining gold freely and making gold also
legal tender il hereafter Government thinks fit.” 1t will
be seen that the majority of the Council was in carnest
about joining hands with the Bimetallists, and proposed
to make concessions 1o them—the main dissentient being
Lord Ripon. He had no belief cither in Bimetallism or in
the poliey of making gold legal tender in India. However,
the majority had the satisfaction of noting that the in-
structions given to the Indian delegates to the conference
of 1881 were in accordance with their suggestions,

There can be no doubt that, as a body, the Govern-
ment of India was serious and carnest in its advocacy of
Bimetallism. The Finaneial Scerctary to the Government,
Mr. Barbour, was indeed a distinguished advocate of Bi-
metallism. Another very zealous advocate was Sir T. C.
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Hope! who was Financial Member ol Council in 1831-82.
He thus summed up the views of the Government ol Indwa:
“The recommendation that was made by the Indian Gov-
ernment, I think in 1879-80 especially, was that, il' Eng-
land did not think proper to alter her own system she
should allow India as @& sepavate country to avi in coujune-
tion with the other nations ol Kurope, in coming to such
an agreement as they all might think feasible under the
circumstances’”’.  The BDespateh of the Governme ot of
India dated 10th Junce 1581 also expresscd the view ihat
“jt, for instance, the United States, the Latin Union and
Germany were prepaved fo join, we should think the com-
bination sufficiently strong to justily us in joining also™.
The Conference of 1881.

“‘In interest and importanee’ says the historian ol
these Monetary Conferences **the conlerence ol 1881 sur-
passes others in the Bimetallie series. 1t took place at a
time when the doctrine of international Bimetallism had
apparcnily reached its  highest practical development.
Never before or since have so mdny states affirmed ifs
practicability, or has there been such a general desire to
accomplish somcething’’. Nevertheless, the result of the
Conlferenee was a great disappointment to the Bimetal-
lists. The cause of Bimetallism was argucd vigovously by
the representatives of the American and French Govern-
ments which had invited the Conference. Ameriea had at
heart her silver interests, while Franee was being flooded
at the time with silver coinage. Their warm advocacy of
Bimetallism can therefore be casily understood. Ifar
different was the position of England and Germany ; they
were both interested in keeping up their Gold mono-metal-
lism, and were only willing to make relatively small con-
cessions in order 1o keep up the price of silver. Of these
concessions, the one proposed by England was to the cffect

o _(—1)—Sir T. C. Hope’s evidence before the Herschell Committee
well describes the hopes and disappointments of Indian Bime-
tallists, (Q. 2,230—2,237).
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that the Bank of England would cxereise its option of
keeping one-fourth of its reserve in silver, on condition
of the mints of other countries being opened to silver.
The concessions offered by (fermany were mueh more illn-
sory. The three so called coneessions that (lermany wasready
to make amounted to but little—beiag cither what she had
been already compelled to by “*the toree of circumstanecs
and in her own defenee to adopt as a poliey, or what appear-
ed to the Government as possible aids in ultimately carrying
out its programme ol the gold standard’. Among these
was the suspension of the sales of her silver, which was
alrcady a fait accompli. The representatives of some
smaller Kuropean countries expressed sentiments f{ar more
favourable to Bimetallism. Thus Dr. Picrson, who repre-
sented Holland, signified his conversion from mono-metal-
lic doetrine to the faith of International Bimetallism.
The delegates of Italy too associated themselves with the
declaration of the representatives of France and of India
on the subject of the necessity of raising the value,of silver,
and of establishing a fixed ratio between the two metals’’.

Speaking on behall of India, Sir Louis Mallet pointed
out that India had done much single-handed to maintain
the value of silver. As India had been the vietim of the
poliey of other countries, he argued that it was entitled
to enter a claim that other countries should endeavour to
keep up the value of silver. As against the representative of
Belgium, he maintained the scientific basis of Bimetallism
and the probability of its suceess. Through Mallet the
Government of India offered to bind itself to maintain the
existing system of frec coinage of silver during a definite
period, on condition that a certain number of the prinei-
pal states of the world would join to keep up free eoinage
of silver at the rate of 153 to 1.2

In spite of such support for the bimetallie proposals,
the Conference of 1881 was not a suecess. It was adjourned

¢1) Henry B. Russell, op. eit, pp. 295—296,
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in April 1882 and never reassembled. But the difficulties
of India as regards trade and finance due to the con-
tinued fall of the price of silver were such that the Gov-
ernment of India put Lorward again the idea of a Mone-
tary Conference. In the despateh of 2nd February 1886
the Government of India pointed out that its financial posi-
tion was then no better than it was in 1874-75; that the
fall in the exchange value of the rupee had imposed on
Indian finances ‘*a burden of nearly equal magnitude with
that which has bheen thought neecessary for the defence of
India on account of the approach towards her frontier of
one of the great military powers of Kurope’’; that ru-
mours regarding the probable appeal of the Bland Act
had caused a further fall of exchange, so that India ecould
not count on obtaining in 1886-87 even an average ol 1s. 6d.
per rupee; and that, in this way, the state of Indian finanees
depended upon ‘‘the balance of political parties in regard
to the curreney of a foreign and distant country’’. Con-
sequently, the Government of India eonsidered it desirable
that an attempt should be made to bring ahout a renewal
of the international diseussion on Bimctallism. But, this
proposal was turned down by the Lords Commissioners ¢f
Treasury who argued that nothing had transpired which
conld indnee a departure {rom the passive attitude taken
up by the English Government in 1881. The Commission-
ers also urged that the loss sustained by the Indian revenue
on the Exchange had been far more than counter-balaneed
by the gain from the stimulus which the fall in the value
of silver had given to the Export trade of India. They
also maintained that the unfavourable condition of Indian
finance was due to the alarming growth of expenditure.
The Government of India, in its reply, pointed out that
the development of Indian trade and the steady inercase
of Indian revenuc were due not to the fall in exchange,
but to quite different factors, like a succession of good
harvests, the improvement of communications in India and



2

to the cheapening of the cost of sea transport. It was
also shown that the growth of expenditure was incvitable,
being due mainly to construetion of railways required for
defence and for insurance against famine,

But by time that the Monctary Conference of 1892
was convened, the interest of the Government of India in
the Bimetallie movement had been greatly diminished. Sir
D. Barbour had in fact already formed his plan for the
adoption of a gold standard for India and had placed it
before the Hersehell Committee.  1for, it was known that
if a eonforence failed to inaugurate International Bimetal-
lism, it would soon be neeessary for the United States to
decide whether o aceopt a silver standard or to stop the
extraordinary and futile purchases of silver, and to repeal
the silver legislation. That step would at onee ercate a
serious daneer for Tndia.  As Sir D. Barbour observed
in his Budget speech of 1891-92, ““in ease of necessity the
gold standard could he introdueed into this country, and
that if America altogether abandons silver, it would pro-
bably he best that India should change her standard of
-alue. The risks would he eonsiderable and the saerifices
heavy. but almost anything would he hetter than to aceopt
violent and econtinual fluctuafions in exchange as our in-
evitable Tot for all time, with the prospeet of a fall in the
aalne of silver of quite indefinite amount”’,

Nevertheless, the Government of Tndia weleomed the
invitation to the Conforence of 1892, though it expressed
it reorot that it was summoned only to consider the ques-
tion of the more extended use of silver as eurreney nd
nat to decide the problem of International Bimetallism,
T+ oven went so far as 1o susnend the proeecdinegs of the
Hersehell Committee “in eonvideration of what is due to
the deliberations of the present Conference’’.

But at the Brussels Conference the advoeates of Bi-
metallism had little chance of success. France, which had
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vigorously pressed the claims of Bimetallism in 1881,
had now changed her mind. As her representative observed,
‘‘France under present circumstances has no cause to com-
plain of her monctary situation’’. It boasted now of
being in possession of the largest quantity of money both
in gold and silver. In a word, she had sufficient gold, and
was not going to increase her coinage of silver—at any rate
not without obtaining suitable ecompensation. Nor wecre
other important countrics of Kurope more favourably in-
clined to Bimetallism. The representatives of ¢‘ Germany,
Austria, Hungary and Russia practically doomed the Con-
fercnee to [ailure by stating that they were prohibited by
their instructions from dcbating or noting upon any resolu-
tion whatever’’. Germany declared itself satisfied with its
monctary system, and henee unable to modify it.

The representatives of India made a clear and straight-
forward declaration of the poliey of this country. They
asserted that ‘‘the only satisfactory solution would be the
adoption of international Bimetallism in which India would
join the Latin Union and the United States’’. If the adop-
tion of a plan submitted to the Conference renders pro-
bable the maintenance of a relative stability in the price
of the metal, it is not likely that the Government of India
would close its mints to silver. Even if the plan should
meet with only partial, but sufficiently important adhesion
the Government of India, without relinquishing its liberty
of action, would be disposed to buy silver, or to permit the
coinage of a fixed quantity of silver—not less than fifty
million rupces a ycar—during the entire duration of the
arrangement’’. Having thus declared in clear and un-
mistakable terms their own views, the dclegates of India
desired the representatives of other countries to make cate-
gorical declarations of their views on the subjects—but in

vain.

For there was never much chanee of an agreement he-
ing reached at the Conference as regards International Bi-

Q—10
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metallism. Each country would no doubt have welcomed
the increased use of silver, but only at the cost of other
countries. The economic difficultics in the way of any
agreement were formidable enough. There were difficult
questions as regards the ratio to be fixed and of possible
vast remintages of silver coinage; and there were risks in-
volved in the matter of scecuring permancnt adhesion by
nations to any agrecment reached. There were also possi-
bilities of such agreement being undermined by underhand
manocuvres favouring the coinage of gold. When fo all
thesc ceonomic difficultics we add the intense political jea-
lousics and dislikes we ean sce how improbable was the
adoption of International Bimetallism.

As Dr. Bruno Moll (Professor at Leipzig University)
has rccently observed in his work on ‘‘Reeent Monetary
Theories’’,t two factors eombined to seal the fate of silver
mono-metallism and of Bimetallism during the four decades
which preceded the world-war. The first was the great and
steady inerease in the produetion of silver which would have
rendered extremely diffieult the fixation as well as the main-
tcnance of any particular ratio between gold and silver. The
seecond factor consisted of the inereasine trade relations
and cconomie intercourse of nations which neeessitated the
utilisation of a ecommon medium of payment. The grow-
ing volume of international trade required for its conveni-
ence as well as progress a single metallic medium of ex-
change. Dr. Moll notes and emphasises as a symplom of
this general and persistent tendency towards gold—the
change going on in the Latin Union both before and after
the great war.

Nor should we, in justice, shut our eyes to the real
apprchensions which prevented the statesmen of the day
from embarking on International Bimetallism. As Helf-
ferich has pointed out, ‘‘if the agreement ceased to operate

(1) Cf. Dr. Bruno Moll, Die Modernen Geﬁ-meorien, pp. 32—36,
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either because onc or the other of the parties did not keep
loyally to its provisions, or because for inherent reasons,
a bimetallic system could not be permanently maintained,
then the position of all those statcs, which at the beginning
of the agreerent had enjoyed a secure gold standard ecur-
rency, would at the end of it be substantially more un-
favourable.”” The silver coins struck during the operation
of the agreement would be a source of continued responsibi-
lity to the states econcerned, and wonld constitute a threat
to their monetary systems. '

General Strachey’s Currency Proposals (1886).

As the expectations cntertained from International
Bimetallism faded, the monetary policy of India begaan to
be direeted more and more towards the other method of
avoiding the difficulties of exchange and finances—that of
closing the mint to silver and introducing a gold standard.
Already, as we have seen, the Government of India had
proposed the measure in 1878; and the idea was revived
by General Strachey in 1886, with important modifica-
tions.(*) The value and significanee of the proposals of
(ieneral Strachey have not so far received due recognition;
but they form a remarkable anticipation of the Hersehell
Committee’s proposals, and constitute an important step
forward in the policy of introducing a gold standard suited
to the requirements of India. They also show an excep-
tionally clear understanding of the consequences of closing
the mints and of thus rendering the rupec a token coin.
General Strachey's ideas were adversely eriticised at the
time by Sir D. Barbour; but then, admittedly Sir David
was for many years ‘“a strong opponent of any attempt to
introduce a gold standard into India’’, and it was only
the course of events culminating in the proposals to repeal
the Sherman Aect in 1890 that shook his conviction that
‘‘Bimetallism afforded the best solution in the interests
of India’’.

(1) See Memorandum of General Strachey, datpd the 81st
March, 1886.
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While General Strachey aimed at the adoption of a
gold standard by the suitable regulation of the coinage of
silver in India, he was also aware that ‘‘proper provision
should at the same time be made for the aulomatic ex-
pansion of currcncy to meet the requirements of trade,
and precautions should be taken against inflation from
arbitrary action on the part of the Government’’. Thus
we find that, as regards some aspects of the coming gold
standard system, General Strachey looked ahead not cnly
of the Herschell Committee but even of the Fowler Com-
mittee. He proposed that the law which required the mints
to coin all the silver brought to them should be repealed;
but that so long as the mints were closed against the un-
limited tender of silver, they should be open to the tender
of gold; that is to say, that any one could obtain a fixed
number of rupees in exchange for a fixed weight of gold.
The gold would not be coined but would merely serve as
a medium by which to measure the valuce of the rupee.
Here we have a marked advance on the project of 1878 with
its somewhat cumbrous proposals regarding the graduated
scigniorage of silver. We also note an antieipation of the
Herschell Committee’s recommendation as regards the re-
ceipt of gold at the mints—a measure which defined the
superior limit of the value of the rupce.  This procedure
would be less inconvenient than the older idea of fixing a
graduated seigniorage, even though the results would be the
same. For, it was added, ‘“the necessity for the tender of
the whole quantity of gold could obviously be avoided by
the Mint receiving silver bullion sufficient in weight for
the coinage of the required number of rupees, and only
requiring in gold the excess value of the rupees, reckoned
at 13 per sovercign, over their bullion value as silver.
This excess value would virtually become a charge analog-
ous to that for coining, and would be determined from time
to time by the mint’’.

Since, in the absence of any machinery for redeeming
rupees such as was set up under the Gold Exchange Stand-
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ard, there was a risk of inflation under the proposed sys-
tem, Ueneral Strachey took the precaution of suggesting
that ‘“the gold scigniorage reecived by the mints should be
sold in India or remitted to England, and further that the
mints should not coin for the Government’’.

As yet, however, Sir D. Barbour and the Government
of India were firm in their preference for International
Bimetallism ; and it is interesting to find them using against
General Strachey’s proposals the same arguments that were
employed later against their own proposals to close the
mints in 1893 and to raise the exchange to 1s. 4d. in 1898.(?)
Thus, it was urged that the proposed fixation of the ex-
change would mean the return ol rupees from hoards as
well as from other countries; that the closing of the miuts
would have a disastrous effcet on the market price for silver;
that the appreciation of the rupec would be an injustice to
the tax-payer, and that Strachey’s proposal amounted to a

dangerous cxperiment in the manipulation of Indian cur-
rency.

Sir D, Barbour’s review of the situation.

But, the inexorable logic ol cvents, the obvious mn-
bossibility of the re-establishment of Bimetallism, the great
inerease in the production of silver, and the imminent
danger from the repeal of the Sherman Aet, convineed not
only the Government ol India but the commereial interests
of the country that the time had arrived ““for the adop-
tion of the only remaining effectual remedy, viz.,, a goid
standard”. In his masterly Minute of 21st June 1392,
Sir David Barbour laid down the principles which were to
serve as the guides for the monectary policy of India for
many years to come. He still insisted that ¢‘an international
agreement for the free coinage of both silver and gold and
for the making of them full legal tender at a fixed ratio

(1),See Sir D. Barbour’s Memorandum of 1lth June, 1886,
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would be far better for India and all other countries than
the establishment of the single gold standard, even il the
latter course be possible.”” But while thus reasserting his
old convictions, he saw the impossibility of basing his policy
on them, and under the stress of the changed circumstances
his financial genius applied itself to the solution of 1he
problem before him on new lines. He was fully aware that
the attempt to establish gold standard in India ‘‘is not
free from risk’’, for ‘‘history affords instanecs of the estab-
lishment of gold standard in one or more countrics but
sooner or later the standard was changed’’. There were
also dangers from the emergence of rupees from the
hoards and from their return from abroad, as the rupce
became appreciated in value. On the other hand, there
might appear a premium on gold coins, or gold might cease
to be brought to the mints. Mecasures might in such cases
have to be taken to contract the rupee curreney, and such
measures might prove expensive. But such diffieulties, he
argued need not deter India from attempting to achieve a
gold standard. ‘‘We already labour under difficulties which
are quite as great as those to which an inconvertible stand-
ard would expose us. The prospect ol being unable for a
time to effectively establish the gold standard need not,
therefore, deter us from the attemps to do so, if we see a
prospect of suceess in the future’’.

There are degrecs and varicties of the gold standard;
and the problem was which variety was to be adopted in
India. Sir David Barbour argued that ‘‘a gold standard
with a purely gold currency was impossible in India’’ and
that ‘‘for monetary purposes in ordinary life gold coins
would hardly be used’’; but he pointed out that ‘“the ex-
ample of France and other countrics showed that it is
possible to have a gold standard, although a large per-
centage of the circulation consists of overvalued silver coins
which are legal tender to any amount’’. He expected that
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‘‘with a gold standard, India would require, and would
use, a vewy large amount of silver rupees, and would neither
require nor use a large number of gold coins’’,

With charaeteristic caution, Sir David Barbour re-
fused 1o be guided by those who would inaugurate the gold
siandard by accumulating a gold reserve, declaring a ratio
to be maintained between gold and the rupee, and by the
assumption of the obligation of convertibility by the Gov-
ernment of India. The provision of the gold reserve wouid
be an expensive affair, and if it was exhausted in redecem-
ing rupees the cause of gold standard in India might suffer
an irretrievable disaster. The same cautious attitude was
to be noted in his programme for the introduction of the
gold standard for India. In the minute he proposed a
stoppage of the free coinage of silver followed after an inter-
val by the opening of the mints to the free coinage of gold—
the interval to be utilised in studying the effect of the clos-
ing of mints on the value of the rupee. As he put it later,
““no further steps were to be taken until the effect of clos-
ing the mints had been ascertained’’. Tn such careful
hands the achievement of the (fold Standard was on the
onc hand sceure, and on the other hand, there could be
no fear of premature or hasty action. Some years later,
as a member of the Fowler Committee, Sir D. Bar-
bour declared that he had realised that in the establishment
of the gold standard there was a very diffieult task before
the country and one which might involve heavy sacrifices.
As it turned oul, the period of probation proved even
longer than he had anticipated.

The work of the Herschell Conimittee.

The ideas formulated in the Minute of Sir D. Bar-
bour were embodied in proposals of Government of India
and placed for consideration before a Currency Committee

(1) Fowler Committee Q. 10,159—64,
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which consisted of persons of considerable ability and ex-
perience in monctary matters. Thus the President of the
Committee Lord Hersehell had already made a name as
the President of the Commissions on the Depression of
Trade and on (old and Silver. Sir Thomas Farrer (aftcr-
wards Lord Farrer) had distinguished himself both as a
member of the Gold and Silver Commission and as Scere-
tary to the Board of Trade. Then there was General
Strachey with his unique experience of India and his pro-
found insight into the financial and monctary problems of
this country.

(o) The case against Silver Mono-metallism.

That silver mono-metallism which had been long since
abandoned by so many nations of the West, and which
was so soon going to be dropped by a number of nations
of the Tar East, was now definitively on its trial before the
Herschell Committee. That Committee decided the issue
on the ground of the special hardships and burdens to
Indian trade and finance from the fall in the value of
silver in terms of gold. But, bchind these factors, luy
larger considerations which had led so many countrics, as
they progressed, to abandon the silver standard. Gold
had beeome the international eurrency, and with the widely
devcloping volume of international trade the fluctuations
between the values of the local eurrency and international
currency were becoming extremely burdensome. With the
growing intercourse hoth as regards trade and eapital move-
ments hetween India and the West a common standard
was becoming not only a great convenience but an impera-
tive nceessity. As Prof. Marshall well observed, many
adjustments would go on with a gold currency in India,
or even with a thoroughly well-established gold standard,
which do not take place without such gold currency or
standard. Tt was time, as the same high authority observed
on another occasion, to bring the monetary ‘‘railway guage
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of India in unison with the main line’’. The urgency for
such a measure was the greater sinee with the demonetisa-
tion and constantly narrowing market for silver the price
of silver was steadily falling, while the increase in pro-
duction of silver especially as a by-produet made the prob-
lem of steadiness in the value of silver a hopeless one.
These larger considerations making for a general aban-
donment of the silver standard were not adverted to by
the Herschell Committee, which confined itself to an cxa-
mination of the case of India. Conscquently, its reasoning
on the matter appears less eonvineing than it really was.
To take the first issuc before the Herschell Committee, as
regards the finaneial difficultics of the Government of India
owing to the fall of exchange, there can be no doubt that
while the budgetary effeets of any particular fall in ex-
change could be got over by suitable readjustments, a
constantly falling exchange must make any financial fore-
sight or equilibrium impossible. Now, there was no assu-
rance at all in 1892 that there would he no further full in
exchange; rather there was every prospeet that with the
repeal of Sherman Act a much greater fall of exchange
was imminent, It might be admitted that with the fall of
exchange there would be items of eompensation to be taken
into account. But what with the heavy losses on exchange
and uncertain and partially offsetting faectors, the budget
of India would be a eontinuous gamble in exchanges, and
great uncertainty would be introdueed into Indian Finance.
It way very neeessary 1o remove the continual danger of
deficits from eauses over which the Indian minister of
finance had no control. TFinally, as Prof. Kemmerer has
pointed out ‘‘from 1873 to 1893 the increase in India’s
home charges were in the main nol nominal but real, since
the unit in which her fixed obligations were expressed had
been inereasing rapidly in size’”’.
There was of course, the alternative of letting the
rupee depreciate indefinitely on the one hand, and balane-

Q—11
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ing this by increasing taxation on the other hand. In
particular, Sir R. Giffen, speaking before a later Com-
mittee, argued the necessity of additional taxation as a
corollary of the depreciating rupee. But, surely, it would
be highly unwise and illogical to retain a standard
which was bound to go on depreeiating and to repair that
mistake by putting on more taxes. Such a coursec would
be politically dangerous, and would make the people think
“‘that the (fovernment’s revenue and expenditure are in-
creasing faster than they really are’’. The better opinijon,
certainly, was that of Prof. Marshall who argued that
“‘though equitably the Government of India can raise its
taxcs so as to take its share of the growing wealth of the
country, its frecdom of action is practieally limited by
the nceessity of going rather more slowly, and in a less
aggressive manner in the East than is possible in the

West,”?

The strongest argument put forward by the Commit-
tee aguinst the continuance of the Silver standard was
that the open mints would attract depreciating silver.
““An open mint in India offers a market into which silver
could be continuously poured without regard to the cur-
rency requirements of India and such imports of usecless
silver were certainly injurious to India.”” Further, such
constant coinage of Rupees must lead ultimately to a great
rise of the Indian price-level which alrcady appeared to
be inclining upwards. We might be sure that if India
had been on a silver standard during the first decade of
the present century, the coinage of rupees would have been
far greater than it actually was, and prices would have
risen much higher than they actually did. Such a rise of
prices would have injured many sections of the population,
though of course the burden would have been most felt

by the poorer classes.
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(b) Exchange and trade.

The sccond issue betore the Hersehell Committee was
as regards the cffect of the fall in exchange on the foreign
trade of India. It was argucd by many business men that
the tendenecy of a falling exchange was to stimulate ex-
ports. The answer was obvious that such a bounty could
only be an irregular and temporary one, until the inevitable
adjustment of costs of production was brought about. The
Committee argued further that the bounty, such as it was
did not benefit India as a whole ‘‘though it may temporarily
benefit the employer at the expense of the wage-carner,’’
because wages rise more slowly than prices. This was a
picee of excellent theorising on the part of the Committee,
and it anticipated in its way Prof. Marshall’s evidenee on
the subjcet before the Fowler Committece. The Committee
also analysed the statistics of Indian exports and imports
for the last twenty ycars, and showed that there was ho
pereeptible eorrelation between the fluctuations of exchange
and those of forcign trade. This was another proof of the
theoretical soundness of the views of the Committec; for
exchange is only one factor influencing international trade
and by no mcans onc of the most important among these
factors. It might have been added that the alleged effect
of the falling exchange in stimulating exports and in
hindering imports was being constantly counteracted by
the fall of gold prices abroad.

(¢) Proposals for the closing of mints to silyer.

Having decided against the continuance of the silver
standard in India the Committee proceeded to examine
the proposals of the Government of India which had been
drawn up by Sir D. Barbour. The proposals were in fact
based on his Minute, and the first objection to the schems
was whether it was practicable to maintain the rupee at an
artificial value. In order to resolve this doubt the Com-
mittee made an examination of the different systems of
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eurrenecy, especially those of France, the United Qtates and
of Austria Hungary. As the result of this examinstion it
appeared that ‘‘it has been found possible to introduce a
gold standard without a gold circulation; and even with-
out legal convertibility of an existing silver curreacy iunto
gold”’.* It was rccognised that the precedents quoted were
not directly applicable owing to differences of circumstances,
nevertheless they showed ‘‘under what various conditions
the exchange value of a currency may be maintamed’’,

The proposal to close the miuw was also objected to oa
the ground that it would cause an appreciation of the
rupee and ‘‘that thereby the burden of Indian taxaticn
would be inereased’’. The Committee regarded this con-
gideration as offset by the fact that the prevailing prices
which were adjusted to the present ralio or to some ratio
differing but little from it would be maintained. As the
Government’s proposals based the ratio ‘“on the average
prices of silver during a limited period before the iniro-
duction of the gold standard’’, substantial justice would
be thus sccured. It was also noted that the alternative to
the closing of mints and the stabilisation of ratio could
only be increased taxation.?

It was further objected that the closing of the mints
would, on one hand, inerease the advantage of other silver-
using countrics in their competition with India, and on
the other, reduce the cxports of India to such countries.
The answer given to this by the Committee had
both a theorctical and a historical side. It was alleged,
on the one hand, that even in China an adjustment of
costs to the silver prices must take place leading to a dis-
appearance of the temporary advantage. This theoretical
reasoning was corroborated by the exchange and trade

(1) ¢ Herschell Committee’s Report, paragraphs 96—98.
(3) ~ Hergchell Committee’s Report, paragraphs 110—112 and

.
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statistics of the past twenty years, showing that the
advantages in trade believed to acerue from fluctuations in
exchanges were of a flecting and indccisive character.” A
wider survey of figures since the time of the Report shows
that the Committee took a correet view of the matter, as
was only to he expected from a body with such
eminent personnel.

Finally, the Committee considered the contention that
under the (jovernment proposals the Indian curreney would
not be ‘‘automatie, since the Government would be en-
abled to contract or expand the currency at will”’.? There
was included in the proposals themsclves one way of limit-
ing the diserctionary power of the Government, since, after
a time, any one could take gold to the Mint and have it
converted into gold coins of the value of 10 and 20 rupees.
But the Committee felt that this provision was not by it-
self cnough to introduce automaticity into the new cur-
rency and it proceeded to introduce in this direction suit-
able modifications into the Government proposals—modifi-
cations which were real improvements.

The chief modification introduced was to the effect
that though the mints should be closed to the publie for
the coinage of silver, they should be used by the Govern-
ment for the coinage of rupees if required by the publie
for the exchange of gold. This provision would impart a
certain automaticity to the currency, in as much as it wounld
fix the superior limit of the value ot the rupce. There was
another reason too for introducing this modification. The
notion was prevalent at the time that as the result of the
closing of the mints there would follow a sudden and con-
siderable rise of exchange which in its turn would lead to
a rapid rise of prices. In the light of events we know that

(1) Ib. paragraphs 118—119.
(2) Herschell Committee’s Report, paragraphs 109 and 150.
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these anticipations were quite unfounded." But, at the
time, the modification introduced by the Committee served

the purpose of allaying these apprchensions.

The Committee introduced another significant modifi-
cation in Sir D. Barbour’s plan. It was to the effect that
at the Government treasuries gold should be reccived in
satisfaction of public dues at the ratio fixed. This was an
improvement upon the Government proposal and it was
provided that ‘“the power to admit sovereigns as legal tender
might be of use as an ad interim measure, and need not be
used except in casc of necessity’’. The basic idca of this
particular modification was that the procedure would scrve
as a means of familiarising the public with the use of a
gold currency.? Here was a dircet preliminary step to-
wards the introduection of a gold standard as well as of an
auxiliary gold currency.

Merits of the Herschell Committee’s Report.

The Report of the Herschell Committee forms a very
important land mark in the history of Indian currency;
and in view both of the excellence of its treatment and the
far-reaching consequences of its suggestions it deserves a
far more careful study than its sucecssor—the Fowler Com-
mittec's Report. The latter owes much to the Herschell
Report, and, in the main, carries the ideas contained in
the Herschell Committee’s Report some steps furthcr to
their logical conclusions. Thus, the carlier report antici-
pated its successor as regards the possibilities of a gold
standard in India, the foreign examples to be followed in
this respect, the problem of convertibility and even the
ratio to be adopted. At the same time, the idca of the
gold standard was much more scientific as conceived in the
earlier report, and it was based on a wide survey of the

(1) Herschell Committee’s Report, paragraphs 146—151.
(2) Herschell Committee’s Report, paragraphs 152 and 156.
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different varicties and degrees of the gold standard
prevailing in various countries. As one of the mem-
bers of the Herschell Committee put it, the cssence
of the gold standard as introduced in India was that ‘‘the
rupee should be equivalent to a certain proportion of the
ounce of gold'’; on the other hand the later Committee
took a too strait-laced view of the character of the
gold standard.

The Hersehell Committee took a bold and eomprehen-
sive view of the problem before it. We now know that there
were some members of it who considered that their terms
of reference direeted them to consider only the question
of stopping the coinage of silver in the Indian mints, and
were doubtful as regards the inclusion of the problem of
the introduction of the gold standard in their task. The
Committce, however, decided that the mere closing of mints
would be only a partial remedy unless the larger question
was also tackled." Turther, it went on to sceure eurreney
automaticily to the largest possible extent even during the
transitional period. Tt selected for adoption the best fea-
tures of Sir D. Barbour’s plan, and recommended modifi-
cations which were also improvements. It was not the least
of its merits that it took care that its recommendations
should involve the smallest departure from the status quo.

Reference might also be made to the general sound-
ness of the theoretical position taken up by the Com-
mittee and to the merits of its survey of monetary and trade
statistics. It took its stand on the best available cconomie
analysis as regards the cffeet of an appreciating currency
upon exports and imports, upon wages and upon the wealth
of the country as a whole. There are traces here of the
influence of J. S. Mill’s teaching as regards a bounty on
exports from depreciating currency leading to the deve-
lopment of counteracting forees. Nor, perhaps, was the

" (1) Evidence of the Rt Hon. Leonard Courtn
Fowler Committee, Q. 13,031, ey, before
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evidence of Prof. Marshall before the Gold and Silver
Commission of 1888 without its influence. The Commit-
tec was also on its guard against exaggerating the effects
of exchange fluctuations upon trade and industry. To
take another aspeet of its work, it was one of the first
Committees sitting in judgment on 2 system of managed
currency. In spite of the prevalent prejudices of the day
against such currency which were voiced by eminent autho-
rities on monctary topies like Giffen and Macleod, the
Committee proved by an analysis of the existing syistems
how much the eclement of management entered into many
of the contemporary currency arrangements.' Of particular
importance, in view of the standard to he soon introdueed
into Tndia, was its study of the system prevailing in Austria-
Hungary, which by the legislation of 1892, possessed ‘‘a
regime which was in faet cxaetly analogous with that of
the gold exchange standard’’. As the Committee observed
it was a remarkable case in which the mints were closed
against a free coinage of silver. A gold standard had been
adopted, a gold reserve had been accumulated, and ¢ fair
steadiness of exehange had been maintained for more than
a deeade’’. The Committee was also impressed by the
example of the Duteh East Indies where there was little or
no gold in cireulation, and yct the country was on a =old
standard, while ‘‘the rate of exchange hotween Java and
Europe is always at or about par’’.? Tere we can trace the
influence of two countries, which had systems analogons to
the Gold Exchange Standard, upon the course of the mone-
tary development of India.

Finally, atiention might be drawn to the remarks of
the Committee on the topic of the ratio. Tt emphasised
the tentative character of the ratio of 1s. 4d., which it had
suggested. ‘It would not’’ it urged, ‘“be ecssential to the

(1) Herschell Committee’smliéx;n:t, pavx"a-gt:aph-sl,
(2) Ib. paragraphs 88—89.
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plan that the ratio should never be fixed above 1s. 4d. Cir-
cumstances might arisc rendering it proper and even neces-
sary, to raisc the ratio.””” These remarks are not without
their value even as rcegards the controversies of our own
day. Bat, further, the Committec showed its wisdom and
caution in recommending that the ratio to be fixed should
not be materially higher than the one prevailing at the time
—in a word the stabilisation was to take place at a rate
which did not greatly differ from the market rate.

In making this recommendation they were going against
a great deal of prevalent opinion, and were even modifying
the proposals of Sir . Barbour himself. Nevertheless ex-
perience showed the wisdom of the course suggested by the
Committee. As it was, it proved a long and difficult process
to maintain the ratio at 1s. 4d. With the constantly improv-
ing position of India in trade a higher ratio could have been
ultimately reached and maintained; but the difficulties
would have been much greater and the effort would have
occupied a much longer period.

The evolution of the idea of the * Gold!Standard *
in the Currency literature of India.

The definitions of a Gold Standard, and the meanings
of and interpretations put on that term, have quite an
interesting history which throws light on the progress of
thought on monetary matters. The earlier definitions laid
an unduc cmphasis upon there being no standard money
other than gold coins—all other coinage being token or
subsidiary i.e., they are to be ‘‘only legal tender for
strictly limited and inconsiderable sums’’. This very rigid
definition was based upon the conditions prevailing in
Great Britain (the path-breaking country as regards the
gold standard) during the early period of the formation
of our monetary theory. It was a relaxation of this strict

(1) Ib. paragraph 151,
Q—12
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definition when it was added that, if there was coin of any
other metal in circulation as legal tender it should be eon-
vertible into gold. This enlargement of the definition was
due to the expericnee of the United States and in the last
century, and to some extent, of France. It took still longer
before it was recognised that the pre-war monetary system
of India, and the closcly allied systems prevailing in Russia
and Austria-Hungary before the War, were all varieties of
the gold standard.! A’ great deal of monetary experience
was required before it was recognised that the cssence of
the gold standard lies in ‘‘the tying of the value of the
monetary unit to the value of gold hy the fixing of the
price of gold’’—as Mr. Hawtrey has put it.2 Similarly,
Prof. Cassel conceives the gold standard as a free standard
under which the price of gold is fixed within certain limits.
Tt is now recognised that a gold currency is no necessary
part of a gold standard, while the older definitions of a
gold standard made a gold currency the most important
feature of a gold standard. But as Dr. Cannan put it,
‘‘when you get on to the bare bones of the gold exchanuse
system there is very little differenee between the two”’ i.e,
hetween the gold eurreney system and the gold exchange
standard® Any differenee that might exist is not in the
nature of the two standards but hetween their simplicity
or intelligibility and in the technique of management.

We have cvidently traversed a great Jeal of ground
since the days when Mill could deseribe a geld standard
country as onc where ‘‘the exclusive standard of the eur-
rency is gold”’. The development of theory in cur times
has been away from that line of opinion which was based
on the view that money was cssentially a commeodity. In

(1) Hawtrey, Currency and Credit -(1919), pp. 820—337;
D. H, Robertson, Money, p. 154.

(2) Hawtrey, The Gold Standard, p. 31.

(8) Royal Currency Commission of 1925, Q. 13,210; 13,231;
13,330.
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our days it has been recognised that ‘‘even under the gold
standard, the standard—Ifor instanee the Dollar Standard—
has its independent existence’’.’ We now emphasise the
notion of ‘‘the unit of account with a given purchasing
power in which people compare the values of commodities ex-
changed.”” Nogaro sums up this tendency clearly when he
observes that ‘“in proportion as the notion of money develops
it becomes gradually more and more detached from that of
a given commodity and becomes a notion of account with a
given purchasing power.’’?

The one author whose notions on this as on many
other subjeets seem incapable of being antiquated is Rieardo.
While he has not given us o formal definition of a gold
standard he gave us what was belter—a scheme of what
he coneeived to be the best type of the gold standard ; and,
it is well to remember thal the varicly of gold standard
which India adopted after 1900, as well as the proposals for
Gold Bullion Standard of 1926, were both based on the
Ricardian model. Those few who are still inelined to doubt
whether the pre-war system of India was a true gold stand-
ard might well be asked whether they would inelude the
Ingot plan of Ricardo in that category.

The above digression will be of help in noting the evo-
lution of the idea of gold standard in the course of the vari-
ous controversies relating to Indian currency. To start
with, we eome aeross notions or descriptions of the gold
standard which correspond to the ecarlier definitions by
theorists. Thus General Mansficld (the great advocate of
a gold currency in India during the’ sixties) expressed his
view that as long as the rupec was not reduced to a token
or subsidiary coin with a limited legal tender, India could
not be said to be on a gold standard. That consideration

(1) G. Cassel, Vol. I1, p. 476.
(2) Nogaro, op. cit, pp. 164—165.
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led him to conclude that it would take a generation to intro-
duce a gold standard into India. The idea that the gold
standard neceessarily implied a gold currency as well as the
reduction of the rupee to a token currency prevailed for a
very long time. Thus, in the controversy which was car-
ried on during the year 1876 between Mr. R. B. Chapman
(then Financial Sceretary) and General Strachey, the
former denounced the view that ‘‘in order to have a gold
standard, gold currency is not necessary’’ as an ‘‘ outrageous
heresy’’.r As to silver eurrency, Mr. Chapman emphasised
that with a gold standard most of the rupees would have
to be recalled and sold. Further, the absolute convertibility
of any silver coinage into gold was made an essential con-
dition of a gold standard. ‘A true silver suhsidiary cur-
rency must I majntain, be treated as a note currenecy, i.e.,
it must be issued only in exchange for gold, and the State
should be compelled to give gold for it, at convenient ecnires
on demand, every where’’. As in the case of the carlier
English theorists, their Indian followers based this rigid
definition of a gold standard on the prevailing practice of
England as a gold standard country. Thus, Mr. Chapman
argued that ¢‘if a goldstandard be permanently possible with-
out a gold currency, why should ({rcat Britain or any other
country endure the ncedless waste of a gold currency?”
It is obvious that the fact that Great Britain was then the
gold standard country par excellence was influencing the
current definitions of the gold standard. Again, before the
Fowler Committee, Prof. MacLeod argued that, you cannot
have a gold standard without a gold currency’’; he added
that a gold standard for India should be ‘‘on exactly the
same lines as the British system which is now universally
recognised as the most perfect system ever devised by the
ingenuity of man’'? The Fowler Committec took the

(1) The demi-official correspondence between General Stra-
chey and Mr. Chapman (then Finanecial Secretary).

(2) Fowler Committee, Q. 12,945 and 12,957.
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same view and had for the ultimate objeev of its recom-
mendations ‘‘the cffeetive establishment in India of a gold
standard and currency on the lines of the British monetary
system. It added that ‘‘under an effective gold standard
rupees would be token coins subsidiary to the sovereign’’.
But in the matter of the convertibility of the silver eoinage
into gold both the lowler Committec and Prof. MacLeod
{whose views the Committec deferred to) softened the rig-
our of the older definitions of the gold staudard. The Com-
mittee would not bind the Government to part wich its gola
in exchange for rupces; while Macleod asserted that ‘“in
no country in the world is silver convertible into gold at
the will of the holder’’.t

But, while in general, the older definition of the gold
standard held the field in Indiun monetary controversies
at least up to the time of the Fowler Committee, the more
recent conception of a gold standard was being fore-
shadowed before that time in various guarters. Thus, as
early as 1876, General Strachey was urging that a gold
currency was not necessary in order to have a gold stand-
ard. Indeed, he added that under a gold standard the
demand for a silver currency on the part of India will

not be greatly reduced. Further, Col. Smith—the talented
mint-master—had forestalled cven General Strachey on this

point. Col. Smith bad already made proposals for a ‘‘re-
gulated currency kept at par by placing a seigniorage on
the eoinage of silver’’, and this idea had been also adopted
in the proposals of the Government of India in 1878. This
was another notable departure which pointed to the deve-
lopment of monetary theory in our own time when far less
importance is attached to the element of ‘‘automaticity’’
of eurrency, and the idea of the element of regulation as
necessary under any system of currency is generally ac-
cepted. We have already referred to Col. Smith’s view that

g

- —

(1) Fowler Committee, Q. 12,962.
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“‘p gold standard muy cxist with any kind of currency,
provided that the latter can only be obtained by the deli-
very of gold”’. In all these matters we find that, under the
stress of eircumstances, India was one of the first countries
to depart from the more antiquatcd notions about the golc
standard.

The ideas of regulation of currency aad of the possi-
bility of having a gold standard without a gold currency
were reiterated and emphasised in General Stracihcey s Memo-
randum of the 31st March 1886 as also in Sir D. Barbour s
{famous minute of 21st June 1892. In the former, it was
proposed to dispense with a gold curreney, and t¢ intro-
duce a gold standard under which ‘‘a fixed number of rupecs
in silver would be given by the Mint in exchange for a fixed
weight of gold.  The gold would not be eoined, and wonid
merely serve as a medium by which to measuvz ihe zuture
cost of the rupee’”. Provision was thus made for thc auto-
matie expansion of currency according to the demand
for it.

In the elarvification of ideas regavding the true nature
and variety and degrecs of the gold standard the Report
of the Herschell Committee oceupies an important place.
What are now the maxims of text books were to be ascer-
tained forty years ago only by a wide survey of the differ-
ent systems of currencics. The Herschell Committez ander-
took such a survey and found out for itself the great variety
of conditions and systems under which the gold standard
had becn maintained. They concluded that ‘‘however ad-
mirable may be the preeautions of our own (British) cur-
rency system, other nations have adopted different systems
which appear to have worked without difficulty, and have
enabled them to maintain for their respective currencies a
gold standard and a substantial parity of exchange with
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the gold-using countries of the world.””* Here was a com-
prehensive study which fully brought out the eapaecity of
the gold standard for adaptation to the nceds of different
countries as also the faet that it admitted of a number of
variants and degreces. Thus, as that Report says, a gold
standard was found to be possible with little or no
gold coin, without any mint or gold coinage, with only in-
convertible paper in eireulation, and with a circulation con-
sisting of token silver only. It was the merit of Lindsay
to see the potentialities of this last variety of the gold
standard and to adapt its mechanism to the requirements
of India as well as to ground it on the teaching of Rieardo.
In fact, he emphasised the importance of fixing the price
of gold in the money of a country as the essenee of the gold
standard. Gold is the international curreney and as Yind-
say said ‘‘a currency that is not interchangeable with the
currcucies of the great commereial and finaneial countiries
is inelastie; it eannot expand and contract freely’’.” He
emphasised the fact that under his scheme fresh currency
could only be issucd against deposits of gold. The secheme
of Mr. Prohyn was also based on correet and modern notiois
of the gold standard, and could it have been adopted, would
have anticipated the Qold Standard Aet of 1925 by many
years. We thus see that under the pressure of cireum-
stances correct notions about the Gold Standard were
formed and adopted in India at an earlier date than in
any other country. )

(1) Herschell Committee’s Report, paragraph 93.

(2) Fowler Committee, Q. 3,305.



LECTURE III.

THE STABILISATION OF THE EXCHANGE
RATIO AND THE EXPERIMENT
IN GOLD CURRENCY,
1893-1900.
The task before the Fowler Committee.

The Herschell Committee had given a new orientation
to the monctary policy of India. The aim of attaining some
varicty of gold standard had been avowed and was at the
basec of many of its suggestions. But its main work bhad
been of a negative character—that of trying to make the
rate of exchange independent of the price of silver by the
closing of mints to unlimited coinage of rupces. A prepa-
ratory stage of transitional arrangement had followed;
and now the task remained of framing the permanent ar-
rangements for fixing the ratio in the light of expericnee,
for cnvisaging the type of gold standard to be adopted and
for framing the programme for its adoption. The Fowler
Committec had before it the task of judging between the
various schemes which had been proposed for sccuring a
gold standard for India. Some of the schemes, thoush
now familiar enough, appeared very strange indeed in those
days. Thus the Lindsay scheme itself was described at. the
time as onc which ‘‘would have the Government start as
a stock jobber and offer to buy and sell rupees in the
region of 1s, 4d. at a difference in favour of the jobber of
about two per cent’.* Then again the merits of the pro-
posals for the contraction of currency had to be judged.
The closing of the mints had brought in its wake an ap-
preeiation of the rupee; but it had also been accompanied
by monetary stringency which had hit the mereantile com-
munity. The issues here were, whether there had been

22(1 1) Mr. F. C. Harrison in the Economic Journal, June 1898,
p. 221,
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either a relative or absolute contraction of currency ; whether
the high discount rates prevailing were due to such con-
traction; and, finally, whether the poliey, if it had been
sueccessful should be carried to a logical conclusion by
melting some crores of rupees in circulation. The business
community in India was in no mood to tolerate further
uneertainty of eurrency policy. It was this uncertainty
which was standing in the way of the further appreciation
of the rupee and of the import of further capital. Stabi-
lity, both of the exchange and the currency policy, was
the ery. To secure this object, ample powers were given
to the Fowler Committec—they were to frame recommend-
ation for the cstablishment of a satisfactory system of
currency for India and for sccuring as far as possible a
stable exchange between India and the United Kingdom,

Monetary developments (1893-1898).

The course of events during the period 1893 to 1898
and the prevailing tendencies of the day might be hriefly
adverted to here. The merits of the Report of the Hers-
chell Committee and the decisive character of its recom-
mendation regarding the abolition of the Silver Standard
were gencrally recognised. Experienee soon showed that
those who had prophesied a decline of the export trade,
unfavourable balanees of trade, and a fall of Gov-
crnment revenues, as the results of the closing of mints,
were quite in the wrong.® Rupee securities, too, had im-
proved on the London stock exchange. Nevertheless, in
India confidence in the new policy was a plant of slow
growth. For one thing, it was known that there had been
notable differences among the members of the Herschell
Committee on important matters. On the vital matter nf
the formation of a gold reserve of which the object should
be to kee;z_up the parity of the rupee, the Committee had
co—- o tg:: the Evidence of Sir J. L. Mackay before the Fowler

Q—13
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been divided;* and the merit of insisting on the accumula-
tion of a sufficient reserve of gold is due only to two men-
bers of the Committee Lord Farrer and Sir Reginald
Welby. In the absence of such a reserve, the claims re
garding the early advent of the gold standard appearcc
very shadowy. Again, though the Herschell Committee
deserves to be ecommended on its eaution in not fixing onee
and for all the new gold-value to be assigned to the ruper,
and in insisting upon a period of transition, yet one ean
sympathise with the ecomplaints of the husiness eommunity
about the fluetuations of exchange and with their want
of absolute confidence in the policy pursued. Nor, su far
as could be seen at the time, had the direet objeet of the
closing of the mints—the econtraction of the rupee currency
—been attained. It was belicved that rupees were emerging
from hoards and coming back from abroad.

Again, while Sir D. Barbour and other administrators
had manifested no undue confidence about the immediate
establishment of the 1s. 4d. ratio, the business community
had taken the opposite view for a time. Such confidence,
though unfounded, proved infeetious and a premature at-
tempt had been made to manipulate the exchange by stop-
ping the sale of council bills during the latter part of 1893.
This procedure was disapproved of by experts like Sir D.
Barbour and Mr. Lindsay, and while encouraging an im-
port of the cheapened silver it disturbed the export trade
of India. The exchange rose indeed, but slowly and only
towards the end of the period. Prof. Kemmerer has well
summarised the tendency of exchange during thesc years
by observing that ‘‘although during this period the ex-
change value of the rupee was always far above the bullion
value, and the difference tended to be widening one, ihere
was still a remarkable parallelism in the movements
of the two curves of the foreign exchange and the bullion

value of the rupee.”’ e e,
{1) Probyn, Indian Coinage and Currency, p. 65,
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To the student of economic history the slow success of
the policy of 1893 will be no matter for surprise. For
the year 1893 in which the Indian mints were closed hap-
pened also to be the year in which a nex trade deprussion
began which lasted until about 1896. As W. Mitchell has
pointed out the business expansion of the Jatee eightics had
been terminated by the finaneial erisis of 1890. Theyear1891
witnessed financial prostration m Enelind while the who!s
periods 1891-94 brought trade depression and bad harvests
throughout Europe. America was the scat of a monctary
panic in 1893; and, generally speaking, the brief revival of
1895 had been succceded by a return of the depression.
Under such adverse conditions the suceess of any currency
reform is naturally delayed.® It is an interesting coinei-
dence that about the same year that the mints were closed
to silver in India, monetary reforms were also initiated in
Austria aud Russia on lines similac to the Gold Exchurge
Standard system. What is more, as in the case of India,
these refeaims achieved suceess only when the tiade depres-
sion disappeared and gold prices abroad began to rise.?

Alter the year 1896, a fresh disiurbing factor made its
appearance in India in the shape of great monctary strin-
geney and a considerable rise of the rates of discount dur-
ing the busy scasons. It is interesting in this conneection
to note that in the same year 1896, many leading countrics
of the West felt a monetary stringency. There was much
controversy as to the causes of the stringeney in the Indian
money market. On one side it was asserted that the strin-
geney was due to the relative contraction of the currency
and to the closure of the minis. Others attributed the
stringency to the deficiency of loanable capital which was
due, in its turn, to the want of confidence in the exchange.!
Looking back on the course of events, would appear that the

<nd of the trade depression by the year 1896 was improving
(1) W. C. Mitchell, Business Cycles, pp. 49 and 56—59,
(3) Hawtrey, Currency and Credit (1919), pp. 325—328.
(3) Lindsay, Q. 4,097—4,099. (Fowler Committee),
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the conditions of trade and industry and making larger
demands on the capital and currency of India.

The case against Silver mono-metallism.

The first problem considered by the Committee was
how to put an end to the then existing abnormal and un-
certain state of the curreney—whether by reverting to the
silver standard which prevailed betore 1893, or by intro-
ducing some sort of gold standard. Lord Farrer described
before the Committee the state of things prevailing between
1893 and 1898, by observing that India had been without a
complete standard. ‘1t is a state of things in which you have
—1I do not know how to express it—an anomalous standard,
a rupec with a supcrior limit, and without an inferior limit,
as measured in gold’’.* The Committec noted that under
tho prevalent conditions there was ‘‘no legal relation be-
tween the rupee and gold’’. Only the Government of India
had for the time being declared a rate at which rupees
could be obtained for gold, and as a result of this declara-
tion the upper limit to which the rupee could rise was de-
termined for the time being.’

The easc for the restoration of the silver mono-metal-
lism found an able champion in Sir R. Giffen.® He argucd
that owing to the poverty of India and to the fact that it
had to resort to borrowing even to meet its obligations, an
effcetive gold standard was out of the question. The
proposal to alter the standard was, he observed, brought
forward by the Indian (lovernment mainly on account of
its own financial difficultics, and by individual busiucss
men also as a solution of their own special difficulties.
So far as the financial difficulties of the Government were
due to a rise of prices, he proposed that thcy could be
legitimately met by inecreasing taxation.! A restoration

(1) Fowler Committee Q. 12,171—12,172.
(2) Fowler Committee’s Report, paragraph 16.
(3) Fowler Committee Q. 10,109—10,113; 10,238—10,248.

(4 Q 10,050—10,059.
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ot the old silver standard would no doubt bring with it
cxchange lluctuations, but then such exchange fluctuations
were not so a great disadvantage to trade as had becn sug-
gested. Such was the theoretical case for the re-opening of
the mints as presented by Sir R. Giffen.! From it we turn to
the “‘idols of the market place’’, and find less substantial
and more fallacious arguments employed by representa-
tives ol particular industries and trades. The well-worn
contention was advaneed that ‘‘a low rupee and a low ex-
change™’ encouraged the export trade of India. We have
already dealt with this line of reasoning before. It was
further argued ‘‘the present system of closed mints bandi-
caps India in her industrial competition with countries on
a silver standard.”” Kor instancc it was alleged that the
rise in the exchange value of the rupee increased the cost
of production of tea in India, while other tea producing
countries which were on a silver basis were favoured in
competition with India by the divergence between the valuc
of silver and the exchange value of the rupee.’

The Committee had litile difficulty in dealing with the
arguments advanced by the business men. It contained
eminent business men who cnvisaged the matter elearly,
and met the arguments urged before them conclusively.
The stimulus given to Chinese producers by ‘‘the greater
fall in the London exchange with China as compared with
the [all of exchange with India’’ was bound to be a transi-
tory affair ‘“‘and could only continue until eircumstances
have brought about the inevitable adjustment’’. The Com-
mittee was satisfied that there had been such an adjustment
and that prices and wages had risen in China.?

In decciding against a reversion to the silver mono-
metallism the Fowler Committee builded better than they

(1) Giften’s Evidence, Q. 10,238—10,248; 10,367—170.
(2) Evidence of Messrs. Christie and Leake and of Mr. G. L.

Acworth.
3) Fowler Committee’s Report, paragraph 24.
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knew. The true reason for changing the standard con-
sisted, not mercly in any temporary relief given to public
finances, or convenicnee to trade. The main econsidera-
tions were the great increase in the produetion of the metal
cspecially after the year 1885, the fall in the monctary
demand for it due to demonctisation of silver by various
advanced countries, and the eonsequent phenomenal full
in its value. As Laughlin put it ‘“the really revolutionary
action in the downward movement of silver has come sinee
1890. I'rom a ratio of about 1: 40 we have to diseuss a
change to the level of 1: 34, In the short period between
September 1890 and March 1894, the price of silver fell
to one-half its value on the former date. .. .No such change
has ever before been recorded in the history of gold and
silver. Neither the famous output of silver from the South
American mines in the sixteenth century, nor the greater
production of silver in Mexico about 1761-1820, had wny
thing like this cffect’’.? The world’s production of silver
rose from about 90 millions of ounces in 1885 to over 170
millions in 1895 and to over 230 million ounces in 1911-12.
With demonctisation of silver in the leading countries, we
might be sure, that a great portion of this cheapened and
ever inereasing mass of white metal would have been
dumped on India. There would have resulted a steady
depreciation of the rupee and a continuous rise of prices
in India, causing great social injustice, injury to trade
and dislocation of publie finances.

End of the Bimetallic controversy.

About the same time that silver mono-metallism was
definitely turned down, another long controversy was ter-
minated so far at least as India was concerned. The success
of the Republican party in the United States led to the ap-
pointment of the Wolcott Commission by President Me
Kinley, to carry on negotiations for securing a basis for

(1) History of Bimetallism, p. 176.
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another Bimectallic Conference.! The world was not yet
fully aware that the ground had been cut away irom
under the Bimetallie propaganda by the disappearance of
the great depression of trade and industry, as well as by
the development of gold production. The proposals, there-
fore, met with unexpectedly favourable reception. Hven
the Government of England which had so far discouraged
Bimectallic proposals showed itself well inelined to the new
suggestion, and went so far as to agree to the keeping of
one-fifth of the bullion in the Issue Department of the
Bank of England in silver. But a line was drawn at the
Freneh proposal that Fingland should purchase 10 millions
of silver per annum, which would have introduced a sort of
Sherman Act into England. Even the stalwarts of Bimetal-
lism, like Lord Aldenham, regarded that proposal as ““a
very foolish and rutile thing’’. The Freneh insistence on
the ratio of 15} to 1 was also a very great obstacle. As
the bimetallists admitted, ‘‘the refusal of the proposals in
their then form was inevitable,”’ but they wished that
the negotiations had been continued and that cfforts had
been made to effect a compromise as regards the ratio
““bringing it to some where in the neighbourhood of 2
to 1”7,

Some surprise was cxpressed at the unfavourable at-
titude of the Government of India to the proposals. Dut
there were good reasons for India declining to co-operate
with the bimetallists, and for treating the question as closed
go far as our country was concerned. One of the main diffi-
culties was the proposed return to the old ratio of 154 to onc.
As Sir D. Barbour had noted, any attempt to retuin to
that ratio would involve the most serious disturbanee of

the foreign trade of India, and would lead to a general and
disastrous fall of prices as well as to a most drastic redue-

(1) Henry B. Russell, Inlcrnational Monelary  Conferences
pp. 438, 459—461. See also the evidence of Lord Aldenham be-
fore the Fowler Committee.
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tion of currency. It was further pointed out that the pro-
posal, if carried out, amounted to adding nearly fiity per
cent to the gold value of silver, and the effects of a 1ise
of this magnitude both upon the demand and upon ilie
production of silver would be very serious indeed.! TkLen
again, India had by this time achicved stability oi ex-
change in a [air measure by her own cxertions, and henee
she had no great interest in the proposals. TFinally, a ¢con-
dition of war on our fronticrs and famine within the
country was hardly propitious to new cxperiments in eur-
rency. These points were emphasised in the despatch of
the Government of India, dated the 16th September 1897.2
‘“Relative” or ‘absolute” contraction.

There was a great deal of discussion hefore the Ci¢m-
mittce as to whether there had been either an absolute or
a relative contraction of curreney during the period 1893-
98. The solution of the problem was of importance from
more than one point of view. Those who advocaicd the
reopening of the mints were interested in showing that the
policy of closing them had led to sn absolute contraciicn
of eurrency, and consequently to monctary stringency,
which was a ‘‘burthen imposed on the export trade of
India”. On the other hand, there was the proposal that
sinee, after 1894-95 exchange had been raised by the sup-
posed contraction, it was advisable to contract the cvr-
reney further and thus to terminate the period of transition.

As regards any absolute contraction of currency since
1893, the presumption is quite against it. For one thing,
there was even an inercase of the rupce cirzulation soon
after the closing of the mints, sinee the Governmnent had
accepted from the banks silver which had heen skhippod
after the closing of the mints, and coined two crores of
rupees out of it. As has been pointed out, we have fur-
ther to take into account rupees released from (overnment

(1) Barbour, Standard of Value, p. 188,

() Q. 13, 889,
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Treasuries by the resumption of the sale of Counecil bills
in 1894-95. Nor can we neglect additions which were made
to the currency by the rcturn of a considerable number of
rupees from the Native States as well as from foreign coun-
tries and the rupees which must have emerged from hoards.

It is true that Mr. F. C. Harrison asserted before the
Committee that it was probable that the rupee cireulation
had decreased from 128 ecrores to 120 crores between the
years 1893 and 1898; and his statisties have been roughly
corroborated by the estimates of Mr. Adie and others. But
Mr. Harrison admitted that his figures did not take full
account of the return of rupees from hoards or from
foreign countries. We must also take into aecount some
important economies in the employment of the eurrency,
like the spread of the use of cheques, as also the increase
in velocity of circulation caused by improvement in
communications.

The case is different as regards the possibility of there
having been a relative contraction of curreney. It is quite
clear to us, in the light of later events, that ‘‘the monetary
demand did increase more rapidly than the supply;’’ and
it is interesting to trace the factors leading up to this rela-
tive increase of demand. The first signs of any deficiency
of currency and of monetary stringency were observed hy
the banking authorities of India in the latter part of the
year 1896 and in the beginning of 1897. That stringency
was attributed partly to the curtailment of Councils
caused by the famine. But there were other causes of

stringency of a more promising character. As Lindsay has
observed, in 1895-96 there was an extension of joint stock

enterprise in the shape of the development cf jute mills
and indigo mills, and an increase of commercial :nierprise
generally. There was also an increased demand for money,
as the same authority on Indian banking matters observed,
owing to the large export demand for wheat and seeds

Q—14
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and to the financing of high priced food crops?! It is
this explanation of the relative contraction of currcney
that deserves to be emphasised. Ior the growth of the
commercial and industrial demands for currency, which
caused the monetary stringency, indicated the beginning
of a movement which was destined to have a highly favour-
able effect upon the Indian exchange. The fact was that
the world depression of 1893 was passing away and giving
place to a development of trade and industry; and corres-
ponding to this we had the beginnings of a revival of trade
and industry in India leading to an increase of demand for
curreney. It was this revival which was causing both a
rise of Indian exchange and the ‘‘relative contraction of
currency’’ in India. That great and general prosperity of
trade and industry, and the resulting demand for Indian
produets, were in the near future going to maintain the
ratio fixed at 1s. 4d. by the Fowler Committee, and to give
India a long series of favourable balances of trade in spite
of the heavy coinage of Rupces. Looked at as a purely
monetary phenomenon, and without refercnece to the 1rade
position, the condition of things was rather surprising and
puzzling. As Nogaro put it, we thus observe the curious
fact that ‘‘the stabilisation of the rupee was carried out at
the very time when the Government was abandoning its
policy of monetary contraction, and having resigned itself
to a resumption of the coinage was issuing annually bet-
ween 100 and 200 millions of rupees’’2

The Fowler Committee could not help noticing that
already ‘‘in the year 1898-99 the total volume of the export
trade exceeded that of all past years’’. But it was too near
the beginning of the great trade revival to observe its full
significance as regards the maintenance of exchange, and
its effect on the demand for currency in India. The Com-
mittee was concerned with the question of ‘‘the relative

(1) Lindsay’s evidence, before the Fowler Committee. Q. 3,463
—38,464 and 8,207.

(2) Nogaro, op. cit. p. 86.
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contraction of currcney mainly on account of its bearing
on the Indian Government’s proposal to further contract
the currency. We can now see clearly that the change of
trade conditions which had already began had made these
proposals inapplicable.  The sequence of events was
naturally not so elear to the Committec in 1898 ; still it is
a -proof of the clarity of its cconomic vision, that it gave
the credit of the rise ol exchange to borrowings on acecount
of India in London, to the increase in exports trom India,
and to the general rise of gold prices. It added that *‘it is
quite impossible to estimate the relative importance of
these factors among themselves or the amount of their in-
fluchee on exchange as compared with the effect of a con-
traction of currency’’. The cconomic student of to-day has
naturally the advantage of a better pevspective, and can
sec that the rise of world prices and the revival or trade
abroad were exerting their influence both on the exchange
and on currency conditions of India. In its turn, the rela-
tive contraction of Indian currency was no doubt helping on
the improvement in the situation.

Currency proposals submitted to the Committee.

To the student of the evolution of monetary theory and
practice the evidence given before the Fowler Committes
is of more importance than many text-books. The names
of witnesses like Prof. Marshall and Sir R. Giffen, of Lord
Farrer and Mr. Lindsay would alone suffice to shed a lustre
on any Committee, But, apart from the eminence of indi-
vidual witnesses, every known shade of monetary opinjon
will be found to be fully represented in the evidence. There
were stalwart champions of Silver monometallism like
Giffen, of Bimetallism like Lord Aldenham, and of gold eur-
rency like Prof. McLeod. But, it was obvious that the Gold
exchange standard was in the air; and it was an aranistak-
able sign of the near and rapid development of the Gold
Exchange Standard—not only in India but in other coun-
tries—that no less than four schemes for introducing it
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were simultaneously put forward before the Commussion.
They were those of Lindsay, Probyn, Raphael and Darwin
respectively. 'When we remember further that some other
proposals of the day, though aiming professedly at the
Limping standard, had to borrow the characteristic mecha-
nism of the Gold Exchange Standard in order to keep the
rupee at parity with gold, we shall appreciate the force of
the general movement towards a Gold Kxchange Standard.

The causes of the spread of the Gold Kxchange Stand-
ard, otherwise called the gold-rescrve method, about the
end of the 19th century, not only in India but in oiher
countries of America and Kurope, deserve some notice. The
phenomenon is an instructive example of the adaptatioa of
monetary systems to economic environments. With the
abrupt change in production and relative values of silver
and gold, the silver standard countries found themselves in
difficulties connected with the exchange problem. For some
time, Lhey were attracted by the prospects held out by Bime-
tallism. But as these prospects Laded away, another remedy
had to be found for the widely dislocated exchanges. This
was found in a restriction or control of silver coinage,
supplemented by making the local eurrency convertible in-
to gold or foreign cxchange for the purpose of foreiga pay-
ments. Fixity of the value of the local currency was thus
secured. India led the way and was followed by Mexico, the
Philippines and the Straits.! Even Japan which bad a
gold currency went over latterly to a variant of the Geld
Exchange Standard.? The same method of stabilization was
followed by countries like Austria, Argentina and Brazil.
Nogaro sums up the movement thus: ‘‘by a series of
changes in method the traditional gold standard regume
evolved into the move modern systems which secure for
national fiduciary currencies stable exchanges based on
gold”’2

(1) Arnaune, op. cit. pp. 394—399.

(2) Cf. Economic Journal, March, 1925, p. 66.

(8) Nogaro, op. cit. pp. 39, 41, 44—46.
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On the theorctical side, the origins of this move-
ment can be traced back to Ricardo’s Gold Ingot plan.
Both Lindsay and Probyn, who came forward with some-
what similar schemes of Gold Exchange Standard, fully ack-
nowledged their obligations to Ricardo. On the practical side
however, something was due to the system maintained suc-
cessfully by the Dutch East Indies—a country which hLas
a right to be called ‘‘the nursery of the Gold Exchange
Standard’’. The system had been attracting notice ior
some time and the Herschell Committee thus deseribed it.:
““This is a case in which the standard is gold, with little
or no gold in circulation. The silver is kept at an artifi-
cial ratio much higher than its market value, although
neither it nor the paper is convertible into gold except for
purposes of export’’.

The Lindsay scheme.

The main and characteristic features of the Lindsay
plan might be first deseribed. He proposed to raise 10 mil-
lions sterling in London to form the Gold Standard Reserve.
This fizure of ten millions he based on the contractibility
of the Tndian Curreney of which the best index was formed
by the balanees of the Presidency Banks, since they contained
all the funds likely to be tendered for conversion into ster-
ling money. This fund, he urged should be kept separat>
from Governmeni money.! In casc this fund was exhaust-
ed, it could be replenished by the sale of rupees in the Gold
Standard Officc or by further borrowing; but normally
the profits from the coinage of the token rupee would
suffice to keep up its size. When the balance of trade was
unfavourable, drafts were to be sold on London at 1s. 33d.
per rupee—that being the gold export point. In the sale
of these reverse drafts two rules were to be carefully ob-
served. In the first place, the local currency was {o be
contracted by locking up the rupees tendered. Such a

(1) Lindsay’s evidence, Q. 3,390,
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withdrawal of rupees would tend to depress rupce prices
and to maintain the cxchange. In the second place, it was
not gold that was to be given to be export, but sterling
drafts on the gold fund in London. When the balance of
trade was favourable, Council Bills would have to be sold
at 1s. 4 1/16d. But here again Lindsay would insist on not
cashing the drafts out of any Government balances,
for he objected to mixing up currency balances and cur-
rency reserves. Thus, under his scheme, fresh currency
could be issued only against deposits of gold, and this was
a precaution needed against any over-issue of currency:!

We might next cousider the advantages which Lind-
say claimed for his scheme. The first advantage to be ob-
tained would be automaticity and elasticity:2 Under tke
scheme the local media of circulation ‘‘are made to act
preeisely as if they were bits of gold by being made con-
vertible into gold for foreign payment purposes’’3 1In a
word, the circulation would be expanded and contracted
just as if the country had gold currency. You simply go on
the orthodox beaten track. All ‘‘arbitrary mecasures for
contraeting the currency are to be avoided’’; and we only
‘‘touch the rupees that are actually depressing exchange
at the time’’ of contraction ¢

The second advantage of the scheme was its economy.
It was ‘‘a gold standard without gold currency-—a gold
standard with the most cconomical use of gold and the
largest possible use of silver’’. Anticipating an idea de-
veloped by Mr. Hawtrey and other authorities of 2ur own
duy, Lindsay contended that under the Gold Exchange
Standard there would take place the least possible move-
ment of gold between countries; indeed, under favourable
circumstances, no gold bullion need ever be moved between

(1) Q. 3,937—3,938. @ Q. 4301
(3 Q. 3,380. 4 Q. 3,787, Q. 3,442
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London and India in the course of a year.l The cost of
his scheme, added Mr. Lindsay, was only the interest on
the initial loan raised for starting the (lold Standard Re-
serve. ‘‘Under my scheme all expansions of the currency
yield handsome profit. It is contraction only that entails
expense, and that contraction is limited’’.

The reply of Mr. Lindsay to some objections urged
against his scheme may very instructive reading, and in
this connection students of currency history will attach
a special interest to his examination by Sir D. Barbour.
Both Sir J. Westland and Sir D. Barbour contended that
that it was possible that such large quanties of rupees
implied ‘‘an undertaking of an indefinite liability’’ and
that it was likely that such large quantities of rupee
might be offered for conversion into gold, that there might
be a gradual sapping away of the Gold Reserve Fund. In
reply, Lindsay pointed out that the liability could not be
indefinite, since it was limited by the potential contracti-
bility of the rupce currency; ‘‘that India was still an un-
developed country and the more she is developed the more
currency she requires’’; and that the expansion of the
rupee currency must strengthen the Gold Standard Re-
serve Fund continuously. It was also objected to the scheme
by Sir J. Westland that the feature of Government con-
trol was wanting in it. To that Lindsay replied that it
was a great merit of his scheme that it could he worked
‘‘without the intervention of the Government in any shape
or form’’. As the scheme was automatic and as its work-
ing was purely mechanical, it could be worked as well by
a bank as by a Government office.2 Sir D. Barbour went
on to suggest that while the scheme was economieal and
even profitable to the state, it meant that the individual
hoarder would be a loser in as much as he would have to
hoard in future coin of which the value as money was
higher than the intrinsic value. Lindsay’s comment on

(1) Q. 3,678—3,679; 4,064.  (2) Q. 5,6%,
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that view was, such a situation wounld ‘‘tend to make him
discard hoarding in time’’.1

Not many of the crities of the Lindsay scheme put
forward their true objection to it which was at the back
of their mind. To them the schme appeared an artificial
and managed one, and yet too simple for The work. It
appeared ‘‘rather a slender mechanism for establishing a
gold standard for a country like India which s at the
opposite end of the earth from England’’.2 To that ob-
jection a crushing reply was given by Major Darwin who
propounded a scheme which was but a modified form of
the Lindsay scheme. ‘‘The great objection that has been
taken to Mr. Lindsay’s proposal is that they appear arti-
ficial. I do mnot think that the ecriticism is well founded.
If gold is handed in to the Bank in London, and notes are
handed out at another counter, nobody ealls that an arti-
ficial transaction, and I think nobody calls it Government
interference cven if it is done at a State bank. I do not
see how it makes the system any more artificial if you
separate the two counters, the one at which gold is handed
in, and the other at which the note is handed out. I do
not sec that it makes the system any more artificial, even
if you place the counter at which the notes are handed
out as far away as India’’.8

In a masterly study, Prof. Kemmerer has shown how
the main features of the Lindsay scheme were ultimately
adopted in India under the pressure of facts and circum-
stances. Nevertheless, there can be little doubt, that the
system would have had a much better start, could it have
been inaugurated as a whole on the lines suggested hy
Lindsay instead of being adopted price-meal. There were
also some valuable features of the Lindsay scheme which

() Q. 8,585. )
(2) Q. 3,576.
(8) Q. 12,568.
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were never incorporated in the Gold Exchange Standard
in India—the war having interrupted its evolution. For
one thing, it would have been much better to have started
operations with an adequate Gold Standard Reserve ob-
tained in the first instanec by borrowing, than to have
waited until the process of coinage gradually increased it
to a size proportionate to its functions. The want of an
adequate and ample reserve at its inception sensibly made
the administration of the system in the carlier stages less
efficient than it might otherwisc have been, and led to that
hesitation in supporting the exchange which was noticed
in the erisis of 1907. It was only after the Report of the
Chamberlain Commission, that the (overnment gave a
pledge to support the exchange to the full extent of their
resources. The criticism that ‘‘there was no automatie
provision for contracting the currency’’, and that *“the
Government was under no statutory obligation to support
the exchange’’ could never have been advanced, had Lind-
say’s scheme been adopted in its entirety from the start.
To take another feature of Lindsay’s scheme—he insisted
on kecping the Gold Standard Reserve quite apart from
Government balances. The value of this recommendation
will be appreciated by thosec who remember the proposals
that were made later to use the profits of the coinage of
rupees for publie works, or in aid of general balances, as
also the controversies ahout the rates at which Council bills
should be drawn against paper currency reserve and the
Gold Standard Reserve. The student of the subject might
further refer to the criticism directed against individual
features of the pre-war monetary system of India, to be
found in the writings of such a sympathetic eritic and his-
torian as Prof. Kemmerer, and he will see how little of it
would be relevant if advanced against the Lindsay scheme.
The difficulty of adopting the new system en bloc must of
course be admitted, especially in view of the imperfect con-
temporary development of monetary theory and practice,
and the state of opinion in India at the time, Yet an econg-
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mist might well pay his tribute of admiration to Lindsay,
who had succeeded in outlining a system, which if it could
have been adopted, would have made almost all later criti-
cism beside the mark.

The proposals of Mr. Darwin and Mr. Raphael wet
avowedly based on those of Lindsay, and might be only
briefly examined. Mr. Raphael agreed that his seheme was
very much like that of Lindsay and that all schemes of
gold standard without gold currency must be so.! His only
apprehension about the Lindsay scheme was that it would
involve an undue contraction of currency, and he would
provide against it, since he believed that the Rupee eurrcney
was not redundant then, and would soon have to be in-
creased. His proposal also differed from that of Lindsay
in another detail—he would hold part of the (old Stand-
ard Reserve in gold, in order that India could draw on it
at need without causing a stringency in London.

The Probyn Scheme.

The schemes proposed by Major Darwin and Mr. Pro-
byn are best studied together; for while they were in many
respects analogous to the Lindsay scheme, they show very
interesting resemblances to the future Gold Bullion Stand-
ard. Thus, Major Darwin, in his proposals anticipated a
great many of the proposals of the Royal Commission of
1925.26. He would demonetise the sovereign in India at
once, and he aimed at the ultimate dethronement of the
rupee by providing that the liability to convert notes into
gilver rupees should be cancelled at some future date. The
currency in India was to consist of rupees supplemented
by convertible gold notes. The local curreney was to be
maintained at par by the Government sclling gold at
1s. 4d. for notes. He preferred the convertibility to be in
London, but was willing to give up that point as a minor
one, and to give the gold in India. These ideas formed re-
markable anticipations of the recommendations of the

(1) Q 6,466,
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Commission of 1925-26 about the demonctisation of the

sovereign, the ultimate dethroncment of the rupee, and
making the notes eonvertible into gold.

The scheme of Mr. L. C. Probyn also anticipated the
leading characteristies of the future Gold Bullion Standard
by proposing that ultimately rupees and paper eurrency
should be sustained at par with gold through the right Lo
demand such local currency for gold bullion, and gold
bullion for that currency.! In the initial stages of the scheme
however, the people would only have the right to demand
notes and silver for gold bullion’’. As gold was handed
into the reserves, the public would reecive notes of 10,000
rupces payable at the option of the holder either in silver
rupees or gold bars. The smaller notes would remain ex-
changeable into silver rupces only. As time went on, the
gold reserve would be enlarged, as gold kept coming in
both against the issue of the large gold notes and the smaller
notes as well. In this way the silver in the reserve would
be replaced by gold automatically, and a great gold rescrve
would be formed which would not only be useful for the re-
demption of the note issue, but would also keep the rupee or
notes printed on silver at parity with gold. The second
stage would be entered upon when gradually, the Currency
Department had thus acquired a stock of gold sufficiently
large to scrve as the basis for convertibility. Then, with
the advent of convertibility, the gold standard which was
aimed at would be established, and the public would be
given the right to demand gold bullion for notes and
ruupees. At this stage, also, therefore, provision would have
been made for the contraction of currency. Further, after
convertibility is declared, all gold reserves were to be
merged into onc—the gold note reserve, the ordinary re-
serve of the currency department, and the profits from
silver coinage. This last item hc proposed to call the
‘‘equivalence fund’’. Gold would not be legal tender at

(1) Probyn. Q.6,8564—6,862. Sece also Probyn, Indian Coinage
and Currency, pp. 48—50,
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any time under this scheme, but 2old bars should be the
basis of the Indian standard of value.l

Here, again, we have to note other interesting resem-
blaneces with the future (fold Bullion Standard. Thus the
demonetisation of the Sovercign, the convertibility of
rupees and notes into bars of gold and the amalgamation of
the reserves are features eommon to Probyn’s scheme and
to the proposals of 1926. A very significant difference
might, however, be pointed out. In the absence of any
large resources to serve as the basis of the eonvertibility of
rupees and notes into gold, ’robyn had to provide a tran-
sitional stage during which gold was to be aceumulated in
the reserves gradually, through the deposit of gold and the
issue of gold notes, and was not 1o be used for ithe redemp-
tion of loeal eurreney. We ean infer from this, how great-
ly the task of the Commission of 1925-26 was facilitated by
the existence of the Gold Standard Reserve which had been
built up during and through the working of the Gold Ex-
change Standard.

And it is to be noted, further, that the main criticism
that was dirceted against the proposals of Probyn was
aimed at the arrangements suggested for this tran-
sitional stage. It was pointed out, and he did not deny
it, that during this transitional stage, there would be no
machinery for the contraction of the currency. In the
course of time he added ‘“I hope that so much gold might
be held by the currency department as would constitute a
reserve which might enable the Government to undertake
always to issue gold bars in exchange for rupees or rupee
notes’’. Another defect of the system during the transi-
tion period was also admitted—that two kinds of currency
notes would be circulating at onee—one of which would be
a rupee note and the other a gold note. Such defects how-
ever were inevitable in the absence of adequate gold re-
sources at the start.

(1) Piobyn, Indsan Cosnage and Currency, pp. 35 and 49.
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ment of India put forward in March 1898, we can trace
in them many of the features of the future (fold Exchange
Standard. The term was not of course used, as it was not
still coined. But they wanted to introduee a Timping
Standard, combined with a “‘practical convertibility?’’
though the legal obligation for convertibility was not to
be undertaken. () Sueh a combination of a limping stand-
ard combined with partial redemption virtually amounts
to a (old Exchange Standard.? Further, it was proposed
to form a gold rescrve partly by borrowing and partly
out of the proceeds of the rupees to be melted in order to
sceurc the necessary contraction® Mr. Lindsay himself
noted the resemblanee between his own secheme and that of
the Government of India, the only point of divergenee being
that the latter contemplated the introduetion of gold cur-
rency at some future date and making gold legal tender.!
At the same timne, the Government of Indiz did not con-
ccal its view that any Limping Standard cstablished in
India would have to he of an attenuated and diluted charac-
ter. It was aware that gold was not likely to circulate in
India to anything like the extent to which it was to be
found in eirculation in France. The Sceretary to the Gov-
ernment in the IFinanee Department himself observed to
the Fowler Committee that ‘‘Franee has a much larger
stock of that gold than India is cven likely to require and
that gold would not go into circulation in India to any ap-
preciable extent, whereas it does docs in France. I under-
stand that it is in general circulation in France nearly to as
great an extent as the five frane picces.”’ Another witness
—a practical banker—also argued against the introduction
into India of a Limping Standard on the lines of France.
““France’’ he pointed out, ‘‘had a vast amount of gold cur-

(1) Fowler Committee, Q. 3,096—3,100.

(2) Fisher, Purchusing Power of Maoney, p. 131.
3) Q. 2,646.

(4) Q 4,073—4,074.

6 Q. 2,945—2,946.
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reney, it was also a great creditor country holding im-
mense amounts of [oreign seeurities. In such a country
the Limping Standard could maintain itself and silver
coins could not drive out the gold currency. ¢‘If India was
in the position of I'ranee’’ said the witness to the Commit-
tee ‘‘there would be no necessity, I am sure, for you, gentle-
men to be considering the currency question’’, 1

The Ratio Problem.

The problem which faced the Ifowler Committee, in
the matter of the ratio, borc a remarkable resemblance to
the onc that was 1o be examined by the Royal Currency
Commission of 1925-26. In both cases, the exchange was ris-
ing again after a period of abnormal fluctuations; and in
both instanecs too the rise was due in some measure to abso-
lute or relative contraction, but, in the main, to an improve-
ment in {rade conditions. TIn cither case, stabilisation was
cffected at the prevailing rate of the day, alter considering
whether prices in India had adjusted themselves to it. An
cxamination of the possible cffects of raising the exchange
on industries in general, and on agriculture in partienlar,
had also to be undertaken in both eases. And in the argu-
ments and the considcerations which led to the raising of
the exchange rate in 1898 and in 1926, there is a striking
parallelism. There was hardly an argument used in our
recent controversy about the ratio which had not been em-
ployed in 1898. That constitutes an additional reason for
studying the Fowler Committee’s Report and the evidence
before it with more than ordinary care. Indeed, as the
Report deals with the various issues rather briefly, its dicta
have to be supplemented by those of witnesses in order to
comprehend the full strength of the case.

Beginning with the main issue—that of the adjustment
of Indian prices—we find the Committee observing that
““prices in India may be assumed to have adjusted them-
selves to it (the ratio), and the adoption of a materially

(1) Q. 6,447—6,451. -
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lower rate at the present time would cause a distinet, and
in our opinion, a mischicvous disturbance of trade and
business. The onus probandi rests on those who would now
propose a different rate’’. Those who had argued against
the stabilisation at the 1s. 4d. ratio urged that it had pre-
vailed for only ten months and further, that these ten
months could not be regarded as a normal period. Tt was
contended further, that the status quo had not been arrived
at in a natural way bhut by means of contraction of eur-
rency, and finally that there had been no adjustment of
wages to the ratio. Necdless to say that these arguments
which were advanced against the 1s. 4d. ratio in 1898 were
exactly those which were urged against the 1s. 6d. ratio
in 1925-26. Looking back at the controversy, in the light
of cvents, we find that the Fowler Committeec was right
in deeiding against them. We can see that there had been
some fall of prices after 1893, though any statistical mea-
surement of the degree of adjustment is rendered impos-
sible by the famine conditions of the later part of the
period, which not only raised many prices directly but also
led to the emergence of a lot of rupees from the hoards.
The adjustment would have been much more cvident, and
the fall of prices would have been much more pronounced,
but for the abnormal factors mentioned above. As it was,
there were reliable witnesses before the Committee who
testified to a fall of priees.

There was also a good deal of discussion as to the
effect of the higher ratio on the fortunes of the agricul-
turist. It was objeeted that to raise the value of the rupee
was equivalent to increasing the indebtedness of the agri-
culturists, and to levying an unfair tax on produection in
India while giving a bounty to the importer. It was point-
ed out in answer in the ecvidenee that the hypo-
thesis as to the inercase of the burden of in-
debtedness did not take account either of the long
continuance and systematic renewal of the older agri-

(1) Fowler Committee’s Report, paragraphs 64—65.
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cultural dchbts, nor of the fact that much of the new
indebtedness had been incurred when the rupee was very
near the level of 1s. 4d.'  As against the argument that
under a 1s. 4d. ratio the rupce was appreciated, and this
implied heavier taxation of the agriculturist, it was pointed
out that the settlements had been effected over periods
during which the rupee had been as high as 1s. 9d. or 1s. 6d,
and henee a rise of exchange from 1s. 3d to 1s. 4d. would
mean no material injustice.? Finally, the rapid jncrease
of cxports, which was heginning 1o take place with the
rupee at 1s. 4d. did not lend any support to the view that
the local producer was penalised or that imports were re-
ceiving a bounty.

To the general contention that a ratio of 1s. 4d. would
adversely affect the trade and produection of India, the
Committee replied that with a 1s. 4d. ratio the total volume
of the export trade of India ‘“had execeded that of all past
years”, and Lhat a veturn to a lower rate would mean a
rise in prices and a depreciation of currency. Such a de-
preciation might for a time give a temporary advantage to
some of the producers of India but that it would not mean
any gain to the country as a whole’”.# On this subject the
Committee had had the advantage of relying on Prof.
Marshall’s pronouncements on the subjeet. He had ob-
served that “‘a rupee at 1s. 4d. is a workable compromise;
and although I have scen it stated that it is a tax upon
trade, 1 have not heen able to see that it is any tax upon
trade at all. It is a fax upon those who have a specific
quantity of rupee (o pay under contraets made or implied
during the very short time that the rupee was ol a lower
real value than now ; but so fur as future 1rade is coneerned
it seems to me to be a change exaetly like the adoption of
the decimal system and using the Kilogram instead of the
pound’”. Prof. Marshall also pointed the fallacy of eon-
fusing the interests of the enu,rprcneur with that of the
"7 (1) Q. 10,680—10,688. )

(2) Q. 5,7783—5,715.

(3) Fowler Committee’s Report, paragraph 64 and 68.
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export trade of the country. A depreciating exchange bene-
fits the enterprencur or undertaker by enabling him to
gain at the expensc of employces and capitalists,! But it
is a mistake to regard the interests of the enterpreneur or
undertaker as co-extensive with those of the trade, especi-
ally as under the same circumstances he would make the
same gain whether he was producing for export or for
domestic consumption. Some of the pronounccments of
Prot. Marshall belore the Committee represent important
stages in the progress of monctary theory. The student
of the proceedings of the Fowler Committee can scarcely
resist the temptation to study, however briefly, some of his
valuable dicta.

Currency ideals and aims of the Committee

Tt has been ohserved, on good authority, that the re-
commendations of the Kowler Committec were influeneed
materially by the evidenee given before it by Prof. Mae
Leod. The parallel hetween the Committee’s proposals and
those of the Professor is indeed, very close and illuminat-
ing, both the analogues and the differences throwing much
light on the intentions ol the Committee. In fact, we
possess a useful commentary on the Fowler Committee’s pro-
posals in Prof. MacLeod’s evidence before it. The Com-
mittee’s main objeet was to set up a Limping standard on
the model of that obtaining in France and United States
of America, which arc ‘‘the two principal instances of
countries with a gold standard and currency which admit
silver coin to unlimited legal tender’".2 This was the opinion
of MacLeod, too, and both he and the Committee looked
forward ultimately to a time when the legal tender quality
of the rupec might be restricted. He urged that ‘‘the
silver should be maintained as unlimited legal tender for
a considerable time until India is sufficiently saturated
with gold. When that is done, I think that silver should
be restricted as legal tender to an amount considerably
exceeding the largest transactions of the poorer natives—

(1) Q. 11,787; 11,834—11,836; 11,842.

(2) Fowler Committee’s Report, paragraph 57.

Q—16
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say £25.”° Indeed, he was hopeful that the limit ecould be
brought down even to £10.!1 The Committee paraphrased
this with characteristic caution in observing that, ‘“for some
time to come, no such limitation can be contemplated on the

amount for which ‘Rupees’ should constitute a legal
tender.”’

The next important rcecommendation of the Fowler
Committee that the Government of India should accept
no obligation for convertibility of rupees into gold”’, was
also supported by MacLeod’s arguments and views. He
urged that in no country in the world is silver convertible
into gold at the will of the holder. He also added that ¢“if
such an idea was adopted, it would simply mean that a gold
currency could never be restored to India; for a consider-
able number of rupees and notes could be presented for re-
demption”’. He went indced further, and laid down the
extreme proposition that ‘‘convertibility was not necessary
to maintain the par between rupees and sovereigns.””® On
the other hand, the Committce showed itself far more
cautious and far less sanguine about gold eoing finding
their way into general circulation in India for a long time
to come. They, therefore, emphasised the necessity of at
least a partial redemption of the rupee, and reeommended
the formation of a gold reserve, of which the principal use
was ‘‘that it should be freely available for foreign remit-
tances whenever the cxchange falls below specie point’’.4
They thus indicated unmistakably that in their opinion
a limping standard of the French type was a distant idcal,
that the pushing of gold currency into cireulation would
require a long time, and that meanwhile the rupce was to
be kept at par with the sovercign not by virtue of the
large proportion of gold coins in circulation but by the
instrumentality of a redemption fund.

(1) Q. 12,940,
(2) Q. 12,962.
(3) Q. 12,938 and 12,960.

(4) Fowler Committee’s Report, paragraphs 50 and 59.
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It has often been proposed that the proper way to
promote gold currency is that the Government should re-
solve on a stoppage ol silver coinage. This would, how-
ever, mean, in the first place, that publiec preference in the
matter of the eurreney which it would use is to be disre-
garded; in the sceond plaee, that monetary stringency was
to be created in order 1o foree gold into circulation. The
Fowler Committec wisely avoided such a proeedure, and
adopted a 1tentative method. ““The Government should
continue {o give rupees for gold, but fresh rupees should
not be coined until the proportion of gold in the currency
is found to exceed the requirements of the publie.”” Very
similar was MacLcod's advice to the cffeet that ‘“the Gov-
crnment should keep the coinage of silver entirely in its
own hands. 1t can then extend or restriet the coinage of
silver as it way deem necessary and expedient for the
wants ol the people.’’

On many other points the student of the Fowler Com-
mittece Report will be enlightened by a reference to Mac
Leod’s evidence. Thus we find the Committee rejecting
the Lindsay scheme on the ground that ¢*any system of gold
standard without a visible gold currency would he looked
upon with distrust’ (e¢l. para 53 of its Report).  This
reminds us ol the more emphatie, il unseientifie, dictum of
Mae Leod that ‘“‘you cannot have a gold standard without
a gold curreney. 1 cannot imagine their heing separate .3
Then again, both the Committee and Prof. Mae Leod re-
gard the danger to a gold currency from hoarding to be
fanciful. The arguments for fixing the ratio at 1s. 4d. are
also common to both,* and consist mainly of the distur-
bance of trade and business that would be caused by hav-
ing another ratio. Finally, the grounds for rejecting the
idea of any ‘‘natural or normal ratio’’ between the rupee
and the sovereign arc identical.’

(1) Fowler Committee’s Report, paragraph 60.
(2) Q. 12,947.

(3) Q. 12,945,

(4) Report, paragraph 65, and Q. 12,941.

(5) Fowler Report paragraph 68, and Q. 12,943,
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But on onc very important matter Mac Leod showed
himself more far-sighted than the Committee. Curiously
enough, the necessity for sccuring large gold resources to
serve as the basis of the inauguration of a gold currency
in India was more obvious to the theorist than to the Com-
mittee consisting of practical men. While the Committee
left the problem of providing such resources in a very hazy
condition, Mac lLieod put forward definite suggestions for
securing them. For one thing, he suggested that Customs
duties should be made payable in gold. He would also not
rely exclusively on the opening of the mints to gold to in-
duce a gold coinage. He proposed to offer a honus or pre-
mium upon gold which would be brought in for coinage to
ensure a flow of gold to the mints.! Thesc measures might
be considered by many of doubtful cfficacy ; but they showed
the importance of inaugurating a gold currency policy
by gathering large gold resources. They also showed
that special ineentives were vequired for indueing people
to take the hoarded gold to the mints—-nnpnrtant consider-
ations which the Committee passed over in its recommenda-
tions.

In view of the controversy regarding the infentions of
the Fowler Committee, the above comparison and contrast
of its views with those of an uncompromising advocate of
gold curreney like Mae Leod is illuminating. The Commit-
tee while agrecing with many of his views differed from
his opinion that gold ecirculation would reach large pro-
portions in India in a short time. Rather they emphasised
the great time needed for such a process. Nor did they
regard that the position of India as a Limping Standard
country would be the same as that of France. They were
aware that there would always be a very large proportion
of rupee circulation in 1ndia,* and that the task of main-
taining it at par would require a mechanism not known to
the currency systems of gold standard countries like Eng-
land or France, viz., the Gold Standard Reserve. The Com-

(1) Q. 12968—9.
(2) Fowler Committee’s Report, paragraph 50.
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mittec saw the need of laying in large gold resources for
starting gold ecirculation; but they did not avail themselves
of the somewhat erude proposals suggested to them by Mac-
Leod. However, neither were their own suggestions very sa-
tisfactory as regards the matter. For, if a fund raised from
the profits of rupec eoinage was to be the sole means not
only of keeping the rupees at par but also of pushing gold
into currency, then the gold coins were not destined to play
more than an auxiliary part in {he monetary system of
India. The existence of such a reserve was dependent on
a large rupec Hinage, and this latter in its turn implied a
small dernand ior and need ot the gold coinage.

Recommendations of the Committee regarding a
A0ld currency.

A carcful analys’s of these proposals and of the Fowier
Commuittee’s recommendations regarding the ‘‘effective esta-
blishment in India of a gold standard and currency’’ will
show that they hoped to attain this objeet not at once, but
by successive stages; and it is instruetive 1o study the exaet
character of the proposed stages. The final stage was to
be the cffeetive gold standard under which silver would be
only a token coinage and would form a limited legal tender
only as in the casc of the United Kingdom. This was the
same idea as that of Prof. Maec Leod, viz.,, that ultimately
India should have a system on cxaetly the same lines as the
British system ¢‘which is now universally reeognised as the
most perfeet system ever devised by the ingenuity of man’’.
But the Committee felt that ‘‘under existing conditions,
for some time to come no such limitation can be contem-
plated’’ regarding the legal tender quality of silver. Fur-
ther, the Committee fought shy of the obligation regard-
ing the convertibility of the rupee into gold.* Conscquently
no course was open but to aceept as an intermediate stage
of their programme the establishment of a Limping Stand-
ard such as prevailed in France.

(1) Fowler Committee’s Report, paragraphs 55—57.
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Thus the Limping Standard was aceepted by the Com-
mittee only as an intermedicte stuge, and the parallel ap-
pealed to is that of Franee. But, then, it is to be noted
that the speeial conditions which made for the suecessiul
maintenance of the Limping Standard in France were not
10 be found in India. In France, it was the large circula-
tion of gold coinage which formed the guarantee of the
value of the silver picees. The silver cireulation had in
faet heen greatly reduced in Franee, and much of the silver
was in the Central Bank.! The Fowler Committee itself
noted how different the eirenmstances were in India in this
respeet. It observes emphatically that ““‘there is little or
no likelihood, cven according lo the most sanguine vicw,
that for « long lime lo cone gold coins, even il declaved legal
tender forthwith, would find their way to any great extent
into general civculation’”.?  Ileve, it was recognised, that
even a Limping Standard such as prevailed in France would
take a long time o achicve in India. Another difficulty
in the way of the introduetion of such a limping standard
in India was that, while in France there was no [urther
silver eoinage, in India: the Fowler Committee could only
recommend that **fresh rupees should not he coined until
the proportion ol gokl in the curreney is found {o exceed
the requirements ol the publie™.* The lact was that ile
difficulties in the way of the introduction of a Limping
Standard were very great in the case of India and that
there was no comparison with the procedure adopted by
France with that object.  France began with the posses-
sion of a vast amount of gold which a lucky divergence
between the market and bullion ratios of the two metals
obtained for that eountry. Being thus already in posses-
sion of the gold required, France had only to stop the
further eninage of silver. There was no comparison bet-
ween heit eiteamstanees in 1873 and those of India in 1898.
Indw, had before it the uphill task of both acquiring the

(1) Arnaune, op. ut pp 66-—267
(2) Fowler Committee’s Report, paragraph 50.
(3) Ib, paragraph 60.
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gold and of disposing of the silver eurreney on a falling
market for silver. Obviously India would be faced with a
very long and eostly process in carrying out the poliey,

But if, as the Fowler Report admitted by implication,
it would take many years to introduce a Limping Stand-
ard of the Freneh type into India, what were their pro-
posals for the immediate present? What in fact, was to
be the first stage towards the “effective establishment of a
gold standard and curreney’’ in India'? The first step re-
commended as we have seen, was that ‘‘fresh rupecs
should not be coined until the proportion of gold in the
curreney is found to execed the requirements of the pub-
lie”’. Bul as the Committee helieved that the demand for
gold coius would be very small ““for a long time to come”’,
ihis reeommendation was not inconsistent with the rene-
wal of silver coinage before long. Practically then, at the
start, the Commitice relied solely on a redemption fund
got from the profits of the rencewed silver coinage to main-
tain the parity of the rupee. This fund was to be “‘[recly
available for foveign remittances whenever the lixchange
lalls helow specie point.”t We sce thus, that in essentials
the system recommended by the Committee for the transi-
tion period in the immediate future did not differ in es-
sentials from what came to be ealled in later years the Gold
Exchange Standard; and this cireumstances explaing the
ease with which a transition was effected to that system from
the arrangements proposed by the Committee. The econo-
mic theorist too will rememher that the Committee had
added to a Limping Standard the alien idea of a redemp-
tion fund, and as such an authority as Prof. Fisher has
observed ‘“the gold exchange standard may be regarded
as a kind of limping standard with the added feature of
partial redemption’’.?

(1) Fowler Committee’s Report, paragraph 59—60.
(2) Fisher, Purchasing Power of Money (1911), p. 131.
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Diroussion of the merits of the Fowler Committee’s
Report.

In concluding, a reference might be made to some ob-
servations on the composition of the Committee from the
pen of a very keen student of Indian currency matters—
Mr. F, C. Harrison. ‘‘The reference to the Fowler Comit-
tee was intended as an appeal from the theoretieal to the
practical—from experts to men of the business world, or to
bhorrow a legal phrase, [rom a speeial to a common jury.
And the vesult has been some what to darken wisdom, for
both clements should be present in the tribunal”’* It
might be added that both the strength and the weakness of
the Committee arose from this peeuliarity of its composi-
tion. As a body of practieal busincss men, it was eminent-
ly suceessful in fixing the right ratio between the rupee
and the sovereign, and in apprehending its possible cffeers
on trade and industry ; it made short work of the complaints
and apprchensions of various cxporting industries which
scemed fearful of their future under that ratio. On all
these matters of the repercussion of monetary poliey on
business interests they held eminently sound  views.
Their grasp of monectary prineiples, and their knowledge
of the nature and relative merits of monetary standards
were less perfeet. They advoeated the Limping Standard
and a gold currency, but they had no elear ideas about the
uceessary conditions of their suceess in the case of India;
they recommended them, indeed, but did not state the full
case for them. They were hesitating as regards the means
to be adopted for pushing gold into cireulation, and they
negleeted the provision of adequate resources for that ob-
jeet. A Committec which had just witnessed what large
resources Japan had utilised for starting a gold currency
or the extent of resources used by various Kuropean coun-
tries like Austria and Russia for restoring gold standard,
should surely have made better provision for the attain-
ment of a similar objeet in the case of India. The techni-
cal and theoretical shortcomings of the Committee also
made it eertain that it would give a cold and curt recep-
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tion to very noteworthy currency proposals like those of
Lindsay and Probyn. There is no careful discussion of
any of those important proposals in the Fowler Commit-
tee’s Report, nor is there any recognition of the very similar
system then maturing in the Dutch East Indies. Far differ-
ent was the attitude of the Herschell Commission, which
made a comprehensive and careful study of the different
possible systems of currency.

Failure of the early efforts to introduce a gold
Currency.

After onc cncrgetic effort, the idea of pushing gold
into currency vigorously had to be allowed to fall into the
back ground, for the time being. For this, however, the
Fowler Committee was itself responsible in great measure.
They had indeed looked forward to the ‘‘effcctive estab-
lishment in India of a gold standard and currency;’’ but
the measures for adoption which they recommended were
quite inadequate for the attainment of their object. They
had failed to see the magnitude of the problem of the in-
troduction of gold currency in India. They neglected the
important consideration that a saturation of the non-
monctary demands for gold was an essential condition
preliminary to gold remaining in ecireulation. They had
provided no fund or resources for serving as the basis of
such a policy. They indicated, indeed, that the profit on
coinage ol rupcees should be kept in gold as a special reserve;
and perhaps they meant it to be inferred that this was the
fund to feed the internal gold circulation in India. But,
if this was their policy, it ran counter to their main jdea
expressed in the same scetion of their Report in which they
argued that ‘‘fresh rupees should not be coined until the
proportion of gold in the currency is found to exceed the
requirements of the public’’. In one paragraph they recom-
mend, on the one hand, the formation of a special fund for
pushing gold into circulation; and yet they imply
in the very mext paragraph that that fund could ecome
into existence only when the gold in cireulation

0-—17
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exceeded the publiec requirements and further coinage of
rupees was undertasken. In faet, there was a
conflict here between the policies of starving the rupee
circulation in order to pump in gold eurrency, and that of
initiating a gold curreney by means of a speeial fund
seceured from the profits of the eoinage of rupecs. One ean
agree with the latter eriticism of the Commitiee’s reecom-
mendations that they ‘‘did not put the [aets together and
see their mutual relations’’, and that there was a certain
‘‘latent contradiction in the minds of the members of the
Committee’’ as regards the funetions of the reserve fuund.
The Committee had before it the example of countries like
Austria-Hungary, Russia and Japan which provided ample
gold resources before going in for a gold standard, and yet
it devoted very little consideration to the problem of mak-
ing similar provision for the sucecess of their own cexperi-
ment in India.

Not only were the recommendations of the Committee
inadequate and vague, but its anticipation of faetls were
belied by the events. Instead of a demand for gold cur-
reney developing itself, there followed a long and sustained
demand for Rupees, while it was aold which aceumulated
in the reserve. Tt was in [aet the great and urgent demand
for rupees on the one hand, and the lailure of the experi-
ment of 1900 to put gold into circulation on the other,
which decided the immediate fate of the Fowler Commit-
tee's proposuls as regards gold circulation. The measures
taken to increase the cireulation of gold are deseribed
Government of India’s letter of the 6th September 1900.
The Curreney Offices were ‘“instrueted to offer sovereigns
10 presenters of notes, but to give rupees to any one who
might object to reecive sovereigns”’. The ageney ol the
Presidency banks and of the post offices was also employed
to pay eclaims as far as possible in sovercigns. But
the response was not satisfactory, and compared to this
proof that gold could only be introduced by long continued
efforts, the controversy with the Treasury alout Indian
mints was a comparatively minor factor, The deciding cir-
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cumstanee was the demand for rupees whieh began in 1900
with sueh suddenness and on such a scale, that there was
even a failuve for a time to cash notes. The rupee portion
of the Curreney Reserve was indeed depleted for the time
being.  From the year 1900 to 1906 the correspondence bet-
ween the Government of India and the Seerctary of State
is full of the details of the inercasing demand for rupees.
The conelusion was obvious that the then existing demand
for curreney was o be met in the main by an inercasing
stock of rupcees. Thus, the proposal of the Fowler Commit-
tee for making gold eoinage the pivot of our currency sys-
tem had to be turned down, in the faee of the poor res-
pouse made to the gold eurreney movement in 1900,

It should be remembered that efforts were made latzr to
push gold into circulation, and, as Sir F. Gauntlett’s Cur-
reney Report ol 1912-13 shows, with greater sueeess; and it
is worth investizating why the experiment in gold currency
was more suceessiul after 1906 than in the year 1900. The
subjeel does not appear to have reeeived the attention or
study which it deserves. The suggestion might be advanced
that, in the quinquennium which followed the year 1900,
India was feeling the first cffeets of the great trade boom
or c¢ycle which terminated about the year 1907. 'The
year 1900 marked the termination of a period of famine;
and hardly was that strain over, when the country had to
find the funds for financing large exports growing in volume
over a series ol years. Such a period of rapid changes and
of storm and stress was hardly suitable for accustoming the
countiry io a new currency. The comparative suceess of
gold currency in the year after 1906 was very likely duc
1o the growth in wealth brought about by the carlier boom,
and 1o the more stable conditions of prosperity which had
supervened. liven so, it would appear from the Currency
Report 1910-11, that the year 1907-08 iormed a sort of
maximum for the circulation of gold as eurrency, as shown
in receipts by Treasuries, Post-offices and Railways. The
circulation then apparently fell off. The experiment is
valuable as proving that it takes a long and arduous effort
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to introduce gold into eirculation c¢ven in an auxiliary capa-
city—though in such a capacity it had a uscful part to play
under the pre-war (fold Exchange standard. Writing in
1911, Sir W. Meyer noted the failure of the gold curreney
experiment in 1899-1900. He went on to add ‘‘sinee then
however, therc has been a steadily increasing demand for
sovereigns, and it may be hoped that eventually these will
become a medium of cireulation to a much greater extent
than at present’”.' The interesting experiment was, how-
ever put an end to by the war when, under the pressure of
circumstanees, the gold issues had to be discontinued. Had
the war not intervenced to interrupt these cfforts, or had
the report of the Fowler Committee been written at some
other time when the demand for rupee could not have been
rendered irresistable by the impacet of a great trade eyele,
gold currency might have taken its place in India as auxi-
liary to silver and paper. For, even under the Gold Ex-
change Standard which prevailed before the war, there
was room for an auxiliary gold currency.

It has been obscrved, that every Indian Budget
is a gamble in rain, and similarly, the fate of
all curreney cxperiments is influenced by the phase
and character of the trade cyele. The great depres-
sions of 1873, 1893, 1907 and 1920-21 have all left
their marks on the monctary history ol India, and so have
the corresponding booms. Thus the trade depression of
the period 1893 to 1896 very probably delayed the sue-
cess of the policy suggested by the Herschell Committec;
the boom which began a short time belore the beginning of
the present century rendered it impossible to carry out the
proposals of the Fowler Committee in their entirety; and,
as we shall see later, the depression of 1920 denied any
chance of success to the policy recommended by the Cur-
reney Committee of 1919,

(1) Life of Sir Edward Law, p. 275.



LECTURI! TV,
THE DEYELOPMENT OF THE GOLD EXCHANGE
STANDARD (1900-1914.)

Origins and analogues of the Gold Exchange
Standard.

The introduction of the Gold Exchange Standard into
India was part of a great movement for monetary reform
in many countrics of the world for stabilising their ex-
changes and for adapting the gold standard to the special
cconomic environment. In the latter part of the nineteenth
century many causes contributed to the dislocation of the
exchanges, in the case of a large number of countries.
There was a break down of Bimetallism, and a deteriora-
tion of Silver monomelallism owing to the great fluctuations
in the relative values of the precious metals. The abuse
of paper currency by several countries had dislocated
exchanges in their particular cases. Many of the countries
in which the silver standard or the paper standard had
broken down, owing 1o these causes, found a transition to
the gold standard and curreney of the old orthodox type
very costly and seareely possible. But the gold standard
admits of degrees, and a method was diseovered by which
the advantages of a gold standard as such could be
sceured, cven while the internal circulation consisted of
silver or of paper. As Nogaro has shown ‘‘by a series of
changes in method, the traditional gold standard regime
evolved into the more modern systems which secure for
national fiduciary currencics stable cxchanges based on
gold”’. That element of the management of eurreney which
was never absent even under the regime of a gold standard
and currcney was now given greater importance in order
to regulate the supply of the local money and to stabilise
its value in terms of gold.(!) 'The quantity of the local
money ‘‘is regulated not arbitrarily, but with reference to

" (1) Nogaro, op. cit., p. 46.
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the world value of gold”’. Consequently, the expansion
and contraction of curreney aceording to the demands of
trade is very similar in the case of the Gold standard and
curreney, and the Gold Exchange Standard when the latter
is worked in accordance with its fundamental principles.

In the ease of the former silver standard countries,
almost the first to adopt the new system was India; and
its example was [ollowed by the Straits Settlements by
Siam, the Philippine Islands and also by Greeee.(*) KEven
Japan might be saic to have often heen been upon a variety
ot the (old Exchange Standard(®*). Among the paper
standard countries, the lead was {aken hy Austria
which began its lask in 1892 by obtaining gold 1rc-
sourees lhrough foreign loans. In the cvent, the hank
ol Austria stabilised the exehanges by supplying draiis
on foreign countries at suitable rates.(®) Soon after,
Russia and Argentine adopted the same monetary system.
suecessfully. Tt is also significant that it was the same
trade hoom which began alter 1896 that assisted, not only
India, but Russia and Australia also to stahilise their ex-
changes and to go on the gold standard.  'While the majo-
rity ol eminent authorities like Mr. Kevnes, Mr, Tlawtrey
and Prof. Nogaro insist on the elese analogy of the Gold
Exchange Standaid of India und the systems adopted Iy
Austria and Russia in the nineties, there are a few writers
who dissent from that view. But it is not diffienlt to <show
the similarity of the monetary systems concerned. In all
ol them the sale of dra‘s takes the place of or prevents
*he exportation of gold. The tlirec essentials of the Quld
Exchange Standard—viz., the regulation of the loeal eur-
reney, the gold reserve and the maintenaunce of the loeal
curreney at parity with gold by sale of drafts or gold,
when wanted, at fixed rates—were to be found in the case of
all the countries mentioned above.

(1) Nogaro, op. cit, p. 38.
(2) Economic Journal, March 1925, p. 71.

(3) Nogaro, op. cit. pp. 45—46; Hawtrey, Currency and
Credit, pp. 323—326.
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In a reeent work of great value to stndents of mone-
tary theory, the analogy of the Austrian and Russian
experiments, mentioned above, to the ({fold Exchange Stand-
ard system has been again emphasised. Prof, J. W. Angell
obscrves, regarding the former Austrian and Russian eur-
reney systems, that ‘‘the operation was strietly analogous
10 the method by which the more familiar (lold lxehange
Standard is maintained. But the base was not wold, it
was foreign eurrency units. The power 1o aequire gold in
foreign centres at a virtually fixed price  was an incidental
result, but in no sense essential to the working of (infor.
mal) exchange conirol’” (Theory of International Pricey
p. 425). In this dictum we note that as regards method—
the analogy between the (lold Txchange Standard and
the former Russian and Austrian systems is re-affirmed,
while in other matters the superiority of the Gold Exehange
Standard is asserted.  As regards the case of Argentina,
the analogy to the Gold Exchange Standard is said to be
even more complete, sinee there ““gold was used for inter-
national (ransaetions’. (%)

The student of economic history ean traee back the
historical anteeedents of the (lold Kxehange Standard 16
the middle of the 18th eentury.  Abhout 1763, some Scotch
banks sceured the Keonomy of gold coin by making their
notes convertible only into drafts on London.(?) But while
this early precedent is interesting to the student of econo-
mie history, (he example set by the Duteh East Indies was
not. without direet influenee on the future curreney system
of India. Not without reason has the Dutch East Indies
been called ¢ mother of the (fold Exchange Standard”’, and
Java shares with India the honour of adapting the gold
standard to the new environment. The Herschell Committee
noted that in the Duteh East Indies a gold standard had
been adopted, and the silver currency was successtully main-
tained at an artificial ratio much higher than its market
value. On the theoretical side the foundations of the Gold

(1) Angell, op. cit, p. 168 and 284,
(2) Fowler Committee, Q. 3,736, 3,745—3,747.
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Exchange Standard are to be found in Ricardo’s famous
Ingot Plan. In the century which has passed sinee Ricardo
expounded his idea, its inspiring charaeter has been amply
proved, and a great many monctary schemes have been
based on it. TProf. Marshall's plan of Symmetallism was
derived from it. So was Lindsay's project of the Gold
Exchange Standard, as also the Probyn scheme which was
placed before the Fowler Committee.  As. Mr. Keynes has
pointed out, ‘‘after an interval of more than a hundred
years, Ricardo’s Ingot plan (first outlined in 1811) is in
effect adopted’’ by the (iold Standard Aet of 1925. The
Gold Bullion Standard proposed by the Curreney Commis-
sion of 1925 is also bhased on Ricardo’s proposal.

Nature and charactoristic features of the Gold
Exchauge Standard.

It is very neeessary to have clear notions regarding the
naturc and essential features of the Gold Exchange Stand-
ard, beeause controversies regarding currency systems often
turn upon definitions and basie principles. By making the
definition of the (lold Exchange Standard sufficiently res-
tricted and rigid, and by unduly narrowing the coneeption
of that system, it could he argucd (as Prof. Laughlin has
done reeently) () that ‘‘the ({fold Exchange Standard is
not a special kind of standard’’ but only a transitional
phase of some monctary systems; and, indeed, that it has
already ceased to funetion or prevail in almost all the
countrics in which it had once existed. Prof. Laughlin has
advanced the view that it has ceased to prevail in the Philip-
pines in the Duteh East Indies, and in the Straits Settle-
ments; and that even in the case of India the system has
lost one of its prime characteristies. (2).

One can safely agree with Prof. Laughlin’s dictum that
“‘the nature of the ({old Exchange Standard is made clearer
by looking into its origins.”” Certainly, the cssentials of

(1) In the Quarterly Journal of Economics, August 1927.
(pp. 644—663).
(2) 10, pp. 651—2; 654—5; 663,
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that standard are best ascertained by examining its histor;-
cal back-ground and origins, and the requirements and
objects of the various countries, which adopted it. As we
have seen, with the disappearance of Bimetallism, the flue-
tuations of exchange between the gold and the silver stand-
ard countries became very disturbing to trade. Silver
obviously formed the predominent portion of the currencies
of these latter countries, and their object in adopting the
new system was to stabilise the exchange by providing suit-
able machinery for the regulation of their currency, and
for its redemption in gold or foreign bills. Consequently,
the essentials of the Gold Exchange Standard to which they
resorted can be enumerated thus(?) :—

(1) Gold does not form an important part of the
local currency. The system of free coinage of silver is
suspended ‘‘in order to sever the connection between the
value of the local currency and that of silver.”’

(2) The local currency is redcemable in gold or in
bills on foreign countrics, and thus a fixed value in gold is
given to the local currency.

(3) This process of redemption implies the forma-
tion of a gold reserve to provide the required gold or
foreign remittances. As one aspect of this process of re-
demption, the local currency which is received in exchange

for the foreign remittances or gold is withdrawn from cir-
culation.

Such are the cssential features of the Gold Exchange
Standard. But, Prof. Laughlin, instead of regarding these
main characteristics comprehensively, lays a mistaken and
most cxaggerated emphasis, upon one aspect of the
feature last enumerated, viz., the locking up and with-
drawing the superfluous local currency. To him the all-
important characteristic of that standard seems to
be the supposed postulate that ‘‘the parity is to

‘(1) Keynes, Indian Ourrency and Finamce, p. 30; Nogaro
op. cit, p. 37; Conant, Money and Banking, vol. I, 279—-285:" '
Q—18
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be maintained by adjusting the currency supply of
the currency demand, and not by a system of diree; redemp-
tion in gold’’(*). For him, the whole character of the
Gold Exchange Standard is changed if the par is main-
tained ‘‘ by the redemption in gold, and not by the change
in the quantity of token silver in circulation.”’ One can
well understand that to Prof. Laughlin who has been the
life-long critie of the Quantity Theory of Money, that aspect
of the Gold Exchange System in which the supply of local
money is adjusted to the demand through contraction or
expansion, is the least agrecable. However, to us in India,
where the chief criticism of the standard has been that the
redemption of the rupee in gold has not been theoretically
absolute and perfect, Prof. Laughlin’s line of attack is novel
but unconvineing. We are herc so accustomed to regard
¢‘the system of actual redemption into gold’’ as *he proper
basis of our monetary system, that our withers are un-wrung
when Prof. Laughlin assures us that ‘‘the repeated failure
of the Gold Exchange Standard is owing to the invalid
Quantity theory’’. Many of us, indeed, will derive com-
fort from the thought that our monetary system is broad-
based on the Quantity theory, that is, ultimately, on the
fundamental law of supply and demand. But, further,
it is worth noting, that even a great critic of the quantity
theory like Nogaro can be an eminent advocate of the Gold
Exchange Standard. It might also be added that the re-
demption of the silver currency and its contraction are not
two independent operations, or antithetical factors, as Prof.
Laughlin takes them to be, but only two aspeets of the same
process. Thus, to take an illustration, the redemption of
a country’s note issuc and the regulation of its supply form
only two different aspects of the same process. Nor js the
deliberate adjustment of the supply of money to demand a
process peculiar to the Gold Exchange Standard. For even
under a Gold Currency regime, the manipulation of the
discount rate is resorted to in order %o influence the supply
of currency.

¢1) Laughlin, op. cit, pp. 646—646; 666,
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Having, however, made the assumption that any
redemption of local silver currency into gold constitutes u
break-down of the GGold-Exchange Standard, Prof. Laugh-
lin finds no difficulty in showing that the standard has
broken down in the Philippines, in the Straits Settlements,
and in the Dutch East Indics. Indeed, he could have gone
on further, and could have argued that the system had never
been adopted in India—since we have always had a fair
amount of the redemption of the rupee into gold. All this
illustrates the harm done by the rigid applieation of a nar-
row and inadequate definition.

There is no fear that the Gold Exchange Standard will
prove to be only a passing and transitional variety of mone-
{ary arrangement. In South America the efforts of Prof.
Kemmerer—the historian of the system—are leading to its
extension. But in Europe itself, while various countries
have been on variants of that standard, monetary opinion
has been progressively [avourable to the system. Review-
ing the monetary theories of the day, Prof. Bruno Moll (of
the University of Leipzig) noted in 1917 that ‘‘above all,
the Gold Exchange Standard is the watch-word of the day.”’
In the cnlarged edition of the same work on ‘‘Modern Mone-
tary Theories’’ published in 1926, the samec author asks
pointedly, ‘‘Is it not more than ever the fact that to-day
the Gold Exchange Standard is the watch-word every-
where?’’ And the reason of this approval of the Gold Ex-
change Standard is obvious; for ‘‘this system, based on
principles absolutely identical with those of the former
regime of the gold standard, can also work succes-
fully under precisely the same conditions. If the
latter has the merit of bringing international trade
back to equilibrium, the same success must neces-
sarily be achieved under a system which involves
the same exchange fluctuations within the gold points,
and the same automatic changes in the volume of
currency in so far as these factors depend in either case on
international payments.”” Moreover, it has proved at least
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as efficient as the traditional gold currency system in with-
standing the crisis of the great war. There is no valid
ground, therefore either on the seore of the underlying
principles of the (fold Exchange System or of monetary ex-
perience for any ‘‘hesitation to consider the system as a
normal one”’.(*)

Stages of its adoption in India.

It is very interesting to observe the stages by which
the evolution of the Gold Exchange Standard took place in
India.(*) For while other countries like the Philippine or
Mexico adopted the system as a whole, India led the way
and adopted it piecc-meal ‘‘under the pressure of events’’.
As the Report of the Chamberlain Commissions puts it, the
system ‘‘has never been dcliberately adopted as a consist-
ent whole. To a great extent this system is the result of
a series of experiments’’(3). It might conduce to clarity
of exposition to indicate these different stages here. The
inauguration of the system and the formation of its central
mechanism—the Gold Standard Reserve—date from Sir
Edward Law’s minute of June 28, 1900. Six years later,
the efficiency of the Reserve for performing its funetion of
preventing both the appreciation and depreciation of the
Rupee was increased by the addition of an Ingot Reserve.
Further, from the year 1905 the holding of a portion of the
gold in the Paper Currency Reserve in London has rein-
forced the Gold Standard Rescrve in the operation of
maintaining the exchange. Such additional support for
exchange would, of course, be necessary only in the initial
stages, and while the gold Standard Reserve had not been
brought up to its full size. Another new factor in the situa-
tion—the development of the function of Council drafts-
came to facilitate the conversion of the profits on the mint-
ages of rupees into sterling in London, as well as to inerease
the clasticity of the currency system. Finally, in the

(1) Nogaro, o0p. cit, pp. 210—219.
(2) Of. Prof. Kemmerer, Modern Currency Reforms, p. 122.
(3) Chamberlain Commission’s Report, paragraph 456.
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smatter of the free and prompt use of the (old Standard
Reserve [ur supporting exchange muen was learned from
the experiznee of the evisis of 1907-1908. Tho idea of ve-
deeming rupees in India in gold was given up in favour of
that of the Government definitely undertaking to sell bills
in India on Lendon at a fixed rate. (1)

The {ormatiion of the (lold Standard Reserve, whieh has
been aptly deseribed as the **pivol’” ol the Clold lixehange
Standard system,(*) was both nceessitated and faeilitated
by the gecal coinage ol rupecs which tovk piace alter ihe
year 1900. The Ifowler Committee had suggested a policy
of starving the rupee currcney as a means of the introdue-
tion of gold comage. The same poliey has been suggested
by academiz economists in later years, with a similar objee:.
But in practice the very small contiactibility of the rupee
currency and tae special intolerance of Jdeflation manifested
by the Indian money market has imposed scevere limitations
upon such a policy.(3) DBut the idea ol giving « trial to
that policy was made quite impossible by ihe cireumstances
of the years which followed the heginning of the present
century. The rising tide of gold prices abroad, the in-
creasced foreign demand for Indian staples and the insistent
need for an increased finance for our exports—all enforced
heavy rupee coinages and neeessitated the formation of the
Gold Standard Reserve. For the aceumulation of gold in
the Paper Currency Rescrve had ‘‘passed the limits of
safety and had brought us into difficultics. As Sir Edward
observed, the Currency Rescrve was ‘‘over-weighted by the
accumulation of gold’’.

To the student of currency development in India Sir
Edward Law’s Minute of the 28th June 1900 is highly in-
structive inasmuch as it marked the genesis of the Gold
Exchange standard. That document forms the first sketch

(1) Prof. Kemzixerer, op. cit. i):_iz'l.
'(2) Shirras, Indian Finance end Banking, pp. 194—195.

(3) Sir J. Brunyate'’s Memorandum for the Royal Currency
Commission of 1925—paragraph 19.
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of the new system, and it amply proves the foresight and
the financial talent of its author., 1lis merit lay in keeping
distinet the functions of the (old Standard Reserve and
of the Paper Currency Reverve.  Lle urged with great jus-
tice that ‘““when the lunds of the Currency Reserve were
diverted [rom their original purpose and taken as provid-
ing seeurity for the maintenance of a steady exchange, a
radical and perhaps uncontemplated change was introdue-
ed’’; and he urged that the policy should be reversed.
With that objeet in view, and also looking to recommenda-
tion of the IFowler Committee about the formation of a
speeial reserve for maintaining exchange, Sir Kdward Law
proposed to limit the amount of gold in the Paper Currency
Reserve 1o seven million pounds as the maximum safe limit.
Out of the surplus gold. silver was 1o be purchased for eoin-
age, and the profits of such rupee coinage were to form the
“(old Exchange fund’’ (Sir E. Law’s Minute, see. 17).
Realising the importance of this fund, Sir Edward Law look-
ed about for means of enlarging it. The Fowler Committee
had ruled out Lindsay s idea of horrowing for the purpose
(Ib. sece 16). Henee the Finance Member fell back on
the project of increasing the ‘‘Gold Exchange
Fund’’ by adding to it the accumulation of interest on gold
investments belonging to the Paper Currency Reserve. In
this way it was caleulated that, in_ ten ycars time, the new
fund for maintaining the exchange would rise to four and
a half million sterling. In view of the consideration that
‘‘however readily salcable our gold investments, they are
not quite the same thing as a actual gold’’ (Zb. see. 26), the
new fund was to be held chifly in gold (sec. 20 and 27),
although it was contemplated that silver too could be held
in it (sec. 30). By implication, the ‘‘Gold Exchange
Fund’’ was to be maintained in India.

As it was, the original scheme of Sir ¥dward Law
was modified in several respeets by the Sceretary of State
in his despatch of 13th December 1900. The Gold
Exchange fund was not to be located in India,
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nor to be held chiefly in gold, but in gold securities
at the discretion of the Seeretary of State. It
was not be inercased by the interest on securities in the
Paper Currency Reserve. It might be remarked, however,
that the original plan of Sir Edward Law would have given
a better start to the Gold Exchange Standard, and would
have secured a larger gold standard reserve, sfor he had
provided automatic methods of increasing it. It would
have also defined better the funetions of the reserve, and
would have prevented it from heing regarded, later asmerely
a ‘“‘sccondary reserve'’, with uneertain lunctions. Law’s
scheme also involved fewer departures from the Fowler
Committee’s projeel, and would have avoided much later
criticism.

Sir Edward Law’s infinence on Indian Carrency
system

In a brilliant chapter which he contributed to the ¢‘Life
of Sir Edward Law’’, Sir William Meyer has justly em-
phasised the great importance of the influence of Law in
the rise and development of the Gold Exchange Standard.
As he observes, the three important propositions laid down
by Law in the despatch to which we have referred ¢‘formed
the bed-rock of the curreney policy of the Government of
India’’(*). We have already noted that these propositions
related to the formation of the Gold Standard Reserve, the
setting of a maximum to the gold in the Paper Currency
and the utilization of the surplus gold in pur-
chasing silver for coinage. ‘‘Had Sir Edward Law done
nothing else of note during his term of office in India, his
(old Standard Reserve policy would by itsclf have made his
tenure of office noteworthy’’. It was Law’s ideal of auto-
matic additions to the Gold Standard Rescrve, until it
amounted to 20 million sterling, that is here referred to
with such approbation. He also opposed the diversion of
that reserve in 1907 for railway development in India. 1t

(1) Life of Sir Edward Law, pp. 270—277.
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is true that Law was against the proposal to constitute a
great eentral bank on the model of the Bank of Franece or
Bank of England for the purpose of the effective mainte-
nance ol the Gold standard. But that was - merely on the
ground that eircumstaneces were not as yet ripe for the
adoption of that policy; and those who know the great
diffienlties in the way of the similar proposal put for-
ward in 1912 by the Chamberlain Commission can well
believe that circumstances were still less favourable in the
year 1899,

Before proceeding with the development of the size and
composition of the Gold Standard Rcserve, we might deal
with some theoretical objeetions which have been advanced
to its institution. It has heen argued, on the one hand, that
the value of any curreney is mainiained merely by the limi-
tation on its volume and not by any reserve: on the other
hand it has been urged that its size is too small to earry
through the process of contraction of currency to a suffi-
cient extent. It is true that the limitation of the currency
cireulation is the chief object; but there is no better guide
as regards the amount of civeulation required at any parti-
cular moment than the demand for the redemption of loeal
curreney or, under other cireumstances, the demand for
local currency cxpressed in terms of offers of gold. The
demand and supply of the local currency manifestly express
themselves through their action on the Gold Reserve fund.
The process of contraction or expansion of currency are
rendered automatic by the existence of this fund, and need
nat depend on the arbitrary diseretion of any individual.
The Clold Standard Reserve forms in faet the sole and in-
dispensable instrumentality for the control and regulation
of the volume of currency. Needless to say, it has been
found necessary in every country which has adopted the

told Exchange Standard or any of its variants. And as
to its comparatively small size, a reference might be made
to the very limited contractibility of Indian Currency as
demonstrated by long experience. Even after the crisis
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of 1907-08, as Prof. Kemmerer observes, it *‘still possessed
substantial reserve power and it could have withstood a
much severer crisis’’.(*) The automatic growth of the
Reserve was insured from the profits of new coinage of
Rupces, and we shall see what other steps were taken for
strengthening it.

Reverting to the theme of the evolution of the Qold
Standard Reserve of India, we come on a very significant
and important feature—the formation of a silver branch
of the Gold Standard Reserve in order to meet the conti-
nuous and great demand for Rupees. It has been argued
that ‘‘it is wholly diverse from the purposes of the Gold
Standard Reserve to use your sovercigns to buy silver’’;
and the Chamberlain Commission recommended its aboli-
tion on the ground that it gave rise to mueh eriticism and
was responsible for much confusion and doubt as to the
efficiency of the Reserve. With all deference to the Com-
mission, the dccisive consideration as regards the
mechanism of a currency system is not the popu-
lar opinion about it, but its inherent utility. The
function of the Gold Standard Reserve is a double
one, As Prof. Kemmerer well put it, ‘‘the mainten-
ance of the parity is a two-sided operation. The fund has
to serve for prevention of the depreciation as well as of
the appreciation of the rupee’’.(?) This point was also
emphasised by Sir I.. Abrahams before the Commission. }(8)
The silver portion served also as a thermometer of the
demand for Rupces. In transfering this part of the fune-
tion of the (told Standard Reserve to the Paper Currency
Reserve the necessity for a clear diversion of the functions
of the two reserves was lost sight of. ‘‘A heavy excess of
exports is apt to develop at short notice and to continue
for protracted periods in the case of India.”” So said the
Government of India after the experience of over a decade,

(1) Kemmerer, op. cit. p. 120.

(2) Kemmerer, op, cit, p. 133.

(8) Chamberlain Commission, Q. 694,
O~19
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They added that ‘‘as we regard it, our Gold Standard
Reserve silver is a bulwark against hasty coining, It sup-
plements our gencral stock of rupees when the latter is
running low; it gives us time to buy silver at diseretion; or
if the stringency is temporary, it enables us to carry
through without fresh coining until the return of rupees
from circulation recommences’’.(?)

Tt is necessary at this stage to advert to the transfer to
London of a portion of the gold held in the Paper Cur-
rency Reserve since 1905. The primary function of such
gold was that it was ‘‘immediately available for the pur-
chase of silver whenever the need for additional coinage
might arise’’. But it was also made to fulfil the secon-
dary function of steadying the exchange. While such
reinforcement of its resources was desirable in the early
stages when the Gold Standard Reserve was not yet
ample enough, it yet gave rise to the mistaken notion that
the gold in the Paper Currency Reserve was the first line
of defence for the exchange. It was pointed out to the
Chamberlain Commission that, with a properly constituted
Gold Standard Reserve, therec was no need to rely on the
Paper Currency Reserve.(Z). Already, the Government of
India had emphasised the advisability of holding that it was
the Gold Standard Reserve which was our first line of de-
fence against a fall in exchange. Accordingly, the Chamber-
lain Commission recommended that only a part of the gold
in the Paper Currency Reserve held in England should be
regarded as a support for exchange, and even then only ‘‘as
standing behind the Gold Standard Reserve.’’(®)

The development of the functions of Council drafts
and their utilization for the purposes of the new monetary
system also requirc a mention here. While the original ob-
jeet of the system was to transfer funds on Government

(1) Letter from Government of India to the Secretary of
State, dated 29th February, 1912, paragraph 8

(2) Q. 3,663—3,668.
(3) Report, paragraph 117,
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account, it became in course of time very useful in the
settlement of Indias balance of trade. So far, also, as
their use introduced clasticity into the general currency
system, they indirectly smoothed the working of the new
system. Then, again, as Sir William Meyer has remarked,
‘“in order to obviate the sending to India quantities of gold
which the Government of India could not absorb, and which
had therefore to be sent to England to procure silver to coin
into rupees, the Secretary of State now complies with trade
demands by issuing Council bills in exeess of what he needs
for revenue purposes, and from the excess quantity of gold
that he thus obtains fresh silver is purchased for coinage"’.
But, further, the sale of Council bills directly helped the
working of the Gold Exchange Standard by facilitating the
remittance of the profits on the coinage of Rupees to the
foreign centre where the obligations of India had to be
met. During the crisis of 1907-08 the agency of the Reverse
bills was employed to meet the obligations in London and
to transfer the resources of the fund to India; while in the
years following the crisis Counecil bills were utilised to effect
the reverse operation.

The Crisis of 1907—1908.

No account of the working of the Gold Exchange
Standard in India, however brief, can be complete without a
reference to the crisis of 1907-1908, It was a blessing in
disguise, inasmuch as it brought into prominence the weak
points of the working of the Gold Exchange Standard sys-
tem in India. The lessons of the crisis were garnered by
the Chamberlain Commission. But here it might be noted,
as a striking proof of the merits of the Lindsay scheme,
that as the result of the experience of 1907-1908 the Indian
system was brought nearer the Lindsay scheme in a number
of respects. For the time being, ‘‘Back to Lindsay’’ was
as valuable a maxim in the sphere of Indian currency, us
““Back to Aristotle’’ has proved in other and more sub-
lime spheres, Almost the whole revision of the Gold Ex-
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change system which followed the crisis took place in the
spirit of Lindsay’s teaching. The principle which was
adopted of the prompt sales of Reverse Councils at fixed
rates, the abandonment of the policy of redeeming rupces
in India in gold, the clearcr line drawn between the fune-
tions of the Gold Standard Reserve and other reserves and
resources of the (fovernment, the recommendation as re-
gards the location of the Gold Standard Reserve, the neees-
sity of holding it to a great cxtent in gold, and cven the
movement against the Independent Treasury system were
all anticipated in the main, by Lindsay.

But it took some time to draw and apply all these
lessons of the experience of 1907-08. The.cconomic theory
of the day had not addressed itself to the task of analysing
the effects of the movements of world prices, as well as of
the various phases of trade cycles upon the eurrency situa-
tion in individual countries. Consequently, the proposals
made by the Government of India in the year 1910 dcalt
only with the currency aspects of the situation. It was
proposed to strengthen the resources at the disposal of the
Government for the maintenance of exchange in various
ways. They were resolved ‘‘to lose no time in building up
the gold resources of this country’’. The advisability of
holding at least £25,000,000 in gold and gold seeurities in
the Gold Standard Reserve was cmphasised and that
amount was recognised as the standard. The gold resources
of the Government of India were 1o be further reinforced
by increasing the stock of gold in the Paper Currency
Reserve. It was also proposed to make further efforts
to establish an effective gold currency in India; but it was
added that ‘‘the difficulty has hitherto been in inducing a
conservative people to adopt this form of currency. Shortly
before the recent crisis, however, there were signs of en-
couraging progress in this direction. Though gold was
still far from having obtained that popularity which the
interests of cxchange render desirable, there were indica-
tions of a greatly extended use of the sovereign in commer-
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cial transaction. This promising development has natura-
ally received a severe check as a result of recent events’’. It
was also proposed that the sales of Council Bills should

be so regulated as to stimulate the transmission of gola
to India. (%)

These suggestions were valuable so far as they were
aimed at providing India with larger gold resources for the
maintenance of cxchange. The desirability of having an
auxiliary gold currency in India as well as the difficulties
in the way of reaching that object were clearly pointed
out. But it might be urged that the best argument for such
a gold currency was rather its utility in facilitating the
adjustment of highly favourable balances (especially when
the price of silver was high), than its value in maintaining
the exchange when balances of trade were unfavourable.
Finally, therc can be no difference of opinion as regards
the aim that ‘“‘the coinage of new rupees should be limited
as closely as possible,”’ or about the rules made to attain
that objcet. But, at the same time, in the light of a decade
of experience, the (lovernment of India were anxious to put
on record the neeessary dependence of the volume of rupee
coinage on trade conditions. They pointed out that ‘“‘a
heavy excess of exports is apt to develop at short notiee
and to continue for protracted periods’’; and that if ‘‘the
more restrictive view is aeted on and the stock of rupecs
kept low, a sudden outburst of great trade activity may
exposc the (fovernment of India to embarrassment in the
attempt to cope with the demand for currency.’’

The final consideration and settlement of these im-
portant questions had however, to be put off in view of
the appointment of the Chamberlain Commission.

The work of the Chambariain Commission.

One very important feature of its work was
that it formally recognised, acecepted and improved
the Gold Exchange Standard in India. Upto the time of the

(1) Letter from Government of India to the Secretary of
State, 30th September, 1909.
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publication of the Chamberlain Report, the dicta
and scheme of the Fowler Committee still ‘n a
gense, held the ficld. The Chamberlain Report sanc-
tioned the changes made since and laid it down that
¢‘the Indian authoritics excrcised a natural discretion in
interpreting the recommendations of the Committec of
1898, The various ‘‘examples of divergencies from the
scheme adumbrated by the Committee’’ were enumerated
and most of them were justified in the light of events.(?)
The affinities of the Indian Currency System to other ex-
periments in Gold Exchange Standard were affirmed and
recognmized. It was admitted that the system was the result
of a series of experiments, and that it had not been ‘“delibe-
rately adopted as a consistent whole.”” Not only was the
new system recognised, but it was improved in various as-
pects, especially in view of the cxperience of 1907-05. The
proper size of the Gold Standard Reserve was, it is need-
less to say, a problem of vital importance. With the
figures given in Chamberlain Report, we can trace the rise
of the amount of the reserve from one million in 1907 to 13
millions in 1907 and 17 millions by the time the Chamber.
lain Commission was appointed. The events of 1908, hyw-
ever, shook the confidence in the adequacy of the amount.
Prior to that the reserve was considered so abundant that of
the profits, on the rupee coinage werc considered to be safely
diverted to be utilized on railway capital expenditure. It
seems strange now to be reminded, that a great financier like
Barbour defended this diversion and urged that ‘‘any sur-
plus in the Gold Standard Reserve in excess of what s neces-
sary to maintain the Gold Standard ‘‘should be devoted to
productive purposes.’ Temporary loans were also con-
templated from silver branch. The ecrisis of 1908 was
useful in dispelling such undue confidence in the size of
the Gold Standard Reserve, and proposals had been made
to strengthen it. The question then arose as to the proper

(1) Chamberlain Report, paragraphs 456—46.
(2) Barbour, Standard of Value, pp. 234—236,
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indices of the size of the Reserve. One test suggested was
the amount of the circulating medium. This was subjected
to some criticism,? though it was not pointed out till much
later that the amountof Gold Standard Reserve must depeund
not upon the circulation itself but on the limit of contractibi-
lity of such circulation. After the events of 1907-1908, there
was a general agreement however that an inercase of the
Rescrve was desirable with the increase of trade.2 Sir L.
Abrahams and Mr. Howard agreced that under the circum-
stances then existing, the Reserve should be. allowed to ac-
cumulate upto 25 millions; and later on it should increase
further in view of growth of trade. The former
figure had already been recommended by Govern-
ment of India. Other authoritics were however
against fixing any such limit. As Mr. Marshall
Reid put it ‘‘it seems to me dangerous to forceast
what the requirements in this respect may be in con-
nection with a country like India which has doubled its
trade in fifteen years’’. The Chamberlain Commission
refused to set an absolute limit to the accumulation of the
Gold Standard Reserve, and expressed the opinion that
¢“‘even after allowance is made for the ear-marked gold in
the Paper Currency Reserve, the suggested total of
£25,000,000 is insufficient’’. This conclusion was based on
the ground that the amount of the Reserve ‘‘depends not
so much upon the amount of rupces at any time in circula-
tion, as upon the growth of India’s trade and the extent
of the deficiency which adverse scasons or circumstances
may at any time be reasonably expected to produce in the
country’s power to liquidate immediately its foreign obli-
gations’’.3 |

-

The Gold Standard Reserve was also rendered immune
fromany further diversion ; no limit was fixed to the amount
up to which it was to be accumulated. The total of gold in

(1) Sir L. Abrahams, Q. 1,074—1,076.
(2) Q. 647—649.
(3) Chamberlain Commission’s Report, paragraphs 80—89.
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it was to be raised to £15 millions, and thereafter, the
authorities were to aim at keeping one-half of the total
Reserve in actual gold. The idea was to render India in
this respect as far as possible independent of London, and
to place Tndia in a position to defend its own financial posi-
tion, without undue recourse to the Gold Reserves of
London. Here, as well as in improving further
the ecomposition of the Gold Standard Reserve by empha-
sising the holding of short dated securities, the advice of
the Governor of Bank of England was wisely followed!.
The resources of the Gold Standard Reserve for sustain-
ing the Exchange was to be reinforeed by the gold in the
Paper Currency reserve held in London, which was to
serve ‘‘not as the first line of defence for the exchange,
as it has sometimes been called, but as behind the Gold
Standard Reserve’’. A fresh leaf was taken from the
Lindsay Scheme, and Government was asked definitely 1o
sell bills on London at the rate of 1s. 3 29]|32d., whenever
called upon to do so. Thus there was to be no failure to
utilise the resources of the Reserve properly and prompt-
ly.* In the annexe to the Report Mr. Keynes emphasised
the idea that ‘‘the moment at which this reserve is brought
into play ought not to depend upon any one’s discretion
but should be governed by rule’’.

Statutory regulation of the Reserve.

There remained the very controversial question of the
statutory definition of the nature, objects and manage-
ment of the Qold Standard Reserve. One ground on
which such regulation was advocated was the desirability
of free sales of Reserve Councils at a fixed minimum figure.
Tt was argued further, that the reserve should be held
under regulations which would bring it into use automati-
cally and the public should know clearly what the regu-
lations are. The Commission, however, emphasised the

(1) Q. 3,403—3,410.

(2) Chamberlain Commission’s Report, paragraphs 48 and
101,
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disadvantages of restricting the freedom of the Govern-
ment in a erisis, and it argued that public confidence would
be secured by a publie notification by the Government of
their intention to sell bills in India on London at the rate
of 1s 3 29|32d., whencver they were asked to do so to the
full extent of their resources.

It might be added however, that much of the eriticism
of the pre-war Gold Exckange Standard system could have
been avoided had the Commission seen its way to iatro-
ducing such a statutory obligation. It was argued later,
and on very good grounds, that automatic contraction of
currcney would have been secured definitely had the Gov-
ernment been under a statutory obligation. For in the
absenee of such an obligation ‘‘Government could arrange
by borrowing from the Gold Standard Reserve to meet
sterling payments on account of Reverse Councils without
affecting the amount of currency in cireulation’’* A sta-
tutory obligation to scll veverse councils would have re-
moved all doubt upon this point and strengthened the
monctary system materially.

It has also been suggested in connection with the sta-
tutory regulation of the (Gold Standard Reserve, that the
Chamberlain Commission should have provided for the re-
demption of rupces and notes into gold on demand.2 No
doubt, if such a recommendation had been made and if it
had been found possible to carry it out, it would have
placed the Gold Exchange Standard in a position unasail-
able cither by business men or by monetary theorists. The
demand for a gold currency would have received a counter-
blast, since there would have been no excuse left for argu-
ing that the country was not. allowed to choose its cur-
rency. The Gold Exchange Standard and the Paper cur-
reney system were fully established by 1913, and the pro-
vision for convertibility would have given gold just that

(1) Mr. Denning’s Memoranum for the Royal Currency Com-
mission of 1925; and Sir Basil Blackett’s reply to Q. 275,

(2) Prof. Kemmerer, op. cit, pp. 134—135,

Q—20
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auxiliary position in our monetary system which would
have helped in the adjustment of larger trade balanees and
in reducing the demand for silver when it rose in value. On
the other hand, as against Kemmerer’s proposal it is to
be observed that a pre-requisite of such convertibility
would have been an accumulation of very large gold re-
sources sufficient to saturate the public demand for gold
and to redeem the rupees coming from the hoards. Now,
at a time when the Chamberlain Commission wanted to
strengthen the (fold Standard Reserve to a figure much
above £25 millions (and to have half of it held in gold),
the provision of additional resources for converting the
rupees into gold either for internal uses or for export pur-
poses was certainly a very difficult matter to arrange for.
Again, under the very difficult circumstances of the war-
time such a provision would have greatly cncouraged the
tendeney towards hoarding. Indeed, with the war-time
difficulty of securing gold from abroad such a provision
would have had to be suspended at once.

Improvements in the Paper Currency System.

The occurrence of the war has deprived the Chamber-
lain Commission of the credit, which was justly its due,
on account of its proposed reorganisation of the Indian
Paper Currency. The Commission formed a great plan for
remedying the inelasticity of that curreney. Recognizing
that such eclasticity as was then available through the Clold
Note Act was but a back-door affair, and only at the cx-
pense of the gold reserves of London, it suggested more
direct and adequate measures for increasing clasticity. In
place of the old principle of having a fixed amount of the
fiduciary portion with a metallic backing for all other
notes, various other proposals had been placed before the
Commission. One suggestion was to fix the fiduciary
portion at 40 per cent of the total circulation.! Another
witness had advocated a proportion of one-third of gross

" (1) Sir B. Hunter, Q. 6,457—6,464.
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average circulation® The idea had very properly gained
ground that clasticity could be secured by making the fidu
ciary portion of the issuc a proportion of the total issue
instead of a fixed amount. The Commission translated
this idea into a recommendation that the fiduciary portion
should be fixed at the amount of the notes held by the
Giovernment in the Reserve Treasuries plus one-third of
the net circulation for the time being. As regards scason-
al expansion, which is so necessary in all countries which
are mainly agricultural, the Commission did not sce its
way to accepting a suggestion of Sir Lionel Abraham’s
for issuing notes against first class bills, but they rceom-
mended temporary loans in India through the Presidency
Banks. It has of course, been objeeted that this is a kind
of diversion of the reserve which is maintained for the con-
vertibility of notes. But it must be remembered that the
loans to the Presidency Banks were only meant to take the
place of seasonal expansion of paper currcney, and it was
only in the absence of a Central Bank for India that this
mere palliative was to be adopted. As Mr. Kceynes’ annexe
to the Report showed, the Commission was aware of the
objections to the proposals for the loan of funds to cxist-
ing hanks, and it fell that the real solution of the problem
was the introduction of clastieity into the eredit currcney
through the instrumentality of a eentral bank.

The Central Bank idea.

(overnor Strong remarked before the Currency Com-
mission of 1925, that the successive Currency Commissions
of India had given comparatively little attention banking
matters. He might well have made an exception of tne
Chamberlain Commission in this respeet. 1t was a great
merit of that Commission that it saw the vital importance
of a central bank in the proper working of any curreney
system. Indeed, many ol the criticisms aimed at the Gold
Exchange Standard would have been directed with greater

(1) Q.8,503.
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justice at the absence of a Central Bank for India. The
Chamberlain Commission was aware that, as regards the
monetary system which they werc working on, ‘‘the diffi-
culties and inconveniences which arise very largely con-
tingent on the absence of a strong central banking insti-
tution, competent to manage the note issue.””* They went so
far as to assert that, in the absence of such an institution
which would scerve as the pivot of the monctary systen
those of their recommendations ‘‘which relate to the note
issue and to the employment of balances may be regarded
from one point of view, as palliatives rathier than cures.’’
They therefore appointed two of their members—Sir Ernest
Cable and Mr. Keynes to draw up a memorandum upon
a Central Bank for India. This valuable Annexe to the
report anticipated many of the later proposals for im-
proving the currency system by operating it through a
central bank, Thus, the note issue was to be managed by
the Central Bank and the requisite clasticity was to be
secured by a fiduciary issue fixed in proportion to
the note issue, while excess issues were to be made possible
subject to payment of a tax. As in all European countries,
bills were to be ‘“the pivot on which the whole meaning
and utility of the note issuc essentially turns’’. The bank
was to have the custody of the (lold Standard Reserve;
but when the Reserve was to be brought into play for the
support of Exchange, the Bank was to act under the Govern-
ment’s order and as its agents.

Rejection of Gold Currency proposals.

The Chamberlain Commission advanced strong argu-
ments against encouraging an increased usc of gold m
the internal circulation. These arguments are powerful,
and, so far as they go, unanswerable. Generally speaking
the reserves are, of course, the proper place for gold, and
experience had shown that gold in circulation is not avail-
able for emergency demands. It might also be admitted

(1) Chamberlain Commission’s Report, paragraph 218.
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that a gold currency is a ncedlessly costly affair. Never-
theless, it could be argued, and on good grounds, that under
the pre-war (fold Exchange Standard there was room for
an auxiliary gold curreney, especially under the peeuliar
circumstances of India. "he Chamberlain Commission in
fact did not contemplate the possibilily of abnormally
favourable balances of trade for India, combined with a
great rise in the priee ol silver-—a contingeney which arose
very soon alter. Even the moderate rise in the price of
silver in the years 1905-1906 led the Straits Settlemenis
and Philippines to proteet their silver currency by a series
ol measures—prohibition of exportation of silver, reeoin-
age of silver eoins and admission of other than silver eoius
to legal tender . But, even in those countries, the prohibi-
tion was evaded to a great extent, while as to a reeoinage
of rupees in India it would be a gigantie operation lasting
over many years. Consequently an auxiliary gold curren-
cy had a uscful part to play under a Gold Excehange Stand-
ard system in India.

The critics of the pre-war monetary system of India.

The eriticisin of the pre-war monctary system in India
had been so voluminous and many-sided, that it is a task
of some difficulty to present elearly the various lines ot
criticism and to deal with them individually. As, how-
ever, the locus clussicus for such criticism is Sir J. Beghie's
note together with Prof. Nicholson's article in the Econo-
mic Journal of June 1914, it seems best to deal with them
first, and then to consider later eriticism in its proper place.

Professor Nicholson, in beginning his article, admits
his great obligations to Sir J. Begbie’s note; and, indecd,
it might be said that the article is a theorist’s version of
the discussion in the note. As the Professor himsell ob-
serves: ‘‘the practical side of the issues I wish to raise is
dealt with in Sir James Begbie’s note of dissent, and I
shall treat of the same difficulties with refcrence to the ree
lative cconomie principles’’.
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The first reflection that occurs, on a study of Nichol-
son’s able article, is thatthe complicated problem studied
there is assumed in it to be purely a monctary problem
and is treated only as such. There is no recognition of or
reference to, the great changes that were affecting various
items of the balance ol trade ol India, or to the continuous
and great improvement of India’s position as regards inter-
national trade. Nor was it considered that such a ehang-
ing position affccts very materially incomes and prices
within the country concerned. It was also forgotten that,
during the period treated of, the world was witnessing a
great boom in trade and industry, which was bound to
affcet the moneiary conditions in India—one of the most
important suppliers of raw materials of industry in gene-
ral. All these important factors ol the situation were pass-
ed over in silence. The procedure adopted was to single
out two factors in the situation and to correlate them. On
the one hand was the rupee coinage, which the Government
was believed to be mismanaging and adding to necdlessly
and constantly. On the other hand, there was the rise of
prices; and the two were connected as cause and effect.
"The argument that the coinage was **in response to public
demands’’ was brushed aside by him on the ground that,
on some other occasions in cconomic history, the public
demand for local currency had secemed to be well found-
ed but that such appearances had proved unreal. It was
forgotten that the publie demands for rupees India, dur-
ing this period, very often proved its genuineness by the
offer of gold for rupees ; that, consequently, ‘“the accumula-
tion of gold in the Paper Currency Reserve had passed the
limits of safety’”; and that, in view of the suddenncss and
extent of the demand, a silver Ingot reserve had to be form-
ed. In this connection, a study of the figures for gold in
the paper curreney reserve in the period 1900-1905 might
be recommended to the student.

Prof. Nicholson has argued that ‘‘the method of limi.
tation now adopted as rcgards the issues of the token
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rupee is the same as that adopted by the Bank of England
in the Restriction. So long as the rupeces are issued only
in response to a supposed real effective demand, it is
thought these can be no depreciation’’, This view has been
adopted by some later economic writers in India. It is
forgotten here that a good many of the rupees issued in
India were against offers of gold either to Paper Currency
Reserve in India, or for council bills in England ; and that it
was not a case of notes issued against bills discounted
as was the case in the Restriction period. Suppose, if pos-
gible, during the Restrietion period a good deal of gold
had eome into England as the result of favourable balaneces
of trade, that trade and industry in England had been ex-
panding and that business men had given the gold to the
Bank and had taken out notes against it, would that have
been considered inflation by Prof. Nicholson or his
followers?

There could in fact be no comparison between the
trade and curreney conditions prevailing during the Res-
triction period in England and the corresponding condi-
tions in India during the period 1900-1914. During the Res-
triction period, the English trade conditions were abnor-
mal, with alternating ecrises, depressions and brief re-
coveries. England had also to deal at the time with the
financial strain of a great war. In the case of India, on
the other hand, the financial conditions were prosperous,
while trade was improving steadily and continuously.
Morcover, it was not a casc of a mere local prosperity in
India only, but of a general prosperity. So also as Mr.
Hawtrey has obscrved, the financial situation of England in
the Restriction period can only be explained by monetary
and trade conditions abroad which led to a drain of specie
from England.® Again, as he goes on to observe, the redund-
ancy of paper currency in England started with the severe
eredit stringeney on the Continent, while English trades-

(1) Hawtrey, Currency and Credit, (1919), pp. 261—262,
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people received eredit fairly liberally. In faet there is very
little similarity in the conditions prevailing in England
during the Restriction period and those of India in the
first deeade of the present century.

We turn now to consider the assumption that had
India been provided with a gold currcney, prices would not
have risen during the period. We shall soon take occasion
to emphasise the ceconmic theorem that, whatever might
he the currency system of a country, large gains from
international trade make a ecountry of higher level of in-
comes, and under certain circumstanees (e.g., inefficiency of
labour in certain directions or prevalence of Diminishing
Returns) of high prices. These factors would be sure to
affect prices oven under a gold curreney system, especially
in an undeveloped country like India producing mainly
raw materials of industry which are subjeet to the law of
Diminishing Returns. Tn the absenee of a Central Bank and
organised money market in India, the automaticity of a
gold currency system (had it been introduced into India)
would have been greatly impaired.

Before the war, there were people who held exaggerat-
ed notions of the automaticity of a gold currency system.
As Prof. Nicholson put it: ‘‘In the casc of gold, however,
there are natural economic forees which in time must limit
the monetary supply and so far the level of price’’. But ihe
constant and increasing pre-oceupation of central banks in
Wostern countries before the war with their diseount poli-
eies and manipulation of reserves showed that, in an import-
ant sense, the gold currency system had to he managed, and
that it was not so automatic as has been generally supposed.
The criticism of the policy of the Bank of England or of
the Federal Reserve Board as regards discount and eredit
poliey since the war leads us to the same inference—that
the control of eredit through discount rate implies manage-
ment and regulation even under a gold currency system.
Since the proper development of central and general bank-
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ing is yet to come in India, the gold currency system if
introduced in the eountry would have worked in a halting
fashion. But it is further to be emphasised, that in a
country like India there are important and special eircum-
stances which would detraet further and largely from the
automatic character of a gold currency system. On this
subjeet the cvidence given by Dr. Sprague before the
Royal Currcney Commission of 1925-26 deserves to be
studied. Thus with the practice of hoarding which exists
in this country, an import of gold due to a favourable
balance ‘‘would not sct in motion the eorrective influences
to quite the same extent that they would be set in motion
if a similar amount or amount proportionate to the rela-
tive population had been exported, let us say from Europe
to the United States””.  As part of the gold imported
would go in the case of India not to the banks but to the
hoards prices would risc less, and the corrective influence
is not cxerted as it would be in the countries where there
was no hoarding. So, also, when the balance of trade is
unfavourable, gold would first flow out of the banks
‘“making for a strain on such banking machinery as has
been developed and, only after pretty considerable strain
extracting very much of the gold from the hoards’’. From
all this the inference is clecar that the inter-relation of in-
fluences which ave essential for the satisfactory function-
ing of a gold standard would be to an important extent
wanting in the case of India and the working ofl the pystem
would be erratic hoth as regards expansion and contrae-
tion.! 'We might admit the forece of the argument that the
convertibility of the rupee was not theoretieally perfect in
the pre-war system of India. That of course was not
the fault of a gold Exchange Standard system as such; for
the pre-war system would have been improved in that
direction by a statutory regulation of the Gold Standard
Reserve. But it is permissible to show that the alternative

(1) Royal Currency Commission of 1925-26, Q. 15,3561,
Q—21
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system—that of gold currency, if introduced, would also
have worked very imperfeetly, on account of the peculiari-
ties of the local conditions.

About the time that Prof. Nicholson was writing his
article, it could have been noted that in Canada a country
on gold standard and currency—prices were being kept
for years higher than the world priees, owing to the action
of a single factor of its balance of trade—viz., import of
capital. Between 1900 and 1912, while prices in Canada
rose by 36 points, those in the lending country—QGreat
Britain—rose¢ by 13 points only. Canadian prices also
showed an exceptional advanee over those of a neutral
country—the United States. We see in this case how the
persistent action of a single one of the factors in the balance
of trade can raise and sustain prices in a gold currency
country (and in a country too ‘‘with a monetary system
of the sensitive type’’) far above the world prices. As
Taussig points out in the same valuable study that single
cause had over shadowed all the others.! Far more power-
ful and persistent in the casc of India during the same
period was another factor of the balance of payments—the
persistent and growing excess of exports.

The idea that a gold currency is perfectly automatic
and that it insures price stability, has not been borne out
by the realistic studies of the price situation in various
countrics. Reference has alrcady been made to the case of
Canadian prices in the period 1900-1914. The following
table extracted from the standard work of W. C. Mitchell
on ‘‘Business Cyeles’’ will show the sustained high prices
which prevailed in several gold currency countries during
the period with which we are dealing.’

(1) Taussig, International Trade, pp. 224—227.
(2) W. C. Mitchell, Business Cycles, p. 121.
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Average actual prices in 1830-99~ 100,

Number American. French. o (German
commgfixtien. Burelxm of 1 1 D 1 e New
Year rLe::::g ixgr!f\(";l. March. 1?::;:5:11. | series,
1900 111 112 110 114 113
1901 110 109 106 107 108
1402 114 116 103 106 106
1903 114 115 104 107 106
1904 114 116 103 106 106
19056 116 118 109 107 113
1906 122 123 116 117 121
1907 130 132 119 126 129
1908 121 126 114 112 121
1909 124 132 113 119
1910 131 185 [ 122 122

In his work on ‘“‘Monctary Stability’’, Mr. Bellerby
thus describes the rise of prices in Europe during the first
decade of the twentieth eentury: ‘“ An abrupt risc of prices
occurred in almost all countries cffcetively applying the
gold standard.....A further international price movement
of some importance occurred from 1909 to 1913, when there
was a very gradual but almost continuous upward move-
ment of the price level’’. Incidentally Mr. Bellerby points
out that between the Years 1901 and 1912 prices rose in
Great Britain from 70 to 85 according to the Saucrbeck
indcex-number. (Bellerby, op. cit. pp. 98-99).

The notion that gold currency is the most automatic
of monetary systems and that price instability is not pos-
sible under it, is due, in great part, to the acceptance and
application of the Ricardian explanation regarding the
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influcnce of international movements of specie on priees
and flow of goods, without paying a due regard
ecither to economiec friction or to the element of
time. As Prof. Taussic has observed, ‘‘the process
whieh the Ricardians pictured is onc which takes
time. IHere, as in almost all their reasoning they neglected
the clement of time, and assumed that the results which
would presumably come, in the long run, do come at once
and without a hiteh. The mechanism of outflow of money
falling prices, inereasing exports, declining imports all this
automatic re-adjustment does not work out its results in
one year or two or three. It has been abundantly set forth
in the preceding pages how long a time must be allowed
before the eventual eonsequences appear, before the final
readjustment can be expeeted.’’* It can be therefore ex-
pecled that ¢ven under a gold curreney a large import of
gold consequent upon a series of good Indian harvests
would keep prices high in our ecountry for quite a number
of ycars.

The ‘‘sensitiveness’” ol a monetary system—which
means responsivencss of prices to international movements
of speeic does not in any sense depend direetly upon the
proportion of gold in circulation. The mattcr has been
well dealt with in Prof. Taussig’s masterly study on ‘‘Inter-
national Trade’’. He shows that the Canadian monetary
system is as “‘scnsitive’’ ag any and yet in Canada gold
money is almost all in Government vaults. So also the
¢‘classic instancc of marked and continuing sensitiveness
was that of (reat Britain before the Great War’’ and yet
in that system, gold ‘‘was of less direct importance in
cffecting payments than deposits’’. On the other hand,
in the case of Krance with the large circulation of actual
gold, there was sluggishness in the response to an inter-
national movement of specie’’.? India, no doubt, would

—

(1) Taussig, Intcrnational Trade, p. 276.
(2) Taussig, op. cit. pp. 200-—205.
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have benefited by the introduction of an auxiliary gold
currency, as regards the lacilitation of adjustment of ab-
normal balances. But that would have been the chief gain
to be expeeted from such change. It was nol to be ex-
peeted that a large circulation of gold coin would ensure
the ““sensitiveness’” or the automaticity of the system.

Sir James Begbie has argued that ‘“the reeent demand
Jor gold in India show a loss of confidence on the part oi
the public in the token rupee”’.  Coming from a former see-
retary of the Bank of Bombay, the statement was surpris-
ing, especially as he must have known of the hoarding
of rupces which in those days was on a larger scale than now.
So little has there been any distrust of the rupee in India
al any period, that those who have advoeated the ““de-
thronement of the rupee”’, from the days of Mansfield and
Trevelyan to those of the witnesses before the last Royal
Curreney Commission, have spoken with bated breath, and
under considerable apprehensions, as to the results of the
announcement of such a policy. The faet is that with our
favourable balanees and as long as the foreign investment
habit has not been developed the only way of adjusting
the [avourable balances is hy the importation of the pre-
cious metals. This state of things has as its results both the
heavy coinage ol rupees and the hoarding both of gold
and of rupees. In fact it is only when the habit of foreign
investment takes a firm hold on the people of India that
hoarding of speeie will decline. It is true that, for a couple
of decades, gold has been replacing rupees in the hoards.
But that phenomenon is not the result of any distrust of
the rupee. It is the evidence of the growing wealth of the
hoarding classcs and the inerease of their resources has led
to an enlargement of the unit of hoarding. It is a mere
assumption on the part of Begbie and Nicholson that the
only or even the main cause of hoarding of gold was the
distrust of the rupee, and that, ¢‘this late reversion to hoard-
ing on an extended scale is a retrograde movement’’.
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The cenfral fact in the hoarding problem is not the
distrust of the rupee-—it is the absence of the habit of
forcign investment on the part of a country which has usu-
ally favourable balances. Our ascetic ideals and our not
very high standavd ol living prevent the adjustment of our
balanceshy theinerease of commodily imports. Heneewe bring
home our favourable balances to a large extent in the shape
of silver and gold and the coinage of such silver has a ten-
deney to raise local prices; henee also the difficully of
adjusting the balances when the precious metals are difficult
to procurc or when silver rises in price. The problem can
be cnvisaged most elearly during the years 1917 to 1920,
beeause it assumed unsually large proportions and every
factor in the situation stood out more prominently than
ever before. There were a series of highly favourable
balances, the import of gold on any large seale was out of
the question and silver was rising in priees. There could
no possible room for suspicion, that in that casc, there was
a desire on the part of the authoritics to cnter on any
“fast and Lurious coinage of rupees’’. And yet, in spite
of all their reluctance and resistance, they had to coin
rupees in unprecedenied quantities, since there were such
rushes [or rupees that on occasions inconvertibility of notes
was in sight. The position in the war and post-war period
was in laet a magnified image of the pre-war situation,
and we can readily perceive the necessity of the coinage
rupees in such ecireumstances. It is noteworthy that in
the minority Report of the Curreney Committee of 1919,
Sir D. Dalal pointed out that the best way of adjusting
India’s favourable balances was to cultivate the practice
of foreign investments. While he was entirely in the right
in making this suggestion—or rather as he says in adopt-
ing it from the Governor of Bank of England—one eannot
agrce with him that the currency administration of India
had anything to do with the absence of the habit of
investment abroad or that the Government could have
taught the pcople to invest abroad by stopping the coinage
of rupees. That would have meant a refusal to satisfy a
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very urgent demand for rupces even at the cost of bringing
on inconvertibility of notes.

Prof. Nicholson argued that ‘‘after a certain point is
reached in the ‘nflation the general depreeiation in the
purchasing power of the rupee must be followed by a
specifiec depreciation as regards gold; and if this is the
case, then the main objeet of the whole poliey is defeat-
ed’’. But he did not explain why, after fourtcen years of
heavy coinage, the ““specific depreeiation of the rupee’’ re-
mained as far off as ever. The only explanation that oc-
curred to him was that, ‘‘in gencral the balance of trade
is in favour of India and so long as this halanee exists, the
voluine of rupees ean be inercased’’. This unqualified be-
lief in the power of trade halanees to keep up the exchange,
in the face of long continued inflation and of great changes
in relative prices, ean not bhe sustained now. And a very
relevant question from the point of view of economic the-
ory would be why the relatively high prices in India al-
lowed lavourable balanees 10 continue.  The purchasing
power parity theory, which so many of the later crities of
the pre-war curreney standard have aceepted, goes entirvely
against them herc; for according to that theory, the rate
of exchange between iwo countries tends to express the
ratio between the purchasing powers of the two eurrency
units. Even under the later form of the theory, which
regards the parities as ‘“‘the source of only rather long-run
influences’” on exchanges, the anomaly of the steady ex-
changes and high prices in India is inexplicable. For, surcly,
a deeade and a half is a sufticiently long period for the
influence of price parities to act on the exehanges.

To avoid, or to cxplain away, this anomaly a number
of suggestions have been advanced. One writer of dis-
tinetion has cxpanded Nicholson’s explanation by arguing
that in spite of the great inflation brought on in India by
the heavy rupee coinage, the foreign exchanges were not
affected adversely, ‘‘because she had certain essential com-
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modities which a foreigner is obliged to accept in place of
gold.”” Te further contends that, owing to the thinness of the
conncetion heiween the prices of those Indian goods which
enter and those which do not enter foreign trade, the prices
of the former class did not vise as a result of inflation,
though those of the latter class did. As a result, the rupee
maintained its gold value in spite of the rise of Indian
prices on the whole. Two observations might be made on
this line of reasoning. In the first place statisties do not
bear ont the view that the rise of prices in India concen-
trated itself of the non-traded goods; for the risc of prices
was largest in cases of hides and skins, and oilseeds and
oils, with cotton following elose on their heels. These are,
it is also to be noticed, competitive exports, and the rise in
the priee of jute which is a monopoly was smaller than
in their ease. Again the pertinent question might be asked
why the foreigner consented to pay larger prices in gold
even for the “essential commoditics™ after the inflation
than before.

Similarly, the authors of a valuable and suggestive
work on currency and prices in India which has been re-
cently published, offer the lollowing suggestion to show
why the inflation of curreney in India did not lower our
foreign exchanges: ““‘Some of the articles of export from
India are her exclusive monopolies. The monopoly articles
can bear a large inflation of prices without endangering
their production. Besides, there are many important pro-
duets in India forming a very large pereentage ol the total
internal trade, which run their life-history within the hor-
ders of this couniry. Their prices may rise very high
without calling for any adjustment of the exchange rate
or the foreign price-levels. II the eurreney is inflated, the
tendeney of the inflation would be to eonfine its operation
to the priees of these monopolics and loeal produets only”’.

The argument really comes to this—that it is in the
power of India through the instrumentality of inflation
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to extract larger prices for its exports from foreign coun-
tries—not only as expressed in the local currency—but in
gold. For, owing to the alleged inflation, the prices of our
cxports rose in terms of rupees; and since the exchange has
kept steady this means that, as the result of inflation on
our part the gold prices which we got for our exports have
largely inereased—inereased in lact in proportion to the
rise of prices as expressed in loeal currency. To take an
example, suppose as the result of the supposed inflation
the prices of raw jute rose by ahout 50 per eent in rupees
between the years 1905 and 1910.  Aectually, the exchange
remains at 1s. 4d. in spite of the inflation ; henee the infla-
tion cnabled India to obtain 50 per ceni. larger price in
gold from foreign countries. This, however, is an anomaly.
1f we were in a position, as monopolists in jule, to charge
a 50 per eent higher priee in gold why did we not do so
earlier? Why need we have waited for the inflation in
orvder to charge the higher prices? It is obvious that in
attributing the increased prices which we got for our ex-
ports to the supposed inflaution we are putting the cart
before the horse. The rise of prices was due to ‘“the im-
mensely enhanced demand for commodities of cxport”’,
as has been ineidentally admitted by our crities. It is
this larger gold price for jute which, translated in terms
of the fixed 1s. 4d. exchange, caused us to have eorrespond-
ingly higher rupee prices for the jute. The extra coinage
was in fact a result of the proeess and not the cause. This
inference is strengthened when we find that, in spite of
the supposed inflation in India, and the larger priecs which
had to he paid by the foreigner in gold, the demand for
our export staples continuously inereased. A country
might inflate its curreney, but that process cannot enable
it to obtain higher gold prices for its warcs—Iet alone in-
duce a growing demand for them. When we consider
the risc of the gold prices of a number of articles of our
export between 1900 & 1912 we can be certain that local
inflation could not possibly be the cause of that phenome-
non. Thus, between these years, hides and skins rose by
0-—-22
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30 points as regards gold prices, oil seeds rose by over ob
points while cotton and jute were not far behind. The
very peeuliar dispersion of prices is not accounted for by
saying that in the ease of India inflation had only a spe-
cial and limited action and that it ¢‘confined its operation
to the prices of monopolics and sheltered products only’’.
As has been well put, all eountries have their sheltered
and unsheltered artieles; India is not peeuliar in that rcs-
peet.' If indeed inflation in India had concentrated its
influenee on some commodities of local consumption, leav-
ing the prices of other locally produced goods unaffected,
the result must have heen that the sales of the former
class of goods in India would have fallen off ; for the pro-
ducers of the latter class of articles would not have had
the means to buy the goods which alone have risen in
value, Unless indeed the prosperity due to ‘‘the immense-
ly enhanced demand for Indian commodities of export’
had spread itselt widely, and had favourably affected most
Indian producers, we would have experienced a fall of
the demand for many of the articles ol local consumption.
Ior, unless Indian producers in general had shaved in the
prosperity of the cpoch, the demand for hoth loeally pro-
duced and foreign articles would have fallen off neeessarily.
There is however no traee or suspicion on such a deeline
of demand.

In the course of recent curreney controversies in India
the Quantity theory has been very energetically attacked
by some advoeates of gold currency, beeause that theory
has been recognised as lending support 1o the God Ex-
change Standard. TIn this connceetion it might he pointed
out that while the Quantity theory forms certainly part of
the ground-work of the Gold Exchange system it is also the
theoretical hasis of the idea of the automatie nature of the
gold currency system. For the idea of the automatic cha-
racter of a gold currency is based upon Ricardo’s theorem
about the distribution of the precious metals, and this latter

(1) Prof. J. C. Sinha in the Modcrn Review, July, 1927,
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is, in its turn a corollary of the Quantity theory. Indeed,
one might go further and assert that the very idea ol any
kind of automatic currency assumes the truth of the Quan-
tity theory.  Attention might also be drawn on the other
hand to the faet that these are eminent advoeates of the
Gold Exchange Standard who do not aecept the Quantity
theory. Thus, 1o give an example, Prof. Nogaro does not
aecept the Quantity theory, and is yet a great advoeate of
ihe Gold Exchange Standard.

a2y ing dealt so far with the views of the Begbie-Nichol-
son school we might now advert to the statistical study of
the problem by Prof. Kemmerer. That cminent writer
has made no partial study of the curreney and price prob-
lem, but has eomprehended in his study other very rele-
vaut lactors like the volume of production as well as that
of trade and the statisties of railway transportation. As
a result or his discussion, he finds that hetween the years
1892 awd 1907 the average index number of production in
India rose from 100 to 140 and thal of foreign trade and
transportation from 100 to 165. The conelusion drawn
by Prof. Kemmerer might be effeeted quoted.  ““Inag-
much as in India the great bulk of business is hy means of
cash rather than by hank eheques, and as under the inertia
ol oriental custom there is probably little change in the
rate of a moneiary turn over [rom ycar to year (except
in times ol [amine), this large incrcase in business to be
transacted at a higher priee level required a great influx
of rupecs into the Indian cireulation’’.(*)

The Nature of the Exchange, prices and Currency
problem in India (1900-1914),

Contemporary developments of theory might assist us
in trying to solve the problem with which we are dealing,
That problem consists of an apparently anomalous combi-

——— e e e e —m

(1) Kemmerer, op. cit., i;p. 96—99,
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nation of high prices, stcady cxchanges and favourable
balances of trade. 1t has been shown by Prof. Taussig and
other eminent economisis that a [avourable position as
regards international trade oceupied by a country (owing
to an inercased foreign demand for its goods) is reflected
both in the money incomes prevailing in such a country
and, under certain eonditions, in her price level. Those
countries have high money income ‘“whose labour is cffi-
cient in producing cxported commoditics and whose ex-
ported commoditics command a good priece in the world’s
markets”." The inercasing demand from other countries
for Indian exports it can be shown gave India such a
favourable position in the first decade of the present
century,

Contemporary statisties of income tax and wages
show a corresponding rise of income in India. As regards
the prices of ““domestie’” goods in such a country, Taussig
argues that ““the range ol domestie prices within a country,
as compared with the range of priees of the same things in
other countries depends upon the cfficieney of labour pro-
ducing commodities that do not enter international trade’’.
In fact a rise of prices will follow if the efficiency of labour
is comparalively small in the production of such ‘‘domes-
tie”’ goods, or, one might add, if the law of diminishing rc-
turns is acling in the produetion ol several of such eom-
moditics. It can be casily seen that this line of analysis is
applicable to the conditions prevailing in India during the
period in question. The incercasingly Favourable balances
of trade since the beginning of the prescnt century, and
the changes in the relative values of exports and imports
represent a position of increasing advantage in interna-
tional trade for India. An expansion ol eurrency followed
—it did not precede-the growth of trade. Soon after the
growth of our exports we find an accumulation of gold in

(1) Prof. Taussig, Principles of I'Jconomics,“ (Edition of
1911), Vol. I, pp. 503—504. See also the same author’s Inter-
national Trade, pp. 27—33, and J. W. Angell, op. cit, p. 104.
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the Paper Currency Reserve aud a corresponding demand
for Rupees. Since gold was offered to obtain local cur-
rency, we can have no doubt that the demand for loeal
currency was a genuine (rade demand.  Then, again,
many of the peeuliavities of the dispersion of prices in
India can be accounted for, without any vesort o the assup-
tion of monopoly conditions heing necessary. For exam ple
the very large rise in the prices of food grains and build-
ing materials can be fully accounted for by the fact that
the additional purchasing power in the hands of a compa-
ratively poor population would first he expended o ad-
ditional food and housing accommodation. In the ease of
food grains we have also to take account of the prevalenee
of conditions of diminishing returns.

The improvement in the position of Iudia regarding
loreign 1rade is obvious from the better priees, which she
obtained for a vastly growing volume of exports. Thus
the ‘Prices Report’ shows that owing 1o the greater rise of
the priees of her exports compaved lo those of her im-
ports, India gained annunally over a erore of rupees dur-
ing the period Irom the year 1895-1896 1o 1899-1900.
That grain inercased during the next quingquennium to
over three crores per annum. It rose to over 14 erores
per annum in the suceceding quinquennium, and to the
sum of 34 crores of rupcees for cach ot the years 1910-11
and 1911-12. The wmethod adopted has been to take the
declared values ol the exports year by vear and their
values at the average prices which prevailed during the
basic period; and the same procedure has been followed as
regards the imports.' These figures give us an approxi-
mate idea of the favourable change in the barter terms of
trade in the case of India. They show in the first placc
that ‘‘a given physical quantity of imports was purchased
for a steadily deelining physical quantity of exports’’, as
Taussig would say. They show, in the second place, the

(1) Report on the Rise of Prices in India (1914), p. 139,
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period of time when the barter terms of trade began to
alter in favour of India viz., about the ycar 1895-96, which
was also the exaet point of time when a general business
revival followed in the world upon the depression of 1893-
94. Thus the price statistics of the Report which we have
been quoting are eorroborated by the history ol business
cycles, as indeed was to be cxpeeted.

The following figures taken from the official ¢‘Index
Numbers of Indian Prices 1861-1926°° will also help to
indicate the improvement in the terms of trade and
foreign demand in the ease of India during the whole period
with which we are dcaling.

A VTS oy RS YRR

- ot sl | or il
' l (Prg::;ex{;;:;;dg 100) (unwerghted.)
1899 100 87
1900 124 96
1901 116 96
1902 113 86
1903 103 88
1904 104 93
1905 116 96
1906 139 106
1907 1456 116
1908 151 106
1909 133 99
1910 127 109
1911 136 . 113
1912 145 117
1913 154 117
1914 160 114
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Not only India, but all countries mainly exporting
raw materials, have been gaining by factors like the fall
of freights and the constantly growing demand from in-
dustrial countries, as new industries kept starting in these
lands. As Dr. Marshall has observed, countries in the
position of India ‘‘have gained all round: they have gain-
cd by lowered cost of transport, and they have gained by
the lowered cost of manufacturc of commodities for direet
use; and that almost equally whether these goods are manu-
factured by themselves or imported. For competition eom-
pels England, Germany and other western countries to
give to consumers almost at onee the full benefit of any
ceonomy in manufacturing processes which they have ob-
tained”’,

It is evident that the true causal sequence ran during
the period from the growing and intense demand for a num-
ber of Indian produets, through an inerease of currency, {o
the general rise of priees in India. The rise of price in India
was due and was able to sustain itself, over a long period
hecause the forcign demand for India’s products was be-
coming more intense; and thus the main factor in the
situation—the advantageous position which India oceupied
in her foreign trade—was steadily becoming more conspicu-
ous, through more than a deeade of the world’s commereial
and industrial prosperity. It is noteworthy, in this con-
neetion, that the year 1914 was very likely the last year
of a great cycle of prosyerity throughout the world. In
his study of ‘‘Business Cycles’’, Mr. W. C. Mitchell has
noted the general business prosperity of the years 1897-
1902 and ‘‘the world-wide march of prosperity in 1905
and 1906’ ending with the erisis of 1907, After the brief
general depression of 1907-1908, of which the cffects were
felt in India also, there was a revival of world prosperity
by 1909-1911.® That this increasing foreign demand for
India’s produets (i.e., the growingly advantageous posi-

(1) W. C. Mitchell, Business Oycles, p. 78.
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tion of India as regards foreign trade) was the main fae-
tor in raising and sustaining Indian prices, and that the
causal sequence runs from it, is shown by our price statis-
tiecs. While the large inerease of currency in India began
after 1905, the prices of India's staple exports had been
rising long before that year. Thus, the prices of hides
and skins had ‘‘gonc on increasing continuously since 1890°°,
Oil seeds marked a very great rise of prices in 1900 or
¢ven carlicr. In the case of jule, prices rose steadily upto
1896 and continued to do so, on the whole, in spite of ex-
tension of cultivation. Thus, long before the large coin-
ages of rupecs, the growing advantage of India in foreign
trade has asserted itsell unmistakably in the way of rais-
ing the priees of our staples and, on the whole, those articles
of trade still led the way as regards prices,

The effects of the great loreign demand for Indian
staples and of the cyeclical movements of business in the
world on Indian currency.and exchange are well summaris-
ed by Mr. Hawtrey in his masterly work on ‘‘Currency
and Credit’’* He argues that ‘‘the predominant influence
as regards Indian Exchange is the world movement of
credit with the consequent alteration of the depreciation
and appreciation of gold.. . ... The people can absorb rupees
when they can sell at high prieces, and they can sell at
high prices when gold prices generally are high. The
jute and cotton crops of 1906 sold at good prices because
credit was expanding in Europe.....If Indian traders d¢
not raise their prices they will sell all the more to Europe;
if they hoard the rupees that they receive and do not spend
them, they will buy all the less; their capacity for absorb-
ing rupees will be augumented in both ways’’. The cffects
of the improving position of India as regards foreign trade,
and of the cyclical movements of foreign prices, on the
absorption of currency and rise of prices in India could
not have been better put.

(1) pp. 339—40,
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The same view was emphasised by Prof. Gyan Chand
in the course of a memorandum presented to the Royal
Currency Commission: ‘‘The real cause of the increase of
currency was, as already stated, the rising balance of trade
in India’s favour, which could not liquidate in any other
way. The Exchange Standard before the war did not give
us stability of prices or provide for temporary expansion
of currency but it is wrong to attribute this defect to the
absence of a larger volume of gold in circulation or incon-
vertibility of rupees and notes into gold. The departure
from the recommendations of the Fowler Committee, which
is often spoken of as a grave offence of the Government of
India, may be taken exception to on the ground that the
latter drifted into a position the full significance of which it
failed to appreciate on account of the absence of a well-
defined currency policy; but a stricter adherence to their
letter and spirit would not have given us a more stable level
of prices or relieved the seasonal stringency in the Indian
Money Market. Marshall’s well-known analogy that stable
exchange is something like bringing the railway gauge of
the country in unison with the main line is often quoted in
the writings on Indian currency questions, but its full bear-
ing on our economic life is generally overlooked. The com-
mereial contact of India with the world has since 1900 be-
come much closer than before, and the presumption is that
the lag of the Indian price level behind the level of world
prices has been made up during the period. This fact in
itself would go a long way to account for the higher rise of
prices in India than elsewhere before 1914, which is so often
laid at the door of the Exchange Standard; but as it is
difficult to give any statistical evidence in support of the
conclusion, it is not given prominence in pointing out the
erroneous nature of the arguments used against the pre-war
Exchange Standard in India.”’

We have noted above how the rise of prices in the
world and the favourable change in the demand for India’s
Q—23
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produets led to the maintenance of the higher Indian Es
change as well as to a higher volume of currency and
price-level. The rise of exchange was achieved, be it noted,
in spite of the severe famine which marked the end of
nineteenth century in India. We have now to turn to a
temporary situation of the opposite character, and to show
how quickly and deecisively a world depression can affect
the Indian Exchange adversely and can render incre-
ments of currency superfluous. It was not merely the par-
tial famine which turned the exchanges against India and
rendered the rupee coinage of the year 1907 superflous,
but the general depression abroad. For in 1907 there was
a breakdown of the credit and banking system in Ameriea.
In England and Germany, too, it became evident that the
climax of the boom had passed and the rise of prices had
slackened. These influences made themselves felt at onee on
the demand for currency in India. As Sir L. Abrahams
put it before the Chamberlain Commission, ‘‘there has
been one occasion when it may fairly be held that there
was an excessive coinage of rupees, in 1907, and in order
to prevent anything of the kind recurring, a better schemes,
and a more economical scheme of coinage has been laid down
and is now followed’’?

Theory of the Inter-relations of movements
of money, prices, and exchanges,

It scems desirable to proceed further and to glance at
the contemporary developments of economie theory as re-
gards the inter-relations between price-levels, balances of
trade and exchanges. In the works of Mill and Goschen
the rate of exchange and the price level were believed to
be fundamentally determined by the balance of payments.
During the last decade, the pendulum swung towards the
opposite extreme; and, under the inspiration of Cassel,
the determination of exchanges was ascribed to the state of
relative prices absolutely—the balance of international

(1) Q. 886,
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payments being denied any say in the matter. Prof. J.
A. Angell informs us in his illuminating study of Inter-
national Prices that ¢‘the new theory has met with a wide
and in the main quite uneritical acceptanece in England’’?
It might be added that in India, too, some economists have
accepted it too whole-heartedly; and it has been mainly
utilized, so far, as a weapon against the Gold Exchange
Standard system. Tables have becn compiled correla-
ting the rise of the volume of circulation and the price
index numbers, while factors like the balance of payments
are denied all influence in the matter. But no attempt
has been made to go back to the main factor of which prices,

Exchanges and balances of trade are all the common pro-
duects.

The theory of Cassel, however, did not long remain
unchallenged in its first and eruder form. True, the older
idea of the balance of payments being the only factor which
determines the rate of exchange was not revived. But a
number of economists criticised the views of Cassel, on
the ground that purchasing power parity was itself a funec-
tion of the rate of exchange. Consequently, as Nogaro
pointed out ‘“no certain conclusion is to be drawn from a
fairly general correspondence between the rate of exchange
and the respective purchasing powers of a currency on the
internal and external markets’’.’ On similar lines the
theory of Cassel was eriticised by Aftalion and more re-
cently by Bonnet. Taking a balanced view of the prob-
lem, Bonnet has argued that the foreign exchanges are in-
fluenced by a multiplicity of factors which the older theo
rists did not quite ignore, but which deserve to be stated
more clearly. All doctrines, he adds, which systematically
attribute the variations of such exchanges to one single
factor are false. Neither the resultant of balance of pay-
ments nor the price position can be the sole determining

(1) Angell, op. cit., p, 192.
(2) Nogaro, op, cit, pp: :168—164,
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factor in the matter. TFinally, Bonnet emphasised the re-
ciprocal influence of exchange and price levels.*

The present position of the great controversy which
has taken place during the last decade on the topie, has
been admirably deseribed by Prof. J. W. Angell in his
work on International Prices: <‘The first solution tried was
the price-parity theory. Kxpericnce soon showed, how-
cver, that the earlier forms of statement contained many
defeets, and the price parities have now been relegated to
a rather long-run, normative position. Although no com-
plete alternative theory has yet been worked out, the tend-
eney in recent years has been to admit the dominance of
the balance of payments and the exchange rates in the
ficld of short-time fluctuations and to seck the common
origin of both price and cxchange movements in some
antecedent general conditions’’.2 1In the case of India,
during the period which we are studying, this antecedent
causc has been found to he the increased foreign demand
for Indian exports, while, further, the short-term sequ-
ence of events runs from the side of the highly favourable
balance of trade.

The above considerations lend support to the view ad-
vanced in thesc lecturcs that in the case of India the ulti-
mate factor dominating the foreign exchanges, prices levels
and balances of trade is the world’s demand for our staples
—which of course depends on the existing phase of the
business cycle and the cyclical variations in world prices.
The fluctuations of this demand is the great dyna-
mic factor in the economic situation of India at any time.
The causal sequence starts with this factor which
acts on the balance of trade of India and, though such
balances, on the amount of currency in the country, which
in its turn exerts its influence on the Indian price level.

(1) Bonnet, Les Ezperiences Monetaires Contemporai;a;a;
pp. 171—172.

(2) J. W. Angell, op. ¢it. pp. 198—199,
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Thus these various factors are found to be intimately re-
lated ; and the anomalous situation of rising prices, inercas-
ing currency, and stable exchanges which marked the first
decade of this century in India is adequately explained.
While this is the long-period point of view, there is no harm
in saying, from the short-period point of view, that the
causal sequence runs from the side of balance of trade.
For, with each period of favourable trade balance the ab-
sorption of currency in India was sure to grow. The sequ-
ence of events during the period can be shown to support
this view of the situation. In the case of other countrins,
where the habits of forcign investment and of the use cf
paper money are developed, the influenee of favourable
balances on the currency situation would be smaller. Rut
in the case of India, the favourable balances of trade are
brought home in & way which must act dircetly in iucveas-
ing the volume of currency and in raising prices.

Thus, in the period of 1900-1914 the favourable balan-
ces came first and led to an insistent demand for Rupees.
Even as carly as the year 1900, we find the Government of
India, perturbed at the great demand for rupees. That in
coining the additional rupecs, they acted reluctantly was
obvious. They were genuincly afraid of ‘“the evil effects
of what may in future turn out to be excessive additions
to the coinage’”. But they had little choice in the matter,
as there was an ‘‘uncxpectedly rapid accumulation of gold
in the Currency Reserve’’. The admittedly rapid inercase
of the rupec coinage had to continue; since the want of
rupees led to the failure of treasuries to cash notes and a
discount had appcared on the notes. While, in case of the
year 1900 these iradec dcmands were partly streng-
thened by those caused by famine, the ‘‘suddenness and
the extent of demands’’ in later ycars were on account
of growing trade alone. As the best means of guarding
ourselves against a sudden depletion of the rupee portion of
our Currency Reserve’’ a silver ingot reserve was form-
ed in order to accelerate the rupee coinage.
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The increasingly favourable balance required more coin-
age for its adjustment and cach large harvest required more
money for moving it. It is to bc noted further that the
records of favourable balanees had alrcady been made in
the quinquennium ending 1903-04, while Indian prices be-
gin their upward ascent markedly only from 1905. Thus
looking at causes and cflects in the short period, we find
that at cach step forward, the rise in balances of trade was
the condition preecdent ol inerease of currency and rise of
prices. But if we take the long-period point of view ex-
tending over a decade or more, we sce that the inerease of
forcign demand for India’s staples was generally speak-
ing the prime cause and the nceessary eondition of all the
Tactors in the situation that we arc considering—the favour-
able balances, the maintenance of the cxchange ratio and
the rise of incomes and prices through the importation of
the precious metals.

Our conclusion iy that those eritics of the Gold Ex-
change Standard who aseribe the instability of purchasing
power of the rupec to the nature of that monetary system
arc laking a narrow view of the great and complicated
monetary problem of those days. There were other great
factors in the situation—the growing demand for Indian
staples, the want of the habit of foreign investments and
the absence of banking development for controlling credit
and currency; and the influenece of these domi-
nating circumstances is neglected in the line of
criticism which we have been examining. We have
secn how the absence of the practice of foreign investment
tends by itsell to an undue enlargement of the rupee cur-
rency in the process of adjustment of favourable balances.
‘We have also to remember that the proper regulation of any
currency depends largely on the disecount policy followed
by the central banking institution, and that in the mainte-
nance of the parity of a currency with gold a wise dis-
count policy has a large share. As is well-known there
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was no banking institution in India, at the period of
which we are speaking, to undertake this duty. It is un-
fair to negleet all these hindrances in the case of India,
which would have materially impaired the efficiency of
any other curreney system working there under the cir-
cumstances. It might be admitted that the currency sys
tem as practised in India before the war was not yel per-
feeted ; and yet, as Prof. Kemmerer has observed, even ke
it was far more automatic than its eritics—who desired to
supplant it by a gold currency system—supposed.

Nor should we forget that in India the development
of the Gold Exchange Standard system was cut short ly
the War. The introduction of statutory regula-
tion for the Gold Standard Rescrve, would have gone far
to secure the automatic working of the system. Such a
statutory obligation—to sell reverse councils whenever need-
ed and to lock up the proeceds of such sales in the (fold
Standard Reserve—would have secured that automatie con-
traction of currenecy of which the necd has so much em.
phasised. The contraction of the curreney would have then
ceascd to depend on any oncs’ discretion. In the second
place, banking development and centralisation were sure to
have been achieved in time, and then our currency reserves
would have been no longer divorecd from the bankinz re.
serves; while the same devclopment of banking would have
greatly inercased the efficienecy of the working of the Gold
Exchange Standard. Indeed, a marked development of
note circulation under the @gis of a central bank might
have gone far to relicve the system even from the fear of
a rise in the price of silver. The locus classicus for the
study of this line of potential development of the Gold
Exchange Standard is that portion of the evidence of Sir
Basil Blackett before the Royal Commission on Indian
Currency and Finance of 1924-25 which deals with his
idea of making the Indian Curreney System automatic.’

(1) Royal Commission on Indian Curre;;cy (1925-26),
Q. 9,989—10,179,
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Tt might be said to form a highly interesting post-
eript to the history of the Gold Exchange Standard in
India. The first step in this line of development of the
system would have been, as we have already seen, the fixa-
tion by statute of the gold import and export points ‘‘with
reference not to sterling only but to gold standard coun-
tries generally.’”” That would have made the currency of
India as automatic as any other currency in the world.
The above step would have been supplemented of course
by statutory provisions regarding the utilisation of the
reserves. The edifice of reform would have been erowned
by giving over the management of the system to a central
bank for India whose management of discount poliey would
have insured the automatic expansion and contraction of
curreney, as well as the maintenance of exchange within
gold points. Any danger from a rise in the price of silver
would have been removed, as has been mentioned abova,
by the gradual substitution of notes for rupees which
would have been ‘‘convertible absolutely into foreign ex-
change’’ or into gold for export. In time, then all future
issues of eurrency would be made against an increase in
the holding of gold and, in faect, the paper currency as
well as the rupee would hbecome convertible into gold
bullion. It is obvious that the line of devclopment thus
projected would have ended by assimilating the pre-war
currency system of India to the Gold Bullion Standard
system based directly on the teaching of Ricardo.

Recent controversy in Europe regarding
Gold currency vs. the Gold Exchange standard.

To the student of the Indian monetary controversy,
which has gone on since the beginning of the present cen-
tury, it might be interesting to turntothesimilar controversy
which has been carried on, mainly in Germany, during the
last decade or so, and to observe the lines of argument
which have been advanced there on the subject by either
side, Fortunately for us, while many volumes have been
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written upon the subjeet, Dr. Bruno Moll of the Leipzig
University has developed the main issues in a convenient
form very recently in a valuable pamphlet, and we express
our obligations to him. Much has, naturally been made
of the fact that the gold currency system has nowhere
stood the shock of the war. But the main emphasis has
been laid, as was to be expeected, upon the concentration
of gold resources in the central reserve under the Gold
Exchange Standard, and upon the advantages accruing
therefrom. The larger gold reserve which is possible un-
der the Gold Exchange Standard is demonstrated not only
to have a greater psychological impression and effect both
at home and abroad, but, as it is noted, it becomes less
sensitive to gold drains and more capable of withstanding
them. Onc result of this, it is contended, is the possibility of
a lower and more steady discount rate under the Gold Ex-
change Standard. Under the Gold Currency System, on
the other hand, given the same circumstances, the eentral
gold reserve must naturally be smaller, and hence the dis-
count rate must be manipulated oftener and more sharply.
The greater economy of the Gold Exchange Standard sys-
tem is also admitted, and it is further pointed out that
the proportionately larger gold reserve which is possi-
ble under that standard renders possible the ¢ Valuta poli-
tik’> on more comprchensive lines without any fear of a
considerable reduction of the Gold Reserve.

The opponents of the Gold Exchange Standard ad-
vance the view that the gold currency system is more auto-
matic in character, while the automatic working of the
Gold Exchange Standard depends upon the diseretion of
the central bank or other currency authority. But, on the
other hand, it might be pointed out that the experience
of gold currency countries like England, France and Ger-
many before the war, and that of the United States since
the formation of the Federal Reserve System shows that
the automatic working of the gold currency system is
only a myth. For, under it the supply of the currency had

Q—24
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to be manipulated by changes of the diseount rate the
policy of premium on gold, or sales of securities by the
central bank. Another argument has been advanced by
Prof. Mises and others against the Gold Exchange Stand-
ard to the effect that the general adoption of that system
by Europe would perpetuate a state of things under which
a very large proportion of gold would be left in the United
States and under which the policy of the Federal Reserve
Board would play the dominant role. But to this argument
the best answer has been given by the recent course of
events which show that the process of the distribution of
the abnormal gold supply in America is going on effective-
ly in spite of the absence of a gold currency in European
eountries



LECTURE V.

We have now to trace the reaction of the war on the
currency system of India. It is noteworthy that during
the first two years of the War the system stood the
strain of the abnormal circumstances exceptionally well.
The tendency towards the weakening of exchange which
was manifested at the first shock of the erisis was met
and remedied immediately' by the action of the Govern-
ment in declaring a standing offer, from the 3rd of
August 1914, to sell sterling bills on London and to sup-
port the exchange by all means in its power, in strict ac-
cordance with the recommendations of the Chamberlain
Commission. Another improvement on the practice of
1908 was that no gold was given out to private persons. The
result was satisfactory, and by 1915 high ratecs of ex-
change were ruling.

Problem of the adjustment of Balances of trade.

In 1915 a new phase of the situation became appa-
rent and there arose the problem of the abnormally large
balance of trade. India had had to face the same prob-
lem at the time of the American Civil War; but the prob-
lem had become doubly more difficult during the Great
War. There was no possibility now of adjusting the bal-
ances by increased imports of the precious metals—es-
pecially gold—and the favourable balances of trade, which
were much larger than ever, increased in a crescendo move-
ment. Consequently there arose an unprecedented demand
for Council bills and a pressure on the rupee balances
accompanied by a vast absorption of rupees. As Sir L.
Abrahams put it, the Secretary of State and the Govern.-
ment of India ceased to command adequate supplies of
Indian currency and hence could not maintain the offer
to sell Council Bills without limit, Steps had therefore
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to be taken to economisc the currecney. From 20th of
December 1916 the Council bills were limited to a fixed
weckly amount, and thus, a limit was set to the facilitics
given for the remittance to India. Another modification
of the former system, duc in part to the great demand
for Council Bills, was the sclling of such drafts at fixed
rates from 3rd January 1917. This had heen rendered
necessary by 1917, sinee ‘‘it became clear that a fixation
of rates by mutual agreements among the Exchange banks
in India could not be attained”. Irom the same date
the Council Bills were only sold to the chief Exchange
banks and to a few firms of special eminence.

Rise in price of silver,

We have scen above that the rising balance of trade,
combined with the difficulty of obtaining gold and the
fall in the net imports of treasure, had caused some modi-
fication of the older system. But by 1916-17 still another
factor had come to the forec which was destined to have
a far greater cffect on the working of the system. As
Sir Basil Blackett has obscrved ‘it was essentially the rise
in the price of silver which upset the Indian currency
system’’(*). One important cause of the rise in the price
of silver was, of course, the fall in the purchasing power
of gold; and another powerful course was the demand of
India, and later on of China, for more silver curreney.
The rest of the British Empire showed also an increased
demand, as did some other countries. This great
increase of demand coincided with a fall in the produc-
tion of silver. Hence, through the years 1916 and 1917
the price of silver kept rising, until by August 1917 a
point was reached at which the exchange value of the
rupec at 1s. 4d. was equivalent to its bullion value(?).
This rise and the subsequent increases in the price of silver

(1) Financial Statement for 1923-24, paragraph 25.

d(zz 2) Report of Currency Committee of 1919, paragraphs 18
an .
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necessitated corresponding rises in the exchange. The rupee

had cut its moorings with its old rate which had bcen
maintained for twenty years.

But neither this great rise of exchange nor the issue
of sovercigns could reduce the pressurc on silver. By
December 1917 the authorities had been anticipating grava
difficultics, and the year 1918 witnessed the most serious
runs on the rupec rescrves. Even the arrival of the
silver from America under the Pittman Aect did
not reduce the demand for rupeces, which continued in
the year and was at its highest in December 1918. ¢“In Janu-
ary 1919, we were compelled to consider how far we shonid
restrict the issues of silver at the currency offices. We
did not take any legal powers to do s0; we simply took
our stand on the administrative inconvenience and im-
possibility of issuing actually over the counter daily sums
like 40 and 50 lakhs’’().

As the price of silver rose further the situation be-
came even more critical. ‘‘The difficulty of obtaining
adequate supplies of silver to meet the insistent demands
for currency nceessarily brought the Government of India
face to face with the problem of the inconvertibility of
their note issne. It is sufficient to say that by dint of
various artificial aids, such as the withdrawal of extra-
legal facilities for local cneashment of currency notes, the
prohibition of the export and import of coin and bullion,
and of the booking of coin by rail and stcamer, and (as
soon as victory in the war was assured) by successive turns
of the screw in the matter of forcing the use of paper
currency, the Government of India managed to carry on,
frequently in a hand to mouth sort of way’’(*).

An incidental but remarkable result of the rise of
silver in pricc was that the rupee ceased to be a token

(1) Mr. Gubbay’s Evidence Q. 255—256.

(2) Mr. Gubbay’s Memorandum for the Currency Committee,
paragraph 10,
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coin for some time. It might be even said that the
standard in India was for some time a quasi-silver stand-
ard. Henee we note a close conncetion which existed be-
tween the rate of exchange and the bullion value of the
rupee for over three years. The correspondence would
have been closer and India would have been even nearer
the silver standard il the proposal for moving the
exchange value oi the rupee upwards and downwards
with the value of silver which was advanced before the
Currency Committee of 1919 had been adopted.

1t is very important and nccessary to emphasise the
influence of the risc of the price of silver upon our mone-
tary standard, and the close connection between the then
high price of silver and the exchange value of the rupee.
For some writers have reeently contended that there was
no rcal conncetion between the rise of the price of silver
and the appreciation of the rupee in terms of the ster-
ling. They have also adversely criticised the Currency
Committec of 1919 for ‘‘putting the rise of silver in the
fore-front of the causes explaining the rise in the Indian
Exchange®’. 1i is of course true, as they argue, that the
rate ol cxchange is influenced by relative prices. But it
is an crror to accept the Purchasing Power Parity doe-
trine in its carlier and absolute form, and to assert that
no other factor cxcept relative prices can influence
foreign exchanges('). In fact, the monetary conditions
of India in the period which we arc discussing constitate
a good case for illustrating the shortcomings of
the doctrine as it was first expounded. If the great and
growing balances of trade of India were to be adjusted,
and the inconvertibility of our paper currency was to be
avoided, then more rupces had to be coined. It was in
this way that the constantly rising price of silver exerted
a direct nfluence upon the exchange value of the rupee.

Pur c(hn ll!or the sh;rtcl(;mixégs of the earlier statements of the
asing rYower Parity doctrine, See J. W. ell . cit.
66. 249—300; 153—164, Angell, op. cit,
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It was in this sense, as Mr. Keynes put it, that ‘‘what
has actually been the moving factor in the Indian cur-
rency policy has been the shortage of silver’’. By raising
the exchange value of the rupee, he added, ‘‘the Govern-
ment of India would be given the opportunity of paying
up to a very high price of silver('). That was one ground
on which Mr. Keynes supported the raising of the rupee
exchange. The other reason, which he considered even
more important was that the higher ratio would dispel
‘“the danger of the high level of world prices extending
itself to India’’.

As in spite of unprecedented efforts it was not pos-
sible to increase the coinage of rupces in proportion to
the rising tide of demand, the paper currency issue soon
began to expand at a great rate. Between 1914-15 and
1917-18 the (average) gross circulation rose from 64,04
lakhs to 101,77 lakhs. ‘‘In 1917-18 the increase was 1214
crores ini the average cireulation, while in 191S-19..
this incrcase was 42 crores’’(*). Henee by 1920
the circulation was 174 crores. Beginning with the
Act 5 of 1915 which raised the fiduciary issue
from 14 crores to 20 ecrores, no less than seven acts
carried on the fprocess, until Act 21 of 1920 raised the
limit to 120 crores. As the Currency Committce of 1919
summed up the matter, ‘‘during this period the gross
circulation of notes had increased nearly three-fold, while
the percentage of metallic backing has decreased by near-
ly one-half”’.

The rapid expansion of the note issue during and after
the war, led necessarily to the great increase of securitics
in the Paper Currency Reserve and to a proportionateredue-
tion of the gold and silver in it. Had it been possible to
follow out the recommendations of the Chamberlain Com-
sion about the composition of the Reserve, the metallie

(1) Indian Currency Committee of 1919, Q. 2,724—2,728.
(2) Cf. Gubbay’s Memorandum for the Currency Committee,
paragraph 10.
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reserve would have reached the size of 100 crores by 1920;
but actually it was about 60 crores at the end of 1919.(?)
In a valuable memorandum on the subject which at once
sums up the lessons of the war and makes valuable sugges-
tions, Mr. H. F. Howard discussed the desirability of
limiting the investments to a total of 50 per cent of the
average gross circulation of the three previous financial
years. As a corollary of this, the metallic reserve would also
have a minimum proportion of 50 per cent. as he pointed
out further ‘‘any issue of rupee securities to the Paper Cur-
reney Reserve in India represents a permanent immobilis-
ing of that portion of the Reserve.’” He would also keep in
view the desirability of reducing our Treasury Bill holding.
He did not contemplate ‘inecreasing our permanent rupee
investment until our bloated Treasury Bill Investment is
reduced to more normal dimensions’’. (2)

The ecentral problem before the Committee of 1919
consisted of the rising price of silver and the growing and
insistent demand for riipees which were causing heavy pres-
sure on currency reserve. Some way had to be found out
of a position in which there secmed no course to be open
for the Government except to be ‘‘saturating India with
silver at faney prices.”” A cirele seemed to have estahlished
itself out of which there appeared no means of escape. It
consisted of large favourable trade balances, large pur-
chases of silver at fancy prices, and heavy coinage of
rupees leading to a further rise of prices. Each year’s
purchase of silver by India, contributed to a rise of prices
of silver for the next. Now that the situation is a matier
of the past, we can sec that it was a temporary affair. But
at the time there seemed to be no way out of the labyrinth
of rising prices, favourable balances and purchase of more
gilver. Criticism has after the event, unduly simplified the
problem before the Committee, by isolating individual fae-

(1) Q. 5,647 and Currency Committee’s Report, paragraph 79.
(2) Mr. Howard’s Memorandum for the Currency Commjttee,
Vol. III, p. 29—387.
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tors in the situation—for example, the rise in price of silver
—and arguing that each particular factor was bound to be
a temporary matter. But the rise in price of silver was
but a vesult of the favourable balances of trade of India;
and these latter again, were in their turn bound up with
the post-war boom, which seemed to be only begmainz when
the Report was written. How bewildering the situation
appeared at the time can be judged from signifieant facts
like these—that in the Minority report a suggestion was act-
ually made to break the chain of events and make favourable
balances impossible for the time, by means of a system of
export duties imposed on all our exports indiseriminately ;
and that a Chamber of Commerece advoeated ineonvertibility
as being the only alternative ¢‘if India was not to be the
play thing of the silver speculator.”’

The complexity of the problem before the Committee
was increased by the fall in the value of the sterling an<d
by the fluctuations of the Dollar-Sterling Exchange. The
fluctuations of the Dollar-Sterling Exchange affected the
sterling price of silver in London, and, through it, the
Iixchange value of the rupee. Any fall in the London—
New York Exchange would raisc the sterling quotation for
silver and would thus increase the value of the rupec in
terms of sterling.

Alternatives before the Currency Committee.

The choicc before the Committee obviously lay between
three courses—inconvertibility of note issue, debasement of
coinage and the raising of the exchange ratio. And though
there might be controversy as regards how far the ratio
should have been raised, there cannot be any doubt that
the Committee in recommending a raising of the ratio made
the best choice among the alternatives open to it at the
time, and adopted the most effective and least risky way
out of the impasse. How far the ratio should have been

raised, and by what stages, arc of course controversial
0—25
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matters. But it can scarcely be disputed that the raising
of the exchange rate was a preferable alternative to that of
the debasement of the rupee. For, obviously, the currency
of India would have been thrown into utter confusion by
the issue of a new set of rupces with a smaller silver content,
circulating side by side with the older full-weight
rupees.(') Again difficulties introduced by the adoption
of inconvertibility would have been scarcely less, while the
business cireles of Tndia justly regarded the course as a
disastrous one. FKinally, no one even suggested the only
remaining alternative of imposing such restrictions on the
import and export of gold and silver as to securc the eur-
rency of the rupec as a token coin and the rctention of the
exchange at the old rate. Indeed, the general idea was
that all restrictions on the import and export of silver
should be removed as soon as possible. The days of peg-
ging exchanges and of restrictions on the export and im-
port of the precious metals were over.

Coming to consider ‘the alternative proposals before it,
the Committee disposed of the proposal for inconvertibility
of the note issue by showing that the proposed remedy
would be worse than the disease and by urging that *‘the
maintenance of the eonvertibility of the note issue is a vital
part of the Indian currency system’’. In justice to those
who advoeated inconvertibility it has to be remembered that
they proposed it as a temporary mecasure only, since they
expected that the disappearance of India from the silver
market for even a short period would bhring about a fall in
silver prices. On the other hand, eminent experts like Sir
W. Meyer, Sir L. Abrahams and Sir D. Barbour opposed
the suggestion on the ground that under it the silver rupee
would go to a premium and disappear from cireulation, and
that convertibility could not be resumed without the aecu-
mulation of a large stock of rupees which could only mean

(1) For a clear statement 'of the case against both debase-
!Rn:::i:‘ and inconvertibility consult the Memorandum of Sir Stanley
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a fresh rise in the price of silver.(*) Morcover, as the ex-
ternal trade of India had to be financed chicefly in rupees
that trade would suffer seriously from even a temporary
inconvertibility. Kven a *‘partial’’ inconvertibility wouvld
bring with it great drawbacks for it would rouse suspicicns
of partiality and favouritism and present complicated pro-
Dlems ol administration.(?) It is true that inconvertibility
had been tried in Egypt as a temporary measure, but the
Committee rightly pointed out that ‘‘the note-using habit
is not yet sufficiently established in India to render the
introduction ol a similar measure there possible without
grave risks.”’(%) Sir W. Meyer, whose knowledge both of
India and of Indian finanee was unique thus summed up
the dangers of inconvertibility : *‘there arc few things I
would not do to avoid inconvertibility, and I would eer-
tainly far rather sce a soaring value of the rupee than
inconvertibility if the former would avert the other’’.(*)

Nor can it be doubted that the Committee was right
in turning down the idea of debasing the eurrency of India
by lowering the silver content of the rupee.  All projeets
ol this kind were condemued by the ablest and most expe-
rienced witness and on very good grounds. The first ¢on-
sideration to be taken into account was the operation of
Gresham's Law, according to which the debased rupees
were bound to go to a diseount while the older full weight
rupees would disappear from cireulation.(*) On the other
hand, il the old rupees were to be called in and re-minted
the proeess would be a very long onc indecd—too long to
be of any advantage but sure to engender monetary confu-
sion.® The effect on prices too would be of a very un-
desirable kind. The price level was very high already, and

(1) Sir W. Meyer, Q. 3,143—6,

(2) Sir L. Abrahams, Q. 1,007—1,011.

(3) Report of Currency Committee, pagagraph 41.

(4) Sir W. Meyer, Q. 3,255.

(6) Gubbay, Q. 434—445; 458—459; Jevons Q. 4995—99,
(6) Keynes, Q. 2,731—2,732.
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any factor which might have increased priees even in the
long run was bound to be mischievous. The disappearance
for the time of the full weight rupees, and the heavy coin-
age of debased rupees to fill the gap, would have the farther
effect of raising the demand for silver.(*) All the objec-
tions that were in the way of any scheme for the debase-
ment of the rupce, would also apply to the projects ad-
vanced for leaving the rupee as it was, but for using 2
rupee or 3 rupce picces with a lower proportion of silver
in them. The old rupee would of course go to a premium
and then disappear, and the currency system would be dis-
organised by the cxistence of coins which were too large for
daily transactions. It was not along this line that the
gituation was to be remedied. Some measure was wanted
which would aet dircetly on the demand for currency,
which would not add to the ecireulation, and which would
lower prices—a measure necessary both in the interests of
social justice and of equity between debtors and creditors.

Sinee the objections were so strong against the other
two alternatives, the only course remaining to the Com-
mittee was to raise the exchange. Neither inconvertibility
nor debasement of rupees were likely to accomplish the objeet
of lowering the high prices in India, nor would they reduce
the demand for silver in the long run. The problem to be
solved was as complicated and many-sided one. The right
remedy to be found was one which would help in the adjust-
ment of trade balances and in the gradual restoration of
trade to normal conditions, which would reduce :he demand
for silver, and.finally, one which would help to lower the
general price-level. The raising of exchange, in a judi-
cious measure, would alone have the many-sided action that
was desired. The course of events indeed did not leave
much choice to the Committce, for even while it was in
session, silver rose in price very steadily, and eorrespond-
ingly the Indian Exchange rose from 1s. 8d. in June 1920,
to 2s. 4d. in December of the same year.

(1) Keynes, Q. 2,768—2,776.
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In the light of cvents, we might eonsider it very fortu-
nate that the Committee rejeeted both the above proposals—
inconvertibility of the rupee and its debasement. Beeause
from 1921 on wards India had quite enough troubles to face-
the fall of world prices, the adverse balances of trade, the
rapidly falling rupee and a great commereial and indust rial
depression. If to these sourees of anxicty had been added a
general loss of confidence in cither the debased vupee or
in the ineonvertible note issue, the result would have heen
disastrous. A ratio which subsequent events rendered un-
maintainable admitted of heing ehanged or abandoned ; but
the upsetting of the old rupee currency or the inconvortis
bility of our note issuc would have taken many years 1o
remedy, and would have been partieularly dangerous dur-
ing the period of deficits which was coming on rapidly.

The choice of the Ratio.

The Commitice made a carelul study ol the important
problem of the high prices which were then ruling in India.
There arc some advantages in the case of a slowly rising
price level. But no ceonomist could possibily argue that
the heavy and abrupt risc of prices duc to the inflation of
the war period, supervening on the steady risc between
1898 and 1914, was anything but harmiul to the country.
It has to be remembered that sinee 1914 the rise of prices
had been 93 per cent in the case of food-grains, and 1874
per cent in case of imported picee goods, while it was 614
per cent in the matter ol locally made picee-goods.
Leading Indian cconomists have recognised the necessity
of doing away with the war-inflation, and it was, this in-
flation of which the high prieces then ruling were a corol-
lary. Sir Stanley Reed who was one of the foreinost jour-
nalists of India as well as a keen advoeate of the 1s. 4d.
ratio observed that ‘‘a great deal il not the main part, of
the very serious troubles with which the Government of

(1) Appendices to the fieport'bi “the au—rx:éﬁéy Cdﬁm}itee;
Vol. 111, p. 161.



198

India had to deal in the carly parts of this year, in April
and May, was due to high prices. The pinch was lerribly
serere.’’t The adjustment of wages and costs of production
to such a steep and eontinuous rise ‘‘however rapid must
inevitably be a painful one'’;* there were constant eom-
plaints and even statistieal demonstration that real wages
had not risen as fast as prices. There were food riots in
some parts of the country,” and an examination of the index
number of retail prices of food grains will show how abnor-
mally high these prices had risen in the period 1919-1921
and will explain why ‘‘the pineh was terribly severe’’.
Talking of the rise of prices owing to the war inflation a
distinguished Indian cconomist observes that ‘“the priee-
level had reached such a giddy height that the reports of
suicide by men and women who were unable to buy food
and clothing were in no way few and far between,’”!

When we look to the course which e¢vents were about to
take in England and Ameriea, and to the tendencics which
were developing abroad, we cannol say that the measures
suggested by the Currency CCommittee to reduce priees in
India were at all before their time.  In BEngland, the Cun-
lifte Committee had already drawn attention to the neces-
sity of deflation, the British Government had decided in
1919 to lollow its recommendations, and by 1920 there was
the beginning of that process ol deflation which was carried
on energetically and systematically through the ycars 1921
and 1922° In the United States, too, the years 1920 and
1921 were 1o sce a great decline of prices. Indeed, in 1921
in spite ol a great influx o! gold into that country the civeu-
lation declined, by ncarly 20 per cent. In the face of these

(1) Read, Q. 4,259.

(2) Appendices to the Report of the Currency Committee,
Vol. I1I, p. 161.

(3) Sarma, Q. 3,859—3,860.

(4) Dr. Ambedkar, Problem of the Rupee, pp. 250—251,

(6) Bonnet, op. cit., pp. 27 and 52.
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tendencies abroad, the anxicty displayed hy the Currency
Committee for some deflation in India, cffected indireetly
by the rise of exehanges, was fully justified. Those who
believe in the effect of changes in priee parities on the course
of trade should be the last to eondemn the priee poliey in-
dicated by that Committce or to belittle its neeessity and
importance. Nothing was to he gained by postponing the
task of dJeflation, and those eountries which hesitated and
delayed longest in taking it in hand came off all the worse.
Inflation and deflation were world phenomena, and the
latter was bound to come in the wake of the former. As a
leading ceonomie journal has observed reeently in comment-
ing on the events of the present decade ‘it was the inflation
and not the inevitable fall of prices which was the real
cause of the collapse and depression of 1920-21°’.

Another factor which weighed with the Committee in
raising the exehange was the rising priee of silver. The
danger to the Indizn Curreney system from a rise in the
price of silver had never hefore been brought home as it
was in 1919, It was necessary to dispel this danger; and
the danger could only he avoided in two ways, cither by
““dethroning’” the rupee or by fixing the exchange value of
the rupee sufficiently high. The rushes for the rupee
which heen taking place, during and after the war, ren-
dered the idea of dethronement of the rupee out of the
question. The Committee argued that there were from this
point of view several advantages in fixing the rate at 2.
(gold). A 2s. rate would ensure the rupee heing a token
coin even il the price of silver rose to 63d., and that price
was not likely to be excceded except for short and excep-
tional periods. Again, at the 2s. rate the rupee would be en-
trenched behind a great deal of the coinage of Europe and
Amcriea; for in many countries silver has been coined for
a long time on such a hase that if silver rose above 60d.
for any length of time it would pay to melt the coins of
these countries.
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The anomalies of the history of the production and
price-movement of silver were never better illustrated than
during the deecade stretching from the year 1913 to 1922;
and the position was so peculiar both as regards the produe-
tion as well as the demand of silver that no one was in a
position to prediet, in the year 1920, when the high price
of silver was going to deeline. Indeed, the probability ap-
peared to be that the high prices of silver were going to
continue for several years longer. As we have seen, the
price of silver had been falling very steadily and markedly
from the year 1872; and the short-lived rise of the price of
gilver in 1905-06 could be regarded as only an incidental
affair. The curious thing was that, in spite of this great
fall of its priee, the production of silver had mnearly
quadrupled during the period. This anomalons deve-
lopment was due partly to the faet that silver was
a by-prodact and partly to the discovery of new
sources of supply.'! After the year 1912-13, hcw-
ever, the production of silver began to Jecline from
its maximum and its price began to rise. The price
took sudden jumps in 1916 and 1917. Thus, by the time
the Currency Committec came to examine the situation, the
rise in price of silver had already lasted for some yecars.
Another anomaly of the situation was that the rise in the
price of silver failed to increase its production. It was to
be anticipated, of course, that with the applieation of more
capital to silver mining and with the restoration of normal
political eonditions in Mexico the produetion of silver would
inerease. But the settlement of the political troubles of
Mecxico is well-known to be a business requiring plenty of
time; and the destruction of capital in the war and its pre-
occupation in the work of reconstruction during the post-
war period imposed difficulties in the way of an increase
in the production of silver. Coming to the demand side for
silver, the Pittman Act was a strong factor in holding up

(1) Mocatta, Q. 3,404—3,415.



201

the price. The stocks of silver in China too were low. India
itself with its huge balances of trade and absorption of
rupees was a powerful factor in keeping up the price of
silver. Consequently there were no signs then that the rise
in its price which in 1920 had already continued for about
six years was going to prove a short period affair.

What difficulties there were in those days in the way
of lowering the ratio of exchange below 2s. will appear
from the views propounded by Sir Vithaldas Thackersey, a
eaptain of industry from Bombay whose opinions on econo-
mic matters commanded wide acceptance and respect. He
was aware that at the time there was no possibility of fixing
the exchange at under 2s., but he proposed, that the effort
should be made some years later when circumstanees might
make it possible to fix the rupee at 1s. 6d. As to lowering
the exchange from 2s., he observed, ‘‘we know we cannot
do it at present; thercfore as all other countries are suffer-
ing this inconvenience of exchange, loss or gain or what-
everitis........ we must go on as best we can until we find
in three or four years that an adjustment will take place,
and then we must try to think out where silver is likely to
remain’’. He only insisted that even if silver went up
higher the value of the rupee should not be raised above 2s.
But, indeed, Sir V. Thackersey only represented the general
opinion of the day regarding the maintainability of the 2s.
ratio. Whatever other criticism had been advanced against:
that ratio before the Committec, no one questioned the pos-
sibility of keeping it up. To crown all, even the author of
the dissenting Minute ‘does not seem to have laid any
particular emphasis on the #npossibility of maintaining the
ratio for any length of time,’

The great importance of the rise in the price of silver
as a factor compelling the rise of the Indian exchange
deserves to be cmphasised and elucidated; and it is neces-
sary to discuss briefly the situation in China as regards
silver, and the influence of the demand from that country

Q—26
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in raising the price of silver after the year 1918. 1In faect,
there is an interesting parallelism betwcen the causes and
consequences of the Indian and Chinese demands for silver
during the period under review. After 1916, China had
attempted, like India, to economise in the matter of silver
coinage, with the result that in that country also the note-
issue had increased inordinately. After 1918, the increas-
ingly favourable balanees of trade of China led to insistent
and large demands for silver coinage, as had been the case
in India. China, therefore, continued to import silver
under the influence of the trade activity of the period from
1918 to 1920. The growth of the Chinese exports, the sti-
mulation of the internal trade, the rise of prices in China
and the hoarding of silver which were the causes of the
great absorption of silver in the case of China after 1918
were all factors which had been acting in the ease of India
from a couple of years earlicr. The great rise in the price
of silver after 1918, was thus caused by the eombined
demands of China and ¢of India. Indeed, as an author who
has published a monograph on the subject of the rise in
the price of silver, between 1914 and 1920, observes China
was the chief author of the rise of the price of silver from
July 1919 to January 1920, and that country remained the
chicf support of the price during the better part of 1920.
He adds that ““with the month of Junc 1919 appcared upon
the market a new element or factor of firmness in the price
of silver which exercised a very potent action. China began
to make purchases of increasing importance which were to
dominate the market and to push the rate for silver upto the
first months of 1920 to heights never reached, until then.’”
We thus see the magnitude of the problem presented to the
Currency Committee of 1919 by the price of silver. Tt was
something far morc formidable than a mere speculative rise
in the price of silver due to the action of India alone that it
been sometimes made out to be. The problem of the price

(1) Dr. Andre Pailhas, “L’argent—Metal: La hausse des
cours de 1914 a 1920,” pp. 137 and 176—177,
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of silver was not a simple or isolated problem, but one which
was complicated and mixed up inextricably with those of
the increasingly favourable post-war balances of trade of
atleast two great countries of the East. Back of these
balances was the great post-war boom which the world was
then witnessing, and of which the end could not be forescen..
The necessary corollary from our study is that, as long as
the post-war boom continued, there was no prospect of re-
ducing the demand for and priee of silver, nor of lower-
ing the Indian Exchange. Incidentally, it might be
obscrved, that the action of that boom and of the favourable
balances upon the whole eurrency situation in the two great
raw-material exporting countries of the Kast prescnts a
detailed and striking parallel and is instruetive for the
study of the economic effects of such balances.

The above digression was necessary to show that the
rise in the price of silver was due to genuine demands from
the two greatest countries of the Kast—demands which
were bound to continue as long as the tradc-boom itself.
The crities of the Curreney Committee were not eorreet in
their analysis when they contended that ‘“the rise in the
price of silver was rcally a mere coincidence due to a large
extent to speeulation,’’

It has also to be emphasised that the solution of the
ratio problem recommended by the Committec was avow-
cdly a temporary one. In the great economic puzzle which
was set to the Committee to solve, the main clements were
the high prices and the trade boom in the West which led
to record favourable trade balances for India, which in its
turn caused a rise in the price of silver and difficulties
regarding the Indian Exchange. Now it was obvious that
the leading factor in this situation—the trade boom which
followed the war—could not be a permanent affair but
must come to an end after some years. When the boom
ended and the world prices fell, the situation would be
changed entirely and the matter would require fresh consi
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deration. The Committee has emphasised its view that the
problem should be considered anew if and when there was
a great fall of world prices.! Many eminent witnesses be-
fore the Committee had also emphasised the provisional
nature of any possible solution. Thus, as Mr. Keynes put it,
““if there was another substantial movement in the world
prices, doubtless another Committee would be appointed
and the question would again be considercd.’’?

Linking the rupee with gold.

During the war the sterling had depreciated and be-
come divorced from gold. Morcover it was not possible
to foresce when the two would come together again® The
problem then was whether the rupee was to be fixed in rela-
tion to gold or sterling. There was only one argument in
favour of linking the rupec to sterling, to the effect that the
greater proportion of India’s trade was with sterling-using
countries and the fixing. of the rupec in gold would intro-
duce an element of uncertainly in the trade of India with
these countries.4 On the other hand, there were a great
many considerations in favour of linking the rupee with
gold. Thus, it was pointed out that there was no advantage
in allowing the rupee to sharc the fluctuating fortunes of
sterling.5 As it happened, sterling was stabilised only in
1925; and between 1919 and 1925 sterling depreciated a
great deal, so that for a number of years we should have
had to submit to a great deal of uncertainty and fluctua-
tions of exchange and to a dependence on the eross rate.
Moreover by linking the rupee with sterling, difficulties
would be created in the way of the policy of keeping the
sovereign as legal tender in India, and of permitting iree

(1) Report of the Currency Committee, paragraph 51,
(2) Q. 2,763,

(3) Keynes, Q. 2,694,

(4) Abrahams, Q. 5,268,

(8) Keynes, Q. 2,694,
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export and import of gold coin and bullion. Finally, it
was very desirable to terminate the regime of the Sterling
Exchange Standard and to go back to that Gold Exchange
Standard which had been established so long in India. The
Committee saw the anomaly of keeping India either on a
quasi-silver standard or on a sterling exchange standard,
and resolved to restore the gold exchange standard. On the
whole, the balance of advantage was deeidedly with the
recommendation of the Committee to link the rupec with
gold. It was an idca which was destined to be developeé
and expanded a few years later. The possibility of a diver-
gencee between gold and sterling such as had been witnessed
during the war Fad necessarily to be kept in mind when
improving the monetary standard ot India.

Use of Gold as Currency.

Another reccommendation of the Committee, as regards
the merits of which there will be general agreement, is the
one regarding the desirability of using of gold as auxiliary
currency in [ndia and of thus strengthening the pre-war
(Gold Exchange Standard. In tracing the monetary his-
tory ol India, we have seen how often the use of gold as
auxiliary currency would have been advantageous in ad-
justing and liquidating abnormally favourable balances of
trade. Then again, the fear expressed by the Chamberlain
Commission lest gold currency should expand at the cost of
our note issu¢ had become a matter of the past with the
growth in the use and popularity of paper currency in
India. There was no longer any danger that the introduec-
tion of gold currency would be in the way of the progress
and development either of the Gold Exchange Standard
system or of the paper currency system, since both had
attained their period of maturity. Recalling his cxpcrience
during the war time, Sir W. Meyer advocated an auxiliary
gold currency as the best means, on certain occasions, of
avoiding the drain on silver.* He admitted that in some

(1) Sir W, Meyer, Q. 3,180; 3,184; 3,330.
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cascs the gold coin had to be pressed or forced upon the
people in some provinees, and that in times of crises the
issue of gold eoin had not been so effective as the issue of
silver. Nevertheless he showed that ‘‘in those days when
we were struggling desperately to keep up the flag in res-
peet of eonvertibility—the issues of sovereigns helped to
save the situation.’” It was of course true that at some
critical stages during the war the sudden effort to use gold
as currency resulted only in exacerbating the crisis;* but,
on the whole, even in such circumstances the use of gold
cased the situation and relieved the pressure on silver.?
The inference which the Committee drew from this expe-
ricnee was that, if there were to be execptional issues of gold
as during the war, they would be taken ‘‘as an indication
that the Government were in difticulties regarding the pro-
vision of metallic eurrency.’” The proper way of making
gold play the part of an auxiliary to silver under the Gold
Exchange standard was to ‘‘make gold coin available when
it is demanded by the public’ in ordinary times. Admit-
ting that the economy of the Gold Exchange Standard sys-
tem would be detracted from with an auxiliary gold cur-
reney, yet the system would certainly ygain in seeurity by
such an addition. For, in India, the gold exchange stand-
ard system as practised before war was constantly
threatened by two possibilitics—any abnormnal rise in the
price of silver, and any great difficulty in the adjustment
of the balanee of trade. The use of gold as ‘‘optional
currcncy’’—the mints being kept open to gold but no obli-
gation being assumed by the Government to convert noces
into gold—would have strengthcued the pre-war curreney
system by adding to its sccurity. The only remaining aiter,
native was to improve and perfect the Gold Exchange
Standard and to bring it nearer to the Ricardian ideal of a
gold standard, as was done some years later.

(1) Gubbay, Q. 381—383.
(2) Abrahams, Q. 107 and 116.
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Improvement of the Paper Currency system.

It was, however, in the direction of reforming cf the
Paper Currency system of India that the Curreney Com-
mittee did its most successful and permanent work., It
deserves credit for having overhauled the system und for
improving it in many respeets. The system of reserve re-
quirements, the composition of the reserve, and the methods
of securing elasticity, in all these most important points of
the system valuable improvements were introduced. In
fact, the note issuc was improved as far as it could be in the
abscnee of a central bank to control and manage it. Those
who would gather the true ohjects of that comprehensive
reform should study the very valuable memoranda sub-
mitted to the Committee by Mr. Howard and Sir W. Meyer,
The work of the Committee in this direction was embodied
later in the Paper Currency Act of 1920, and necdless to
say that Act formed a great improvement upon the earlier
organisation of our note issue.

The constant increase ol the fixed fiduciary issue which
was found necessary during the war furnished the reductio
ad agbsurdum of the old system of paper currcney reserve.
Both Sir W. Meyer and Mr. Howard agreed that ‘‘a per-
centage investment provision is far more desirable than the
present system under which definite cash figures are pres-
cribed, any modification of which requires ud hoc legisia-
tion’”.(*) The Chamberlain Commission had proceeded to
some extent in the desired direction, but there remained the
difficulty that with a percentage limit system of reserves ‘*a
sudden cncashment of notes might bring down the metallic
reserve below the statutory proportion’’.2 To avoid this
difficulty both Sir W. Meyer and Mr. Howard proposed to
preseribe the percentage on a basis of a 50 per cent average
of past gross circulation over three years. The 50 per cent
proportion of the metallic portion was however considered

(1) Sir W. Meyer’s Memorandum: Appendices to the Report
of the Currency Committee, Vol. III, p. 58.

(2) Howard’s Memorandum; Appendices, Vol, III, p. 32.
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too high by experts like Sir L. Abrahams,(*) and it was

reduced by the Committee to 40 per cent of the gross
circulation.

Coming to the composition of the Paper Currency
Reserve, the main requirements for improvement were ‘ the
reduction in the huge proportion of the Paper Currency
Reserve which, under speecial war conditions, was tempo-
rarily invested in British Treasury Bills as a substitute for
gold’’;? and the strengthening of the specie holding as
well as an increase in investments of ‘‘a temporary and
readily realisable character’>. The Committee recom-
mended the limitation of the Government of India’s securi-
ties in the reserve to 20 crores, and the holding of a very
large proportion of the fiduciary reserve in short dated
securities. The reduction of the swollen amount of the
British Treasury Bills and the securities of the Government
of India, would remedy the effects of war-inflation on the
system of note issuc. The varicty as well as the liquidity
of the securities recommended for the reserve would form a
guarantee against depreciation; while, as Mr. Howard had
pointed out, the differentiation of the temporary investment

into sleveral classes would provide a measure of clasticity
as well,

With the object of securing seasonal elasticity an
entircly new line of policy was adopted. A new, up-to-
date, and effective method of introducing eclasticity was
introduced. Already before the Chamberlain Commission
Sir L. Abrahams had suggested the issue of notes against
commercial bills in the busy season.® Mr. Howard deve-
loped further the idea of a more elastic provision for
discounting commerecial bills, arguing that ¢‘circulation due
to discounts of this kind is automatically regulated by the
demand for Currency and entirely eliminates any danger
of permanent inflation.’’* 'He however would employ the
bills not so much as the basis for emergency currency as
forming a part of the normal investment of the paper cur-
rency reserve. The Committee was fully aware of both
the importance and novelty of the measure which was being

(1) Abrahams, Q. 5,646—5,652. ’

(2) Sir W. Meyer's Memorandum, paragraph 26.

'(3) Abrahams, Q. 5,659.
(4) Howard’s Memorandum, paragraph 15,
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advocated, and recommended that an experiment be made
in the direction by the issue of notes up to 5 crores on the
seeurity of commercial bills of cxchange—such issue to take
the form of loans to Presideney Banks on the collateral secu-
rity of bills endorsed by them. For very good reasons the
Committee recommended that the bills should be bona fide
commercial bills against goods under export. These reasons
were that such bills are more casily identifiable as represent-
ing a definite eommereial transaetion than internal bills
which may be ercated for purpose of finance or against
goods held for speculative transactions”, and that they
would lead to the automatic retirement of the emergency
note issue on their maturity.! On the other hand, Sir
Lionel Abrahams and some other experts showed a pre-
ference for utilising inland bills for the purpose;’ and by
the Act of 1920 inland bills form the basis of the emergency
currency.

Criticism of the work of the Committee,

In view of the above examination of the Currency
Committee’s work we find that a eonsiderable proportion of
the criticism advanced against it is wide of the mark. There
was nothing for it hut to raise the exchange as the price of
silver rose, unless cither debasement or inconvertibility was
to be given a trial in India. That a somewhat higher
exchange was also needed in order to cause a desirable
deercase in the then price level is also matter for general
agrecment. The proposal to conneet the rupee with gold,
and that rgarding introduction of gold as auxiliary cur-
rency were also moves in the right dircction. The main
ground for criticising the Report of the Currency Com-
mittee of 1919 is that it somewhat exaggerated the advant-
ages of stability of exchange,® and that it urged immediate
stabilisation at a 2s. ratio instcad of reeommending_t‘hLe

(1) Report of Currency Committee, paragraph 80. Das Gupts,

Paper Currency in India, pp. 207—208.

(2) Abrahams, Q. 5,663.
(8) Report of the Currency Committee, paragraphs 34—36,

~n_97
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more cautious poliey of raising the ratio step by step—ten-
tatively testing cach step by its influcnee on prices and on
the trade position. Had the rate been raised gradually and
by steps of onc penny or two pence at a time (as Sir W.
Meyer, Sir L. Abrahams, Sir D. Barbour, Prof. Jevons and
others had recommended), there would have been less fear
of a dcbacle. It has to be remembered however, that, even
in that case, there would have been some loss in the sale of
Reverse Councils when the priee of silver fell and the
balanee of trade went against India. When one set of
abnormal cireumstances had raised the rupee so high, and
another set was going to fling it low, there was no certain
way of avoiding great losscs, and as we shall sec a loss of
resources was sure to result from a rapid fall of the rupee.
But, no doubt, had the adviee of Sir W. Meyer, Sir L.
Abrahams and others been followed India would have been
able to cut her losses to an important extent. In fact their
evidenee hefore the Committee forms the soundest eriticism
of the Committee’s work.

So great was the eminence of Sir L. Abrahams as a
master of monetary practice and so high the praise justly
bestowed upon the suggestions which he placed before the
Commission, that it is neeessary to examine at some length
the programme which he recommended to the Committee.
Perhaps the same justice has not been done to the equally
sound views propounded before the same body by Sir W.
Meyer. Here it seems best to discuss together the views of
these two great financiers.

The most important point which they urged was that
though stability of exchange was a great convenience, it
might be purchased too dearly and that it was not worth
paying an unlimited pricc for.! It was in fact, secondary
in importance to other graver issues involved in the problem.
Both Sir L. Abrahams and Sir W. Meyer pointed to the
ways in which the inconvenience caused by a fluctuating

(1) Abrahams, Q. 967. Memorandum of Sir W. Meyer, para-
graphs 12 and 13,
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exchange could be mitigated, and were mitigated befure
1893. ‘‘Banks would follow as far as possible the policy
of the ‘even keel’ ie., of equating their homeward with
their outward remittance. So far as they were able to do
this, they would not at any stage incur any risk of loss by
Exchange. But it is necessary to consider the possibility
that the Banks might he unwilling to enter into forward
exchange contracts with merchunts. '’

The proper policy to be adopted, according to Sir L.
Abrahams, was to follow the price of silver upwards by
steps so long as it continued to rise. Strong objeetion was
taken to the raising of the rupece from 1s. 8d. to 2s., as a
preconceived policy. There was no advantage in being able
1o say ‘‘we are al 2s. and we will never go higher™. ““A
certainty of exchange so secured would produee uncertainty
about every thing else’”’. But ot course the rupee might be
raised even to 2s. 2d. or 2s. 4d. sterling if occasion shoult
arise, and Sir Lionel did not deny that under his plan even a
2s. 4d. ratio was possible.” Sinee there was no eertainty, in
his opinion, whether the rupee was going up to 2s. 4d. or to
fall below 1s. 8d., he was averse 1o any definite fixation of
the ratio. But any carly declaration that the rupee was
never going lower than the highest point it might reach,
was a thing to be depreeated. On the other hand, he
advised the Committee not to suggest a priori that some
such rate as 2s. or 2s. 2d. or 2s. 4d. was an absolutely out-
side figure beyond which we ought not 1o go. At the ulmost
an announcement might be made that the rupce was likely
to be steady at a certain rate and that it was the policy of
the Government to keep it stecady. In this way, by suc-
cessive stages, a ratc of 2s. might be reached, and if after
that trade was adversely affected by the step, or if it appear-
ed that silver was falling, it would be cxpedient gradually
to lower the exchange step by step— ‘I do not think that
we should be able to go down suddenly and to say that the

(1) Memorandum “B” of Sir L. "Abraha,m, paragraph B,
(2) Abrahams Q. 5,282 and 5,418,
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first step that we took must put us on our final haiting place.,
but we ought I think, to take a step down with the idea that
we should be able to stay where that placed us for some
eonsiderable time.’”*

That was also the view of Sir W. Meyer. He urged
that it was impossible at the time ‘‘to scan the future with
gufficient confidence to lay down a definite, stable and
expedient ratio between the rupee and the sovereign, to be
maintained, if nceessary at the cost of convertibility. In
curreney as in other matters, we ave still in a storm-tossed
ocean, and we know not as yet what ferre firme we shall
eventually reach and when. It scems to me far betier,
therefore, to regard the present as a provisional period dur-
ing which we should continue to follow the main lmes of
the present poliey.’*

The views of Sir D. Barbour,® the veteran Indian
Finance Member, who had done so much to start India on
the gold standard also claim our attention by their sound-
ness. They were thus summarised by the Chairman of the
Committee. ‘‘The value of the rupce should follow the
value of silver upwards by steps, but no declaration should
be made as to future policy cither by way of fixing the
Tupee at any particular point or of subsequently reducing
its value or not reducing its value. In faet the hands of
the Government should be left absolutely free to deal with
future circumstances as they arise’’.

Had the cautious policy recommended by Sir L.
Abrahams and Sir W. Meyer been followed India would
have escaped considerable financial losscs, These great
financiers displayed marvellous economic foresight; for
at the time in the year 1919 when they were giving their
evidence before the Currency Committec few could have had
any inkling of the economic depression or rather storm
which was to burst upon the world in the very nexi year,

(1) Abrahams, Q. 1,182—1,186.
(2) Sir W. Meyer’s Memorandum, paragraphs 14 and 16,
£8) Barbour, Q. 2,066.
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The extreme caution displayed by the three great represen-
tatives of the monetary poliecy of India in the midst of the
gencral optimism prevailing throughout the business world
of the day is not only a proof of their high financial sagacity
but a remarkable illustration of the high degree of care
with which the monetary policy of Tndia had been guided
in the past. Thus the attitude of Sir D. Barhour in the
year 1919 throws much light on his deliberate and eautious
policy as regards the elosing of the mints. The similar atti-
tude of Sir L. Abrahams reveals the extreme caution with
which he guided the development and working of the Gold
Exchange Standard. Had the advice of these three veteran
financiers been adopted, India would have escaped consider-
able financial losses. Some loss of resources was ol course
inevitable. When a great land slide like that of 1920
occurred the country was bound ineur some losses. Nevir-
theless it remains true that the one wustake of the Babing-
ton=Smith Comnutlec consisted in turning down the propo-
sal of the great finaucicrs—Sir D. Burrbour, Sir L. dbrahams
and Sir W. Mcycr,

But however great one’s respeet for the views of {he cmi-
nent men, we must not allow ourselves to suppose that had
their advice been followed India would have incurred none
of the loss of resourees which it actually did in 1920, When
a land slide like that of 1920, occurs, a country is bound to
ineur serious losses. As Sir L. Abrahams irankly ad-
mitted, he did not eontemplate the possibiity of any very
rapid lowering of the exchange. In faet, in the descent
of the rupee he would have been as deliberate as in raising
it. He did ‘not think ‘*we should be able to go down sud-
denly.”” *‘If it was found expedient to lower the rate of
exchange it would be desirable 1o raise the rate for reverse
draits by a step which would bring you to a point at which
you would expect to be able to stand, and not to a point
from which you would expect to have to move again in
the near future.”” For ‘‘if we began by selling reverse
drafts at 2s. and then went to 1s, 11d....... and then the
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publie thought we were going to 1s. 10d. and so on, it would
create a sort of unnccessary and artificial demand at an
carly stage from people who were afraid of being left until
the later and dearer stage; so that I think we should have
a fixed rate for that ‘episode’—by ‘cpisode’ T mean the
interval that would elapse until the ordinary direetion of
trade had established itsell again—and that we should not
be wise to take advantage as against the publie of conti-
nually raising our prices for reverse drafts’’! llence we
can infer that had the poliey thus contemplated been fol-
lowed in 1920-21 there would have been no rapid lower-
ing of the exchange—in fael no precipitate retreat but a
series of bold occupations of positions. As the result of
such a poliey there would have heen a considerable loss of
our gold resourees though of course not so large as actually
was ineurred. What is to be emphasised is that with such
an abrupt ‘‘landslide’” as aetually took place, some very
heavy losses were unavoidable, whatever the policy that
had been followed, even that of Sir Lionel Abrahams; and
that it is not quite just to atiribute the whole loss that was
incurred to the policy recommended by the Curreney Com-
mittee. Nor could even Sir L. Abrahams correctly guess
“‘the interval that would elapse until the ordinary direction
of trade had established itself again.”’ That was to be
a much longer process than even he anticipated. In pass-
ing we might note his view that *‘as far as one could tell,
generations would have to elapse before a 1s. 4d. rupee
could be restored without the gravest injury to India.’’?

Then, again, it will be well to remember that the Com-
mittee had the difficult task of judging between the sugges-
tions or intcntions of a few practical men of genius like Sir
L. Abrahams, Sir W. Meyer, on the one hand, and alter-
native recommendations also advaneed by men of eminence
and capacity and backed up by facts and figures up to date.
Genius was characteristically, and hence cather unduly, reu-

(1) Abrahams, Q. 1,185—1,186,
(2) Abrahams, Q. 5,418,
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cent; and as we have seen, advaneed only one argument in
favour of the course it recommended—that the world con-
ditions were then in a state of flux. It did not point to any
partieular factors—priees or balanees of trade—from which
the danger which it apprehended was to come. Neither Sir
L. Abrahams, nor Sir W. Meyer nor Sir D. Barbour ana-
lysed the situation as to priees, or balances of trade, or the
factors affecting the price of silver. They were certainly
in the right, as it turned out; but it eould not have heen
foreseen at the time why or how they were going to prove
right.

We shall also be the less eritical of the Committee when
we remember that its recommendations would have been
fairly successful but for the abrupt, unexpeeted and unpre-
cedented change in the economice situation of the world. As
we have seen so often before, all curreney proposals are
dependent for the suceess in a large measure on the trade
conditions of the day. The experts however had assnred
the Committee that an inercase was 10 be antieipated in the
balance of trade in favour of India. They were of the
opinion that the prevailing tendeney was to widen the
margin of the balance of trade in Tndia’s favour. But in
fact, and for the time heing, it turned out just the other
way round. Eminent ceonomists had also expressed the
view before the Committee that high world prices were
likely to continue and that even a further rise was very
likely.! Assuming that the relative prices would keep
stable at the level of 1919, they went a long way to support
the 2s. ratio in gold. As Mr. Keynes showed later, the
prices outside India had risen high enough in 1919 to
justify a 2s. 3d. ratio. Therc had been far more propor-
tional inflation in other countries than in India, and defla-
tion abroad did not begin for sometime after the publica-
tion of the Committees’ Report. The index numbers in
England were still making new records at the end of 1919
and even for sometime after. Thus, between January 1919

(1) Keynes, Q. 2,636—2,645, and 2,762,
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and January 1920, the Economist Index number showed a
rise from 2659 to 353-1. Even late in 1920 econcmists of
repute could speak of ‘‘the present dilemma in which it is
virtually impossible to check the tide of rising priecs, with-
out paralysing trade and industry.”’* It was also asserted,
on high authority, that there was likely to be a further rise
in world prices. For one thing, there was ‘‘a good deal of
unrealised potential inflation which has not yet affected
prices.”” Then again, it was believed that various admini-
strative restrictions in almost all couniries were as yet
keeping down prices. It thus secmed very likely thut for
many years to come the relative prices would be such as to
maintain a 2s. ratio. But as it turned out, in two years,
prices in leading countries like England and United States
were just halved. As regards silver, there was a remark-
able unanimity of opinion among the experts that its priee
was going to remain at the then high figure and that any
decline in it would take many years to come.? As it was,
however, the same yea: saw silver at f4d. and at 38d. No
Committee, unless it was composed of super men, could have
forescen such a world ecataclysm, which suddenly and
simultancously cut away all the props of the raised Indian
Exchange, and which reversed every tendeney which had
been leading to its rise. Neither governments, business men
nor economists were at all prepared for the aftermath both
of the War and of the unwise political and economie
arrangements of the Treaty which closed that war

In a memorandum written for Royal Currency Com-
mission (1925-26), Prof. P. C. Basu thus stated his ¢pinion
about the policy followed in India in 1920: ‘‘It must, how-
ever, be remembered that all the above caleulations rested
on the assumption that an inelastic demand lcading t» a
high price level would he maintained for some time in
Europe, so that enough time would be left for Indian prices
~ (1) Mr. H. D, Henderson in the Economist for 11th Septem-
ber 1920.

(2) Carpenter and Cullis, Q. 4672-5; Memorandum of Mr, E.
L. Mocatta, paragraph &,
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to adjust themselves to the new forees. After this interna)
adjustment there could, of course, be no effect of the ex-
change rate upon the trade and production of the country.
Thus the erux of the whole thing lay in the then existing
high prices in Europe. All experts said that they would
remain so for a period much longer than what India would
requive for adjustment within itself. But we, who are now
wiser after the event, know that prices began steadily to
fall from 1921. The main reason is, of course, the vicious
cirele ercated by the treaty of Versailles. ... The economie
solidarity of the world is more inexorable than the dietates
of the Big Three at the peace conferences... With eircum-
stances as siich it eould hardly be expected that the Bahing-
ton-Smith Commission would anticipate the obvious follies
into which the victorious countries of Europe drifted. In
India the hoomn of ecompanies in 1919-20 shows that a fall in
prices was not only not expeeted, but a contrary process was
confidently anticipated. Thus for the misealeulation no-
body in 1919-20 could be held responsible.’’

The Minority Report.

So great was the importance attached to the minority
report written by Sir D. Dalal, in the controversy which fol.
lowed, that an cxamination of its main features and pro-
posals becomes necessary. Naturally, our attention is firgt
drawn to his gencral views on the currency system of India.
He condemned the Gold Exchange standard on the ground
that it leads to ‘‘the cndless issue of token coins, much in
excess of what is needed for internal exchange purposes.’”
The obvious reply is that, if a great country like India is in
the position of having favourable balances and has not yet
acquired the habit of foreign investment, its trade balances
must be adjusted by an increase in its domestic eurrency,
Indeed, Sir D. Dalal supplies, in fact, an answer to his own
argument on the point. For, in another place, he asserts
that the Indian market was not prepared to take outside

———

(1) Minority Report, paragraph 61
0—28
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pecurities.! He there emphasises the Taet that the currency
has been inflated because the balance of trade was favour-
able and because the additions to the currency were the nor-
mal way of settling trade balances. The inference is clear
and unmistakable, but it goes against its author’s main
contention.

It is curious also in a writer of such standing that he
mixes up the conceptions of ‘‘ratio’’ and ‘‘standard,’’?
and the confusion is most marked when later he talks of a
¢“‘standard ratio’’.’ As a matter of fact, the standard in
casc of India was gold, and when sterling was divoreed
from gold the Currency Committee did its best to keep India
to the gold standard by linking the Currency with gold.
We further note that neither the Herschell nor the Fowler
Committee professed to set up any ‘‘standard ratio’’, and
expressly left room for changes in the ratio which they
proposed. The Fowler Committec avowedly based the ratio
of 1s. 4d., which they recommended, on the ground of its
being the prevalent market rate and as such one that was
adjusted to the circumstances of the day. The unmistake-
able implication is that the right ratio to the fixed depends
on the trade and currency conditions of the day, and any
very important change in these dynamie factors has an jm-
portant bearing upon the question of the determination of
the ratio. The idea of there being any ‘‘natural” ratio was
expressly disclaimed by the Fowler Committee, which as-
serted that ‘‘between the rate of to-day and that deter-
mined by the bullion value of the rupee there is none which
can be described as natural or normal.’’* So also Prof.
Gregory giving evidence before the Currency Commission
of 1925-26 agreed that no exchange ratio had any particular
claim to be called a ‘‘permanent’’ one, and that any ratio

(1) Ib., paragraph 37.
2) 10, agraphs 17—21.

(3) 7b., paragraph 21.
(4) Fowler Committee’s Report, paragraph 68.
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is permanent only so long as the leading factors maintaining
it remain constant.t '

Sir D. Dalal observes that ‘‘the authorities considered
that therc were only two alternatives open to them, either
to raise the rate of exchange or to debase the silver coinage.
But he goes on to suggest that quite a number of other
courses were in fact open to them.”” Coming from him, these
additional suggestions deserve careful consideration, and
we note that the floating of public loans in India was sne
of his suggestions.> It would of course have been very
desirable if India had the same habit of foreign investment
as some other countries had. But Sir D. Dalal admits that
India had not been prepared financially for absorbing her
favourable trade balances in any other form than in pre-
cious metals.”’® Obviously, it would take a very long time
to get India to let go her age-long practice of absorption of
precious metals and to adopt the habit of foreign invest-
ments. He does not mention how or by whom there should
be encouragement to India to use that method of settling
trade balances. The sole suggestion which he makes is that
during the war British Government loans could have been
successfully floated in India on a very large scale. Seeing
that it took stupendous efforts to float even the Indian war
loans, one must be sceptical regarding the effects of the
opening of British loans in India which would have cer-
tainly competed for popular favour with our own loans.
Again, it is scarcely conccivable that the subscriptions to
British loans, even if they had been floated in India, would
have been on such a vast scale as to adjust our enormous
favourable balanccs. On this topic we might quote the
opinion of Sir S. Reed, himself a very friendly eritic of
the Minority Report. He observes that ‘‘when Sir Dadiba
went on to suggest that the Government of India might
have avoided this measure (i.e., the changz of ratio) by

1) i;;of. Gregory, Q.—12,910.
(2) Minority Report, paragraphs 19—20 and 36—37.
(3) 1Ib., paragraph 20. .

s ————e
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large borrowings in India and encouraging investments
abroad, he was on ground where no one in touch with Indian
conditions can follow him.’’*

The second suggestion of Sir D. Dalal was that exports
of silver should have been allowed from India ‘‘for the
purpose of preventing the price of silver from rising.”’
He adds that ‘“in the presence ol prohibitions on such ex-
port the high world price of silver can only be regarded as
wholly artificial, India had the powcr, and it would have
been profitable for her and to her interest 10 prevent the
rise in the price of silver by sales of the metal. The mere
fact of Indian sales would have broken the strength of the
silver market.? On this topic, however, Sir D. Dalal has
answered himself effectively. Ie showed with admirable
lucidity that ‘‘a real practical difficulty in the way of
removing the embargo on silver exports. ...was that silver
exports would have increased the amount of the balance due
to India.’”” But of course the whole difficulty was how to
adjust these large balances of India and the course indicated
by Sir D. Dalal would have admittedly made matters worse.
However, he goes on to suggest further that in such eircum-
stances it would not have been unreasonable for India to
ask that her trade balances should be paid in gold.”’”* But
this is equivalent to arguing that, when the whole Empire
was fighting for its very existence and all possible gold re-
sources were wanted to raisc loans in the United States of
America and to buy munitions, India should have received
her huge favourable balances in gold. To suggest this was
of ecourse to suggest an impossibility.

Equally unpromising was the other suggestion of Sir
D. Dalal ‘“‘to imposc a duty on all exports at a rate suffi-
ciently high to provide the means of mecting the additional
cost of silver over the price at which silver could be bought

(1) Banker’s Magazine, September, 1926, p. 308.
(2) Minority Report, paragraphs 32 and 37—3Q.
(3) Minority Report, paragraph 37.

(4) Ib., paragraph B87.
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and coined without loss at the fixed ratio.”* The idea of
putting on a gencral undiscriminating export tariff, and of
thus depriving the country of the advantage of the foreign
demand for its wares, only in order to have the theoretical
satisfaction of maintaining a former ratio, is preposterous.
It only illustrates the attitude of mind of the author of this
report as regards the ‘“natural’’ ratio. It should have been
remembered that exchange ratios are fixed or stabilised for
the benefits and convenience of trade. It is not the part of
wisdom to sacrifice the development of and profits from
trade in the interests of any ratio whatever.

Sir D. Dalal’s main suggestion was in the direction of
the use of debased silver coins. Without calling in the
rupees in the hands of the public to be recoined he would
issue a two-rupece coin containing a reduced quantity of
silver.” For various rcasons however this would have been
a very dangerous course to adopt. In the first place the
new debased rupecs would have been susuected from thuir
first appearance in the bazaars, and they would have gone to
a discount,® while the old rupee would I ave been ultimately
in danger of disappcaring into hoards under the action of
Gresham’s Law. Then, again, as Sir D. Barbour pointed
out, another result might have been to increase the number
of rupees in circulation and so to raise prices. This, in 1ts
turn, would mean a further demand for rupces and inei-
dentally for silver. Hence, the main, difficulty of the day
would have remained unsolved, while the curreney would
be diseredited and trade would he ham; crcd.* Debasement
of coinage had of course been cmployed in the
Straits Settlements, but as Sir William Mecyer observed
this was not the right precedent for India to follow, since in
the Straits Settlements ‘‘everybody took paper and nobody
asked for silver.””® Similarly, Sir L. Abrahams had argued
that ‘‘if in India notes become as popular as they are in

(1) 7v.. paragraph 40.

(2) Minority Report, paragraph 43.
(3) Gubbay, Q. 434—435.

'(4) Abrahams, Q. 921—924.

(6) Meyer, Q. 3,304
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some of the Eastern Colonies, and the chief place for silver
coin were in the currency reserve, then I should say there
would be no great objection to debasing the coins which are
held in the currency reserves, which is what happened in
the Straits Settlements.’’*

The best test of the value of the Minority Report is to
examine the prohable sequence of events in case it had been
adopted. Suppose then, that the rate of cxchange had been
made to fall to 1s. 4d. (para. 12). and debased 2-rupee
silver coins had been issued (para 41-2) as was proposed by
Sir D. Dalal. In view of the fact that the exchange stood
at 2s. 4d. (para 24), when these suggestions were made, it is
obvious that very great inflation was necessary in order to
lower the exchange to 1s. 4d. That would have necessitated
the coinage of the debased 2-rupec coins on an unprece-
dented seale.  This, in its turn, would have if any thing in-
creased the demand for silver on the part of India, to its own
detriment. But, further, as we have scen the war inflation
which was already scrious would have been aggravated by
this unprecedented additional coinage. As it was the world
prices fell in 1921 and led to the reversal of our balance »f
trade until the Rupee fell as low as 1s. 33d. (sterling) in
October 1921. But if we had added to the war-inflation
another large measure of inflation on the lines suggestcd
there could be no doubt that exchange would have gone
down much lower. The only way of restoring the 1s. 4d.
ratio would in that case have been to sell Reverse Counceils in
very large quantities and thus to contract the currency
correspondingly. This course would also have icd tc a
great dissipation of our gold and sterling resources. In
fact we should have had to inflate in order to reach 1s. dd.
and then, when world prices came to fall as they did, we
should have had to deflate heavily in order to maintain the
rupee at 1s. 4d. We see therefore that had the Minority
Report been acted upon, it would not have spared us the
loss which ensued upon the sale of Reverse Council in 1920

" (1) Abrahams, Q. 1,054.
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but it would have added the confusion arising from the
debased coinage which it would have taken many years to
clear up.

Kotion taken upon the Report.

It was about February 1920 that the Government began
to take action on the Report. It is to be noted that cven
then there was no reasonable fear of the balance of trade
turning definitely against India or any tendency of the
world prices to fall. It was only in June 1920 that the
balance of trade began to move against India,® and it is
further to be noted that prices went on rising in England
until May, and in the United States of America up to June
of that year. Indeed, in many other countries prices went
on rising till July or even later. There was really nothing
to cause any doubts as to the wisdom of the zourse recom-
mended by the Committee ; for hetween December 1919 and
February 1920, the Indian Exchange rose from 2s. 4d. to
2s. 8d., while by the same month of February the priez of
silver had risen to 893d.? The Committec had recommended
that ‘‘if contrary to expectation a great and rapid fall in
the world prices were to take place, it would be neeessary
to consider the problem afresh.’”” But actually, when
action came to be taken upon the Report, there were no
signs of any fall of world prices, and the situation which
faced the Government was the same as it presented itself to
the Committee, only each characteristic feature of it stood
out in bolder relief. However, by June 1920, (i.e., six
months after the Committees Report was signed and some
months after the Government began to take action on it)
the tide turned with a vengeance. June was the eritical
month in more than one way; it was then that the balance
of trade turned against India, and about that time the world
prices began to fall. The price of silver too had fallen from
894d. in February 1920 to 44d. by June. It was also
noticed then that rupees began to return from circulation.
" (1) Report of the Committee of Currency, 192021, p. §

(2) v, p. 10,
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Thus about the same time there was a simultaneous dis-
appearance of every factor on which the monctary policy of
India had been based by the Committee. The weakening of
the London—New York exchange was the last straw and it
gave a bad send off to the new poliey.

The most important adverse factor was the reversal of
the favourable balances of trade. This was due, in the
main of course, to the trade depression all over the world.
But there were quite a number of subsidiary causes. We
must note among them the political troubles of Europe and
the collapse of the currencies of the Furopean countries.
These factors greatly lowered the capacity of Europe to
purchase Indian produects. Both in Gireat Britain and in
the United States there was undertaken a stricter control of
credit and a rise of discount rates. The monsoon of 1920
was of an unfavourable character. Above all, while ex-
ports fell, the flood of imports kept inereasing and imports
were at a maximum cven so late as December. 'This flood
of imports was due partly to the high exchange and partly
to the fact that during the war and for sometime after,
““India had been starved of her normal imports of manu-
factured goods’’. In many cases importers had antici-
pated and had acted on the supposition of a higher rate of
exchange than 2s. It was no matter of surprise thercfore
that India had an adverse balance of trade of 77} crores in
1920-21 and of about 21 crores in 1921-22.*

The fall in the price of silver was even more pheno-
menal than its rise. The rise had taken six years, but in
the course of a single year—between February 1920 and
TFebruary 1921- ~the price of bar silver per ounce fell from
891d. to 313d.® Such a situation was utterly unpreee-
dented, and therc were various factors leading up to this

(1) The phenomenon of an adverse balance was by no means
peculiar to India in that year. Many other countries shared these
:?:lgitlons. especially those which had been exporting raw mate-

(2) Cf. Dr. Andre Failhas, “L’Argent—metal”, (P
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result. Demonetised silver coin from the Continent was
being sold in large quantities; China, too had suddenly
began to sell silver instead of buying it. A fluctuation of
the New York cross rate was also influencing the price of
silver.

The demand for Reverse Councils was greatly increased
by the accumulated profits which had been retained in
India for the years during and after the War, and which
were awaiting the chance of remittance at favourable rates.
In the Currency Reports of 1917-18 and 1918-19 it had been
noted that homeward remittances had become considerably
smaller than in the earlier years. A tendency had also been
noted on the part of commercial houses to keep their
balances in India. And all this pent up flood of homeward
remittances was now ready to take advantage of the favour-
able rates offered by sales of Reverse Counecils.

The policy of the sale of Reverse Councils has been
vigorously attacked and deserves a eareful examination.
The matter will be taken up in its two main aspeets; in the
first place, we shall consider whether Reverse Council Bills
should have been sold at all, and in the second place at what
rate they should have been sold.

Strong criticism was directed against the sale of
Reverse Council Bills before the balance of trade became
adverse. But in this matter the Government had very
little choice.  The strictest injunctions had heen
laid down on the matter by the Chamberlain Com-
mission and the Committee of 1919, and on no other
point had commercial opinion been so insistent. The Cham-
berlain Commission had laid it down that the Government
should definitely undertake to sell bills in India on London
at a fixed rate, whenever they were asked to do so to the full
extent of their resources.! Later still, complaints were
made before the Currency Committee of 1919 of Govern-
ment’s hesitation about selling Reverse Councils when the
war broke out. The critics were only satisfied when they

and ;1)541!@911: of the Chamberlain Commission, paragraph 101

Q—29
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were assured that ‘‘the present arrangement is such that
if any onc desires Reverse Councils and applies for them
he would immediately get them.’’* It was not possible for
the Government to disregard all thesc pledges and injunc-
tions, and further, it was bound to give a fair trial to the
recommendations of the Currcney Committee of 1919.

As regards the rate at which the Reverse Councils were
sold, in that matter too, there was practically no choice, for
the poliey of the Currency Committee having been accepted
an effort had to be made to carry it out. To sell Reverse
Councils at any other rates would have been to alter the
ratio at the discretion of the Government.  Nor were there
any means of diseriminating speculative from genuine de-
mand for the bills. The very difficult position of the day is
well summed up by Mr. Rushforth in an able tract on the
subject. ‘‘ While admitting the desirability of a just distribu-
tion of the Reverse Councils and the elimination of profits
by speculators, it is necessary to remember that so long as
the supply of sterling was inadequate no scheme of distri-
bution could have obviated the inconvenicnece and uncer-
tainty caused by the discrepancy between Government rates
and market rates.””” Nor did tha procedure actually
adopted in 1920 differ matcrially from that suggested by
Sir L. Abrahams for adoption in case of the fall of exchange
and in the price of silver. As we have seen how that great
man had emphasised the principle that if exchange had
to be lowered a great deal, the proper method was not to be
precipitate, and to lower the rates suddenly, for by doing
so we would create an artificial demand for reverse drafts
from purchasers who would be afraid to be left behind. The
proper course to be followed, according to him, would be to
lower the exchange by two or more stages, and at each stage
to test the potentialities and see whether the direction of
trade had established itself again. The principle thus laid
down had a fair trial; for from February to June 1920 the
price of reverse drafts ‘‘was based on the theoretic 2s. gold

(1) Q. Q 4,206—4,208.

(2) Rushforth, Indian Ezchange Probiem, pp. 10, 12, 20, 28,
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parity for the rupce as measured by the sterling dollar ex-
change, a basis that involved offers at rate substantially in
excess of 2s. sterling.’”’ From and after 24th June another
position was tried, and the priee of reverse drafts was based
on 2s. sterling. The basic idca was to prevent undue stimu-
lation of the demand for remittance and to see if stabilisa-
tion was possible at a lower rate. It was only in September
that these cfforts to maintain the exchange by sales of
Reverse Councils was given up.

It remains to notice the lessons to be derived from our
experience in the year 1919-1920. Our task is the ecasier in
this respeet because the lessons were partly anticipated by
Sir L. Abrahams and Sir W. Meyer in 1919 and later on
were admirably expounded and practised by Sir B. Blackett
during the period stretching from 1923 to 1926. As we are
going soon to consider and review the policy followed during
this period we can only briefly summarise the main points
here.

Circumstances seemed unusually favourable to stabili-
sation of cxchange in 1920, and had they continued so, had
the political scttlement of Europe been effected on the
soundest economie lincs, and had world prices fallen gra-
dually with inercase of production, the stabilisation pro-
posed in 1919 would have been successful at least for some
years to come. But as it was, the bed-rock facts of war
inflation and confusion of currencies, dislocated exchanges
and disorganised production all over the world, asserted
themselves with a startling abruptness and vigour. That
striking phenomenon illustrated Sir Basil’s dictum about
the difficulty and danger of assuring fixity of exchange in
a period of widcly fluctuating world prices, and he might
have added of cxchanges too. The unusually favourable
complex of circumstances having vanished, the true dimen-
sions of the great task preliminary to stabilisation in India
became discernible. It bccame then apparent that we had
not only to wait until the currencies and exchanges of the
great commercial and industrial countries had returned to
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gomething like the normal, but that we had to indo the
work of war inflation at home at least in some measure, in
spite of the special difficulties of contraction in India. As
long as deflation is not resorted to in an adequate measure,
and the price parities are not favourable to maintenance of
exchange, the task expected from sales of reverse councils
is too heavy even for that mechanism, as was scen in 1920.
For, it must not be forgotten that exchange stabilisation
is not a mere matter of adopting certain measures regarding
the exchanges, but must be based on a comprehensive eco-
nomic policy. In particular, a suitable price policy must
precede a successful exchange policy and the two must be in
full harmony. It is to the credit of the Committee of 1919
that it saw the importance of the problem of prices and
strove to lower them direetly by sales of gold and indirectly
by raising the exchange. But a drastic or immediate defla-
tion was out of question then in the midst of a boom (which
for aught any onc knew might only be beginning) and while
Indian prices were lower than world prices. The time came
however when the problem of the reduction of war inflation
had to be taken in hand, and it is to this stage of prepara-
tion for stabilisation that we now turn—noting first, how-
ever, that the difficulties of this stage were largely increased
by the succession of budgetary deficits.

The period of ‘ mobile ” exchange.

The exchange and monetary policy of Government
during the period 1921 to 1925 might be described, in its
earlier phase, as an effort to prevent exchange from falling
below even 1s. 4d. sterling, and, in its later phase, as that
of securing some thing like adequate deflation and of pre-
paration of resources and survey of ground for an ultimate
stabilisation, whenever it was felt to be due. With her
exchange slowly rising through progressive improvement
of the trade position, with her resources in the reserves pro
perly conserved, with her price levels stable in a measure
unknown to other countries, and without tying her currency
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to that of any other country India was awaiting the favour-
able opportunity for stabilising her exchange which the
improvement of world conditions was to afford her at no
very distant date. However, there were proposals from
many quarters as carly as 1921-22 to stabilisc exchange at
1s. 4d. It was argued that the resources of the Gold Stand-
ard Reserve were meant to support exchange and to stabilise
it. Sir M. Hailey had no difficulty in showing that the
resources could advisedly be used for such a purpose only
when our balances of trade became normal. Then would be
the time for making a full use of our sterling reserves,
while any premature effort at stabilising the exchange
would have led only to a dissipation of those resources. It
was indeed fortunate that no attempt to stabilise was made
at this period, sinee it would have involved India in the
heavy fall of price, which England and other countries
witnessed at this period. As Mr. Keynes put it, under those
circumstances India would presumably have felt the full
fury of the price fluctuation in Great Britain. ‘‘Stability
in the internal price level is so superlatively desirable in
such a country as India, that the fact of her having got
through the recent cycle with so small a fluetuation of inter-
nal priees is a great deal to be set against the inconvenience
to merchants engaged in foreign trade from the fluctuations

in exchange.”’

It was alleged at the time in favour of the policy of
early stabilisation that unless the exchange was fixed at the
rate of 1s. 4d. its tendency would be to fall still lower. It
was in fact assumed that the world was entering on a pro-
longed period of low prices and that unless an effort was
made to fix the ratio at 1s. 4d. the Indian exchange was going
to fall lower and lower. The course of events has not ful-
filled these prophecics. With some reduction of the burden
of inflation and with the advent of better trade situation,
the Indian Exchange began to rise steadily and would have
if left to itself, gone far above 1s. 6d.



230

Then there are those who argue that the Rupee could
have been stabilised at 1s. 4d. sterling in the beginning of
1923. They thus admit by implication the absolute neces-
sity of the major part of the deflation which was carried
on in the three carlier years. So strong had been the defla-
tion in England and United States of America in the ycars
1920 and 1921 that stabilisation of the exchange was not
possible in India without an effort to do away with some
part at least of the war inflation. It is inconsistent to talk
of ‘‘undue contraction of currency’’ and yet to propose to
retain the gains of such contraction. It is admitted further
that the maintenance of the ratio at 1s. 4d., if then fixed,
would have meant trouble and sacrifice to India implying
further deflation among other things. Iinally, after the
experience which the Government had had of repeated and
violent exchange fluctuations from 1917 to 1923, it could
not possibly be sure that because the rupee had reached 1s.
4d., in January 1923 it was destined to stay there for any
considerable time. There.were too many uncertain factors
in the situation of the time, the rising trade balance had
not asserted itself nor had financial equilibrium been
secured. Whatever later crities might say in the light of
further events, the commercial opinion of the country was
quite against stabilisation at the time. Just at the time
when the rupee reached 1s. 4d. the spokesman of the
Karachi Chamber, Sir Montague Webb thus expressed the
general view. ‘‘With the currency systems and prices of
Continental Europe entirely out of control, who can say
what will happen? If India continues to experience diffi-
culty in selling overseas sufficient of her surplus products
not only to provide the wherewithal to make her customary
purchases from overscas but also to meet her sterling liabili-
ties, say, thirty millions per annum, what will happen to the
sterling value of the rupee? Why the Government of India
have not yet achieved that sine qua non of iupee
stability—a budget wherein expenditure is restricted to the
amount of revenue collected. With all these difficulties
and uncertainties before us—and I would remind you that
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the gencral situation, especially in Europe, baffles the most
experienced cconomists, curreney experts, bankers and
statesmen--can we with any assurance or certainty say to
Government that 2s. or 1s. 8d. or 1s. 6d. or even 1s. 4d. is
the correct figure at which the rupee should now be linked
to the sovereign? There ean be no doubt about the reply.
The wisest course in the eireumstances, I submit, is not to
attempt to dogmatisc as to the correct level of our foreign
exchanges, but to carry on with the utmost caution, and to
adjust our position from day to day, week to week, and
month to month, as the needs of the moment demand. Ior
these reasons, the Karachi Chamber of Commeree ynhesi-
tatingly supports the view of the Bengal Chamber that no
alteration of the nominal ratio of the rupce to the sovereign
will be of any advantage to India until world conditions
have beeome more stable, and until the internal finanees of
the country have been put on a sound basis.”’

The budgetary equilibrium which was thus admittedly
an essential pre-requisite of the stabilisation of the rupee
was not reached until the year 1923-24 when a start was
made with a surplus of two crores. As Sir B. Blackett put
it, it was ‘‘the Budget of 1924-25 which signalised our defi-
nite escape from the era of deficits’’.

Indeed, as late as the year 1926 some eminent economie
authorities were of opinion that the time was not ripe for
the stabilisation of the rupee. The stabilisation of our cur-
rency and exchange was in an important sense an inter-
national problem, and one of the leading considerations in
determining whether the time for stabilisation had arrived
was the possibility of a reasonable estimate of the future
course of world prices and monetary policies. Naturally,
the maintainability of any ratio to be fixed for India
depended to a very great extent on the then uncertain
course of prices and monetary developments abroad. In the
quinquennium 1920-1925 great monetary developments have
taken place in various countries and economic opinion on
important currency matters has been in a state of flux—
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there being on one hand a tendency to go back to pre-war
arrangements, and on the other hand strong suggestions
to make radical departures from them. The price and dis-
count policies of the leading countries have been discussed,
cxperimented upon, and gradually and in great measure
settled. Nor, with the best intentions, has it been possible
to prevent considerable price fluctuations. Prices in
England went through a great fall through the years 1920
and 1921. There was another but much smaller rise of

prices in 1922-23 and a later fall in 1925.

American prices too have gone through great fluetua-
tions between the years 1920 and 1925. In that country
there were noted during that period no less than three
periods of rising priees—1920, 1922-23, and 1924-25; there
were also two periods of falling prices corresponding to the
years 1920-21 and 1923-24. Many other countries had
their full share of what Prof. Edie has well termed the
“‘outstanding phases of this period of price turbulance’’.
He added that ‘‘this shifting of relations is not confined
to money and prices alone. It extends to the outside fae-
tors, such as unbalanced budgets, foreign exchanges, indus-
trial and trade conditions and psychological changes reflect-
ed in optimism and pessimism.’’

Such uncertainty of prices and of price-policies in the
leading countries added greatly to the risk of maintaining
any ratio that had been fixed at that time. Had the gold
prices fallen materially after India had fixed such a ratio,
we should have had to undergo a further and drastie
deflation with all its inconvenicnces. On the other hand,
there were powerful partisans of inflation both in England
and in the United States at the time. The danger was the
greater from any inflationist sueeess in the latter country,
with its vast accumulated gold resources and its position
as the great ereditor country. Looking to the banking situa-

(1) Cf. Prof. L. Edie’s “Post-war fluctuations in wholesalz
commodity prices” in American Economic Review, March 1928.
(Supplement),
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tion in the United States, Bonnct well remarks that with the
bank reserves climbing up at some periods as high as over
80 per cent at times, the maintenance, on the whole, of a
wise and moderate credit and price poliey on the part of the
Federal Reserve Banks has been a marvellous and wholly
unexpeeted phenomenon.' This is to be attributed to the
new spirit which has actuated the Federal Reserve Board
and the new task which it has set before itself. That task
has been to keep the purchasing power of money stable, an
aim that was almost unknown to the pre-war banking theory
or practice, generally speaking. The method adopted has
been not to avoid all increments of credit but to so regulate
it as to keep prices stcady. The method was, of zourse,
not learnt in a day, and a great mistake was made at the
start in 1919-20 in the great expansion of Reserve credit.
But as time went on, the new ideals and methods were
adopted not only in America but later in England also.
However, at the time of which we are speaking—in the
years which followed the Indian Currency experiment of
1920—there could be no assurance or even glimpse of such
a new and wise price policy to be followed by America.
Nor, further could it have been anticipated how, under
the guidanee of the late Governor Strong, America would
assist in the monetary reconstruction of a number of Zuro-
DPean countries, and thus facilitate the task of monetary
reform generally. Before that development the only hope
of the stabilisation of prices and currencies seemed to be in
an international co-operation guided by international con-
ferences. 'We know that Dr. Vissering and other economie
authorities worked since 1920 in that Jirection.’ But we
also know how frequently futile and generally dilatory such
conferences can be. Kortunately however events took a

new and unexpectedly favourable turn about the year
1924-25,

(1) Bonnet, o0p. cit., p. 58.

(2) Cf. Vissering, International Economic and PFinancial
Problems.
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Politieal factors conspired with Economie circum-
stances to perplex the problem of exchange stabilisation and
to delay its solution. We might borrow a brief but ade-
quate description of the situation from a well-known
American authority on banking, Dr. W. R. Burgess: ‘““At
the end of 1923 and moving into 1924, we were in a period
of some business depression. The skies were a bit dark in
this country and the world over; there was a good deal of
disturbance bhecause England was not yet back on a gold
basis, and most of the other Countries of the world were
yet in uncertainty. The Dawes plan had not yct been eon-
¢luded although the experts were working on it; agrieul-
$ural prices were on the tobbogan.’”” He might have added
that the French had entered the Rehr and that this act of
aggression had further darkened the political situation of
Rurope.

Speaking before the Associated Chambers at the end of
1923, Sir B. Blackett pointed out that had we then stabilised
the rupee at sixteen penee (sterling) we should by doing so
¢have surrendered our frecdom of action in a matter
which vitally concerns us. In effcet, our currency policy
would have been liable to be dictated to us from abroad.
For good or for evil we should have been bound to conform
to the movements of sterling at a time when cven sterling
is liable to fluctuations that may well be very considerable.’’
We should also have introduced eonsiderable and abrupt
changes in the Indian price level. 'We should have began
by inflating eurrency in order to bring down exchange from
1s. 6d., and then ¢“thc Government of India might have to
dcflate again and to expend their foreign reserves in an
attempt to force down internal prices pari pasu with a
downward movement of prices in England as compared
withk the United States.”’

On the other hand he went on to say that if we had
stabilised at 1s. 4d. gold, we would have been ‘‘involyed in
fluctuating relations with sterling in which at least nine-
tenths of our transactions in foreign currencies are gxpreas-
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ed. We should have paid for our fixed gold value of the
rupee by having to put up with sterling rates that rose to
18-09 pence on November 17th and fell as low as 16-52d.,
a range of more than a penny half-penny.’’

Our discussion has shown that there were many cireum-
stances which made the stabilisation of exchange, even in
1924, inadvisable. India was well advised to hold her hand
in a period of unprecedented economie instability when the
future of price levels and intcrnational trade, of monetary
policics and standards was most uncertain. She had made
sure not only of price stability but of a reasonable exchange
stability by 1924. She also retained her liberty to conform
only so far as suited her own interests to the exchange and
price movements of other countries. Sir Basil Blackett
well deseribed such a policy in his felicitous economic phra-
seclogy. ‘‘If I may state the case in the form of a paradox,
I will say that it is precisely the mobility of prices, exchange
and currency which makes it possible to maintain something
approaching to an all round equilibrium. So long as the
different forces can be played off to a certain extent against
one another they can be made to produce a fairly constant
resultant ; but if you once fix any onc of them you will find
that in the absence of a rcal approach to world stability you
have increased instead of diminishing the oscillations vf the
reminder.”’ That was a terse and suggestive analysis of
the situation worthy of that grcat financer and zconomist,
It meant also a revival of that wisec policy which Sir W.
Meyer and Sir L. Abrahams had recommended to the
Currency Committee of 1919.



LECTURE VL
MONETARY RECONSTRUCTION IN INDIA

(1925-1926),

Need for Monetary Reconstruction,

The pre-war monetary system of India stood the strain
of the Great War as well as any other standard ; but when
to the troubles directly caused by thc war was added the
phenomenal rise in the price of silver, it was thrown out of
gear. As has been well put, ‘‘it was cssentially the rise in
the priee of silver which upsct the Indian Curreney sys-
tem’’. Since then, ‘‘the rupee had been a managed cuc-
rency bearing no fixed relation to gold’’. When the time
came for the task of stabilisation to be taken in hand, the
possible lines of imprqgvement in the system, as worked in
India before the war, stood out prominently, in the light
of expericnce. That experience had drawn attention to
the dependence of the system on the price of silver, and it
was the first requisite of a monetary reconstruction to free
the country’s currency from the threat implied in the pos-
sible rise in the price of silver. In the second place, the
war had also brought home the dangers of a possible divoree
between the sterling and gold. This consideration empha-
sises the superiority of the system of gold exports for sup-
porting exchange over that of sale of sterling drafts. In
the third place there was, in the absence of statutory regu-
lation, no theoretically perfect means of sccuring a fully
adequate contraction of the circulation when the exchanges
were adverse. But further, the pre-war system was
wanting in the sort of mechanism which would act simulta-
neously on prices both at home and abroad, and bring about
their adjustment in periods of favourable or unfavourable
balances. To take an example, when the balances were
unfavourable a country on a thoroughly efficient gold
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standard should be able to export gold, thus lowering prices
at home and raising them abroad. On the other hand when
the balanees was favourable, there should be an import of
gold leading to a risc of prices at home and to a fall of
prices abroad. Hence a proper gold standard should be
based on the prineiple of timely efflux and influx of gold,
with consequent cffect on prices both ways.

But any thorough-going reform of the system required
the formation of a central bank which could serve as the
pivot of currency operations. Almost all the defeets of the
pre-war system were due to the absence of such an institn-
tion which should ecombine the control of credit and cur-
reney and iniroduee unity of poliey in both these diree-
tions. The nceessity was obvious of giving India par: passu
with a eurrency system of the most advanced character, a
controlling authority competent to deal with the task of
management of currency affairs. Any scheme of monetary
construction had also 1o include the reorganisation of the
Paper currency system of India. That system was also
suffering from the combined results of the earlier defects
of organisation and the effects of war. The old fixed fidu-
ciary system was making the note issuc unduly rigid; and
though it had been modified of late and the fiduciary issue
was made proportional to the whole, still it was necessary
to renounce the system which had caused so much inelasii-
city and to introduce one which was fully suited to the cir-
cumstances of the country. The system of emergency issues
too had to be improved and the importance and superiority
of commercial bills as instruments of the desired elastizity
had to be fully utilised. Undesirable excrescences like
‘‘created securities’’ were to be lopped off and their extine-
tion had to be expedited.

The Gold Bullion Standard-its antecedents and
distinguishing features.

Passing to the actual plan of monetary reconstruction,
laid down by the Commission, we shall first note the Gold
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Bullion Standard recommended by the Committee and exa-
mine its character. It would assist this exposition to glance
at the changes in the practice of and ideas relating to the
Gold Standard. The ‘‘Gold Standard’’ as restored in o
many countries since the war is different from the pre-war
gold currency system, and its distinguishing feature is the
obligation imposed on the currency authority ‘‘to buy and
gell gold bullion without restriction at fixed priees.”” A
great change has ecome ahout in the practice of the gold
standard since the great war. Even before the war, the
use of gold coin was becoming less important or significant,
and it is now generally admitted that the use of gold coins
is in no way cssential to the gold standard. In several
countrics efforts made to introduce gold circulation have
failed owing to a want of popular preference for such a
currency. Such had been the case in Holland and Switzer-
land. In some great countries the people have beeome
accustomed to paper currency and there is no desire for
gold coinage. Even apart from the question of inclini-
tion, it is obvious that a restoration of gold currency on the
pre-war system would require a very great redistribution of
the world’s gold stock and, indeed, a great increas: in the
aggregate stock of gold, while what is actually required is
an economy in the use of gold.? In this matter theory has
come to support and justify the prevailing practice, and
eminent theorists argue that ‘“gold coin is in fact, an imper-
fect application of the Gold Standard.’”® As regards the
question of definition, it would be easy to find and quote
older definitions of the gold standard which would dis-
qualify every existing system and deny the right of any
country in the tvorld to the possession of a gold standard.*
But one would prefer to look to the description of a gold
standard from an authority like Governor Strong
who had worked gold standard in America for

(1) Hawtrey, The Gold Standard, p. 110,

(2) Nogaro, op. cit. p. 230.

(3) Hawtrey, The Gold Standard, p. 98.

{4) Robertson, Moncy, pp. 67—68.
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many years and who had helped to restore in it
in a number of countries. ¢ The ecssential ele-
ments of a full gold standard arc complete convertibility
of the note issue into gold, an absolutely free gold market,
an unfettered foreign exchange market, and a banking sys-
tem which effectively assimilates gold imports and regulates
the consequences of gold exports.’”’! Bearing in mind such
descriptions of the gold standard as also the more modern
definitions of the same, we shall have no hesitation in recog-
nising the truc character and merits of the standard recom-
mended by the Curreney Commission for India.

Ricardo’s Ingot plan.

The system of Gold Bullion Standard as proposed for
India by the Commission and as adopted in England ean
be traced back ultimately to the famous Ingot RPRlan of
Ricardo. That plan was first sketched in 1811 and then
made more specific in 1816 in his traet called the ‘“Econo-
mical and Secure Curreney.’”’ Later, still it was developed
in the evidence before the Secret Committee of 1819. In
an article in the Economic Journal for September 1923,
whieh will become the locus classicus for the study of the
development of the Ingot Plan, Prof. James Bonar has
traced the history of the plan until its adoption temporarily
in 1819. The plan was given most succinetly in a memo-
randum before the Secret Committee.

1. That the Bank should be subjected to the delivery
of uncoined gold or silver at the mint standard and price
in exchange for their notes, instead of delivery of coin.

2. That the Bank should also be obliged to give their
paper in exchange for standard gold or silver, at fixed
prices, taken somewhat helow the mint price.

8. That the quantity of gold or silver so demanded in
exchange for paper at the Bank, should be limited, not to go
below a fixed amount.

(1) Governor Strong’s evidence befqre the Royal Cemmission
on Indian Currency, Q. 15,227.
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Ricardo claimed as one of the chief merits of his plan
that it would make gold coin unnceessary. As he observed,
“‘the objeet of my plan would be most completely effected
by there being no gold coin in cireulation’’; he zrgued to
the effect that ‘“to buy gold unnccessarily is to waste the
goods that buy it; we might as well throw it into the sea’”
The gold would be ‘‘a dead stock without advantage or
profit,”’

The plan was adopted in England for a time; and
what led to its abandonment has been the object of much
gpeculation. Mr. Bonar suggests that the Bank disliked
the additional responsibility placed on them of buying and
selling gold in the interests of national currency. He also
remarks that perhaps the limit of 60 ounces fixed for buy-
ing and selling gold was too low, and that the much higher
limit of 500 or even 1000 ounces suggested by MacCulloch
would have suited the bullion market and the industrial
demand of gold better.” But a great deal of the responsi-
bility for the turning down of the plan must lie with politi-
cians like Cobbett, who eondemned the plan without under-
standing it. Much was also duc to the old popular fondness
for gold currency. It would be difficult to exaggerate the
influence of Ricardo’s plan on the history and evolution of
Indian Curreney. It is interesting to recall that as far
back as 1879 Robert Lowe, afterwards Lord Sherbrocke,
had made an attempt to adapt Ricardo’s proposals to the
case of India. IIc thus anticipated the Royal Commission
on that important topic by about half a century. By a
singular coincidence, in the same year, Mr. Lindsay had
also brought out a tract in which Ricardo’s plan was advo-
cated for adaptation as the solution of the eurrency difficul-
ties of India. But while the gold exchange standard plan
advocated by Lindsay was ‘‘implicit’’ in Ricardo’s project,
Lord Sherbrooke’s secheme was an even closer adoption of the
Ricardian model, and proposed to maintain Indian currency

(1) Fortnightly Review, July 1879. 7
and Cirvency o gw' y , July 1879. Probyn Indian Cosnage
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at par with gold by requiring notes to be redecmed in gold
bullion and to be issued in exchange for the same.

We find that Lord Sherbrocke not only advocated, like
the Commission, the Gold Bullion Standard, but in the
same spirit he envisaged the ultimate dethronement of silver.
Similarly, too, he compares the merits of the Gold Bullion
Standard with those of gold curreney to the advantage of
the former. 1In faet it is a case of remarkably close coinei-
denee, and the anticipation of the Report of the Commission
of 1925-6 is so cxact that a couple of extracts from the article
by Lord Sherbrooke will be found interesting. ¢‘People
talk of gold flowing into a country till they scem to have
convineed themselves that this is a gratuitous proecess, and
to have banished from their mind the undoubted fact that
for all the gold which enters the country an equivalent
value must be given. The difference between the two uses
which may be made of gold, is the differenee between reserv-
ing a ecomparatively small sum in bullion to correet by the
liberty of purchase any tendeney of a paper curreney to
expansion or contraction, and the manufacturing, paying
for and perpetually renewing the whole metallie eireulation
of the State.”” Tt might be remarked that the contrast
between the Gold Curreney system and the Gold Bullion
Standard could not have been better stated, nor the fallacy
of the usual facile projeets for gold currcney better ex-
posed. In the next extract the author of the proposal sum-
marised the nature and aim of the (fold Bullion Standard.
e obscrves that ‘‘when a gold standard is onece established
by mecans of notes convertible into gold when tendered jn
sufficient quantities, it will be casy to demonctise the rupee
by limiting the privilege as a legal tender to small sums,
as is the ease with our own silver currency.”’

Merits of the Gold Bullion Standard.

The Gold Bullion Standard marks a considerable im-
provement on the pre-war monctary system of India and, is
free from many drawbacks which experience had detected in

Q—31
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the latter. Thus, the new system has nothing to fear from
the danger caused by any rise in the price of silver beyond
the melting point of the rupee. That fear had always been
like the sword of Damocles hanging over the pre-war sys-
tem; and indced it was this rise in priee of silver which at
last threw it our of gear. This old danger is now guarded
against by « chain of important proposals, the first of which
is that in future our paper curreney should ecase to be
convertible into silver eoin. This in its turn will render
unnceessary the keeping of large stocks of silver in the
currency reserve; and there is the further corollary that
the coinage of silver should be stopped at least for a long
time to come.’

But, further, the Gold Bullion Standard gives us that
much longed for and sought for feature—a conspicuously
visible link between the curreney and gold. We had always
been told that in the absence of such a link there was a
growing distrust of the rupee, with its corollary—ihe hoard-
ing of gold. We have now the certainty of avoiding these
objections, since the eurrency authority will have to provide
gold bullion by weight and not merely for export but for
any purpose whatever.2 ‘‘The statutory gbligation to buy
and sell gold for rupees without limit at a preseribed parity
for the first time in the history of the rupee will base it on
gold firmly and in a manner that is conspicuously visible.”’
The question of the adequate convertibility for the local eur-
rency had been debated almost from the beginniug of Gold
Exchange Standard in India. It was urged rcpeatedly that
the want of absolute convertibility was responsible for a
redundancy of currency and a resultant rise of prices. There
were, it was said all shades of convertibility and only the
fullest and ideally perfeet convertibility will do for a good
monetary standard. We have now at last a plan which
provides for the most effective convertibility—-converti-

60—-70(1) Report of the Royal Currency Comx-tﬁssion, ;amgr;p_h

(2) 1b., paragraphs 60—61.
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bility into gold bullion ; and the gold bullion, be it noted, is
provided not merely for export as was proposed in same
schemes of reform, but for any purpose whatever. As the
Keport adds, “‘the obligation is to convert the currency hot
merely into foreign exchange, but into metallic gold, and it
is an obligation that is not as formerly conditional and cir-
cumscribed but absolutec and unlimited.’’

The old controversy about the statutory regulation of
the Gold Standard Rescrve has at last been laid at rest
by the new system. As has been admitted freely by a high
authority on the pre-war system, ‘‘there was a fundamental
restriction on our undertaking to support exchange. It
was not an undertaking continuously to maintain exchange.
It may be described rather, as an undertaking which bound
us as long as we had resourees, to use those resources in
restoring cxchange if exchanges had fallen outside the gold
point. The pre-war undertaking might even in ordinary
circumstanees have not aected efficiently.”’”* As the same
authority added later, there was an clement of personal
judgment in the system and hence he would readily recog-
nise ‘‘the advanee in an unqualified undertaking to sell gold
for export.’”

It is obvious further, that the prevalence of hoarding
must affeet adversely the working of either the gold cur-
reney system or the pre-war monetary system. For the ebb
and flow of sovercigns and rupees to or from the hoards
would under both these systems make arbitrary additions
to or reductions from the currcney in circulation. These
arbitrary changes duc to the existence of hoards might vn
oceasion stultify the effects of the currency authoritics to
contract (or it might be to expand) currency. It might
be added, however, that the Gold Bullion Standard is the
system which would be least affected by the existence of
hoards; because, on the one hand, under it, the sovereign

(1) Sir j. Brunyate, Q. 11,322,

(2) Sir J. Brunyate in the Jourmal of Koyal Societ
8rd Dceember, 1926 p, 75, /oy ity of drss
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will be deprived of the legal tender quality, and, on the
other hand, the recommendation as to the stopping coinage
of silver rupees for a long time to come will cnsure the
automatic reduction of rupecs in the hoards. These hoards
will thus be deprived of their power to influence adversely
the working of currency and priees, since their eapaeity of
acting on tho volume of circulation by injecting sovereigns
and rupees into it will be gone,

Finally, the obligation to scll and purchase gold which
is imposed on the currency authority by the scheme of the
Gold Bullion Standard ensures that double action on prices
both at home and abroad which was denied to the older
system, inasmuch as possessed only the resouree of selling
exchange on foreign countries TUnder the new standard
the export or import of gold from India will act not only
on the Indian priee level but on the foreign prices, and the
adjustment and maintenance of the international price
level will become casier.

The identity of the Gold Bullion Standard with the
post-war monetary systems prevailing in the most advanced
countries is obvious. Thus, in the United Kingdom too the
Qold Standard Aect of 1925, adopted the Ingot Plan of
Ricardo, and the system is maintained by the obligation
placed on the Bank of England to buy and scll gold by
weight.” In other countries too, the restoration of gold
standard has meant, as we have scen, the adoption of a
gystem by which an obligation has been imposed on the
currency authority to buy and sell gold bullion without
restriction at fixed prices. Since in these countrics there
is no fear of any rcerudeseence of gold currency, it might
be taken that India also having attained the most perfect
form of monctary standard as yet devised and sharing it
with the advanced countries, will desire to keep to it. To
quote Sir Stanley Reed ‘‘when confidence in the gold bul-
lion standard is firmly established, India, with a free voice

(1) Prof C.J. Hamilton’s evidence, Q. 10,672—10,685.
(2) Economic Journal, 1926, pp. 813—38183,
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in deeiding, will find that a gold currency is not worth the
expense and risk involved, and is not necessary.’” He also

went on to add that ¢“the gold bullion standard satisfies all
the country’s real needs.’”*

The Gold Currency proposal.

The main alternative to the adoption of the Gold Bul-
lion Standard was the introduction of a gold currency ; and
coming to consider that topie, we note in the first place the
significant faect that the latter idea was rejected unani-
mously by the Commission. We shall advert in a moment
to the rcasons why it was rejected. But the discussion of
the gold currency idea hefore as well as by the Commission
was in itself a most important contribution to the general
economic study of the topic of Gold Currency. A scheme
for the introduction of gold currency was worked out, by
men of high ability and unique experience, in all its details,
and was freely and fully threshed out not only by experts
in India by many of the most eminent currency experts of
the world. The problem was carcfully formulated and stu-
dicd in all its aspeets as it never was before.  Bvery item in
the cost of introducing such a currency, and every difficulty
in the way of its adoption was fully considered, and the
potentialities of that curreney system were studied as they
never were before. This study was in fact itself a contii-
bution to the subject of monetary practice; and since no
other country is likely again to introduce a gold currency,
that study will probably recmain a unique one. In view
of the great part played by projects for a gold currency in
the monctary history of India, we might glance at the main
features of the most promising and perfeet scheme of the
sort that was ever placed before the Indian publie.

One very important respect in which the Kinance
Department’s scheme for a gold currency differs from other
proposals with the same object is in a careful caleulation of

(1) Banker’s Magazine, Sepiember, 1926, p. 306.
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the cost neeessarily involved and in the provision of Ye-
sources with which to meet the cost. The main defeets of
the older schemes with the same object, which we have dealt
with before, and even of similar contemporary proposals,
arc that they are rather vague, that they ignore essential
clements of the costs involved and further that they fail to
provide adequate resources to meet the bill. The authors
of these altcrnative schemes are so anxious to show that a
gold currency ean be introduced in India with a trifling
cost or even without any expense at all that they leave their
projects very incomplete and make no provision for the eon-
vertibility of the present note issue and of rupees into gold.
A necessary corollary of the adoption of cach sechemes would
be the confusion caused by the existence of two kinds of
note issue, only one of which is convertible into gold. They
further assume, in their quest of cheapness, that India will
not require anything like an adequate number of gold coins,
and they negleet to provide for any saturation of the non-
monetary demand for gold and for any substitution of gold
for silver in the hoards. And yet they ecall the system
which they have thus projeeted a ““full”’ and “‘cffective’’
gold standard. If, indeed gold coin is going to form so
small a portion of the proposed currency system, how is it
going to fulfill the important functions which are claimed
for it? Unless there are very substantial amounts of gold
currency in circulation, how is the anticipated psycholo-
gical revolution to be brought about, which, it is said, wil:
cause the hoarding habit to disappear? How is a coin
which is not in substantial circulation to inspire that gene-
ral confidence in the currency system which has been clajm.
ed for it, or to have the full educative effects in forming cor-
rect notions regavding eurrency matters? One can quite
agrec with the view that ‘‘once a thing beecomes common
people do not want to hoard it.”” Hence if a gold currency
is to weaken the hoarding habit, gold coin must be made
freely and commonly available to the people for a sufficient

length of time.
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Far different in all these respects was the policy re.
garding the introduction of the gold eurrcaey adumbrated
by the Finanee Department. To start with, the ideal pro-
posed was clearer and more scientifiec.  Gold eireulation was
not to be regarded as the ultimate or final ideal but a transi-
tional stage towards the ideal gold standard,' Consequently,
it was nccessary to reach the gold currency within a fairly
short time, and the task of this stage was to stimulate the
investing and banking habits and to get rid of the hoarding
tendeney. The cost, too, of introducing a gold currency was
caleulated with great care. India would require sufficient
resource to convert approximately 100 erores of gilver
rupees in hoards into gold, as well as ahout 10 erores of the
rupees in circulation.” Another item it the cost would he
the loss on the rupces which would have to be sold. The
country would also lose by the depreciation of the value of
the silver held by individuals in it. As Mr. Kcynes has
pointed out ‘‘silver is very greatly an Indian interest,”’ and
is not to be treated as only a foreign interest. For these
two latter items, however, no exaet or even approximate
figures could be arrived at. The additional gold resources
required by the operation would amount to about 103 mil-
lion sterling. These fresh gold resources, added to those
accumulated under the (fold Exchange Standard system,
were judged sufficient to saturate the country as regards
non-monctary demand for gold and to give the country
sufficient gold coin required for eurrency purposes.

The secheme, however, failed to recommend itself to the
Commission for several reasons. The estimates of the gold
demand though carefully gone through were avowedly un-
certain, and probably the cost as well as the resources re-
quired would have proved to be greater in actual expe-
rienee. But the main difficulty, and the one which proved
insuperable, was the impossibility of securing assistance in

(1) Sir Basil Blacketi's evidence, Q. 10,206 and 10,276.

(2) Sir Basil Blackett’s evidence, Q. 498; 510; 10,222—10,233;
Q. 494 and 10,224,
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the matter of the resources required from America or Eng-
land. America was not likely to lend her assistance to us
in this matter, partly on account of its silver interests, but
mainly because while willing to spare her gold for purposes
of rceonstruction and stabilisation of currencics, she was
averse to lending it for the inauguration of a gold eur-
reney and would not grant the neeessary credits.’

In the light of events cne can see that the Commission
if anything understated the danger to the world prices
from a considerable diversion of gold resources for provid-
ing a gold currency in a country. The Commission could
not of course foresee the fall in the priee index numbers of
every country which has taken place sinee the year 1925-26.
Nor could it have foreseen how slow and difficult would be
the process of any tangible inevease in the production of
gold. But we ean now sce in the light of these later deve-
lopments how very justifiable was the insistence of cminent
economic authorities on the utmost cconomy of gold and on
the co-operation of central banks for the purpose. Under
these eireumstances strong objcetions have been taken to
the reeent proceess of aequisition of gold by the European
banks for strengthening their reserves by the substitution
of gold for loreign cxchange. Recent studies relating to
the present day gold production and its bearing on the eur-
reney problem have drawn attention in the first place to the
incrcased demand for gold due to the stabilisation of cur-
rencies. ““On aceount of the higher level of priees, the strue-
ture to he supported by the gold basis is greater than before
the war, and it is doubtful whether the present rate of gold
production is keeping pacc with world development, while
the total of the gold output tends downwards. In the
altering circumstances the future is more likely to be con-
cerned with appreciation of gold, than its depreciation, and
the problem of greater stability of value is one for all gold
standard countries. A great dcal will have been accom-
plished if, by co-operatlon, the short-time ﬂuctuatlons m

(1) Dvldence of Governor Strong, 15 103 and 15 322.
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the value of gold can be levelled out and the long time
movements made so slow and smooth as to be almost inno-
cuous to production and trade.’” Such is the position as
regards gold production as interpreted by experts in gold
mining and currency matters. {Under such conditions one
can understand the reluctance to divert at least £ 103 mil-
lions in gold for endowing a gold currency—a system which
no other country possesses and which was condemned by not
a few Indian cconomists before the Currency Commis-
sion. Nor should it be forgotten that the £103 millions
worth of gold going to India for the purpose would be over
and above the large imports of gold on other accounts; and
that in the last four years these latter imports have amount-
ed to no less than Rs. 217 crores. There ean be no question
that demands for gold on such scale are bound to exaggerate
the prevailing tendency towards the fall of prices and must
precipitate that scramble for gold of which the signs are
already apparent.

Then, again, as to the question whether India has a
strong interest in the rise and fall of world prices, an
appeal might be made to fairly recent economic history.
The prosperity of India during the first decade of the pre-
sent century, the vast expansion of its trade and the stabili-
sation of its exchange ratio were certainly not unconnected
with the rise of world prices during that period. On the
other hand India has had its full share of the troubles asso-
ciated with the great fall of world prices after the year
1920 as well as during the last quarter of the nineteenth
century. These are the considerations which supply an
answer to the question whether the attainment of a gold cur-
rency on the part of India is likely to bring about a fall of
world prices and whether such a fall is necessarily prejudi-
cial to Indian interests. It is of course true that if India
demands gold from her trade debtors she asks for no more
than what is her due. Only, it is not a question of enforeing
an absolute legal right at any cost but of the expediency of
enforcing it against her own as well as against general

interests.
Q—a2
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There were other suggestions for improving the Indiap
currency system before the Commission, apart from those
for a gold currency. Governor Strong of the Federal
Reserve Board made various suggestions for a ‘‘broadening
out’’ of the Gold Exchange Standard. The suggested lead-
ing features of this process consisted of leaving to the rupee
the full legal tender quality while suspending its further
coinage and of ceasing to operate the standard through a
single market. We have already noticed the alternative
proposals of Sir B. Blackett as regards the pre-war mone-
tary system of India into an international exchange stand-
ard.? The main alternations proposed by him with this
objeet consisted of the fixation by statute of the import and
export gold points, a statutory provision as regards the re-
serves and the imposition on the eurrency authority of the
obligation to buy and sell gold. When we compare these
proposals with the scheme of the Commission for the esta-
blishment of a Gold Bullion Standard, we shall find that the
Commission’s scheme has incorporated almost all the sug-
gestions made in this direction either by Sir Basil Blackett
or by Governor Strong. What is further to be emphasised
is that both these authorities laid down as the necessary
condition of any improvement of the currency system of
India the formation of a central bank, which by laying down
a wise discount policy and by properly regulating the expan-
sion and contraction of currency, would ensure the proper
working of the improved standard. The scheme of the
Commission, it is submitted not only incorporated all the
reforms indicated above but several others and also paid
special attention to the formation of the proposed Central
Bank.

The Currency authority—The Reserve Bank.

We have noted the improvement of monetary practice
and theory in their various aspects during the last few
decades; but perhaps in no direction has such development

(1) Dr. Sprague, Q. 15,311; 15,327.
(8) Sir Basil Blackett’s Evidence, Q. 9,989—10,045.
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been more marked than in the sphere of the development of
the funetions of the central bank, and its growing impoxt-
ance ih the monetary system of a country. The very
phraseology now used in speaking about the work of such
banks bears eloquent testimony to their dominating position
in the matter of the regulation and working of monetary
systems. Older writers on banking did not speak of the
central bank as ‘‘the sole source of legal tender money,’’
They did not describe it as ‘‘the controller of the volume of
money’’ and as the ‘‘adjusting mechanism’’ in the mone-
tary system. It is now regarded as the managing cuthority,
not only as regards credit but currency, and it is now ex-
pected to serve a very important part in securing the stabi-
lity of prices. We might remember that about fifty years
ago, when the (fovernment of India sent up a monetary
scheme for consideration, a committee of experts which in-
cluded Sir R. Giffen rejected it summarily, merely because
it proposed a ‘‘managed’’ currency. Those were the days
when Economie Liberalism was all powerful, and the
notions of the ‘‘orthodox’’ school of Economies in currency
matters were still aceepted, while automaticity was the pass
word for all currency system. There was then abundant
reason for this state of opinion, sinece in those days no
special financial organ had been yet fully evolved for the
function of currency management. But, since those days,
‘‘the older idcal of automaticity has receded into the back
ground’’, while we recognise that all currencics—even the
gold currency system—must be managed to a considerable
extent in order that they should work satisfactorily. The
idea of the ““politique regulatrice’’ has come to the force,
not merely as regards the gold exchange standard system
but as regards the gold standard itself. Thus Mr. R.
McKenna told us recently, that ‘‘the gold standard is by
no means the automatiec mechanism it is commonly alleged
to be, since the Bank merely by buying and selling, lending
or calling in loans, can within limits prompt an expansion
or contraction of credit regardless of movements of gold’’,*

(1) Banker's Magazine, March 1937, p. 533, T
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1t is on these newer ideals of the functions of a central
bank that the Commission has built up its monetary system.
In the very fore front of their Report the Commission
speaks of the ‘‘exaggerated idea as to the extent to which
any system of currency can be made to work automatically
and independently of expert control.”’ It recognised that,
with the management of currency by such a bank, we ean
achieve that ‘‘unity of policy in the control of currency and
credit in a modern financial organisation which can secure
monetary stability.’” As the commentalor and critic of
the Report to whom we have so often referred points out,
there is a sharp contrast between the old idea of automatic
action of curreney and the new idea of management by a
central bank. The old idea of automaticity has itself
beeome obsolete to a considerable extent. ¢‘Currency control
to-day aims not so much at letting spontaneous monetary
movements take their natural course as at an active and
anticipating policy of regulating them, employing for the
purpose every available banking expedient.’”” To a consi-
derable extent the international movements of gold are not
inevitable, but depend materially upon the policy of central
banks in increasing or reducing credit, and it is the skill of
a central bank in adopting its action to the credit policies
of foreign countries whjch saves undue loss or gain of gold.
Dr. Sprague had in giving evidence before the Commission
drawn its attention to the basic fact that ‘‘the internal ad-
vantages of the gold standard cannot be permanently en-
joyed in India until the Indian people possess a banking
organisation capable of discharging the international res-
ponsibilities implicit in the acceptance of the standard’’.

Recognizing fully the importance of the central bank
in modern monetary systems and the great potentialities of
such a bank in managing such systems, the Commission
made it the plvot of its monetary reeonstructlon But it

(1) Report paragtaphs 22 and 88.

2) Sir J. Brunyate in ]ournal of Royal Society of Arts, 8rd
Dcoem r, 1926
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was recognised also that it was not sufficient to borrow the
constitution of any foreign central banks in its entirety and
to transplant the exotic in India. That course would have
been casy but it would also have been wholly unsatisfac-
tory. The proper aim was to garner the lessons derived
from the great development of central banking during the
last half a century, and to apply them to the peculiar re-
quirements of India. Since in many important respeets the
curreney and banking conditions of India are markedly
different from those prevailing elsewhere, the success of
any scheme for a central bank would depend upon the
thoroughness with which the task of its adaptation to the
environment was carried out. It is therefore necessary to
refer to some of the peculiar fcatures of the banking situa-
tion in India and to show how the idea of the Reserve Bank
formulated by the Commission is adapted to these eircum-
stances :—

(1) The first and the most obvious peculiarity is that
Joint Stock Banking has been but little developed as yet,
and that the rate of mortality among our infant banks is
much higher even than that of the infantile mortality in
our population. The obvious task before us is to impart
education in the methods and ideals of commercial banking
and to discover and train banking talent. It can be confi-
dently asserted that this most important part of our task
will be best carried out under the aegis of a Reserve Bank
of the joint stock type. There have been State banks in
countries like Russia and they have worked well under
the autocratic dircetion of talented men like Count Witte.
But under such a regime it is in vain to expect the growth
of a strong system of commercial banking or the develop-
ment of genuine banking talent and traditions. The world
has not so far seen a single case of a state bank which has
successfully promoted the development of a system of
commercial banks or which has assisted industries on the
right lines. It is on that account that the Commission did
well to turn down the idea of a State Bank which was put
forward before it by several witnesses,
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The. preference for a shareholders’ bank over a State
bank is also based on the very important eircumstances that
in India we are as yet at the beginning of the evolution of
representative government. Kven in countries with mature
political traditions it is considered best to keep the manage-
ment of the bank free from any possible control by political
institutions or politicians. With the expansion in the acti-
vities of the state it is more than ever tempted ‘‘to intervene
in the affairs of the central bank’’ and it is well to profit
by the mistake of other countries and to minimise the pos-
sible evils of political pressure upon the Bank. Even if
the main virtue of a shareholders’ bank were to keep out
political pressure that would be a great deal to its credit.
It is beside the point to tell us that there was once a great
state bank in Russia or that new state banks have been start-
ed in countries like Australia, Latvia or Esthonia, for there
arc no precedents in which such a development of commer-
cial banking as India so urgently requires took place under
the aegis of a state bank. Again, as Dr. Sinha has well ob-
served ‘‘we fail to see how a directorate independent of
Government control can be formed, if the state is to be
directly responsible for the institution. It is eurious that
our politicians who are most vocal against the state control
of currency are now the loudest in praising the virtues of
a state bank, involving as it does state control of eurrency
and credit’’.’

(2) In other ways, too, the Commission’s scheme
kept steadily in view the much needed development of com-
mercial banking in India. It fully rccognised the great
value to India of the valuable and unique commerecial tradi-
tions carried on by the Imperial Bank of India, and conse-
quently based the future banking system of India not upon
a central bank alone, as in so many other countries, but
upon the co-operation of the future central bank and of the
Imperial Bank of India. It also drew up a workable and
appropriate scheme of such co-operation. The justification

(1) Modern Review, July 1927, p. 52.
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of this procedure is obvious. On the one hand, it would he
very difficult to transform the present Imperial Bank into
a true central bank, on the other hand it is essential that
as far as possible the great task of developing banking faci-
lities which the Imperial Bank has been carrying on so far
should not be interrupted. The proposals formulated by
the Commission are supported by the disinterested advice
of the two highest banking authorities in the world.
Governor Strong urged on the Commission that the transfer
of Government deposits from the Imperial Bank to the
future Reserve Bank should be a very gradual process, and
that at the outset the new bank of Jssue should assist the
Imperial Bank by large loans.! Me. Montague Norman—
the distingnished Governor of the Bank of England, was
also for safe-guarding the position of the Imperial Bank
in the process of the transfer of its funections to the new
bank.” India cannot afford to injure its one great commer-
cial bank which is carrying the oldest .traditions in the
country, Nor is it just to forget that the amalgamation
of the Presidency Banks as well as the accompanying in-
crease of the capital of the new institution took place in a
great national emergency and in response to the public
demand.

(3) Another special circumstance to be taken into
account in the case of India was the fact that much of the
banking, note issue and remittance business of the country
had for a long time been carried on by the Government ; and
the sudden removal of such Government prestige from be-
hind these operations might affect publie confidence in
their working unfavourably. Care has, therefore, been taken
to secure Government assistance and guarantee wherever
necessary for the Reserve bank’s operations. Thus, it has
been proposed that the Reserve Bank of India should
be given the important right of delivering redundant
rupees to the Government and of being supplied with rupees
whenever that is found necessary.

(1) Governor Strong’s evidence, Q. 15,416.
(3) Evidence of the Right Hon, Montaga Nonman, Q. 15,024,
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(4) We cannot avoid taking aceount of special local
cireumstanees in the matter of fixing the buying and selling
rates for gold. The position with regard to this was so well
put before the Commission by Governor Strong that his
remarks might be quoted with advantage. ‘‘If it is pos-
sible te do so,”’ he observed ‘it would secm to me that at
the outset the redemption of the notes at the bank by the
use cof bar gold should be confined to enabling external pay-
ments to he made by the most cconomic possible methods
hy the Indian Exchange dealers without risk of undue loss
of the bank’s reserve for any purposes of domestic store of
gold * He added that ‘‘if those rupces offered to the
bank are convertible, so to speak, at a rate of exchange
which would produce gold in London plus the cost of im-
portgtion of gold into India it would involve no other mea-
sures to protcet the reserve of the bank.””” In fixing the
differcnce between the buying and selling rates for gold,
quite a number of factors have to be taken into aceount,
the cost of transporf of gold, the distance of the gold-pro-
ducing country, the state of development of the local bullion
market, and the demand for gold for hoarding.

Exception has been taken to the imposition on the
Government of a part of the responsibility for any rupees
that may accumulate in excess of the reserve requirements.
It has been argued that the rcturn of rupecs from hoards
or from circulation is likely to continue, and that, there-
fore, Government might conceiveably have to borrow or to
resort to extensive sales of silver at a loss in order to meet
the cost of withdrawal of Rupces. This line of critieism
of the distribution of the responsibility between the Govern-
ment and Central banks omits to take account of two im-
portant considerations. In the first place it assumes that
for a long time to come the present depression will continue
and reflux of rupees will go on. But there ean be no cer-
tainty as to this, and any improvement in the situation is
sure to carry some of the rupees back into circulation. The

(1) Evidence of Governor Strong, Q. 15,448,
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¢‘redundancy of rupecs should he interpreted with full refe-
rence to all the factors in the situation.’’ Then, again the
Government of India has shown that they ean make use of
opportunities for selling silver without incurring losses.
But finally, as against any possible losses aceruing to the
Government from the fact that it stands behind the bank,
are to be considered the balance of the profits of that insti-
tution which will be paid over to the state. Indeed ome
eminent expert went so far as to obscrve that ‘‘generally
speaking the responsibility for the silver coinage the rupees
must continue to be that of the Government only.’”"*

Verdict of Banking Experience and Theory on the
State Bank idea.

The dominating issue in the present controversy in
India is whether we are to have a state bank or an indepen-
dent bank with its own capital and shareholders. In ap-
proaching this issue we must distinguish however between
what is possible and what is advisable. The state bank is a
perfecetly feasible proposition, but it is not a proposition
which is recommended either by banking expericnee or by
economic judgment. The possibility of following a poliey
of compromise in India is not denied here; but it is another
question whether such a compromise will be in the best an.
lasting interests of the country. As will be shown later,
state banking has yet to justify itself and to build up sound
traditions. It may be that India is to be the seene of its
triumphs in future; hut at the present moment we have ho
reason to be sure of such future developments, and we must
go by probabilitics which are heavily against such success,
and the auspices arc all adverse to launching upon such an
cxperiment. The fact is that anything like suecessful work-
ing of a state bank requires the presence of some dominating
personality who commands great prestige both in the state
and in the banking sphere ; and this country eannot be sure
of always possessing such a leading figure.

(i) Q. 16,048, e

Q—33
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So far as the evolution of central banks in the world at
large is studied, the general -experience and voice has em-
phatieally decided against state banks; so that there are
only a few countries—and those by no means of the first
rank cconomically—like Australia, Latvia and Ethonia
which have got state banks. Hence, if we decide on having
a state bank after all, we shall have to go somewhat far
a field for our model and patterns.

Nowhere has the extension of the functions of the state
been more ardently advocated than in Germany; nowhere
can such an extension count upon the assistance of such an
expert, devoted and well organised service as in that coun-
try, and yet we find that the case against a state Bank has
been most clearly and emphatically stated by the leading
economists of Germany. Thus Prof. Lexis, argues that ‘‘The
officials of a pure state Bank have merely to adapt them-
selves to the regulations coming to them from abuve; but a
Bank of Issue with private capital, even when entirely
managed by the state, has a sort of independence as regards
the state—an independence which protects it against imer-
ference with the vital conditions of its existence. For the
former indeed the interference of the legislature is always
needed ; but the latter must never forget that a grext capital
is in its charge. The Central Committee of the Reichsbank
has undoubtedly only a very moderate authority, but its
influence, nevertheless, is far greater than that of the ad-
visory board is a state railroad Company, because it re-
presents the owners of a bank capital.”” The great German
ecconomists were roused to make these protests against n
statc bank because the Agrarian party was threatening to
convert the Reichsbank into a state Bank in their own class
interests.

Such has been the experience of direct state interven-
tion in the field of banking, that eminent bankers and great
theorists are found to vie with one another in demanding
the independence of banking and in deerying anything but
a very moderate measure of state control. Thus, the
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Governor of the Bank of England ‘‘looked upon the sub-
stantial independence of the Central Bank as the surest
safcguard’’ against serious danger. He added that, “I
should not wish to see the Bank’s freedom hampered in any
way—least of all by a provision that in certain undefined
circumstances freedom of action might be abrogated. We
have the experience in Europe that in the case of the banks
in which the Government has held considerable mcasure of
control, or there has becn a limitation on the freedom of the
bank, it has not resulted to the advantage of the commu-
nity.”’ Such is the voice of the doyen of European kankers.
But he did not state the principle of the emanicipation of
banks from undue state control in stronger terms than did
the great cconomist Wagner in his palmy days, when he
observed that ‘‘the unfortunate system of tutelage has never
yet stood the test of practice. It merely leads from step to
step, and when it has once been adopted, there is nothing
in which State does not think itself called upon {o interfere
in the interests of the citizens, and for which the latter
do not look hopefully and imploringly to the state, while
they themselves limit their activity to complaints.*’

What, one might ask is a state bank but the eoneeption
of state control carried out to its logical conclusion and final
consummation? As Schmoller puts it foreibly ‘‘All in.
dependence with respect to the State is lost when the
State is lost when the Central Bank is a state bank.’’

Advantages of Private Capital and Shareholders to
a Central Bank.

Under the special circumstances of the present contro.
versy it is necessary to prove upto the hilt the advantages
on private capital in the case of Ceniral Bank. Before the
War, Mr. Keynes in an appendix to the Report of the Cham-
berlain Commission reviewed the conditions of Central
Banking in Europe and concluded that Continental expe.-
rience suggested the inadvisability of Governments subserih-
ing any part of the capital of Central Bank. Except in
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Russia, no part of the eapital of such Banks was owned hy
any European state. The same author quotes with apnroval
the following arguments against the abolition of private
capital of such banks. ‘‘There is first the confusion of
public and private eredit, to the great damage of each; for
they ought to remain distinct, for their respective good and
the mutual assistance which they are at times called upon
to lend each other. Further, there is the acceptanca by the
state of a task—the task of discounting—which is not within
its competence, and of which, even with the best of will, it
will acquit itself badly. It is neither wise nor practicable
to suppress the legitimate stimulus of private interest in
such affairs as discount. It must not be believed that in
such a matter disinterestedness alone suffices or can afford
a better guide than the foresight of those who run the riske
and reap the benefits of such operations.’”’ It is necessary
to quote these views based on the Banking expcriene: of
Europe, since some well-known publie men have put for-
ward the contention in India that ‘‘with no sharcholders’
capital to pay dividends on, the executive of the Reserve
Bank can take an absolutely detached attitude.’’

Let us illustrate the benefits of private capital from
the example of the former Imperial Bank of Gerinany where
the powers of the private sharcholders were most circums-
eribed. ‘‘Nowhere else’’ says Schmoller, ‘‘has the influence
of the shareholders been so limited, but even so it is quite
sufficicnt to produce the required touch with the outside
banking world and to secure proper and exprt manage-
ment.”” Surely that great author knew better what was
happening in Germany than the loeal eontroversialist who
tries to belittle the importance of the shareholders on the
Imperial Bank of Germany. We arc told by the latter that
‘‘although there may be on the Board some men appointed
(or supposed to be appointed) by the sharcholders, the
Government appointees alone have all the real power. I
advisedly say ‘supposed to be appointed,’ because it is the
executive that suggests certain names, and such names are,
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as a rule, aceepted, as woe be to the men who would dare to
dely an authority that wields such enormous power over
money matters.”’ The actual conditions in Germany are
not so farcical as represented by this indian writer, and the
work of the Central Committee of fifteen elected by the
sharcholders in maintaining the independence or the Bank
as against the state is considered of importance by such
authorities on bavking as Riesser, Schmoller, Conans and
the National Monctary Commission of America. This is the
more 80 beecause ‘‘no business with the Empire, for the
German Federated States for which unusual terms are to be
made is to he transacted unless approved by a majority of
the Central Committce.” Thus we see that it iy exaetly
against the financial encroachments of the State that the
representative of the private shareholders of th: Central
Bank have been endowed with powers.

Onc can indecd go further and confidently assert that
it would be an advantageous thing for the proposed Reserve
Bank of India 1o have even a part of its capital held by
private sharcholders. Supposing that a compromise was
arrived at and our Government, subseribed the graater part
of the capital, it can still derive much benefit from the
advice of sharcholders holding the rest of the eapital becnuse

these latter have a direel interest in the prosperity cf the
Bank.

A curious arguments has been recently advanced in
favour of dispensing with private capital in our Central
Bank if the latter is a State Bank, Mr. Madon, a leading
publicist of India, has laid down the following dictum on
the subject: ‘“Can such a bank (that is a Central Bank)
work without any share capital? The answer is ‘yes’. It
will have all Government and scmi-Government balances,
and those of many public bodies, as also balances of
bankers, and will thus have all the capital it needs as
working resources.”” Need it he pointed out, as aguinst
this view that in that observation banking resources and
liabilities are strangely mixed up? The balances of other
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banks and of Government are of course not the resources
of the Central Bank but its liabilities? As regards the
capital of the Bank that is certainly a liability as hetween
the Bank and its sharcholders, but it assuredly forms a
resource and a support as against ull outside claims.

Do the ¢ Special Circumstances of Inaia ” require
a State Bank ?

But, we have been told—though nowhere very
clearly—that there are special circumstances in the case of
India which require that a State Bank—and no other sort
of Central Bank is to be provided for it. We thercfore
proceed to examine what these alleged peculiar eircum-
stances are. Now the most prominent peculiarity of
India as regards banking is that joint stock banking is
very little developed in this country. But surely that is
no reason for proposing to start a State Bank in it—rather
it is a strong argument against a state bank. The spread
of the spirit of prudent banking, the building up of sound
banking traditions, the encouragement of commercial
banking and the training of men who will ultimately be
selected to be the managers and guides of the private
banks—these are tasks for which a state bank is hut
poorly adapted. Magnificent system of commercial banks
have grown up under the aegis of ordinary central
banks—witness the banking systems of England and Ger-
many—but we have yet to find out an instance in banking
history where such systems of commercial banks
rose or prospered under the wings of state banks. The
truth is, that it is not within the power of a state orgasi-
gation to create the spirit of banking, and in the devclop-
ment of a country’s banking it is the development of
banking traditions and spirit—and not state regulations

that count.

It has been contended that it would be anfair and
dangerous to transfer the financial interests of this
country to the control of a group of capitalists like &
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Central Bank with private shareholders. As a critic re-
cently observed, ‘‘it is impossible to hand over to a
private bank owned by a body of shareholders the hnge
assets of the Currency department amounting to some 200
crores.”” It might be pointed out here in answer to this
statement of Mr. Madon that no apprehension need be
entertained as regards any such predominance of the in-
terests of private shareholders. The Report of Indian
Currency Commission has provided amply against such
contingencies. In the first place, the Report provides for
a certain number of nominees of the Government on the
Central Board which would suffice to check any policy of
self-seeking by the private shareholders. But further, the
Reserve Bank would, at its ineeption. take over many of
the experienced officers of the Currency Department, sud
these officials would hand on the traditions of long
public service to the officials of the new Bank. It can be
thus seen that full precautions have been taken against
any domination of private interests; and it is unfair to
urge that the Report contemplates the ‘‘handing over of
200 crores of assets of the Currency Department and the
many crores of Government Funds to a private joint stock
Company.”’ '

It has also been argued that it is advisable to substi-
tute a State Bank for a shareholders’ Bank, in order to
avoid a conflict of interests between Indian and foreign
capital, to seccure an Indian management as well as to
ensure public confidence. These contentions are easily
met. In the first place as the Report of the Currency
Commission of 1926 has fixed a maximum rate for the
dividends of the Reserve Bank, which is by no means
large, there is no reason to expect that foreign capital will
ve particularly gttracted to the securities of the Bank.
The danger from foreign capital is only a bogey conjured
up on purpose. In any case any apprehensions on this
score can be set at rest by giving a preference at the allo-
cation of the shares of the bank to the small investor, who
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applies for a limited number of shares. An zssignment
of shares based directly on racial lines is to be deprecated ;
admittedly, it is impossible to ensure that shares, though
assigned to Indians at first, will continue to be in Indian
hands after a time. Further, it is quite possible Lo secure
that the majority of directors of the Bank should be
Indians without maintaining a racial distinction as re-
gards sharcholders. The objeet can be sceured ecarily
even though the bank is a shareholders’ Bank; it would
be preposterous to ereet a State Bank only in order to
securc an Indian directorate, for that object can he at-
tained with a shareholders’ Bank.

It is true that in 1913 Mr. Keynes did put forward a
scheme for the formation of a State Bank in India. But
that was in days when the potentialities of ordinary bark-
ing in India had not been manifested. The inter-provin-
cial jealousics existing then must have made the prospects
of anything but a State Bank hopcless at that time. Be-
fore the impetus which the War gave to the co-ordination
of work betwecen the banks and (lovernment, and before
the success of the Imperial Bank of India showed the
potentialities of a sharcholders’ Bank as a Central BRank,
it might well have seemed impossiblec to entrust even the
Government balances—Iet alone remittance business or
paper currency—to a bank which was not a State Bank.
But, even though the circumstances of those days com-
pelled Mr. Keynes to project a State Bank, he was firm in
his view of the advantages of the Bank having private
shareholders. He observes that ‘‘Continental experience
suggests that it is probably inadvisable for the Govern-
ment to subscribe any part of the capital of the Bank
itself.”’ In the appendix to his Memorandum he showed
that in no country of Europe, except Russia, was any part
of the Capital of the Central Bank owned by the State.

The Record of State Banks.
So much has been made in the present controveray in
India of the precedent furnished by the Commonwealth
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Bank of Australia, that it is necessary to advert to the
somewhat anomalous history of that institution. As start.
ed in 1911 it was not so much an experiment in the way of
eentralisation of banking, as in the direction of nationali-
zation of commerecial banking. In fact it was started be-
cause the Labour Party cxpected great financial advant-
ages from the entry of the State into the field of private
banking. I would refer those who want to study the
origins of the Commonwealth Bank to an able article by
Prof. Copland, of the University of Melbourne, in the
Economic Journal for 1924. He observes that the Bank
‘‘was originally established for the purpose of carrying
on the ordinary functions of banking as a State institu-
tion’’; and hence for fourteen years more (i.e., up to about
a very few years ago) it was in no sense a central bank,
and performed hardly any of the functions of a central
bank. For example, the issue of paper currency was not
in the hands of this bank, but was independent of it and
was carried on by a Note Issue Board. This Notes Board
was not associated with the Bank at all. It was a central
bank only in the sense that it helped the Government in
war finance operations, conducted the Government busi-
ness of the Commonwealth and the six States, and the
Saving Bank business. It was only in 1924 that circum-
stances made the absence of a central banking authority
felt, and then a series of measures were carried erecting
the State Bank into a central bank. The control of the
Note issue was granted to it, it was strengthened hy the
provision of further capital and was granted the power
to fix and publish discount rates. Further, with the idcx
of converting it into a bankers’ Bank, the private banks
were compelled to use cheques on the Commonwealth
Bank for settling their clearing house operations. But,
we have a higher authority than even that of Prof. Cop-
land to show how recently the Commonwealth Bank has
become a state bank. In December 1926, Mr. §. M. Bruce,
the Prime Minister of Australia, stated that ‘‘formerly
this institution was an ordinary trading bank managed by,
Q—34
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one man. Now it is managed by a Board of Directers
who are charged with the duties of central banking. The
intention is that the Board shall control credit im
Australia as the Bank of England regulates it in this
country, and advice is now being sought from officials of
the Bank of England, as to the exact steps neecessary to
bring about a fully effective central banking system.”’
(Cf. The Bankers’ Magazine, 26th Dec. 1926, p. 820).

Thus we find that this state bank has been working
in Australia as a central bank for less than five years,
and that it is still so young that outside advice is beiig
sought to make it an effcetive central bank. It will take
some time yet to win its spurs as central bank, avd no
doubt, in course of time it will establish high traditions. It
is too early yet, however, to cite it as a worthy preccdent
for sctting up similar state institutions in other countries.

For a large scale and long continued experiment in
state hauking we have to go back to the former Bank of
Russia. That was a state bank in every sense ot the word.
There the capital was subseribed by the Imperial Treasury
and the management of the bank was entrusted to the
Minister of Finance under whom was the Board of Trea-
sury Officers known as the Council of the Bank. The
arrangement was said to have ‘‘brought the bank entirely
under official supervision with no external check.” In
spite of the great ability of finance ministers like Vichne-
gradsky and Count Witte little success attended the hank
in its work of the promotion of a commereial banking
system. More significant were the evil results of attempts
made to promote industry and commerce through the stuate
Bank, as the institution set about its task by the issue of
fresh paper currency. As a historian of banking says
¢‘this new policy of the bank has becn subjected to severe
criticism.”” And no wonder, because, statc banks seem
apt to employ this dangerous weapon (i.c., inflation) when
they are in a benevolent mood towards national trade and
jndustry. In this connection, it should also be remem-
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bered that the Agrarian party of Germany desired and
atiempted to convert the Reichsbank into a state bank in
order to cmploy the funds of the Bank in the execution
of their own programme.’”” That is the besetting sin and
weakness of statc banks and it was well brought oat by
Sir Erncst Harvey, Controller of the Bank of England,
recently, when he stated that ‘‘one of the main objects of
establishing a state bank for the conduct of ordinary
banking was that it should provide extraordinary facili-
ties, which, whether required to foster some purely politi-
cal object or not, did not possess that sound financial basis
which would render the business attractive to other
banks.’’

Considerations of space render it impossible {0 fur-
nish here anything like a {ull record of state banking. IMor
a complete reeord, the inquirer is referred to the great
work of M. Raphacl-Georges T.evy on Banks of Issue. At
p. 490 of that authoritative hook the author states that
‘‘one might he permitted to believe that one of the reasons
of the small amount of bills disecounted by the Bank of
Russia was the fact of its being a state bank; and, as
regards the discounting of bills, a central bank with
private capital and managed by an independent diree-
torate would have shown greater development.”” M. Rap-
hael-Georges Levy devotes the conclusion of his book to
the task of demonstrating the superiority of ordinary
shareholders’ banks to state banks. ¢‘The state bank is a
formula dear to the socialists; they would not be logical
if they did not proclaim that the whole nation represented
more or less by the Government has all the ecapacity,
science and art necessary to conduct any enterprise what-
soever. But, unfortunately for the socialists, their theory
is at each step contradicted by the study of the past and
by the observation of the present. My labours will be
amply recompensed, if I have succeeded by an impartial
study of facts in convincing the reader of the dangers of
state intervention and in enunciating what should be the
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relations between banks issuing notes and the publie
finance. The service done by banks of issue is the greater
according as the existence of such banks is more indepen-
dent of the state and banking management is more rigo-
rously separated from state finance. The less the state
has a hand in the management of banks the better pro-
tected are the credit of the country and the wealth of the
nation.”” So great is the emphasis laid on this view by
M. Rapheal-Georges Levy; and he seeks to corroborate his
own view by quoting the great French economist, Prof.
Paul Leroy-Beaulieu: ‘‘A country recovers quickly from
the mistake of private banks, for the over-issue of such
banks cannot affect conditions for very long or very much.
On the other hand the mistakes of state banks or of Lanks
closely connected with the Government (and at the insti-
gation of, under pressure of and for the needs of Govern-
ment) have effects infinitely greater and more prolonged.
They throw the country into complete confusion for a
number of years.’”” .With this statement M. Raphael-
Georges Levy expresses his full agreement, and he cites
numerous examples to prove its accuracy.

A New Form of “ Political Pressure.”

In the past, when warnings were uttered against the
harm done to the cause of banking by  politieal pres-
sure,”’ that danger was supposed to come from the side of
the Executive. It was almost an unheard of thing that
politicians in any country should demand the right of
gitting on the directorate of the central banks in their
capacity as members of the Legislature. The voice of
experience and of sound theory warned us, as w2 have
aoted, that ‘‘banks, and especially banks of issue should
be free from political pressure.”” But certain suggestions
which are being made in the case of our Reserve Baunk
controversy would introduce that political pressure in its
least desirable form—in a party form as well as in a per-
sonal form. For, the panel which is to be put forward by

the Assembly, as proposed, would naturally inelude men
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chiefly from the dominating party of the day. What is
more, through the personal and direct action of the party
members thus sent on to the Board of Directors, the eddies
of political feeling and antagonism would act direetly on
the policy of the Bank. This would do great harm, even
if the policy were adopted in a country like England with
its innate conservatism and fixed political traditions form-
ed through centurices of parliamentary life. The danger
of the course would no doubt be greater in India where—
be it said with all respect—the legislature is still young
and unused to the heavy and continuously increasing work
which is being piled on it.

Tt has been contended, that by the disqualification of
our legislatures, the Reserve Bank will be deprived of the
serviees of a eclass speeially versed in public affairs and
nnance. But it might be rejoined to this, that our legisla-
tors arc not mostly men belonging to a leisured eclass, but
arec men belonging to professions or business class, who
are, with all their abilitics, hard put to it to discharge their
duties as legislators as well as to carry on their private
work. To pile on a fresh and exacting set of duties on
them, as directors of the Central Bank, would be hardly
fair either to them or to the Bank. Nor is this all; for
experience in one or two other countries has shown that
the retention of legislators on the boards of central banks
“‘easily leads to party nepotism.’’ Finally, is it fair or
just to assert that, outside the legislature, Iadia cannot
find sufficiently capable men to furnish the directorate of
& central bank? . L

The most important consideration to be borne in mind
in this connection is that monetary issues are quite capable
of becoming first class political issucs at any time. That
has happened repeatedly in other countries. Thus Bime-
tallism was a political issue for many years in the United
States; and inflation is a disguised political issue in many
countries at present. Under such contingencies it is pecu-
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liarly harmful to have politicians on the boards of Central
Banks.

1f put into operation, the schemes of control for our
Indian Reserve Bank, which have been put forward re-
cently would form a remarkable contrast to the constitu-
tions of all the other central banks in the world. In one
or two of the dominions, it is belicved that the Central
Banks have not been unatfected by political pressure; but
India would be the first country in which the members of
legislature as such are to figurc on the Board of such a
bank. Even in the case of Australia—which has been so
often quoicd as a precedent by advocates of a state bank —
the Sceretary of the Commonwecalth Treasury is o member
of the Board of Directors, and all the members of the
Board are appointed by the Governor-General—six of
them being persons actively engaged in agriculture, com-
merece, finance and industry.

We should not forget that the admission of a few mem-
bers of ihe regislature on the directorate of the Bank can
be but the thin end of the wedge, and that the most probable
result of the surrender of the prineiple as regards keeping
out all political pressure would be to have a majorivy of
politicians on the managing board. 1t is instructive to read
what the leading commereial journal m India has 1o say on
the subject: ‘1t is true that nominally (under the
Malaviya scheme) the Legislatures would elect only five in
the Board of fifteen members; but, as outside bodies would,
under the amended Bill be at liberty also to nominate M.
L. A’s and M.L.C.’s, it would in practice be possible to
appoint at least three additional directors of the same genus,
viz,, one by the Indian Chamber of Commeree, one hy Joint
Stock Banks with rupee capital, and one by the provincial
co-operative banks. On that basis the politicians on the
Board would form a majority.”’

An unexpected, but strictly logical, consequence of the
proposal that mempers of our legislatures should be placed
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on the Board of the Reserve Bank made its appearanee with-
out loss of time. It has been proposed almost simulta-
neously with the original proposition that out of the fifteen
Directors at least three should be Moslems. The further
idea has been put forward without delay that a Moslem and
a non-Moslem should be appointed alternatcly as cither the
Governor or the Deputy Governor of the Reserve Bank. In
fact this corollary has followed with surprising rapidity
on the main theorem. And if, indeed, the positions on the
Board are to go not by considerations of Banking efficiency
but on grounds of political representation, we open the door
to all sorts of political as well as quasi-political claims. If
politics makes its way into the Reserve Bank, can Commu-
nalism remain far behind ?

Let it be added, that in the intcrests of the legislature
itself, of its cfficiency and dignity, it should pass a self-
denying ordinance as regards the presence of its members on
the Bank’s Board. The legislature is elected by the whole
country to regulate the affairs of the nation impartially,
from its detached eminence. But if it onee steps down from
its pedestal to cleet members to the Board of the Bank, how
ean it remain an impartial judge of the work of that bank?
By the fact that it has eleeted memberes to the Board of the
Bank it has shared the work of the bank. and canact with
propriety sit in judgment on the work of the Bank, Those
who arc always expressing apprehensions as regards “‘vest-
ed interests’’ should see to it that the legislature itself has
no vested interests in the Central Bank.

We in India are justly proud of the high character and
disinterestedness of the members of our legislaturss. All
the same it behoves us to draw the proper lessons from
the influence excrted on banking evolution by the poiiticians
of other countrics. Here is the considered opinion of Mr. H.
Parker Willis—the cminent historian of American Bank-
ing—as regards the unfavourable influence exerted oa hank-
ing in the United States by the interference of peliticiang,
- Among those who most retarded the development of the
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Federal Reserve System and its introduetion of forward-
looking ideas, a high place must be given to the politicians
who at first put themselves forward as radical reformers.
It was Secretary MacAdoo who was most reluctant to effcet
the transfers of the Government funds to the reserve banks,
and Comptroller Williams who was slowest in accepting the
mandate of the Act by giving to them (the reserve hanks)
credit data concerning member bank conditions which they
needed in order to build up their files. It is the supposedly
popular or demoeratic memhers of Congress who have been
most abusive toward every forward step in the process of
popularising the banking system and who have baen most
inclined to take the part of the special interests.’’

Reform of the Paper Currency system.

‘We have seen how, under the inspiration of the Report
of the Currency Committee of 1919, the Paper Currency
‘Act of 1920 was passed, which contemplated an overhauling
of the Paper Currency system that had been long overdue.
Nevertheless, in cffect, that Act only set up through its per-
manent provisions an ideal to be approached through long
years of effort. The permanent provisions did indeed pro-
vide for a proportionate fidueiary issue, for a limitation on
the amount and character of the securities in the Paper
Currency Reserve, as well as for a reduction of the created
securitics. Elasticity was to be secured by Emecrgency
icsues against commereial bills, But the circumstances of
th: day made this permancnt constitution a very distant
ideal indeed. While ereated securities even rose in amount,
the crediting of interest from paper eurrency sceurities was
virtuelly adjourned séne die since their interest was credited
to revenue. In 1925, again, the limit of the permissible
fiduciary issuc was raised to 100 crores. This method of
obtaining elasticity is of doubtful value more especially if
the object aimed at is the relief of scasonal stringeney; and
it is well not to confuse a permanent increase in demand for
money with a short period one. Nor did the emergency
currency, as designed by the act and expanded later, prove
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such a complete solution of the seasonal problem as it was
expected to be; sinoe it might quite conceivably lead to a
diminution of the forcsight formerly cxereised by the banks
as regards provision of liquid funds against times of strin-
geney. In cffect, then, the legislation of 1920 did not quite
succeed in the task of effecting a radical reform of our
paper Curreney system. It was necessary, in the first place,
to keep apart the resources of the paper currency system
from the general financial resources of the country. Expe-
rience also showed the desirability of not fixing the Emer-
gency issue at some arbitrary figure or at an amount which
could be increased indefinitely according to the demands of
certain business interests. Rather its amount should be
determined by the prudent policy formulated in advance
by a central bank which was fully in touch with trade and
banking circumstances. At the same time, of course, it is
best based on self liquidating bills—a procedure which
should secure a proper correlation between the volume of
foreign and domestic trade on the one hand and currency on
the other. It is not merely clasticity of currency as such
that has to be desired and secured, but elasticity based on
sound principles—an elasticity not based on arbitrary in-
creases of the fiduciary issue or on arbitrary alterations in
the volume and scales of the emergeney currency such as
had been tried already, nor an clasticity which would tend
to defeat its own object. In faet, it is only a eentral bank
which can manage the currency system properly in the light
of its direct contact with the business world including other
banks. It can judge best of the elasticity required, it can
base it on proper bills and seecurities, and it can see to it
that the eclasticity was not either abused or stultified. It
is on these lines only that the longstanding problem of
seasonal stringency can be solved, and other demands for
additional paper currency can be most advisedly met.

The main plank of the Royal Commission’s programme
of paper currency reform is, therefore, the transfer of the
sole right of note issue to the proposed Reserve Bank, Look-

Q—35
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ing to the close interrelation between the diseount poliey,
the volume of eredit and the note issue, one is justified in
calling this reform the fundamental one. The Chamberlain
Commission had recognised that in the matter of note issue
as in other aspects of the monetary system of India ‘‘the
difficulties and inconveniences which arise are largely eon-
tingent on the absence of a strong central banking institu-
tion compectent to manage the note issue.”’ Admittedly,
in the abscnece of such an institution the recommendations
made by that Commission for the improvement of the Paper
Currency system were only palliatives. For it cannot be
too strongly emphasised that the functions of managing the
note issue and of controlling other varieties of cireulating
media or credit cannot be separated.

The other lines of reform which the Commission has
projected as regards the paper curreney system might now
be summarised. The most important of these recommendas
{ions is the proposed adoption of the Proportional reserve
system. There is no occasion to go into the details of the
controversy which has raged as regards the respective
merits of that system and the fixed fiduciary system. Even in
England there have been powerful advocates of the percent-
age reserve system which undoubtedly secures greater elas-
ticity. But it may be admitted that, in the case of a
country like Great Britain, the fixed fiduciary system
might be preferable, since the ‘‘variations in the internal
demand for currency in England are comparatively slight,
whilst the demand for gold for export is highly variable
and is a matter of far greater importance than in any other
country.”’ There is the further consideration that in Eng-
land ‘‘the rigidity of the Issuc Department is tempered by
the elasticity of the Banking Department.’”’* Hence the
fixed fiduciary system might be well suited to the special
wants of such a country. On the other hand, in eountries
where the seasonal expansion and contraction is particu-
larly pronounced, owing to the mainly agricultural eharae-

] Mossra Kisch and Elkin, Central Banks, pp. 86—89.
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ter of its internal cconomy, the proportional resérve system
is to be perferred as leading to the requisite clasticity.
Whatever then might be the choicc of an exceptionally
situated country like England, the recommendation that
India should adopt the Proportionate Reserve system is
based on the need of elasticity on the part of a mainly agri-
cultural country, which has to expand her currency periodi-
cally in order to finance her harvests. It might be remem-
bered that the movement away from the fixed fiduciary
system was initiated in the Annexe to the Report of the
Chamberlain Commission ; it was carried out partially on
the rccommendations of the Currency Committee of 1919;
and that by the Paper Currency Act of 1920 the fidueciary
reserve was not to exceed 50 per cent. of the total circula-
tion. The recommendation of the Royal Commission carries
that policy to its logical conclusion. A further provision
for clasticity is contained in the recommendation that self-
liquidating bills should form animportant partofthereserve.
This furnishes a suitable instrumentality for the contrac-
tion and cxpansion of currency in accordance with gea-
sonal and other needs. Bank notes based on such paper to
a material extent will pass the tests both of elasticity and
responsiveness to the needs of trade. Here, following the
best foreign examples, the proposed Indian Reserve Bank
will make a due and proper use of the principle of *‘Pro-
ductive Credit’’ as regulating its policy, though of course
the principle needs not be applied too rigidly. Until, how-
ever, the habit of drawing bills can be fostered in India
and a sufficiency of suitable bills are available, the elasti-
city secured in this way will be some what limited, and
there need be no reasonable ground for the fear sometimes
expressed that this provision coming on the top of the re-
commendation regarding the proportional reserve system
will lead to an excessive elasticity of our note issue.

The ad hoc securities in the Paper Currency Reserve
had of course to go. They had been condemned generally,
and they formed the most unsagisfactory feature in the
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composition of the Paper Currency Reserve and a relie of
the era of inflation. The act of 1920 had already arranged
for their cancellation and the Commission of 1925 proposed
that they should be replaced within 2 years by gold securi-
ties. Hence if the Government should meet with difficul-
ties in cancelling the securities at once a two years period
of grace was allowed for the process and for their replace-
ment by securities of an eligible character." Looking to
the large amount of such securities (7 crores) and the diifi-
culties which have so far prevented their cancellation, ihe
two years’ interval cannot be regarded as unreasonable.

The amalgamation of the Paper Currency and Gold
Standard Rescrve was another measure which had along
been over-due. The Chamberlain Commission had eontem-
plated that step, but at that time certain preliminary condi-
uons of the amalgamation had not been fulfilled and the
measure if adopted at the time would have been premature.
In particular, as long as the Gold Exchange Standard pre-
vailed in India it was necessary to keep the two reserves
apart. These conditions and pre-requisites can now be said
to have been satisfied. It has been recommended that the
paper currency should cease to be convertible by law into
silver coin while both the rupees and notes will be redeemed
in gold bullion from the same reserve. Again, the future
Reserve Bank will be the sole authority to control and work
both the note issue and the rupee circulation. Under these
altered circumstances there are no obstacles left to the pre-
posed amalgamation. It has been objected that the amalga-
mation imparts an uncertainty to the reserve, the rupee
liability being quite an uncertain amount. To this con-
tention the reply is that the rupee liability has been placed
mainly on the Government. 1t has also been objected that
it would be an anomaly to hold a part of the combined
Reserve in rupees when that reserve has a liability both as
regards rupees and notes. But it might be pointed out
that the rupee coin in the reserve is not to exceed 10 per

(1) Report, Paragraph 145,
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cent. of the whole, while gold is held in the reserve on very
coenservative lines and in substantial amounts.

It is in this double capacity that we have to cousider
the Currency Reserve, its sice and composition. It has been
suggested by Mr. Hawtrey that the gold to be held in the
reserve is excessive in amount, and indced that the wisest
plan would have been to dispensc with the 22 millions cf
gold already held. But as against this the Commission has
pointed out that the obligation laid on the Reserve Bank 1s to
be tar more heavy and serious than has ever been imposed
in the past on the currency authority in India. The obli-
gation is to eonvert currency not merely into foreign ex-
change but into metallic gold, and it is an obligation that is
not, as formerly, conditional and eircumseribed but absolute
and unlimited. There is no limitation imposed as to the
purpose for which gold is to be given out. A large gold
holding is also wanted to seeure public confidenec in the note
and in view of the new status of the note. Instcad of rely-
ing on foreign holdings of gold India might well cleet to
become an independent support and buffer of the new gold
standard system, in view of her importance and size. In-
deed the highest banking authority in England, the Governor
of the Bank of England, has suggested that the minimum
rescerve should be 40 per cent. ‘‘mainly in gold”’, and only
partly and to begin with in gold sceurities. He added *ur-
ther that ‘‘by degrees the whole 40 per cent. should come to
consist of gold’’. There can be no denying that, in the
special eircumstances of India, a larger proportion of gold
must be kept in reserve than is desirable in case of some
other countries. For public confidence has to be assured in
a radical change both of monetary system and in the con-
trolling authority. It was to ensure this confidence as well
as the uninterrupted evolution of the new system, that the
Commission had to lay down definite rules for the composi-
tion of the Reserve. Such a statutory control of the reserve
had been long demanded, and was particularly necessary
when the new currency authority was to enter on its great
task handicapped by the accumulated prejudices of several
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decades. Obviously, also, in view of the alteratiens in the
currency authorities’ obligations only a small amount of the
reserve could be held in silver. It was in view of this im-
portant consideration, and also in view of the fact that there
was a very large number of rupees in the reserves, that the
Commission had to outline some apparently rigid stages for
the reduction of the rupce reserves. Nor is there any Jdan-
ger that the Commission's scheme of statutory reserve—
proportions would materially ‘‘immobilise the reserve.’’
The Reserve Bank, according to the scheme, will maintain a
reserve of gold and gold sccurities of not less than 40 per
cent. of its liabilities. But it is also reqmired to kecp ‘‘a
good margin above this minimum requirement.’’ Indecd,
the authorities are to strive to work to a reserve ratio of
irom 50 to 60 per cent., and no favourable opportunity of
fortifying the gold holding in the Reserve is to be allowed
to escape. With such a large margin, and with the rest of
reserve invested in self liguidating bills and good securitics,
it is difficult to imagiue circumstances when the reserve could
be ‘‘immobilised.”” Any way, comparing the prescnt
scheme of composition of the reserves with those devised
for other countries, the amount of free resources are larger
in the former, and hence the possibility of immobilising of
reserves is less. A good test of the merits of the plan of
the Commission for imparting elasticity to the
Indian Paper Currency system is the novel and un-
expected character of the criticism direeted against it. For
decades the only criticism heard against the system was
crimed at its rigiditly and inelasticity. Now, however,
some judicious critics arc found to argue that with the
Proportional Reserve system and the self-liquidating bill
issue which might amount to 60 crores, there is ‘‘an extra-
ordinarily liberal provision of elasticity. ’* It might, how
ever, be pointed out that the Commission’s recommendations
were not only meant for the near future, but for a deve-
loped system with a powerful central bank, an organised
money market and a sufficient expansion of the use of bills.

(1) Prof, Das Gupta, Paper Currency in India, pp. 884—280,
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A large bill market is at present conspieuous by its absence
in India, and the prevailing methods of doing business are
not favourable to the production of a large supply of bills.
Too high immediate expectations should not therefore be
cntertained of the elasticity seeured by the introduction of
this particular method. When we have due regard to this
important factor the margin fixed for elasticity cannot be
said to be excessive.

Some critics of the Commission’s recommendations.

It is time to turn our attention to some friendly and
highly suggestive criticism of the currency scheme of the
Royal Commission coming from Sir J. Brunyate, Sir C.
Addis and Mr. Hawtrey and other advoeates of the Gold
Exchange Standard.! Criticism coming from such masters
of monetary theory and practice deserves to be considered
and studied very carefully indced. Their arguments are
directed from the point of view of scholars eonvineed of
the potentialities and merits ot the Gold Exchange Stand-
ard. As Sir James observes ¢‘I think personally that the
Commission’s deeision that India’s gold holding should be
really substantial is right. But the Report fails, perhaps,
to supply an adequate statement of the good case which
could be put up on the other side, ie., for an exchange
standard on the lines of the Gencva Conference resolu-
tions.”

This is a point of view with which one can heartily
sympathise, for there were great potentialities in an im-
proved Gold Exchange Standard, and the old standard has
in its time deserved well of India. It worked as well as
any standard then known could have; and it has that
achievement to its credit in spite of the want of suitable
support from a central bank and of some want of the publie
confidence in its earlier days.

To come however, to the criticism directed by Sir J.
Brunyate against the Gold Bullion Standard, we find that

(1) Journal of the Royal Society of Arts, 8rd December, 1926,
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the chief count against it is that it is not intelligible to the
uninstructed, that the convertibility which is one of its chief
merits is not direct and clear, and that the gold basis for
the rupee which it provides is not econspicuously visible.
But, surely, it might he answered that a standard under
whieh gold is given for export and for other uses is simpler
and more intelligible to the man in the street than one
under which the local currency commands and procures
exchange on foreign countries only. And it might be added
that a system under which the local currency can be ex-
changed for gold has a convertibility not more remote but of
a close and dircet order. The direct power to export or
import gold must necessarily make a stronger appeal to the
multitude than the mechanism for the mere transmission
of bills payable in gold.

Sir James is in fact advancing here the same argument
which Mill put forth against Ricardo’s currency scheme.
‘¢ A still stronger consideration’’ says Mill ‘‘is the import-
ance of adhering to a simple principle. Every one can
understand convertibility. Regulation by the price of bul-
lion is a more complex ideca and does not recommend itself
through the same familiar associations.””* 1In spite of this,
however, England has adopted the Gold Bullion Standard
with sueceess; and to the Indian population which has been
accustomed to the working of the Gold Exchange Standard
for thirty years the new system of convertibility into gold is
really a simplication of an old problem.

The task of meeting the criticism of such an authority
on Indian monctary matters as Sir James Brunyate is made
easier by the fact that we have access to his own well-stocked
armoury and can employ weapons forged skilfully by him-
self. Let us then ask what deficiencies Sir James himself
saw in the pre-war currency system of India, and on what
lines he himself proposed to remedy them. If after exami-
ning his own ideals we can show that they are all to be

1) ¥rom the Fortnightly Review, July 1879, p. 88.
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found embodied as conspicuous features of the Gold Bullion
Standard, then we shall have fully vindicated that Standard
as advocated by the Commission. Let us then enumerate
his own suggestions for the perfecting of the former cur-
rency system of India. They are to be found in paragraph
21 of his valuable memorandum for the Royal Currency
Commission, as also in his answer to Q. 11,325 in the evi-
dence before that body. His most important suggestion is
that reliance should be place for the support of Indian
Exchange on gold issued for export rather than on the
grant of sterling credits. 'As he stated it very briefly and
lucidly, ‘‘the system we had before the war practically
never worked with gold exports at all, and with some hesi-
tation I have suggested that in supporting cxchange under
our new system we should rely mainly on gold exports.’’
(Q.11,325). It scarcely needs to be said that this is exactly
what the Gold Bullion Standard proposed to do. Gold will
certainly be made available freely for exports, and as Sir
James has himself obscrved later, ‘‘the sales for delivery
in London are intended to serve a monetary purpose, and
the rate which would be natural under a gold exchange
standard will apply.”’ It might be pointed out that a gys-
tem of sales of gold for export might surely claim to he
‘‘intelligible to the uninstrueted’’, and might well form a
gold basis for the rupee which is conspicuously visible. A
third line of improvement proposed by Sir James is thus
indicated: ¢‘The system we had before the war was one in
which we were constantly pouring large quantities of our
own gold into circulation. The system...... I recommend
is one in which I do not propose that that should be done’’
(Q. 11,325). Now it ean be claimed with justice that the
Gold Bullion Standard, as a system, satisfies this econdition
at least as well as any other system. There is no possible
room in it for a gold currency. In fact the legal tender
quality of the sovereign is expressly removed. The cir-
culation of gold is entirely inconsistent with the working of
the new standard.

Q—36
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Another suggestion from the same souree is to the effect
that any real gold or gold exchange system could only be
based on the principle of the unlimited issues of
gold for export and import; the system of reverse remit-
tance savoured of the ‘“dole’’ and should be discarded. Such
a basis for the gold standard system has been provided, and
the Commission has arranged for the required, ‘‘absolute
guarantee as to tho free interchangability of domestic eur-
rency and gold bullion.”’

But it has been contended by some other ecrities that
sales of gold to satisfy the internal demand are meant to he
at a deterrent rate, and that such a policy is against the
ideal of linking the currency to gold. There is more than
one way of meeting this particular argument which, by the
way, has been advanced in India too. In the first place, as
Sir J. Brunyate has well pointed out, ‘“the sales of gold in
India will not be the actual means by which the gold
standard is supported.’”’ But, further, as he agrees, there
are the most cogent arguments to justify ‘the necessity for
a deterrent rate in the casc of sales for India. The grant of
parity terms would destroy the bullion market.’” I would
venture to add that any particular rates for the sale of gold
for intcrnal use are not of the essence of the Gold Bullion
Standard scheme, but only a very important detail which
could be altcred after due experience is gained in course of
time. If, as Mr. Hawtrey has anticipated, the result of
the currency authority in India buying gold at par in
Bombay will be to secure a perpetual stream of gold from
South Africa into India replenishing the Indian Teserves,
the rates for the sale of gold in India could be made as
little deterrent as circumstances permitted.

After observing that India absorbed 20 per cent. of
the world’s total production of gold during the five years
preceding 1914, and 29 per cent. during the corresponding
period preceding 1924, a writer in the Journal of the
Institute of Bankers proceeds to justify the rate fixed by
the Royal Commission for sales of gold by the Reserve
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Bank. ‘‘The only way in which the bank ean be freed
from the constant drain for non-monetary purposes is to
ensure that the selling priec shall always be such that it is
possible for the bank to replenish its stock of gold by impor-
tation from London. Accordingly, it is proposed that the
selling priee of gold in Bombay shall be the buying price of
Rs. 21, 3 as. 10 pies per tola, plus an amount corresponding
to twice the cost of importing gold from London. This sti-
pulation, however, docs not mark a departure from the
principle of a gold standard, but is, in fact, a provision
which would have to be made in any case for the safe-
guarding of the banks’ reserves, irrcspective of whether
gold was in circulation or not.”’ (Cf. the Journal of the
Institute of Bankers, February 1927, p. 77).

Finally, it might be suggested that too great emphasis
need not be placed on any one link proposed to be formed
between the rupec and gold. The Commission has provided
a number of such links or points of contact and regard must
be had to their cumulative effcet. To start with, there
are the sales of gold for delivery in London ; then there are
wne potentialities of sales of gold for internal uses. Add to
these the much larger gold holdings in India to support the
obligation of the sales of gold both in and out of the country.
Finally account is to be taken of the removal of the former
legal obligation to convert notes into silver coin and of the
imposition of the new obligation to convert them into gold
bullion. It cannot seriously be contended that, in spite of
these cumulative features, the gold basis which has been
provided for the rupec will still fail to be conspicuously
visible. The connection between gold and local currency
has been made evident at every point of the scheme of the
Commission. It has been justly remarked by Sir J. Brun-
yate that ‘‘one of the main objects of the Commission is the
basing of every part of India’s monetary system upon gold,
though the mere facade of a gold currency is refused.:’
In the light of all these factors, the larze gold holdings, and
the sale and purchase of gold, it seems not at all likely that
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the convertibility will appear either remote or perplexing to
the public. Thus all the tests lail dewn in the light of
past experience for improvement ai fndian Currency are
satisfied by the Gold Bullion Standard, and that is why our
most cnlightened critics are gencrous in their praise of the
system as a whole. As Sir James observes: ¢‘The standard,
as the commission rightly claum, is based on gold and not
on Sterling. The two main undertakings will be made
effective by means of an appropriate reserve and the Central
Banking scheme, and India will possess a system as ad-
vanced as and essentially similar to, thos: of gold standard
countries such as Great Britain and the United States of
America. This means cfficicney not of a rough and ready
kind, but scientific and refined. It should also mean. fina-
lity. The full establishment of the new system should close
the agitation over India’s monetary problem.’’

It has also been contended by some our critics that ‘‘the
sale of gold in London was a pure fiction. It was a sale of
sterling since ‘“gold and sterling in London were one and the
same thing.”’ The inference sought to be drawn from this
was that the difference between Gold Bullion Standard and
the pre-war standard was not very great and that the rupee
will remain limited to sterling and not to gold.  The ob-
vious reply to this train of reasoning is that, in normal
times, there is, of course, no difference between gold and
sterling. When, however, in some great erisis sterling and
gold part company, the obligation of the proposed central
bank to give gold for export will assume its full signifi-
cance,

The criticism of the Gold Bullion standard by the
advocates of the Gold Exchange Standard, with which we
have dealt above, will help to clarify the conception of the
Gold Bullion standard in India. A great many eritics of
the new standard in India identify it with the Gold Ex-
change standard and profess to regard it as a piece of
camouflage. To them the difference is only between



285

tweedledum and tweedledce and the new standard is
supposed to be only the old one presented in a new guise.
The vigorous criticism of the proposed Gold Bullion Stand-
ard emanating from stalwart and eminent champions of
the older standard like Sir J. Brunyate and Sir C. Addis
should help to reassure them and to convince them that they
are not dealing here with a distinetion without a difference.
In fact the Gold Bullion Standard differs as we have scen
in many important respects from the Gold Exchange
Standard as it was worked in India before the war.

There had been some misconception about the recom-
mendation that the Government should guarantec the note
issue, and it had been argued that thc (fovernment was
‘‘guarantecing payment in actual gold with quite a modest
gold holding.”’ In meecting this objection we have to re-
member the gencral agreement on the point that the State
is to stand behind the Bank, and to receive all the profits
over and above a moderate percentage which goes to the
shareholders. In fact the larger proportion of the profits
of the paper currency system are to acerue to the Govern-
ment. Need we wonder then that it can be called upon to
guarantec the note issue? Be it noted also that the gua-
rantee is only a supplementary one, and has to be met only
after the bank with its admittedly very large gold reserve
has failed in the task. Indeed the chances of this guarantee
being enforced are extremely remote. Mr. Keynes in the
annex to the Chamberlain Report had pointed out the very
remote contingency of the guarantee laying any additional
burden on the Government. He added, however, that “‘if
the Bank were, by a violent chance, to get into difficultics,
there cannot be the least doubt that the Government would
have to maintain the solvency of the note issue whether
they had formally promised to do so or not.”’

It might be added that, speaking generally, the Gold
Bullion Standard has met with a favourable reception from
our economic experts in India. It was recognised by a
great many Indian economists that the currency system
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which was recommended by the Commission was an effective
gold standard which would give India ‘‘all the advantagss
of a gold standard without a gold currency’’, that under it
the expansion and contraction of the eurrency will be auto-
matic and that the scheme will ensure the free inflow and
outflow of gold. It was indecd only to be expected that the
new system of currency would be welcomed by a large
number of our ceconomic experts sewing that it realises and
incorporates the suggestions made by so many of them
before the Currency Commission. It might be permitted
to quote in this connection a number of constructive sugges-
tions placed by such experts before that body which vir-
tually form so many anticipations of the Gold Bullion
Standard. Thus a well-known Indian cconomist told the
Commission that ‘‘the adoption of a gold standard does not
mean also the keeping of gold coins in aective
circulation.......... If we can have a gold stand-
ard with paper currency backed by a reserve of
gold and sccurities easily convertible into gold that
would be as effective or even more, and certainly more con-
venient and economical than such a standard with gold coins
in circulation. The craving for the social use of gold as
well as the traditional habit of hoarding are detrimental to
the employment of gold as currency in this country. Coins
intended for circulation will almost certainly go to the
melting pot. And there will be in consequence imper-
ceptible deflation of the currency with all its attendant
evils’”’. The merits of the Gold Bullion Standard and the
harm which would be done by permitting a gold currency
to co-exist with it could not have been better expressed.
That view was corroborated by another of our leading veo-
nomists who observed that ‘‘by a gold standard we mean
not the actual extensive use of gold in currency but a sys-
tem under which the media of cxchange can be ultimately
converted into gold for international payments and also
for internal payments. It was also an Indian cconomist
had put forward the view that it is enough to have a con-
vertible rupee, convertible not in gold coins but in gold
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bullion only”’. While a colleague amplified the suggestion
and made it clearer by adding that ‘‘thec Government shall
undertake the obligation to give for external purposes gold
in the form of bars say of 100 oz.”’. Nor were there want-
ing other anticipations of the new currcney standard. The
main defect of the older system was said to be that ‘‘the
absence of a legal obligation on the part of Government
to give gold for rupees does not secure the automatic stabili-
sation of the rupee’’. The former Gold Exchange Standard
was alleged to have encouraged hoarding because *‘people
have no confidence that gold, once they part with it will
come back to them’’. That objection could, of course, not
apply to the new standard under which the curreney authe-
rity will undertake an obligation to scll gold. Other fea-
tures of the Gold Bullion Standard were also anticipated.
The desirability of imposing an ultimate limit on the legal
tender quality of the rupce was emphasised while it was
urged that no currency should be issued in future exeept
against gold. It is the merit of the Gold Bullion Standard
of the Commission to have incorporated all these eonstrue-
tive suggestions.

Nevertheless some aspects of the new standard have
been submitted to criticism in India; and it is advisable to
meet such criticism here. In the first place it has been
contended that the Gold Bullion Standard is a mere ‘“abs-
traction’’ in as much as under it gold will only be sold by
the currency authority in large bars worth a few thousands
of Rupees. The obvious reply is that from such a point of
view the standards of currency in most advanced nations
can only be regarded as abstractions. A leading economie
journal when discussing the recent introduction of the gold
standard in England gives an effective reply to the eriticism
which has been referred to. ‘‘Any citizen by saving up
some 1,700 currency notes will be able to exchange them for
bullion for use at home and abroad. Every individual
pound note is therefore given a guaranteed value in terms
of gold, and the cssential conditions of convertibility are
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restored.”’ Obviously it is no part of the functions of a
scientific system of currency to meet the non-currency
demand for or to facilitate the acquisition of gold by indi-
viduals for non-monectary purposes.

The demonetisation of the sovereign has also been ob-
jected to by some critics. But since the importation of
sovereigns on a very large scale has been going on for
decades and sinece a large proportion of such sovereigns must
necessarily be still held in hoards, their demonetisation was
absolutely nceessary if the action of the currency authority
in expanding or contracting eurrency was to be effective.
The choice lay obviously between the retention of the legal
tender quality of the sovereign—a matter of no real eco-
nomic advantage by itself—and the establishment of an
effective and automatie currency system.

Apprehensions have been expressed regarding the pro-
posal of the Commission regarding the withdrawal of the
present legal right to obtain silver rupees in exchange for
notes. But obviously the retention of the obligation to con-
vert notes into silver would have ensured the continuance of
the domination of silver in our currency system and would
have kept that system tied down to the white metal. While
the Commission has taken care to ensure that all reasonable
demands of the public for metallic currency should be met
in practice, it could not ignore the consideration that the
main condition of the existence of a true and advanced gold
standard was the convertibility of notes into gold. The
criticism is in fact based upon a misconception of such a
standard; and the critics forget the case made before the
Commission by lecading Indian economists for ‘‘a gold
standard with paper currency backed by a reserve of gold
and securities easily convertible into gold’’.

Some erities while recognizing the impossibility end
cven the undesirability of having a gold curreney have
proposed to supplement the Gold Bullion Standard by the
coinage of a ‘‘theoretical Gold Mohur’’, According to them
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such a device is necessary to enable people to realise that
the country has a gold standard. While the suggestion is
well-meant its practical value, if it is adopted, is likely to
be very small. If the constant purchase and sale of gold
by the currency authority and the convertibility of notes
into gold are not adequate to convinece people that the
country is on a gold standard little ecould be expected of a
coin which the great majority will have few opportunities
of seeing or possessing.

The Ratio Controversy

The scheme of monelary reconstruction which the
Royal Commission on Indian Currency put forward was
a very comprchensive one; it contemplated among other
things the establishment of an up-to-date and automatic
currency standard, the constitution of a currency authority
in the shape of a Reserve Bank (which should ecombine the
control of curreney and credit), and the thorough over-
hauling of the paper currency system of the ecoun-
try. Nevertheless the controversy which followed
the publication of the Report of the Commission
has raged only around two points of this pro-
gramme—the ratio and the constitution of the directorate
of the proposed Reserve Bank. The surprise with which
one regards this sclection of two apparently isolated points
of the programme for criticism is, however, removed when
we remember that the controversy in India over the ratio
question is the counterpart of the great struggle which has
taken place in most countrics after the war between the
advocates of inflation and those of the return to a steady
and moderate price level. It is also significant that the
same set of critics who argued for the reversion to the
lower ratio (with inflation as its corollary), also worked for
the objeet of placing legislators on the directorate of the
Reserve Bank and of thus bringing politieal pressurc to
bear direetly on our future banking policy. In faet, the
real issue in the controversy is that of inflation; and that

fact accounts in the main for the vitality of the contro-
O-—37



290

versy. For, if adjustment of prices te the ratio was indeed
the real issuc, few would be found to assert in this year
(1929) that things had not adjusted themseclves in a pre-
ponderant degree to a ratio which had held the field for
five years, and the controversy would have died a natural
death beforec now. But the ratio controversy derives its
whole vigour and momentum from the inflationist aspira-
tions behind it ; it is the Indian counterpart of the struggle
over readjustment of price levels to nmormal eonditions
which has been the most important economic movement of
the post-war epoch in most countries of the world. It is on
that account that the present controversy will oceupy a not
unimportant place in the economic history of India.

The “Natural” Ratio

There has been much misunderstanding over the cha-
racter and origins of the former 1s. 4d. ratio. Thus that
ratio has been called the ‘‘natural ratio’’ and ‘‘the per-
manent ratio.”’ It has been even confused with the cur-
rency standard itself, and in the Minority Report of the
Currency Committec of 1919 it has been ecalled the
‘‘standard ratio.”” But a glance at the history of the ratio
will show that those who proposed and sponsored it ex-
pressly disclaimed any permanent character for it. Thus
the Herschell Committee was eareful to explain the charae-
ter of the ratio in its Report. ‘It would not, of course,
be essential to the plan that the ratio should never be fixed
above 1s. 4d.; circumstanees might arise rendering it pro-
per and even necessary to raise the ratio.”” So also the
Fowler Committec was careful to emphasize the necessity
of ‘‘the final ratio being fixed either below or above 16d.,
as further experience might show to be expedient.”” It
added further that ‘‘between the rate of today and that
determined by the bullion value of the rupee, there is none
that can be described as natural or normal.”’

The advocates of that ratio would also do well to re-
member that the Fowler Committee in deciding for a 1s, 4d.
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ratio employed the very same arguments which were used
by the Currency Commission of 1925-26 in order to justify
the present 1s. 6d. ratio. The Fowler Committee expressly
overruled every,plea and answered every argument that
the opponents of the 1s. 6d. ratio have put forward in our
own days. Thus the Committee’s main argument on be-
half of the 1s. 4d. ratio was that ‘‘the rate of 1s. 4d. is that
of the present day; prices in India may be essumed to have
adjusted themselves to it, and the adoption of a materially
lower rate at the present time would cause a distinet and,
in our opinion, a misehievous disturbance of trade and
business.”” Another ground on which the Fowler Com-
mittee recommended the 1s. 4d. ratio was that in 1898-99
the prevalence of that ratio was found to be compatible
with a large favourable balance of trade. The pleas that
“‘the status quo had not been arrived at without manipula-
tion and that a fait accompli in the shape of an established
ratio and a price adjustment thereto had been presented to
the Committee’’ were also overruled by that Committee. Not
only is there a close and instructive parallel between the
arguments cmployed by the Fowler Committee and the
Royal Currency Commission of 1925, but the case for a 1s.
6d. ratio was much stronger in 1926 than that for a 1s. 4d.
ratio in 1898. Little statistical proof was brought forward
in 1898 regarding the adjustment of prices to the older
ratio, while the ratio itsclf had been prevailing only for
about a year. Finally, the rise of the ratio to 1s. 4d. in
1898 was a very slow and hesitating affair, indeed, compared
to the attainment of the 1s. 6d. ratio in 1925.

In the light of the above historical examination of the
reasons for the establishment of the 1s. 4d. ratio in 1898,
we can sec how little ground there is for the contention that
any later change of the ratio constituted ‘‘a wanton tam-
pering with the standard of value.’’ Gold has been restor-
ed as the standard of value in India, and gold will be—
with the adoption of the proposals of the Commission of
1926—more than ever the basic currency ‘‘from which the
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other monetary instruments derive their own exchange
value owing to convertibility.”” The essence of the gold
standard is the tying of the value of our monetary unit to
the value of gold. But it eannot be contended that any
particular ratio once adopted should or could be main-
tained for ever, regardless of important changes in prevail-
ing conditions—for example, great changes in value of
precious metals. The factors which the Fowler and Hers-
chell Committees took into account in recommending the 1s.
4d. ratio show that in their view the ratio was not either
unalterable or of the essence of the currency system; for
they based it professedly on a consideration of the prevail-
ing facts of their own day as regards prices, trade condi-
tions, and the relative prices of the precious metals. It 1is,
of course, true that a standard unit of value once adopted
should not be arbitrarily departed from; for any random
changes in the standard of value are sure to cause losses to
some people. So far one can respect the zeal shown for the
older ratio. But the changes in our ratio in India have
been such as were absolutely necessary in the interests of the
stability of prices—i.e., of social justice. A statistician
would be staggered at the number and the size of the fluc-
tuations of prices which India would have experienced if
she had adopted the policy of sticking to the old ratio at
all costs since the war, It is true that the 1s. 4d. ratio
held the field for nearly twenty years; but it nced not be
forgotten that more recently it was in abcyance for a whole
decade—and for a decade which has seen currency and
trade changes enough to crowd a century. Under these
conditions the currency authority which is proceeding to
stabilize the ratio would be well advised to consult the facts
of the day for his guidance rather than the eonditions pre-
vailing three decades ago. In such an important affair
those who admire the work of the Fowler Committee would
do well to imitate its procedure,

Those who argue for the maintenance of 1s. 4d. as &
natural ratio ecertainly ignore the fact that there is a dyna-
mic side to the problem of the xatio of exchange under the
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Gold Exchange Standard. To this aspect attention has
been recently drawn by Prof. Taussig, a distinguished eco-
nomist, in his discussion of the Gold Exchange Standard.
He has urged that the maintenance of the fixed rate of
exchange depends upon the continuance of certain funda-
mental conditions; ‘‘changes from any established situation,
any current rate of exchange, however firmly it seems to be
imbedded, do occur. Demands will change, new articles of
export and import will appear, the balance of international
payments will need to be readjusted ; then what?’’* Here is
a formidable attack by an impartial and eminent authority
on the idea of an irrevocably fixed ‘‘natural’’ ratio. His
theoretical argument is strongly supported by the faets
of the ceonomie history of India; and India is a particularly
good illustration of such theory, in as much as it is a country
producing raw materials for which the demand has grown
more intense both during the war and after the war when
cconomie reconstruction of the world has increased the
demand for such products. At the same time, the demand
of India for foreign manufactures has grown less intense on
account of the growing industrialization of our country
under the regime of Discriminating Protection. The events
of the last few decades emphasise the validity of this line
of reasoning. Indeed an important contributory cause of
the great rise of prices in India before the war was not
the Gold Exchange Standard but the ratio which had be-
come ill-adjusted to the circumstances. Thus, in the later
period of the war and right upto 1920 not many could be
found to urge the claims of the 1s. 4d. ratio as sacrosanct.
Indeed a leading industrialist and economist of India like
Sir V. Thackersey advocated a stabilisation at 1s. 6d. It is
also significant that a strong advocate of the 1s. 4d. ratio
like Sir D. Dalal proposed a general export tax as the means
of keeping up the old ratio. In such an extreme proposal
is implied the same basic idea of the dependence of the ratio
upon foreign demand for our products which has been ex-
plicity put forward by Prof. Taussig. After 1920 cams the

(1) Taussig, International Trade, p. 332.
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great and general trade depression which for a time lowered
the Indian ratio. But the action of the basic economic con-
ditions of the world’s demand for Indian products could
not be long withstood, and our ratio was not only stabilised
at 1s. 6d. but it rose a good deal above it in spite of large
purchases of sterling by Government. Indeed ‘‘it was be-
lieved that Government would not be able to keep exchange
from rising considerably above 1s. 6d.””. The true correla-
tion thus is to be traced between our exchange ratio and the
course of the trade conditions.

Deflation

It has also been contended that the stabilisation and
maintenance of the exchange at 1s. 6d. was due to currency
manipulation in the shape of ‘‘excessive deflation’ and
‘‘unduc contraction of currency in India.’’ It is submitted
here that there is double fallacy involved in this line of
reasoning. Not only is the extent of the actual deflation
exaggerated, but the efficiency of monctary deflation as a
factor in monetary stabilisation is unduly magnified. ‘Com-
pared to the great inflation of the war period in India, the
deflation of the period from 1920 to 1923, which amounted
to about 38 erores, can only be called a moderate one. The
fall of prices brought about by it cannot be compared for a
moment with the results of contemporary deflation in the
United Kingdom or the United States; while it was a long
{ime before any tangible cffects of our deflation on the ex-
changes could be pereeived.

The fact is that the recovery of the Indian exchange
was due, not so much to the halting and moderate monetary
deflation, as to a singularly fortunate combination of the
various factors which are recognized as being ncocssary for
currency stabilisation. By 1925 we had the advantage of
the restoration of budgetary equilibrium, and we were reap-
ing the benefits of that ‘‘financial’’ deflation which is now
recognized by economic authorities as so much more effica-
cious for stabilisation than monetary deflation. Then,
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again, India was entering on a new era of favourable
balanecs of trade, and was showing a recovery from the
trade depression which was unique in the annals of post-
war commerce. This combination of favourable factors was
partly fortuitous, but it was partly also the deserved re-
ward of wise finance and timely deflation, as well as of that
patient poliey which withstood the temptations to prema-
ture stabilisation. It is owing to this combination of
factors favourable to stabilisation that India has paid a
much smaller price for currency stabilisation than other
countrics. Countries which have raised their exchange
under less favourable conditions have indeed paid a stiff
price for the stabilisation in the shape of increased unem-
ployment, and a great strain imposed upon the unsheltered
or competitive industries. But to contend (as some critics
have done) that India has to face difficulties of the same
magnitude in the process of stabilisation, or to argue that
the necessary period of readjustment to the variation in
exchange should be at least as long in the case of India, is
to disregard and ignore vital differcnees of economic condi-
tions between the countries concerned.

The history of Deflation

A brief review of the history of deflation in India is
very necessary in order to get a correet view of its true
dimensions especially from the comparative point of view.
Let us first consider the years 1920-22, when the need was
particularly felt for offsetting the great inflation of the war
period and for adapting the volume of currency to the
facts and requirements of the period of depression. In
this period however, the process of deflation in India was
greatly hampered by the budgetary deficits following on
the year 1920 which led to a postponement sine die of the
extinetion of ‘“ereated securities’’ in the paper currency
reserve. ‘‘The existence of budget deficits of a substan-
tial amount clearly made eurrency contraction a matter of
difficulty’’; nor eould the sales of reverse drafts be fully
utilised for deflation. The total deflation in 1920-2}
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amounted to 31 erores. We had nothing like the drastie
deflation which took place in Great Britain in 1920-21 which
halved prices, and which is now justified even by a stal-
wart opponent like¢ Mr, McKenna. He observes in his book
on Post-war Banking Policy that ‘‘deflation, cven rigorous
deflation, was a harsh nceessity in 1920 and 1921.>’ This
‘““monctary’’ inflation on the lines of the Cunliffe Report
was preeeded by a ““eredit’’ inflation. About the same time
a similarly thorough measure of deflation was earried out
in America. It was a remarkable chapter in the history of
post-war deflation, and by June 1920, the rediscount rate
was raised to 7 per eent. High authorities like Dr. Willis
assert ‘‘the operation of credit control through higher dis-
count rates was a marked success’’. Mr. Hawtrey observes
that ‘‘in so far as the expansion had got out of hand, the
subsequent contraction had to be more severe’’.

When compared with the immense inflation in India
during and after the war, and the lessened volume cf post-
war business, the suceeeding deflation was certainly partial
and hesitating. The extent of the inflation between the
years 1914 and 1919 can be judged from the rise of the
rupee circulation from 187 crores to 280 crores and of the
note circulation from 61 crores to 183 crores. Later, the
deficit years were financed by the issuc of notes amounting
to much above thirty crores. As compared with this huge
inflation the deflation could not be said to be drastic in any
sense. Even the sale of Reverse Councils in 1920 was not
allowed to have its proper effect in deflating currency;
since in other ways much of the money was replaced on the
market, on the ground that adequate contraction of currency
would have been ‘‘a hazardous undertaking’’ and that, too,
while the world prices in gold were falling rapidly. The
net contraction of currency in 1920-21 amounted to 31
crores and 58 lakhs; but this contraction was found ‘in-
sufficient even to check the downward fall of the rupee.’”’
In the succeeding two years a net contraction of 680 lakhs
was made. The credit for the improvement in Indian ex-
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change was due far more to the balaneing of the budget and
to the cessation of the downward movement of the world
prices than to this deflation. In faet, anything like a drastie
deflation was for a long time out of the question on account
of the suceessive budgetary deficits. And, though the Paper
Currency Act of 1920 embodied some ideals of ultimate
deflation, even this attempt at indircet deflation was foiled,
sinee the ad hoc securities could not be cancelled, and the
interest on paper currency securities had to be credited to
the gencral budget. There was still another circumstance
which rendered drastic deflation impossible in the case of
India, and that was the intolerance always displayed by the
Indian money market towards deflation.

A most important circumstances in making the factors
of stabilisation favourable to the experiment in India has
been the budgetary equilibriam which has been attained
for several ycars in India. This notable factor in the ad-
Justment has not been even referred to in our controversy,
where the crities have confined themselves to emphasising
and exaggerating the monctary deflation which is a compa-
ratively minor factor in the situation. The economists of
Forepe have however formed juster notions of the poten-
tialities and important effects of the attainment of budge-
tary cquilibrium. The result of the studies of Prof. Rist
on this topic have been thus summarised: ‘‘the underlying
explanation of the facts of inflation and depreciation lies
in the budget situation, and that the very possibility of de-
flation is dependent on the establishment of budget equili-
brium. Granted such an equilibrium, an improvement in
exchange will follow of itself, as will a fall in prices. The
amount of money is here strictly a resultant.’’* That is
one way of stating the thesis; another and perhaps a better
statement is that the raising of exchanges and lowering of
prices are the common produects of the equilibrium of the
budget which is the dominant element in the situation.

(1) J. W. Angell, Theory of International Prices, pPp. 298—

299, See also the Quarterly Journal of Hconomics, Vol,
Pp. 280—281 and 294,

Q—38
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In the second period 1922-23 there was a further con-
traction of about six crores. Such a deflation though not
important by itsclf was assisted by the trade recovery and
after a time lag the exchange gradually rose.

A great deal has also been made of the later deflation
between the years 1925 and 1927, but it has not always
been remembered that important deductions have to be
made from the figures of the gross deflation.! Between
October 1825 and May 15, 1927, the nect contraction of the
note issue has been 3210 crores. But, when allowance is
made for the 13-14 crores of rupees which came back into
the reserves, the net contraction is found to be only 18-96
crores. This last figure has to be reduced further on
account of the amount of silver rupees which came out of
inactive holdings into circulation and which largely ex-
ceeded the amount of such rupces which eame into the
paper currcney reserve. On this account a further large
reduction has to be made from the figure of 1896 crores in
order to get at the net contraction.

As regards this third or post-stabilisation period
of deflation, it is a great mistake to believe that in the case
of India alonc continued stabilisation has required contrac-
tion of currency, or that in other countrics the stabilization
has been effected at a stroke and no further measures of
deflation have been found necessary. In all countries, a
good deal of subsequent regulation of currency and eredit
has been found to be unavoidable. Indeed it could not well
have been otherwise; for there were two important factors
which necessitated such action. In the first place the ad-
justment of international prices had to be effectively se-

(1) The figures are taken from Sir Basil Blackett's state-
ment in an interview on 26th May, 1927. Reference might also
be made with advantage to the Report of the Controller of the
Currency for 192627, pp. 27—28 and for the year 1927-28,
pp- 24—35-
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éured; and further, we are in a period of slowly falling
prices all the world over. Both factors rendered deflation
inevitable and deflation has accordingly been carried out.
But in other countries, the relative importanes of eredit is
greater and hence the object has been etfected to a great
extent by a manipulation of the discount rate ard restrie-
tion of credit. Take for example the case of England. Both
English and foreign writers have recognised that since
1925 ‘‘artificial’’ measures have been adopted in order to
safeguard the stability of sterling. The Bank of England
has repeatedly manipulated the discount rate and sold secu-
ritics and, even so, voices have been raised for the direct
reduction of the fiduciary issue. In other countries, too, the
statistics of discount rates bear witness to th2 contraction ot
credit. Indeed there are authorities who doubt whether
British priees are not ¢ven now too high at least as compared
to continental prices. In case of other countries also, like
Belgium ‘‘the readjustment has not yet been completed’”.

The tests of undue defiation.

The contention that there has been undue deflation
should be judged and appraised in the light of the proper
economic tests of such a policy. The steady return of silver
rupees from hoards on a large scale for some year succeed-
ing 1924-25 rather shows that such deflation as has
been substantially counteracted. In the financing of our
great staple crops there has been no difficulty, though there
must necessarily have been considerable stringzney had
there been anything like excessive contraction. Then, as
regards bank rates, apart from eertain temporarily increases
due to the financial strain orginating from America, the
discount rates of the years following the adoption of the
ratio compare quite satisfactorily with those of earlier
years. It might be added that the effects of the American
situation were not confined to any one country but caused
an international trend towards higher rates of interest
which has been quite general from South America on the
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one hand, through Europe and so on to Asia. Indeed a
study of the history of bank-rates in India and abroad might
be recommended to the critics of deflation in India.

We might proeeed to consider another test ofunduedetla-
tion. Isit a faet that in India prices have fallen to a greater
cxtent than in other countrics? Such would have certainly
becn the case had there been such an excessive deflation as
has been so often asscrted. But the comparative statistics
of prices tell a very different tale. Prices in India are at
least as steady as in any other country and the tendency
towards a decline of prices is if anything less noticeable in
India than clsewhere.

Foreign experience of the necessity of deflation.

The advantage of a timely deflation of the curreney
and the necessity of attempting a reduction of the war—
inflation are best illustrated by the cconomie history of
Japan after 1920. The recent work of Dr. Furuya on
“‘Japan’s Foreign Exchange’’ contains a valuable discus-
sion on this topic. 'We learn from Dr. Furuya that the in-
flationist group was particularly strong in Japan and con-
stituted the strength of the political party called the Seiyu-
Kai which stood for encouragement of industries and trade
by the extension of eredit and currency. The fact that the
post-war depression came earlier and was sharper in Japan
than elsewhere is attributed by Dr. Furuya to the circum-
stance that the Japanese price level was kept so high, One
ministry after another neglected the task of reducing the
level of prices and confined their cffort to pegging the ex-
changes and putting an embargo on gold. They satisfied
their consciences by attributing the enhancement of prices
to the world-wide movement. Such an obstinate policy
which was resolved not to deflate in time, was responsible, as
that auther says, both for the unfavourable balances of trade
end to a large extent for Japan’s inability to maintain the
markets which she had opened up during the war, It was
a great object lesson in the advantages of a timely and
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moderate deflation. It may be permissible to quote one
relevant paragraph from Dr. Furuya’s learned and instrue-
tive work here: ‘‘The blame, however, should not be borne
by one Finance Minister but by his political party, the
Seiyu-kai. Ior the Sciyu-kai always stood for the ‘positive
policy’ which mecant to encourage industrics and trade by
extending credits, floating-loans, and by passing various
governmcntal measures of ajl sorts and undertakings. One
natural result of such a policy was to swell the state expen-
ditures thereby to enhance prices as already mentioned.

Thus, when Japan nceded an economic readjustment
and deflation more than anything else after the War, what
she got was the Seiyu-kai’s ‘positive policy’ which caused
high prices, excess of imports, unfavourable exchanges, and
finally exhaustion of gold funds abroad, as they began to
peg exchanges in the early parts of 1921 and 1922 by selling
gold funds abroad at the government’s desired rates of
exchange. It is thus known that the government’s artifi-
cial pegging was an utter failure,”’ (pp. 132—133).

Adjustnient of Prices.

We now approach the most important issue in the ratio
controversy—that relating to the adjustment of prices to
the ratio. On this point the statistics of prices and ex-
changes can be appealed to for a decisive and unambiguous
verdiet.

The proof of the adjustment of the prices in India to
the changes in the ratio is contained in paragraphs 183—187
of the Currency Commission Report, and it is clear and
cogent enough to bear summarising as regards it main eon-
tention, while it can be strengthened by a fuller reference to
the conditions and circumstances of the time. We note, in
the fi¥st place, that the exchanges had been rising very
slowly all along the years 1922, 1923 and through the early
half of 1924. Meanwhile the prices might be said to have
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kept fairly steady, ranging from an annual average of 181
in 1921 to 180 in 1922, to 176 in 1923 and to 178 during the
year 1924, Two reflections suggest themselves to us here.
In the first place, as we have seen, the steadiness of prices
shows that the much discussed deflation must have been of a
very moderate character in order to result in such & steady
price level. We can indeed go further and assert that it
was very nccessary in the interests of price stability. In
the second place, the period of over three years stretching
from the middle of 1921 to the last quarter of 1924 might
be said to be the required period of time-lag between the
rising exchange and price movements. We note further
that after August 1923 there was no further deflation of
currency. However, almost a year after the process of
deflation had stopped, and just while the exchange was in
the course of rising from 1s. 5d. (sterling) to 1s. 6d. (gold),
we find a steep and violent fall of Indian prices which
carried them from 181, the index number of prices eorres-
ponding to October 1924 to 157 in August 1925. Obviously,
it is here that we can trace the action of the steadily rising
exchange on the price level ; for all factors which were likely
to affect prices during the year were of a fairly normal cha-
racter. The process of deflation had already been termi-
nated full fifteen months ago. The trade position was good,
but the large exports were balanced by the ¢“colossal imports
of bullion’’. It was obvious, as the Commission pointed
out, that the facts and figures of the period unmistakably
proved a striking and considerable adjustment of prices to
exchange. The central and undesirable faet of the period
between July 1924 and June 1925 was thus a striking corre-
lation between the rise of the exchange and the fall of
prices.

An attempt has however, been made to explain this
away by arguing that the fall in prices was the effect not
of the rise of exchange but of the alleged fall of world
prices. It is therefore necessary to examine this contention,
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From August 1924 to March 1925, for about six months,
there was a considerable fall of prices in India; while in
United States of America the prices kept rising till March
1925 and in England they kept rising until December 1924,
This contrast in price movements it is very necessary to bear
in mind for, without any question the fall of prices was
due to the rise of the exchange in India. It was the ex-
change position in India which obviously lowered the price
level in India even in spite of any sympathetic cffect of
high prices ruling abroad for some months more. The
world fall of prices manifested itself only after the first
quarter of 1925; for up to March 1925 prices were rising in
U. S. A. In this later period the exchange stabilised at 1s.
6d., and this factor as well as the reaction of the world
prices on Indian prices worked in the same direction. But
in view of what took place in the earlier period, there is
no reason to aseribe the lion’s share of the influenec in lower-
ing Indian prices to the latter.

Our conclusion on this point can only be that the fall
of prices in India upto March 1925, must be ascribed wholly
to the exchange adjustment, and not to any sympatheiic
action of foreign prices; rather it came about in spite of the
general and high trend of world prices. After March 1925,
no doubt, the beginning tendeney to the decline of world
prices needs to be taken into account ; but even when dealing
with this later period it is well to remember—for one thing
—that by that time India had passed through a very large
part of her fall of price level; and, in the second place, that
the fall in prices in countries like the United States of
America was smaller than in India. Obviously, it is im-
possible to attribute the earlier and the major phenomenon
to ‘“the sympathetic effect’’ of the later and the minor one.

Attention might be drawn in this connection to an
excellent study of post-war price movements by Prof. L. D.
Bdie of the University of Chicago, which has been published
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recently. He observes that ‘‘between the first quarter of
1925 and the middle of 1927 wholesale prices fell according
to various indexes, from 11 to 15 per ecent. During the same
period, a world wide decline of wholesale prices was under
way. In England, this deeline was about 17 per cent., and
in fourteen leading eountries having a gold basis, the aver-
age decline was about 12 per cent. The United States set
the pace, all other countries had to adjust their gold values
to hers. This meant either inflation in United States or
deflation outside the United States. Europe hoped for the
former, but finally had to face the latter. The outside
world was foreed to cut under our prices enough to ward off
unfavourable trade balances, support foreign exchange
rates, and build up credits abroad wherewith to meet inter-
national debts.”” The above extract will show that in the
opinion of a foreign authority on monctary matters the dec-
line of world prices began after the first quarter of the year
1925, i.c., several months after the fall of prices in Tndia
under the influence of’ the ratio,

The Commission could naturally discuss the progress
of adjustment of prices only upto February 1926. But in
the light of later events, the further adjustment >f prices to
the ratio is rendered very clear. A reference must be made
to the table of prices and ratios which has been used by the
authors of the Report, which has been quoted and aceepted
in the dissenting Minutes, and which was expanded and
utilised again by Sir Basil Blackett. Bringing the table
down to May 1926, i.c., a little before the Commission signed
its report, Sir Basil was able to demonstrate the existenee of

a fairly close adjustment. He put the matter is a nutshell
thus :—

Gold parity U.S.A. Calcutta rupee
of rupee prices prices
December 1922 95 156 176

May 1926 e 112 163 150
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It was shown on the basis of these figures that the rise
in the gold parity of the rupec during the period was accom-
panied by a very considerable fall in the rupee prices in
India, ¢ven when allowance is made for any possible sym-
pathetic action of the fall in gold priecs abroad.

A comparative study of international prices sinec 1926
will reinforce our conclusions as regards the adjustment of
prices to the ratio. While the course of prices in India
has been generally parallel to the movement of prices in the
great commercial countries, the fluctuations in the former
have been far fewer. Such an exeeptionally smooth move-
ment and trend of prices and the general correspondence
with the slightly downward dircetion of prices abroad would
have been impossible with a ratio which had been illad justed
to domestic prices. As we shall sce later the adjustment of
the general level of prices for imported artieles and that for
our exports as well as the gradual but sure contraction of
the gap between the two sets of prices are also to the eredit
of a ratio which permits of a gradual and smooth corres-
pondenece of relative priees.

Agriculture and the Ratio.

In the dissenting minute apprchensions were expressed
as regards the possible disastrous influenee of the vatio on
the interests of Indian agriculture, trade and industry. We
are now in a suitable position in the light of events oi judg-
ing the value of such prognostications. Considering the
position of agriculture first, we find an entire absenec of
any possible harm wrought by the ratio.

Before coming to study the very limited range of the
influence of the exchange factor on the fortunes of ihe
agriculturist in India, we might profitably advert 10 some
much more important world factors which have been atfeet-
ing agriculturc in reeent years. We shall find much to
learn from the consideration of this broader point of view.
It has been observed that in all countries ““after 5 period oi.!

Q—39



306

war, farm products seem to suffer in a greater degrec from
the post-war correction of prices. Naturally, as cssentials
their production has been stimulated during the war, either
by bonuses or hy price fixing or by the natural advance of
prices, and there is a greater inclasticity in the corrcetion
of them”’. That dietum of Prof. Hollander summazises the
post-war experience of agriculture almost all over the world.
¥ must be remembered that the rise of the prices of farm
products was both in India and in many other countries,
gencrally speaking, a continuation of the slower rise of
prices since the late ’nineties. However, after 1920,
America and Europe saw a cataclysmie fall of agricultural
prices. The Indian agriculturist was lucky compared to
others, since the fall of prices in India was comparatively
small and for him the fall was broken by a sequence of four
good monsoons. Nevertheless even in India ¢‘the level of
food grain prices fell temporarily below that of general
prices a little later. It is this relative fall of agricuitural
prices which has eaused such a depression in the world 8
agriculture. It might be noted further that factors like
cxchange are in no way responsible for this alteration of
relative priees to the disadvantage of agriculturist.

We observe further that sinee the year 1924 (when the
ratio of 1s. 6d. was rcached) the relative prices have taken
a turn in India: favourable to the agriculturist. ILooking to
the statisties of agrieultural prices, we find that the Indian
agriculturalist has even gained ground on the manufacturer
in this respeet. On the one hand, the general price level
has been falling slightly in India since the year 1924; on
the other hand as the index number of food grains shows,
during the same period, the prices 6f these most important
agricultural products have risen substantially. Since it is
the food grains which are of supreme importance in the
Indian farmer, we scc that the agriculturist has gained
considerably by the relative price changes since 1924 when
the present rate of exchange was reached. That the Indian
agriculturist has done well since the year 1924, as regards
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food grains which are his chief products, can also be seen
from the following figures:—

Cotton Other raw and
Period Cercals Pulscs manufic. | Mctals | manufactured
tures articles.
1914 (July). 100 100 100 100 100
1916 e 115 122 o7 120 18
1916 eee 106 107 I B11 186 155
1917 . 52 96 203 266 184
1918 .. 110 119 298 301 184
1919 163 180 296 236 192
1920 164 166 326 238 231
1921 .o 145 160 280 237 212
19:2 137 162 239 175 236
1922 14 12 221 165 207
1924 e 12 114 220 162 193
1925 136 128 219 131 165
1926 . 140 149 173 140 141
1927 ) 119 155 159 133 151
1928 . 183 157 159 125 138

The following obscrvations suggest themsclves cn a
study of these figures, which are of importance both as re-
gards any possible influenee of the new ratio on the fortunes
of the Indian agriculturist and as regards the condition of
the Indian agriculturist during the post-war epoch as com-
parcd with that of the agriculturist in other countrics. In
the first place, we note that the reaction to the inflated war-
period prices of agricultural products was, in the case of
India, later and less marked than clsewhere. Thus, in the
United States, the agricultural prices eollapsed in 1920; and
it is worth noting that the prices of farm products ‘‘fall
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first, hardest and farthest’’. Those who desire further in-
formation on the subjeet might be referred to a valuable
article by Mr. A. B. Genung of Cornell University on ‘‘the
Purchasing Power of the Farmer’s dollar’’ in the annals of
the American Academy of Political and Social Seience. In
India, the fall of agricultural prices was slower and smaller,
and became pronounced in 1923. It is further io be noted
that in spite of the cxaggerations about the deflation in
India, the prices of other commoditics had not fallen much
by that date. Hence we can well call the year 1923, the
nadir of the fortunes of the Indian agriculturist, since the
prices of the main farm products had fallen as far as they
were going to during the post-war decennium, while the
prices of the commodities which the farmer has to purchase
had as yet fallen but little. As Mr. H. A. F. Lindsay hus
observed in an admirable article on ‘‘India’s return to nor-
mal’’, so {ar as the Indian agriculturist is concerned ‘¢1923
was his worst year, when the diserepancy between the two
(sets of prices) was inost marked’’.

The next thing to be emphasised is that sinee the year
1923 the Indian agriculturist has been recovering the
ground that he hafl lost. It is of course a coincidence that
the Rupee exchange has been also rising from the same
date ; but it is obvious that the rising exchange and its stubi-
lisation at 1s. 6d. has in no way prejudiced the farmer.
For on the onc hand the prices of the most imporiant farm
products have gone on rising, while, on the other hand, the
prices of other commodities which the Indian agriculturist
consumes have fallen. It is not for the Indian agriculturist
to complain of such a reversal of the course of relative prices
to his advantage; nor docs he. For sinec 1923 the prices of
cereals have risen by 25 points and those of pulscs by 43
points, while he has been gaining considerably on the prices
of the commodities which he has to buy. No better illustra-
tion can be brought forward of the erudity of the assertion
that the new ratio is going to ruin the farmer.
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The fact is that the influence of the change of ratio on
the fortunes of the agriculturist is small and indivect com-
pared to that of other great factors like the eycle of srasons
and alicrations in the relative prieces of agricultural and
other products. In the recent ratio controversy, the losses
of the cultivators from the rise of the ratio to 1s. 6d. have
been placed at fabulous sums which shake rathor than sup-
port the argument based on them. The change of ratic is
alleged by one controversialist to have caused a loss of a
hundred crores a ycar to the Indian agriculturist, while
others inereasc the alleged burden to 200 crores of rupees
and cven to 250 crores. To complete the tale of wrong, it
is added that the agriculturist has lost a few hundred erores
more by the fall in the price of silver which is alleged to be
a result of the alteration in our exchange. The resouvces
of our agriculturists must be unlimited, indeed, to have been
able to stand all these alleged burdens. Those who made
such allegations forgot the adjustment of the prices of the
articles purchased by the agriculturists. They also forgot
that had the Indian agriculturist been labouring under hur-
dens in any degree approaching those alleged, unmistakcable
testimony would be borne to the supposed facts not only by
statisties of forfcited mortgages, evictions, default in
revenue payments and of rise of interest rates but by agra-
rian disturbances and agricultural conditions in general.

Not only are there no signs of any agricuitwra) troubles
such as were both predicated and prophesied, but the ver-
diet of Co-operative statistics can be appealed to 1 order
to demonstrate that under the new ratio, agriculiure has
becn as flourishing as it was under the former ratio. There
can be no sort of doubt that the Co-operative agricultural
socicties, being scattered fairly evenly all over the country,
can be taken as representative of the general agricultural
conditions. The statisties of such societies are thersfore
specially uscful for testing the conditions of agriculture in
gencral, supplemented as they are by journals edited by
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numerous and able non-official workers in the co-opcrative
sphere. Now, if the alleged great increase of the burden of
the agricultural debt and the material reduction ai ealtiva-
tors income had been positive facts we would expeet to find
the following symptoms among others of the disorder; (a)
the growth of the capital and deposits of the rural socicties
would have been cheeked ; (b) the proposition ol arrcais to
outstandings would have increased largely; (e) loaus for
unproductive purposes, like repayment of debts would have
inercased materially; (d) the rate of intercst on loauns
would have gone up. As a matter of fact the Zo-operative
statistics of the years following 1923-24 show no such ad-
verse symptoms but tell a tale of continued prosperity. They
point to a rapid increase not only of the number of socic-
ties but of deposits as well as average capital and gencral
resources. The figurcs of overdues and arrears show im-
provement if anything. Nor do we trace any rise cither of
the interest rates or of unproduective loans. Nor, among
the numerous articles contrirbuted by officials and non-offi-
cials to the various co-opcrative journals of India can one
find any mention of unfavourable agricultural conditions,
Surely, if Indian agriculturc was adverscly afiected by
general factors of currency and exchange, it is not possible
that the eo-operative scction would have alone passed un-
seathed and even prospered.

Foreign Trade and the Ratio.

There are at least three aspects of the fortuncs of
Indian foreign trade under the regime of the new ratio
which deserve careful examination. In the first place
attention might well be dirceted to the relative movements
of the volumes and prices of our export and import trades.
We might then obscrve the course of our balances of
trades. Lastly we might consider the fluctuatious of some
of our leading exports and imports.
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I. Coming to deal with the adjustment of the relative
volumes and values of our export and import trade we
notice that within a quinquennium of the attainment of tle
new ratio the volume of imports and exports have ali but
attained their pre-war normal. The course of trade has
been well illustrated by the following figures in the Review
of Trade of India for 1928-29.

|
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Imports | 183 142| 124] 138 120| 137 143} 156] 181} 190
Exports o] 244| 172| 182] 214 240; 250 246| 228| 248| 260
Total trade in merchan-
dise, excluding re-ex-
ports .| 427! 314 306] 352| 360! 3%7 839I 3%4] 429] 450

The reversion to the pre-war and normal rclations of
the export and import trades is here strikingly brought ous,
The import, trade had reached its last minimum in 1923-24
and by the time the 1s. 6d. ratio was established in 1925-26
it had procceded very materially towards its recoviry to
the pre-war level. Nor has its further rccovery been arti-
ficially hastencd by the new ratio, for the rate of progress
of imports remained much the same before as after the
advent of the new ratio. There is thus no tangible evidence
of any partieular bounty to imports. For while at the pre-
sent day the volume both of imports and exports is ahove
the pre-war figure it is the export figure which rose in
1927-28 above the figure for 1913-14 and further, in 192829
(at the values of 1913-14) it rose far higher above the latter
figure itsclf. Consequently there is no ground for the idea
that the new ratio has kept back our exports. The Review
remarks very properly that ‘‘the trade figures of the year
1928-29, as calculated on the basis of the declared value cf
1913-14, are a record for both imports and exports. Im-
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ports at the values of 1913-14 in 1928-29 swurpassed the
Slgure for " 1913-14.  Similarly exports surpassed the pre-
way figure ag well us t e record figure of 1924-25. The
total trade in merchandise, excluding re-exporis was the
highest on 1ecord”. Thie is surely the reductio ad absur
dum of the contention that the new ratio has been en-
couraging imports and hampering our exports.

We shall proceed now to emphasisc another equally im-
portant point—the adjustment of the general level ol prices
for the exported and imported articles. It is vbvious that
a true adjustment of the relative values ol our imports and
exports is essential for a stable and sound position of cur
forcign trade. The figures illustrating this process ol ac-
justment are again borrowed from the last Review of
Trade :—
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Linorts .| 100 237| 214| 169] 190| 18(| 15%| 148] 136 233
Exyorts w| 100] 1400 127] 140] 14¢] 154] 152 132| 130 127

The Review states that ‘‘the margin between the iimporr and
export prices was identical with the previous years. Prices
of imports and cxports declined by about three points cach
as compared with the preeceding ycar’’. Such a harmonious
movement of export and import prices spcaks well for the
conditions under which the movements took place. Bat the
matter admits of further consideration and developmens. 1f
we compare the movements of import and export priees
since 1925-26 (the year of the introduction of the 1s. 6d.
ratio) we find that the gencral level of articles both of
export and import has fallen by fiftcen points. Such a
full and cxact adjustmont of the level of export and im-
port prices indicates a rapid return to the normal of
cconomic position of the country. It can be rcasonably
inferred that the ratio which permits of such smooth and
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-apid adjustments must be a ratio well adjusted to the
seonomic situation.

It might be added that the problem of the relative
solume and values of imports and exports is a far wider
sroblem than that of the ratio and involves a consideration
)f many other important factors. For one thing the faet
‘hat the decline of prices has been somewhat greater in cer-
-ain European countries than in India has by itself a ten-
leney to stimulate our imports. Then again, export prices
in several countries have been artificially lowered to mect
the conditions of industrial and trade depressions. Finally
the ratio of interchange of manufactured goods and other
products is being readjusted in favour of the latter. All
these factors might be expected to lead to an inerease of cur
imports of manufactures. Under such circumstances, if our
exchange ratjo, had been fixed too high, as has been con-
tended, India would have seen a phenomenal increase of
imports. As a matter of fact, however, no such result has
followed and this must allay any suspicion regarding our
exchange ratio.

II. The statisties of the balances of trade of our
country sinee the inauguration of the new ratio are also of
a very satisfactory character. This will be made clear by
the figures. Thus the balance of trade in merchandise was
in favour of India to the extent of Rs. 86 erores in 1928.29,
as compared with Rs. 82 crores in 1927-28 and Rs. 79 crores
in 1926-27. This compares favourably with the pre-war
average of 78 crores and the war average of 76 crores. The
critics of the new ratio argue fallaciously by taking the
figures of the record ycar 1925-26 as their starting point
and professing to regard the figure of the visible balance of
trade for that year as the normal one. So far however was
the record of that particular year from being a normal one
that its visible balance of trade was far more than double
the pre-war average. Indeed the figures of the excess of
exports for that year are unique in the economie history of

Q—40
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India. On the other hand the figures for the year 1928-29
form another sort of record when the total volume of im-
port and export trade stand unapproached in the economic
history of the eountry. 'And the latter record is of a more
desirable character of the two since it assures harmonious
and pari passu development of both branches of our trade.
—especially as the volume, even of the export trade was
certainly larger in 1928-29 than that altained either in
1924-25 or 1925-26. As Taussig has observed: ‘“Let us not
fall, as involuntarily we do, into the deceitful helief, or
perhaps the flattering unection, that the sending of goods
abroad is in itself a thing which brings money into the
country and thereby makes us all more prosperous. lct us
hold fast to the fundamental principle that the exports are
the means of producing the imports, and that only if there
be real effectivencss, real success in the application of our
labor and eapital, does the country gain.’” But even the
most eaptious crities of the currency policy of India ean
not be dissastified when, under it, not only imports hut cx-
ports make unprecedented records.

In the present controversy much has been made of the
fact that in 1924-25 the imports of gold were exceptionally
large and have not been maintained at that level, and it has
been inferred from it that the purchasing power of import-
ant classes in the country has been reduced. The answer
might be suggested that the imports of gold in 1924-25
were exceptional and were ‘‘due mainly to the large fall in
the price consequent upon the rise in the gold vaiue of the
rupee and the possibility that this drop in price would be
temporary’’. Allowance has also to be made for growth of
the habit of foreign investment in India. It is further only
to be expected that if the country buys in any particular
year twice or thrice the normal amount of the precious
metals, the demand must be temporarily satiated and must
fall off to some extent in subsequent years. Imports of
gold are influenced by quite a number of causes among
which the ratio occupies quite & minor place. Among these
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factors might be mentioned the present scramble for gold
between a great number of countries, the embargo on the
export of gold in many countries, the policies of central
banks and the course of international loans. In fact the
present situation as regards the international distribution of
gold is quite an abnormal one. Again if we take the im-
ports of gold and silver together the average imports since
the introduction of the new ratio are quite comparable with
the pre-war average. They appear small only when they
are compared to the two, record years for the import of pre-
eious metals, viz.:— 1924-25 and 1925-26 which of course,
stand by themselves. Finally, the diversion of the pur-
chasing power from the precious metals to other commodities
argues no general reduction of that power. At any rate
those who regret the growth of imports cannot also com-
plain of the reduction of the purchasing power of the
people.

III. The most important aspect of any study of the
course of our foreign trade must consist of an sxamination
of the fluctuations of the main staples of our exports and
imports. Among our competitive exports we shall study
first the exports of that industry which has complained most
of the new ratio. We find that right upto the year 1926-27
the exports of Indian piece-goods went on growing very
steadily and that the exports of that ycar formed our high
water-mark in that line. It is only when we approach the
period of the present labour troubles in that industry that
these exports decline. A contributory cause of this decline
has also been referred to in the last Review of Trade. ‘‘As
in the previous year the declared values of exported piece
goods were higher than thosc of imported piece-goods and
this indicates the principal cause of the retrogression of
Indian piece-goods trade in overseas markets’’. No change
of ratio can possibly remedy these two causes of the decline
in this line,

Coming to another head of exports, since the year J924
the total exports of hides and skins have gone on making
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steady progress throughout the last quinquennium. Our
exports of tea can be shown to present an equally satisfac-
tory condition—rising from 340 million lbs. in 1924.25 to
359 millions in 1928-29. It is even more significant that our
total exports of oil seeds which amounted to 1,250,000 tons
even in the record year 1925-26 have grown to 1,328,000
tons by 1928-29. And that in spite of constantly increas-
ing competition from abroad as well as the growing local
consumption which is out-bidding foreign demand.

Even now there are not wanting critics of the ratio who
repeat the old fallacy that a high exchange is good for the
foreign trade of a country. Such critics ignore the distinec-
tion between a falling exchange and a low exchange. While
a falling exchange might help exports a low exchange has
no. such tendency for an adjustment of cost and prices to
the new ratio is inevitable. A study of post-war balances of
trade proves the truth of this proposition and might be
recommended to the advocates of a low exchange. The case
of France is particularly in point as many of our champions
of 1s. 4d. ratio have envied France its great fall of exchange.
The fact is that while the falling exchange helped the
exports of France and contributed %o secure tha large
favourable balances of the years 1926 and 1927, the very
low exchange at which stabilisation was effected had no
such effect. For the adjustment of prices to the new ratio
took place quickly and the year 1928 (the very year of
stabilisation) saw a return of the unfavourable halance of
trade in spite of the heavy devaluation.

There are not however lacking signs that cven the
critics of the 1s. 6d. retio have at last seen that it is in vain
to appeal to the figures of the foreign trade of India. Thus
in the ¢‘Capital”’ of 20th September 1928, Sir Purshotamdas
Thakurdas had argued that ‘‘the ratio had had an adverse
effect on the trade of the country’’. But speaking before the
Legislative Assembly on the 4th March 1929—that is, only,
six months after he observed as follows:—‘I¢ is not much
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good quoting to us figures of foreign trade and railway,
returns. The holding capacity of the cultivators of India
is proverbially small. The railway returns ean therefore
not show a falling off. If industries in India have not been
encouraged by an active policy of protection, is there any
wonder that your forcign trade returns have kept up with
normal years? Why go only on the foreign trade and
the railway returns? The crops if grown, whatever the
price may be have to move’”. Here is at last a full and
frank admission that the ratio has had no adverse effect
whatever on dur foreign trade. Coming from the author
of the Minute of dissent such an open and ingenuous admis-
sion is to be specially valued. There are however one or
two oversights in it. It is not merely the volume of im-
ports that has attained its tallest record by 1928-29 but also
that of the exports. Hence the reference to protection is
redundant. Further it is not a fact, as suggested in the
speech, that the Indian agriculturist has had t> sell his
produce at low prices. Taking together the prices of cercals
and pulses (in which our agriculturist is mainly interested)
a record of high agricultural price was reached by the latter
part of the year 1928,

The ratio and Industries.

The four years that have elapsed since the inaugura-
tion of the new ratio have naturally clcared many of the
issues in our currency controversy. Ior onme thing it is
now evident that the position of the Indian agriculturist
has in no wise been adversely affected. Nor, as we have
just seen, are the figures of our foreign trade such as to
shake our confidence in the ratio. There remains only
the argument that the industries of the country are
depressed on account of the ratio. In considering this
aspect of the controversy attention might well be dirceted
in the main to the piece-goods industry which is alleged to
have suffered most grievously owing to the ratio. It is one
of the representative industries of the country and hag a
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high claim to the anxious solicitude of all Indians. If in-
deed the depressed condition of this industry is in any
important measure due to the ratio there is a heavy count
against the currency policy.

In studying the affairs of the industry the verd:cts of
two economic and technical inquiries which have been
recently conducted with regard to it are entitled to due
consideration. Thus, before the Indian Tariff Board Sir P.
Thakurdas, the late Mr. B. F. Madon and others ably,
advocated the view that the depression in the industry
was due to the factor of exchange. As Mr. Madon put it
“‘the real difficulty is the twisting up of costs and charges
through exchange manipulation’’ Sir Purshotamdas alse
gave to ‘‘the mismanagement of the Indian currency’’ the
foremost place among the factors of depressionspecial to
India. After a searching inquiry, however, the Cotton
Tariff Board arrived at the conclusion that the stabilisation
of the rupee at 1s. 6d. was only ‘‘a temporary handicap
imposed on the industry’’. That its importance was not
great might be inferred from the Cotton Board’s dictum
that they ‘‘should have had considerable hesitation in pre-
posing an increase of import duty on this ground alone’’—
even ‘‘a small increase, all-round increase’’, be it noted.
The additional protection proposed by the Cotton Tarift
Board was based on the ground of unfair competition from
Japan and was ¢ justified for such period as the labour con-
ditions in Japan continue inferior to those in India™’.

The other inquiry has been conducted by Mr. G. S.
Hardy, (Collector of Customs, Caleutta) in the year 1929,
He shows by a consideration of the statisties of the industry,
how little of its troubles can be justly attributed to the 1s.
6d. ratio. The following extract from his report will make
the matter clear. ‘‘While the Bombay millowners have in-
sistently attributed a large part of their troubles to the fixa.
tion of the rupee at 1s. 6d. it is significant that whereas their
gross output remained stationary during the three years
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1921-22 to 1923-24 in which the rupee was pursuing a fluet-
uating but upward course, their output again began to rise
steadily as soon as exchange was settled in the neighbour-
hood of 1s. 6d. In fact while the output of the Bombay
mills rose 856 milyards in 1923-24 to 1135 in 1926-27 snd
fell, owing to labour troubles to 1131 and 537 in the next
twoyears, the output of other Indian mills rose from 847 mill-
yards in 1923-24 to no less than 1356 millyards in 1928-29,
an increase of 60 per cent in 5 years.”> Mr. Hardy’s view is
supported by the figures for the exports of piece-zoods from
India which continued to increase after the introduction of
the new ratio. The chief factor in their recent decline con-
sists of the higher prices of our cxports. Mr, Hardy has
also shown that the severity of external competition has
very recently inereased in a few well defined classes of grey
and coloured goods coming from a particular country or
countries. Had the severity of competition been due to a per-
fectly general cause like the currency poliey or the ratio the
increased competition would have been felt over piece-goods
generally and would not have been confined to a few parti-
cular classes of piece-goods like grey shirtings, printed
drills and woven twills from Japan and printed flanellettes
and twills from Italy. As Mr, Hardy remarks ‘‘imports of
these have quite recently increased very rapidly and the
prices at which they are sold are surprisingly low’’. Any
adverse effects from the ratio or the currency policy ean
not possibly concentrate themselves on a few isolated grcurs
of piece-goods. Take again the figures for imports intc
Bombay itself during the last few months. During the
months of April to October (1929) the imports into Bombay
of cotton grey picce-goods increased in value by 91-1)¢
1dkhs. But as Sir F'. Sykes pointed out in his recent speech
to the Chambers of Commerce this was more than counter-
balanced by a much greater decrease in the arrival of white
and coloured cotton piece-goods. Taking a wider view and
looking at the general figures of such imports into India
since 1924-25 we notice that there has been a deeline in the
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imports of grey goods, a great increase in coloured goods
and little change in the white trade. It would be very diffi-
cult to explain such varied phenomena in the light of the
popular theory that the new ratio gives a bounty {0 imports
in general.

The opinions held by representative mill-owners and
experts regarding the influence of the ratio upon their
industry will repay a careful study. Both Sir Vietor
Sassoon (in his evidence before the Royal Currency Com-
mission) and Sir Purshotamdas Thakurdas (arguing before
the Textile Tariff Board) have urged that the principal way
in which the 1s. 6d. rupee hits the mill industry is by
undermining ‘the purchasing power of the agriculturists.
But as we have seen the statisties both of agricultural prices
and of imports lend no support to this view. The prices of
the main products of Indian agriculture have been steadily
rising while the priees of the articles which he largely con-
sumes have been falling. It is obvious then that the pur-
chasing power of agriculturists has been on the inercase.
This is supported also by the phenomenal increase of the
output of Indian mills (outside Bombay) by no less than
60 per cent. in the five years ending in 1928-29 as also by
the course of piece-goods and other imports.

In the year 1925, Sir Victor Sassoon, representing the
Bombay Mill-owners Association informed the Royal Cux-
rency Commission that 3-1|2 per cent. represented the dif-
2erence made to the textile industry by the risc of the ratio
from 1s. 4d. to 1s. 6d. He observed as follows: ‘I have
worked out the difference between the present 1s. 6d. rate
and 1s. 4d. rate as a very little less than the excise. Seo
to-day with the excise removed, all we are getting is, I think,
a -03 per cent. advantage over what we would have had if
the excise had been left on and we had our 1s. 4d. gold as
we had last year’’. The obvious inference is that whatever
adverse effect was supposed to have been produced by the
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rise to 1s. 6d. was substantially counteracted by the removal
of the excise. The figure put forward by Sir Vietor Sassoon
regarding the maximum burden which eould possibly have
been imposed on the cotton industry by the new ratio were
corroborated by the statement of another Bombay expert
before the Currency Commission that there had been adjust-
ment to the ratio regarding 67 per cent. of the cost of pro-
duection in that industry. For 60 per cent. of its cost of
production is the cost of cotton while another 7 per cent.
of its cost of production represents the cost of imported
storcs and machinery. When these views expressed before
the Currcncy Commission by eminent experts like Sir V.
Sassoon werce put to the leading erities of the ratio before
the Textile Tariff Board there was no attempt either to
refute them or to put forward any other figures. So they
might be expeeted still to hold the field.

But the truth is that the depression in our textile
industry is due to a multiplicity of factors which have little
to do with the cxchange. It is a suicidal policy to harp on
the ratio and to try to divert attention from the really
important factors in the situation. Amongst these latter
might be mentioned the growth of textile industries in
Japan and other competing countries which are backed up
by magnificent buying, sclling and financial organisations.
It is not merely that the manufacturing power of our com-
petitors has increased during and since the war but the
whole organization of their industries has been improved in
every direction. The superior organizing power of the
Japanese manufacturers is also seen in the various ways in
which they have worked to offset the reduction of hours of
labour and the prohibition of night-work for women and
children. On this topic a reference might be invited to a
valuable article by Orchard in the Political Science Quar-
terly for June 1929. On the other hand in India we have
not overhauled our industrial organization in the line for
many years. Then again it is quite likely that the world in

Q—41



392

general and India in particular has been witnessing for
some years an over-production of coarse cloth and this is
supported by the growing manufacture of such eloth abroad
as well as by the increase by mills out of Bombay of their
output by 60 per cent. in five years. Deprived of ity yarn
trade with China our mills have to produce more and more
coarse cloth and to foree the sales of this increasing mass of
production. Even when we come to apply protection as a
remedy for this state of things it will have to be applicd in
the right dircetion very tactfully and with some moderation.
For protection is bound to raise the price of Jur cioth and
henee to reduce sales in India. Abundant experience has
shown how elastic the Indian demand for picee-goods is.
Consequently the use of protection will by itself have no
lasting effect on the fortunes of the industry unless we have
a simultaneous introduction of that *‘rationalisation cf
managing control’”’ upon which Sir F. Sykes has recently
laid so much stress. For more than a decade the cotton
industry has been ‘exhorted by its best well-wishers and
advisers to overhaul its organisation and mecthods and the
need for such a procedure is the more pressing now, since
in the post-war epoch all our rivals from Laneasbire to
Japan have effected great economies and have improved
their organization. That the chief rival of our cotton
industry is fully alive to the need for constant improvement
in organization is obvious. This is emphasised by Dr.
Shuichi Harada in his recent work on ‘‘Labour condition in
Japan’’ that ‘‘the application of high-grade labor-saving
devices, large scale production and the adoption of scientific
management have achieved for the cotton industry the
largest and the most representative place in Japan’’, Silzee
the war there is proceeding a great race between industrial
countries for improved organization and reduced costs of
production ; and we must join in it whether we would or no.
1t is no good arguing as was done before the Cotton Tariff
Board that ne improvement in organization is necessary in
India for ‘‘our mills were able to do well in the pre-war
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days under similar conditions of organisation.”” For much
water has run under the bridges since then and great
advanees have béen made in textile organization abroad.

But while much good can certainly be achieved by a
judiciously directed policy of protection, there is nothing
whatever to gain by an altcration of the ratio. Indeed it
is not difficult to show that a rcversion to the former ratio
under the present circumstances is to be avoided ia the very
interests of industry in general and of the cotton industry
in particular. Amidst the present tension between capital
and labour such an alteration of the ratio would cast a new
bone of conicntion between the parties and would bring
about a fresh cpidemic ol strikes all over the country. In
its present mood labour is not at all likcly to be content
with its present wages when general prices rise 12} per ecnt.
as the result of the lowcring of the exchange. Labour
would in fact at once assume that profits of industry in
genceral had arisen permanently by 12} per cent. and would
put in a elaim for a similar rise of wages. It could quote our
industrialists and critics of the ratio against themseives—
and with perfeet justification. They would be incessantly
rcminded that they had prophesied complete prosperity and
large profits for the industry, an immense incrcase in the
purchasing power of the consumer and the romoval cf
scrious handicaps of the industry as the result of the change
in the ratio. They would be held to all their promises, and
labour would proceed to exact the full pound of flesh from
them,

It is a mistake to think that it is only a pericd of
falling prices which is favourable to epidemies of sirikes.
THose who believe this half-truth have not fully studied the
history of strikes before the war. In a meritorious work
on ‘‘Monetary Stability’’ Mr. Bellerby has given a full
statistical account of the course of strikes during periods of
rising prices. After a statistieal correlation of strikes and
rising prices he observes: ‘‘It is to be seen from the ahcve
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figures that the period of trade boom and erisis about the
year 1907 was accompanied by a pronounced increase in
the number of trade disputes. This increase was, hawever,
of minor importance compared with the bigger sweiling
movement from 1911 to 1913—a period which followed a
gradual rise of some 10 per cent. in the price level and the
cost of living. From this it would seem at the outset that a
long-period movement in the level of prices—no matter how
gradual—is equally detrimental to industrial velations as
the more brusque movement associated with the trade
cycle.”” He concludes by noting that ‘‘an upward trend of
prices, by causing a corresponding inereasc in living ex-
penses, leads inevitably to demands for higher wages, aris-
ing in circumstances which make for distrust and resent-
ment rather than for amicable agreement. A scrious cut-
burst of industrial disputes almost invariably ~nsues. The
gain from the change in the ratio would be a merely tem-
porary matter until new adjustments are effected. but the
expectations aroused from the step are so great that the
rapid rise of money wages which the raiging of the ratio has
helped to check for the time being will be sure {0 resume its
march and will inflict a new and permanent burden upon
industry. The result of the recent Ahmedabad Mill dispute
and the increase in wages awarded by the umpire in that
affair should serve as a warning that labour is on the alert
for any chances of increase in wages and that it will make
the most of a chanece like the alteration of the ratio. Auy
gain to our industrialists from the change of the ratio 1s
bound to be temporary and partial while the demand for
the raising of wages will be & permanent and general cue.
The question has been often asked whether the wages have
adjusted themselves to the higher ratio. The best answer to
that question will come when money wages resume their
upward progress with a reversion to the former ratio.

In conclusion it might be pointed out that since the
year 1925-26 Indian export and import trade has made new
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records, the internal price-level has been as steady as in any
other country while the tendency towards a return to
normal conditions has manifested itself unmistakable in
quite a number of directions. Among these might be men-
tioned the balaneces of trade, the relative prices of agricul-
tural and other products and the adjustment of the general
levels of the prices of imports and exports. In spiie of
these undeniable facts there is no cud to the devising of
new arguments against the ratio. For, as has been rvmarked
in the latest text book of Indian Economics written by the
well-known Indian professors ‘‘the new ratio will be made
answerable for every kind of mistortune and it bids 1air 1o
take its rank along with the drain theory as an ail—suifi-
cient cxplanation for every conceivable evil’”’. 1In this
spirit attempts have been made to hold the ratio responsible
for the recent rise of the bank rate. If, however, ti.e critics
had studied the matter comprehensively and carefully and
had compared the money-rates in India with those prevail-
ing in other leading countrics since the ycar 1923 or 1924
they would have secn that there was no reason to saspect
any speeial tendeney towards the rise of such rates in the
case of our country. And, as to the rise of the rates on
certain oceasions during the last year, they were a result of
the growing monetary strain in the world. The financial
strain was tremendous in all the leading countries. everal
fSuropean central banks lost more gold from their reserves
thau they could really afford; quite a number of countries
placed an cmbargo upon the gold shipments to resist the
drain of funds to America; and the rise of bank-rates was
a world-wide phenomenon. The extraordinary drain of
funds from all countries to America was exaggerated by the
Amcrican policy of interning the gold as it arrived. Mean-
while for the rest of the great commercial countries the
choice lay between either exporting gold or raising their
bank-rate. Like other such nations India too made her
choice and raised the bank-rate. There is nd denying that
high bank-rates are a burden to trade and industry. But
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the risc of the bank rates in India during the last twelve
months was only a result of the general finaneial strain in
the world and it has no relevance whatever to the ratio
question in India. Its only lesson for India is the necessity
of establising a Reserve Bank as soon as possible.

In the economic history of India the quinquennium
following the year 1924 will be remembered as the epoch
aof the country’s return to normal conditions,’ whether as
regards trade, finance or currency; and in this process of
the restoration of the normal conditions (which had been
disturbed by the war and its sequelae), the new ratio has
borne its part well. Allowing for changes in the price
levels, the exports and imports trades have been reganing
their pre-war level, and so has the balance of trade. Indian
prices, too, have been kept steady, and we have an equili-
brium of price level with other leading countries. Another
feature of the period has been the removal of the disparity
and divergenece between the prices of agricultural and other
products which was acting adversely to the interests of the
agriculturist. Such a reversion of trade and price eondi-
tiops to normal and healthy standards could not have been
possible with a ratio which was unsuited to, or out of har-
mony with, the prevalent cconomic conditions. Had the
present ratio been ill-adjusted to its economic snvironment,
it would have rendered such a rapid and decisive rc-esta-
blishment of the gcneral economic equilibrium impossible.
In fact, the best proof of a well-chosen ratio consists of its
harmony with a steady and moderate price level and a
healthy and normal condition of imports and exports.

€1y €f. an Article by Mr, H. A, F. Lindsay in the Cymmeroial, prblish
ed by tha Hanchastor Guardian in January, 1931,
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