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PREFACE

The period between two World Wars was marked by
important banking developments in the world. In the
economic upheaval caused by the wars, Central Banking,
like other economic activities, had to operate in the midst
of a radically altered environment Both theory and
practice of Central Banking have undergome a radical
change from their traditional moorings in recent years.
Moreover, the post-war period has also witnessed many new
changes in the pattern of Central Banking developments.
This book aims at a mere exposition of some important
trends in the Central Banking of various countries with
special reference to the Reserve Bank of India In this
book, an attempt has also been made to describe the post-
war developments of Central Banking in various countries
within a short compass.

The book is divided into two parts, the first part
dealing with the evolution of the principles and theoreti-
cal aspects of Central Banking ; and the second part, with
the functidns and working of the Reserve Bank of India
in the light of the subscquent developments arising from
the partition of India.

In Chapter XVI of this book, some suggestions with
regard to future role of the Reserve Bank of India under
planned ecomomy have been made Jn the post-war
pertod, as the “full employment” pledge embodied in the
United Nations Charter has been accepted by all member
countries of the United Nations Organization, the Central
Banks have changed their old monetary objectives to one
of attaining and maintaining “astable level of good
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employment”. Like the Central Banks of other countries,
the objective of the Reserve Bank of India should be
to attain “a stable level of good employment”. With a
view to achieving this objective, it 1s essentsal that the
Reserve Bank should be re-orientated and reformed
No doubt, the Reserve Bank now stands nationalised,
yet things remain as they were with the exception that
the capital of the Bank 1s owned by the Government of
Inda, If it 1s merely owned by the state for the sake of
form, the objective of attaining and maintaining “a stable
level of good employment” will not be achieved There-
fore, I have made an attempt i this book to suggest a
few changes in the structure, organization and working
of the Reserve Bank of India

Various economic sectors of our country, namely,
agricnlture, industry, trade and commerce have been
starving since the last few decades The Reserve Bank
should feed them with necessary credit facilities in order
to assist an all-round economic development With thisin
view, the Bank should go ahead with a predetermined
plan. The Reserve Bank which is regarded as the “prvot
of the financial system” of the country and on which
depends the well-being of the society toa great extent,
should allow credit to percolate to various sectors of eco-
nomy in accordance with the country’s production plan.
For this purpose, the Reserve Bank should be vested with
the power of using credit rationing which 1s regarded as a
necessary accompaniment of a planned economy. Changes
and reforms in all the existing departments of the Reserve
Bank of India, namely, the Issue Department, the Banking
Department and the Exchange Control Department, should
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be introduced and a mnew department, namely, the
Industrial Credit Department, like the Industrial Finance
Department of the Commonwealth Bank of Australia,
should be set up for rapid and planned industrial develop-
ment of our country. Agaim, a suggestion has been
made for the creation of a Central Co-ordinating Board
for the purpose of formulating the general policy for the
successful working of each department. Lastly, amalga-
mation of the Imperial Bank of India with the Reserve
Bank has been suggested because such amalgamation will
increase the financial resources of the Reserve Bank and
will enable 1t to assist the various economic sectors with
necessary credit through the existing network of
branches of the Imperial Bank (which will be branches of
the Reserve Bank after amalgamation).

The materials for the book have been collected from
official and authoritative sources. With regard to the
matertals of the Reserve Bank of India, I have mainly
depended upon the Bank’s publications.

I must acknowledge my indebtedness to those authors
whose works I have consulted in writing this book

Malavika House,

Bhagalpur, S. Roy Chioudhury,
The 26th July, 1951 Author,
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MODERN CENTRAL BANKING
WITH
A SPECIAL STUDY OF THE RESERVE
BANK OF INDIA
UNDER PLANNED ECONOMY

CHAPTER I

The rise ot Central Banking

The economio history of the 18th & 19th centuries 18 replete with
occasional price fluctuations of & violent nature Such prics fluctuations
have, 1t 18 supposed, been caused more by monetary factors than by
anything else These two centuries were noted for a conspicuous
absence of any institution to ‘which the authonty of regulating price
could be safely entrusted In & word, the present conception of & Cenfll
Bank a3 & ller of currency & credit had not yet been born Before
the beginming of the 20th century thers was no cleaily defined concept
of Central Banking, “A gradual evolution had been taking place m
various cougtries over a long period of years, but the process had not
always been a one and & and
had not yet been developed and f "1 0 they were
known as banks of 1ssue or as national banks , because they gradually
acquired the  sole right of note 1ssue and condueted the banking opera-
t1ons of the state

The oldest central banks origmated m commercial banks the
Primoipal of them bemng the Bank oiEnglAmivhmh _was estabhished
11694, Though the State Bk of Sweden was e esﬁahhshed 1n 1668,
E,B_@_:Mu 58 o _cenbral back, Whlp
nfed the right of xsmng notes subj ook to_certal limRtations

Later on, 1t was gran mng I»nker ta tho
Government ~ Gradually the B-.nk of Ehgjmd, owing to its “privileged

| Takank—Cantral Rankine (1936} n. 1.
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paibion a8 a bank of 1ssue and a_banker fo the Government, oreated
sonfidence in the Imn&cn money mlrket and was able to establish
sontact with the private banks These ppvnﬁe banks_deposited their
finds with 1t and mamtained only & small porhou of their funds for
she requirement of their day to day needs In thig way the Bank of
England became the custodian of the cash reserves of the banks Tts
Dosition as the custodian of oash reserves of other banks was further
strengthened 1 the 1st half of the 19th century when jomnt-stock
“banks, established during that period, deposited their funds with the
Bank of England The successful management of the currency and
oredit system of England by the Bank of England as a bank of issue
w the per10ds of economic crisis of 1847, 1857, 1873 and 1890 respec-
bively, raised 1ts prestige and “established 1t financially as the central
hank of Great Britan” Tt also encouraged the development of cantral
"EP&“‘? i obher countries of the world o The 19th century witnessed
the establishment of banks under the shﬁe patronage, with a monopoly
of noto issue, like the Bank of France (1800), the Bank of Netherlands
(1814), the National Bank of Austma (1817), the Bank of Norway
(1817), the Nastional Bank of Belgum (1850), the Reich Bank of
Germany (1876) and the Bank of Japan (1882)

Banks with the sole right of note 1ssue were also established m
Roumanta, Bulgaria, Turkey and Egypt in the 19th century But the
prosenti concept of full-fledged central banking was not born till the
begmnning of the 20th cenbury Countries hke Chimnk, India, the
Republics of South and Contral Ameries, Canada, Austria ofo. were
withont central banks wntil the end of the Great War of 1914-18 The
TUmtoed States of America had no full-fledged central bank till 1914,
‘when a central banking system 1n the form of 12 Federal Reserve Banks
was brouxht mto being

&The question of ‘ estabhishment or reorgansation of contul. banks
wad faken mto consderation by the various countries of the world
grmu to the economie instability which obtamed during and after the

reat War of 1914 on account of the unsound currency and oredit system
then At the I b 1 Confe beld
Brussels, in 1920, one of the resolutions passed was that “in countries
where thare I8 no central bank of issue one should be established”.! In
« b Kisch Elkin—Central Banks (1932), p. 9.
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the following years, the advice of the Brussel's Conferonce was widely
followed. Many existing banks of 1ssue were reorgamsed and re-
orientated and more than 30 new central banks were brought to
existence between bhe years 1931 and 1939,

During the last world war, as the Germans occupled differents
ocountries, they made changes n the existing central banks and even
eatablished new ones  As for example, after the occupation of Yugo-
slavia by the Germans, the National Bank of Yugoslavia was hquda-
ted and in its place two new central banks were created—one m
Croatia and another in Serbis in May, 1941 In the post depression
and the recent war period the theory and practice of central banking
underwent many changes At present central banking 18 1 & state of
formation. “Central banking today 18 standing, as 16 were, atthe..

s3-ronds—and the signposts takably pount futsher ahead.”!

Post-war t of Central Bankl

The post-war period is marked by a spectacular development of new
cenéral badimg | ne 1 Hected tries and m thoge

countries where there wera no central banks
Bines the oceupation of Germany by the Allied powers, the problem
of rehabilitation of banking and credit drew their attention Early n
3 ¢, somewhat similar to U 8. A Foderal Beserve System, a central
g system was created 1n Germany with four Lander Central Banks
in"%e U. 8 Zione, and four in the French Zone and five m the Bussian
Zone, dginly to regulate monetary circulation snd credit supply and
to ?ncxhﬁte relations of payments with othor Liander and foroign
countries es8 banks had not the right of note 1issue On lst
March, 1948 a new bank of German states was established to replace
the old Berch Bgliwxﬁh & capital of\B M 100 million which wag
subacribed by the Iander banks in proportion to their deposits * The
bank 1ssues nc& only currency but also conbrels the monetary and
credit pohicies of Lander banks and maintsins control over foreign
exchanges as is deemed necessary by the British and American mlitary
Governors

1 Dr 8, K. Basu—Recant Banking Development (1948), p 8.
8 Beport of currency and finance (Redoeve Bagk of India), 1947-48, 1222 0N
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In 1946, a bank of issue and clearing in each “Laender” of the
Boviet Zone of Germany was established and 1 May, 1948, a German
Issue and Clearmg Bank (Dentsche Emission und Giro Bank) was
started as a Contral banking agency for the whole of the Soviet Zone
Subsequently, m July, 1948, this was changed mnto the German Bank
of Issue (Dentsche Noteu Bank) with a capital of D M 100 mulhion, of
which D M 55 million were subseribed by the finance and certain other
departments of the German Economc Commission and the balance by
the five banks of 1ssue and clearmg of the “Laender” The Bank has
the sole rght to 1ssue currency It actively helps national economic
planning by- means of a swtable currenoy and credit policy It pro-
motes capital formation and helps with direct fund s according to econo-
mic needs From 1st October, 1947, a national bank of Burma was
established known as the Union Bank of Burma with a capital of Rs, 4
crores

Under an act passed by the Government of Cuba on 30th Dec , 1948,
@ odntral bank (Banco-de-Cuba) was established to take over the fune-
tion of note 1wsue so far exercised by the Treasury and to co-ordinate
the monetary and credit policies of the country * The Central Bank
of the Philippines was also established 1n June, 1948 The State Bank
of Pakistan with the head office at Karachi also commenced 1ts opyga-
tions on 1st July, 1948 The Bank has a capital of 3 crores, 51;pje.
being subscribed by the Government of Pakistan and the bslance byythe
public The Government provided & sum of Rs, 3 crores in securities
towards the reserve fund of the Bank Under the provisions of the
State Bank of Pakistan Order 1948, the Bank's objectives are to secure
monetary stabiity in Pakistan and generally to operate the currency
and credit system to the country’s advantage

In recent years,” central banks of many other countries were re-
orgamsed and nationahsed

L, Bee Repory on oursency and finance’ ( Reserve Bank of India ), 1948-49,
o 1804
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CHAPTER I1I

A Central Bank as bank of issue

It 15 an essential function of a central bank to mamtain the
stability of the monetary standard. Thus involves the control of the
monetary circulation and the central bank has been entrusted with the
sole right of note 1ssue In modern times, the right of note 1ssue
entrusted o central banks 1s recognised almost everywhere as bemng 1ts
most important function  Formerly the state and commercial banks
had the right te 1ssue notes  Gradually i course of a fow years that
right was withdrawn from other banks and the state also abandoned
1ts right of note 18sue  When the right of note issue was withdrawn
from the other banks they were allowed a certamn period of time m
which to redeom these notes and to withdraw them, after which the
central bank enjoyed monopoly rights i this direction This happened
1n Sweden, Switzerland, the Umion of South Africa, and Newzealand In
many countries such as in France, Spamn and Japan the \o 1 banks
took over the note 1ssues of the other banks subject to cortas brong
In England, under the Act of 1844, the other banks were allowed to
18sue notes up to thewr individual limited amounts  Later on provision
was made for therr lapsmg and by 1920 the mght was completely
withdrawn .

The central banks were entrusted with the sole monopoly of note
185ue due to the following reasons (1) It achieves uniformity mn respect
of the note currency, (2) Possessing the right of note 1ssue that the
central banks énjoy 1t 18 granted “‘a special sort of prestige which 15 of
very great value mn emergencies”, (3) 1t meets domestic needs for
currency entailing no loss of gold through the presentation of the notes
for redemption, (8) 1t gives the central bank some measure of control
over undue oredil expansion on the part of the commercial banks, For
the above reasons central banks are known as banks of 18sue.

Principles of note issue

There are two schools of opimion about the principles of note 18sue
One ul;o;:l represents the currency prinowle and the other thy lz.__nklng
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principle  The advocates of the former hold thaf notes are 1ssued ¢
economic substibutes for coms. In order bo mamntaimn the converbibilit
of these notes, there should be cent percent backing of gold  Accordin
to their opinion, notes should i{xssuaﬂ up to the amount of gold he
by the Issung Authority, The'\galume of notes will expand or contra
acoording to the inflow and out gold 1nto and from the countr
It 18 desirable to restrict their nof up to the amount of gold he
by the Issung Authority from the pomnt of view of public confidenc
But the main defect of this school 18 that under the currency prmelp
t‘lze currency System lacks elasticiby, and this 18 very important f
meeting the legitimate needs of busmess and the needs of general publ
The latter the banking i The exb of t
banking principle held that instead of maintaining cent percent gc
reserves agamst note 1ssue, 1t will be desirable to keep a certan prop
tion of the outstanding note 1ssue covered by metallic reserves Und
this principle, *‘the note circulation should operate automatically a
be capable of expanding freely according as the demand for curren
increages, owing to expansion of trade, larger pay-rolls, or seasor
factors such as harvesting and holiday periods, and of contracti
according as the demand for currency declines because of contract:
of trade, smaller pay-rolls or seasonal factors” “Under this systc
the currency system 13 made flexible and responsive to the demand
Trade and Commezce "*
Thiscontroversy has been gomg on for years The solution 1
m & happy combnation of the two prineiples, for both lay stress
the of d reserve against note 18sue
Dufferent methods have so far been evolved to regulate note 1ssue
1 Fuzed Fiduciary System —Under the fixed fidueiary system {
central bank 15 allowed to 188ue notes up to & certamn fixed ki
without any backing of gold , all notes 18s5ued 1 excess of this amor
must be covered by cent percent gold Notes uncovered by gold
known as fiduciary 15sues  Bub they are covered by Govk securih:
This system was adopted 1n England 1n 1844 by the Bank Charter
of 1844, according to which the Bank of England was permitted
make fiduaary 1sgues to the imit of £14 millions This method of n
issue was ortiosed on many ocoasions as bemg deficient 1 elastiel
1. Dekoock—Central Banking, p 24
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In order to make the system elastic, the limit of the fiduciary issues
was raised fo £260 millions  Agam 1t was raised to 8300 mlhons and
$0 £1260 millions 1n 1944 to meet the currency demands under changing
circumstances By rasing the hmit of fiduciary 1ssues the system has
been partially m ing the elasticity of the currency to
meet busmess needs and trade On many the
Bank Charter Act of 1844 bhad o be suspended to provide for the
18sue of notes beyond the lmmt For example, 1t was suspended In war
times The N 1L ded the abolition of this
method of note 18sue on account of 1ts defects

2. Magvmum Fiduciary System —Under this system the maximum
h£t Ep_tohwhmh the central bank 15 permitted to 1ssue notes :wxﬁhout
gold reserve 18 fixed This system of note 1ssue prevailed in France
fg&m 1870 to 1928 It was abandoned in France, because the system
"“was altogether too rgid and mncapable of sufficient adjastment to the
requirements of the present-day money market” ' But Macmillan
Committee recommended the system for Great Britam® In 1937
the Australian Royal Commission on Monetary and Bankmng Systems
also ded that the Cq 1th Bank of Australia should
be permutted to 1ssue notes up to a fixed maximum subject to the right
of the Commonweslth Bank to exceed the maxmum lumt with the
consent of the Treasury ® .

8. Propertional Reserve System —This system fixes a pe.centage,
generally varying from 25 to 40 percent of gold reserves Under this
system the central bank 18 allowed to 1ssuo notes by mamtaining a
certain percentage of gold reserves and the remsinder of the notes
are to be covered by Government securities, trade bille and other
securities But 1t 18 provided that the .eserve ratio may fall below
the legal minimum sukject to certain conditions and penalties This
systom was followed n Germany and 1n the U 8 A after the Federal
Reserve System was brought into existence France adopted the system
after 1928 The Hilton Young Commission recommended 1t8 adoption
m Indan 1936.

1. Forelgn Banking System, Edited by Wills and Beokhert, p. 538,

2. Maomillan Commiitee Roport, p. 142,

8  Dekook—Central Banking, p, 28.
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4 Minsmum Percentage Reserve System —This systom stipulates
for & minimum percentage, that 18, & ﬁxed proportional reserve agamsh
tke notevlss\led This method of reguls.ﬁmg note 14sue was adopted
by the Bank of Belgmm and the Bank of Span Denmark, Holland
and the Union of South Africa followed the system, The weakness of
the systom 15 that the gold reserve 18 rendered useless and unavailable
ot & time when 1t ought to be indespensable to the banker., If there 15
withdrawal of gold due to export the quantity of nofes 1n circulation
hasalio to be reduced According to Keynes, “the percentage system
has no sound foundation m logic or " Hesays, “I have
never seen 1n print & reasonable defence of its provisions It appears
0 combine all the possible defects of the system of note Pegulation "*

* & Foregn Eachange Reserve System —Under this system the
central bank 15 allowed 1n some countries to hold part of s reserve
foreign exct Iluding foreign curroncy, deposits in foreign banks
and bills  In India bhe Reserve Bank 1s allowed to keep part of s
reserve 1n sterling billg

Note Circulation during World War 1T

One of the siriking features of war-time central banking Was &
spectacular 1ncrease 1n the note cwculation This tendency was
witnessed even before the outbresk of the war wm 1939, It was
accelerated after the outbreak of the war and contmued undisturbed
throughont the war period Durimg the war time there was heavy
domand or the part of the belligerent countries for supply of funds to
meet war expendibure and for this central banks had to increase the
supply of notes At the beginning of the war, m the U K, Germany,
the U. S.A. and Japan, the rse n nete crrculation was “‘merely &
part of the general monetary expansion caused by actual or prospective
war dib d by prices and turn over”®
Buti in & largs of countrics such as  Belgium, Norway, Egypt, Finland
eto, 1ncrease in note circulation was not the result of a change m the
aggregate money supply, but was an outecome of tha conversion of bank
deposits 1mto cash Moreover, the ncrease of pay-rolls as a result of
luigher wages in the armament industries, prolonged working hours
"1 See Koynas—Teestise on Maney, Vol 1T (1980), p 368.

2 SeeDr. 8. K. Basu's Recent Banking Dovelopment (1946), p. 35,
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payment to soldiers, cas’s holdings of individual households, the dechine
1n the velomhy of circulation of money m trade and busmess due to

i} and the of banking facilities were
some of the many factors responsible for the r1se 1 note cwculation *
In some countrieg special factors were responsible for the morease
For example, the quest of new by G and the
payment of wages to mullions of foreign workers caused the Reich Bank
to mcrease the note circulation In India the peculiar method of war
finance tended to merease note circulation. In England tax evasion
and 1noreased black market dealings along with other factors served fo
cause a sharp nsom note eirculation towards the end of the war.
Central banks 1n different countries followed different methods for
mcreasing the note issue  In several countres central banks mcreased
note 1ssue by sumply converting “large amounts of cash held in the
form of deposits already owned by private credit mstitutions” 2 In
F.2nce and Germany, the basis of the merease in note circulation was
decided upon by “the I facilibies lable to
Government from central banks" ® In many cases nobes wers 1ssued
sgamst gold held 1n foreign countries as mn Sweden 1 1940 Lastly,
the basis was provided by the revaluation of the gold holdings of
central banks as in France, Netherlands and Yugoslavia

During the war period, the expansion of note circulation varied
from country to country The increase was at the hl;hest 1n Greece
whera 1t Tose up o 81,24,22,000% while 1ts expansion was up to 25%
m Urugoay The merease m the note circulation varied from 500 to
1000% 1 India, Iran and the countries of South-east Europe Austraha,
Canada and the U §.A came next Inthe U K the increase was
comparatively smaller.

During the war time one striking featurs was that more notes of
higher b were 1ssued relatively to those for lower deno-
mmations, Inthe U 8 A notes comprising of 50 dollars to 10,000
dollars noreased by 46% and 39% in 1943 and 1944 respectively In
Indis notes of Rs 100 and Rs 1000 increased from 33 1% and 59%

1 See Twelfth Annual Report of the B, I 8. p. 208,
g &8, Beo Dr, Basu's Reoent Banking Davelopmens {1948), p. 27,
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mn 1939 to 34 9% and 10% m 1943 In many"countries, notes of
higher denominations being used &s a means of payments m bhe black
market and other illegal transactions, they were withdrawn from
arculation  For example, m Great Buitain notes of £10 and upwards
have been withdrawn from circulabion from 1943 In India from
January 2, 1946 notes of Bs 500, Rs 1000 and Rs 10,000 have been
digeontinued by an ordivance passed by the Government of India
According to Sir Arclibald Rowlands, “the principal objects of the
Demonetisation Ordinance were to sirike ab the black marketers, to
rope mn the tax-dodgers to deprive public servants, who had betrayed
their trust, of some of their 1ll-gotten gains and to bring under control
a potential threat to a sound monetary system

NOTE CIRCULATION IN THE POST-WAR PERIOD

The ciculation of notes m the post-War petiod 1s evident
fiom the following figures® —

(1N MILLIONS )

Name of Countries |End of 1945 | End of 1946/End of 1947 End of 1948]

Umted Emgdom (£)] 1,380 1,422 1,350
Australia (€) 2000 2070 205
Canada ($) 993 1,042 1,046

United States (§) 127 2 (1n 1,000[27 6(n 1,000(27 5 (11,000
millons) | mullions) | milhons)

France (Franc) (570 (n 1,000/722 (n 1,000/921 (in 1,000
N mllions) mllons)! | mullions)

Ind* 1,21,089 (1n | 1,22,457 (in| 1,22,536 (1n]1,18,820 (in
Lakhs of Lakhs of Lakhs of | Lakhs of
rupees) rupees) rupees) rupoes)

1 See P 8 Report on currency and finance 1946/47 (Reserve
Bank of India)

* Beo P 178, Report on currency and finance 1946/47 (Reserve
Bank of India),
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The expansion of note cwculation which had been very striking
during the war years, was quite moderate n most of the countries
during the post-War period  The figures given above give the volume
of notes m errculation from 1945 to 1947 It may be observed that
although thers was a check on the expansion of notes m circulation,
1t had no effect on the general price level The volume of notes m
circulation remained high i most of the countrios of the world m 1947
and 1948

Tn countries like France, Newzealand and Canada notes m circula-
t1on increased by 27 6, 3 6 and 1 5 per cent respectively m 1947 In
China, where mflation entered the spiral, confidence ircurrency was
bemng gradually undermimed, seriously affecting internal price and
exchange Inthe U K the circulation declmed by 5% mn 1947 as com
pared with that of the previous year In 1948, the ezpansion of
currency cuculabion was high in a majoriby of the mmportant countries
oxcopt mn the U K and the U 8§ A Japan, Italy and Mexico showed
mereases of 622 per cent, 23 9% and 20 3 per cent respectively over
1947 ths correspondmg fignres for Egypt, Turkey, France and Canads
being 116 per cent, 80 per cent, 7 3 per cent and 65 per cent res
pectively In the United Kingdom and the United States the dechine
was by 6 per cent and 3 4 per cent respectively, the fall in the United
States was partly due to a decrease in the country's export surplus :

In Indxli. notes in eirculation (excluding Burma notes) mcreased
only by Rs 2326 ciores on 29th March, 1946, to Rs. 1,248'03 crores
on 98th March, 1947 The total notes 1ssued stood at Rs 1,258 08
crores at the end of 1946 47 as compared with Rs 1,238 41 crores at
the end of the previous year, showng an mcrease of 159 per cent
Thus the percentage 1ncreases in the notes 1n circulation and the total
notes 1ssued during the year under review havp considerably declmed
compared to the mcrease m the preceding two years of 22 93 per cent
and 22 33 per cent 1n 1945.46 respectively ?

See S E Basu’s Rocent Banking Development (1946), p 81

1 Seo Report on omrrency and finance 1948-49 (Reserve Bank of India),
 8&9

2 Ses Report on currency and finance 1946 47 (Reserve Bank of India ),
pp 106 & 110,
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The Central Bank as the controller ot credit

Credib plays an 1 part in the { monstary and
susiness transactions of all kinds and it has, sherefore, become a power-
ral force for good or evil  Therefore, 1t 13 universally agreed that credit
should be created, distributed and controlled by the central banks

It 18 the supreme function of the central bank to control credit in
the interests of the national economy “It must have an unchallenge-
able voice m deciding the volume of credit to be available from time to

time”? for which 1t should be entrusted with certamn privileges
and powers

There are differences of opimions regarding the objective of credit
control  According to some, 1t 15 to mawmtan & stable exchange rate
and according to others 1t 18 to mamtain the stabiity of internal
price level Agam, 1t 15 held by many that the purpose of controlling
credit 18 to smooth out the trade cyele The two objectives, namely the
mamtenance of exchange stabiliby and the internal price stability of a
country, can be ensured only by the formulation of a correct policy
of credit control by the central bank In order to seuure effective
control over credit the central bank should have “access” to all forms
of credit, not only bank credit but also other forms of commeraial credit,
such as book credits, bills of exchange and promissory notes etc as
the other forms of credit which are used for purchasing com-
modities, securities or real estato etc have the same effect as money
If the central bank can control the volume of credit created by com-
mereial banks, 1t can help to a great extent in the establishment of
internal stabiity If the cash reserves of commeroial banks are in.the
hands of the central bank the latter 18 enabled to regulate the orej;.j,ﬁ_:.aﬁ
Eejulred by . ghgg&gg‘ol!ﬂﬂmstn!}m

Let us, now, discuss the different instruments of credit control

goneraly usod by conteal banks

1. Seo Kisoh and Elkin—Cantral Banks (192), p 108
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BANK RATE

'J}he oldest and the principal instrument of credib1s the bank rabe
Ba g nu 18 the mmimum rate at which the central bank rediscounts
bills of exchange “and grants advances on approved securities It
also called the discount rate The bank rabe 1s said to be effegtive
when the central bank can dictate its own terms and conditiong bemng
s lender of the last resort and the ultimate source cf cash It 18
normally higher than the market mﬁst.b which bill brokers, discount
houses and 1 banks grant facilities to b
If bill brokers, discount houses etc intend to rediscount bills of ex-
change held by them with the central bank they will have to do 1t &%
higher cost than the rate ruling the market Consequently, the market
rate will follow the bank rate By making changes 1n the bank rate,
the central bank can bring corresponding chinges mn market rates and
these changes n the market rates will, “through ther operafion on
the supply of and demand for nfoney and on the flow of foreign short-
term capital, tend to have the effect of readjusting, the domestic levels
of prices, costs, production and trade, and correcting any disequilibriam
i the balance of payments "' In other words, by the use of khg bank
rate the central bank can correct disequilibrium on the external and
internal economio situation of a country

""(a) Eftects of bank rate upon the external situation of a
country —

There may be an outflow of gold from a country when its balance
of payments 15 adversely affected A country's balance of payments
18 adversely affocted due to bhe excess of imports over egports or due
$o the excessive outflow of capital as a result of over investment
foreign countries “or withdrawal of foreign balances or the fhght of
capital caused by fears regarding currency and other factors

WMn the gold reserve of a country 18 depleted for meeting the
adverse balance of payments, the central bank Will raise the bank_rate
Such a step, on the part of the central bank, will rase the internal
interest rates, cointm‘ct oredit, lower the nternal price level and balance
the payments  Since the 1nternal interest rate 18 “high on aceount of
the Tugher bank rate, this will atbrack forergn capital and dxaw?nge

1 Seo Dekook—Central Bawking (1939), pp 177 78.
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hd 1 from that ticular country, as the foreigners will be
tempted to mvest thewr funds n that country in the expectation of
higher returns  This will not only check the outflow of gold but “even
reverse the flow and buing about 1ecovery of gold lost, which would in
turn rehieve the ciedit stingency, reduce money rates, and ievive
general business activity "*

Hence a change m the bank 1iate nfluences the foreign exchinge
market through the shoit-term rates  \gain, change o the short term
rates spreads to the long term market and lastly to the balance of
payments

But the efficacy of bank 1ate to readjust disequlibrium in the
balance of pdyment by regulating the flow of short-term funds depends
upon two conditions (1) the counfry atfected muss possess a well
developed market for short term funds and (2) those who aie mduced
to acquire the countiy s currency must have conhdence in the future
of foreign exchange value

There 1s scope for the development of market for shoii-term funds
1f tlgero are channels for short-term credit and t'ce be borrowers or
guarantors whose credit woibhiness 1s inteinationally 1ccogmsed In
this connection Sayers says—‘Mote commonly, wn great centres and
small alike, the borrowers whose credit worthiness secues mbernational

tion are the leading } banks with whom the monoy
may be deposited It 1s important to reahse here that the essential
condition 15 not that the bank (borrowmng) must be ‘sow.d’ but that
1t must be inbernationally recogmised as such”* So the market for
short-terfa fnnd has developed m Liondon because the accepting houses,
the discount houses and the commercial banks n England have
acquned mnternational reputation for credit worthiness But m coun-
tries like Latvia and San Salvador, and India the maiket for short-
term funds has not yet been well-developed due to the lack of confidence
of foreigners in the banks of these countries Therefore, the bank rate in
these firies 18 em 1 the flow of shoit term funds

Again, the ethcacy of bs.nk rate depends upon the confidence in the
future foreign exehnnge value of the currency

1 Sce Dekouk-cenml Banking (1939), p 179
2 See Sayera—Modein Bankin, (1938), py 180 81
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In the summer of 1931 theie was withdiawal of funds from Ldest
m spite of the rise of short-teim rates there far ahove thoss of New
york and Paris and on account of the rise of bank rate af the very high
level of 6% the contidence of the people of lending countries was shaken
1n the exchange value of stetling  Simularly, in France rise m the bank
rate becamo 1neffective to stop the fall n the value of Franc i
1923-24 and 1933-36, 1abher the 11se n the bank 1ate aggiavated the
French Budget defiett  Before high bank rate bad exercised any se:10us
deflationary etfect, the budget defiet caused the authorities to take
1ecourse to inflation It 15 held thab the lender can protect himself
the forward exchange market by aiianging cover agamst the risk of
falling exchango value of the currency  Bub it 15 difficult to check 16
by anangmg cover, because such a step gives iise to discounts and
premiums 1n the forward exchunge market out-weighing “the widest
conceivable ditference i interest 1ates "' This has been evident on
many occasions m the forward exchange market for “gold block’
cutiencies 1n 1ecent years  Sayets apbly says—“Even m the fiel . of
1egulating the flow of shoib term fugds, therefore, bank 1ate though
pethaps & ‘delicate and beaRtifud instrument’ cannob wouk under all
encumstances ' Exteinally, the bank 1ate mdnectly influences the
relation befween in¢eme and cosfs at home and abroad and therefors
affects the balance of hade ¥ ¢ .

(b) Eﬂev:ls of bank rate dh internal situation of a country

Bank 1ate can, also, mfluence the mternal economic situation
Changes 1n the bank 1ate bring changes mn the mternal price level and
production thiough picssme on the mterest 1ites Theie aie two
lines of thought 1eg#ding the way 1n which the changes w the bank rate
mfluence prices and production —one 15 Hawtiey's and the other
Keynes's : According to the tormer the hank 1ate having dnect influence
on shorb-torm 1ates of mtmest,ﬂnqneﬁggrhe achn bies of dealers of stocks
of finished and semi-amshed goods] while the other 1s of opinion that
bank rate directly influences vhe long-teim rates and the producers of
capital goods ' According to Hawtiey, when the bank rate 1s raised,
the short-toum Tate of mtorodh also 11ses Tt ncrcasos the cost of hold-
g stocks  Thevefore, dealers; in order to check the rising cost, will

1 oo Bayers—Modern Banking (1938), p 18¢
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with to reduce their stocks by buying less than they are sellng Produ-
cers will find ther sales fallng off and will be forced to reduce the
price of their articles and will also cuitail the output As the output
will be 1educed, factors of production will be less employed and conse-
quently money income will confiact  Reduction in monoy income will
lead to a dechine i 1etail sales and to 1educed purchasos by 1cbail
dealers Deflationary tendencies will be visible mn the markes Producers
being dopressed will stop the 1eplacement of and addition to plant and
machmery which, m 1ts turn, will affect the production of capital goods
Conyersely, 1f short-teim rates fall, the cost of holding stocks also
falls  Dealars begin to meiease their stocks by buying more than what
they are seling This purchase wxll 1meiease orders to producers who
will erease product )t of factors of pro-
duction mereases  As a 1result of M:us money Income 1ncreases, retail
sales rise and signs of mflation become visible

The forcefulness of Hawtrey's argument depends upon the propor-
tion which interest charges bear to the total cost of stocks held and the
elasticity of demand 1elating thereto

The view of Keynes, though seemingly contraiy, only lends support
to that of Hawtrey bthey both view the same thing and arrive at the
same conclusion though from different angles of vision  According to
Koynes, bank rate influences the mternal economic situation through
changes 1n the long-term rates of mnterest Changes n b6 long-term
rates are closely associated with the changes 1 the short-term rates A
change mn the short-term rate will lead to & changoe i the long-term
rate m the same direction If the shoif-term rate of interest 1ises,
while the long-term rate of interest remains the same, the borrowers
and mvestors will sell the long torm securities n the market and will
prefor to nvest 1, short-dated securibies They will be attracted to
mvest 1 time deposits from where they can expect higher returns
Consequently, the prices of the long-dated securities will go down A
Jecreaso 1n prices means an increase 1n the yield ¢ ¢ an increase n the
long teim rates of mterest  So, a mse n the short form rates will lead
to a rise 1n the long-term rates and vice versa

If the long-texm 1ate of mterest tises with the 11 o ot the bank rate,
nvestment n capital goods 1+ returded  “If the proft earhed i canit>
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goods remains the same, the 11se of tho long torm rate of interest has
nfluence 1n raising the cost of capital goods which may concervably
affoct the prospective price of tho real yield" ! Consequently, 1t will
be less attractive for the entrepiencuis to invest mn eapital goods or to
1eplace cxisting capibal goods o to 1eplace existing capital — As a result
of this, tiade contracts anl money mcome dimmishes  Production and
employment 10 the consumption goods trade also dechne, consequently
the e1s further shrinkage i the capital goods mndustiy

Conversely, 1f the long-term 1iate of mterest falls, entrepreneurs,
expecking higher profits, are encomaged to make capibal investments,
consequently new plants and machineties are nstalled, the old and worn-
out plants are replaced As a 1csmlb of this increased production 18
ensured  Employment increases  Wage eainers are paid more than
what they received before Consequently, money ncomes of wage-
earners rise  This increase 1n money 1ncomo 15 utihsed on consumption
goods which induces fuither production and investment 1 capital
goods

But expertence shows that trade and prices are not responsive to
the 1ate of interest policles Duumng the Great Depression,
cortam countiies attempb was made to stimulate tiade by a cheap
money-policy by 1educing 1ates of mberest Bub 1t took a long timo
for trade to 1esponsc to the 1ato of mterest  This efficacy of the long-
term rate of mterest policy depends upon the elasticity of demand for
capital

The mote clastic the demand, the more quickly effective will be
the policy “PBut 1n extreme trade conditions like depression, when no
amount of 1educed nterest will stimulate new production, and m times
of boom when things look So 105y, an mcrease m the rate will not
deter any entrepreneur from some mvestment, the businessman’s
demand for capital may be somewhat molastic "2

Hawtrey's lne of thought and Keynes's line of thought has each
the same starting pomt  “Both see banlking poliey as effective because
1t nfluences the cost of holding goods” ® “Their difference les m the

1 Se. Sayers—Modurn Banking (193%) p 102
24&3  See Sayers-~Modern Banking, pp 162 16 & 146
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class of goods, the variation n the holding of which 15 considered more
important "' The difference 15 pumaily + difference of omphasis
only

(¢) Lim'ts of baok 1«te

1615 not possible for bank 1ate to produce the desiced 1esults m all
cncumstances It has 1ls limibabions  Changes m the bank rate
unaccompanted by similar chinges n obhe. rates may nob produce
any elective change in the loan policy of the hanks  If the bank 1ate
18 made effective by 1a151mg 16, 16 may be possible to 1ase money 1ate
of interest Bub there 1s no certainty that money 1ates will fall with
the lowering ot the bankiate It may be possible for the cential
bank to give a suppoit to inflatidh by making vanation n the bank
1te, but 1t cannob prevent a slump in the money market Whenever
the bunk rato has been successful m producing certam results, 16 could
do so “by throwing capibal market 1nto disequilibiium and creating
for a time a t.oroughly distubed state of ftiade m the country "
Before the Gieat War of 1914 tho bank 1abe was effective 1n Londc.
money market on account of 1ts 1reputation as the only 1cal inter-
national money market In other countiies, such as Holland,
Belgium, Denmark etc the bank rate policy did not prove as effective
a weapon as 1n the case of the bank of Englnd duc to the following
reasons first, there was no well oiganised discount maiket in those
countuies , secondly, there was no need to use bank date for
protecting then gold reserves, for, certan central banks held foreign
exchange as thewr first line of defence of exchange 1ates

In the U 8 A, the Fedeial Resetve Banks adopted bank-iato
(betber known as discount rate n the U S A) policy with the aid of
open-market operations when necessay for the purpose of mahag
therr rates effective  But the hank 1ate m the U S 3 was nob much
effective on account of the following reasons® —

1 the absence of conventional relationship hetween the oflit |
discount rate and certan money rates ,

2 the existence of surplus gold roserves during the greater part
or the year ,

1 See Sagers—Modorn Banking {1935), p 147
2 See Dekock—Central Bankin. (1939), p 188
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3 the wide soopo and shiong nchimation for  speculative activiby
i the United States ,

4 the lack of independence on the part of Federal Reserve Banks
1n the maiter of fixing discount rates ,
5 tho discount rate nol being higher than market iate Take the
Bank of Ingland’s bank rate 16 should be “penal” rate

In recont ycars, bhe bank 1ate as o weapon of credit control has
lost 1ts sigmficance This decline i the sigmficance of the bank rate
18 primailly due to changes in money market conditions and m the
cconomic stiucture and also to considerations of public policy In the
first place the use of the bills of exchange for financing domestic trade
and foreign tiade has considerably declined So the efficacy of the
bank rate has been lost  Secondly, there has been development of
competition 1n mteinational méney maikets in vaious countries
of the world  This has hmited the u'lity of the bank 1ate

Thudly, smce the Gieat War ot 1914 there has been the predomi
nance of shovt-te®m treasury bills  This has brought a radical change
1 the structwe of the discount market * Fonx@, abundance of liqud
funds i the money market 1esulfing from mflow of capital and gold or
revaluabion of gold stocks or favowable balance of payments, 1s nob
holpful towards the smooth and efhicient working of the bank rate
policy  Fifthly, the scope of the bank-ate pohicy has been nariowed
by an ncreased ugdiby 1o bhe economie structwe The successful
wotking%t the ba ‘k-1ate policy depends upon the elasticiby 1 the
economic sbiucbure 50 thab pices, wages, production and trade might
respond to changes 1n money rates and credit condibions

v According to Keynes, the bank-rate policy can be regaided as an

out-of-dafe strument of credit contiol  He now considers that “‘the
equilibiium  between mvestment, and saving should be attaned by
means of state o1ganization of investment, ov failing this, compensatory
plannmg of public works 1ather than by means ‘of bank-1ate poliey !

Confrary to the view of Keyngs, Robbins holds that the discount
rabe 1s an indispensable instrument, an nstrument which we must ab
all times be prepried to use with speed and vigour 1f the cirumstances
appear to call for such action ”

1 See ;;y’;; —General Theory of Bmployiwnt Intcrest and Money (193¢),

p 164and also pp 195 9 Central banking—Dekock (1939)
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Bank 1ates in the War time
UNITED KINGDOM

T T
} 1939 | 1940 l 1941 | 1942 J 1943 | 1941
1

1] 200 Jzou |20 | 200 C200 | 200

200 | 20 200 |200 | 300 | 200
11! 300 §~:oo !‘2(\0 [200 | 2u0 | 200
v noo!zoo’ﬁoe}zoo 200\ —-

UNITED STATES

1‘146 121\121 117 | 100 | 100
10| 146 121\121 100 | 100 | Loo

.
| 141|121 | 191|100 |100 100
V| 121 |11 |1z | 100 100 |

el

INDIA

300 | 300

I/300 ]300 3001300
I | 300 {300 [300 [300 | 300 | 300

III| 300 | 300 300,300 300 | 300
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CANADA
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|

Bank-rate operations during and after the World War No. 1T

/ Durmg the World War No II, bank rates quoted by central
banks of vuious comnfiies fiom 1939 to 1944 we given afove !
Trom the table given above 1t 15 evident that in leading countries bank
rates duiing the War yeais were more or less umform with occasional
changes m 1t In the Umted Kimgdom the bank rate changed on
August 24th, 1939, from 2% to 4%, on September 28th, 1939, to 3%,
on October 26th, 1939, to 2% *  After October, 1939, 1t was maintamed
umform by the Bank of England The Bank of Ingland rased the
bank rate from 2% to 4% at the ealy beginning of 1939 to check
speculative dealings m the London money maiket In the Umited
States the discount rate of the 13 Federal Reserve Banks fluctuated
very gryatly The figwes above show smmple arthmetic average of
daily rates of the 12 Federal Reserve Banks charged to member banks
for advances secured by Goveinment securities In October, 1942, all
Federal Reserve Banks charged a new 1ate of 3% for advance to membe.
banks of Govornmont securities matming or callable m one yoar
or less ®

In France, 1t changed on January 3id, 1939, from 23% to 2%, on
March 17th, 1941, to 11% .

In Canada 16 varted fiom 23% to 13% on Feb 8th, 1943 In other
countries bank 1ales were umform with little variations In India the
the bank 1ate was all thiough umform at 3% as the Reserve Bank of
India had ha:dly any immportant role to play on account of easy

dub; and sufh funds lable 1n the Indian money market

1 S0 pages 69 o 74, Money & Bankig (League of Nations), 1942-44

2 & 3. Seo pago 74, Money and Banking (T,engue of Nations), 1942 44,
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Bank rotes i1 the post-War years

T _

Names of
Comines | 1905 1‘ 1946 , 1947 ’ 1948
Yugoslavia | 300 260 100—4 00 ' 100—3 00
Hungary " 300 700 500 | -
Norway I 300 206 — —
Bulgara L 500 450 460 350
Denmark 400 360 - -
Greece 700 10 00 10 v0 1200
|
Bolgum L(7-1145) | (T 1i40) |
50 2 5 | 350 -—
(191245 (1912 46}
. 250 300
Finland |- 400 450 J 795
|
Fiance - 1 75} 2501 | 3 oo]
‘ 295 300/ ‘ 400
Ttaly ‘ - 400 350 ;T
USsA e 125 | 150

Bills puichased and discounted by the Reserve Bank had hardly
attained ant significant volume except for the culy months of the
yea1 1939 There was hardly any existence of “other loans or dvance”
gianted to scheduled banks by the Reseive Bunk of India as there
wete sufficient funds at the disposal of the big banks

The Lank rate wn the post War perrod

T the post War years from 1945, bank iates m most of the im-
portant countries of the world 1emained unchanged  In a few European
countries they changed Changes n bank 1ates aie evident fiom the
table given above *

1 Bee Repork on ourrency and fnance (Reserve Bunk of Indla), 1946-47
1947-48 1948 49
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In 1946, of seven countiles only thiee 1evised the bar' 1ate
upwards prohably to check fuither inflation which had aleady 1eached
dangerous proportions Tne Belgian National Bank raisod its discount
rate in two stages— st on 7th November, 19 6, from 13% to 23% and
for the second time on the 19th December, 1946, fiom 2%% to 3%
In the case of other leading countiles the bank rates were eitho.
maintained steady or lowered shightly

In 1947, seven countries rawsed thewr bank 1ates, the aim 1n most
cages being to 1estrict as an anti-mflabicnary device The Bank of
France sphit up and 1msed 1ts discount rate of 1 62 percent to 175
percent for discounting tieasmy bhills and shoit-tem commereial bills
1epresenting sales and 2 27 percent for discounting other commercial
paper on 10th Januav, 1947 Subsequently, these rates were 1a1sed
to 2 50 and 3 00 percent respectively on Sth October, 1947, for mitiating
Aefl y policy 1n of the 1ehabilitat
The bank 1ate of the Bank of Finland was simlaily 1raised first from
400 to 4 50 percent in June, 1947, and again to 5 20 percent in Decem

ber, mainly to cuib the heavy 1rediscounting pressme fiom the com
meteial banks In Italy, the bank rate was raised in order to restoie
control over the money market and mcrease the cost of credit as an
anti-inflationary measwie ! The discount rate of the Federal Reserve
Banks was also rased from 1% to 11% 1n Januaiy, 1948, for dis-
comaging membe: banks from boriowing from the Federal Reserve Banks
agunst Short teem Government bonds ? In 1918, agun, the discount
1ates of the Bank of France weie 1ased from 2 5% for tieasury bills
and from 8% for other commercial bills to 3 5% and 4% respectively
Towards the end of September, the French Goveinient intioduced a
umioom discount rate of 3% applicable to all commeicial bills, nres-
pective of whother o1 not they represented sales, m cider to chech
mflationary tendency )

The discount 1ate of the Rank of Gieece was imsed from 10% to
12% on July, 1948, m the hope that tho new rate would pamit of more
effective enforcoment of 1nterest 11tes legally fixed Finland was ficed
with the problem of fulfilling 1ts 1eparation obhgations wiile at the
same time contiolling the expansion of curtency wnd wedit  The

a

1&2 Seo pago 11, Report on currency and finance (Reserve Bu k of India )
1947-48
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Tumsh Bank rased its bank 1ate to 725% mn Feb, 1943, from 5 25%
m 1947 this was mtended to discourage heavy rediscounting by the
commercial banks In Moxico, although the general discount —rate
remaned unchanged ot 4 50%, differential rates of 350% and 8 00%
were fixed for dtural and 1 paper respe y towards
$he end of Janumy, 194! After the nationalisation of the Central
Banks 1n Roumania, Bulgatia and Yugoslavia, the bank rate m those
countries was 1educed

Open-market operations
In recent years, “open ma ket operations” are often widely undertaken

by  centinl bank to exercice contiol over eredit  The pre-War method
of open-mauket operations by “‘sellmg consols spot and huymg for tho
account” and “boiiowing n the muket” 13 hadly of any mmportance
now a days for exereising control over monoy muket In recent years,
centin! banks of various countites hive been authori.ed by banhing
legislation to underbake ope ket operalions

Meamng of the term “open mar ket operations”

The term “open-market operations” 1s used mn two different senses
Tn the wider sense 1t signifies the purchase and sale of Government
securities, of public securities, of banker’s acceptances and of trade hills
by the central bank in the maket TIn a narower sense 1t sigmfies
the purchase and sale of Govt sccunibies by the cential hank  In recent
yems, the term “open-maiket operations” 1s accepted m a mariower
sense  The significance of open maiket operations lies m the “tact that
the central bank will incresse or decrease the supply of cash reseives,
of the commercial banks by buying and selling secmiities 1n the open
market By mereasmg or decreasing the supply of cash reserves, 1t
will proportionately inciease o1 decrease the quantity of money and
thus “‘bring about corresponding changes in money rates and oredit
conditions, which will m turn bring about corresponding adjustments
1n the price level and general business activity ' 2

For example, when the cential bank finds the money market tight
and 1f 15 considers to ease the credit condibions in the market, 1t will
purchaso securities from the open market On account of the puichase
.~

1, See Report on currcncy and finance (Reserve Bank of Indin), 1947-48, p 11,
2 See Dekock—Central Banking (1939}, pp. 217 18
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of securities by the central bank, money will be comng nto the hands
of the public who will deposit with then bankers This will increase
bankers’ deposits and thewr cash reseives with the central bank
and this will represent the credib base of the commumby Conveisely,
when the central bank finds surplus of reserves with the commercial
banks which may inspire the latter to follow the policy of credit ex-
panston and 1if 1t thinks that exparsion of eredit 18 harmful to eccnomie
stabiliby of the money market, the central bank will at once sell secunties
1n the open market By selling securibies 1t reduces bankers’ deposits,
because purchasers of securibies draw cheques upon their 1espective
bankers whioh will deplete the cash reserves of commercial banks
These commereial banks will then be persuaded to curtail the expansion
of eredit
The policy of open-market operations takes different forms :n
different countries In England jomt-stock banks do not borrow
duectly fiom the Bank of England When the Bank of England sells
for eurtailing the of credit, and consequently, when
the cash reserves of the other banks are depleted, jomt-stock banks will
stop granting of further advances and will recall the advances they
already made to the bill brokers or the discount houses They will be
replenishing their cash reserves by credit restriction

/ Open-market operations in the U S A

In the U 8 A, whon a Fedoral Reserve Bank sells Government
gecurities 1n the open market, 1t receises cheques drawn by purchasers of
securities on some other member banks These cheques are chargeable
against the cash reserves of member banks at the Federal Reserve Bank
Consequently, cash reserves of membe: banks lyng with the Federal
Reserve Bank become deficient unless there 18 some other instrument
for offsetting credit In order to replemish their deficiency m cash
reserves, unlike joint stock banks of England, member banks in the
USs A etther borrow d:recﬁly from a Federal Reserve Bank against

or then bills or throw the burden on
some other banks by selling investments or calling loans to brokers m
the open market The result 15 usually an increase 1n member bank
horrowings o» 1n some other form of Reserve Bank oredit, which in
turn places some pregsure on the credit situation without any decrease
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1n the volume of cedit  Sales of secuiities by the Fedeial Reserve Bank
also lead the member banks to adopt less liberal policy of investment
Consequently, 1ates of imterest tend to rie and the official discount
ratie n response thereto, 15 mcieased by the Federal Reseive System

Convorsoly, when o Fedoral Roserve Bank purchases securibies 16
makes payment fiom 1ts funds to the sellers of securities who deposit
these funds i thew own banks and those banks in turn deposit the
fands 1n the Federal Reserve Bank Thus 1t finds 1tself m the posses-
sion of additional funds which may be used for making additional
loans or ivestments and thus may form the basis for an mcrease n
the volume of bank ciedit for which they lower ther mberest 1ates
Bub n practice 1t seldom takes place Wheneier the securities aie
purchased by the Federal Reseive Bank, member banks try to pay oft
then debt to the Reserve Bank Thus the usual effect of a purchase
of Govt securites 1s not of inereasing the volume of credit, but 1ather
of reduemng the pressure on the banks The effect of purchases of
securifies 15 not onlv limited to member hanks borrowing, 1t may, also,
result 1n the 1eduction n dealing bills by the Reserve Bank o1 in the
reduction of loans to member banks as 1t makes 1t easier for member
banks to adopt more liberal lending and nvesting policies Conse-
quently, they reduce rates of iterest, and official discount rate i res-
ponse thereto, 1s reduced by the Federal Reserve System

Inthe U 8 A 1t can be thus noted bthat open-market operations
have not; only independent effect on the credit situation, but “may be
offen used as a means of preparing for discount rate changes and
meking them more effective”’,’ as member bank's capacity for mercasing
and decreasing the amount for borrowing depends upon buying and
selling securities by the Federal Reserve Bank subject to the discount
rate If member banks do not borrow, any change of discount 1s n-
effective  On the other hand, 1f member banks borrow heavily, even a
small change of discount rate 1s effective  Therefore, the effectiveness

of discount rate changes largely depends upon the amount membe:
hanks borrow

1 Beo Burgoss—The Reserve Banks and the Money Market (1936), p 239
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Open-market operations in Great Britain.

Bince the War of 1914-18 op kot a8 undertaken by
the Bank of England had the following objectives —

(1) to make bank rate effective or to prepare the giound for a
change m bank rate , . B

@ to avoud disturbances in the money market as a 1esult of move-
ments of Govt funds or seasonal movements generally ,

(3) to offset tho inflow and outflow of gold ,

@) to suppoxt Gcsam.manL orec nnection w with bhe 1s3ue of
new loang or the conversion of existing loans

(5) to o oreats and mamtein condxtnons of chemp mouey as sn ad to

bumness recovery

The Bank of England has adopted open market operations as a
supplement to bank rate policy when 1t considered 16 desuable to bung
the market rate closer to bank rate

In order to avoid disturbance n the money market owng to
seasonul movement of funds the Bank of England used to bay securities
(stocks or treasury bills, mostly the latter) mn December when heavy
withdrawals were met before the Christmas hohday and sold those
socurities 10 January when notes returned from circulation It also
undertukes to buy securities at the time of heavy tax payment and sell
them when heavy disbursements are made by the Government It
was undertaksn by the Bank of England to prevent, as fa as possible,
the market and 1ts rates from bemng disturbed on account of the
financial operation of the Government

The Bank of England adopted open-market operations during the
War of 1914-18 and the period following, to support the Government
1n raising new loans and converting the existing ones For instance,
there was occasion 1n respect of the conversion of the £2 hillions 5p ¢
war loan on & 3% p ¢ basis m July, 1933

The open-market operations were undertaken by the Bank to
merease the credit, and to create and mamtam condibions of cheap
money as an aid to business recovery. The 1norease 1n the credit basis
a8 a result of open-market operations was not as successful 1 Great
Bribain ag 1t was mthe U 8 A



36 MODERN CENTRAL DANEING

-Open-market operations 1n other countries

In a fow years after the War of 1914-18, the question of opsn market
operations by central banks ganed prommence in the continent and
elsewhere  Formerly, such operations were described as an “Anglo-
Sazxon Vice” In many countries, such as Holland, Nox way, Belgum,
France and Germany, central banks were prohibited by law from

dertak D ket b for their own account In the
yoars after the Great War of 1914-18 the statutes of several central
banks were modified so as to enable them to undertake open-market
operations while provisions m the statutes of newly established contral
benks enalled them to adopt open-market operations as a mebhod of
credit control

Tn Octobe , 1933 the Rerch Bank of Germany was authorised to buy
and sell certan specified securities It was not allowed to purchase
Goveinment bonds on 1ts own account except a limited amount for the
mvestment of 1ts pension funds  In June, 1939, the Reich Bank was
permitted to buy and sell fixed 1nterest-bearing securities admitted into
sbock exchange 1 cider to regulate the money market

Similarly, m 1935 the Bank of Poland, the Banlk of Norway and m
1937 the Riks Bank of Sweden wele authorsed to engage In open
market operations

The Bank of France was d to undertake kot
operations “m order to nfluence the volume of credit and to regulate
the market,” bv a dectee 1n Juns, 1938 Nowly created central banks
of Iike Argent; Newzealand, Canada and India were granted
the powers to engage in op ket from the be
“The Reserve Bank of India adopted these operabions to keep up the
value of Government securities and to smoothen the way for the flota-
t10n of new loans i the market

t In some of these D ket were
but 1n obhers they were not  The ruccess of open-market operaticns
depends primavly upon, fust, the existence of a board and wella
organised eapital market and secondly, the maintenance by commercial
banks of a relatively stable cash ratio !

meg to the lack of widely well-organised capital market and

"1 o0 Plumptro—Contral Banking 1n tho British Domunions, p 280
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unstable cash ratio mamtamed by commercial banks, the Common-
wealth Bank of Australia was not able to use 1ts open-market powers
suceessfully  Similarly, 1n India the same factors stood on the way of
the Reserve Bank's using open market operations as a sucecssful
weapon of credit control

Limits of open-market operations

Like the bank rate, open-market opetations cannot produce cetbain
desired results They have their imitations

Inthe U 8 A, when ths Federal Reserve Banks purenase secutities
with a View to expand credit, the member banks may choose to pay off
thew debts to the Federal Reserve Bank Thus the usual effect of a
purchase of Government securities 1s not of ncreasing the volume of
credit, but 1ather of reducing the pressure on the banks Again, when
the Federal Reserve Banks sell securibies to conbract the volume of
credit, the member banks can offset the contraction by taking redis-
counting facilities or by taking loans directly from the Federal Reserve
Banks on approved securities

When central banks want to imcrease cash reseive of banks by
purchasing securities, 1t may so happen that the public might be with-
drawing cash from those bunks out of panic Consequently, the desired
resulf cannot be achieved  Even 1f the banks choose to expand credus,
the businossmen may mob like to take advantage of the sams, appro-
hending deptession

There 18 no scops for the ope ket n where
money and capital markets are ill-orgamsed or do not exist at all
Thus according to Dehock—"In any paiticular counfiy the extent to
which ope ket operat can be Ng ployed at any
particular time will depend upon such factors as the prevailing econo-

mie, political, and social conditions , the temperament of the people,
the make-up of the banking structure , the experience, skill and prestige
of the central bank , the state of public finance , the degree of co-opera-
tion between the central bank on the one hand and the commercial
banks and the Government, on the other , and the extent and activity
of the secunity maikets '

1 Seo Dekook—OCeuteal Banking (1989), p. 225,
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Open-market operations during the World War No 1T

During the World War No II there was extensive use of open-
market operations by the central banks of various countries The
National Bank of Belgium was permitted to rawse its holding of
Government securities acquired through open-market operations from
1500 wullion francs to & total of 5000 wullion francs by a royal decree
on August 24, 1939 At the same time 1t was provided agamst the

d use of opt ket that the treasury would be
required to publish quarterly statements of the public debts and the
National Bank of Belgium would be required to report on the same
dates 1ts holdings of the “thres classes of securities” The Irish
Central Bank established m Feb, 1943, was authorised to deal m those
securities of the fiee state admitted to stock exchange

During the War open-market operations were mtended to preserve

mte.resb rates and the puce of Government securities mn most of the

In with highly developed banking

system, devices were adopted through such operations for increasing the

regerve balances of the member banks o that thdy could subsoribe to
Government loans.

From the table given below the extent to which Government securi-
ties and direct claims on Government came to figure m War time
among the asgets of central banks in a number of countries will be
evident

Direct claims on Government and Governmental securities as %
of total central bank assets '

End of 1938 1944
Canada . 45 89
France . 26 81
Finland R 10 £6
Germany 81 96
United Kingdom 45 99
T 5 A 17 49

The Federal Reserve Banks purchased large amount of Government
gecurities 1n order to enable the commercial banks to mvest in Govern-

1. See World Economic Survey (League of Nationz), 1942 44 p 185
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ment securities and to mamtain the stability of the market The Bank
of England through open-markeb operations wanted to provide adequate
cash to the commereial banks “for preventing the cash reserves of the
commercial banks from beng reduced as a 1esult of the public’s in
creased demand for currency !

After the outbreak of the War there was a revolutionary change n
the tiadibional policy of op: ket b i England  The
tradibional practice was that the commercial banks did naver approach
the central banks dunectly for rediscounting facihimies which they
achieved through the inteimediasy of discount houses During the War
dnect contacht was established bebtween the Bank of England and
commercial banks which could get all possible central banking
assisbance from the former The Bank of England purchased short-
term bills from the commercial banks on the understanding that they
m twn would purchase long-term bills fiom the discount market
Thus there has been “a curious and highly s.gnificant reversal of the
traditional machinery of credit control mn the country "'?

In India, during the War open-market operations were intended for
mamtaming the values of the Government operations Thus the Reserve
Ba.nk of India followed & carefully laid-out plan for this purpose The

of ope ket followed by the Reserve Bank of
India 10 War time will be discussed 1n detal later on  In countries
like Sweden and Argentine bhose opetations were aimed at absorbing
the excess of hquid rands m the market and capital markets

Open-market operations in the post-War period

Affer the last World War, the open-market operations were exten-
sively used by central banks of many countiies i the world The
open-market operations were adopted by the central banks of many
countries eibher to stabilise existing low yields on Government securi-
t1e8 or to carrying them to lower levels In the Gnited Kingdom cheap
money-policy was pwmsued with vigour, the Government trymng to
establish a long-term rate of 237 not only for Government boriowng,
but also for borrowing by Home Corporations and Public Boards In
the United States, policy was directed towards preventing excessive

P ——
1 SeeDr 8 K Basu—Roieat Banking Development (1946), p 86
“ Soe The Ecouomist, August 1, 1942
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nse in Government bond price, with a view to avoiding the monetisa-
tion of public debt and the consequent 1nflationary effect *

In contrast to the buoyant conditions provailing during the greater
part of 1946 due to cheap money-policy followed by the authonties
of the leading countres, gilt edged markets ruled comparatively quiet
snd was even somewhat weak mn most of the leading countries
1947 There appeared to be a general desire on the part of the
suthorities 1n most countries to stabilise the levels of interest rates
rather than lower them further and in a few countries even a reversal
of the cheap money-policy was in evidence, mainly, perhaps, as an
anti-inflationary measure  Consequently, official support to the
market was of a selective and lmited character There was a set-
back to the cheap money-policy n the United Kingdom where yields
of the long-dated securities rose from about 2% to 3% with appropriate
upward adjustments mn the yields of short-dated securities The main
reasons for the retreat of the market m that country were the fuel
cr1sis, the low level of savings and the declaration by the Chancellor of
the Exchequer of his deswe to consohdate the choap money rather
than to push 1t further 2

The Federal Reserve authorities, since early 1946, prevented the

banks from h of long-term bonds from the market
and from sales to the Federal Reserve Banks of short-dated bonds
‘whose mnterest rates were pegged low, as this action of the commercial
banks had an inflationary effect 1n as much as they could ewtend credit
81X times the reserves they acquired from the Reserve Banks In
order to check this, m July, 1947, the Federal Reserve authonties
unfreezed the fized rate of 3% on 3 months Treasury Bills, this rate
gradually gomng up nearly to 1% by the end of the year As a conse-
quence, the rate of ¥ percent on one-year certificates was also gradually
allowed to mse to 13% The above measure had s tightening effect
on the money market, the short term rates gomngup from 3% to 1%
As a result of this measure, prices of the Government bond
dechned  The decline was accentuated, on the one hand, by the shurp
nse 1n bhe volume of new corporate financing, which was more attrac-

1, Ses page 12, Report on currency and finance (Reserve Bank of Indis), 1946 47
2 Bee page 9, Report on currency and finance (Reserve Bauk of India), 1947 48
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tive to mvestors and, on the other, by the considerable amount of
uncertainty regarding the support policies of the Federal Reserve
Banks ' Following the lowering of support prices by the Federal
Reserve Board towards the end of 1947, there was for a time uncertain-
ty and confusion, but soon the market steadied up, paitly owing to a
further rise 1n short term rates and partly to the accumulation of
investible funds Inthe third quarter of 1943 owing to the increased
reserve requirements fiom member banks (which were rased by the
Fedoral Reserve Board from Feb 27, 1948?) as well as a further rige in
short-term raties, the rate of one-year certificates from 13% to 13% and
the discount~rate of the Federal Reseive Banks from 13% to 13% were
reised ®
. Variable Reserve Ratio

‘We have witnessed the limited scope of open-market operations n
a narow market Naburally thers has been the increasing recourse to
the use of Variable Reserve Ratio a3 a new type of credit control
It has been advocated to raise 1t largely mn countries where money
and capital markets aie 1ll-orgamised or do not exist at all 1t may
happen that @ central bank finds itgelf short of securities, which are
to be offered for sale in the market and also finds 1t unprofitable to
purchase securities when the prices are high
‘When there 18 surplus fund in the hands of the member banks to
expand wredit, the central bank, if 1t thinks desirable to contract credit,
may ask the member banks to keep & much higher cash rafio than
the scheduled ratio Naturally the member banks will have to stop
expansion of credit
“Whereas the other two methods (bank rate and open-market-
operation policy) are designed to bring about an actual quantitative
ohange to reserve holding and thereby in free reserves , a change in
reserve requirements serves to create or destroy free reserves by a
stroke of the pen "'
Loxd Keynes ded for the hication of varable reserve
ratio a8 & method of credit control by a central bank He wanted that
1 Bee page 17, Report on currency and finsnce (Reserve Bank of Indif), 1947 48
9 Bee page 16, Report on ourrenoy and finance (Reserve Cank of India), 1948-49
3 Beo page 20, Report on currency and finance (Reserve Bank of Indls), 1948-49
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the Bank of England should adopt 1t  As such, the Bank of England
should be empowered to vary the cash reseives between 10 percent
and 20 percent for demand deposits and between 0 and 6 percent
respect of time deposits 1 Similar 1ecommendation was made by the
Macmillan Committes which wiged that jomt-stock banks should vary
their cash ratio at the dictates of the central bank ?

The United States of America adopted this method of credit control
first By the Banking Act of 1933 the Federal Reserve Board was
given power to vary the statubory reserve requirements of the member
banks During that peuod, there was an excess of 1eserves with the
member banks partly as a 1esult of the continuous inflow of gold Being
threatened by the impending danger of credit expansion, the Pederal
Reserve System with the consent of at least four members of the Board
of Governors, was authorised to alter the cash ratios of the member
banks within certamn imits by the Banking Act of 1935 During 1936
and 1937, the Federal Reserve System rased the cash ratios of the
member banks by the full amount permissible under law, to combat
oredit expansion In April, 1938, the reserie requirements were reduced
to 1 of the basic requirements to stimulate recovery from 1ecession  In
Nov, 1941, they were agan raised to the legal maximum

In Newzealand, the Reserve Bank with the authonby of the
Minister of Finance was authorised to alter the reserve iatios of
trading banks from tune to time by the Reserve Bank (Ameadment)
Act of 1936 In Belgium, the Banking Commussion had the right to
vary the rese ve ratios as and when occasion domanded In Australia,
the Royal Commission did the same recommendation in the case of
the Commonwealth Bank of Austialia  Piovisions for variable 1eserve
ratios sre also to bo found m the case of Latin American Central
Banks eg i Mexico and Costarica and Ecuador The Bank of
Mexico has been allowed to vary the cash ratios of private banks from
5% to & maximum of 50% of deposits It 13 suggested that variable
reserve ratio, as a weapon of credit control, may be succeesful in
countries where capital and money markets are ill-organised and the
supply of seourities are madequate Countries like Australia, Newzea

et e
1 Beepp 76-77 and also pp 260 261, Keynes—A Treatise on Money, Vol II
fee Report of the Macmillan Comruttee, 1980, Para 860
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land, India and South Africa may be suwitable for adopting variable
reserve system as a technigue for controlling ciedit But i estimat-
g the efficacy of variable reserve system in these countries, the
nature of money markets of the countries and the normal behaviour
of the banks functioning n them should be taken to consideration
The ordinary markets 1n those are to
mamtaln flexible reserve ratios for which the variable reserve system 13
rendered a crude and nsensitive weapon of credit control ' Agam, n
t like Australia, N d, South Africa, which maintam
large liquid assets n London, variable reservs system will be shorn
of 1ts effectiveness so long as the ordinaiy banks are able to substitute
therr London assets by increased domestic assets with the central
bank  The figures given below will show how variable the ratios are m
the case of the Austialian trading banks During 1925-28 the average
quarterly ratios fluctuated between 18 47 and 21 24% During 1932-35
1t fluctuated round about 15% During 1925-1938 1t moved between
13 and 10%? But m Canada thers 18 a ease for variable reserve
ratios, because she does not mamtain large Liqud assets in London
a8 hor money market 1s well developed and there the banks are usually
accustomed to maintain fairly large resorve ratios varying between
95% and 114% But m the case of the above countries, Mr Plumptra
suggoested that “a more effective weapon would be & varable minimum
ratio babween hqud assets as a whole and the deposite, rather than
between simply cash and deposits alone "> But the system admits of
many defects | Tiven m the U 8 A whero the variable resarve ratto
has boen aheady applied, 1t has nob yot developed as a delicate and
sensitive 1nstrument of control The system 15 “‘clumsy”, “discrumi-
natory i 1ts effect” and 18 “nflexible”__,
It 18 also held that the varmble reserve system lacks precision,
because 1t 18 uncertain and mexact as regards ehanges n the amount
of reserves and also as regards the place where changes can be made
effective
It also affects different banks differently It has bardly sny effect
1 Bee Plumptro—Central Banking in the Bribisk Dominions, page 218
2 Beep 249 and also Appendix Tablo IT, pp 432 33, Plumpire—Central
‘Banking in the Brtish Dominions
8 B Plumpire ~Central Banking i the British Domintons, pp 270271
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upon a bank with large margin of excess reserves while banks with
nairow margin will be hard it A.

Changes 1n reserve ts may not be well-adjusted to meet
“small or localised situations of reserve stungemcy or superfluity”
as 1t had been haidly possible for the Federal Reserse Banks to relieve
reserve stringency in Newyork and Chicago

The varable 1eserve 1atio 18 hkely to exercise a depressing effect
on the security market If member banks aie required to maintain
high cash reserve, they may do so by selling then holdings of long-term
securities Bub 1f sales are not what 15 just needed to meet the
altered reserve requirements, 1t will have a depressing effect upon the
securibty market

A severe criticism 18 levelled against the variable 1eserve ratio—it 15
that the central bank 15 endowed with sweepng power over the
member banks This may be equally spoken aganst any weapon of
sredit control used by central bank 1f 1t were abused ' In oider to use
variable reserve ratio successfully, the central bank should change the
atio as Keynes suggested with due notice and 1n small degrees '}

Formerly the primary purpose of maintaining cash roselve by
sommercial banks was to impait Liqudity to them , but 1 recent
years 1t 1s mamtained by commercial banks with cential banks mn
order to enable the latter to exercise some measure of control over
the commercial banks It 1s suggested by Whittlesey in recent years
that open-market opemélons and the variable 1eserve 1atio should be
Jomtly applied 1n order to remove defects attached to each instrument
of credit contirol

For imstance, incieased reserve 1at10 may lead a depressing effect on
the security market In order to do away with this depressing effect
on the securiby market, open-market-purchase policy may be adopted
only to that extent which will support the puices of secunity in the
market Again, a lowering of the reserve ratio may lead to credit
mflation to an undesirable extent In that case open-market-sale policy
may be adopted to counteract the effects of the undeswable credit
wflation

1f open-market-sale policy 15 adopted independently by a central

1 Boe Keynes—A Treatise on Money, Vol TI (1930), pp 76-77,
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bank, 1t may lead to falln, prices of secunities In order to remove
this defect of the open-market policy, the reseive ratio may be lowered
down so that commercial banks may have some fund to purchase the
govornment securibios ’_It should be kept m mind that the loweiing of
the reserve ratio should “be carried out to that extent which will provide
a breathing p ace for commercial banks ™ N

Simlaly, 1f an adoption of open market-purchase poliey leads to an
undesirable crodi 1nflation, an increase m the reserve ratio may
counteract the same

\_Variable Reserve Ratios n the post-War period

Tn the post-Waa pericd, the necessity for & wider and stricter control
of commercial banks, paiticulatly m the conditions created by the War,
attracted the attentien of different Governments Moreover, this was
considered necessaiy 1n soms countries either for checking the imflation.
a1y ceation of credit by commercial banks or for diwecting its flow
along desired channels

Consequently m the Umted States, m July, 1946, the Board of
Governors of the Federal Reserve System recommended the itroduction
of a system of secondary reserves applicable to commercial banks, 7 e,
the Board pleaded for an additional power to raise reserve requirements
within dome specified lumib agamst net demand deposits *  Following
the prmeiple of the recommendation on 27th Februsry, 1948, the
Federal Reserve Boaid increased reserve requirements against demand
deposits  Demand deposits of Central Reserve City Banks wers raised
from 20 to 32% which were agam raised to 24% on 11th June But
a8 excess balances of member banks continued farly high, the Board,
in September, 1948, further rased demand deposits to 26% for the
Central Reserve City Benks and 92 and 16% f8r Reserve City Banks
and country banks respectively Reserves agamst time deposits were
1a1sed to 73% for all the three classes of member banks ?

1 Bos Report on currency and finance (Reserve Bank of Tndla), 1946 47, p. 12
2 Beo Report on ourrency and finance (Reserve Bank of Iudia), 1948 49, p. 16
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RATIONING OF OREDIT,

Rationing of credit as an instrument of credit contiol was used by
central banks before the of & a b-rat
polioy and the assumption of the responsibilities by them as lenders of
the last resort The Bank of England used 1t towards the end of the
18th century After the adoption of the Bank rate as a primary weapon
of eredut control by the Bank of England since the passing of the Bank
Act of 1844, the Bank of England abandoned rs.twmng of credit as &
method of 1 credit  This sibuat loped also m the
case of other central Fanks which began to adopt systematic discount-
rate poliey It was only m extraordmary conditions like war that
some central banks 1n the continent used credit rationing from time to
time  After the Great War credit rationng was used in one form or
another on several occasions by the cential banks In Germany its
use was made m 1924, when the cuiiency which had been stabiised
by the ds of the 'k, was end: d Agam m
1931, the Reich Bank of Germany rawed credit quotas to prevent the
collapse of large banks while there was a run on Geiman currency
But this policy of eredit rationing Was not without 1ts evils, as many
firms and mdustries had to suffer and many had to close then doois
for lack of credit

It 15 argued that credit rationing can be employed only 1o, extra-
ordinary situations Dekock observes, 1t can be justified only as a
temporary expedient or & measure of despair or as parb of & comprehen-
s1ve scheme of national economic planning

Crodit rationing may be both qualitative and quantitative. The
former makes diserimination for certain types of bills aganst others as
the latter mits the volume or amount upto which credit may be
granted In recont years with the introduction of economic planning
n many both and eredit
were adopted Rationing of credit as a weapon of credit control was
particularly adopted in France, Italy and Russia

Credit-rationing 1n the Sovtet Russia
In the Soviet Russia, the ratiomng of credit by the State Bank 18
regarded &8 a necessary accompaniment of a planned economy The
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financial plan of the Soviet economy runs parallel to the production
plan as certamn financial adjustments are necessary i order to enable
the monetary flow to fit 1n with the stiucture of pioduction Thus the
way n which the financial plan 1s geared to the Production Plan 1s an
important feature of the Soviet economy Foi that purpose a costing
datum about production programmes mto money terms is prepared and
from this there 1s bmlt up a system of prices of outp % on the one
hand, and a Credit Plan and a Cash Plan, on the other han  governing
the relation between the banking system and pioductive « amization
The Banking System of the Soviet Russia can only granter 1t within
the limits of the credit plan though some flexibility, however, s allowed
for, by the provision of certain “unplanned ciedits” to meet unforeseen
delays o1 breakdowns in the flow of production and supphes But
this “unplanned credit” can only be gianted for strictly limited periods,
the maximum being one month Each enterprise m the Soviet
Russia finances 1ts “normal” level of expenditure out of 1ts own
working capital, and expenditure needs above the “normal” level
18 mot by the State Bank In thig connection 1t may be observed that
& complamnt was made, in the case of heavy industry, that the small

ness of 1ts reliance on bank credit reduced the possibility of the State
Bank exercising a control over the industry’s expenditure and hence over
the detailed implementation of the plan, thereby weakening the “‘digor-
phine of the rouble”

Accordingly m 1939, certan have
on to & new system of credit which rendered bank credits a larger
gource of working capital for them Therefore, 1t was arranged that
20p ¢ of the value of unfinished stocks and 50 p ¢ of the value of
finished products 1n stock should be covered by credit !

The State Bank 1s entrusted with powers for contiolling the use
of “planned credit” to ensure that they are not used for purposes other
than those for which they have been assigned A sumilar control over
the use of long term credits by an industrial concern 1s entrusted to
the Industrial Bank which 18 charged with the duty for controlling the
use of credit by industry, i accordance with the production plans

Thus, m Russia, rationing by the State Bank 18 freely apphed as

1 Soe'anoa Dobb—Eoviet Eonnomio Development since 1917, p. 856
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a general economic pohcy This can be evident from the following
observation ‘‘The State Bank 18 guided by another prmeiple in regard
to the mvestment of 1ts mflow mn funds, namely, the allocation of funds
among finaneially sound credit aspiants in accordance with a defimte
plan and at times when the d.mand for credit exceeds the State Bank's
available resources . the State Bank is obliged to divide these funds
1n some definite way among the enterprises which have need of them *
Use of Rationing of Credit in the post-War period

" In the conditions cieated 1 the recent years particularly by the
last War, the attention of Governments of different countries was
attracted for the purpose of mtroducing a better system of control over
commercial banks It was so desired for checking the mnflationary
creation of credit by commeicial banks or for directing credit along
the lines and m the measure indicated by development schemes or full-
scale planning  C ly, after the last War, legislations
were passed from time to time n many countries to merease the power
of the Central Bank over the commercial banks for the purpose of
controlling unhealthy cieation of erehit The field of activities of the
Commonwealth Bank of Australia was widened under the Act of 1945
by the establisk of the Industrial Finance Department, the
mtroduction of housing loans and the extension of the net of branch
banking for undertaking geneial banking busmess Far-reaching propo-
sals for strengthenng contiol over the expansion of credit by com-
mercial banks were contamned in the Annual Report of the Federal
Reserve Bank of Governors published at the end of July, 1946 They
recommended additional powers (1) to limib the volume of long-term
marketable securities held by & commercial bank agamnst net demand
deposits, (2) to require all commercial banks to hold a specified per-
centage of treasury hills and certificates as secoudary reserves against
net demand deposits, and (3) to raise reserve requirements within some
specified hmit against net demand deposits  In Argentine, by a Decres
1n April, 1946, all the commercial banks were brought completely under
the dommance of the Central Bank Under this Decice, all comme:-
cial banks' deposlts are glln.mnbeed by the Central Bank They are

hibited from g ’ resource except at the direction
or with the authonﬁy oi the Central Bank Under another Decree g
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new banking institution with a capital of 100 million pesos was esta-
blished to exercise regulatory functions over the securiby market *

In Roumania, unde: the New Guatemalin Bank Law of 1946, 1t 1=
provided, 1n order to ensuie the stability of the banking system, that
the paid-up capital and reserves of every bank must be at least 5% of
1bs mvestments 1n Goveinment Secunities, 10% of 1ts mvestments n
other securibies and loans and 50% of 1ts investments m furmishings,
1eal estate and other fixed assets Under the same law Monetary
Board was established with power to mciease any of these above
percentages, 1f 1t thinks 16 advisable, for checking unhealthy expansion
of eredit by any bank It 15 also empowered to establish both alsolute
portfolio cellings and maximum rates of increase mn the portfolios

luding any group ot sub- p of loans or b ts of the banks

In Firance, the Bank Control Commission, at the suggestion of the
Bank of Fiance, fixed from 27th Febiuary, 1948, the minimum propor
tion of hiquid assets to be held by banks at 60% Legislation mtioduced
1 the Mexican Senate in January, 1949, provides for a larger proportion
of mvestments of puvate banks mn the long-term Government loans
and industiial secunities ?

_'Qredit facihties for devslopmenh puiposes have been liberalised by
extendmg currency, ﬁ\ed by lmw, of loanmr T comm 1al and agucnl
twal purposes and BT] pemxttmg laxger pementages ol assets mn lo’g
term credil? for various classes of baglis_‘

In Crechoslovakia, undei the act passed 1n July, 1948, People’s co
opetattves extend small credits m accordance with the approved finan
cial plans diawn by the Minwster of Finance In order to diect credis
along desned channels and 1so to check tho mflationaty cieation ot
ciedit by commeicial banks, under the planmed economy the whole
banking system was nationilised in many counbites pattienlarly m tho
countries of the Eastein and the Cential Europe ‘Ciedit Rationng as
a weapon of credit contiol suipasses all other mstruments of credit if
1t 18 adopted under planned economy

1 Seo Page 15, Report on currency and finance (Resorve Bank of India), 1947-48,
2 Seo Page 16, Report on currency and finance, 1947-48
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“/6131201* AcrtioNn

Cential banks used at various times, direct action and moral
suasion etther as alternatives to discount rate and open-markef opera-
tions o1 m conjunction with them

Direct action mnvolves duect dealing with the mdividual bank A
cential bank may take direct action by refusmg to giant rediscounting
facilities to certain banks whose credit policy may be contiary to the
maintenance of sound credit conditions ot by refusing to giant further
advances to member banks which ate already indebted to the cential
bank 1n excessive quantity n 1elation to their capital and 1ese1ves

In 1928 29 1t was used in the United States by the Federal Reserve
Panks as a means for meeting the abnormal speculative situation

Under the Banking Acts of 1933 and 1935 which explain the objee-
tive to lending policy of Federal Reserve Banks as “the maintenance of
sound eredit and the dation of industry
and agriculture,” the Federal Reserve System was i ested with wider
powers over the lending operations of member banks If m the opmion
of the Board of Goveinors of the Fedeial Recerve System, a member
bank misuses bank credit, the board may stop such bank from the
use of Federal Reserve crelit facilities A member bank may be
prevented from further increase of 1ts commitments agamst stock or
bond for any period upto one year “under penalty of suspension of all
1ediscounting facilities at Federal Reserve Banks’ It may slso fix the
proportion of such advances against stock or bond to the bank's capital

* Direct action ~wms ab qualitative control of credib in contiast to
discount rate and open-maiket operations which aim ab quantitative
control The policy 18 not without its limitations  «

—\. Dekock pomts out, \ In practice, however, direct action has not been
found to be satisfactory and effective for purpose of qualitative control,
partly because the element of force associated with 1t 18 not generally
conductve to the attamment of positive 1esults, and partly because
commeicial banks themselves find 1t very difficult to control the ulti-
mate use of eredit and to make clear-cut distmetion in all cases between
essential industries, productive and unproductive activities, 1ns e;tment
and ! o1 between and

771, “Gee Page 258—Dckosk—Central Bankiuy, 1999
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Buigess pombs out two important lumtations —(1) the difficulty of
coming to a decision at any tune and for any bank when theie arises
an merease of bank credit 1nconsistent with the maintenance of sound
credit conditions, 12) the efiect of such decision on the pait of the
central bank will be to make the commereial banks slacken theyr vigt
lence on their real position and hh}ow on the central bank the onus of
ascertaining the tiue position * -~

¢ MoR:L SUASION

By motal suasion we mean that the cential bank hies to achieve its
object of credit comtrol “by making switable representation’ ‘o ihe
ndividual bank concerned and ‘“relying on moral nfluence and power
of peisuasion” ILike that of dimect action, moral suasion aims af
qualitative credit contiol which the central bank endeavours fo secure
by personal relationship with commercial banks o1 by exertingits moral
mfluence on them It creates “loss unfavourable psychological 1e-
action”, as 16 does not 1nvolve any punitive measure of admimstiative
compulsion  If there 15 any element of compulsion, 1615 1n the natiuie
of a moral obligation  In the opmion of Burgess "the Reserve Banks
may ab times exercise an impoitant mfluence on the general credit
situation through the mformal suggestions which they may make to
bankets,” but that 1t 1s an mfluence to be execised with the utmost
disorobion anid would vamsh with excessive use” ? On the basis of Fedeial
Resel ve experience many American writers observe that moral suasion
cannob bo & successful mstrument of crodat control “unless 16 15 set with
teeth m the form of statutory powers of intervention and conhol’\}?‘ in
the U S A, the ¢ ato thousands of independent umt lanks, then
policies might have neufialised the effect of moral suasion But n
countites like Gieat Biibain where cential hanking 1s long cstabhshed,
the cential hank exercises 1its moial nfluence with an appreciable
measure of success Moral suasion has been used with success in
countries where branch hanling system 13 prevalent

1 Seo Page 256—Burgess—Federal Reserve Banks and Monry Markets, 1936
2 See Page 257—Burgess—Tho Reserva Bank and the Money Market, 1936,
3 Bew Pasc 261—Dekck—Central Banling 1939
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In Germany, 1t had been used by the Reich Bank with success
“to force greater liquidity upon the German commercial banks and
check stock market speculation "
 "\s mstiuments of ciedit control dnect action and moral suasion
ale to be regaded as subsidiry to discount-iate pohicy and open-
market operations Dekock obseives that “for moral suasion there
18 m general a wider scope than for direct action, and in countries
whete theie aie highly liquid monetary conditions and where the
cential bank eibher cannot undeitake open maiket opeiations ab all
o1 cannot do so on a scale sufficient to counteract the undue hquadity,
16 15 advisable 1f not essential for the cential bank to use woral suasion
as far as possible mspite of 1ts limitations '*

The central bank tenders advice fiom time to time to the member
banks about the nature of investment risks and mitfalls by describing
to them the peculiarities of general market conditions In India,
immediately after the outhieak of the World War No II the Reserve
Bank of India 18sued directives to the member banks to avord financing
and speculative dealings in bullion, Govt secuiities, shares, marketable
goods efic .

- - Publicity

Central banks of various countries use publicity as an mnstiument
of eredit control  Many of them use 1t by publishing regularly weekly
statements of then assets and labilities, make monthly 1eviews of
credit and busine~s conditions ot money maiket

Publicity as an nstiument of policy has been extensively used m
the U 8 A, theic the Boaid of Goveinors publishes a weekly state-
ment of the conditions of the Federal Reseive System, issues a
monthly bulletin on credit and genelal business conditions and 12
Foderal Reserve Banks publish sepaiately monthly 1eview of conditions
of their districts  The Reich Bank also made extensive use of publicity
The Reseive Bank of India has been domg extensive use of 1t It
15sues weekly statements of 1ts agsets and habilities and publishes monthly
1eviews of credit and business conditions ot money market

It 18 very dufficult to judge the eficacy of publicity as an 1nstrument
"1 See Dekook—Centeal Bunking (1939), p 263
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of control, for some gwve a great deal of mportance to 16, while obhers
place hittle importance In the opimon of Dekock, “owimng to the
mereasing public 1ntelest and mtervention in matters of monetary
and banking poley, some publicity by the central bank appears to be
essen&g&l "

-Limts of Central Bank as a controller of credit

Various weapons of ciedib control used by central banks have been
discussed above Bub the question of effective control of credit by
central banks requires consideration of vailous matters

In the first placo they have no control over non-banking credits,
such as hook and trade credits which, 1 practice, “ave been found
to play very impoitant part m the finaneing of tiade, commeice,
mdustry agricultwe, commodity and secunty uarkets Therefore,
owmg to the use of book and othei tiade credits cential bank's power
to contyol credit 15 impaned 15 other forms of ciedits are not entirely
based upon bank ciedits

(Though all forms of banL creﬂlts are within the possible 1ange of
nfluence ~of central banks, evan they find 1t difficult to contiol credit

il ly _ Somet; | hanks have no direct dealings with

the cenlsral bank  For example, 1 the U S A more than one-half of
the commereial hanks with one fifth of the total resouxces remamn_
outside the Fedeval Reseive System This diffculty can only be
removed by passing lav 1 not by Gustom  Even 1f all the banks
become member banks of a cential bank there are still Lomts to the
credit-controllmg capaciby of a central bank It may face difficulties
“fo1 controlling the non-banking elements in the financial structure and
the ultimate distuibution and use of bank credit”  First, the central
bank cannot dictate commetcial banks how the central banking oredits
should be used by them

Secondly, the central banking credits may be utilised by & borrow-
g bank as loans and advances to stock or produce brokers, but 1t may
80 happen that those funds may ultimately flow to non-borrowing banks
which may employ them as speculative loans

Inspite of the best efforts on the pait of a central bank to prevent

1, Sos Dekook—Oentral Banking (1989), p 971
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its credis fiom bemg used for other than commercial loans 1t
becomes difficult for 1t to prevent commercial banking credit to be
employed as a basis for speculative loans So an opmion 1s held thab
a central bank should tiy to achieve what 1s humanly possible Not-
withstanding this, the extent to which a central bank can contiol cicdib
depends upon -~

“(1) the stage of development of the local meney market wd the
degrze of mterdependence and contact between the central bank and
the money market ,

(2) the proportion of commercial banks which are active members
of the central bankine system and then relative dependence upon the
cential bank for 1ediscounting ot collateral loans ,

(3) the dedree of cooper tion hetveen the central bank and the
commecenl binks

(4) the 1moral nfluence of the central bank not only over the banks
but axer also,@w other finwnsil nstitutions, the money market and the
stock and commodity maikets "’

All these factors, agan, d3pend upon the degree of control-exeicised
by the central bank over the monny maiket Experience has shown
that different weapons of credit contiol used by the central bank had
been partly successful and partly unsuccessful to duect the credit along
the desired channels  Although efforts have heen made to increase the
control over the whole banking system, to be exercised ‘by central
banks for the purpose of credit control by passing legislations 1n many
countries ab different times, central banks cannot achieve their objective
of cred't controi unless all other banking mstitutions of respective
countries, which are sources of credit, are nationalised at the time when
their central banks come to be state owned and state-controlled

Central bank as controller of price level

Tt 15 held by m{nny economists thab 1t 18 one of ectives of
central banks to mamtam the stability of price leve!* for national
economic welfare  The suceess of central bank as a controller of price
level depends upon the following assumptions —first, 1t 18 poseible to

truct mdices ly and ptly , secondly, there 1s a close
and consistent relationship between the quantity of money (paper and
"1 Seo Dekock—Central Banking (1999), p 161
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metallic currency 1n circulation and bank deposits) and the price level
thirdly, contral baunks are always able to achieve the contraction ol
expansion of the quantity of money 1n an exact degree  But mn reality
these assumptions do not hold good

Experiences have showed that 1t 13 not possible to prepaie accurate
index numbers which may be taken as an effective gmde for the
purpose of control  There 13 no close and consistent 1elationship bet
ween the quantity of money and the general commodity prices as banl
credit 18 one of many forms of ciedit used for the purchase of commodi
ties It 18 not only used for the purchase of commoditirs but 1s alsc
employed for the purchase of other objects, such as 1eal estate, securt
ties and services Sometimes an imcrease n the quan ity of bank
credib may be accompained by a decrease m the level of commodity
prices Inthe U 8 A, dunng the period 1923-29 when there was an
expansion of bank credit, the general commodity price level dechned
listle while the prices of stock exchange secuities and 1eal estate 10se
very high, another 1eason for the lack of cor+lation hetween the
quantity of money and price level 15 the velocity of the circulation of
money on the one hand and the volume of tiade on the other since the
velocity of the cnculation of money and the voluire of tiade are
variable, they do not provide solution of the problen of controlling the
price level by controllng the quantity of money and a cential bank
cannot counteract them

Resides these, there are non-monetary factors which influence the
pice level, such as climatic crop conditions, wars, political and 1ndus-
trial upheavals, changes 1n methods of production ete Tt 1s beyond the
scope of central banks to counteract the effects of non-monetary
factors by monetary actions

. Moreover, a cential bank, while 1t observes signs of over-expansion
of bank eredit, cannot check the tendency by raising discount rate or
by open-market operations or by varymg the mimmum reserve ratios
for the commercial banks 1f the prospect of business 1s attractive to

s h an i and 1f the
commercial banks have swiplus cash reserve Again, at the time of
depression, a central bank may not check the tendency of the falling
prices by adopting various weapons of credit control During the period
from 1930 to 1934 central banks, in many countries, could not offset
the effects of distrust, traction and by means
of themr credit pohcy  “The technique of ciedit and price level control
may 1mprove in future, but as matters stand at present, price or credit
control may be possible of achievement 1n special circumstances and
for short periods "




CHAPTER V
Central Banks and Trade Cycle

In recent years emphasis has been laid on the mamtenance of the
fullest possible employment of men and resources which should now be
the declared object1ve of the post-Wai economic system 1n every country
and for this there should be el t of cyclical fluctuation in
general economic activity In 1 untries, the
activity shows the recwirence of alternate periods of prosperity and
depression  This phenomenon recms as a result of the eychc nature
of fluctuations n tiade anlindustiy  Any bus ness cycle consists of

four successive phases, viz prospeiity, 1ecession, depression, and
revival  T'conomssts differ in therr opinion with 1egard to the causes
of the recurrence of busmess cycles  Some attiibuto them to monetary
phenomena whi'e otheis tiy to explan them bv attributing them to
non-monetary phenomenon 1 e, n terms of busmess psychology
‘Whatever may be the differences among economists as to the causes

P ble for the cycheal fluct: they are caused by the action
and 1nteraction of various economic as well as non-economic forces

‘With regard to the relation hetween banks and business cycles, non-
monetarv factors may not have mfluence over the activities %of banks
alth~ugh for monetary foices or credit poliey, banks play an 1mportant
part m busmess oycles

Tt1s held that “in most cases banking operations merely reflect
the 1esults of cyclicel fluctuations in husmess activity and do nob
themselves constitute the prime causal factor, although at times they
mav appear 1n the role of a substantial contiibuting factor "'

Banlks do not ordinarily take the mitiative m business finance In
times of boom customers apply for discounts, advances and overdrafts
to the banks which meet credit needs of then customers on the avail-
able banking resources according to the merit of each proposal Moreover,

bank cred't 1tself eme: tes partly fiom the hquid resources of business
concerns, which appear 1n the form of bank deposits Soon after a
1 See Page 278—Dekock— Central Banking, 1989,
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boom there may ensue depression Consequently, theie 15 the possih.
hiby of developing a Serious credit strain  The signs of over-production
may appear due to the discrepancy between saving and mvestment Tn
a perlod of prosperity expanding activity and rising prices mn specula-
tive dealings mncrease  Forward buying mav take place m anticipation
of higher prices and still higher profits Consequently, a maladjust
ment may start from a disparity hetween pioduction and consumption
On account of this eyelical fluctuation there may be disparity between
mvestment and saving  In such cases how can a central bank control
the situation ? It 13 held by many that central banks, which enjov
certam special privileges and powers, should control the business eycle
by controlling the volume an1 cost of credit  Regarding the hmitations
of credit control by a central bank discussion has alreadv bee1r made
It becomes difficult for & cer-1al hink to contiol cvedit effectivelv owing
to the extensive use of non-hinking credit in husiness and sneculation
Even 1n the sphere of bank credst they face various difficulties Bank
credit alone cannot conti<! husiness evele, since 1ts veloeily 1s so
changeable according to the mfluence of some non-monetary factors
that then effects cannot he countered by monetary action According
to the Macmill C the difficul wete due to
“unusually large and repid changes on the part of what are rightly
described as non-monetary phennmena, these pon-monetary factors
agam themselves producin® monetary changes” ' So 1t hecomes
a difficult task for a central bank to check cyclical #uctuations
business activiby  Inspite of thess handicaps, a central bank should,
1 co-operation with commercial banks, aim at reducing evelical fluc'ua-
tions as far as possible Tt may succeed in 1ts attempt by “the timeli-
ness of action” as to what to do and how far to go  For this purpose,
there should be closer co-operation between the central bank and the
commereial banks which can observe ab close distance what kinds of
money are bemg placed to the credit of customers, and how that
money 18 bemng distributed and thus this can help the central bank with
statistical data and mmformation to apply quantitative control of bank
credit

There should be closer co ordination between the central bank and

"1 Seo The Macmillisn Committes Report, Pags 98
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the capital market 1n order to avoid the evils of over-investment as well
as under-investment For, accoiding to Keynes, “the sustaned
enjoyment of prosperiby requues as 1its condition that as near as
possible the 11ght propoition of the national resources, neither too much
not too httle, should be devoted to active mnvestment

Besides these, there should bs a closer co-operation between the
central bank and the treasurv 1n order to formulate correct monetary
policy of a country  This co-ordination 1s essential as the Government
18 assuming wide responsibility for mounetary policy, exchange control,
and contiol and 1 of other Ansther reason
for co-ordination with the treaswy 1s stressed due to the fact that
public works constitute an important subject 1 the Government pro-
gramme of mitigating busmess cycles Public works should he
encouiaged at times of depression and be postponed at times of boom
In recent years and stat gave on public works
planning as a necessary constituent of practical monetary poliey o
prevent the evils of business cycles

A d to Keynes, biium between saving and actual

mnvestment 18 the primary cause of cyclhical fluctuations n busmness
activiby  Theiefore, by retarding investment 1 times of active trade
and speeding up nvestments 1n times of declining trade, public bodies
could help to restore equilibrium between saving and 1nvestments

As Keynes observed “the best we can hope to achieve, s to use
those kinds of investments which 1t 13 relatively easy to plan as a
make-weight, bringing them 1n, so as to preserve as much stabibty of
aggiegate nvestment as we can manage at the right and appropuiate
lovel” *

Cole, Henderson and Robbins also have argued in favom of some
planning of public works to smooth out the business cycles In the
U.8 A, the Federal Reserve Board observed that “the Government must
be looked upon as a compensatory agency in this economy to do just
the opposite to what private business and individuals do ™

According to the Board of Directors of the Commonwealth Bank of
Austraha “expenditwre on public works should be relatively low

"1 Boo Page 173-84—Keynes—Treatiss on Money (1930), Vol I
2. Article in London Times, 1937,
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times of prosperity and that plans should be ready for expansion n
times of depression ™  The central bank can help the treasuiy a great
deal m pursumng the correct public works policy There should be a
combination of public works planming and credit contiol by fhe central
bank to achieve jomntly whateve: 1s possible to smooth out the busmess
cycle The Australian Monetary and Banking Commission observed,
“since tho monetary and the banking system was an integral parb of
the economic system, the objective of a central bank would be to assist
1n the attanment for these ends with every means at 1ts disposal ”

As for example, 1 Sweden daring the period 1930-35, m the
U S A m Nov, 1937, and 1n soveral other countries a deliberate pro-
glamme of public works was trinslated mto practice to prevent the
cychieal fluctuations 1n busmess activity

In Sweden 1t was provid-d for an emergency Budget of 259 mullion
kioner for public works m the event of depression n 1938 by passing
an act

Similarly, a provision was made to encourage industrial 1nvestment
1n the sphere of private industry duriny, the periods of depression For
that purpose companies weie exempted from mncome tax on such part
of their neb profits as could be shown to have been funded for depres-
s10n 1mvestment purposes, subject to a limit of 10% of annual profits on
9% of share capital for buildmg nvestments and 20% of profits or 4%
of capital for investments i accessories and inventory  This fund was
required fo be used only n yeas fixed by the Govt for levelling the
trade cycle

In Finland, a Budget Equalisation Fund was created in 1934 with
2 View to busness fl

In the United States, a Public Works Administration and & National
Planning Board were established in 1933, and the Govt deliberately
used the unbalanced budget to meeb a great emergency

In recent years, particularly in post-War period, further attention
was paid to the theoretical and practical applcation of expenditure on
public works and deficit financing, and also of taxation as 1nstru-
ment for )| £ policy for hing out the cyelical
fluctuations 1n business activity
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For example, after pomnting out that in the majonty of hghly

dustriahised d on private mvestmeni was the
most usual and most potent cause of mstability 1n total expenditure,
and consequently 1n employment The British White Paper cn employ-
ment policy (published 1n May, 1944) laid down the following as the
gmding les 1n X7 g total dit “Everything
possible must be done to limit dangerous swings in expend:ture on
private investment '  Theiefore, Govt policy should be directed to
securing the co-operation of local authorities and public utility conceins
and “fo encouraging puvately owned enterprise to plan thew own

capital expenditure in conformity with a general stabilisation policy ™

The Austrabian White Paper on full employment (published 1n May,
1945) emphasised “the pait which public capital expenditure must play
1n mamtaining full employment and 1n stabilising the level of total ex-
peaditme”, the Govt and the local and semi-Govt authonbies should
“be prepared to take advantage of the opportumity to employ those
1esources 1n accelerating and expanding then own proglammes for
national woiks, housmg, 1mp: t of capital and provi-
sion of facilities for social and cultwial activities” when private mvest-
ment declines

The focial and Economic Planning Couneil in South Africa also re-
commended that “Government expenditure should be ncreased during
depression, as far as possible, i such a way that 1t generates further
1ncreases 1n total expenditme” , “that a system of anti-cyclical budget-
ng be adopted, whereby defieits are mcurred during depression and
swpluses collected during prosperity” Inthe United States a full
employment Bill passed mn 1ecent years provided for flexible public
works programme which was to be expanded or contiacted accordmg to
the f1 m private )|




CHAPTER VI

RECENT TRENDS IN CENTRAL BANKING
Relation between the state and central banks

In recent years a striking featme was remarked m the direction of
the 1elationship between the state and the central bank The trend
was towards the participation m the owneiship and control of the
central bank by the state in the depression and post-deptession periods,
1n marked contrast with that of the period after the Great War of 1914
when a gieat emphasis was luid on freedom of state owneiship and
control This prmeiple of less state mtervention and control
was clearly expressed 1 the resolufions passed at the Biussels
and Genoa conferences 1 1920 and 1922 1espectisely  After the
Great Wax of 1914-18 “the tendency was towa1ds the state intervention
1n the workings of central bank ” Hence, almost all the central banks
which were established after the War of 1914-18 enjoyed political

d d In the d and the post-d periods, the
trend was towards state control and ownership of cential banks This
tendency manifested partly as a result of the ineffectiveness of
monetdsy mstruments used by central banks to prevent evils of

depression and paitly as a1esult of narrow peispectives on thewr part
Many old established central banks which functioned as private
shareholders’ banks and also manv newly cicated cential banks weio
converted mto state banks  The cential banks which aie owned by the
state are the following —Riks Bank of Sweden, State Bank of Russia,
Bank of Finland, National Bank of Bulgaria, Bank of Butavia, etc

In Denmark and Newzealand, the formef pusately owned cential
banks were converted 1nto entnely state banks in 1936  In the same
year, the Government imdnectly participated mn the ownership and
admimstration of the Bank of Italy ~The Bank of Canada also became
& full-fledged state bank m 1938 Though the Reich Bank was privately
owned 1t was purely under the duect control of the Fuhier and
Chancellor In the U § A all the members of the Board of
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Governors of the Federal Reseive System aie heing appointed now-a-
days bv the President In course of time the central banks have
become the technical instruments for car1ying out the monetaiy policy
o the Government and sources of technical information and advice

Duung the War time stale control over central banks increased
enormously It 1s reflected n the emergency powers obtamed by
Governments to change by deerce central banking regulations The
trend towaids state ownership of central banks which was noticed
the post-depression period contmued during the War-time years In
August, 1939, the Central Bank of Bolivia was nationalised The Bank
of Japan which was a sem1-Govt institution was conveited info
a stave bank in 1942  The Cential Bank of Ireland was established 1n
1943 as a state bank

With greater state participation and contiol central bank’s 1ole as
adviser to the Government has increased enoimously Duuing the
War period the central bank had to help with financial accomnodation
for which the legal limits fixed 1 previous years for granting advances
to Governments had to be rased 1 several cases Rasing up of
financial accommodation from 50,000 million francs 1n 1940 to 46,000
million 1n 1944 granted by the Bank of France to the French Govein-
ment 18 a good nstance m this respecc After the War, mn many
countries, central banks have been nationalised , for example, the Bank
of England and the Reserve Bank of India liaic been nationalised 1n
1945 and 1949 1espectively A separate chapler 18 devoted for
nationalisation of central banking

The trend towards a restriction of dircet dealings with the
public

Formerly central banks had been dto 'esl m
Janking business mn addibon to performing then cential banking
functions Now a-days they avoid commetcial banking business ~ Con
sequently they have been trymg to curbail their direct dealings with
the public There aie instanuces of this trend  For example, after the
transformation of the Bank of Italy imfo @ “public law” mshibution
1 1936 1t was provided that the Bank of Italy should hqudate 1ts
direct dealngs with private persons within & certain period In

1
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Mexico, the Bank of Mexico was authorsed by the Banking Law of 1936
to deal only with member banks and not with the general public

The 1estriction of diect dealings with the public 1s goveined by the
following considerations —

() .\ central bank 18 to maintan a hghly hqud position m normal
trmes not only to meet with soisonal demands for credit but also to
cope with emergent financial strain

(n) If the central bank deals with the public as a commercial bank
does, 1ts hquidiby will be affected 2nd, therefore, 1t will be difficult on
the part of the central bank to act as the lender of the last resort and
to help commercial banks at the time of emergency

(m) Direct dealings with the public involve a responsibility on
the part of the central bank to mest customer’s credit requirements
‘When contraction of credit generally 1s to be enforced by the cential
bank, 1t will fail to fulfil 1ts function as a controller of credit by dis
obliging 1ts own customers

(1v) Commercial banks keep either by convention or statote mmi-
mum reserves with the central bank If the cential banks compete
with commercial banks 1n prvate business, commercial banks may
1esent keeping statutory deposits with the central bank, which wul be
applied against them mn competition for business

(v) Por the successful workings of the cential banking functions,
the centfal bank 1s to deprnd upon whole hearted upport and co-
operation of the commercial hanks for whieh 15 should reframn fiom
competmg dunectly with the commercial banks

The trend towards the greater use of open-market operations

One of the striking featuies of ihe iecent years’ cential banking
development 13 the trend towaids the greater use of open-maiket
operations as a measure of eredit contiol The policy of open-market
operations gained prominence not only 1n Great Bitbain andthe I' S A,
but 1t also became prominent in other countries cit the continent not
as & subsidiary mstiument but as an independent weapon of credit
control The extensive use of 1t mav be attubuted to—'first, the
decline of the discount 1ate as aninstrument of credit control owing
to the changes 1n the y ket condit: the d ngdity
of the economic stiucture, the growth of atate control and intervention,
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the suspension of the gold standaid, and the adoption of managed
currency , secondly, the wider scope foi open-market operations arising
out of the considerably increased volume and variety of Goveinment
securibies outstanding, parbicularly short-term securities such as
treasury bills , and thirdly, the increased needs of the state and is
1mcreased 1nfluence over the money market, resulting 1n a large measuie
of subservience on the part of the central bank, whether forced o1
Yoluntary to the requnements of state finance’!

In the post-depiession years, the statutes of several countiies weie
wodified 8o as to enable central banks of those countues to undeitake
open-maiket operations In October, 1933, the Reich Bank, m 1 35 the
Bank of Poland, 1n 1938 the Bank of France and newly cieated cential
banks of like Argent N land, Canada and India were
granted powers to eagage n open-maiket operations In some countiies
(1pen-markat operations were successful while in obhers they were not

During the last Would War they had heen extensively used m
various countries such as Belgium, the U S A, the U K, Canada and
India

There s a tendency towards the centralisation of cash 1eserves on the
following grounds —

() When bank reserves are centialised in a cential ban, 1t may
be possible to use reserves dutng the perods of seusonal stiam and
emergency m the inteiests of banking and busmess as a whole

(1) Bemg assisted by 1ediscounting facilities oftered by the cential
bank, centialisation of cash reserves promotes oconomy of thew use
and also seives to increase the hquidity of other banks

() Statutory centralisation places ab the Msposal of g «cnfial
bank a mimmum of .funde with vhich 16 can opo.ate contiol over the
banking and ciedit situation  Piovision has been made for minimum
1eserves to he kept with bhe contial bank by the commercial banks mn
South Alrica, Newzealand, India and Aigentme In recent years, by
varymg the statutory reserve requirements of the member banks,
central banks of various countries have heen making efforts to contiol
eredit

1 See Fage 388—Dekook—Ceotral Banking, 1989,
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The Trend towards the reduction of the legal cover ratio

One of the striking trends of the recent central banking legslation
15 the reduction of the legal ratio with a view to mparbing greater
elasticity in the employmens of “primary reserves” Before the pre-
depiession petiod a cential bank matnbained high I-gal 10se1ve ratio
against note cuculabion with the resalt that sometimes 1t became unable
to provide an adequate reseive for mternational cwiency During the
depression and post-depression periods there was urgency for greater
olastiaity mn the reserve requirercents of the central hank to meet the
discrepancies n international balance of payments  Accordingly,
opinton crystallised 1 favour of the reduction of the legal cover ratio
The Gold Delegation Committes and the Monetary and Economic
Conference held m London m 1933 recommended the reduction to 25%
Cazechoslovakia, Bulgana, Denmark, Yugoslavia, Mexico, Canada and
other countries reduced 1t to 25%

Duiing the last World War many countries such as Italy and
Germany went so far as to abolish the logal 1eserve It 15 now being
umiversally recogrsed that ths ciedis of a4 cont.al bank does not so
much depend upon 1ts “cover” reserve as much as on 1t8 international
“Lariency” seservo

Tendeqcy towards the extension of advances and discounts of
central banks

The traditional featue of the central banking was that cential banks
Wwere very conservative about the eligibiity to therr help Duiing the
‘War and after the War there had been a remarkable departure from the
traditional policy of central banking and the tendency 18 towards the
extension of the scope of discounts and advances by cential banks
Papers which were considered formerly as lacklyg n securities and
hquidity, have since been declared eligible Moreover, contral banks
have been empowetred to accept new types of secmities as collateral fer
loans and advances The most interesting featuie of the period 1s that
1 most countiies cential banks have been authoiised to grant mdus-
trial credif

To tide over the temporary difficulties of the money market, to
hnance the growing needs of the government, to help certain branches
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of the economic system for which funds were not easily available, are
many of the objech for the of central
banking operations

The Bank of France was authorised to rediscount treasury bills and
vartous kinds of special bills which 1t could not rediscount formerly In
the U 8 A finance paper, construction loan notes and consumer's
paper were declared ehigible for discount The Glass Steagall Act of
1932 did away with the artificial distinction between “ehigiility” and
“accoptability” of different papers which were created after the first
World War  According to this Act, any bank might borrow on secunby
of sound assets fiom the Federal Reserve Bank

During the depression and post-depression years central banks of
various countries showed greater interest in furmshing 1ndustrial credit
to industries In the U K the Bank of England orgamsed the Bankers’
Industrial Development in 1934, and contiibuted a patt of its capital
Such a step would hardly have been baken by central banks in the years
before and after the Great Wa1 of 1914-18 The Bank of England 15
found also to have associated 1telf with the “Credit for Industry”

Inthe U 8 A the Fedeial Reseive Bank Act of 1934 empoweied
the Fedoral Resorve Banks to discount or buy from any bank, tiust
company, mortgage company, credit corpoiation for ndustiy o1 other
financing nstitute obligat.ons maturing within 5 years Inexceptional
circumstances, the Federal Reserve Banks can make duect capital
advances to established private industies Different industrial con-
cerng availed of his facility and by 1938 the total industrial advances
of the Federal Reserve Banks amounted to 16 million dollars

In war fime cential banks took very important part in financing
the countries’ industrial war efforts Inthe U S A by the President's
executive order of March 26, 1942, the Federal Reserve Banks weie
authouised “fo ariange loans and guaiantess thereof whenever they
‘would be considered to be eontributing towards the expeditious maxnni-
sation of war production” In Canada the Industiial Deselopment
Bank established 1n June, 1944, 18 subsidiary to the Bank of Canada
which has subseribed 1ts capital up to 25 million dollars The Bank of
England has also subscribed o the shaie capital of the Buitish ICFC
and F. C. I
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In India, the Reserve Bank of India has also subsoribed 2000 shaies
of Rs 5000 each of the Industrial Finance Corpotation established 1n
1948

The Tendency towords greater co-operation among cential
banks

The need for co-operation among central banks was emphasised by
the Brussels Conference n 1920, the Genoa Conference i 1922, the
Macmillian Committee 1n 1931, the League of Nations Gold Delegation
Commuttee 1n 1932 and the World Economic Conference m 1933 In
order to foster co-operation among them the Monetary and Financial
Commission passed & resolution which runs as follows —

“Theie should be continuous co operation between central banks
and the Bank for International Settlements, 1t should be regarded as an
essential agency for central bank action designed to harmomise conflict-
g views and for jomnt consultation”  Since 1930 the Bank for
International Settlements was used as a valuable medum for improving
and facilitating co-operation among central banks  In the crisis per od
of 1931-32 1t granted emergency credit to many central banks suck as
the National Bank of Hungary, the National Bank of Austria, the
Reich Bank and the Natioral Bank of Yugoslavia The Bank for Inter-
national Settl also d syndicates of central banks to which
the Bank of England, the Bank of France and the Federal Reserve Bank
of Newyoik jomntly contributed a fund to the common constiuctive cause
After the last Wax, the co operative spuit of central banks has found

m the fc of the T 1 Monetary Fund and tho
I t10onal Bank for bion and Devels A separate
chapter 1s devoted for the International Monetary Fund and the Inter-
national Bank for Reconstruction and Development

The tendency towards the use of Foreign Exchange as a
Legal Reserve

While there was a tiend towards the reduction of metallic reserves
1 recent yeais, the tendency towards the greater use of foreign exchange
as a lagal reserve was perceptible

Prior to the World War I, little use had been made of foreign ex-
change as & diect and specific 1ese1vo against note 1ssus At that tume,
1t was used by bachward counties like Cava, Indis, the Philippines,
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Mexico, Egypt and Panama which adopted the one or other form of
exchange standard Besides these countries, Sweden, Norway and
Denmark mantained foreign exchange partly as a reserve agamnst then
note 1ssues, although their notes were legally redeemable only 1n gold
After the War of 1914-18, with the adoption of the gold exchange
standard 1 many countiies for the purpose of economising gold, foreign
exchange was 1ncluded by law as a part of the mimimum 1eserve tio be
held by central banks 1n a large number of countries, such as Germany,
Italy, B:algmm, Austria, Hungaty, Roumania, Poland, Bulgaua,
Greece, Chille, Mexico, Aigentine, Peiu, Bolivia, Ecuador, Salvador and
India  In some of these countries, the proportion of the amount of
foreign exchange varied fiom vsth to 3, whereas 1n others, the
relative proportions of gold and foreign exchange wete left to the dis-
cretion of the central bank

During the depression peiiod, on the suspension of gold payments
by Great Britan and the depreciation of the sterhing in terms of gold,
sterling was rendered inehigible as a reserve for central banks which had
to continue gold exchange standud But the formation of & “sterling
area” comprismg those countiles which mamntaned then cuirencies
linked with sterling or subsequently 1elmked their currencies with
sterling at old or new pariby saved the situation and the countries
within the sterling area adopted a “‘sterling exchange statidard’ with
sterling as the whole or part of the legal reserve Similarly, a “dollar
area” with a dollar exchange standard came nto existence As regards
the remaining countries 1t was clearly defined that those foreign curren-
cies which were payable mn the leading woild markets, or not subject
to extraordinary fluctuations or not subject to restrictions m the
countries concerned were to be included m the legal reserves

Since that time most of the cential banks kept foreign assets as
the legal reserves, not always agamst then note 1ssues, hut, “either as
a natural development mn credit and exchange contiol or as an emer-
“gency measure, to play as an increasingly 1mpoitant part in forergn
exchange operations and to aim at mamtaining balances and hiqud
mvestment 1n the centre o1 centies with which then countiies had
impo1tant commercial and financial 1elations” “Thew foreign assets,
1n addition to being a sowi¢e of 1evenue, peiformed the functions of 3
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buﬂ‘er or "shock ahsorber” and served as an mstrument for the
regulnelon ol exchnnge rates, while their dealngs mn forergn exchange
were also used os one of the means of regulating money market
conditions !

In Great Britain the Bank of England did not participate direetly

1 foreign h t; b After the of the gold
standard 1n S8eptember, 1981, the Bank operated in the exchange market
till the 6 of the Equ Account, bub, did not

hold foreign exchange as secondary reserve Sinee then 1t participated
1m exchangs transactions as agent of the Account mn addition to carrying
out transactions for account of the many central banks which deal with
the London Exchange Market Since the heginning of the World War TT,
the Bank of England, as agent of the treasury, imposed exchange
control under tha defence (finance) regulation
In the United States the Federal Reverve Banks held foreign ex-
chunge as a secondary reserve and operated directly in the foreign
t for ther own ts mapite of the di
of the Newyork money market and the recognition of the dollar & an
ternational currency till the svspension of the go'd standard in the
T 8 A mn the beginmng of 1933 One of the striking trends of the
recent central banking practices ;n many counties is to undertake ngid
exchango control It was widely followed m Central and Eastern
Europe, Latih America and Asa during and gfter the great depression
of 1930-33
‘With the outbreak of the World War IT, 1t was necessary to adopt
h control m a8 well ag in neutral countries
Ag a result of the War, gold and foreign exchange reserves of many
countries dimnished considerably to a largo extent due to the unfavour-
able balance of ps position Tt , it was for
those countries to continue exchange control for "correcting maladjust-
ment 1n the balance of payments position and to avoid undue depre-
oiation of their ourrencies  For this renson, according to the prowisions
of the Intefnational Monetdry Fund Agreement, member countries are
allowed to continue exchange control on curient transactions as well as
on capital transfers for a transitional period.

1. 8es Dekook—Central Banking (1949), pp 9091,
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The tendency towards the use of Selective Instruments of
Credit Control

‘While some of the well-kaown traditional weapons ot credib control
proved ineffeotive, seleotive mstruments of credit control ganed wide
popularity amongst various central banlks as a new technique and
device for controlhing credit in recent yours Methods of selective ins-
truments of credit conbrol are used by regulating margin requirements
tamnst loans and advances n _order to check mflationary tendencies

b secbor or ! exeesses in & particular area
This new techniquo received much populanity 10 the Federal Reserve
8System after the speculative boom and crash of 1932-31  As, many of
the banks failed n 1933 1n the U. S A due to thewr much speculative
nvestment 1n the stoek oxchange market, the Board of the Governors
of the Fedoral Reservo System was empoweied by the Secuubies Ex-
change Act of 1931 to regulate margin requirements agawnst security
loans to restuct the use of credit for the purchase and carrying of
securities. Margin, which was 80 p. ¢ 1 October, 1934, was raised to
40 p ¢ 1n January, 1936, and to 56 p ¢ in March, 1935, At the end of
the second World War the percentage of the margm requirements was
fixed 0t 100 p ¢ by the Board of Governors of the Federal Reserve
System in January, 1945, on aceount of highly mnflationary tendencies
due to war-time expansion of currency and of speculative excosses 1n
the share market The use of this new technique by The Federal
Resarve Bystem helped derably to check the d specula-
tive activities on the stock exchange

The question of the use of the applicability of the selective 1nstru-
ments of credit control assumed gronter importance 1n India during and
after that stock exchange boom of 1946, At that time 1t was suggested
that “legislation on American lines empowering the Reserve Bank of
India to regulste the-margin which the banks may demand from their
constituents before making loans agamnst shares should be introduced
in our country” * After analysing and examining the causes and effects
of the seock exchange crash of 1946 1t was thought proper to introduce
the for lating margin against gecunty loans
on the above lines. And the Reserve Bank of India was empowered to

1. Be:Dr 8§ E.Baeu—Becent Banking Development (1947), p. 120.
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govern the maigin 1equuiements to be mamtained 1n 1espect of secured
loans and advances by the Bankmg Compamnies Act, 1949 (X of 1949)*

Trend towards broadening the objectives of Central Banks

In the post-depiession period, objectives of cential Lanking under-
went a remarkable change fiom then tiaditional moormgs —Before the
Great War of 1914, statutes of cential banks did not define the objec
tives of the central banking system  In the stabutes of central banks
created after the World War I, defimitions of objeetives were, no doubt,
embodied, but they were narrow and hmited 1n then scopes Then
objective was eibher to securs exchange stabiliby o1 to abtamn mternal
price stabiliby

In the post-depression period, many of the central banks broadened
the scope of their objectives ‘‘Regalation of the money maiket, promo-
tion of the best wmicrests of the nife of the
monetary poliey, economic stability etc form a wide range of
objectives”.?

The Board of Governois of the U S Fedeial Reserve System,
while 1ssued a statement on “Objectives of Monetary Poliey”, gaso
smphaeis on the ‘act that “economuc stabilty rather than puce stabi-
lity should be the geneial objcctive of pubuie policy” *‘Economic
stability 15 defined as the maintenince of as full employment of labout

and of the productine capacity of the countiy as can  he confrauously
o3

sustaine

The Austialian Monebary and Banking Commission 1ecommended
that the chief objectine of the Commonwealth Bank of Austiaha
should be “the reluction of fluctuations in general economic activiby
1 Austraha, thereby maintaiming such stabiity of 1nternal conditions
as 13 consistent with the change which 18 necessary 1f economic progiess
18 to take place” *

The Bank of Guatemaln has adopted a widg-range objectives in 1bs
statate Tts domestic and inteinational aims have been clearly distin-
gushed  The chief objective of the Bank 15 * to promote the establish-

1 Toi

2 Sco Dr 8 K Basu—Rec nt Bauking Devolopmert (1946), pp 135 136

3 Sos Interaationsl Currsne, Exp rience (Leag o of Nations) 1944, p 109

4 Seo Repart of the Australin Monstary and Bankiog Cemmission (1987), p 234
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ment and the maimtensnce of the monetary, exchange and credit
conditions most favourable to the otderly progress of the national
economy "

In the inter-war period, the emphasis shifted from mere price or
exchange stability to the employment stabiity The conflict between
these two objectives ¢ ¢, exchange and price stabiity could only be
resolved “If the various countries spontaneously adopted the same
objective—a stable level of good employment” ' Experiences of the
objectives of monetary policy duning the nter-war period have a greab
lesson for central banks in the post-wai period while practically every
member country of the International Monetary Fund has pledged to
achieve and to mamtain the employment stabiity ~The Reserve Bank

of Indin 18 quite indifferent to this new objective and 18 still adhering
to the trad: 1 objective ¢ e, “M

Stability”, which 18 vague
and undefined A suggestion has been made elsewhere 1n this book
that the chuef objective of the Reserve Bank should be to attain and to
mamtamn *'a stable level of good empl ", for which, dingl
1ts whole st and should be *

w-“‘—'""f';\
i

VAL L
lit ) - :_{&l.—-r

1 International Currency Experience (1944), p 110,
2, Bee Ibd—Chap XVI,



CHAPTER VII

Full employment and nationalisation of central banking
“u. 1

cannot be d by a d untal 1t
15 understood by them Full productive employment in a free society
18 possible but 1t 18 not possible without taking pains It cannot be
won by waving a ﬁmncml wand It 1s a goal that can be renched only
by a and of all om productive
1esources under democratic control  To win full employment and keep
16, we must will the end and must understand and will the means” !
After the end of the last Woild Wax, there were schemes for post-
war economic planmng 1n almost all countries to overcowe the ravages
of war  Achiesements of full employment became one of the objectives
of post war planning The Unltad Nations Orgmnlzamon recognises

! that the of or through
the achievement and maintenance 1n each country of useful employment
opportunities 18 not of domestic concern alone, but ls also o
necessary condit for the well-being of all other

Therefore, we see the creation of the International Monetary
Fund, the establisk of the T 1 Bank for R
tion and Devel and the T 1 trade

As the maintenance of fullest possible employment of men and
resources 18 now the declared objectives of the post-war economic
system 1n every country, the central banking system which s passing
through a phase of evolution under the present mternational
situation, has its part to play A publication of League of Nations m
1944 ponted out that the mamtenance of ‘p stable level of good
employment” should be the amm of central banks According to
Beveridge, “‘the banking system must clearly function mn accord with
the general financial poliey of the state” ®

1 Seo Beveridge—Full Employment in a Free Boclety (1848), p 16

2, Beo Pags 6, Chapter II, United Nations Gonference on Trade and Employment
at Havana  Finsl Act and related documents

3 Seo Beverldge—Full Employment In & Fige Society, p 178



" MODERN CENTRAL BANKING

Therefore, theie 13 the nesd of a close 1elationslup between o
cential bank and & Goveimment It 18 neither possible nor desirable
to separate finance from politics, The former 1dea of keeping politics
separate from finance has to he given up In order to adopt
successfully the planned policy of full employment 1t 15 not only
desiabla bub absolutely necessary to obtamn a much closer 1elation-
ship between the cenfial bank and the Goveinment than what s
obtawnalle 1f the fo.mer 1emamns a shareholders’ bank For this
reason, the status and the stiucture of central banks have under-
gone = great change Thus 1t 15 intended that the central bank
should be nitionalsed Nowadays, monetary policy the management
of which lies with the central bank, plays a very important role m
general economic polic.es of the Goveinment For the successful
prosecution of the economic policy of a Goveinment, the authority
for managing the credit and cwiency, ramely the cential baunk, should
bo linked to the Government

One of the methods of secuung full employment 1s to take
1ccomse to defiett spending on the pait of the Government
According to this method, the Government 13 to spend on puble
1nvestment m a contra-cyelical duecton  For example, 1f 1t spenls
large sums of money on public woiks duiing a “epiession ot prov.des

(he1d to mass m the shape of‘ famuly
allowances ete , this will mmesse effective demand directly and lead
to full employment During the depression, the Government should not
attempt to balance the budget ~ The budget should be 1un mto a defiert
to provide sufficient outlay for the maintenance of full employment
Again, during booms surplus should be utihised fo_r wiping off the
accumulated deficits of the years of depression If deficit spending be
adopted loi promohn% full employment, the rate of nterest has to
be mamtamed at a certan level Ii the iate of mberestis allowed
touse at the time when the Government spends on public woiks
with a view to promoting employment, the effect of Government
spending will be neutrahsed by a declme m private investment
Therefore to keep the rate of mteiest stabls, the control over it
has to be exercised by the Government, not m 1bs capacity as a
“borrower” but m that of a controller of central bank Hence the
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central bank hocomes a part of the Goveinment machme and as
such 1t has to be nationalised

In the post-war period, the question of nationalisation of
central banks assumed great importance duo to the establishment
of the International Vonetarv Fund  As the Internstional Menetary
Fund aims at the mainten:nee of the external value of the cumiencies of
the 1espective countiies which are membeis of the Fund, the co-
operation betweon the Govt and the contral bank of each countiv
becomes absolutelv necessary This may he ensmed by nationali

sng cenbral banks so that “they mav form an integial part of the
public machmery of
25 1n thot of national affane’ !

gulations m the field of mteinational

Durmg and after the lost Would War, theto was a trend towards
greabor (fo.cinment mbervention m tha economy of almost all
countuies of the world The ‘‘complete negation” of monopoly
capitalisn which strongly prevails even now, 1s recegnised along with
the socialization of Gl Ithough n many puvate
ownership still continues to exist -

The vietory over Nazi (fetmany m tho last Wa helped m the

developmens of new demociactes in Europe and Asia and thus opened
the way to social progress

Tmtnediately after the formation of the new democratic Govern-
ments of the woiking class in central and Fastern Ewopean counties,
the Government of each country rushed through democratic reforms
and caied out nationalisation schemes m then respective economic
systems The most imporfant measme m this 1espect was the
natronabsation of the key industries including mines, tiansport and
banking  Though & nationalisation programme was carried out in some
sectors of the nitional economy, n the rest cf 1t individual ownership
continued to le 1ecogmsed “\s n whole, capitalist 1elabions of
production continued, within & mixed economy 1 which stite erterprise
and sta‘e 1egalition play & central role” 2

1. BeoDr 8 K Basu—Rcotnb Banking Development (1946), pp 7475
2, See James§ Allon—World Monnpoly ard Peaco (1947) p 267
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Nationalisation of the Bank of England

In Great Britawm poly tal Ithougk derably
able to mamtam 1ts position, greatly weakened n the post-war
period This was witnessed when the Labour Party in the post-
war election came into power with a clear majority The Labour Party,
among 1t8 schemes of nationalsation mcluded lisation of the
Bank of England Tmmediately after coming mnto power, the Labout
Government took steps to nationalise the Bank of England which,
according to Mr G D H Cole, possessed the tradition of a ‘“‘great
city institution, belonging to the world of high finance rather tkan to
that of Government and proud of 1ts independence vis-a-vis the state” *

The Bank of England was nationahised m 1946 Under the
Bank of England Act of 1946, things were to reman much as
they were before, with the exception that the stock of the Bank
would be held by the treasury Bewides the structural changes
infroduced by the Act, no attempt was made to effect any revolu-
tionary change Care was taken not to disturb the cential banking
mechanism that had been developed 1 England over more than
two centuries Thus the court, with a reduced number of directors,
was retamed, the inner reserves of the Bank of England remained
untouched and the Bank 13 still allowed to accumulate fresh
reserves as freely as possible Thetefore the Economist observed that
“the Bank of 1946 will not differ sigmificantly from that of 1940” ¥

Before the passmg of the Act, the Bank of England was
ndependent of the treasury In the case of disagreement between
the Bank and the Government, the voice of the Government did
not prevaill But after the passing of the Act, the Bank of England
becomes subordinate to the treasury and the word of the latter
1 final 1n matters of financial policy Another change which has
been 1ntroduced 1s that ‘‘henceforth the credit of the Bank
of England will be ftied to the apron-strings of the Butish
Government”

Under Section 4, Subsection 3, the Bank of England was empowered
to request inf and make d to

1 Bee Cole—Money, lts Present and Future (1944), p 193
2 Bee The Economist, Feb 16, 1946, p 259
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banks and to 1ssue directions to them with the comsent of bhe
treasury Protests weoie 1raised fiom different quarters against
this clause It was argued that 1t would infringe the legitimate
secrecy of the bank customer relationship and the Bank of England
would become an mstrument of control over $-stock
banks'm furtherance of the policy of the Labour Government
Consequently, a subsoction hus been added that “‘no such request
or recommendation shall bo mads with respect to the affairs of
any particular customer of the bank’ But the Economist pointed
oub that even though the clause was amended, “it will not prevent
the Bank fhom taking action with respect to a group of customers
however small” *

Wide poweis have been given to the treasury m order to assure
the successful working of the five-year plan of the Labour Govern-
ment “The Treasuiy, the Central Bank and the clearmg banks
would have to pull well together” The Bank of England has
been empowered to diect other banks to use thewr funds in parti-
cular channels of investment which, m the opmion of the Bank
of England and the state, would be deemel necessary "mn the
mterest of a planned priorty with a view to securing full employ
ment and building up export t1ade and other necessary elements” of
the nafional economy ?

Lot us now discuss the structural changes introduced by the
Bank of England Ach of 1946 The 4ct piovides for the transfer
of the capital stock of the Bank of England to the Treasury The
crown 18 to appomnt a Governor and & Deputy and Directors
whose number has been reduced from 34 to 16 The Act also
provides that the Treasury, after consultation with the Governor,
can entrust the management of the Bank $o a court of directors
The Act provides for the stock-hold: The basis of
compensation 13 that the stock-holders of the Bank of England
will recerve £400 of new Government stock for every €100 of Bank
of England stock held by them Government stock bears 3% rate
of interest per annum which 18 reducible al the option of the
"1 Swo Pago 8o~ Tho Econowit, Decomber, 1945

2 See Page 9i1—The kocnownst, Decewber 22, 1945
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Government only after April™5, 1966 Thus the stock-holders continue
to recerve & 12% 1etuin for the next twenty yoars

The Treasury will receive from the Bank of England, each half year,
the equivalent of what 1t has to pay to the stock-holders

The Ch llor of the Exck 1 ble for the banking
policy Normally, there will be no interference by the Treasmy n
the day-to day werk of the bank  But n case of disagreement between
commercial benks, the Bank of England and the Treaswmy, the final
say hes with the Tieasmy

It seems from the povisions of the Act that 1ts effecs s
bardly noticeable to the general public In the opmon of the
Chancellor of the Exchequer the measme brings mnto legal form what
has long been accepted in practice Under the circumstences, leading
financial cncles found lttle to criticise the measuie The Econcmist
wrote “the basic question remains—why do the Government think 1t
worthwhile to 1ntroduce a Bill n which any real substance has been so
carefully whittled away ? one must conclude that the Bill s o
symbolic sacrifice on the altar of party dotume and that 16 1s not
intended to make contact with reality at any pont It will do very
little harm ab levst m present conditions”

Nationahisation of Central Banks ia other ¢ountries

Besides England, n many other countries the conm;l bank
has been The C alth Rank of Austrahia was
nationalised by the passing of the Commoniwealth Bank Act in 1945
But later on, this measure was declared ultra vies by the Federal
Cours of Australa so that there was no such nationalisation
i Australin

The Bank of France was also brought under public owneiship and
control hut the basis of compensation to shareholders differed from that
aloptel mn England The Fiench Goveinment chose maiket values,
1uther then dividends, as the basis of compensation and the aver vgo
value m the year ending August 31, 1945, was fixed as a maximum
The State Bank of Palistan came into oxistence m July, 1948, when the
Woserve Bank of India ceased fo be a banker to t'e Goterrment of

1 Sce The Econcunst, October 13, 1015
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Palistan The Banco Cential dela Republica Aigentina was nationahsed
by & Government decree at the end of March, 1946  Under the nation-
alisation scheme half the capital of the Bank till then held by private
banks was taken over by the Government, which repaid 1t mn cash or
mn special encashable treasury bonds carrymg interest at 23%, the
vemainmg 50% of the capital being already held by the Govt The
new board of directors consists of thirteen membeis, excluding the
President and the Vice-President Of thirteen memlers five members aie
from Government departments—the Ministers of Finance, Agiiculture,
Public Works, Industry and Labour Thiee othiers aie presidents of
banks under Govt contiol, the 1est 1epresentmg ndustry, commerce,
labour, agriculture and stock 1a1sing !

The nationalisation of central banks gamed further momentum
during 1947 especially in Emope The National Bank of Roumania
was natlonalised from 1st January, 1947, by alaw passed on 28th
December, 1946  Under the Law, the Mimstry of Finance was to
deposit at the Bank within three days of the publication of the Law an
amount equal to the value of the Bank's shares valued at the Bucherest
stock exchange rate ruling on 1st Dec The shaieholders weie pard
compensation 1n cash based on the average otficial maiket price of
shares between 1st Jan and 1st Dec, 1946

The Netheland Bank was nationalised early m 1948 as contem-
pleted i the previous year The Bank remams as a hmited-liability
company with all its shares held by tho Govcinment The share-
holders were paid twice the nominal vaiie of their shares i 23%
Government stock, the bagis of compensation being the past dividends
paid to the sharehold All the dnect ate to be ted by
the Government, and the Fmance Mmister will have power to 1ssuc
directions to the Managing Dne.tor of the B,auk after consulting the
Adwvisory Council

The nationalisation of the DBulguian Nitional Bank wis effected
towaids the end of 1947 The nationalisation scheme provides for
compensation 1n cash and wteiest-bearing bonds to Bulgarian share-
holders  'The Hungarian National Bank also became o state bank

1 Beo Page S—Report ou uirency and finance (Reserve Bank of Indu),
1946 47
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from November, 1947  All shares held by shareholders were trans-
forred to the Hungarian State aganst switable compensation The Bank
of Czechoslovakia was nationalised by passing a law m March, 1948
The share of the Bank was bought by the Government at then face
value plus a bonus [t 1s managed by an admimstrative board of nine
members including the Governor and two Vice-Governors

The National Bank of Egypt and the Bank of Norway weie nationa-
lised n 1948

Tn July, 1948, the capital of the National Bank of Belgum was
doubled the new shares being contributed by the state The regula-
tions against block voting have been waived 1n favour of the state
The controllng nterest of the Government has been mereased

Apart fiom nationalisation, 1n many of the countries, the
G b was X d by law to sti hen 1ts control over
the central bank and monetary policy 'Thus under the Law of
98th Dec, 1946, the National Bank of Roumania 15 to asswie the
direction and control of credit according to the directives given by
the Supteme | conomie Council From January, 1947, the Bank of
Spain was ielieved of 1t many central banking functions, such as
the fixing of the discount rate, duct kob
directing credit policy, ebe which were to be perfo!rned by the Minister
of Finance with the approval of the Council of Ministers

Nationalisation of the Reserve Bank of India

In Indis, 1o the post war period opmions formed 1n favour
of nationalising the Reserve Bank of India The National Planning
Committee apponted by the Indian National Congress gave 1its
opmion 1n favour of state ownership of the Reserve Bank of
India In h's budget speech, the then Finance Mimister announced
that the poliey of the Government was to nationalise the Reserve Bank
of India The 1ssue was shelved till Feb 4, 1948, when the then
Finance \Mimster in his budget speech announced that the Government
would take steps to nationalise the Reserve Bank after the 80th
September, 1948, when the Bank would cease to be banker to the
Govt of Pakistan As regards the compensation to be paid to the
shareholders, he stated that it was the intention of the Govi to
acquire the shares of the Reweive Bank of India at the average
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of the monthly market value of the shares during the period from
March, 1947, to Feb, 1948, taking the opeming quotations for each
month ' The average value worked out at about Re 118-8 as
per share and the acquisition of the entire share by the Govi was
estimated to cost about Rs 6 crores less the amount of the sha s ot
the face value of Rs 2,20,000 held by the Govt It was also annouuced
that 3% long dated stocks of equivalent value would be 1ssued to the
shareholders

There was difference of opinion 1 the country as to whether
the proposal for the nationahisation of the Reserve Bank of India at that
stage would be in the best inberest of the country We have
seen that 16 became the policy of almost all countries to natronalise
central banks m the post-war economic period  The Gové of India did
not sleep over the 1ssue

In the autumn session of the Dominion Parhament i 1948 the
Government of India mtroduced the Reserve Bank ( Transfer to Public
Ownership ) Bill  The Finance Mmmster Hon'ble M» K C Neogy,
while mtroducing the Bill, n the Domimion Parhament, gave two
explanations 1n the course of his mtroductory speech ~ One was that
“t1s n the ttness of things that the first piece of legislation to
bring about therr ( tho Government ) 1deas of nationalisation should
relate to mn imstitution which 1s really the pivot of the financial
system of the countiy and on which, to & very large extent, depends the
economic well-being of the society " Tha other explanation was that the
fashion of the day was that the central bankng nstitution of a countiy
should be owned by the state and not by the private shareholders and
India was sumply following the fashion Nationalisation of the central
bank 15 absolutely necessary if the Government has any economic
plan to 1mplement for national well-bammg Bup the Reserve Bank
( Transfer to Public O hip ) Bill duced only the
changes necessary to effect the transfer of ownership and left the
other functions of the Reserve Bank undisturbed Things remained
as they were before ~ Ownership had been transferred from the share-
holders to the Govt The Bill also introduced the besis of compen-
sation to shareholders which was proposed to be Rs 118-10 as per

1 Seo the Budget speech of tho then Finance Mimster, February, 1948

6
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share The sharsholders would be paid m the form of 3% Gov
Promissory Notos 1epayable at par on such date as might be fized
by the Government The value of the compensation was based
on the formula announced on Feb 4, 1948 In cases whete the amount
of compensation due was not an exact multiple of Rs 100, the difference
would be paid 1n cash

With regard to the constitution of the Bank, 1t was provided
that all the Directors of the Central Board would be appointed
by the Government of India who would also appomt the members of
the local Boards

In connection with management the Government 15 empowered
to gwe such directions to the bank as 1t may consider necessary
m the public interest after Itab with the G of
the Reserve Bank of India Subject to these directions, the Cential
Board 13 to supervise the affairs of the Reserve Bank and subject
to such regulations as the Central Board may make with the
consent of the Government of India, the Governor will exercise
all powers vested in the Central Board The Reserve Bank of
India has the obligation under Article IV of the International
Monetary Fund Agreement to buy aWd sell all foreign currencies at
such rates as the Govt may decde So the present bill amends
Sections 17 and 33 of the old Reserve Bank Act enabling ths bank to
hold 1n the Issue Department not only sterling securitios but also other
foreign currencies and other securibies which are payable 1 the
currency of those countiles which are members of the International
Monetary Fund

The Reserve Bank of India (Transfer to Public Ownership) Act was
enacted on the 3rd Sep, 1948 The Goveinment of India announced
on October 18, 1948, that the Reserve Bank of India would be nationa-
hised from Jan 1, 1949, from which date the shares of the Reserte Bank
were to be acquired by the Govt The Govt paid to the shareholders
3% Government Promissory Notes as compensation at Rs 118-10as for
every share of Rs 100 repayable on the 18th October, 1975, or with three
months’ notice on an earher date on or after she 15th October, 1970

The Reserve Bank of India now stands nationalised with effect
from Jan. 1, 1949,




Part Il

CHAPTER IX

The Reserve Bank of India

The rise of the Reserve Bank of India —The Reseive Bank
of India came 1nto existence under the provisions of the Reserve Bank
of India Act of 193¢ At present, 1t stands nationalised from January
1, 1949, 1n accordance with the provisions of the Reserve Bank ( Public
Ownership ) Act of 1948 It 1s now a state bank Formerly, 1t was
& shareholders’ bank

In this connection 1t may be recollected that the Reserve Bank
Bill was introduced m January, 1997, bv the then Finance Member Sir
Basil Blackett, in the Legislative Assembly, on the lines suggested by
the Hilton Young Commssion m 1926 which recommended a share-
holders’ bank for India The Bill was refeired to a Select Commuttee
1 which there was a sharp difference of opmion as to whether the
Reserve Bank should he a state or a shareholders’ bank and as to the
Constitution of the Central Boaxd At that time, the majority 1n the
Select Committee opposed the Bill on the ground that a state bank
alone*would 1nspire confidence among people and that a shareholders’
bank would make domination by private mterests possible An
mfluential minority was i favour of a shareholders’ bank on the
ground that 1t alone would ensure freedom from interference in 1ts
working, by political parties The Government accepted the majority
proposal 1n principle of the'state bank scheme but as no agreement was
reached d the of the dunectorate, the Bill was
dropped .

In January, 1928, the Government agamn mbroduced a Bill
proposing a shareholders’ bank but for technical reasons it could not
be moved 1n the Assembly Thereupon they wanted to proceed with
the old Bull, but on the 10th Feb , 1928, the Government expressed themr
mtention not to proceed with the matter as the consideration of the
old Bill might raise the old controversies The question of the establish-
ment of the Reserve Bank assumed grgat importance agam m 1933
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when the White Paper on the Indian Constitutional Reforms was
published The White Paper, m paragraph 33 of the introduction, made
16 & condibion that before bility of finance to the
Centre, & Resorve Bank should be ostablished 1n Indis fres from
political 1nfluence. On the Bth September, 1983, a fresh Peserve Bank
of' Indin Bill was mtroduced by Sir George Sohuster who was then the
Finance Member of the Government of India  The Bill as appioved by
tho Legulature beoame an Act 1n 1984 and the Reseive Bank came
1nbo being on the 1st April, 1995, as a shareholders’ bunk

Aftor the World War No. I1, with the nationalsation of the Tank
of England, but more particularly with the formation of the Interun
Government a the Centre, there was a move for the nationalisation
of the Reserve Bank of India and a non-offieial resolution was moved
in the Central Assembly on the 18th Feb , 1947, proposing for the
nationabsation of the Reserve Bank by Mr Tamizuddin Khan, Ex-
M.L.A. It was, however, withdrawn on the assurance of the Finance
Member that the Government would consder the proposition most
carefully and sympathetically and if they were convineed that national-
13ation of the Bank would be 1n the countr y's interests, the Government
would not fail to take steps mn that direction The ssswance was
followed by an announcement on the 28th Feb, 1947, by the Finance
Member in course of bis budget spoech that the Government Lad decided
$o nationaliso the Reserve Bank of India  He observed, “I have since
gwen further thought to the matter and am convinced that the advan-
tages of i igh any possible disad 1 have,
therefore, come to the conclusion that the Reserve Bank of India
should be nationahsed, the time and manner of effecting the change
being a matter for separate consideration 1n due course”

The 1ssue was shelved till Feb 4, 1948, when the then Finance
Mimster, Hon'ble Sri Shanmukham Chetty 1 his budget speeoh
declared that the Government would take steps to nationaslse the
Reserve Bank after the 30th September, 1948, when the Bank would
ocease to be a banker to the Government of Pakistan In the autuma
session of #he Domimon Parliament 1n 1948, the Government of India
introduced the Reserve Bank ({ Transfer to Public Ownership ) Bill and

1. Seo Report on ourronoy and finance (Reserve Bank of India), 1946/47,iPage 118,
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the Bill became an Act 1n duo course with the assent of the Governor-
Ceeneral. From January 1, 1949, the Reserve Bank of India became

state bank 1n accordance with the provisions of the Reserve Bank Act
of 1948

Constitution —Under the Keseve Bank Act of 1932, the
Reserve Bank of India was a shareholdeis’ bank having g share capital
of 5 crores divided mto fully paid-up shares of Rs 100 eack The
enbire share capibtal was owned by puvate shareholders with the
excoption of shares of the nomnal value of Rs 220,000/- only whioh
had keen owned by the Central Government under Section 4(8) of the
Reserve Bank Act of 1934  Shares wers held by the Government for
disposal ab par to Directors of the Central Board of the Bank seeking
to obtamn the mmmum share qualiication Under Section 4(3), any
person domiciled m India, any company iegstered under the Indian
C Act, and any socleby under the Co-
operative Societies Act could become a shareholder In the case of
persons who were ordinarly resident m India but domiciled in some
other part of the Empire and companies which had bianches n India
but were mcorporated m some other part of the Empire, 1t was a

a of shareholding that the G of the parties concerned
should not be diseriminating against Indians i any way

Beparate registers of shareholders weie maintained at Bombay,
Calcutta, Delhy, Madras and Rangoon Under Section 4A of the
Reserve Bank Act [Section 2 of the Reserve Bank of India Aet (Second
Amendment)], 1940, no person after the 96th of March of 1940, was
allowed to hold any additional shares whether 1 lis own name or
jointly with another person or persons mn excess of a total nominal
value of Rs 20,000/- only ~ Moreover, one votg was allowed to be cast
for each five shares at elections to the local board and the maximum
number of votes for each shaiebolder was fized at 10 The 1eason for
such provisions was to pievent accumulation of power m particular
parts of India or 1nthe hands of a few capitalists But, as no legal
provision was made to prevent transference of shares fiom the register
of one area to the others, a laige number of shares was transferred to
Bombay area from other areas paiticularly fiom Caleutta and Delhi
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This will be evident {rom the following figures —*
Dustribution of shares (m Tiakhs of rupees )

Original Dec 3lst, Dec 31st, June 30th,
1938 1939 1941
Bombay 140 206 207 218
Calcutte, 145 123 121 122
Delhi 115 93 93 87
Madras 70 60 60 60
Rangoon 30 18 19 19

Tt 15 also nteresting to observe that the total number of shate-
holders since the establishment of the Reserve Bank declined by nearly
38 per cent and the Bank’s shares concentrated mn the hands of the few
capitahists

The following table®*® further indicates the trends m the
distribution of the Bank’s shaies as between the different a1eas

Dausti ibution of shares on

1st Apr, 31st Dec, 3Cth June, 30th June 30th June,
1938 1936 1946 1947 1948
Bombay 1,40,000 1,89,838 2,36,321 2,36,629 2,38,788
Caleutta 1,45,000 1,31,423 1,24,629 1,26,318 1,27,602
Delln 1,15,000 97,314 79,430 78,9556 78,723
Madras 70,000 61,217 51,042 49,660 49,459
Rangoon 80,000 20,208 8,778 8,438 5,428

5,00,000  5,00,000 5.00,000 5,00,000  5,00,000

1 See Report on currency and finance, 1940 41, p 35

3 Bee Roport of the fourteenth Aunusl general meeting of shareholders of
the Reserve Bank of India, 1948, pp T& 8

3 Bee Report of the thirteenth Annusal general meeting of shareholders of the
Reserve Bank of India, 1947, p 7
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NUMBER OF SHAREHOLDERS A8 ON

let Apr, 3lstDec, 80th June, 30th June, 30th June,
1935 1936 1947 1948

1946
— T
Bombay 28,000 22,342 17.368 17,362 17,230

Calcutte, 93,890 15,571 10,530 10,457 10,403
Delhy 23,000 16,744 10,589 10,817 10,117

Madras 14,000 9,703 6,510 6,392 6,379
Rapgoon 3,157 1,914 435 508 371

93,047 66273 45,802 45,031 44,400
Average No 54 75 109 1 113
of shares held

by each share-
holder

1t 18 evident from the above table that theio was a furbher decline
i the total number of shaieholders fiom 45,692 on the 30th June to
45,031 on the 30th June, 1947, and to 44,400 on the 306h June, 1948
The tendency noticed since 1944 for the number of shares on the
registers of the Bombay and Calcutta areas to expand, continued
at bhe expense of the remaming areas, the increases during the year
1948 being 2,159 and 1,248 1espectively  The 1nerease in the shares
on the Bombay and Calcutta registers was due to the Grapsferencg of
shares amounting to 3,010 held by peisens on the Rangoon register to
the registers n India as the Rangoon register was wound up 1n berms
of the Reserve Bank of Indis (Amendment Act of 1947)!

In this connection 15 will be pertment to obsors e that th

e majority
of the Select Ct by the then Legisl, A

bly on
the proposal of the Reserve Bank Bill of 1927, obiected to a share-
holders’ bank

One of many grounds for objection wag that 3 shareholders’ bank
was likely to mvolve dommation of the Bank by laige capitalists n
big cities  This assumption of the Select Committee proved a fact by
1941 1n the case of the Reserve Bank of India

The Act under Section 5 provided that the share caputal of the
Bank could be mereased or reduced on the recommendation of the

1 Bee Report of the fourteenth Annual general meeting of sharcholders of the
Reserve Bank of India, 1948, p 8
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Central Board, with the previous sanction of the Governor-General-in-
Council and with the approval of the Central Legislature to such extent
and in such manner a8 may be detormmned by the Bank in the geveral
meeting

Tn recent years, particularly before and after the last war, a
steiking trend was witnessed in obher countries towards the parbioipa-
tion in the ownership and control of the central bank by the state.
Qentral banks which were owned by the states, before the war, are the
following —Riks Bank of Sweden, State Bank of Russia, Bank of
Finland, National Bank of Denmark, National Bank of Bulgaria, Bank
of Latvia, Reserve Bank of New Zealand, Bank of Canada, Bank of the
Republic of Paraguay, Bank of the Republic of Urugany After the
last war, central banks of various b have boen
such as, The Bank of England (1946), The Bank of France (1943), 'The
Banco Centul deln. Republica of Argentina (1946 Central Banks of the
Fast and Central Europesn countries like Polnnﬂ Rumama, Bulgara,
Yugoslavia and Hungary hnve beon also nationalised with the forma-
tion of the new 1n those We have
seen that 1t became the common policy of almost all countries to mn.ke
the central bank a state-owned bank Following the same poliey the
Government of India by passing the Reserve Banl (Public Ownership)
‘Aot oFISLB. has converted the Reserve Bank of Tndia from & share-
holders’ bank to & state bank from Ist_January, 1949  According to
bhe provisions of the Aot on the basis of tho formula contamed m the
announcement of the 4th Februaiy, 1948, the value of the compensation
puyable bo shareholders was fixed at Rs.118-10 as per share to be paid
in the form of 3% Government Promssory Notes and repayable on the
15th October, 1975, or by three months' prior notice an earler date
on or after 15th October, 1970 In cases where the amount of compen-
gation was not an exach ‘multiple of Re 100, the difference would be
paid 1n cash By a notufication dated 19th October, 1948, the Govern-
ment fixed the 1s of January, 1949, as the da.je o

the Heserve Bunk would 56 acquired
of a toteT®%f 5 lakhe shares (imeludmg 5,200 shares held by the Govern-
ment for disposal at par to Directors seeking to obtam the mumumum
share qualification), the total number tendered for payment of compen-

sation up to 30th June, 1949, was 388,389, the total amount of




MODERN CENTRAL BANEING 13

compensation paid 1n the form of the 3% first Development loan 1970-75
being Rs 4,15,68,700 and 1n the form of cash Rs 20,20,483 4.0 *

Otfices and branches —

Under Section 6 of the Reserve Bank Act of 1934, the Reserve
Bank have estabhished offices 1n Bombay, Calcutta, Delh, Madras,
and Rangoon and a banch 1n London It may open branches or
agencles 1n any other place in India with the previous sanction of the
Government of India The, Bnnk established, however, branches of
1ts Banking Department at Cawnpore, Karach: and Lahore After the
partition of the country Lahore office was transferred to the Govern-
ment of Pakistan and a Tssue Deparbment was opened at the Bank's
Delh office from 1st December, 1947 A branch of the Tssue Depart-
ment was also opened at Dacea on 1st April, 1948, bub it was ultt
mately transferred to the Govt of Pakistan

Management under the Act of 1934

The general supervision and direction of the affairs of the Bank
are entrusted to a Central Board of Directors

Under Section 8(1) of the Reserve Bank Act of 1934 the Central
Board consisted of 16 members, viz —

(a) a Governor and two Deputy Governors appointed by the
Governor General 1n hig individual judgment ,

(5) four Directors nominated by the Governor General ,

(c) eght Directors elected on behalf of shareholders by local
hoaxds of five areas on the basis of two Directors each fiom Bombay,
Caleutta and Delht and one Dnector each from Madias and Rangoon ,

(d) one Government offical nomimated by the Government of Indi

A local Board constituted for each of the five areas consisted of—

(@) five members elected from among themselves by the share-
holders who were registered on the register for that area and were
qualified to vote, and

(5) not more than thiee membors nominated by the Central Board
from among shareholders of that area and representing terrtorial s.nd
economic Interests not alieady d
1ng agriculbural interests and the mbevests of co-operative banks

Local Boards advise the Central Board on such matters as may be
generally or specifically referied to them and perform such duties as
the Board delegates to them

1 Bee Report of the Central Bosi1of Directors (Rescrve Bank ol Iudiz), JOth
June, 1949, p. Tv
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Management under the Act of 1948

According to the provisions of the Reserve Bank Act of 1948 all
the Directors of the Cential Board aie appomnied by the Government
who apromt also the members of the local Boaids since the Reserve
Bank has becomo a state bank

The Central Board consists of (1) a Governor and (2) two Deputy
Governors appomted by the Central Government and (3) ten Duectors
(instead of twelve—erght elected and four nommated—previously) and
(4) one Government offic al, all nommated by the Central Government
The Directors a1e now to hold office for a period of four years mstead
of five, a8 formeily ~ As before a local Board has been constituted for
each of the fow aieas, Bombav, Caloutta, Madras and Delhi, consist-
mg of five b bers (instead of eight—five elected and three

d—p» ly) to 1 and 1nterest as
well as the mterests of co-operative and wdigenous banks

In connection with management of the Bank, the Government has
power to give such dunections to the Bank as they may consider
necessary 1n the public interest after consultation with the Governor
of the Reserve Bank of India  Subject to these directions, the general
supervision and duwection of the affairs and busmess of the Bank 18
entrusted to the Central Board and subject to such regulations as the
Central Board may make with the consent of the Governmens of India,
the Governor will exercise all powers vested in the Central Board

Durmng and after the World War No II a greater Governmental

was n the y of almost all countries of
the world Therefore, we ses a close relationship between a central
bank and the Government of a country The former 1dea of separating
politics from finance was given up In Great Britam the Bank of
England becomes subordinate to the Treasury whose word will be final
m matters of financial policy 1 accordance with the provisions of the
Bank of England Act of 1946 The Treasury 1s also empowered to
entrust the management of the Bank of England to a Boatd of Directors
appomnted by the Crown, after consultation with the Governor of the
Bank  Sumlarly, the Reserve Bank of India has, now, become subordi-
nate to the G t of India d to the p: of the
Reserve Bank (Public Ownerghip) Act of 1948




CHAPTER X

The Reserve Bank of India as a Bank of Issue

Monopoly of mote 1ssue It 13 stated m the preamble to the Act
that the Reserve Bank of India was constituted “to 1egulate the 1ssue
of Bank notes and the keepmng of reserves with a view to securing
monetary stability in British India and generally to operate the
carrency and credit system of the country to 1ts advantage ™

The essential function of a central bank 18 to mamtain the stabiliby
of the monelary standard This implies that the Central Bank should
be entrusted with the scle right of note 1ssue 1 order to keep control
over the monetary circulation

Under Section 22 of the Reserve Bank Act, the Reserve Bank 18
gwen the sole right of note1ssue Puior to the establishment of the
Reserve Bank of India, the Government of India was the sole authority
for 1ssuing notes m India while the management of credit was entrusted
to the Imperial Bank which performed functions pably as a Central
Bank  The duality in control of currency and credit was highly respon-
sible for the disorgamisation of the monetary system 1 this countiy
In almost all the advanced countries of the world the right of 1ssuing
notes was withdrawn from the other banksjand the government In
connocion with the mght of note issue by the state, the Insh (free
state) Banking Commussion observes—“Mindful as 16 15 of the disasters
of past yoais in all countries where currency was 1ssued by the Govern-
ment and recognising the hazards which come from changes of Govern-
ment, . the Commission 18
definitely of the opinion that the management of the legal tender note
1ssue should be placed m the hands of a non-politjcal and independent
body, which shall have full control and custody of the securities 1t
ho'ds", because, a needy Government may not hesitate to take recourse
to prmbfing notes But m the past, m the matter of note 1ssue, the
Central Bank was never mflaenced by any other mterest than the
public welfare

“Experience has shown that the functions of 1ssuing notes and
coutrollmg credit should be closely co-ordiaated and could most satis
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faotorily and efficiently be exereised by a smgle authonty, which would
then be the Central Bank rather then the state” !

The sole right of note 1ssue to be vested in the Resorve Bank of
India was the theme of one commisgion and comuuttee after another to
unify the control over the banking and currency reserves of the country

It 18 generally recognised that 1 the mberest of stabilty, a central
bankig authority should regulate note 1ssue not primarly mnpelled by
the profit motive and at the same time 1t 15 required by law to mam-
tain as adequate proportion of rese1ves against 1ts notes

For the 1ssue of notes, hike the Bank of England, the Reserve Bank
of India mamtams 1ts Issue Department sepaately from the Banking
Department  This separation of two departments 15, however, not an
uncommon feature with central banks The Commonwealth Bank
of Australia, the Central Bank of China, the Bank of the Republic of
Uraguay, and the National Bank of the Costa Rica memntain the two
departments separately

In England, the 1eason for this sepaiation of the Issue Department
from the Banking Department was due to the provalence of the views of
the Currency School over the Banking School According to the currency
prinoiple which was accepted 1n England by the Bank Charter Act of
1844, the volume of notes would expand or contract accordmg to the
mflow and outflow of gold mto aud from the country It was desiable
$o restrict the note 1ssue up to tho amount of gold held by the Issuing
suthority Othor forms of means of exchangs such as bank deposits, bill
of exchangs etc, were not regarded as money Therefore, the manage-
ment of the note 1ssue should be to a separate d
quite distinguished from the Banking Depatbment which performed the
commercial banking business with the exception of the note 1ssue

During those early years historical events amply proved that an
arfificial distinction .bebween notes and bank deposits did not exish
Notes and bank deposits were easily teichangeable, The Curiency
Prinaiple lost all 1ts sigmficance during the crisis of 1847 when the note
owroulation of the country did not fall with the outflow of gold but only
deposits fell and subsequently there was enormous growth of deposits

In 13 with this b the M; 1L [¢f
pointed out “the only solid reason” for this aliangement 1s bhat “tho
1  Sea Decock—Central Banking (1938), p 39
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of the Issue D has provided convenient formula

for dividing profits of the Bank of England between the Treasury and
the Bank itself’ ! According to the Butish practice, piofits earned by
the note 1ssue belong to the treasury The separation of the Issue
Department from the Banking Department facilitates caloulation of
these profits ? This argument hag no relevance to the Reserve Bank
of India as profits of tho Reserve Bank 1s distributed on an altogether
ifforent basis  Such a sepuration s maimtuined m ordor to publish
separatoly balance sheets for the Tssue and Banking Departments for
two 1easons  Firstly, 1t 19 essential to set out in a sepaiate statementa
the assets and Liabilities 1n respect of the note 1ssue as such 4 sepaia-
tion would 1nspue greater confidence in the note * Secondly, the notes
held in the Banking Depaitment show deposit liabilities of the Reserve
Banlk to the scheduled and non-scheduled banks

The Reserve Bank of India adopted the proportional reserve system
like the Federal Reserve Banks of the U S A and the Bank of France
Section 33 of the Reserve Bank Act presciibes the assets of the Issue
Department aganst which notes can be 1ssued by the Bank  Of the
total assets mot less than 3 1 o 40 p ¢ must consst of gold com,
gold bullion, sterling securities, provided the amount of gold com and
gold bullion 15 not anytime less than Rs 40 crores m value In other
wotds, goldd 18 valued at 8 47512 gramns of gold per 1upee, Fupee com ab
1ts face value and Government secuiibies at the mmket rate 22 847512
gold 1ssued com could be made use of to cause a deflation to the extent
of Bs 23 innotes “It1s clear from thus that caleulabions of the excess
notes which are available for 1ssue with existing reserves cannot be
sumple or obvious under our system'' * Though 1t 1s provided in
Section 33 of the Act that with the previous sanction of the Central
Government, however, the Reserve Bank of India may hold gold comn,
gold bullion o1 sterling securities of less than 40 p*c of the assets for
lmited periods provided that 1t pays specified tax on the deficiency,
the Bank, however, has so far mamntained since 1935 a much higher
percentage of gold and sterling securities against 1ts total labilities n
the Issue Deparbment This will be evident from the figures given below ®
S:: 3";“::.:’::‘3‘;:‘.,“.",‘?2$.‘§° Baions oo I:I:igm loss), p 7.
Eea Tha ‘Hilton Young Commssion Report, p 1

K Muranyan—Modern Banking in Irdiia (1945)

gm,mng KLI, Report on currenoy and financo (Redurve Bauk of Indla),

194549 p 222

‘wiﬁ—
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The above statement shows ths yearly average of the lmbilities
and assets of the Issue Department of the Reserve Bank of India since
the commencement of the operation of the Bank in 1935

The note circulation showed & remarkable ncrease towards the end
of 1936 owing to the gradual revival from the depiession and thereafter
there was no marked rigo 1n the note cuculation Hhll the outbresk of
the War mn Sep, 1939

On the habilities side, note cnoulation began to incroase from
193940 till 1945-46 which can be evident from the above figures
Large expansion of note 18sue during the war period was mainly aganst
sterling securities Notes n circulation (excluding Burma notes) m-
creased only by 2326 crores or by 191 per cent fiom Rs 1,218 77
crores on 29th March, 1946, to R 1,242 08 crores on 28th March, 1947
The total notes 1ssued stood at Re 1,258 08 crotes ab the end of 1946-47
a8 compared with Bs 1,238 41 crores at the end of the previous year
showing an increase of 159  Thus the percentage in the notes m cir-
culation and the total notos 1ssued duting the year 1946-47 cons:derably
declined with the mn the d two years of
22 93% and 23 33% 1n 1914-45 and 12 34 per cent and 13 13 per cent 1n
1945-46 respectively ' Tn 1947-48 notes n cwculabion mereased by
Rs. 62 33 crores o1 by 502 per cent The total notes 1ssued 1n 1947 48
stood at Rs. 1,319 49 crores as agamst Rs. 1,258,08 crores mn 1946-47
showmng an 1ncrease of 4 88 per cent Thoncrease was due to higher
price level, the widening of the fiee sector of trade and by the large
refugee and capital expenditure of the Govt® During 1948-49 there
Wwas a contraction of notes mn circulation to the extent of about Rs 135
crores  Of this Rs 127 crores are accounted for as follows Rs 44 98
crores withdrawn n Pakistan by the Reserve Bauk agamst the issue
of Pakistan 1nscribed notes during the period fiom 1st April to 30th
June, 1948, and Rs 82 20 crores of India notes 1eturned by the State
Bank of Palustan till 31st March, 1940 The balance of Rs 8 crores
was contracted n the Indian Union during 1948-49° but the net con-
trackion 1 note circulabion n Indian Union alone during the year
ended 30th June, 1949, was Rs 82 91 crores
1 See Report on ourrency and finance {Reserve Bank of Indi), 1946-47, pp 106-110
2 Seo Report on ourrency and finance (Reserve Bank of India), 1947-48, p 109
3 See Report on currency and finance (Resorve B n'% of Indis), 1948-49, p 143
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On the assets side, gold comn and bullion 1emained unchanged ab
Rs 4442 orores till 1947-48, thewr percentage to total notes 1ssued
began to dechine from the year 1941-42 while the Bank's holdmg of
sterling socurities bogan to merease The percentage of gold comn and
bullion to total notes 1ssued further declmed from 359 as at the end
of the year 1946 to 8 53 by March, 1947 In this connection 1t may be
noted that the valuation of the gold holding continued to be based on
the statutory rate of Rs 21-3-10 per tola while the market 1ate for gold
stood at Rs 103-8-0 on 31st March, 1947 The Bank’s holding of sterling
secutities increased enormously during the wai pertod  This ncrease
wag due to the heavy purchase of ws: mateuals from Indis by the
United Kingdom and the Alles The Reserie Bank of Indi 19sued
notes enormously aganst these sterling secuuities kept as reseive in
the Bank of England The Bank's holding of steiling secuiities did
not mcrease much during the year 1947, the total of such securities
standing at Rs 1,13b,32 crores on 28th March, 1947, as compared with
Rs 1,120 32 crores on 29th Maich, 1946 Consequently, the percentage
of sterling securities to total notes 19sued and the percentage of gold
and stexling securities together to total notes 1ssued declined from
9046 and 94 05 at the end of 1945-46 to 90 24 and 98 77 at the end
of 1946-47*

The valuation of the gold bolding of the Reserve Bank at the old
statutory price of Rs 21-8-10 1s far from justification as a revaluation of
gold reserves of the Reserve Bank at the market price would provide
an adequate cover for note 1ssue even if a laxge portion of our sterling
balances were liquidated  In recent years a laige number of countries
revalued themr gold reserves and afforded a wide scope for the expansion
of notes The Federal Reserve Bank revalued then central gold hold-
ing n January, 1934 They were followed by the National Bank of
Australia, the National Bank of Belgrum In 1936 Italy, Switzeiland
and France alfo revalued then gold reserves Iniecent yesis many
other countries such as Argentine, Japan, Latavia, Roumania and
the Netherlands revalued gold reserves three o1 fowr times above the
orginal value

It 18 evident from the above table that there was an appreciable
decline 1n the holding of rupee coins from the year 1940-41 This was
1 Bes Report on currency and fmancs (Reserve Bank of India), 1948 47, p 110
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due to hoarding owing to the uncertamnty created by the war At
thab time the Government of India handed over to the Reserve Bank
one-rupee notes to the value of Rs 12 crores which was shown
under rupee com under a notification The coms held (mcluding
Government of India one-1upee notes ) were, however, & hitle higher
on an average and stood at Rs 2050 orores abthe end of March,
1947, which came up to 36 91 crores at the end of March, 1948, and
Rs 42 02 crores on March, 1949

After the partition of India, there was division of the Assebs of
the Reserve Bank of India under the provisions of the Pakisban
(Monetary snd Roserve Bank ) Order, 1947, as amended in Mareh,
1948 According to the provisions of the Palastan ( Monetary and
Beserve Bank ) Ouder, 1947, a5 amonded 1n March, 1948, on Is
July, 1948, assets of the Issue Department amounting to Rs 51,67
crores were allotted to the State Bank of Pakistan agamnst an equiva-
lent Liability of Pakistan inseribed notes, outstanding as on 30th June,
1948, taken over by the State Bank of Pakistan A further portion of
the assets mn the Issue Depaitment was transferable in terms of the
Palkistan Oxder, 1947, as amended m 1943, to the State Bank against
the return of India notes m cuculabion n Pakistan on 30th June,
1948 This pocess started m November, 1948 and was completed by
30th June, 1949 Assets transfeired amounted to Rs 8220 crores
against the return of India notes up to the end of March, 1949 Subject
to the later adjustments the details of the assets, amounting to
Rs 13377 crores provisionally, allocated to the State Bank of Pakistan
till March, 1949, are ag foliows *

Rs Crores
Gold com and Bullion 440
Sterling Securities 89 55
Rupee com 431
Govt of India Rupee Securities * 3651

On the assets side of the Issue Department of the Reserie Bank,
gold com and bullon which had remamed at Rs 4442 croles
since the beginming of the operations of the Bank till 194/-48 declined
m 1948-43 &8 a result oftheallocation from time to time of assets

1 See Report on currency and finance (Reserve Bauvk of India), 1948/49, p 142
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to the State Bank of Pakistan and stood at Rs 40 02 crores at the
close of the year 1949

In connection with the holding of securities on the Tssue Depart-
ment by the Reserve Bank of India, a new provision was added by
amending Sections 17 and 33 of the Reserve Bank Act enabhng
the Bank to hold other foreign currencies m addition to sterlng ,
as TInd, with effect from 1st Januatry, 1949, assumed the obligations
25 o member of the International Monetary Fund under Aiticle
IVofthe T M F Agreement

In accordance with the provisions of the Reserve Bank Act as
amended 1n 1948, the Issue Department’s holding of foreign securities
stood at Rs 1,185 32 crores till 385th June, 194° On 2nd July they
declined to Rs 110080 orores, the differonce 1epresenting the allo-
cation to the State Bank of Pakistan Under the provisions of the
Pakistan (Monetary System and Reserve Bank) Order, 1947, as amended
m 1948, on 20th August foreign securibies were further reduced by
Rs 24816 ciores to 796 61 ciores on account of the payment to the
U K Government i terms of the Indo U K financial Agreement
for the purchase of stores and installabions and pension tres !
By the end of 1948/49 they were reduced to Rs 741,62 ciores, the
major part of this 1eduction bemng due to allocation to the State Bank
of Pakistan aganst returr. of Tndin notes The peicentage of foregn
securibies to total notes 1ssued and the peccentago of gold and foreign
secuuities to total notes issued declined from 86 04 and 89 41 per cent
respactively at the end of 1947/48 for India and Pakistan to 62 26
and 65 62 at the end of 1948/49 for the Tndian Union only *

Another noteworthy feature was that rupee securities which stood
at Rs 10284 crores on March, 1948, mcreased to 127 84 crores by
14th May and continued at that level till June, 1948 Fiom Tuly they
dechned to Rs 11415 cioies as securities worth Rs 1369 cioes
wete tiansforred to the State Bank of Pakistan But on 20th August
the Reserve Bank's holding of rupee securities mereased about Rs 264
crotes due to the creation of ad hoc Treasury Bills toieplace the
sterling securibies 1n terms of the Indo U K financial Agieement
By March, 1949, they stood at Rs 367 45 crores
"1 Be Rapore:\ currency and finance (Reserve Bank of India), 1948/49, p 143

2 Bee Report on ourrency and finance (Reserve Bank ot India),194%/49, p 143




CHAPTER XI

The Reserve Bank of Indla as the Banker to Govt

Like conbral banks of other countries of tha world the Resorve
Bank of India fulfils 1ts function as a banke: to the state

In 1its capacity as Government's banker, under Section 20 of the
Reserve Bank Act of 1934, the Reserve Bank keeps the banking
accounts of the Glovernment of India, the provineial Govelnments
and of the approved states, accepts moneys for their accounts and
makes payment up to the amount standmg to the credit of ther
accounts respectively The Bank also carries out their exchange,
remittances and other banking operations, meluding the management
of the public debt

Under paragaph 4(2) of Pait IT of the India and Burms ( Burma
Monetary Anangements ) Order, 1947, the Bank had the right to cany
oub the banking transaction of the Government of Burma But
the night of the Bank to function as a banker to the G overnment of
Burma ceased from Ist Aprl, 1947 In oider to enable the Reserve
Bank of Tadia to wind wp 1ts affaus m Burma, the Reseive Bank of
Indin Act, 1934, was amended mm March, 1947, to povide for the
deletion of all 1eferences to Buima appearing n the Act

After the partition of India mbo two Dominions from 15th August,
1947, under the Pakistan ( Monetary System and Reserve Bank )
Order, 1947, the Resorve Bank of India was to conbinue ng a hanker
to the Government of Palistan up to 30th Sep, 1948 Thig arrange
ment was done with & view to maintaining & unified monetaly system
for the two Domunions of India and Pakistan Later on, ag a result
of discussions held m March, 1948, between the Bank and the 7epresen-
tatives of the Governments of the two Domimons, the Order of
August, 1947, was amended by the Palistan Monetary System and
Ressrve Bank (Amendment) Order, 1948, on 31<t March, 1948 In

d with the p of the d the Reserve Bank

continued as the eurrency authorty in Pakistan and a bauker to the
Government of Pakistan up to 30th June, 1948 only and not 30th
Bep , 1948, as laad down in the original Order of 1947
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From 1st July, 1948, when the State Bank of Pakistan was
established, the Reserve Bank ceased to function mn Pakistan

Relation between the Central Goveroment and the Reserve Bank

In terms of an agreement with the Central Government concluded
on the 5th April, 1935, the Reserve Bank of India 18 1equired to transact
the general banking busmness of the Central Government and for this
purpose to keep such accounts n 1ts books as the Government may
direct for which the Bank 1s not entitled to any remuneration except
the advantage accrued from the holding of the Government's cash
balance fiee of mnterest Under the provision of the Act, the Bankis
also entrusted with the management of the public debt and the 1ssue of
loans For the management of the public debt, the Bank 1s entitled
to charge half-yearly a commussion at the rate of Rs 2000 per crore
per annum  The Bank 18 required to maintain currency chests of its
TIssue Depaibment at places preseribed by the Government and to keep
the chests supplied with sufficient notes and comns to provide currency
for the transactions of the Government

Since the estabhshment of the Reserve Bank, the 1upee loans of
the Central Government are being floated thiough the public debt
office of the Bank

The Central Government borrows for short periods fiom the, public
by selling treasury bills thiough the Reserve Bank These hills
are usually sold for & term of 3 months through the offices and
branches of the Banking Department of the Reseive Bank of India
either by tender or at an intermediate tap rate They are available n
the following denominations —Rs 25000, Rs 50000, Rg 1 lakh, Rs 5
lakhs, Rs 10 lakhs and Rs 50 lakbs

On maturity, treasury bills are paid at the office of the Reserve
Bank from which they were 1ssued

The Central Government also boriows from the Bank m the form of
‘ways-and-means advances

The details of the loan flotations, of treasury hills sold and of
ways and-means advances taken by the Central Government from time
to time since 1938-39 will be evident from the figures given below *

1. Bee Report on ourrency and finance (Reserva Bank of Indis), 1948 49,
pp 102 and 130
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666 In crores of rupees

193839 1930.40 104041 1941.43 104243 104344

Rupee loans 43787 45023  574'55 611'85 74874  1,004'35
Treasury

Bills and
Ways and-
Means ad-
vances 4630 5470 8490 13698 26470 11061
1944-45 1945 46 1946-47 1947-43 1948-49
(revised)
Rupee loans 1,212 14 1,49220 1,52973 1,51709  1,47839
Treasury
Buills and
Ways-and-
Means ad-
vances 86 70 8333 79 20 8584 373'33

The huge cost of the last world war and the enormcus loan require-
ments of the Government of India placed a heavy burden upon the
credit structure of the count:y Under the siress of the burden the
Reserve Bank of India had to help the Government n the flotation of
Ruped loans  During the war period loans floated by the Government
mcreased from Rs 437 87 crores in 1938-39 to Rs 1,21214 crores in
1944.45 Greater use was made of ways-and-means advances and the
treasury bills by the Reserve Bank to help the Government during the
war, particularly 1n 1941-42 and 1942 45 The mcrease was, duuing
the year 1941 and 1942, by 14 6 per cent and 21 9 per cent respectively
A large series of loans were floated by the Government thiough the
Bank after 1945-46 to give practical shape to post-war economic plan-
ning and also to dischaige permanent debt In the year 1946-47
loans weie floated m the shape of non-negotiable, non-interest-
bearing secunties for Rs 13995 crores for the payment of the
subseription to the International Monetary Fund and for a part pay-
ment for the purchase of Tndia’s quota of shares 1 the International

T Ses Roport on currency and firance (Reserve Bank of ndia), 1946 47, p 82
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Bank for n and Devel t  The t of the
outstandings of undated and dated loans and treasury bills to total
rupee debt dechned respectively from 147 per cent and 62 4 per cent
at the end of 1946-47 Due to a further 1eduction n expenditure as
well as boriowing from the maiket, the total rupee debt of the Central
Government ab the end of 1947 48 showed an actual decrease of Rs
703 crores This fall was due primarily to non-monetary factors such
as the unsettled pohtical conditions before and after the parfition of
India mto two D and the of the 1 trouble
1n parts of the country during the year 1948-49 The rupee debt of
the Central Government increased by Rs 237 81 crores ' New loans
were floated 1n the year under review 1n order to dischargs permanent
debt

Tne amounts of new loans floated and permanent debt discharged
1 India by the Central Government through the Reserve Bank of India
are given below *

(In crotes of rupees)

Year New loans Dischiarge of permanent Debt
1988.39 20381 26 61
1939-40 3823 25 94
1940-41 143 40 19 54
1941-42 125 08 8756
1942-43 13828 115
1943-44 27635 16 68
1944-45 20772 030
1945-46 33543 55 59
1946-47 ‘Revised) 87509 33449
1947 48 (Revised} 4095 57 96
1948-49 /Revised) 5504 98 96
1949 50 (Budget) . 8500 68 85

TFrom the year 1944-45 fieasmy bills sold by the Government
showed a marked decrease till the year 1Y48-49 when there was a
distinet merease of sale of treasury bills by 14 9 per cent

This mcrease was due to sale of Treasury Deposit Receipts by the

1 See Report on ourrency and finance (Reserve Bank of India), 1946-49, p 120
2, Seo Report on currency and finance (Reserve Bank of India), 1948 49, p, 120
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Government through the Reserve Bank of India with & view to catering
to mstitutional nvestors sesking media for shorb-term investment *
The Govenment’s balance of Wave and-Mcans Advances with the
Beserve Bank also declned since 1944-45

The highest, lowest and average month end balance of the Central
Government with the Reseive Banlk for cach of the years 1939-40 to
1948-49 together with the year-end balances are shown mn the Table
below *

In crores of rupees

Year Highest Lowest Average Year-end
1939-40 1565 (March) 5 03 (Tuly) 899 1565
1940-41 2308 (Feb.) 397 (April) 1019 13 57
194142 5868 (Feb) 5 49 (June) 1577 1515
194243 2588 (Feb) 157 (August) 1210 1741
1943-44 83 49 (March) 8 39 (June) 3025 8349
1944-45 270 54 (Jan ) 5697 (May) 17369 26879
194546 52720 (March) 20661 (May) 40214 527 20
1046-47 53806 49285 469 01 49285
1947-48" 49285 (March) 260 86 (Feb) X 274 85
1048.491 24297 210 36 (July) X 218 90

The relation between the Provincial Governments and the
Reserve Bank of India

TUnder Section 21(1) the Reserve Bank of India has entered 1nto
separate agreoments with each of the Provincial Governments setthng
the terms on which 1t has undertaken to transact thewr banking busimess

With the inauguration of the Provincial Autonomy on the lst
April, 1937, the Provincial Governments opened separate accounts with
the Reserve Bank of Indta  From the 1st Apmi, 1 38, they agreed to
keep cortain mimmum cash balances with the Reserve Bank and the

~Piovincial Governments weto allowed to meet any temporary deficits

1 Bes Ropork on currency and finance (Reserve Bank of Indla), 1948 49, pp 12223
2 Soe Report on currenoy and finance (Reserve Bank of India), 1946-47, p 83

* Sea Report on ourrency and finance (Rescrve Bank of India) 1948 49, p 121

4 Beo Report on ourrency and finance (Resecve Bank of India), 1947-48, p 89
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either by obt: W: d-M Ad from the Bank or by
18suing their own treasury bills  Under Section 163 of the Government
of India Act, 1935, subject to certain 1estrictions each Provineial
Government 15 sllowed to borrow on the security of the revenues
of the Province and 1n exercise of tlus power, several Provincial
Governments have floated loans through the Reserve Bank from the
1st April, 1987 Since then these loans have been more or less a
regular feature of the money market In terms of the Bank's agreement
with each of the Provincial Governments, the Provincial Governments
have also borrowed from the Bank in the form of Ways-and-Means
Advances for short periods

If any Provineial Government desires to remit funds outside the
area within 1t8 jurisdiction, in supersession of the terms of agreement
entered into with each of the Piovincial Governments, the Reserve
Bank 18 entitled to make a chaige for such remittances at rates not
exceeding those which the Bank charges to scheduled banks subject to
& mimmum charges of 4 annas for each remittance

The details of the Provincial debt position since 1938-39 will be
evident from the table’ given below

Provincial debt posibion (gross total debt which includes (1) perma-
nent debt, (2) floating, (3) loans fiom Central Government, and

(4) unfunded debt .
Year Amount (In c1ores of 1upees)
1938 39 » 163 20
1939-40 167 61
1940 41 . 169 91
1941 42 169 15
1942-43 170 26
1943-44 , 196 28
1944-45 17435
1945-46 162 97
1946-47 (Revised) 15779
1947-48 (Revised) 11988

1948-49 (Revised) . 15492
© 1 Seo Report on currency and finsnce (Resorve Bank of Iudia), 1948 49
pp 102 &103
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After the year 1944.45 the need for provineal borrowings was to
mmplement; the several blue prints for post-war development schemes
propared by the provinees After tho partibion, the outstanding total
deb; of all the provinces in the Dominion of Indi showed a dechnse of
Rs 3791 crores from Rs 15779 crores at the end of 1946 47 to
Rs 119 88 crores ab the end of 1947-48

The table below shows the year-end cash balancos of the Provineial
Goveinments with the Reserve Rank sinco 1945-46

Year Amount (In lakhs of rupees)
1945-46 3161 (March)
1946-47 3089( , )
1947-48 a110( ,, )
1948-49 2818( ., )

Adviser to Government on Hinancial matters —

By virbue of 1ts posibion as the central bank of tho country and 1ts
close association with the banks and money market, the Reserve Ban
of India 18 n & position to 1ender advice to the Central and the Pr
vinolal Governments on financial and banking matters The Ba
advises Governments and Government Deparbments m connectio
with the flotation of new loans, conversions, nvestment of funds)
legislatioy  affecting banking and credit ete In recent years the
Contral Government sought the advice of the Reseive Bank in connee-
tton with the of the Industrial Finance C and
mn the passing of the Banking Compames Act of 1949 In connection
with the flotation of new loans, mn1ts capscity as a banker to the
Central and Piovincial Goveinments, 1t 18 ablo $o co-ordimate thewr
boriowing programmes so as to any nisk of
competition  With the consent of the governments, the Reserve Bank
has drawn up a system of underwnmting Provincisl loans with the
co-operation of the larger scheduled banks and broker's firms which
has materially facilitated the flotation of such loans In carrying out
the borrowing operations of the Government, efforts are made by the
Bank, on the one hand, to minmumise the effects of such operations on
trade and industry and on the other, to obbain the best possible terms
for the Government

9




CHAPTER XIt

The Reserve Bank of India as a banker for other banks

Like every Central Bank which acts as a holder of the cash reserves
of commereial banks with a view to regulate the eredit and currency of
the country, the Reserve Bank of India, under Section 42 of the Act,
has the right to hold the cash balances of all banks mncluded i the
second schedule Therefore, the Indian jomt-stock banks are divided
mto two classes, namely, Scheduled Banks and Non scheduled Banksy

The Section 42(6) of the Act provides that a bank having & paid-up
capital and reserves of an aggregate value of not less than b lakhs 18
entitled to be ncluded in the second schedule to the Reserve Bank of
India Act The words ‘“aggregate value of pad-up capital and
reserves” mentioned n this Section are mterpreted to mean the real
or exchangeable value of the paid-up capital and reserves and nob
merely the book value as shown m the balance sheet;

Under Sub-section (6) of the same Section, a bank 15 hable to be
excluded from the schedule 1f the value of 1s capital and reserve falls
below the preseribed mimimum orif 1t goes mto hiqudation or other-
wise ceases to carry on banking business

Moreover, before a bank 1s mcluded 1 the second schedule, the
Reserve Bank institutes an inspection of the affairs of the bank and
permission 18 granted, if satisfied The mclusion of a bank mn the
second schedule 18 no of its d or stabiliby,
but the mnclusion may be cancelled if the Reserve Bank subsequently
found that the affawrs of any such bank are not being conducted
satisfactorily

The number of banks included 1n the second schedule and of banks
excluded from the secend schedule 1s known from the following figures

Year Inclusion Exclusion
1946-47 8 1
1947-48 6 1

194849 3 4
Prior to the promulgation of the Banking Compames (Inspection)
Ordinance, 1946, which was, later on, incorporated to the Banking
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Companies Act of 1949, the Reserve Bank carried out 1ts mspections of
banks under Section 42(6) of the Reserve Bank of India Act with the
object of testing the ehigibility of banks for inclusion or retention 1n the
second schedule to the Reserve Bank of India Act The scope of an
mspection under the Banking C (I t10m) Ord 1946,
was much wider, ‘covering, as 1t did, not only & quantitative assessment
of the bank's paid-up capital and reserves, but also a qualitative
assessment of 1ts management, policy and methods of business from
the pont of view of the depositors’ interests” !

Therefore, during the year 1946-47 mspections of banks ncluding
those for the purpose of testing the eligihiity of banks for melusion or
refention m the second schedule were carried out by the Reserve Bank
under the Ordmance But the inspection of banks mcoiporated out-
side British India was carried out under Section 42(6) of the Reserve
Bank of India Act as the mspection of such banks did not fall withmn
the provisions of the Ordinance

Accordingly the Reserve Bank carried out 1ts mspection

During the year 1946-47, 19 banks and 1n the year 1947-48, 12
banks were nspected under the Ordinance and 8 banks in the same
two years under Section 42(6) of the Reserve Bank of India Act ?

Relation of seheduled banks with the Reserve Bank

Like*'member banks” of the U 8 A and other countries, scheduled
banks are compulsorily to mamtain under Section 42(1) of the Act a
mmmmum balance equal to 5 per cent of their demand and 2 per cent
of their time habihities with the Reserve Bank In case any scheduled
bank 18 unable to comply with the above requirements, the Reserve
Bank can charge the bank the penal mterest at the rates prescribed in
Section 42(3) By the Reserve Bank of India (Third Amendment) Act,
1940, this penalty has been made rigorous , ,the Reserve Bank 18

d to prohibit defaul banks from fresh deposits
if the balance below the bed and 18 also
empowered to penalise directors, and other officers who knowingly and
wilfully are parties to a default

1 Boe the 13th Annual Report of the Reserve Bank of India, 1947
2 Seo the 13th and the 14th Annual Reports of the Reserve Bank of India,
1947 & 1948 .
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A scheduled bank 1s furbher roquired to submit a weekly return of
18 posifion m the form presciibed by Section 42(2) to the Central
Government and to the Reserve Bank

Failing to submib the statement, a scheduled bank 18 liable to pay
penalty of Rs 100/- for each day during which the failure continues

With regard to the holding of legal cash reserves of commercial
banks, the Reserve Bank of India copied the Federal Reserse System.
The centralisation of cash reserve by a central bank 18 a means of
control over the banking and credit sibuation In 1931, the Macmillan
Commuttee observed that *'the main reason for expecting banks to keep
reserves above the mmimum needed for daily convemence 1s no longer
primarily the safety and solvency of the banks themselves, as 1t was
in the former times, but the necessity of providing the Central Institu-
blon with sdequate resources wherewith to manage the monetary
system and safely furmsh the member stibutions with preasely those

, for rapdly 1 earming assets, upon which the
latter depend when determimng the amount of their Cash Reserves” *

In the same year, the Gommittee, on Bank Reserves of the Federal
Reserve System, pomted out “that the two mamn functions of legal
requirements for member bank reserves under the present banking
structure are, first, to operate i the drection of sound credit conditions
by exerting an mfluence on changes m the volume of bank credi,
and secondly, to provide the Federal Reserve Banks with &ufficient
resources to enable them to pursue an effective banking and credit
policy.”*

Experience has shown that by mere enforoing the statutory obliga-
tion of mamtaining cash reserves by commereal banks with a cenral
bank, the central bank could not keep control over the banking and
credit situabion of a country unless 1t adopted a system of varying
reserve requirements qf commercial banks with 1t  In many countries,
such a8, the U, 8. A, New Zealand, Mexico, Costa Rica, eto . by
VAryIng Ieserve requirements of member banks, central banks of those
countries succeeded farly to enforce control over the credit situation
1 recent years, particulaily in the posb-war period

"1 8ee tho Maamilian Commitice Report, p 168

4 Beethe Report of the Commuittes of the Federal Resorve Syatem on Bank
Reaerves, p 5
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In Indma, the purpose n demanding mimmum cash balances
from the seheduled banks by the Reseive Bank of India, was explamed
1 the following words

“The acoumulation of these balances wilh the Reserve Bank places
1t m a position to use them freely m emergencies to support the
scheduled banls whenever thoy seek 1ts assistance as & lender of last
resort "1 Again, 1t 18 stated that “the resl purpose of these balancos
18 not to guarantee the deposits of the pubhic with banks.. The
pumary purpose of these rederves 1s to enable the Central Bank to
exercise some measure of control over the banking system ''?

The Reserve Bank of India 15 not yeb legally empoweied by any
legislation to vary the legal ratios of scheduled banks with a view to
enforce contiol over the credit structure of the country though the
Reserve Bank ifself has recogmsed that the primary purpose of the
statutory balances 1s to enable the Ban to exercise some amount of
control over scheduled banks

This question of applying the variable 1eserves ratio by the Reserve
DBauk for controlling eredit in I .2 will be taken up later on

It 18 alco necessary to . ea1 in mind that as non-cched _d banks
were outside he control of the Reserve Bank, the Reser e Bank's
authorisy to exercise control over the banking system sould be
questioned. Though tha Bank tendered advice to the non-scheduled
banks ‘when nasked fr, 1t had no diect touch with them till the
promulgation of the Banking O (I ) Ords m
1946 and till the passing of the Banking Companies Act of 1949

Under the Banking Compamies Act of 1949, the Reserve Bank 1
empowered exercise some measure of control over non-scheduled
banks

‘Therefore, with regard to the cash roserve position of non scheduled
banks, Section 18 of the Banking Companies Act of 1949 provides
that “every oanking company not Lemg o scheduled bank shall
mamtam by way of cash reserve in cash with 1itself or m an account
opened with the Reserve Banl, or partly m cash with iself and partly

1, Bee Functions and Working of the Reserve Bank of India (Publiehed by the
Reserve Bank of Indis, 1941), p 8

2 See Functions and Working of the Resorve Bank of India (Published by the
Roserve Bauk of Indis, 1941%, p 40,
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m such account, & sum equivalent to at least two per cent of 1ts time
liabilities and five per cent of its demand habilities and shallfile with
the Reserve Bank before the fifteenth day of every month three copies
of a statement of the amount so held on Friday of each week of the
preceding month with particulars of 1ts  tme and demand Liabilibies
on each Friday "

In accordance with the provisions of the Banking Companies Act
of 1949, as stated above, an attempt 18 made to exercise control over the
banking structure of the country Bub 1t 18 questionable how far
the Reserve Bank will be able to influence the credit situation of the
country as 1t has been observed that mere statutory provision for
keep'ng mmmmum ocash reserves by commercial banks may not be

ffic.ent for lling the credit sibuation of the country

Loans and advances to Scheduled Banks

Scheduled banks, under Egction 17 of the Reserve Bank of India
Act, may expect to enjoy the faciliby of financial accommodation m the
shape of the rediscoun of ehgible bills or loans and advances against
eligible securities from the Reserve Bank  Section 17(a) provides kinds
of paper which the Bank may accept for rediscount They include —

(1) bona fide commercial or trade bills, or promissory notes as
defined m the Indian Negotiable Ingtrument Act drawn on and payable
in Indis, maturing withm 90 days and bearing at least two signatures,
one of which 18 that of a scheduled bank ,

(2) bills 185ued or drawn for the purpose of holding or trading m
Government securities and 1n certamn other public securities, but
otherwise having the same qualification as above ,

3) ngncultuml bills drawn for the purpose of financing seasonal

t or the of erops, bearing two or more
signatures, one of which 1s that of a scheduled bank or a provincial
co-operative bank and faturing within nine months , and

(4) bills 1moluding treasury bills diawn 1 or on any place n any
country outside India which 1s a member of the I M F, maturing
within 90 days, and endorsed by a scheduled bank

The Aot also provides under the same Section for the extension of
loans and ad to scheduled banks for a pertod of 9)
days®against the security of (a) gold or silver or documents of title to
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the same, (b) brustee (c) Mulls of exchange and
notes eligible for purchase or rediscount by the Bank, (d) promssory
notes of any scheduled bank or 1 tive bank

by documents of title to goods which have been transforred, assigned
or pledged to any such bank as securiby for a cash credit or overdraft
granted for boma fide or trade t b or for the
purpose of fi seasonal \ or the ke
of crops” (which 1n the claus® referred to “documents of title to goods™
and not to “goods”)
The lending policy of the Reserve Bank as well as the kind of
d which scheduled banks may obtam from the Bank are
explained 1n the following words
“In conformity with the usual practice of Central Banks in ather
parts of the wold and with & view to promoting the development of
banking on sound Lnes in tins country, the Reserve Bank mn extending
18 credit to the scheduled banks has to take mto consideration not
only the nature of the security offersd to 1t but also the genersl
character of the investments of the applymg bank, the mannern
which 1ts business as a whole 15 bemg conducted, whether for 1nstance
1t offers excessively high rates of interest mn order to atract
deposits, whether 1t seeks help from the Reserve Bank mn normal
times yhen funds m the money market are ample and whether 1t
has been overtrading and extendng an undue amount of credit for
purposes in d or securities or indulgmg m un-
securod busimess to an excessive extent. It 18 to be noted in bhis
connection that the Reserve Bank 15 empowered by the Act to grant
only temporary accommodation With a view to ensurng that 1ts
credit facilibios are not absurd in the way the Reserve Bank may call
for such information or impose such condibions on the borrowing
scheduled bank as 1t may consider necessary, and a scheduled bank
requnng assistance from the Reseive Bank 13 expected to supply
such information as may be called for !
8016 15 clear from the above few lines that a scheduled bank 1 not
entitled to redscount bills or to sccure loans and sdvances from the

1 Bee Functions and Working of the Reserve Bank of India (Published by the
Reservo Bank of India, 1941), pp. 41 & 42
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Regerve Bank Tt has to qualify for such aid by satisfying the bank

sbout its soundness and stabibty. A bank included mn the second
sohedule may gam prestige in the oyes of the publio, Bus 1t is quite
erroneous to believe on the part of the public that the Reserve Bank
gives guarantee about tha eolvenoy of the soheduled bank,

It is necessary to bear in mind thab mere scheduling ad such is
no sssurance that a bank in diffioulties will receive help from the
Beserve Bank. The Reserve Bank is to bo satisfied about a bank's
ability to liquidate its assets before it assists a bank in its difficulties
Therefors, the Reserve Bank slways insists upon s bank for holding
Government securities as they agsure the safeby and ultimate realisation
of Reserve Bank funds lent to tho bank. By themnclusion in the
second schedule only a small number of banks under bhe provisions
of the Reserve Bank of India Act, the Act did not envisage a radieal
transformation of the existing banking structure  All that 1t attempted
was to bring the scattered and organised elements of the Tndian
banking system into the orhit of the Reserve Bank system and to give
that structure a loose uniby and coherence among them.

Relation of Non-scheduled Banks with the Reserve Bank.

A large number of small banks having thewr psid-up capital and
regerves below & lakhs for which they have not beun included in the
second sohedule of the Reserve Bank Act, remained outside the Influence

the Regerve Bank of India for a long time

On sccount of 1ts lack of control over the important sections of the
money market, and as a vesult of bank failures, the Reserve Bank of
India published & memorandum in 1940 for banking 1eforms 1n India.

Though efforts wera made by the Reserve Bank to give gmdance to
non-scheduled banks, the response was mslgmﬁmnt in comparison to
offers mada by the Bank

Power of the Reserve Bank over all other banks other than sche-
duled banks is increased by the Banking Companies 4gb of 1949 with a
view to draw all banking institutions mto the Orbib of the Reserve
System®so that the Reserve Bank may exercise’ certain moum‘;{
control over the banking structure of the country.

Under the provisions of the Banking Companies Act of 1949, thh
Reserve Bank is now empowoped to control tha entire jomnt-stock bank
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ing system in India. Under Seotions 20 & 21 1t may give directions to
banking companies in regard to lending policies, the purpose for which
loans or advances may or may nob be made, the margins to bs main.
tained 1n respect  secured advances and the rates of interest to be
charged on advances. If any loan or advance granted by a banking
company appears to the Reserve Bank as detrimental to the mterest of
the depositors, the Resorve Bank may prohibit or may caution the bank
from granting any such further loans and advances It may oall for
periodical a8 well as ad hoc returns and 1 the public interest may also
publish such informations 1n any consolidated form the Bank deems fit.
Under Section 85 of the Act the Reserve Bank may, in its own initia-
tive or according to the direstion of the Central Government, cause
msepection on any bank

The Reserve Bank's permission 18 required f a banking company
intends to open & new branch or to transfer an existing one

The Reserve Bank, under the provisions of the Act, has been given
certain powers in respect of voluntary winding up and amalgamations
of banling compames , and 1t may be * appointed as the official
hquidator by a court. N

Fiom the above-stated provisions of the Banking Companies Act of
1949 1t appears that powers are vested to the Reserve Bank of India
with & yview to mcresse tho stability of banking companies in the
public interest.

Remittance facilities,

Both scheduled banks and hed banks have been granted

facilities at tates. N heduled banks desir-

ous of availing themselves of the concession rates are to fulfil the

following conditions as stated in the Reserve Bank's circular letter
No ACD 764/24A-40, dated the 23rd October, 1940 *—~

(1) They must be companies registered under the Indian Companies
Act,

(i) bhey must be doing banking business 1n British India in accord-
ance with the provisions of the Indian Companies Act relating to
banking companies, and

(i) they must have a minimum pa:d-up capital and reserves of
By 50,000/- .




CHAPTER XIIT

Exehange obhgation
. The Reserve Bank of Indiais entrusted with the duty of mamtain-
g the stability of the exteinal value of the rupee  For this purpose,
under Sections 40 and 41 of the Reserve Bank of India Act of 1934, the
Bank was obhged to sell and buy sterling within certan fixed rates
provided the amount offered or demanded n any transaction was not
less than £ 10 thousand The Bank was to sell sterling to anyone at a
rate not below 1 s 53¢ d for a rupee and buy sterling at a rate not
hlghor than 1§ % @ for a rupes The Bank 18 also obhged to meet the
ts of the G for which the Bank purchases

sterling from the scheduled banks by weekly tender or at an mtermediate
tap rate. This method of purchase helped the banks to transfer their
funds from London to India w the busy season and thus 1t tended to
relieve the seasonal stringemcy mn the Indian Money Market Any
change 1n these rates could be made only by a special legislation subject
to the approval of the Governor General of India

t on India’s bership 1 the Int b 1 M v
Fund and the International Bank for R truct; and Devel
and fixing of par value in accordance with the Articles of the Fund
Agreement, sterling ceased to be the sole determmant of the external
value of the rupee  Therefore, Sactions 40 and 41 of the Reserve Bank
of India Act of 1934 were repealed, and by the enactment of the
Reserve Bank of India (Second Amendment) Act, 1947, the converti-
bility of the rupee into other currencies was provided for The
Reserve Bank 13 empowered to buy and sell other foreign currencies
besides sterling at such rates and on such terms and conditions as deter-
muned by the Central G 1 conf with their ob
s a member of the Fund

Exchange control 1n war time

The exchange control became an important feature of the Reserve
Bank's working after the outbreak of the last World War of 1939
Part XIV of the Defence of India Rules 1ssued under the Defonce of
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India Act, 1939, provided for the control of all dealings in foreign
exchange

Rule 91 of part XIV of the Defence of India Rules imposed the
following restrictions —

(1) Acquisition of any foreign exchange by residents m India was
prohibited,

(1) persons authorsed by the Reserve Bank of India had the
authority to deal mn such foreign exchange

(m) Foreign exnhange could be acquired for only meeting reason-
able business bl ling or personal expaonses,
etic., subjact to the approval of the Reserve Bank of India

On the outbreak of war the Reserve Bank 1ssued licences to deal in
foreign 1 to all d b banks and also to other
scheduled banks which had dealt n foreign exchange m the past

By a notification, the Reserve Bank granted these banhe free remit-
tance facilities from India to other countries within the sterhng area
No remuttance could be done 1n countries outside the sterling area with-
out the previous sanction of the Reserve Bank

Remitbances were divided into five categories —

(1) Payment of imports

(1) Petty private remittances

() Travelling expenses

(1v) * Other trade purposes (s ¢, freight, profits and royalties etc )

(v) Camtal remittances

The object of exchange regulations m regard to remittances was to
prevent any ﬂlghﬁ of capital and to make speculative or arbitrage

mn ble In order to attain this objective,

authorised dealers were permitted to deal 1n foreign exchange under the
following conditions

Each auth d dealer was ted to séll exek agast (1)
payment of imports provided the applicant could prove that goods had
been 1mported mnto India by producing custom entry forms as evidence ,

agunst (1) petty private remittances and (i) travelling expenses
upto ertain mts laid down m those exchange regulations , against (w)
other trade purposes P by from
auditors.
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An authorised dealer was allowed to sell foreign exchange agamst
remuttances of capital nature m exceptional circumstances with the
brevious sanchion of tho Reserve Bank

Moreover, each authorised bank was to submit to the Reserve Bank
every day a stetement of 1ts actual sales of foreign exchange supported
by the application forms. The Exchange Control Department of the
Reserve Bank of India serutimsed those applications and satisfied itself
about the ob: nce of thoge exct

In order to control the proceeds of export from India to countries
outside the sterling ares, the export control scheme was mstituted
The objects of the export control scheme were to ensure first, that the
foreign exchange proceeds of export wew returnel to India and nob
retained abroad, and secondly, that exports were financed n celtam
specified ways so that the maximum exchange value was obtained

Authorised dealers were required to submt & weekly statement to
the Reserve Bank mdicating thew exchange position and if they were
heavily over-bought, those authorised dealers were required to sell then
surplus foreign exchange to the Bank of Fngland unless they could
satisfy the Reserve Bank that they were required for local sales

The general basis on which exchange control was operated was
la1d down with the begmning of the war 1 September, 1939, but later
on, the policy was modified from time to time during the war period
on account of constant changes n the political sibuation caused by
war and the 1ncreased necessity for conserving foreign exchange

As for instance, the Reserve Bank of India granted licences to a
few cotton dealers to h dollar exct as tion on such
exchange made cotton business impossible with the U, 8 A

Under the Defence of India Rules 91, 93 and 94 the Reserve Bank
‘was permitited to acquire certain American securibies by March, 1941
This arrangement was intended to faciitate exchange hetween India
and the U 8 A as the political situation changed owing to the
latter's entry_into the war

Exchange eontrol in the post-war period

The financial provisions of the Defence of India Rules were
extended by the Emergency Provisions (Continuance) Ordiance, 1946,
which expired on 31st March, 1947
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Alghough there ware no changes in the Exchange Control System,
certain events took place after the war which had considerable mfluence

on the system 1n the future  C on the obligabion to brate
settlement of sterling balances with India by the United Kingdom as
a result of the Anglo-A Loan A and on

India’s membership m the International Monetary Fund, India's futuie
foreign exchange 1elationship went under a considerable change,

In terms of the Articles of the Fund sterliag ceasod to be the sole
detorminant of the otbernal value of the rupee and the convertibihity
of the rupee nto other currencies was therefore provided for by the
enactmens of the Reserve Bank of India ( Second Amendment ) Act,
1947, by repealng Sections 40 and 41 of tho Reserve Bank Act
of 1934

The financial provisions of the Defence of India Rules which were
extended by the Emergency Provisions ( Continuance ) Ordinance, 1946,
were given statutory with certan d by the
passing of the Foreign Exchange Regulation Act, 1947, which came
mbo foree on the 25tk March, 1947 The effect of the Act 18 to continue
the system of Exchange Control for a period of 5 years with power to
continue 1t for a further pertod of three years

The Act mter alia makes provisions for the following —
(1) Restrictions on dealing 1n foreign exchange
{u) Restricbions on import and expoit of certain currency and
bullion
(m) A by the Central G b of fareign b
(v) Regulation of export and transfer of secw 1b1es

Under the provisions of the Foreign Exchange Regulation Act of
1947, the Reserve Bank of India continues the same system of
Exchange Control as framed under the Defenco of Tndia Rule 91
But one important change 15 introduced under * Section 5 of the Act
from the Defence of Indw Tules In order to extend control to
operation m rupees with non-iesidents, Section 5 of the Act prohibits
payment to, for or on behalf of persons resident outsid
with the permussion of the Reserve Bank of Ind'a
similar to the previous Defonce of Indis Tulo 92 \ excopt that 1t pro-
hibits transactions with any person resident outsid, Tndia, while the

e India except
This Section 15
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Defence of India Rule only prohibited transactions with persons resident
outside the sterling area

In the absence, therefore, of a general permission from the
Reserve Bank the effect of this Section 18 to bring to an end the
freedom of transfer between India and other countries in the sterling
ares

The Foreign Exchange Regulation Act of 1947 18 designed giving
wide powers to Central Government and the Reserve Bank to control

stion m foreign 2: and and the import and

export of bullion and currency notes

The manner and degree of control are to be decided by the policy of
the Government, which 18 to be influenced by the Balance of Payments
positions of the country and Government of India’s obligation to the
International Monetary Fund

The man objective of the Aet 1s to restrict the movement of
capital unless directly connected with the furtherance of trade and
also to sim at the multilateral convertibility of the rupee as soon as
possible Meanwhile, 1t was the imtention of the Government to
take help of the Act m order to mamtam equbibium in India's
Balance of Payment Therefore, by taking advantage of the transition-
al period allowed by the International Monetary Fund rules, under
which India could continue exchange control for a period of three
years, the Governient empowers the Reserve Bank of India to
eonfinue 1mport control and to postpone making its currency freely
convertible,




CHAPTER XIV

The Issue and the Banking Departments of the
Reserve Bank of India

Under Section 53 of the Reserve Bank of India Act of 1934, the
Reserve Bank of India 18 required to prepare a weekly statement of 1ts
accounts of the Issue Department and of the Banlung Department and
18 to submit the statements to the Government of India every week
1m a form prescribed by the Goveinment This statement of accounts of
both departments 15 published weekly in the Gazette of India and leading
financial periodicals throughout the country and reflect the condi-
t1ons prevailing in the money and financial markets during the week 1t
ralates Under the provisions of the same Section of the Act, the
Annual Balance Sheet of the Bank and the Profit & Loss Account
appended thereto, duly cerfified by the auditors, 1s also published 1n
the same preseribed form as the weekly statement closing the accounts
of the Bank as at the 30th June every year

The following 15 the example of a weekly statement published by
the Reserve Bank which reflects the important operations of the Bank

Issue Department

Labilaties Assets
Notes held m the A Gold com and Bulhon Rs
Banking Depart-
ment Rs
Notes 1 cicula- (a) Held m India
tion
— (3) Held cutmide India
Total notes 1ssued Foreign securities
Total of “A”
B Rupese com

Government ‘of India
Rupee Securities

Internel Bills of
Exchange and
other commercral
papers

Total assets
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Banking Department

Luabilatres Assets
. Rs Rs
Capital Notes
Reserve fund Rupee comn
Deposits ~~ Subsidiary com
(@) Government Bills purchased
(1) Central and discounted
Government (a) Internal.
{2) Other () External
Governments (c) Government
(b) Banks Treasury Bills
{c) Others * Balance held abroad
Bills payable, Loans and advances

Other Labilities to Governments

Other loans and advances
Investments
—————Other Assets
Total Total
Issue Department Liabihities
On the habilities side of the Tssue Departmenl there are two mam
items, 2z, notes held in the Banking Department and notes 1n circu-
labion In regard to the first 1tem the amount of notes held n the
Banking Department agrees with the total notes shown on the assets
side of the Banking Department These notes form part of the total
cash balance of the Reserve Bank, The second 1tem 18 notes 1n circula-
tion Formerly notes circulated mn India and in Burma were shown
Since the of the Burma Monetary Arrange-
ments Order, 1937, from 1st April, 1947, notes m circulation in Burma
are not shown m the Balance Sheet Notes in eirculation, as shown 1n
the weekly statement, comprise all notes 1ssued by the Reserve Bank
other than those held m the Banking Department and 1nclude notes held
by G and 1 banks and by the public
Changes wn note circulation which can be perceived from the ‘weekly
statement reflect the currency requirements of the country
" * Inoludes cash and short term seouities
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Assets —

The assets side of the Issue Dopartment shows the cover which 1s
held agamst the notes isbued by the Reserve Bank The first item
‘which 1s shown 1n the statement 15 the gold con and gold bullion held
by the Bank under Section 33 of the Reserve Bank of India Act of 1934
agamst the notes 1ssued by it. Though this item 15 shown under two
heads namely gold held m India and gold held outside India, 1t1s
ntberesting to note that ab present the entire stock of gold 1s held m
India It will not be out of place to mention that gold comn and
bullion which had 1emained at Rs 44 33 crores smce the begmning of
the operations of the Bank till 1947-48, declned as a result of the
allocation of assets to the State Bank of Pakistan At present they
stand at Bs 40 02 crores

The next 1mportant item 15 the foreign securities aganst which notes
are1ssued Formerly the Reserve Bank was allowed to 1ssue notes
agamnst sterlng securities only in terms of Section 33(6) of the Reserve
Bank Act of 1934 Ci on India's b of the Inter-
national Monetary Fund 1n terms of the Fund agresment a new provi-
sion 15 added by amending Sections 17 and 33 of the Reserve Bank of
India Act enabling the Bank to hold other foreign currencies i addition
o stexling as a part of the legal cover for the note 1ssue

The rupee com held within “B” group of assets i the Issue Depart-
ment comprises whole rupees held by the Reserve Bank for giving facili-
f1es to the public to convert notes nto com Under Section 33(4) of
the Act, the com 1s valued at 1ts face value 1n the weekly statements
and in the Balance Sheets ¢8ince July, 1940, the one-rupee notes
1ssued under the Curency Ordmance No IV of 1940 are also grouped
under rupes com , sufficient amount of rupee securities 15 kept also as a
legal cover against note 1ssue on the assets side of the Issue Department
Inorder to ensure elastiaity to the note 153ue, proviston 1s also made for
the 1ssue of notes aganst assets of internal bills of exchangs and other
commercial bills within the group “B”  But due to complete absence
of eligible commercial paper i the Issue Department the yearly average
amount of tofal notes held in the same Department on the habilities
side and the amount of Assets held as legal cover aganst such note
1ssue within groups “A” and “B” can be ostimated from the table given
mP 148

10
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ing Department Liabil

On the habibties side of the Banking Department, the first two
1tems are the paid-up capital and the reserve fund It was stated before
that the capital of the Reserve Bank of India was 5 crores consisted of
shares of Rs 100/- each held by the public with the exception of
Rs 220,000 which was held by the Government for disposal to
durectors to enable them to obtamn the mmmum share gualification.
Under the provisions of the Reserve bank (Public Ownership) Act of
1948, the total amount of capital 18 now being held by the Government

The amount of reserve fund was provided for by the Government
of India 1n the form of Government securities

The deposits of the Bank are shown under three mam heads namely
Government, banks and others The Government deposits are divided
1nto two heads namely Central Government deposits and deposits from
other Governments The deposits from other Governments means
deposits recerved under Provineial Gove ts A ts G M)
the Central Government as well as Provipeial Governments mamntain
certain mimimum balances with the Reserve Bank These balances
normally mcrease when taxes are paid in and decline when the Central
Government and Provineial Governments have to make disbursements

Deposits shown in the habilities aide of the Banking Department
under the head “banks”, comprise the deposits mamtamed by the
scheduled banks 1n terms of Section 42 of the Act The changes in
these deposits are to the dib; Iling 1n the money
market Durmg the busy season e, from November to May, the
excess depostts of the scheduled banks with the Reserve Bank usually
show & decline but they generally increase during the slack seagon from
June to October

Other deposits 1pclude those of heduled banks, big rail
big utiity and of pubhic bodies N heduled banks
are permitted to open accounts under certan conditions In terms of
section 18 of the Banking Companies Act of 1949 non-scheduled banks
may keep 2 per cent of their time hahilities and 5 per cent of their
demand habilities with the Reserve Bank of India

Of the remammng two ifems on the habilities side of the Banking
Department namely “Bills payable” and “other habilities”, bthe
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former compuises mainly the various forms of bills drawn by tha offices
of the Bank upon each other The latter 1ncludes the various amounts
held 1 su 11 tions 1n transit between the offices
of the Banl and profits for payment to the Government

Assets —

On the assots side the first thres ibems are notes, tupeo com and
subsidiary com They form bhe cash balance of the Reserve Bank
Notes held mn the Banking Department appear also on the habihties
side of the Issue Depaxtment Under rupee comn one-rupee notes are
now mcluded since 1940

Bills purchased and discounted are divided under throe heads namely
nternal, external and government treasury bills The Reserve Bank of
India has so far discounted commetctal bills of small amounts, owng to
oheap money conditions On the other hand, the Bank discounts & large
number of treasury bills of the Central and Provineial Governments,

The Balances held abiosd include cash and short-term securities
held on account of the Reserve Bank of India by the Bank of England
The short-term securities consist entirely of United Kingdom treasury
bills  Othe: United Kingdom securities are held unde: “Tnvestment".

“Loans and Advances to Governments" refer to such advances which
aro made to the Central Government and Provincial Governments by
way of ways-and-means advances under Section 17(5) of the Reserve
Bank Act of 1934 and are repayable in each case within three months
fiom the date of advance. “Other loans and advances” mnclude such
advances which are made o the Bank’s other customers.

The mvestments consist of rupee securities of the Government of
India and of the Government of Umted Kingdom They also imclude
those securities which were delivered to the «Bank by the Central
Government m respect of 16s reserve fund

The 1tem ‘“other assets” refers to farniture, fittngs, stationery and
cerban 1tems 1 course of collection.

The following table shows the annual averages of Lishilities and
assets of the Banking Department of the Reserve Bank of Indi from
1935-36 to 1948-49.
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On the habilities side of the Banking Department, Government
deposits showed a large mncrease after 1938 This was due to the fach
that smoq 18t Apul Provincal Governments maintained —certain
mmimum balances with the Reserve Bank of India i socordance with
the terms of the agrosments entered mto with them Gavernment
deposits remamed steady til 1943-44 they showed a marked
merease In 1944-45 the deposits of the Central Government mereased
to Re. 16267 crores from Rs 9931 croves in 1943-44¢ In the year
1945-46 and 1946-47 the aveiage deposits of the Central Government
was much higher than previous years In 1947-48, the deposits of the
Central G t fluctuated ly, they showed a
downward trend and stood at Rs 267 47 crores on the 36th March, 1947 *
Thig decline can be accounted for by the payment made to the Govern-
ment of Pakistan m settlemenf of thewr clarms to the balance of the
undivided Central Government.

The deposits of the Provincial Governments also showed uncartain
trends  Before the partition, they fluctuated between Rs 10" 98 a!ores
and Rs. 29 62 crores The same trend
the deposits of the Provincial Governments in India moving between
Rs 2441 crores and Rs 7'82 crores and those in Palustan between
Rs. § 51 crores and Rs. 0 08 crore ?

Dunng the firgh ha.lf of 1948-49 deposits of the Government of India
fluck derably showing a decl tendency between Rs 261°32
crores and Rs 202 69 crores *

Bankers' Deposits

Bankers' Deposits with the Reserve Bank of India mdicate the
trend of the money market The large balances towards the end of
1935 indicated the easmess of the monetary situation while the declme
m 1938-39 indicated the stringency of money and the increased
demand for finance from trade and ndustry 'Dxmng the early parf
of the War, Bankers’ Deposits fluctuated greatly owing to uncertamties
prevailling mn the money market and occasioned by the demand of the
scheduled hanks for cash m order to meet the demands for withdrawal
made upon them by their clients Towards the end of the war, they

1&2 See Report on Currenoy and Finance (Reserve Bank of Indla),1947 48, p 108
8 See Report on Currenoy and Finance {Reserve Bank of India), 1948 49, p. 141,
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showed & large increage despite the i d trade activity

on the war as there was no stringenoy of money in the money market
owing to the sbeps taken by the Reserve Bank to inorease the nate
circulation. During the year 1947-48 the average deposits of banks
With the Reserve Bank of India amounted to Ra. 10347 crores,
recording an inoresse of Rs, 17'43 crores over the aversge for the
previons year. From Febraary 20, 1948, they showed a declining
tendenoy and fell to Rs. 7890 crores by tho 26th March, 1948 *

During the year 194849 the average Pankers' deposit with the
Bank was Rs 80'53 orores They fell mainly owing to the transfer
of balances of banks operating - Pakistan to the State Bank of
Palristan and owing to heavy demand for funds by the scheduled banke
in the Iast quarter of 1948-49

Notes, rapee coin and gubsldiary coin,

On the assets side, notes, rupse com and subsidiary cown from bhe
cash balances which the Reserve Bank of India possesses to meet
withdrawal of deposits and their proportion bo botal deposits 18 bho
mtio of hiqmd assels to current liabilities. This ratio wes very high
Hll the outbreak of tha last World War. In respect of the atatement
for the week ended August 25, 1939, the ratio was over 88 per cent, but
by the week ending Apul 11, 1941 it was a httle below 25 per
cent.? Thg tendenocy was observed during the war years owing to the
uncertainty oreated by the war and partly ow:ag to withdrawal of cash
by scheduled banks to mees the increased demand of the public
From the year 1945.46 the average cash balanees showed rising
tendenoy and durng the year 1947-48 they stood ab Rs 47 24
orores. Again in 1948-49 1t declined snd fell to 22'12 crores which
was leas than half the previous year's average of Rs 4724 crores
This steep fall was raainly owing to the transfer of assets to the State
Bank of Pakistan.

During the years following the establishment of the Resorve Bank
of India, tharo was practically no demand on the Reserve Bank for
the redistount of commercial bills as well ag agricultural bills provided
under Beotion 17 of the Reserve Bank Act, The Bank, on the other

1, Report on Querenoy and Financs (Roserve Bank of Indla), 1047-48, p 108,

2. A Btudy of ¢he Indlan Morey Market by B, C Ghoso (1948), p. 63,
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hand, showed 1its inchnation to rediscount the treasury hills of the
Central and Provincial Governments During and nfter the war, the
rediscounting of treasury bills by the Reserve Bank showed an moraag-
1ng tendency

Balances hold abroad melude cash and short-term secturities,
The aveiage balances held abroad ncluding cash and shorb-term
investments showed a rise from the year 1940-41 and particularly from
the year 1943-44 onwards, the 1ncrease was spectacular While during
the year 1945-46 the balances continued to increase and reached the
maximum 1 March, 1946, they showed a continuous fall reachmg the
lowest lovel of Re 474 49 crores during February, 1947 The average
balance held abioad showed a decline fiom Rs 538 83 crores 1n 1946-47
to Rs 406 95 croies duing the year 1947-48 on account of the deficib 1n
the country’s balance of payments In 1948-49 they fell to Rs 807 78
crores mainly owing fto the trunsfer of assets to the State Bank of
Pakistan and duo to heavy imports which were faciitated by the
1elaxation of import restrictions

Tho amount of “Loans and Advances to Governments” as well as
other loans fluctuated 1n the years following the establishment of
the Bank During the war period they showed an morease with a
sudden fall to 49 lakhs i 1943-44 m which year other loans and
advances increased to Rs 15 lakhs from Rs 4 lakhs of the previous
year fn 1947-48 and 1948-49 loans and advances to Governments stood
at Rs 157 crores and Rs 1 71 crores respectively

The imvestments n the Banking Depaitment mdicated compara-
tavely little fluctuation as 1s evident from the tablo After the out-
break of the war the Reserve Bank increased 1its holdings of rupee
securities  The scheme of the Government of India for the repatxation
of thewr sterling debt was mainly responsible for this, as the scheme
was partly financed by the 1ssue of rupee countgrparts to the Bank



OHAPTER XV
The Reserve Bank of India as a Controller of Credit

Like any other central bank 1t 18 the principal function of the
Reserve Bank of India to regulate credit in the national mterest

To discharge this function effectively the Reserve Bank must be
able to control both currency and credit, as the control over currency
ultimately does ensure the control over bank credit To ensure the
control over currency 1t has been entrusted with the sole right of
note 1ssue by statute whereby 1t 1s enabled to determine, to a large
oxtent, the total supply of media of payment as well as of cash basis
for credit expansion,

It 18 also interesting to observe that cheques as media of payment
which were not 1n much use in India as compared to other countries like
the U S A and England, are gaining much populanty n this country
every year Moreover, the Reserve Bank maintains the cash reserves
of the scheduled banks and also the balances of the non-scheduled banks
under certamn conditions Under the provisions of the Banking Com-
pames Act of 1949, the jomnt-stock banks other than the scheduled
banks are required by law to keep 2p ¢ and 5p ¢ of thew time and
demand habilities respectively either with itself o1 with the Resorve
Bank of India  This holding of cash balances of commereal banks with
the Reserve Bank enables 1t to exert some measure of control over the
banking and credit sibuation of the country, as through those cash
reserves the Bank ultimately may exeicise control over the lending
pohioy of commercial banks  Besides this, the Reserve Bank holds the
Government balances and carries out the banking transactions of the
Government and as 1t does 80, they provide useful means to the Reserve
Bank for exercising control over the ciedit situation of this country

The effectiveness of a central bank's control over the credit depends
upon the nature and the character of the money market in which 1t
operabes.

Tt 18 possible for a central bank to control credit. to a great extent,
1n an organised money market where 1ts constituents aie linked together
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through definitely related interest rates. As for example, intarest rates
in the Liondon money hnrﬁ"i?o'ﬁéd in a defimte relationship to the
bonk t rate  Inan nnaaveloped mnneg market like  that in India thera
1o 18 no preciag definit about i between diffeent money
Tatos a8 it oxists mn the well-orgamsed money markets of the werld,
“Therefors, m an undeveloped money markeb the conhol over ¢ ctedxt is
comparatively diffioult to achieve

It 18 an admitted fact that the Indian money market is unorganised
and tmdevs!opeﬂ 1t s composed of the lcosely knit units, wlﬂch are
not correlated to each other [f 18 divided 1mto two sections mmnly

* the organised sector of the money market” and “its mdmanous mﬁg"
The former 18 d of the ial banks, the banks,
the land mortgage bsnks and the stock exohanges, while the latter is
compolsd of money-lenders scattered all over tha country and of
ndigenous bankers located mostly in the urban areas, Hach unit of
both sectors 18 self-contanad 1n 1ts respective sphere and often follows
independent policies which might clash and weaken the monetary
structure

The 1ndigonous sector of bhe money market is so wide apart from .
sed banking institutions that 1t lalls, even to-day, outside the
a1 blt of centralised banking control
L

As a result of this heterogenous mass of financiers in the Indian
l.;no—ney market, the wide range of money rates m different parts of
India is wit d. The 1nd bankers t charge 1nterest
more than 20 p.c Tha rates quoted by money-lenders vary becwwm
25 and 160 p.c  Even m the organized soctor “there is no fr otiana!

relationship 1n inberest rates”’. ln. thm connection, the Oentnl Bank-
|;-g>Enqmry Commttee gbsprvod tha fact that a oa»l! rate of -{
cap’t“ » hundi rate of 3 per cent, & bank rate of 4 per cent, & Bombay
'B'aﬂn rate for bills af small tradm of 6;% and & Caleutta Busr rate
for bills of small traders of 10% can exis simultangously indicates an

xb dinary in the of credit between the
various markets”.*

1. Bse K N Raj—The Monetary Palioy o? the Reserve Bank of India {1948), p. 41,
3. Ses the Ceniral Banking Bnquiry Committee Report.
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The promment position of the Imperial Bank of India 1n the Indan
money market 18 & serious impediment to the establishment of eredit
control by the Reserve Bank of India over the money market Before
the establishment of the Reserve Bank, the Imperial Bank discharged
cortain functions as a central bank But 1t “provided no adequate solu-
tion to the crucial problem of currency inelasticity and the seasonal
stringencies to which 1t gave mse” !

The anomaly 1 mamtaming the divorce of curency from banking
control was highly responsible for currency and credit inelasticity 1
India The hmitations of the Imperial Bank as a central bank wers
rooted 1n 1ts constitution The gense of 1esponsibility of 1ts management
appears to have fallen short of those 1equiements which were of vital
importance to a backward country like India Even after the esta-
blishment of the Reserve Bank of India, the Imperial Bank 1s to
discharge, though as an agent of the Reserve Bank, some of the cential
banking functions m places where the Reserve Bank has no branches
of 1t3 own, mncluding the management of the treasury affairs, keoping
of government acccounts etc, while 1t also competes with commercial
banks in ordinary banking business Thig anomaly 18 partly responsi-
ble for weakenmng the nfluence of the Reserve Bank of India in the
money market for controlling the eredit situation

Agean, the influence of exchange banks in the Indian money, markeb
15 predomment, As they possess huge resources and have brances
spread all over the world, exchange banks may frustrate a policy
mtiated by the Reserve Bank As India 1s now free from the yoke
of an alien Government, the Reserve Bank of India 15 no longer to face
the diffibulty which 1t experienced before 1n carrying out 1ts policy m
the face of from the excl banks M , there 15
httle possibility of clash between the Reserve Bank and exchange
banks, as India 18 uow pursuing the policy of enlarging credit rather
than that of contracting credit -

The fact remmins that, so long as the supply of money in the
greater part of India 18 1n the hands of the heterogenous financiers
whose busiess habits arenot on a par with those of modermsed
banking institutions, the control of the existing mstitutions may not

1 S K N Ri—The Monetaty Policy of the Reserve Bank of India (1948), p 57
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heof any great sigmficance Notwithstanding the Reserve Bank 18
provided with all the external forms of regulation which central banks
1m more advanced system are known to possess, 1t has an official Bank
Rate published at rgular mtervals at which the Bank rediscounts
approved bills and securities

Tt 18 D a to dertak D ket b when
nocessary and 1t hag also stabutory right to hold cagh reserves of the
scheduled and may also hold cash balances of the non-scheduled banks
under certam conditions

Techmically the Reserve Bank 1s fully equipped with all necessary
weapons for control of currency and credit

Let us now examine the various weapons which the Bank can use
to regulate credit

Bank Rate

Prio to the Great Wa1 of 1914-18, under tho Inteinational Gold
Standard, the object of the use of discount rate was to mamtain the
equilibrium between the mbernal and external cost price structures by
kesping the gold reserves at a fairly stable level ~Therefore, trends m
the flow of gold (1 or out) were due to discount policy

But with the suspension of the gold standard and side by side with
the adoption of managed currency which gave precedence to the needs
of the external economy over everything else in various countiies i the
thirties, the policy of the discount 1ate underwent a radical change

In the Umted Kingdom the discount rate of the Bank of England
was the sole and & supreme mstrument of credit control for a long
period as the London Money Market was active and well-organised,
where 1t was possible to establish a close relationship between the
discount rate and that of money rates

On the other hand, in the Umted States the discount policy of the
Federal Reserve System did not prove as effective a weapon as 1n the
case of the Bank of England owing to the existence of a money market
with different sections and with a loose structure of interest rates and
also to the b of & I hip between official
discount 1ates and other money rates due mainly to different conditions

Again, 1n the absence of organised money markets and sometimes
even 1n the absence of adequate and well-spread bankmg facilities m
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the majority of countries, official discount rates in those countries did
not prove a success as a weapon of credit control, rather their role 1
such couutries was quite different from the bank rate in england

The discount rate as a penalty rate, which the Bank of England
accepted as an effective weapon of credit control, did not get prominence
among central banks of the countries under review where, on the other
hand, 1ts role was 1n the shape of an “accommodation” rate of discount

In the midst of 1ts diverse role in different countries, the problems
of discount policy as a successful mstrument of credit control became
‘more and more complex

The successful application of the bank rate policy depends upon
three important factors —(1) the types of papers which may be con-
sidered eligible by & central bank for purposes of rediscounting and
lendimg, (2) the restrictions 1n the choiwce of customers who may
approach a central bank for discounts, (3) the level of the bank rate
2 e, the 1elation of the bank rate te money ra'es

The Reserve Bank of India has its official bank rate published at
regular mtervals 1n accordance with the provisions of the Reserve
Bank Act

The effectiveness of 1ts discount rate 15 to be judged from the
standpomt of the factors cited above The rate of the Reserve Bank 18 a
mimmum ate at which 1t undertakes to discount certain definad bills
for scheduled banks Section 17 of the Reserve Bank Act defines the kinds
of paper which the Reserve Bank 1s allowed to accept for rediscount.
They mnclude (1) domestic bona fide commercial or trade bills maturing
within ninety days, endorsed by a scheduled bank, (2) bills of the same
hmited maturity, drawn or 1ssued for the purpose of holding or trading
1n Government securities and 1n certamn other defined public securities,
(3) bills maburing thhm nine months and ariging out of the finaneing
of seasonal or the k of crops endorsed
by either & scheduled or a co-operative bank, and (4) treasury bills

Alternativo to rediscount, the Reservo Bank of Tndia 1 allowed
o make loans and mdvances for a maxmmum period of mmety days to

heduled banks, provin D banks and certamn public
authorities agamnst (1) trustee securities expect immovable property,
(2) the security of gold or mlver or documents of title to the same,
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(3) bills of exct or ¥ notes of any scheduled bank or of a
P 1 co-op! bank d by “d ts of title to goods”

The Reserve Bank 1s allowed also to resort to direct discounts
and divect loans 1f a special occasion agses for "raguls.hinq oredit in
the nterest of Indian trade, commerce, ihdustry and agriculture "

Although provisions have been made in the Act to provide eredit by
the Reserve Bank agamst the securities stated above, the bank n 1ts
memorandum dated the 8th December, 1938 explained 1ts lending and dis-
counting policies It observed that dating credit to scheduled
banks, 1t would consider not merely the nature of security offered but
also the general character of the investments of the applymng banlk,
the manner in which 1ts business as a whole was conducted whether
for mstance, 1t 1eceived deposits at high rates of interest, whebther
1t sought help from the Reserve Bank in noimal times when the funds
1n the market were adequate, whether 1t was over trading and expand-
ing undue amount of credit for speculative purposes

The observation of the Bank became crystal-clear when the
Travancore National and Quilon Bank, one of the leading banks of
South India was forced to suspend payments and the other scheduled
banks were affected by the subsequent banking crisis

‘When these banks sought assistance from the Reserve Bank first,
against promissory notes payable on Demand and secondly agamst
security supported by “documents of title to goods”, the Bank pomted
out with regard to the former that these notes were not the same as the
promissory notes maturing withm 90 days against which the bank was
entitled to make advances and with regaid Lo the latter 1t explaned that
the woid “which” m Section 17(4)(d) after the words “documents of title
to goods” referred to such documents only and not to goods themselves,
which, ding to 163 1n meant, 1n t h
keeper's certificates

Therefore, the scheduled banks received little help from the Reserve
Bank during the crisis It was difficult for the scheduled banks to
produce warehouse cerfificates when there was no warehouse system
in India  The Reserve Bank could have followed liberal policy to tide
over the crisis when the provisions of the Reserve Bank Act was doubt-
ful mn 1ts meaning

The importance of the nature of help which the Reserve Bank of
India may render n the form of rediscount and loans and advances,
has to be considered n the lght of the quantity of such assets and
Liabilities of the scheduled banks shown 1n the table below —
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On the assots ride, the bills discountod by scheduled banks
showed a gt increase as with the of cash
in hand and balances at the Reserve Bank. During the years from
1935 to 1939 till the outbreak of the Iast World War, the volume
of bills discounted by scheduled banks was, on the whole, at a low
ebb duo to the economic stagnation caused by the slump in trade and
agrioulture. During the years in the war and after, it did not show
any increaso as is evident from the figures ; while the totals of oash and
balances at the Reserve Bank registered a substantial increase ‘which
showed a rising tendency during the years aftor the war with a specta-
cular increase in 1947-48,

It is to be noted bhat a portion of the volume of bills held by
scheduled banks doss not come upto the standard and quality pros-
cribed for or insisted on by the Reserve Bank. Therefore, during the year
under review, the rediscounting facilities of the Reserve Bank were
not of much value to most scheduled banks.

On account of high cash reserves of scheduled banks as com-
pared with the low ebb of the volume of the bills held by them, the
offectiveness of the Bank Rate a§ a means of credit control can be
reasonably doubted in India.

Since the beginning of the operation of tho Reserve Bank of India

the figares in givon tables present a sad record in regard to its relation
with the money market.



60 MODERN CENTRAL BANKING
TaBLE® (In lakhs of rupees)

Average Friday Loans Advances Other Loans Bulls purchased

figures to Gov i & Ad & a d
1935-36 86 1

1936-37 1,5¢ 1 1
19387-38 79 2 6
1938-39 1,72 2 1,53
1939-40 1,05 11 2,87
1940-41 2,01 7 97
1941-42 4,09 4 a7
1942-43 1,49 4 68
1943-44 49 15 91
1944-45 43 1 1,46
1945-46 22 12 3,35
1946-47 5 82 2.33
1947-48 1,57 21 2,62
1948-49 1,71 3,3¢ 4,28

TABLE (In crores of 1upees)

Bills d d Bulls d d Bulls d d
(Internal) (Treasury bills) (External)

19 1989 —_ 116

n 40 —_

w41 —_

w42 —

w43 -

n 44 —
29 9 46 — 365
27 9, 46 — 241
26 9, 47 - 2.0%
24, 9, 48 —_ 214

1, EeTdeﬂt on Qurrency and Finsnoe (Reserve Bank of Inda), 1948 49, p 218
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It 15 evident from the above Tablos that the Government was the
regular customer of the Reserve Bank of India The loans and advanceg
indicate that during these years loans and advances to Governments
registered a higher proporbion than those of other loans and advances
despite the fact that the investments of the banks were composed
largely of ehigible Goveinment securities

The discount policy of the Bank was conspicuously absent for a
long time Its discounting operation, since 1938, was mawly m &
Limubed extent duaected to discounting of treasury hills [t may be
offered as an explanation for this that the demand for loanable funds
by scheduled banks was, on the whole, at a very low ebb during
this period as the period under review was remarkable for easy condi-
fions and abundance of funds due to the cheap money-policy pursued
by the Government

The Reserve Bank's discount pohiey 18 also hardly of any use mn
the circumstanco created by the Imperial Bank of India due to 1ts
unique posibion 1 the Indian money market The Imperial Bank is
much more connected with the money market than the Reserve Bank
ag will be evident from the following figures for September, 1948

(In crores of rupees)

Imperial Bank of India 24,9 1948 26 9 1947
Loans . 1774 2575
Cash credits & overdra fts 5284 48 56
Bulls discounted & purchased 349 358

Reserve Bank of India
Bills purchased & discounted—~—

(a) Internal . 041 Nu
() External Nu Nil
(e} Treasury bills 2'14 202
Other loans & advances 427 031

1t appears from the given figures that the majoriby of commereial
banks receive accommodation from the Imperial Bank when they require
16 Therofore, the Reserve Bank has hardly any mportant role to play
while 1t has been possble for the Imperial Bank to meet all the
demands for accommodation from the money maihot owing to 1ts huge
Lesources ab 1ts disposal and to 1ts hiberal lending policy.
11
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! As obgerved previously, one of the factors on which depend the effec-
i‘:venesa of the bank rate 1s the level of 1ts rate 16, the relation of the
bank rate to monaey rates It raises an 1ssue as to whether the official
rate of discount 18 to bea “penalty” rate or an accommodation rate
The official bank rate of the Bank of England which 1s somewhat 1n the
nature of a penalising rate, 18 usually higher than the market 1ate of
digcount  Under normal conditions, the Bank of England keeps ibself
away from the market and encourages other banks to use thew fands
1n the discount market The Bank 15 approached by the agencies in the
market when ther funds aie exhausted and only after all outside
resources have been tapped As soon as a credif strmgency develops
and the market has o seek the help from the Bank of England, the
bank rate forces up the market rate of discount This Anglo-Saxon
principle of penal rate of discount operates successfully as an mstrument
of credit control m & country With active and well-organised money
market Like that of Liondon as changes in bank rate could bring corres-
ponding changes 1 maket rates working under narrow margm
and asa result of the genmeral recogmibion of the leadership of the
central bank.

Alternative to the penalty rate of discount, there 18 an official bank
rate mn the nature of an accommodation discount 1ate which 1s usually
lower than the market 1ate and operates in countries with undeveloped
and unorgamsed money markets Inthe U S A the offieial discount
rate of the Federal Reserve System which 18 apphed to the promissory
notes of bank customers endorsed by the borrowing member banks or
to the short-term eollateral notes of the member banks themselves,
18 adopted for sccommodation of the market Therefors, a different
relationship 18 set up there between the official discount rate and other
money rates

In India, the Reserve Bank Act 15 silent i regard to us discount
and loans pohey

Reahisimg the difficulties ansing out of the undeveloped and 1ll-orga-
msed Indian discount market, the Central Banking Enquiry Committes
emphasised on the Reserve Bank of India as a bank of accommodation,
88 the Reserve Bank should take all possible steps to encourage the
ereation of diseount marke$ 1n India within the shotbest possible tume,
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8o that all agencies hitherto untouched by the modern banking develop-
ment can racerve financial assistance

From the foregomng observation 1t appesars that "tho discount and
loans policy of the Reserve Bank of India 18 to be 1n the nature of an
accommodation rather than that of a penalsing one

In the Indian movey market where s larger section, particalarly of
the mdigenous sector, remains outside the control of the Reeerve Bank
of Indua, the official bank rate of the ReseLve Bank as an mstrument for
controlling eredit has very little use

If the Reserve Bank of India makes avail of 1ts right to make direct
loans and advances without the mediation of scheduled banks and
co-operative banks which 1615 allowed to do by the provisions of the
Act, then 1t appears that the discount rate of the Bank 1s for all practi-
cal purposes a penalty rate. This fact cannob be entertained as the
bank rate of the Reserve Bank 1s lower than the bazar hill rate and,
moreover, 1ts rate has no sigmiticance at all in the absence of a discount
market for bills 1n India  Therefors, the bank rate of the Reserve Rank
of Indis can be described as an accommodation rate, as its objective
18 to assist in the development of the market lor giving effect to 1ts
discount policy

Thelevel of the bank 1ate 15also not by itself & means of credit
control Because. 1t 18 known by experience that evern in countries m
which the bank rabe s higher than the market rate, 1ts level 1s not
higher than the average rate earned by banks on all ther assets taken
together * It 18 far more difficult to make the bank rate effective 1m a
country like India where wide difference 1n rates in different parts of the
country 1s percetved The wide range of money rates in different parts
of India will be testified from the following table,

o0 Musanjan—Modern Banking in Tndia (1949), p308
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Sincs the begnning of the operation of the Reserve Bank of Indis,
though the Bank mamtamed the umform bank rate at 3 pc, 1t must
have proved ether too high for cerbamn areas or too low for cartam
others 1 18 relation to money rates Theiefore, a suggestion may be
made for different official bank rates for different areas but different
regional rates may be of no use for the purpose of credit control as they
may be frustrated on account of the recent development of branch
banking i Indra !

Though the efficiency of the bank rate as an instrument of cradib
control could not yet be tested, the umformity 1n the rate has achieved
cerbain results m ehmmating dispanty between the Caleutta and
Bombay bazar rates and i narrowmng down the gient differences het
ween different rates

Since 1ts mauguration, the Reserve Bank showed much 1nterest
m the development of a discount market as keeping pace with the
spint of the Reserve Bank Act.

It submitted reports m 1936 to the Government of India under Sec-
tion 55(1)(8) of tho Resorve Rank of India Act, susgesting various
schemes for the extension of facilities of the Bank to the mdigenous
sector of the Indian money market for agriculture financing with the
object of bringing the mdigenous bankers mto the Reserve Bank System
16 suggested that the Reserve Bank would extend to the indigenous
bankers fieilibies of direct of securing ad against
Government secuities and of remittances but subject to the conditions
that thoy would mamtain proper books of accounts and file periodical
statements with the Bank But as the mdigenous bankers were getting
assistance from the Imperial Bank, when they needed, they showed no
eagerness to 1mplement the scheme

During the war and the post-war periods, the bill market mn Inda
did not make any progress though there was a nomimal expansion of
the value of bills discounted by scheduled banks This ncrease
was merely a reflection of the inflated price and the real expansion was
ml  Smee 1936 the bank rate of the Reserve Bank remained unchanged
at 3 per cent  Therefore, the effectiveness of the bank rate 18 practically
ml o India What 15 needed, to make 1t effective, 18 to bring the bank-

1, 5o Muranyin—Molera Buakiag mn Tadis (1949), p. 508,
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ng system ag & whole withm the Reserve Bank's fold and to create an

organised money market 1n India
Open-market operations .-

In view of the aloofness of the Reserve Bank of India from the money
market through the normal channels of losns and discounts, the
Reserve Bank 18 logally to undertake op kot ope;&-
b1ons 1 sts own imbrative for the purpose of controlling credit  Open-
market operations may be used erther as a subsidiary mstrument with
the object of making bank rate effective or independently of the bank
rate for effecting changes 1n the supply of money with a
view to bringing about changes i money rates and credit
conditions,

Tn the ket b of the Reserve Bank of
India, we will accept bbe wider defimtion and will include the purchase
and sale of bills of exchange, promissory notes, Government securities,
gold comn and bullion n the open market as well as the operations
undertaken by the Bank i the management of the public debt Due
to the absence of an orgamsed discount market m India, the marketa-
hiity of bills of exchange and promissory notes 1s limited Thorefore,
asgests which the Bank may buy and sell, sxe Government securities,
gold comn and gold and silver bulhlon Debt operation of the Govern-
ment 18 to be mncluded as 1t can cause the following immedinte effects
m the market (1) shifts of cash reserves between the banks and the
Cental monetary authority , (2) changes m bank holdings of Government
obligations which 1ncrease or decrease their deposib habilitres by equi-
valent amounts , and (3) changes 1 the holdings of non-bank 1nvestors
which affect therr cash reserves In the open-markeb operations of
the Reserve Bank, we shall also moclude the purchase and sale of
storhing and other foreign curiencies by 1t at such rates and on such
terms and cond a8 by the G m
with 1ts obligation as a member of the International Monetary Fund
Before the passing of the Reserve Bank of Indis (Second Amendment)
Ach of 1947, the Reserve Bank, m order to discharge .is fanchin of
mamteaning the rupee-sterling exchange rate, had to buy sterling 1n
Tndua ab & rate not higher than 1s 613 & for » rupee from scheduled
banks and gell sterling ab & rate nos higher than 1 s 5%% d for a rupee
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to them provided the amount demanded at any time was nob "fass than
£10,000, but between these two fixed rates the Bank was forced to
purchase or sell sterling at any rate 1t iked Thus, through this method
of purchase of sterling from scheduled banks by weekly tender or at an
ntermediate tap rate the Reserve Bank was m a position to influence
the cash reserves of scheduled banks

The Reserve Bank's capacity in the use of open-market

operations y
As to the capacity of the Reserve Bank to undertake opsn-markeb
i 1t depends first, the at the disposal of the

Bank denved from several sources for the pu pose of open market opera-
tions , secondly, the quality and volume of the assets 1t 1s allowed to
deal m or hold, and lastly, the character of the market m which
open-market operations are to be carried out

As regards the resources of the Reserve Bank, first, there 1s the
capital and the reserve which amount to Bs 5 crores each Secondly,
there are deposits from the Government of India and Provincial Govern-
monts  The funds kept 1n the Govt accounts are of two kinds,—those
which acerue 1n the course of the collection and disbursement of ordi-
nary revenues and those which move m and out on account of its
mansgement of the public debt Debt operations of the Government
have far-reaching effects on the money market, because, of the
opemhons are closely spaced, they can be systematically and effectively

1 to make b8 1n the market

The third source 18 the statutory deposits of scheduled banks which
are required to keep 5 per cent and 2 per cent of thewr demand and
Time habiities respectively with the Reserve Bank Theso are not
the only sources for acquiring the funds by the Reserve Bank of India
According to the provisions of the Reserve Bank Act, the Bank has
enough powers to 1ssue notes agaimnst gold coin and bullion, sterlmg
securities, rupee securifles and rupee comn " Section 33 of the Act
provides that, of the total amount of assets held in the Issue Depart-
ment, at least 2/5 must be n the form of gold com, gold bullior, or
sterling securities and foreign currencies of member countries of the
PFuad prov:del the amount of gold comns and gold bullion is not less
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than 40 crores, The Reserve Bank Act only preseribes the
mmimum lmit and there is no maximum Limit placed to the holdings
1 them  Therefore, the Bank has enough scope to expand currency
against these assets provided they are available 1n the market.

‘While the Reserve Bank possesses sufficient powers to iflate,
let us seo 1f 1t has similar powers to cause deflation  With regard
to this 1ssue, there are two opmions  One holds that the powers of
tho Reserve Bank to deflate are strictly Limited as tho Reserve Bank
Act provides no statutory powers for the Bank ether to create and sell
168 own dobentures and shori-term bonds or to raise the proportions
of the compulsory reserves of scheduled banks with st !

The other 18 of opinion that the Reserve Bank has the powers to
cause deflation as much as 1t has the poweis to caute nfiation ?
Beoauso, 1t can gell the sterlng assets and investments held in the
Banking Department 1n the first instance When these are exhausted,
the Bank can dispose of it assets m the Issue Deparbment—first 1its
gold till the legal minimum of Rs 40 ciores 15 reached and then its
sterlng and rupee Securities upto 9/5 of the total assets held m
the Issue Department Therefore, 1t will be wiong to say that the
Reserve Bank possesses only “one-sided power” to inflate It has
the powers to deflate but mot to that extent 1t can canse mflation ®
Therefore, the lack of symmetry between the Bank's mflajing and
deflating powers 15 sure to exist

The quality and the volume of the secwities in which the Reseive
Bank can deal 18 specified m Sections 17(7) and 17(8) of the Reserve
Bank Act  Under Section 17(7) of the Reserve Bank Act, the Bank 1s
permitted to buy and sell securities of the United Kingdom maturmg
within ten years from the date of purchase Under Section 17(8) 1t
18 allowed to purchase and sell securities of the Government of lndia
or of & Provinaial Government of any maturity or such secuntios of a
local authonty in Indw or of Indian States as may be specified by the
Government of India on the recommendation of the Central Board of
the Reserve Bank But 1ts power of acquiring securities for the Bankmg

1  Bee Muranjan—DModern Banking m India (Second Edition, 1948), p 310
2&8 BeeK N Eaj~The Monetsry Polloy of the Reserve Bank of India (1948),
pp- 108-104,
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Department 15 hmited It cannot hold in the Banking Department
Government securities and other public securities to the value of more
than 1ts capital and the reserve fund and thiee-fifths of the deposit
habilifies Of these securities, the aggregate value of securities maturing
after one year must not exceed the capital and the reserve fund of the
Bank and two-fifths of 1ts liabilities 1n 1espect of deposits  Siemilarly,
the total value of securities maturing after ten years cannot exceed
tho aggregate amount of the capital, the 160176 fund and one-fifth of
the deposit Labilities

Reasons 101 1mposing these 1estictions are quite clear  As the
open market opeiations of the Reserve Bank of Tndia e mainly
mtended for avording fluctuations piices and maintaining hqudity
of assels, the operations of the Bank 15 confined to short dated
securities and the Bank 15 precluded from dealings m long-dated
securities  In this connection, 1t can be mentioned that in bthe case
of many central banks such as the South African Reserve Bank and
the Bank of Canads, statutory restrictions were imposed as a 1esult of
the unfortunate experiences which cential banks had with the Giovern-
ment during the War of 1914-18 and post-war periods though, after
1930, under the pressure of the severe depression and of the mncreased
needs of the Govt for the World War I1, many of these restrictions
were withdrawn As to the nature and organisation of the market mn
which open-market operations aie to be carried out by the Reserve
Bank of India, the Bank finds 1t difficult to operate them duo to the
Iack of bioad and active markets for securities It 18 evident fiom the
fact that “the total membership, active and 1nactive, of the Bombay
stock exchange market 15 about 45 as against 11(0 m Newyork and
4000 1n London "' Tt 15 difficult to expiess an opmion on the open-
market operations of the Reserse Bank while the scope for operations
® voy lmited Tn this connection, the Goveinor of the Bank of
Norway obsersed—"We should not close our oyes to certamn defects of
our secullties market which, to a rather large extent, imit the possibi-
iy of conducting operations of this kind,” and “we may at times
make purchases, but 1t 15 difficuls to put through sales of securties m
large proportions, because the markst 15 so hmited, and & drving down

1. Bee Mur‘ln)nn—Modam Banking m Iwdia (1948), p 818
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of the prices may produce harmful subsidiary consequence” * The above
b 18 aptly hicable to Tndian dats as the market for
securities m this counfrv 15 Limibed

Lot us now examme the Ressrve Bank’s open-market operations
since the commencement of 1ts busmness

Open market operations between 1935 and 1939

In examining the Investments held 1n the Banking Department of
the Reserve Baxlk of India, 1t 18 worth bsorvatwn that there were
small vanations in the investment portfclis of the Reserve Baak fhom
1935 to 1989 From the small amount of Rs 5 crores, contributed by
bhe Government to the formation of the Reserve Fund m the form of

3 of the Bank rose abave Rs €3
crores within four years in 1939  During these years the Bank bought
and sold securiies m the market either sometimes to mamtan prices
of gilt-edgo securities ab a steady lovel, or at ouner uimes, to help the
Government 1n the flotation of a new loan and to relieve seasonal
stringency  During this period, what 1s most striking 18 that the
range of variations was not remarkable

The puzchages of sterling by the Reserve Bank on 1ts own account
and the sales of Treasury Bills to the public on bohalf of the Govern-
mont, durmg the vears under review, reveal certain interesting facts
‘With the continued export of gold and the rise prices and exports
due to general economic revival, the purchases of sterling by the Bank
incrensed during the first two years m April, 935, and March, 1937
Bub after March, 1987, the set-back i trade and e duminution of the
gold export caused a remaikable decline n the puchases of sterlngs
This will be evident fiom the following figures ®

1 Monthly Report of the Bank of Norway, Februacy 1936
2 Mompiled from the monthly staitstioal sunmaries publiehed by the Reserve Bank
.

a
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(In mllion )
Total sterling require- Amount Balance
ments of the Secy of purchased

Btate for India m India

From April, 1935

o March, 1936 27 34 +7
From Apnl, 1936

o March, 1987 41 54 +13
From Aprl, 1987

to March, 1938 87 28 -12
From Apnul, 1938

to March, 1939 36 26 -10

This weakened the rupee-sterling rate and the value of the rupee
began to fall in terms of sterling
‘Wide vanations 1n the case of the sales of the Treasury Bills were
perceptible 1n the years 1935-39 In 1935-36 the Treasury Bills out-
standing with the public were worth Rs 18 27 crores which 1ncreased
to Rs 2734 crores in 1938-39 Reasons for the mcrease in the sales are,
first, to raise the yield on Treasury Bulls at a time when the balances
of banks with the Reserve Bank were dimmishing and, secondly to
attract capitel from abioad for mvestment 1n them  On account of the
mcreased sales of the Treasury Bils the Government balances held
with the Banking Department mereased while balances of the banks
dimimshed which will be known from the following figares
(Tn crores of Rs )

Balances of the Govt Balances of banks
(held m the Banking (held 1n the Bankmng
Dopt ) Dept )
Apnl, 1437 12 255
July, o 100 330
October, ,, 126 249
January, 1938 10 173
April, " 168 141
July, » 153 213
October, ,, 127 218
January, 1939 136 116

April, " 145 119
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The Reserve Bank of India, during the years between 1935 and
1939, undertook to purchase sterling and to sell Treasury Bills with a
view to attract mole sterling mnto the country n order to mainbain the
exchange rate, and to avoid expanding the liabihities of the Issue
Department of the Re-erve Bank

Therefore, the open market operations of the Bank during these
‘years were 1n question

Open-market operations in the w ar time

In the war period, the ok of ope ket

m most of the belligerent countries wete to mpeserve inteiest 1ates
and to support the price of secmitties One of the objectives of the open-
market operations of the Reserve Bank of India was to mamtamn the
price of Government securities 1ssued by the Governmint from time to
time mn the war time A close study of the course of prices of some
of the securities of the Government of India will make 1t clear about
the nature of the Reserve Bank's operations 1n the open market
The statement, given below, will show the highest and lowest prices
touched by representative rupee securities of the Government of Indi
from 1939 “0 upto 1941-42*

v (In rupees)
5p ¢ rupee loans 1915-55 4 percent rupee loans
(free of Income tax) 196070 *
Highest Lowest Tighest Lowest
1939-40 4% 102 111y% 94
1940-41 112% 105% 109 99
194142 1113} 104 1113 99
3% p o rupee loans 3% p c rupee loans (non-terminable)
Highest Lowest Highest Lowest
1939 40 104§ 92% 974% 80%
1940-41 104% 981 9675 848
194142 103} 96% 961's 84

One of the ressons for the decline 1 prices of securities was due to the
sales of securities by the Reserve Bank 1n the open market, for instance,
the price of 33 p ¢ Government paper which was quoted upto June 2,

1. Boe Repcrt on Currency and Finance (Resarye Bank of India), 1941 42,p 78
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1942, ab Rs 91-1-0, did nob move up as the Reserve Bank was sellng
that paper at Rs 91

The paper shot up to Rs 91-9 0 on the next day when the Bank
stopped sellmg *  Therefore, variations 1n prices of securities which are
evident from the above statement, were to a great extent affected by the
open-market operations of the Reserve Bank of India

Inthe war period, with an increasingly favourable balance of
trade due to heavy puichase of materials from India by the Allies, the
Reserve Bank’s purchases of sterling increased to a high figure, which
the Bank paitly utilised for repatriation of sterling debt In the table®
below are given the sources of the supply of sterling and 1ts disposal
from the beginnng of the war to theend of 1941-43

Rs crores
1 Sterling assets held by the Reserve Bank, August, 1939 64
2 Sterhing purchased by the Resorve Bank

Septr , 1939--March, 1940 . 86
April, 1940—March, 1941 . 76
April, 1941—Maich, 1942 . 98
3 Sterling payments by s Majesty's Government - 258
582

1 Sterling amounts utilised for repatriation scheme
Upto the end of Maxch) 218
9 Bther sterhng commutments 80
3 Sterling holdings of the Reserve Bank at the end of March, 1942 284
582

Therefore, durmg the war period, the main object of open-market
operations of the Reserve Bank of India was to suppors the price of
Government securities 1n the gilt-edged market

Open-market operations 1n the post-war period,

During the post-way years, the security market reflected the features
of an economy 1n transition fiom war to peace In 194647, the alt-
edged market showed a sharp rise in the early part of the yoar and the
recession towards the latter part The immediate cause of the dechne 1n
security prices was the political disturbances in the country which had

1 Ses_Commroo, 13th June, 1942
3 Bes Report on Querency and Finance (Resarve Bauk of Inaia), 1941/e2 p 20
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shaken the confidence of the dealers in the market The general lack of

d & situab i which tment demand was
lacking and there was withdrawals of deposits from banks  Conse-
quently, commercial banks had to sell securities i the market to
replenish their cash resources with a view to meeting any possible con-
tingencies In this situation, the Reserve Bank of India came to the
support of the market by kb on a sut 1 scale 1
order to maintam security prices and to stabilise the financial structuie
of the country ~This suppoit had an effective influence on the market
and 1 the banking system and was a contributory factor to the reco-

very 1n security piices

Durmg the year 1947-48, the git-edged market showed signs of
); and k due to m the poltical situation,
communal disturbances and the general doubts regarding the Govern-
ment’s willingness o1 abihty to mantain cheap money , but this did not
lead to any severe fall 1n securiby prices The compaiative stability of
the market was mainly due to the continued support of the Reserve Bank

There was a heavy slump m gilt-edged securities in the year 1948-49

Deposit Labilities of scheduled banks fell by about Rs 95 crores
fiom July, 1948, to March, 1949 Theie was for the first time since
1936-39 & contraction 1 note circulation of about Rs 8 crores during
1948-49 The Reserve Bank continued to support the gilt-edged merket
1n order to maimtain prices of securities stable and to stabilise berest
1ates  Heavy withdrawal of funds from Banks compelled commercial
banks to liquidate their investments 1n Government securities According
to information gathered by the Reserve Bank durmg the 10 months
ended Juue, 1949, Scheduled Banks' mvestments m Government
securities declined by no less than Rs. 139 17 crores  Practically, the
whole of this amount was taken up by the Reserve Bank of India for
the purpose of avoidmg the presswie on such a huge sale of securities
1 the open market *

Therefore, during the post-war yeals, open-market operations
were undertaken by the Reserve Bank of India to support the gilt-edged
market to recover from the slump.

1 Bee Commerce, Annual Roview Number, Dacember, 1949, p 1225



MODERN CENTRAL BANKING 175

All through these years, the object of the Reserve Bank was to maimn
tain easy condition and, therefore, the Bank always aimed at to maintain
that condition by supporting the market The effectiveness of the
open-market operations will be te ted when the Reserve Bank will be
called for using them for the purpo ; of contracting credit

Other weapons of credit control

In view of the fact that the bank rate and the open-market operation
policies of the Reserve Bank aie less efficacious m India than elsewhere
due to the diversity of interest rates in several parts of the country,
the absence of an organised money market, the unavailability of assets
which fall on the eligibiliby rules of the Reserve Bank and to the exis-
tence of small banks outside the orbit of the Bank, the Reserve Banlk,
under the provisions of the Act, 13 authorised to deal directly with
the public 1 kinds of paper which are deemed “ehigible” but only under
cerfain special conditions without the mediation of a scheduled or a
2 1 DX bank for lab credit m the interests of
Indian trade, commerce, mndustry and agriculture This power of the
Bank 15 itendend to be used only i very exceptional cases Instances
are not wanting in history of granting this kind of power to central
banks For instance, the Relief Emergency Act of 1982 and the Act of
19th June, 1934, conferred power on the Federal Reserve Banks to deal
dwrectly with the public but the Federal Reserve Banks had not occa-
sions to use them In India, this provision of the Act invests the
Reserve Bank with considerable power to force the commereial banks to
follow particular policies imitiated by 1t

Under the provisions of the Banking Compames Act of 1949, the
Reserve Bank 1s vested with powers, on a permanent basis, to control
the entire jomnt-stock banking system in the Indian Union Under
Section 21 of the Banking Companies Act, the Bank may give direc-
tions to banking compamies m regard to thefr lending policies “the
purposes for which advances may or may not be made, the margins to
be maintained 1 respect of secured advances and the rates of mterest to
be charged on advances and each banking company shall be bound to
comply with any directions &s so given ” Under the provisions of the
Act, 1t may caution or prolubit banking companies generally, or any
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bankmg company in particular, agamnst enterng mto any particular
or class of t b It may call for periodical as well
a8 ad hoc returns, and in the public interest may also publish such
nformation as 1t deems it Thus by controlling the lending policies of
the jowmt-stock banks, the Reserve Bank will be able to regulate the
credit 1n the maiket 1n the right direction
Of the other instiuments of credit control, rationing of credit and
the taling of direct action against commercial banks are of little practi-
cal 1mportance mn India as these banks aie not large borrowers of the
Reserve Bank’s credit Moreover, the rationing of credit ag an instru-
ment of control available to a central bank can only be successfully
used 1 a country under the planned economy of which India, so far,
has shown no mdication
Moral suasion also has not been of much value n India, but just
affer the outbreak of the war, the Reserve Bank advised scheduled
banks to avoid financing any speculative dealings m bullion, Government
shaies and ketal goods etc and fixed appropriate
margins agamst advances on securiby of bullion

A case for the variable reserve ratio

As the discount rate and the open-market operations of the Reserve
Bank of India are useless for all practical purposes for the purpose of
controlling credit owing to the existence of the indigenous bankers outside
the orbit of the Reserve Bank of India and to the absence of wide and
well-organised market for gilt-edged securities, it has been suggested that
the variable reserve ratio as a weapon of credit control may be adopted
1 India. In this connection we may mention the views of Sayers who
holds that in a country where extensive open market operations by the
central bank are subject to great difficulties, the mere existence of the
reserve ratio as a weapon of credit control will enormdusly mcrease the
mfluence of central bank to regulate credt !

Therefcre, 1t has been d that the D of Austrah
Now Zealand, South Africa and India are places fit for using the
variable reserve ratio successfully as the scope of open-market opera-
tions are restiicted there owing to the nairowness of markets

"1 Bayers—Modern Banking (1941), p 205
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Lot us now oxamino carefully the question whether the varmble
reserve ratio will be an effective instrument of credit control m Tndia
Plumptre pomnts out that i narrow markets ordinary banks are
likely to be wedded to the practice of mamtaimng fexible reserve rabios
As the mamtenance of flexible reserves by ordinary banks with & central
bank makes op kot n nairow market, the
samo factor will render the vanable reserve ratio a crude and insensi-
tive weapon of credit control *

In Australia, New Zealand and to some extent 1n South Afiica,
banks keep highly elastic reserve ratios and maintains large liqud
assets m London Consequently, “they can avoid the offect of rawed
reserve requiremenis upon thow credit policies by replenishing their
reserve resources with the Central Bank by selling to 1t & portion of
London funds ""*

Thexefore, bhe variable reserve ratio will bo meffective so long as the
banks are able to substibute bhe:r London assets by mcreased domestic
assebs with the Contral Bank

In Indi, too, the scheduled banks maintam fleuible reserve ratios
with the Reserve Bank of India as fluctustions in the ratios will be
evident from the following table *

Average of Friday

Total Cash and Balances

Sieures with the Beserve Bank
as percent«ges of total
Liabilities
1937-38 1340
1938-39 980
1939-40 1094
1940-41 17 14
1941-42 10 65
19492 43 18173
1943-44 1405
1944-45 14 96
1945-46 13 64
1946-47 11 67
1947-48 1340
1948-49 11 67 (Indian Union)
1 Plumpire—Contral Banking 1n the Britwh Dominons, p 278
2 Dr 8 K Basu—Recent Banking Development (1946), p 98
3

Regort on Currency & Finance (Rescrve Bank of India), 194849, p 205
12
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The variation m the 1at105 15 a real obstacle to the use of both open-
market operations and the vauable reserve 1atio 1 Indin  Moreover,
assets held abioad by commercial banks, though not published
Indig, are believed to have been impoitant

As the vatiable ratio 1s mneftective n the case of Australia, New
Zealand and South Alrica owing to the mamtenance of flexible 1eserves
by ordinary banks, it may b: also noperative m the case of India
for the same reason

A case for selective mstruments of crodit control

The obstacles to offective oredit control by the general weapons
raised the question of the appheability of sclectivo instruments of
crodib conbrol  Methods of selective credit contiol are used by regu-
latmg margin requirements for the purpose of checking mflationary

tend. Tt

sectors or exeesses 1n
parbicular areas It would clearly be a mistake to restiict credit all
round and to bring about a general depression whule a level of full
employment 13 not reached generally They should be used “with
certain branches of credit such as real estate credil, consumers’ instal-
mwent credit, stock exchange credit, which permit credit being estricted
to these purposes without forcing a general contiaction of ciedit ™"
The concept of solactisa credit control owes 1its ougm firss n the
Us A, 1 o 1ts development 1n the securtby mpiket durng the forma-
tive penod of the Federal Reserve System It recerved wide populariby
1o the United States after the speculative boom and crash of 1929 31
During that pogoi member banks were engaged mn speculative activibies,
directly nvested huge amount 1n mdustrial shares and bonds and made
enormous securiby loans ani, therefore, the crash came 1n 1327 Conse
quently, several thomsand banks came to grief m the subsequent
banking crsis of 1933 In 1934, the Federal Roserve Board of
Governors was empowered to regulate _margm_ requuemants “for the
purpose of preventing the excossive use of credit for the purchase or
carrymg of secuuties” Margin which was 30 per cent 1n 1934 was
raised to 49 per 9enﬁ mn January, 1936 A nsing tendency m stock

1. SooLeague of Nationc—Economic Statility in the Poet war World, Part IT
(1946), p. 161,
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prices 1n 1942 and 1943 prompted the Board of Governots to consider
the deswrability of rawsing margin reyurements,' The Board took
cogmusance of the possibility that “a run away stock market might
tribute to mflat y 1n the country as a whole”? At
the end of the Second Wold War, on account of highly nflationary
tend, dus to the 47 of currency and of specula-
five excesses on the stock oxchange, the Board of Governors of the
Federal Reserve System fized the margn 1 requirements to 100 per cent
m January, 1946 This step had sbopped botiowing from banks for
further flow of money ito the stock markets The use of selective
1nstruments of credit control has, no doubt, served the purpose of check-
g the speculabive excesses on the stock exchange market 1n the
U s A
Lebus now examine the question of the applicability of selective
mstrumeonts of credit control under Indian conditigns The bullish
acbiyibios 1n the Indian stock “exchange marke due fo high pnces of
and the husi of the Indian banks to make
hugo advances 1 secunity loans and the subsequent banking criss i
India m recent years made to suggest for mtroducing legislation on
Amecan lines enabling the Resave Bank of India to regulate tho
m-:-urgm requirements with 1egard to security loans made by banks 3
The beom which was witnessed i the governmens securibies market
and the industrial share rarket i tho wal bimo continued unabated
n tho post-war period  Prices of government securtbies and industrial
shares wenb on 11s1ng higher and higher The Economic Adviser's index
number of the prices of and of 1ndustrial

seourt-
t1es (1927-28=100) 10se from 1172 m 1943-44 to 1938 m Avgust,
1946, and from 2297 1 March, 1944, to 899 9 1n July, 1948, respec-
tively The upward movement 1 the stock exchange markes was due
to varous factors, namely, the pLocurement and distribution of food by
the government, coutrol of capital issues, the vigorous purswt of the
cheap money-polioy by the government, the abolition of the Excess

1. Bes A Youngman—The Federal Reserve Systom 1 War Time

2 Beo D of Burow of -Tho
Agrioultaral Bituation, April, 1944, pp 12 17

3  Beo B K. Basu—Recent Banlivg Developments (2ud Edition) n 190
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Profit Tax and the prospects of greater profitability of industry and
therefore of highe: dividends  Therefore, the bull movement continued
ted and the Il fervour was at the highest peak
Optimism and enthusiasm were so high that even small nvestors who
had Tiever before taken any mberest in the stock exchange market were
attracted to deal in the sbtock cachanges A large number of banks,
mosbly heduled banks, made derable ad against specu-
lative shares and invested heavily n them This pressure of money-
seeling 1m estment, and accommodation granted by a number of banks
for spoculative purposes tended to bring about a nse in prices of
secuuibles and industrial shares
The boom 1n the stock exchange market which developed after the
prosantation of the Central Government budget in Febiuary, 1916, was
ariested and a mild dechine seb in by the middle of August, 1,46 This
was followed 1 September by a violent break 1n prices, following the
outhieak of communal disturbances 1n various paits of the country
The decline was accentuated by other factors, suech as the pohtical
uncotbamty, wide-spread strike-wave, the slump in Wall Street, and
the expectation that the Interim Government might pmsue vigorous
t 1 y and anti-profit policies  Shaie prices declmed
to abnormally low levels The Economic Adviger's general indes of
seeurlby prices fell fiom 314 9 1 August, 1946, to 2820 i Ssptember
and 26, 5 m October The first reactions were extremely panicky
There was heavy 1ush mn Caloutta and Bombay stock exchange maikels
for hqudating serips of all categories The downward trend of the
market went a further heavy decline with the announcement of the new
taxation proposals in the central budget for 1847-48 and the markets n
Calcutta, Bombay and Madras had to be closed for some time to prevent
a cnsis,

A large number of banks, mostly non scheduled, which made a
heavy mvestment in speculative shares, had to face a serious banking
crsis Slg'mi of smaller banks 1n Bengal getting mto difficulties wore
notuced early 1 November, 1946~ When the spesulative fervour in the
stock exchange market, was m full swing in the middle of 1946, the
Reserve Bank all banks, scheduled and b against
the dangerous practice of makmg large loans wgainst stock exchange

&
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securtties By 1ssuing the other circular, the Resorve Bank drew the
attention of banks to the need for restricting advances agamnst
shares to a bl rtion of their or total ad
and the adwisabiliby of fixing maxima for advances per share in the case
of speculative counters At that time the Reserve Bank of Indm was
considering the d bihty of ntrod 1 for
margin requirements on the American lines to curb unhealthy specula-
tion  The fixation of margin requirements by the Reserve Bank has gob
1ts place 1n the Banking Companies Act of 1949“Un1er Section 21 9(
the Bankmg Companies Act, the Reserve Bank has heen g1ven power
to determme the margins to he kept 1n respect of secured loans

Methods of selective credit contiol can be effectively used n a
particular sector of economy by raising the margin requirements when
inflationary tendencies are witnessed in that sector Bub 1t would be
a mistake to assume that they would be able to restrict credit all
round It 1s doubtful whether the depression would be cured by
lov?enng the margin requirements as the depiegsion 18 caused more by
fundamental defects inherent m the economic system than by monstary
factorss In the case of a localised ciepresswn or when a depression
oceurs n a particular economic sector, m spite of the fict that trade as
a whole 15 active, 1t may be possible to cue partial o localised depres-
sion and to bring 1ecovery by lowering margin requirements 1f depression
1n that’locality or in that economic sector 15 due to monetary factors
In India, selective methods of eredib control could only be used to
prevent speculative dealings 1n the stock exchange market n 1946-47
At present there 15 no need of using them mn India as no speculative
excesses are noticed m any economic sector

The present econpmic problem of India 18 quite different ILiko
other countries of Asia, India 15 an undeveloped country Her huge

have d They should be employed 1

different sect d 1 1 and 1 As
the objective of the Reserve Bank of India should be to attan a stable
level of good employment, like central banks of other countries, the
Bank as a controller of credit has 1ts part to play for helping all-round
economic development of India It should take the advantage of the
cheap money policy which the Government of India has so far vigorous™
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1y pursued Wha('. 18 ab present necessary 13 that o consolidation of
the progress alresdy made towards cheap money 15 very essential and
the Reserve Bank should assist in percolating money so avallable pro-
portionately to vanous economic sectois, namely, 1ndustry, agriculbure,
trade and busmess In India there has teen no reason to revert the
cheap money-policy as the easy money condition 18 vitally essential
fo her all-round economic development Inorder to create an easy
money condifion, the Govt of Ind:a should persus the cheap money-
policy, if necessary, till level of full employment 15 reached 1n India.
Cheap money, no doubt, “‘beyond a certain limt, not only ceases to
be beneficial bub m cortan conditions, as for mstance, when infla-
tion outhves the forces that engendered 1, becomes harmful to the
economy ' But, 1n India, inflat; y tend which are wit; a
aro duc to the varieby of reasons, namely, the Biitish methods of war
finance during the great World War No II, arbifical creation of
searciby of goods by hoarding ete , and black marketing.

In order tio assist with necessary credit the various sectors of our
wonomy, the Reserve Bank should be vested with powers of using
ationing of credit which 15 1egarded as a necessary accompaniment
ot & planned economy For that reason the Reserve Bank of India
should not only be state-owned but 1ts whole struclure and organiza-
tion should be reotientated and 1ts power should be enlarged so that
the Reserve Bank can truly act as guide, friond and philosophér to our
economy 1n future A sepm_Ee chapter 18 devoted to deal with what
should be the structural o1ganization and the role of the Reserve Bank
of India to achieve 1ts objective of “a stable level of good employment””.

1 S tho 13th Aunual Report of tho goneral meeking of shirekolders of tho
Temerve Bank o/ India, p 47,



CHAPTER XVI

The Reserve Bank ot India under Planned Economy

"The lessons of the wter-war period teach by imnlication, the
cssential objectives of an imbernational monetary system Such &
system must be based on 1nternational co-operation through a
permanent mstitution ”? We saw the creation of International
Monctary Fund and Inteinational Bank for Reconstruction and Develop-
ment m bhe post-war period  These two stit'.bions will “attempt to
harmonize the monetary and general economic pohieies of thoir member
countiies "*

In the post-war pouod every countiy has pledged to maimtain
or achieve “a stable level of good cmoloyment” While we notice
changes all round in the monetmy objectives of central banks,
our Reserve Bank of Tndia 18 quite indifferent to these changes and 1s
stall mawntasning the objective of monetary stabileity  What this mone-
tary stability means ? Monetary stabiity 18 quite a vague objective
and will not serve the purpose in the post-war period  Therefore, there
18 a strong ground for changing monetary objectives of tha Reseive Bank
of India and 1t should be cntrusted with wide powers to achieve the
universal monetary objective—"a stable level of good employment”
The reorientation of the Reservo Bank of Ind'a 135 quite essontial  Not
cnly®its scope and functions are to be enlarged, there should be
structural and organizational changes of the Reserve Bank

All the existing departments of the Reserve Bank, nawmely, the Issue
Department, the Banking Department, the Exct Control Depart-
ment and the A Credit Department should be
and the Reserve Bank Act should bo amended accordingly ~ Besmides the
reorientation of the existing depairtments of the Bank, a now deparbment,
namoly, tho Industrial Credit Department of the Reseive Bank, should
be created with a view to finance the Indian ndustiies

In the nevt fow pages, an attempt will be made to give a fow
sugg to d tional and fi 1
changos of these departments of the Reserve Bank.

1 Son Alatm—Mouctary Theory, p 264
? Seo . " " » 265
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Industrial Credit Department
Indian industries have been deprived of long-term finance for a long
time  No attempt for opening lised 1nstitution for p g long-
torm finance was made upto the close of the second World War The
popular demand for such specialised mstitutions 1n Indi has been for
the last three decades ~ After the first Great War of 1914-18 the Indian

Ind 16,

gave much k to the establish of
such financial mstitutions like mdustrial banks  “In 1924 the External
Capital C i also ded the fc of hsed

instibutions for tackling the problem of industrial finance Indw.,"?
Soma of tho Provineisl Banking Enquiry Committees also recommended
for settng up “mdustrial banks™ on provineial ines, Central Banking
Toqury Committes also opmed for setting up Provincial Industirial
Corporations and All Indin Industrial Corporation  “Bus the repotis of
these Committees and Commissions had beon resting 1n utter obhyion
among the dust and cobwebg of the upper shelves of the Seeretariat and
10 action, except & half-hearted attempt 1n one or two provinces, had
been taken on their recommendations *?

But during bhe post-war period we saw the establishment of the
Industrial Fimance Coiporation of India to meet the needs for long term
financo  The Corporation has been set up “for the purpose of making
medium and long-term credits more readily availablo to 1ndustiial
concerns m India, particularly m circumstances where normal banking
accommodatien 15 1appropriate or recourse to capital 1ssue methods 1s
unpracticable '® It 15 sa1d that 16s purpose 1s not to meeh the financial

of basic and nationalised industries bub only to provide
finance for the noeds of puvate ndustry, Thus, the basic or key
ndusties have been deprived of the legitimate financial help There 15
1o reagon why basic mdustries would ho depiived of the financial sds of
the Corporation Morcover, tho Coiporation 1s nterested only in public
limited companies and co-operative societies Thus, the Corporation
entively 1 the and pobentialities of
parbnorships and private himited compamies  If India 18 going to be

1 Beef, K Basu—Finanoing of Post war Industry, p 49
2 SceB.K Basu—Flnancing of Post war Industry, p 50,
¢ Sce Indus'rlal Finance Corporation Act, 1948
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industriahsed 1n the post-war period, 1t 18 meamngless to exclude basic

d and d d  and 11 d d
partnership firms and private limited companies

Tho scopo of tho Finance Corporation 15 hmited and 1t 18 doubtful
that such organization will bo of any help for the rapid industrialisation
of the country with this half-hearted spmt of the Indian Finance
Corporation  We cannot march forward along the path of industri-
alisabion leading to our destmation 1, “a stable level of good
employment'”

run by

Indin 18 0me of the under-doveloped countries of the South-cast
Asia But India's ndustrialisation will help the rapid industrialisa-
tion of the South-east Asian countries India will play a dommant
role m the economic progress of these mister countries of South-east
Asia So India's industiahsab has great
And for the rapid and planned mdustral development of our country,
the Government should abolish the present Corporation and open an
Industrial Credit Depaitment under the control of the Roscive Pank
lke the Ind Finance Department of the C Ith Bank
of Australia

Creation of the Industrial Credit Department
For the rapid and the planned industrial development an Industrial
Credif Department should bo croated within the Reserve Bank of
India by passing a separate legislation like the Industiial Finance
D of the Ci Ith Bank of Australia, its accounts

and transactions should be kept soparate 1 order to assess the
achiovements of the dopartment

The Industral Credit Department should be placed under a
departmental manager who will be appomted by the Govt 1 consulta-
tion with the Goveinor of the Rese:ve Bank The departmental
manager will hold office for a period of five years and will be ehgible for
re-appomtment The Governor of the Reserve Bank will direct the
manager of the said department i overy important matter Tt 1s
expected that the departmental manager should possess the knowledge
of industry, finance and specialised technique of industrial banking and
that & Board consisting of different types of experts will be created
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Capital strueture -—It 15 very difficult to lay down s particular
amount regarding the capital resources of the Industrial Credit Depart-
ment The question as to what the exact amount of such capital
should be, can bo settled only after a careful assessment of the respon-
sibilities which the I G D 18 mtended to underbake Evidently, the
amount should not be too low ke the I F C considering the require-
wents of key ndustries, defence ndustrie”, Public Utilities concerns and
other existing and future industries

The capital should be completely state-owned ILiake the I F D
of Australia one-fourth of the capital should be fransforred from the
general 1oserve account of the Reserve Bank of Tndiy, and tho rest
of the capital funds may ho supplemented by .sswing b nds to the
public or by the Tieaswet’s advinces to the Reserre DBank of
India for the purpose of T C D lhke T F D of Austraba It
may also attract deposits on long-terra basis by paying a fine 1ate of
nterest.

Funections of the Industrial Credit Department

The functions of the I C D should bo as follows —

1 to prowide finance for the oxisting Basic (Defence Industiles
Tion and Steel, Transpors, Ship bwiding, Aims ond Ammumtion) and
key industries which should Le nationalised immediately for the best
terests of the nation ,

Defence Industries —(1) Tuo-aims, (?) Munitions, (+) Tanks and
armoured cars and obhe: equpments for milibary puposes, (4) War-
ships, (5) Militwry ciaft, (6) Gases for warfae

Key Industizes —(1) Power (2 e, elochiicity ete )—both hydro
and thermal, (2) Qoal, Mmeial o, powe. alcohol ete, (3) Metals
cluding mining of ore fo1 them, {4) industiies for m:king machinery
and machmery parts, (5) Industiies for makmg machme tools,
(6) Heavy engmeermg ndustries for the building of ships, locomotives,
‘wagons, automobile, aircraft ete , (7) Chomicals—heavy chemieals and
fine chemicals including dyes and fertilisers

Pablic U —(1) Dtk of ol ty, gas ote, (/) Public
transport and communication services, (3) Water supply, (4) Samtation
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2 to assist i the establishment and development of capital
goods mdustries or such industries which aro expected to promote the
rapid industrialisation of the country ,

8 to assist in tho establishment of ’ goods industries (or

d arficles of ).

4 to advise on the working and operations of industrial under-
takings with a view to pr fing the efficiont

5 to provide financial assistance erther by woy of a lo&n or by
direet m an undertak {bv hasmg shares and
securities),

Scope of the Industrial Credit Department

The main function of the I C D will bo providing finance for the
rapid and planned developmont of large industrial undeitakings and
particularly small undertakings, for which financial acecommodation 15
not available through ordinary banking channels The I C D will
cover s laigo field, and finance any type of business

Methed of providing Finanee

The methods 1n extending financial aid should not be ngid and
must vary d with the The method should
be best smted to the needs of the particular case

The principle should be flexible and not ngid Like the British
I @ T C,“the pimo factors should be the type of finance the
appheant really requires and the best way of providing him with 16 "?
Thus the financial facilities may take the different forms As regards
state-owned 1ndustries, thoy may take the forms of duect loans,
overdrafts and fixed loans.

‘With 1espect to industries owned by private interests, they may
take the forms such as —

(1) dwrect loans ,

(2) overdrafts ,

(3) fixed loans ,

(4) hiro puichase financs ,

(5) subseription of capital to a company ,

(6) underwnting the 1ssuo of shares by a company ,

1, Seo Art by Gonersl Manager, I G F O, 1o “'Baoker”,
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(7) underwriting o1 purchasmg securities 1ssued by the borrower ,

(8) participating preference shares ,

(9) redeemable preference shares , and

(10) ordinary shares

The actimities of the Industrial Credit Department will be of a
specialised nature and 1t shall not adopt the principles of orthodox
banking standaid n making loans to industrial concerns Inability of
the industrial concerns to give full security will not deprive them of
the ﬁnancml mds given by the I C D If the Department thinks that
the 1nd have the ts of success 1f helped n the
beginning, the T C D will not hesitate to finance them

The busine.s of theI C D will be a highly specialised under-
taking It must have 1its own staff possessing wide knowledge of
ndustral banking  Besides experienced banking staff, the Department
must have on 1ts staff e d 1ndustrial cost
cha.rteled accountants, nsurance expeits, legal experts, pioneers of

logists and of mmerals, and other techmeians

Liaison Department —TheI C D will provide long-term and
medium-term loans for the key industries, defence industries and
Public Utilities s In such 1t must keep close
contact with the Board of such industiies, Board of key industues,
Board of defence industiries and Board of Public Utilities concerns and
other industrial concerns  And for that purpose a Inaison Department
like the British I C F C should be started The function of this
Department will be to make contacts with the mdustrial concerns and
to study the nature of then busmess problems and %o advise them on
mmportant matters

Tts aim should be to provide finance at minimum cost Therefore,
a minimum rate of interest should be charged on loans
Procedure for dealing with Appheat: for F!

Dufferent Boards of different industries should apply directly to the
I C D for finance

Board of industries shall submit their proposals containing a state-
ment of the amount and the purposes for which finance 1s required
In respect of nationalised industries such as all key ndustries,
defonce industries and Public Utilities concerns, the I C D. will give

1 Agsi;
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parbicular importance and consider theu applications for finance most
favowably keeping 1n view that the national mberests may not be
Jeopardised  In the case of old or new industries except the nationa-
lised industries, the applicants should send copies of Balance Sheet
and Profit and Loss Account and a clear statoment containing the total
amount of money the promoters themselves 1ntend to provide

All the applications should pass through the following stages —

1) E tion D —This Depart: will serutinize
the applications m order of prime ¥ 2. e, nab lised 1nd:
(key, defence and Public Utihties industries) will be gwven first 1mpor.
tance and then other applications in order of their national importance,
Not only this, 16 will see that there 1s a prema facee case for a loan

The vaiious departments will serutthize the proposal m 1ts different
aspects and these departments may be such as A/c Dept, Cost Ales,
Techmeal D E Ingell D Legal
Department

(2) Fmally, the Departmental manager with 1ts Board shall
approve or disapprove the proposals

The I C D will also see that the industries will prosper in the
future even without 1ts help and after repayment of loans the industries
concerned will be able to stand on thewr own legs and sustain all possible
hard"days and cuses

Safeguaids for Repayment ot Loans

As regards state owned industiies the question of repayment of loans
granted by the I C D does not become a problem The particulvr
1ndustry will be able to 1epay loan after a cerbain period when 1t will
begin to operate under decreasing cost The difference between the
selling cost and the turnover cost will be sufhicient for repayment of
loans  Of course, the tenure of the loan can hardly be as rigid as loan
granted to private-owned industries As the I C D has to depend on the
profit margin of the state owned ndustry, this margin can never
be kept at the highest level always The industry has to look
primanly into the mterest of the consumers n general Therefore,
the margin may be delberately vared from time to time accor-
ding to circumstances Thus, with the varation of the proht
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margin of the industry concerned, the repayment of loan will also
vary However, a dead time may be fixed up beforehand

Vast powers shall be granted to theI C D to secure repay-
ment of loans even bsfore the agreed period If a particular
wndustrial concern fals to comply with the requirements and
conditions of contracts with the I C D or fails to comply with the
demand for immediate repayment, the I C D will bo aubhorized to
3ell the mortgaged property or to take over the industiial concern

Relat with tie Int t; 1 Bank for R uction and
Development —

‘With the opening of the I C D, the Reserve Bank of India will
transfer to 1t the responsibiliby arranging loans from the I B R D
As theI C D will possess all the informations 1egarding mdustiial
potentialibies of the country, 1t will help the Investigations Depart-
wment of the I B R D 1n making survey and explouing the potentiali-
5ies of certain new mdustries Thus, om I C D wul help a lot in
wrranging mnternational loans fo certain industries

Agricul Credit D —

The Reserve Bank of Indi created a special Agricultural Credit
Department under the statutory obligation of Sec 54 of the Reserva
Bank of India Act, 1934, the functions of which are —

(@) “to mamban an expert staff to study all questions of
agricultural credit and be available for consuliation by the
Central G Proveal G Provincal Co-
operative Banks and other banking o1gamsations ,

[©)

<

to co-ordinate the operations of the Bank m connection with
agricultural credit and 1ts relations with Piovincial Co-operative
Banks and any other banks or orgamsations engaged 1n the
business of agricultural credit

What 1s the purpose behind this creation of special Agricultural
Credit Department ? Sec 55(1) of the Reserve Bank Ach of 1934
clearly shows and emphasizes the purpose Under the above Section
the Bank shall subout to the Central Government a report within
three years undor Sec 55(1)(%) on “the improvement of the machinery
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for dealing with agricultural finance and methods for affecting o closer
between 1 and the of the

Bank ”

Needless to say that there 1s a great importance of co-ordmatmg
and linking the rural finance with the money market It 15 a prob-
lem on which no two opmions exis5 1 the country Bub 1t 18 also a
problem which, agam, by common consent, admits of no easy or
mmmediate solution The Statutory Report of the Reserve Bank of
India, 1936, says—“We must also make 1t clear unless the co operative
banks can put their long term dobts on a business footing and separate
them from other business, the Reserve Bank of India will not be n o
rosibion to be of assistance to them ™ Thus, 1t 13 evident that the
Reserve Bank of India will not assist 1uyal money-lenders unless they
modernize themselves on new lines  Since the year 1938 1t has pub-
lLished many enculars stating principles and conditions under which 1t
would be 1eady to finance the co-operatrve banks This Department
18 a deparbment for gathering infq and making study
of the problems 1elating to 1ural finance and sdvising to provincial
agencues for rural credit

The Reserve Bank have totally failed to assist agricultural credit
not only by direct monetary help but aiso by gwving any indication of
the lings on which 15 would be prepaied to grant such help

Ithas always neglected the legitimate financial needs of the
“national industry” (Agriculture) on which the complete majority of

1! depends for livelthood ~ The then auth of the Reseirve
Bank of Indw turned down all our cuiticisms and suggestions on the
plea that these (criticisms) were dus to a musapprehension of the
legitimate functions of a central bank mn the sphere of aguculbmal and
other credit and tr1ed to cxplain some of the fundamental facts regard-
1ng the constitution and functicns of the Reserve Bank of India

The preamble to the Act says that monetary objective of the
Reserve Bank of India 1s to secure monetary stabiibty m British India
generally to operate the cunency and eredit system of the country to
1ts advantage Is the term monetary stabiliby itself nob vague ? Does
1t mean “Puce slability” or “lischange stabilily ’ or “employment
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stabiiby” ? Has the Reserve Bank of India operated the currency and
credit system of the country to 16s best advantage ? Is 1t not one of the
legitimate functions of the Reserve Bank of India to operate the credit
system to the advantages of the most important sector of economy,
namely, Agriculture ? The authority has failed to understand the
1mplications and the wide aren that 1t covers For, n the first place,
the preamble of the Reserve Bank of India 15 ambiguous as 1t may
melude everything In the second place, the authority has always
twisted 158 meanmng 1 such a4 way that the interests of the nation
has always suffered

The authorities have contended “that since 1t hag been & Bankers
Bank, in emergency 1t has to keep a largo poition of ifs funds mn hard
cagh and 1nvest most of she remamder 1n readily realizable Government
Securities and Treasury Bulls , therefore, 1t 18 1mpossible for the Reserve
Bank of India to lend to agriculturists duect or to advance large sums
to co operative banks or mdigenous bankers for being lent out to culti-
vators as a matter of course "

Their contention 15 right because the Reserve Bank has cerfain
lLimitations mherent 1 1ts constibution which stand i the way of
creating a short-term agricultural credit Bub we cant forget the
conservativeness of the Reserve Bank of India in matbers of developing
co operative village banks and other Agricultural Credit Agencies

The Reserve Bank, while admitting the necessity of building up
primary credit agencies, followed the conservative pumncipies of “Free
Bankers” and holds that “credit agencies must bwild up their own busi-
ness on their own resources and on lines which do not mvolve rehance,
from day to day on an outside or even the central institution ”  Free
Bankers would argue that “1f commoreial banks can always rely on the
Central Bank helping them out of difficulties as the lender of the last
r6sort .. ....they would lead more careless and bad banking "2 These
charges hold no good 1n the 20th century when banking legislations
are being passed and wide powers are being given to the Central Bank
to regulate the whole banking system

1 Reserve Bank of Indu, Credit D tutory Report

(1987), p 84
2 Savers—Modern Banking, p 223
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The Reserve Bank shows 1ts inahility to act as the apex bank of
the and 1t 18 ap] that banks must stand on
therr own legs like commeraial banks

““The attitude of the Reserve Bank has given rise to some contro-
versies 1n the country and the public 15 inclined to regard 1t as
unduly conservative *

Let us now examme the powers confeired by Sec 17 of the
Reserve Bank of India Act, 1934, to lend to provineial co-operative
banks and to carry on and transact businesses We shall also study
how far the Reserve Bank hag utilized those powers to the furtherance
of credit movement and to aid to the agricultural classes 1 general

“Tho terms on which the Reserve Bank 1s authorized to lend to
provincial co-operative banks are already laid down in Subseclions
(2)(b), (4)a), (4)(c) and (4)(d) of Section 17 of this Act "2

Sao 17(2)() —The Bank 15 suthonzed to carry on purchase, sale

and rediscount of bills of exchanges and pronussory
notes (drawn and payable in India) and bearng two
or more good signatures, ona of which shall be that of
a scheduled bank (or & provineial co-operative bank)
and drawn or ssued for the purpose of financing
seasonal aguicultural operations or the maiketing of
crops, and maturing within nine months from the
date of such purchase or rediscount, exclusive of days
of grace
(4)  The maling to states m India, local authorbies,
hed banks (p: De) banks and the
prineipal currency authonty of Ceylon) of loans and
advances, repayable on demand or on the expiry of
fixed periods nob excesding ninety days aganst the
securiby of
Stocks, funds and securities (other than immovable
property) i which a trustee 1 authorized to invest
trust money by any Act of Parhiament or by any law
for the time being 1n foirco in British India

(a)

1 National Planning Committee—Rural Marketing and Finance, p. 183
2. Sce Btatutoty Report (Resorve Bank of Indis, Age Credit Deptt ), 1997, p 36
12
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(¢) Such hlls of exchange and promissory notes as are
eligible for purchase or rediscount by the Bank.
(@) Promissory notes of any scheduled bank (or provineial
pe bank), d by d of tatle to
goods which have been transferred, assigned or pledged
to any such bank as security for a cash credit or
overdraft granted for bona fide commercial or trade
transactions, or for the purpose of financing seasonal
Itural or the of crops !
The difficulty arses m Sec 17(4)(d) regarding “supported by
documents of title to goods which have been transferied, assigned or
pledged”. The mterpretation of the clause by the legal advisers of
the Reserve Bank of India kas been made like this ‘“if institubions
dispensing agricultural credit desire to hold security which can be
negotiated with the Reserve Bank, they must have in their possession
warehouse receipts or warrants issued agamst pledged goods 1n actual
possession by & public body like a market commtiee or local sale
societies or central financing agencies " But these mstitutions have
their own godowns and “the receipts or warrants 1ssued by them will
not serve as secunty for credit to be granted under Sec 17(4)(@)"®
The present position of the h 18 quite tory
and there 18 hardly any possibility of developing trade bills or agricul-
tural bills, unless certain Sections of the B B I Act are smtably
amended There has been no attempt to start licensed warehouses and
1t will be unwise to wait for the growth of trade ills There 15 &
gufficient scope for developing trade bills within the present set up of
the credit system "It would be regrettable 1if an exaggeratedly rigid
mterpretation of the Reserve Bank of India Act were to stand in the
way of exploiting whatever opportunities there may be for stimulating
progress 1n this direction "4
Sec 17(2)(b) grves powers for carrying on the effective credit move-
ment and aid to the agricultursts If the bills of exchange arisimg
from the operations of agricultural oredit agencies were to be made

1 BeoSec. 117oftheR B I Actof 193¢ pp 1314
2&38, BeeN P O —Rural Marketing and Finance, p 133.
4 " " " " " " 184
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nogotiable with the Reserve Bank of Indis, the Indian cultivators
would get the financial facilities A canal would thus be cut jommng the
main spring of credit supply with the agriculture of the country *'*

It seems that the Reserve Bank has deliberately or neglectfully
acted to the detriment of the interests of agriculture by not using the
powers given to1t by the Sub-clauses of Sec 17 The Reserve Bank
could have inundated at least some portions of agricultural sector with
finance, but 1t did not On the contrary, 1t 1ssued ecirculars on June
12, 1989, to all provincial and central co operative banks to come
lne with the recommendations laid down theremn, otherwise 1t would
not offer finencial accommodation  ““It has lad down the conditions
which co-operative banks will have to fulfil before they can be eligiblo
for obt: financial dation 2 E; has shown that
co-operative movement 1tself cannot go ahead without the gwdance
of the Reserve Bank of India It 1s the duty and responsibility of
the B B I to bring about the necessary organisation for the co-opera-
tive movement Bub the Reserve Bank of India's wait-and-see policy
has loft tho far behind and d

In 1ts Annual Report of 1939, 1t has been roported that “‘no co-opera-
tive or scheduled bank has so far approached the Reserve Bank for
financial dation aganst s, 1 paper” The very state-
men? shows the neglectful duty of the Reserve Bank of India m
mafters of finance It does nob mean thab co operative banks or
scheduled banks do nob require such financial accommodation Nobody
would beheve this The neghgence and “unhelpful attitude of the
Reserve Bank of Indin have been primarly responsible for the fact
that no tion dealing with dtural credit has so far found 1t
worth while to approach to 1t for financial accommodabion against
agriculbural paper "

Now the Regerve Bank of India has been nationalised by the
“Transfer to Public Ownership Act of 1948”. It has assumed a greater
1mportance i the post-war economic reconstruction of the country Bub
mere nationahisation will not help India in attaning the sole objective of

| SN P O—Rural Marketing and Financo, p 134
LT » " " wop
8 . w " " wooonm P18
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**a sbable level of good employment”  If the interests of all classes of
the )| are to be saf d, and 1f the

power of the 1 sector of v 18 to be d 1
ohanges 1 Agricultural Credit Deparbment are required to wrigate
the whole agriculture with cheap money and easy credib

Work for the Future Suggestions to reorgamse
Indian Agriculture.

“The synchicnsation of plethora of funds n the bigger money
markets and 1ts scarciby 1n the rural areas 1s reflected 1 the very wide
margin between the rates of interest prevaling m the two cases” '
The present distribution of oredit facilities 13 quite uneven Some
sectors of our economy are flcoded with credit facilibies and others are
oqually dried for the want of credit facthties This excess of credit
facilities 1n some sectors 18 quite analogous to flood-stiicken areas and
the dearth of credit facihities n Agricultural sector 15 analogous to
regions suffering from scarcity of water So we need a better distri-
bution of credit facilities and 1n the words of the National Planning
Commuttee as “system for better financial mgation” The advantages
of war-tume and post-war-period policy of cheap money have not ai all
percolated to the mam sector of economy ¢ 6, agreulture “Monoy
has perhaps always been cheaper mn bigger centies than m villages
In our times there has, however, been an fration of
funds m such money markets as Calcutta and Bombay "4 Ruial
areas have so far denved lttle or no benefit of the cheap money
oampaign pursued by the Govt  The divergence m the supply of cheap
money and credit facilities between agricultural sector and the rest
sectors of commerce and mdustry has become more pronounced during
the post-war period The )7 of cheap y-pohicy have
oalled for the “Hals of cheap money-drive” We would hke to say
that “Halt of cheap money-poliey” would not help India in emerging
out of the fundamental economic erims of the post-war period We would
rabher support the view of “Quick-march cheap money-policy” and
thak choap money should be allowed to march quickly to the agr-

1 See N P.0—Rural Marketing and Finance, p 125

2, W N R L
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cultural sector of our economy to fight the dacoit gangs consisting of
money-lenders and Indian shroffs or indigenous bankers. ‘‘But the
disorgamised state of Indian agriculture, particularly the chaotic state
of rural marketing and finance, has 8o far served as an effective deterrent
to any 1mprovement”! The best hope and the bright future of the
Indian ists e 1 the tion of the village

system, the abolition of the zamindar system and the present land-
tenure system, and finally, 1n the of the >
movement on the Nicholson Imes along with the structural changes n
the A Credit Depart: “the apex of the co-operative
movement” And on those lines we would like to make a few suggestions
to ameliorate the willage hife

Suggestions —

(1) While welcoming whole-hearjedly the policy of zamindart
abolibion by the National Govt , we suggest—({a) the compulsory merger
of mdividual mterests of land holdings into one common land or
shamlat? land 1n every village ,

(b) the control of the entire shamlat land thus shall pass nto jomb
hands or collective ownership and all the proprietors shall merge ther
mdividual 1nterests and hand over the affaws of the common land to an
elected commttee ,

(c) each proprietor or dividual tenant (or peasant) will receive &
share contaning the total bighas or acres of land owned by him , thus
he will be a shareholder or common member of the collective farm or
shamlat land of the willage ,

for example, if & farmer or a proprietor owns 10 bighas of land, he
will geti a share or document contaning 10 bighas of land snd he will be
entitled o geb a net return per bigha out of the total net output of the
shamlat 1and after deducting all expenses and providing for deprecia-
tion and reserves and other funds ,

(@) each shamlat land will possess 1ts own ries or flour mill,
electric power station, eleotric forge shops, carpentry machine shops
and also workshaps serving the everyday needs of the collective farms ,

1 See N P O-Rural Marketing and Finance, pp. 128 29
2 See Reserve Bank ot Indla, Credit -Bulletin No 4.
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(e) out of the 1ncome 1m kind, 2 ¢, out of the total quantity of grain,
the shamlat 1and will provide for seeds and fodder, and will also make
provision against bad harvests and calamities ,

() distribution of mcomes both m kindand cash smong the mem-
bers of the collective farm will be based on the number of bighas held .
the form of share by each shareholder, ag for example, the general
meeting of members of shamlat land on the bass of its total annual
income, dacides to distribute for each bigha 10 maunds of gram and say
Re. 16 m oash, m this cage, 1f & collective farmer has 10 bighas of
land, he will recerve 100 maunds of grain and Rs. 150/- i cash

(¢) Besdes what evory member of the shamlat land recerves from
the commonly owned farming he also may have foL his personal use a
subsidiary husbandry on a small plot of household land 1.e, Bars. He
has his own house, & cow, small cattle, o garden, ete.

(2) Each shamlat land or collective farm shall start & co operative
bank of 1ts own  Every member shall contribute s mimmum share
capital of the bank preseribed The co-operative bank will attract
deposits from tho members both on short and long terms It will
lend money tothe collective farm ab cheap rates of nterest 1n order to
meet the agricultural needs and assist them 1n paying off the old debts
borrowed at high rates of interest

() The A C D of the Reserve Bank of India should formulato
new principle for developing co-operative banks and help 1 all possible
ways for the establst and of tive bank 1
each shamlat land  The f and of of &
co-operative bank will be dealt later on

With the aforesaid background of the Indian villages we suggest
here for the structural changes m the A. ¢ D of the Reserve Bank of
India m order to cut out a canal jommng the main spring of credit
supply with the shamlat land and 1its co-operative bank  We hope
that the simplest and most effective method of bringing the advantages
of cheap money-conditions to agricultural sector of economy would be to
ncrease and broaden the powers and functions of the existing A C D
of the Reserve Bank of India to actively mn lbural
credit  In order to achieve this, olose and continuous link should be
made between the A C D on the one hand and all co-operative banks
of all the shamlat lands on the other A Lk should be established
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betiween the A O D of the Reserve Bank of India and the co-operative
banks of shamlat lands so that the hiqud and cheap money might flow,
percolate and 1rrigate the rural areas.
Suggestions —

1 Organisation and Management

The A C. D shall be put under a Departmontal Manager, who will
b appomted by the Oentral Government n consultation with the
Governor of the Reserve Bank of India and will hold offics for & penod
of five years but will be eligible for The Department:
Manager will be assisted by & Board consisting of seven members The
members of the Board shall be appomted by the Governor of the
Reserve Bank of India 1n 1t with the D tal Manager
and will hold office for a penod of five years The Departmental
Manager must have a t} ledge of 1t rural finance
and banking of E He must be capable
of d and a gound D banking

2 Capital and Resources :—

As rogards the resources of the bank 1t 13 essential that its capital
should be fixed at a fairly high figure It will be very difficult to lay
down the exact amount of such capital ag 1t can be settled with full
Justige only after & careful assessment of the responsibilities which the
A C D 13 mtended to undertake C: the t8 of Agri-
cultural co-operative banks and the number of shamlat lands the
amount for the capital should not be meagre

One-fourth of the total capital should be rased by transfer from the
general reserve fund of the Reserve Bank of India and the remamning
capital by 1ssung bonds of smaller denominations to the pubhic

Functions and Powers of the Agrieultural Credit Department
The functions of the A, 0. D. may be as follows —

1 to provide finance for agri and d
of urigation facilities through co-operative hanks B
2. to assist i the t and dovel of P

bank on each shamlaé land ,
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8. to make advice on the workings and operations of the shamlat
land and co-operative banks with a view to promote the efficiency of
the organisation

Powers —

The following powers may be givon to the A ¢ D —

1 powers of inspaction of the co operative banks ,

2 control and regulation of loans and advances the A € D ghall
determine the loan-and-advance policy 1n general and 1n particular ,

8 1t shall govern the purpose of loans, margms to be kept agamst
loans, rate of interest to be charged thereon ,

4 each co operative bank shall submit weekly returns of assets
and Labilities and any statoments and mfomations required by the
ACD,

5 power to prohibit the' co-operative bank from ecarrymng on
business if 1t bhinks fit 1 the bost 1nterosts of the shamlat land,

6 power to liquidate the co-operative bank if 1t runs agamst the
principle of co-operative bank ,

7 power to 1ssue Licence and to cancel the licence granted to the
co-operative bank , and

8 each co operative bank shall deposit with the A. € D. a
certain percentage of total deposits

Thus a separate Co-operative Banking Act should bo passed stabing
therem the full powers given to the A @ D to regulate the cc-opera-
tve banking gystem as a whole

Relation with Co operative Banks

Its relation with co-operative banks shall be clearly defined in the
Co-operative Banking Act Generally spealing, the relation should be
of developing and assisting the co-operative banks on sound lines and
cautioning them from dangeis and bad paths  The relation should be
Like that of & parent orgamsation with its hanches The accommoda-
ting spinit should be developed between the parent orgamisation and
the co operative banks

In order to have close and continuous touch with ('.he co-operative
banks, the A C D, should a Liason Depart:
of expert officers having wide knowledge of agriculture and rural
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finance and co-operative movement Thew mam duty will be o travel
all over the country from one shamlat land to snother to conbact with
them and to educate them the co-operative prmneiples by exhib the
films, showing the workings and orgamsations of the collective farms,
The A C D shall also mamban on 1s staff experts like agriculbural
engineer, 1rrigation engineer, mechamcal engineer having wide know-
ledge of operating tractors and combined harvesters, cost aacountnfltS.
chaitored men with Iised knowledge of co-op
banking on Nicholson Iines, logal experts, surveyors, statisticians to
carry on designs of expertment 1n biology, and agricultural bobanists and
other scientists to smooth out the work while granting loans for bigger
Projects and schemes of nrigation and electricity, ete
Methods of granling loans —

The primciples of gantng loans to shamlat land through 1ts
€0 operative bank ghould be flexible and not nigid and must be based on
the principles of co bank a8 ted by Nichol
Finanotal assistance may bo mado m the following forms as best swted to
the needs of a particular case (1) draft, (2) fized loans (mort
(8) hie-purchase finance (for purchaging machinery), (4) cash credits,
and (5) by such othor means as may be appropriate to a particular case

Accommodation may be made avalable by means of an ordinaty
overdraft method at a fine rate of mterest

Loans may be gianted for a period not exceeding: from 5 to 10
vesrs A shamlat land should apply for loan to the A C D thiough
1t8 co-operative bank

Methods of repayment of loans ~—

Repayment of loan should begin just after one year, smce the
complebion of the project fcr which loan is granted Repayment of
loan may be msured by 1nstalment systom Each co operative bank
and shamlat land shall allocate a cerban percentage of the total
1ncome of the farm towards the Loan Repayment Fund and fiom that
fund payment will be made to the A ¢ D annually

Relation with the I B R D.

Assistance offered by the I B. B D for India’s agricultural
development should come through the A. C, D, as the A, 0. D, 1s the
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fittest organigation to decide 10 which way the funds so available will
be utibzed The A C D will be made mamly responsible to the
I R B D. for the repayment of such loans granted by the International
Bank

The main functions of the Village Co-operative Bank

“The banks whioh fulfl at once the requirements of thrft and
crodit while promoting m a high dogree those qualibies which are
essential to high national character aro the village co-operative banks
They sre nob formed by the oapialists seckmg mvestments for
their funds with the hope of earmng dvidends thereon, and therefore
widening busmess regardless of the results to the borrower, but are
smell groups of men, all of the same neighbourhood or who unite
their savings, attract capital by their thrft and prudence, and lend
the proceeds to themselves on ble terms for p use*

The co operative movement has failed to keep high 1deals If the
movement 18 to be reorientated, every village must become & common
collective farm by uniting all the land holdings mto one And the
village bank mustbe modified onnew lines —(1) “Each bank will
not take up more than one village withmn 1ts ambit, (9) 1t should
1nclude everyone in the wmillage , (3) there must be a greater adherence
to essential co-operative principles, and (4) there must be contmuous
touch with the members "* :

Capital and Reserves —Each bunk must rese 18 own capiel
The first co-operative principle 15 that credit must be based on the
thrft and prudence The soundumess of the bank must be Judged
by 165 capaciby to rage capital locally ‘It must therefore endeavour
to find 1ts captal by collection of the 1dle hoards and the savings
of the villagers before 1t approaches the A, C D of the Reserve
Benk of India for loans "® It may not be able to get locally all
the finance that 1t requires In that case 1t should approach to the
A 0.D of the Reserve Bank of India to get the nitial captal

"1 Seo Roverve Bank of Tndis, A. 0 D ~Balletin No 2, pp 87 28
» 29
' 28

I wowom " . "

T " P
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Management by members

“The best od m perat les 18 obtammed by the
mansagement of the bank by the members themselves ! Bank's own
committee may appomt paid staff if necessary Supervision and
gwdance may be given by the A.C D "“A radical alteration mn the
system of work on these lnes 13 not unpractical and will go a long
way to ensure the understanding and observance of co operative
prineiples

Functions and Aetivities of the Bank.

1. Better farming the bank must evolve out new methods to
assist the collective farm by hmiting 143 expenditur e and mereagng 1ts
mcome

2 It should encourage and educate +he mass for jomt cultivation
or collect; 113 a8 we have before + e, the pooling
together of thewr land by all members and 1ts cultivation mn one big
farm  This will make possible the use of modern machinery

8 It may help m ve 'k and
d bsidiary like, dairy-f; g, poultry-breeding

pIng
and bee-keeping, etc

Banking functions

1 TItshall attract deposits from the members of the ‘collective
farms,

2 It shall govein the use of credit and business habts of its
members.

8 It shall create reserves and shall deposit with the A C D of
the Reserve Bank of India.

4 TIthasto keep certan percentage of total deposits with the
A C D of the Reserve Bank of India

5. “It shall gather property statements of members carefully
propared  Transfer of land without the knowledge and permission of
the villags bank should be stopped "2

6 “The bank should have its own bwldmg at the earhest
opportumty. This should be the centre of all social activities Till

1 BeeR B I,A.0 D—BullenRNo 2,p 87
2 . " " " n 59
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& bank possesses its own bumilding the willage school may be used
for the purpose The keeping of the books of the bank with the
president or secretary should not be permitted

7 The bank must never lose touch with the members Absence
of such touch leads to mdifference, default and disloyalty "'*

8 It shall not grant loans to any smngle individual exeept the
collective farm mn common,

9 The village bank shall grant loans only for productive purposes

EXCHANGE CONTROL DEPARTMENT

Int 1 Aspects of full. ployment policies

“The Government of India do not have any specific employment
programme though they have accepted certan commitments to
provide full emplovment to the greatest possible extent They are
mindful of the necessity of utilizing all resources for the development
of the country and for rasing the standard of lving of the people'?
It 15 self-evident that India 18 heading towards the stable level of
good employment It 15 also clear that the objective of full emplpy-
ment must be approached primarily m the sphere of domestic or
national action end by adopting various domestic measures namely,
stabilisation of the level of investments, and the aggregate demand,
full-employment budgetary policy, etc  But the fujl-employment; policy
has aleo 1ts 1nternational aspect In 1ts mbernational aspect; India must
achieve stability i international trade “Stability 1n international
trade cannot be mrmtamed when the balances of payments of
ndividual countries are mn serious disequilibrium, and balances of

ik cannot be d 1f the demand or supply
s

of individual countries for ity lly traded goodsis unstable
Therefore, 1 order to achieve the stabiliby 1n international trade we
must strike at the root of the problem s e, problem of stabihzmg
1 Bee Reserve Bank of Indla, A Credit Do
No 2, p. 60
2 BeeU N O —Maintenance of Full Eroployn ent, p 90
8 8es U.N O —Natlonal and International Moasures for Full Employment,

P9
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the demand and supply of imdividual countries for 1nternationally
traded goods. There are two approaches to this problem (1) ‘‘the
lassez-fawre case for free trade as a means of securing economic pro-
gress and prosperity th-ough peaceful tiade depended essentally on
the belief that free competation could be relied upon to bring about an
equitable, stiable and effective use of the world’s resources for the benefit
of consumers all over the world”* But the case for international
trade based on the grounds of competitive equiby and efficiency must
not hold good when we have different ndependent money markets and
currency areas like Sterling area, Dollar area, etc Disruption of the
foreign trade balances as well as cf the balances of payments deepened
on the division of the world market into seperatie zones

“By 1933, four groups of currency systems were opetatng (1) the
‘gold bloc'—TFrance, Switzerland, the Notherlands, Italy (until 1334 ),
Belgium and Luxemburg (until 1985 ), (3) countries mantaining an
“artificial” panty or chacking depreciation by means of exchange
control and other restiictions ( Germany, Italy and other Liatin
American countiies ), (3) countries with depreciated and controlled
exchanges (most Latin American and some European countries such as

reoco and Ozechoslovakia) , (4) countries with depreciated and free

h (altogether some 20 b by 1933, meluding the United
States, the Umbed Kingdom, the Brtish Dominions, Sweden and
Norway) "2 .

The multilateral trade, usually pactised under capitahsm has been
replaced by trade between two countries , moreover, the countries are
obliged to buy commodities nob where they can obtamn them at lower
prices, but where they have the possibiliby to 1mport commoditien equal
1n value fo thewr exports from the same country “The system of multi-
latoral trade, already seriously affected, broke down with the collapse
of the woild monetary system There ensued a general movement
towards bilsteralism—the endeavour by each country to achieve
reciprocity in trade by reducing maports from countries with which 1ts
trade balance was passive "

1 el L O—The Common Into.cst in Lutunabional Eo Or, p 66
2" Seo T N. O —Commorclal Polloy 1n the Inter-wat Perlod, p. 70
3 Sel N O—Commerrial Polioy In the Inter-war Period, p 70,
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Each hilateral sgreement was designed to meet the 1ndividual
trade requirements  After the post-war period of general economic
dislocation, trade restrictions which had been 1mposed as temporary
measures, were gradually relaxed and the old pattern of commercial
relations were restored ‘‘The planmng” of foreign trade came to be
more and more widely accepted as a normal function of the state and
the weapons which had been forged as an emergency defence of
prices, production or currency were not discarded, but tended to be
pressed mto service ag )] of trade dove-
talled 1nto programmes of national economic development ™! Bub
Professor Viner has pointed out the weaknesses of state trading mono-
polies and cnticised by comparing them with an ideal funcbionng
competitive world market ‘“With respect to Govt trade monopolies, ag
with respect to exchange contiol and the quota system, the case
against them 18 strong only on the assumption that there 1s available
as an al b1ve & hlv working market process, not
subject to substantial interference by private monopolies and not
restricted by tarff bamera more opptasslva to trade and more discrimi-
natory than the g tt Ives "? The case against
state trading must be reconsidered as there 1s no 1deal and smoothly
functioning competitive world market The case for state trading has
assumed greater and special importance these days when we talk of the
mbernational aspects of “full employment programme” The demand
and supply of ndividual countries for mnternationally traded goods will
remain unstable until they are planned by the respective governments
And if the demand and supply are unstable, the equilibrium m the
balances of payments cannot be achieved and 1f there 15 disequilibrium
10 the balances of payments, the stabihty m the international trade 18

bound to suffer from the 1nfl 'y and defl tend: n one
country or group of countries.
“The acute underl m & "

which has persisted throughout the post-war period, overshadows all

1, Beeh N O —Commeroial Policy in the Inter-war Period, pp 71-72
2 BeeL N O,—Trade Relation between Fros Market and Controlled Economics
~=By Jacob Vinor (Geneva, 1943), pp 83 83,
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other mternational economic problems and remams by far the most
disturbing foatura of the current situation "'

The deficit countries are expenencing more deficits day by day due
fo the duality nature of the Umited States’ export trade Tho U S A 15
exporting goods m large quantibies and importing a very hittle amount
of goods. In the thres post-war years (1946-48) exports of the U S A
reached the value of 38,000 million dollars agamst 9,000 million dollars
n 1936-38  Moreover, the Umited States imports in thesa post-war
years did not exceed 18,000 million dollars The duality i the exports
trade of the U S, A may be explamed by tho fact that unlike other
big exporting countries which export large quantities of manufactured
goods and 1mport much food and raw materials, the U § A 13 a big
exporter of both manufactured goods and fecod The result has been
that all the West European countries, have adverse balinces 1n their
trade with the U § A “The magmbude of this imbalance can be gauged
from the fact that in 1948 current earnings paid for only 43 per cont of
Europe’s imports of goods and services from the U S A.and for only
90 per cent of her mports from other non European countries so
that non European countries as s group paid for only 74 per cent
of thewr mports from the U S A. by current earnmgs, finally
that only 62 per cent of the current earnmngs of the U 8§ A m
foreign transactions was covered by imports of goods and services "2 The
1 of this chromec d will require large reduction
m U S exports or a large increase 1n 1ts 1mports and large mcrease n
exports of European countries rather than a reduction m ther 1mports
TheU 8 A 18 ble for this defierts m  the
balances of payments of all other countiies and 18 rumning the economy
n othor capitalist countries not only by one-sided exports, but also by
banning trade between Western Europe and Eastern Europe “The size
of the adjustments required in the structure of world trade 1 order to
re establish world financial equil 18 & suff dication that
the solution of the problem 1equires a degree of imternational co-opera-
$1on which would make 16 possible for countries to pursue policies of
adjustments that are consistent with one another " The experts of the

1 BSee U N O —National & International Measures for Full Employment, p &0

2

» " " " " noom " p oL

3 " » i " [T ” P 520
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U N O have suggested that each country should try to avord persistent
defioits and surpluses n 1ts balances of payments Such individual
action to avoid persistent deficits and surpluses n the balances of
payments would require state planning of the balances of payments of
the exports and impoits “Such a procedure would 1nvolve as first step,
that both defieit and surplus countries should set ‘targets’ for the main
constitaent 1tems of their balances of payments indicating the adjust-
ments by means of which they hope to restore overall financial
equilibrium within an agreed period ! Thus the chronic imbalance
1n mternational trade can be removed to a great extent if all the
and thewr ive gov ts plan their exports and
1mports without impanimg the d tic full b
Planning of foreign trade will mean the state planning of foreign trade
and completo exchange control by the Central Bank But this state
planning of foreign trade must not be carried out n 1solation., There
should be greater and closer co-operation among all the countries
practising state planning of foreign trade and complete exchange control
“The man obl of defiert tries m this 18 to pursue
policies aimed ab reducing 1nternal mflationary pressures which may
compromise their ability to export and aggravate their need to import
and to adjust their exchange rates in cases in which the expansion of
their exports 1g by the over valuation of their "
They should also plan their exporting mdustries to the needs of markets
and should not produce gocds without plan “They should also be
prepared to adjust thewr production structures to the mneeds of those
potential markets which m the hight of prospective situation, are
necessary for the achievement of balances of payments equilibrium "?
Surplus countries should also try to balance thew inteinational trans-
actions by taking such measuros which will go to reduce the surpluses
Moreover, these countries should not try to dump their surplus goods
other foreign markets and should refram from producing commoditics
formerly d tall those d are lable As for example,
the U. 8. A began to produce at home also commodities formerly

1 8co U N O ~National & International Measures for Full Employment, p, 52
243, " " [T ”" P53
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nported from abroad In 1987 the imports of rubber, silk, vegetable
o1l and soya bean comprised nearly one-sixth of the total imports of the
U 8 A—367 million dollars  In 1948, when prices had doubled, the
imports of these raw materials amounted to only 324 million dollars ,
not content with this, they began to export many commodities never
exported by the U 8 A. before, as for example, coal, and cotton fabrics,
which became 1mportant 1tems of export in the post-war period “The
main obligation of surplus countries 1s to take the mternal measures
necessary to ensure that any decrease in their exports or rise mn their
1mports does not nvolve a reduction m their internal production and
mcome and thereby generate agamn export surpluses m thewr own
balances of payments The surplus countries should also take steps to
facilitate the necessary ad. in trading by reducing
or removing restrictions on 1mports, 1n so)fa.x as they contemplate an
increase 1n imports, and by refraining from giving any direct or mdirect
encouragement to exports through governmental policies, m so far a8
they contemplate & reduction 1n exports

Thus we find that only the governments with their planning of
foreign trade and complete exchange control under therr respective
central banks can help to establish the pormanent and lasting stability
n the equilibrium of balances of payments The experts of the U N O
have rx‘ghﬁly that only the gov 1 by acting
together 1 agreement with one another, can take the steps necessary
o ehminate conflicts betweon their national economie policies and thus
lay the for a and self- pattern of
trading and financial relationsk for the act t of which all
countries could work both 1ndividually and collectively

India’s Balance of Payments.

India emerged out of the Second World War as a creditor nation
by sacnifieing her 85 million sons of Bengal ab the door of famine In
the post-war period she had to endure the disturbing effects of parti-
tion In spite of these hardships, the general course of India’s balance
of payments up to 1948 cannot be considered as unsatisfactory This

1 BesU N O—National and International Messures for Full Employment
pp 63 54

14
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view was expressed in an arbicle i the July 1ssue of R B. I's Bulletin,
1949

“The post-war demand for re-stocking and replacement pushed up
the value of private imports by some 38 per cent 1n 1947 over the level
1n1946" Bub this did not lead to any serious unbalance m India’s
foreign accounts  With the partition, the exports of the Indian TUnion
1n 1948 were naturally lower than the exports of undivided India
1947, but the fall i the value of imports was even steeper Thus
private merchandise, as an 1tem 1in the balance of payments, made &
good show with a favourable balance which fell from Rs 55 crores in
1946 to Rs 28 crores m 1947, but rose agamm to Bs 81 crores m 1948
Much of the oredit for this must go to the fact that the prices of
Inda's ohef exports went up much faster during these 3 post-war
years than 1ts import price The article says, “India’s current trans-
actions with hard currency areas showed a net defieit of Rs 4 8 crores
m 1946, Rs 85 8 crores 1n 1947 and Rs 49 6 crores mn 1948 "'

India’s balance of payments has been growing adverse not only with
the hard currency areas but also with other areas in general We
notice a rapid declne 1n her exports 1n the first quarter of 1949 “Such
exports amounted to Rs 184 crores only during the period as against
Rs 209 crores 1n the corresponding period of last year "?

The economic effects of “Partition’ has totally altered the pattern of
foreign trade of India TUndivided India’s monopoly of jute vexports
could not tontinue after partition Indian Union became the largest
importer of raw jute  Jube manufactures and raw jute account for the
decline m Indian Union's exports Indian Union lost her position as
exporters of jute, raw cotton, hides and skins due to partition,

Inda's 1mports 1ncreased tremendously due to large imports
of food-stuffs from hard currency areas In 1948 the Govt's
imports of food-stuffs remained high at a level of Rs 100 crores
This single 1tem of food 1s primarily responsible for the deficit 1n India’s
balances of payments

The pent-up margn of ' demand durmg war time
for durable and essential consumers’ goods and the needs of capital

1 Bes Resarve Bank of India's Bulletm, July, 1949, p 450 -

2. See Dr 8 K Basu—Devaluation and the Dollar Problem, p 15.
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replacoment and re-stocking also led to the widening of the gap
the balances of payments

The mternal mflation has also led to the adverse balances of
payments “Indian goods are being rapidly priced out of the dollar
markets '

Thus Dr S K Basu has summarised the mam factors responsible
for this widening gap mn India’s balances of payments *(1) Con-
sequences of partition, (%) the back-log of deferied demand bullt up
during the war, (3) the requirements of capital replacement and
development, and (4) last but not least, mflation

In reply to Question 12 of the U N.O the Government of India
says —“India has beon suffering from the effects nob only of mternal
nflation but of a very large increase 1 the price of 1ts imports  The
high prices of essential capital equipment most of which 18 obtainable
only 1 the Atlantic countries, and of food (¢ g, Argentine food-grains)
have adversely affected India’s balances of payments.”?

Foreign Trade Budget

Dr John Matthai, the then Finance Mimster, told to a press con-
ference that “there was no obvious improvement in India’s existing
foreign *exchange position as a result of the Indo-U K sterlng
agreement, there 19 need for a very strict scrutiny and a Very severe
economy during hhe current year (1948-49) m respect of our foreign

" He also d the need for drawing up
a Foreign Trade Budget “We have now to draw up a foreign exchange
budget for the current year "

In the hight of the above fundamental disequlibrium in India’s
balances of payments we suggest the following improvements n the
working of the exchange control

(1) The Reserve Bank should open or create a permanent Exchange
Control Department

1 See8 K Basu—Devaluation and the Dolla1 Problem, p 17
2 BeeU N O —Maintenance of Full Employment, Appendix, p. 93,
3 Bee Amrit Bazar Patriks, August 5, 1949
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(3) The f of the said Exek Control D may
be as under —
(a) drawmg up of the Foreign Exchange Budget m correlation with
the Government’s Foreign Trade Budget ,
(5) complete control of exports and imports ,
(c) fizing of “Targets” of each 1bem 1n the Balance of Payments ,
(d) preparation of Balance of Payments on the lnes suggested
bytheU N O' 4 the exck rate m It
tion with the I. M. F.
financing the entire foreign trade , (For a satisfactory conduct
of India’s foreign exchange busmess, 15 would be necessary
that the entwre foreign trade of the country with other
countries should be financed through the Central National
Bank —K T Shah.)
() no further granting of Licences to open new exchange banks ,
(g) negotiation and keeping constant touch with the Inter-
national agencies such as I M F and International Trade

(e)

Orgamisation
(3) Nationalisation of all foreign exchange banks ncorporated m
India and lete abolition of foreign exch banks ted

ouside Indian Union

(4) The Government of Indian Union should plan the foreign
trade by means of a Foreign Trade Budget prepared mn correlation with
the Foreign Exchange Budget

(6) The present Foreign Exchange Regulation Act of 1947 18 not
a comprehensive one 1n the sense that 15 does not lay down the manner
and degree of control It has given wide powers to the Central Govern-
ment and the Reserve Bank to control the movements of capital,
export and mmport of bullion and currency mobes Bub 1t will be very
difficalt to control and regulate the movements of capital without
an all-round exchange control of every item of exports and 1mports
It may be that capital may move out escaping the notice of the
exchange authority in the garb of a current transaction "It has been
found by that 1t was to control 5 of
capital unless control was exercised over all forms of foreign exchange

1 Bee U N, 0.—Note on Balance of Payments Statistios
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dealings, 5o thab it was necessary to establish a system under which
every 1tem could be serutinised so that & capital payment was not passed
under the guise of a current transaction "*

Thus o separate Exchange Control Act should be passed giving wide
powers to the E O D 1n order to implement the programme of planned
foreign trade as a part of the general programme of full employment.

Organisation of Exchange Control Department.

The Exchange Control Department should be placed under & depart-
mental manager ted by the Go of India 1n
with the Governor of the Reserve Bank of India He will hold office
for a pertod of 5 years and will be ehgible for reappomtment He must
possess the speciabised knowledge of foreign exchange and foreign trade
and must be capable of preparing a sound, Foreign Exchange Budget
He should also possess the knowledge of statistics to estimate the
balance of payments

The B. C D must have experts on ifs staff such as statistioians,

lawyers, et
Procedure for applying for Foreign Exchange
All appheations for foreign L shall be d m

the prescribed form directly to the Exchange Control Department
The E C D with its expert staff shall scrutimise all the apph-
cations and m corielation with the Foreign Exchange Bndgefs and
Foreign Trade Budget.

The scope of the B C D will be wide enough to cover all 1tems of
exports and mports both visible and mvisible

The scheme recommended above provides a powerful and flexible
weapon for off the effects of d: mn balance of pay-
ments on the economic activity and full employment 1 our country.

ISSUE DEPARTMENT
Need for an Ideal Currency System and Stable Rupee.
The present Tndian currency 18 not at all stable and monsy ewou-
lation is experiencing one convulsion after another ~Currency failures

1. Bee Artlole A Noto on the Forelgn Exchangs Regulation Act, 1947" in
eserve Bank of India's Bullstin, Apnl, 1947, p. 214



414 MODERN CENTRAL BANKING
11 countries having no sound economic planning are quite a natural
phenomenon  Anarchy reigns 1 the economie development of onr
ocountry It mevitably leads to periodic finanaial erisis to the deprecia.
t1on of the natural currency and to disorder and chaos m 1nternational
ourrency. A sound cutrency system must secure stabiity both m 1ts
external and 1nternal h power and elastiotty But to the
ubter disregard of inbernal stability, the Indian cmrency has
always been attached bo external stability + ¢, exchange stability

Disloeation of eurreney

The cwrency circulation 18 becommg more and more dislocated.
The monetary reforms carried out after the war, such as Demombisa-
tion of Nates of higher denominations, to find oub the 1ll-gotten
monsy, had not stabilized our cutrency  On the confrary, the emis-
slen of paper money 1s agam swellng and 1ts value s smking, while
prices soar immediately

Great Britamn devalued her pound sterling in Beptember, 1949, i
terms of dollar by 30 per cont  And the devaluabion of pound brought
mits wake the devaluation of the currency of 23 other countries
wmclading Indian Umon It clearly shows that Indian Rupee 18 not
mdependent It acts i chorus with the pound sterhng  Indian Rupes
has beon devalued m sympsthy with the mother country’s pound sterling
to the utber disregard of the internal stability  Simce devaluatiot, cost
of hving ndex has risen enormously It 18 domng more harm than good
The currency devaluation has completely betrayed the cause of the
economic planming by raising the cost of 1mported capital goods snd
other essential goods

Elastleity

By elasticity we mean the capaalty of the currency system to meet
the ch: needs and of our trade, busmess snd
economic actiity No doubt, the adoption of the proportional
reserve system hes imparied elasbicity to a greab extent, but the
use of elastieity and the timing of elasticity have never been to the
best mterests of the mnatwn. Tlus 18 clesr from the fact that
mflationary pressure 18 still persisting m more serious form, Excess
of elastieity 15 bad and 16 may so *happen that 1t will lead to
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currency failures and breakdown of monefary system The elasti-
city of the ourrency system must be regulated by conscious and
progressive efforts to swb the requirements of trade, industry, com.
merce and agriculture  Elastieity i the true sense of the term knows
no perturbations whatsoever Just that 18 the secret of the stabiiby
and elasticity of the currency system

The Rupee has muserably failed n creating confidence among the
genoral mass of workers and peasants Its purchasing power has gone
very low to mamtain the general standard of hyving of the total popula-
$ion The Fastern Burope n countries have already carried out then
currency reforms, withd: from all money and
18sued new full value of currencies The purchasmg power of these
currencies has already doubled There has been no conscious effort
to reform the Indian currency during the post-war period

‘Wo hear so much about and
Both our Central and Provinaial Governments have sef up many
special depattments for ndustrial pl Bub nothing has been

done so far regarding currency on which depends the success of all
schomes of economic and sooial planming A sound currency system
with proper safeguards agamst mflation and speculative credib expan-
sion will promote confidence and strength to the economic and social
fabric of India

Currency Reform Full Employment. .

To carry out the “Fall-Emplyoment Pledge” (which will be accepted
by almost all the members of the U N O very soon) the Government
of India should mtroduce far-reaching currency reform We shall
welcome any sort of currency reform which will elimmate the legacy
of war-time inflation withdrawing oxcess money mn crculafion We
shell gladly accept the currency reform on the Lines of East European
countries such as Freezing of _Notes and Deposits as an Antinfla-
tionary device “The dovice of cancellation and blocking of notes and
deposits bas great value as creating a psychological atmosphere 1n which
1nereases in wages can be kept within moderate limits as there will bea
feoling of sacnfice all round and theieby 1mparting an anti-inflationary
onentation to the whole cconomy. Bub the measure has to be
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remforced by other steps such as the belancing of budgets, Provineial
and Central, the rate of product: trod lsory
savings, etc ! This type of ourrency reform will help 1 the confisca-
tion of 1ll-gotten money

How to ensure Stability

Our money circulation should rest on & planned system of economy,
based on social ownership of major and key industries and collective
ownership of land  Money 1 the hands of the State should serve as an
mportant weapon 1n carrymng out the national economie pln

The stabiliby of the Indian rupee will be ensured 1f the circalation of
the man mass of commodities m the country takes place according to
the prices set by the G ag the most tant basis for the
stability of the rupee and the increase 1n 1ts purchasing power should
be the steady growth of planned production

The stabulity of the rupee should also be determined by the high
rates of accumulation m the planned entorprises The growth of this
accumulation will ensure an expansion of planned production without
taking fovergn loans This will ugamn lead to an mcrease m the public
wealth and national economic welfare

The stability of Indian currency will be more strengthened by the
existence of a state credit system namely, Agricultural Credit Depart-
ment, Industrial Credit Depart and C\ Credit Department
or Banking Depart; and lastly, Exct Control D of
the Reserve Bank of India

How to eusure elasticity

The present currency system derives 1ts elasticiby and strength from
the proportional reserve system under which the reserve bears a
certain proportion to the total note-1ssue, say 40 100 “The system has
been mcorporated i the constitution of the Reserve Bank of India
which has to hold 40 er cent reseve of gold bullion, gold comn or
sberling securitios, the amount of gold comn and bullion being not less
than 40 crores of rupses in value To secure an emergent 18sue of
currency, there 18 & provision for a reduction 1 the reserve ratio below

1 Bacs.

. -Bun-Fruﬂng of Notes and Deposits as an Anti-Inflationary
Devlce, p 5.
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40 per cent with the sanction of the Governor General-n-Council and
on payment of a graduated tax "?

“In practice, however, these provisions have little significance 1f any
The primary object of the required reserves was to mamtain the public’s
confidence 1n the national currency With any mimmum ratio laid down
by law a8 a norm any infringement of 1, even 1if permitted by the
statuties in exceptional circumstances, was liable to upset confidence and
was therefore g Aly regarded as thing to avoid "

Truly speaking, theso reserve requirements nstead of insping
much confidence 1mposed a hmit on currency or monetary expansion
which the central banks were authorised ta create

“Cloarly the value of cover requirements as a means of preserving

fids ds ded largely on psychol 1 factors and cannot be
agsessed In concrete terms® It 1s afso remarkable to note that “so
long as the world 18 not disturbed by wars or other disastrous events,
the cover of bank notes 13 of very httle concern to the public, whereas,
m the event; of such & disturbance, even a cover of 100 per cent would
not be possessed of the power to preserve confidence "4

There 18 & growing tendency towards reducing the legal cover ratio to
o minmum level The legal cover ratio agamst note 1ssue was lowered
m Argentina from 100% to 40% i December, 1929, 1n Australia
(bqmporarily) from 25% to 15% 1 June, 1930, m Denmark from 50%
to 333% 1 October, 1931 In Germany and Greece, the regerve require-
ments were suspended wn July, 1931, and April, 1932 respectively
Later, the cover ratios were reduced m several other countries, such
as Bulgana fiom 333% o 25%, Heuador from 50% to 40%, Latvia
from 50% to 30% and tho Union of South Africa from 40% to 30%
During the last World War, as there was gieater demand for gold
and foreign exchange for malking foreign payments, the legal reserve
rablos of the contral banks were either relaxed or abolished. It was
suspended 1n Canads in 1949 and was relaxed in Roumams, Bulgaria
and the Netherlands Tn England the entire gold held by the Bank of

1. 8¢ D K Malhotra—History and Problem of Indian Currency, p 236

2 Bee L, O.N —Tuternational Currency Experience, p. 95

8 SeaL. O N —International Currenoy Experlence, p 96

4 SeeT, O, N —Gold Delegation Selested Doouments, p. 66
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England was ferred to the Excl Equl Account  Time
may come when we should think of abolishing the legal cover ratio
altogether, Bubt Germany and Italy prior to 1939 abohshed their
reserve requirements

The cover ratio can be reduced to & mimmum without affectng the
gonoral confidence The Gold Delegation Commuttee suggested that
“legal mmima could be reduced without 1n sny way weskening the
general credits structure and that 1t wonla be desirable to carry out such
a reduct by common "1 Moday we have
nternational orgamsation ilke I M F and 1t will be easier to reach
on the common agreement

The Macmillan Committeo suggested that “just as the amount of
gold held by the Bank should be settled independently of the volume of
the note issue, so any precautiohary lmits which may be thought
advisable to seb to the Bank's power of note 1syue should be settled
independently of the amount of gold which 1t 18 required to hold ** So
we recommend that the Reserve Bank of India should also accept the
above suggestion and 1t8 power of note 1ssue should be settled indepen-
dontly of gold reserve but 1 correlation with the general economic
planmng and estimated total production of the country

The Australian Banking C also ted that “the
statutory provisions which require the Commonwealth Bank to hol&
gold or sterling 1n proportion to the amount of Australian notes’ on
188u6 should bé repealed and note 1ssue should be Limited by law to a
fixed maximum subject to the right of the Bank to exceed the maximum
by a stated amount with the consent of the Treasury

Thus we find that the legal cover ratio has practically lost its
prestige, and we suggest that Sections 33 and 37 of the Reserve Bank of
Tnda Act of 1934 should be ropealed and new principle of note 1ssue
baged on planned production and distribution of goods should be followed

In the hght of the above discussion our Issue Department should
be reorgamsed on more scientific lines and we suggest the following
meagures

1 BewD O N —International Currency Experiences, p 97

2 Bes Report of the Committes on Finauce and Industry, Paragraph 827

3. SeoReporsof the Royal Commission to inguire into the Monetary and
Banking Systems 1n Australis, Parsgraph 580
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1 Existing Issue Department should be continued

(a) Like all other d the Issue Di should be
placed under a deparbmental manager to be appomted by the Central
Government  He should hold office for & period of not less then five
years and will be eligible for reappomtment

2 Functions —

(@) Tssuing of currency notes and comns according to the require-
ments of economic planning of the country

8  Transfer of all gold reserves to the Exchange Control Depart-
ment (which will keep International currency reserve) to correct the
diseqmilibrium 1n the balance of payments

4 Complete monopoly of note 1ssue and coms of all denomina-
tions should be given to tte Currency Depaitment of the Reserve Bank
of India

We hope these measures will go to enhance the prestige of Rupee
to a great extent and we hall see that Indian Currency is the most
stable 1n the world

Banking Department of the Reserve Bank

Drawbacks of the Department

A balance sheet of the Banking Department of the Reserve Bank
of India reflects the conditions prevailing in the Indian money market
Since the beginning of the operation of the Reseive Bapk, the Bank
presents a sad contrast to its ack m the b of the
Indian money market which 13 known for its lack of development and
ill-orgamzation No doubt 1t has some control over the organized
sector of the money market, but even today, the indigenous sector
which constitutes fairly a big section of the market, falls outside the
ambit of the Reserve Bank of India  Within the organized section of
the Indian money market, non-scheduled banks receive no help what-
soever except guidance 1n matters of general banking principles fiom
the Reserve Bank. Support given to scheduled banks 1s also very
meagre This will be evident from the Table given in page 160 of
Chapter XV Since the beginning of the operation of the Reserve Bank,
the discounting pohiey of the Bank was conspicuously absent for a long
time and from 1938 1its operation was mamnly directed mn a limited
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extont to disoounting of Treasury Bills Therefore, in examinng the
discounted bulls held m the Banking Department, 1t 18 worth noting that
the Reserve Bank rediscountod a small amount of commereial bills,
Although provisions have been made under Section 17 of the Reserve
Bank Act to provide credit by the Reserve Bank by way of rediscount
and loans and advances, tho Bank was conservative 1 1t8 outlook
with regard to 1ts lending and discounting policies 88 16 became clear
from it dum dated the 7th D ber, 1938 The observation
of tho Bank boosme crystal-clear with the failure of the Travancore
National and Qullion Bank and with the subsequent banking crisis,
The Little help which the Bank gave by way of discount and loans and
advances, was given only to a few banks mecluded m tho second
schedule A large number of joint-stock banks which are not included
1n the second schedule of the Resetve Bank Act still recerve no accom-
modation facilities from the Reserve Bank The ndigenous sector of the
Indian money market 15 also deprived of the financial faciities from 1t
with the exception of granting remittance facilibies to & few indigenous
bankers No doubt, n August, 1987, 1t drafted a scheme for brnging
the ndigenous bankers into the Reserve system It suggested that
the Reserve Bank would extend to the indigenous bankers financial
facilities by way of discount and ad aganst G b
and of remittanc facilities subject to the conditions that they would,
maintain proper | ooks of account which would be open to the Bank,
and file periodical statements with 1t on the lnes lmd down for sche-
duled banks  But the Bank did not proceed furthor ahead with the
scheme as the ndigenous bankers did not show any anxiousness for
the scheme to materialise

Moreover, the lasssez-fawre policy of the Government n the matter
of banking n India 18 partially responsible for the failure of the
systematic development of banking m our country Practically all
the banking business 1 this country today 1s conducted on orthodox
commercial prineiple, familiar chiefly in Britam Indian Banks have no
concern, directly, with the all-round economic development of the
country, 1ts prod capaciby or d

1, Bee—Report submitted to the Gove of India under Section 55(1) of the
R B. Act,

Justice
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“That Banking 1s a Puble Utiity and a Social Service which,
though not directly productive, can be an essential ad in producing
new wealth, and 80 1mproving the general standard of living, seems
scarcely realised m this country The place of Banking, therefore,
m the scheme of active development of the National Economy of a
country like this 15 scarcely appreciated "*

There are not sufficient banks to meet the needs of & large
country lke India and 1ts vast population There 18 only one
banking office for about two and & hali lakhs of population as
agamnst one such office for five thousand persons 1n the United
Kmgdom * (By March 25, 1949, the total number of reporting
scheduled banks were 94 and of non-scheduled banks 360 mn 1948
m the Indian Unmion) This state of aftaws cannot serve the needs
of Indian trade and industry satisibetorily especially under Planned
Beonomy In India, Banks have developed i capital cibies with
a network of branches m all likely contres of commerce Therefore,
there 15 1n this tendency a danger of lop-sided development of banking
1 our country

Moraover, the recent banking crisis n Bengal in 1946-47 caused
the greatest dislocation m the money market causing defimte deservice
to Bengal's economic development

There cannot be two opmions that the predommant position of
Toreign exchange banks in the Indian money market 1s detrimental
to the all-round economic development of our country Nob only
do these banks make huge profits at the expense of India, bub they
discourage Indian enterprise n several directions For instance,
they help foreign I foreign 3 and brokers,
etc at the cost of Indian merchants, etc These banks do not co-
operate with the Indian banks 1 the matter of foreign exchange
business and mter-bank transactions

Full vis.a vis the B D
of the Reserve Bnnk of India

Under planned economy, “the role of credit in facihtatng the pro-
duction of new wealth by anticipation would become more important.

1 BeeN P Q-—Currency and Banking, p 61
LA " " " P71




222 MODERN CENTRAL BANKING

The anticipation of new wealth would be facilitated automatically,
especially if that machinery as well as the means of distribution are
sociabsed " “It 15 of the utmost 1mportance, therefore, that all the
as well as d with credit, 1ts forms and
appheations, should be carefully recast and correlated so as to be
assigned thewr proper place and function i the overall National Plan
(1) To carry out the “Full-Employment Pledge” the Banking
Department of the Reserve Bank of Indin should be solely made
1esponsible for directing credit along the desired channels In order to
direct credit n various sectors of our economy the Reserve Bank should
be empowered to use rationing of credit as 168 general economic policy
a8 rationing 18 regarded as a necessary accompaniment of a planned
economy For that purpose there should be financial plan which
will run parallel to a production plan Credit should be allowed to
flow 1n various sectors of our economy namely, Industry, Agriculture,

Trade and C m d with the d plan In
other words, the Reserve Bank should, for the purpose of mvesbment
allocate 1ts funds among fi 1ly sound credit m

with a definite plan, and at times when the demand for credit exceeds
the Reserve Bank's available resources, the Bank will divide these funds
1n some definite way among the enterprises which have need of them
If the flow of credit 1s adjusted in accordance with a definite produc~
tion plan, 1t will be able to govern the relation between the banking
system of ow country and prod M 1n course
of time, the Reserve Bank will be able to check nflationary creation
of credit by commercial banks

(2) As the predominant position of the Imperial Bank of India i
the Indian money market 18 & serious impediment to the establishment
of credit control by the Reserve Bank and as the objective of the
Reserve Bank 18 to attamn “a stable level of good employment”, there 1s
no need of mdependent existence of the Imperial Bank In order to
assist the various sectors of our economy with necessary credit, the
Tmperial Bank should be amalgamated with the Reserve Bank as

1 BeeN P O—OCurrenoy and Bauking, p €5
8ce N P. C.—Currency and Banking, p 68

®
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on such 1 + the financial of the Reserve
Bank will be strengthened. The Reserve Bank will, therefore, be able to
flow credit 1n various sectors 1n d with the product;

plan through the existing network of branches of the Imperial Bank of
India (which will be branches of the Reserve Bank after amalgamation)

(3) M m order to late & rapid b of credit
facilities over the length and breadth of the country, the other banks
should be utilised by the Reserve Bank as apex banks for which the
aubhority of the Bank with wide powers should be increased over the
entire banking system of our country We welcome the Banking
Companies Act of 1949, as the Act makes provisions for extending
the powers of the Reserve Bank with regard to regulation, supervision
and general control over the Indian Jo.mt stock Banks

But the sad feature of the Banking Companies Act is that 1t ex-
cludes 1ndigenous bankers from 1ts purview This policy of exclusion
of the indigenous bankers has proved a constant source of weakness to
the Reserve Bank of India i controlling credit mn the past and may
prove still more dangerous as they are like loose screws over the entire
credit structure The Reserve Bank of India should 1ssue special
licences to those indigenous bankers who are ready to carry on purely
banking business It should also prohibit those indigenous bankers
e carry on banking busmess along with other multifarious
businesses A separate Act should be passed giving full powers to the
Reserve Bank of India to exercise supervision, regulation and general
control over the indigenous bankers

(4) 'The next unhappy foature 1s that 1t still carries the age-long
dist: between the scheduled banks and heduled banks

This dwstinction 13, however, not scientific for the purpose of
regulating the commercial banks The origmal purpose of including
the banks 1 the second schedule was to regulate a successful credit
policy By excluding a large number of banks having capital less than
five lakhs of rupees, the Reserve Bank of Indis will not be able to
extend the regulation and control to the same extent and mn an umform
degree. M this dust 15 less ag the Act lays down
the mimmum capital standard for each bank on the zonal and popu-
lation basis  That 15, “tho banking company which has only one place
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of business shall be requred to have paid-up capital and reserves
ding an te value of fifty th d rupees.”

The Amendments under the Banking Companies Act, 1949, mn
Section 42 of the Reserve Bank of India Act, 1934, should be totally
amended as under —

“The Bank shall, save as heremafter provided by nofification m
the Gazette of India —

(a) direct the melusion m the second schedule of any bank not
already so mcluded which carries on the business of banking n any
provinee of India and which

(1) has & paid-up capital and reserves of an aggregate value of not
less than fifty thousands of 1upees (not five lakhs of rupees) ,

(b) direct the exclusion from that schedule of any scheduled bank—

(1) the aggregite value of whose paid-up capital and reserves
becomes at any time less than fifty thousands of rupees (not five lakhs

of rupees)
() which goes provided that the Bank  as the Bank con-
siders le to give the scheduled bank an rh of 1ncreas-

g the aggregate value of its paid-up capital and reserves to not less
than fifty thousands of rupees (not five lakhs of rupees)

(5) As there are not sufficient number of banks to meet the needs
of & large country like ours, and 1ts vast population, 1t 18 deralrabls,l;i;nt
the state and the Reserve Bank of India should formulate & general
policy to encourage the growth of the banking business

(6) As the foreign exchange banks i India frustrated the policy
mutiated by the Reserve Bank of India and as they complete with the
Indian Jomnt-stock Banks 1n financing the inland trade in India, 1t 18
desirable that their activities should be rigidly restricted and contiolled
Foreign exchange banks desiring to open new branches in India sbould
not be encouraged and a pohey should be formulated for the gradual
abolition of the existing foreign exchange banks

Need for a Central Co-ordinating Board

In order to attain and maintain a stable level of good employment
1n our country by the Reserve Bank of India, we have suggested the
creation of five separate departments namely, the Issue Department, thel
Banking Depart 5, the Exol Control Department, the Agricu-
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tural Credit De and the Industrial Credit Depart:
Mere oreation of separate departments within the Reserve Bank of
India may not achieve the objective of stable level of good employment,
unless there 18 a central d board for the general
pohey for the successful working of each department

The Central Co-ordinating Board shall be designed to function as a
central authority, a sort of “Oapstone” 1n the structure of the Reserve
Bauk of Indis  The position of C C D vis-a-vis the various depart-
ments of the Reserve Bank of India may be regarded as the Sun round
which the various departments oluster

Orgamsation

The C C D shall consist of eight members (1) the Governor of
the Reserve Bank of India, (2) the Head,of the Treasury, (3) the Head
of the Planning Department of the Govt of India and five departmental
heads of the Reserve Bank of India The head of the C C B will be
the Governor of the Reserve Bank of India The G C B will sib fort.
mightly to discuss the general policy of the Reserve Bank of India

Functions and Powers

It shall

1 integrabe the credit policies of the various departments ,

% harmonize the monetary policy of the Reserve Bank of India
and the general economic policy of the Govt of India ,

3 determine the credit policy for each department ,

4 determme the final quota of credit for each department in
accordance with the Production Plan of the country ,

5 formulate the policy for the Issue Department to mamntan
elagticiby and security n note circulation ,

6 gmdethe E C D m and the
1n the balance of payment , and

7 make an annual report to the Central Government on the
general trend and progress of the banking system in the country







% APPENDIX

Special Powers of the Reserve Bank of India Under the
Banking Companies Act, 1949

The popular demand for a separate Banking Act was long awaiting
after the failure of the Travancore National and Quillon Bank 1n
1938 to safeguard the interests of bank depositors  The Draft Bank
Bill was due to be mtroduced 1n the Indian Legslative Assembly 1
1939, but only due to war 1t was postponed Now the war 1s over and
we have the full fledged Banking Companies Act, 1949 The chief ob-
Jectives of the present Act are (1) thé safety of the depositors and
(u) the Lqudity of the banking system ss a whole “The question
of the safety of the depositors 15 closely related with that of the
hquidity of the banks and this question of liqmdity, again, 18 inter-
twined with that of the intermixture of banking functions.”! Mr
Sayers has given the true concept of igmdity  According to him thera
a10 two attributes of hqudity—*shiftability” and “risklessness” ‘‘The
concept of shiftability finally resolves into “shiftability” on to a Central
Bayk_ In the circumstances the iquidity of commercial banks 18 clogely
bound up with the liberahty or otherwise of the ellglbxhty: canons of
the central bank of the country mn question"? Therefore special
powers have been vested with the Reserve Bank of India to consoli-
date the whole banking system and to control “the powers of the
commercial banks to create loanable funds which has beea called the
chief loose screw 1 our monetary and credit system because of the
difficulties of subjecting 1t to effective control by the monetary autho-
rity”.> The Banking Companies Aot of 1949 has broadened the powers
of the Reserve Bank to make the loose screw tight and to quell the
monetary disturbances The Act has given the full powers to control
the powers of the commercial banks to create loanable funds

"1 Boe8 K Basu—Rocent Banking Davelopments, p 249

o See R Saysrs—Modern Banking, pp 112-18

8 Bee Irving Fisher and sssoolstes In & mimeographed “Programme for
Monetary Reform, 1838
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1. Power of Reserve Bank to control advances by banking
companies —

Seotion 21 of the Act empowers the Reserve Bank to control the
loans and advances made by banking companies The Reserve Bank
can dictate the policy of advances to be followoed by banking campanies
1n general and 1n particular 1n the best interests of the economic life of
tho nation Not only that, 1t can govern the purposes for which ad
vaness may or may not be made Thus the Reserve Bank has the
power to control the loans and ad not only )} {3
qualitatively too It has the right to determine the margins to be kept
1n respect of secured loans and the rates of nterest to be charged on
advances And each banking company shall be bound to obey and
oarry out the orders and wishes of the Reserve Bank For reference
gee Section 21 given below

“(1) Where the Reserve Bank 1s satisfied that 1t 18 necessary or
expedient 1n the public interest so to do, 1t may determine the policy 1n
relation to advances to be followed by banking companies generally or
by any banking company 1n partioular, and when the policy has been
8o d d, all banking or the banking company concerned,
a8 the case may be, shall be bound to follow the policy as so
determined

(2) Without prejudice to the generaliby of the power vested 1p.‘the
Reserve Bank under Sub-gection (1), the Reserve Bank may give direo-
t10n8 to banking companies, either generally or to any banking company
or group of banking companies m particular, as to the purposes for
which advances may or may not be made, the margins to be maintained
1n respect of secured advances and the rates of mterest to be charged on
advanoes, and each banking company shall be bound to comply with
any directions as 80 given '

2 Power to grant and cancel the licence of banking
companies —

Sec 22 of the Act makes 1t compulsory for every banking company
0 apply 1 writing to the Reserve Bank for a licenco under this section
Thus 1t has the power o stop the bankimg companies from catrying on

1  See the Banking Compsnles Act of 19149, pp. 8& 9
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businees unless they hold a licence granted by it The Reserve Bank
may require the banking companies to fulfil certain conditions as laid
down by 1t before granting any such licence The first condition 18 bhat
the company must be in a position to pay 1t8 depostors m full. The
second 18 that the affairs of the company ara not being conducted to the
detniment of the depositors’ interest The third 18 that a company
ncorporated elsswhere than in a Province of India must not diserimnate
in any way agamnst banking companies registered m a Province of India
and must comply with all the provisions of the Act The Reserve Bank
may cancel any licence granted if any of the above conditions
are not fulfilled or 1t may after granting the hicence under this section
require that any of the said conditions shall be fulfilled within certain
time aa 1t may fix, and 1f bhe condition 18 not so fulfilled, cancel the
licenco  Of course, the banking compamies may appeal to the central
govt and the decision on such appeal finally rests with the government.
(1) Bave as heremafter provided, no company shall carry on
banking busmess in any Province of India unless it holds a licence
granted by the Reserve Bank in such behalf
(2) Every banking company 1 on the
of this Act, before the expiry of six months from such commenoeraent,
and every other company before commencing banking business i any
Praxince of Indis, shall apply in wnting to the Resveer Bank for a
licence under this saction
Provided that in the case of a banking company 1 exisfence on
the commencement of this Act, nothing m Sub-gection (1) shall be
deemed to prohibit the company from carrying on banking business
untul 1t 18 granted a licence 1 pursuance of Sub-section (2) or 18 by
notice 1 writing informed by the Reserve Bank that a hoence
ocannot be granted to 16
Provided further that the Reserve Bank shall nob give a notice
88 af d to a banking company m exis on the \]
of this Act before the expiry of the three years referred to in Sub
section (1) of Section 11 or of such further peiiod as the Reserve Bank
may under that sub section think fit to allow
(8) Before granting any lcence under this section, the Reserve
Bank may’require to bo satisfied by an mspection of the books of tho
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company or otherwise that all or any of the following conditions are
fulfilled, namely —

(a) that the company 18 1n a position to pay ibs depositors 1
fall ag their olaims acorue ,

(b) that the affairs of the company sre not bemg conducted
to the detriment of the interests of 1ts depositors ,

(0) 1n thecaseof a company incorporated elsewhere than in
& Provinos of India that the Government or law of the country m
which 1t i d does not d m any way agalnst
banking companies registered n a Provincs of India, and that the
company complies with all the provisions of this Act, applicable to
banking companies incorporated outside the Provinces of India
(4) The Beserve Bank may—

(a) cancel any hcence granted under this section where any
of the dit; set out in Sub-section (8), on the fulfilment
of which 1t required to be satisfied when granting the licenca,
ceases to be fulfilled or if the company ceases to carry on banking
business m the Provinces of India or goes into hquidation ,

(®) &t sny time after granting a licence under this gection
require that any of the said conditions, on the fulfilment of which 1t
did not require to be satisfied when granting the licence, shall be
fulfilled to 1ts satiefaction within such time as 1t may specify, pnd
1t the condition 18 not 8o fulfilled, cancel the licence
(5)* Any ‘banking company aggrieved by the cancellation of its

licance under Sub-section (4) may appeal to the Central Government, and
the decision of the Central Government on such appeal shall be final."*

2a, Power of restrieting the opening of new, and transfer
of existing,’places of business —

Under Sec 23 of the Banking Companies Act of 1949 as amended
in 1950, the banking companies are required to obtamn prior permission
in wnting from the Reserve Bank for opening of new offices and
ohanging or transferring of the existing places of business not only
in India but also elsewhere

[See Amendment of Seo. 33 of Act X of 1949...

1. Seo the Banking Companies Aot of 194, p. 9,
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No banking company shall open & new place of busmess in
any part of India or ohange, otherwise than within the same oty,
town or village, the location of an existing place of business situated
1n any part of India, and no banking company mcorporated w India
shall open a new place of business outside India or change, other-
wise than within the same ciby, town or village i sny country or
area outgide India, the location of an existing place of business situated
1n that country or srea without first obtaimng the prior permussion in
writing of the Reserve Bank ]

8. Restrictions on Loans and Advances .—

Sec 90(2) makes 1t compulsory for every banking company
to submit to the Reserve Bank a return mn the presoribed form giving
full details of all unsecured loans and advances granted to companies
1 which 1t ox 1ts directors have interesis

Sec 20(8) empowers the Reserse Bank to prohibit such banking
compsnies which have granted loans and advances to the detriment
of the depositors’ mterest from granting further loans and advances,
and to direct such compames to secure repayment of such illegal
loans or advances within a certain period as 1t may fix.

“(1) Notwithstandmg anything to the contrary contawed in
Seotion 544 of the Indian Compamies Act, 1913 (VII of 1918), no
bapking company shall make any loans or advances on the security
of 1ts own shares, or grant unsecured loans or advances to any of ite
directors or to firms or private companies in which 1t or any of its
directors i 1ntorested as partner or managing agent or to any in-
dividuals, firms or private companies 1 cases where any of the
dirgetors 18 a guarantor

(2) Every banking company shall, before the close of the month
succeeding that to which the return relates, submit to the Reserve
Bank a return n the preseribed form and manner, showing all un-
secured loans and advances granted by 1t to companies i which 1t
or any of 1ts directors 18 1nterested as director or managng agenb or
guarantor.

(3) If on examination of any return submutted under Sub-
section (2) it appears to the Reserve Bank that any loans or advances
reforred to in that Sub-gection are beng granted to the detriment; of
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the mterests of the depositors of the banking company, the Reserve
Bank may, by order in writing, prohibit the banking company from
granting any such further loans or advances or impose such restric-
tions on the grant thereof as 1t thinks fit, and may by hke order direct
the banking company to secure the repayment of any such loan or
sadvance within such time as may be speoified 1n the order "

4. Mamtenance of Cash Reserve by every banking
company —

Sec. 18 makes 1t compulsory for evciy banking company nob
being  scheduled bank to mamtain by way of cish reserves with the
Reserve Bank or with itself & sum equivalent to 2% of its time habi-
Littes and 5% of 1ts demand Diabilities and to submit to the Reserve
Bank three copies of statement showing tho details of time and
demand lhabilities on the pre'scnbed date before the 15th day of
every month

“Every banking company not being a scheduled bank shall ma n-
tain by way of cash reserve 1n cash with 1itself, or 1 an account open-
ed with the Reserve Bank, or partly n cash with itself and partly n
such account, a sum equivalent to at least two per cent of 1ts time
liabilities and five per cent of 1ts demand labilities and shall file with
the Reserve Bank before the fifteenth day of every month three copies
of a statement of the amount so held on Frday of each week of*the
preceding month with particulars of its time and demand labilities
on each Friday.”?

6. Power to call for other returns and information —

Bec 27(3) empowers the Reserve Bank to demand from a

banking p: the and 1nf relating to the
business of such banking company and detailed statements giving
the lete cl: tion of ad and 13 of banking

companies 1n respect of industry, commerce and agriculture

“The Reserve Bank may, at any time, by notice in writing,
require & banking company to furmsh 1t within the time specified
therein or such further time as the Reserve Bank may allow, with

1, Bee the Banking Companies Aot of 1949, p. 8
2 " - w B7
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statements and information relating to the business of such bavking
o and without dico to the ity of the f
power, may call for information every half year regarding the classi-
fication of advances and imnvestments of banking companies 1n respech
of mndustry, commerce and agriculture !
6 Power of Inspection —

Bec. 35 empowers the Reserve Bank to conduot an inspection by 1ts
officers of any banking company ~Thus every banking compsny shall
produce to mspectng officer all books, documents and sccounts and
furmsh him with sll statements and information as requred by him
relating to the banking company The nspecting officor hag the nght
to admimster oath on the directors of the company On 1inspections
being made, the Reserve Bank shall report to the Central Government
Andaf the Central Govt thinks that the affaws of the company are
being conducted to tho detrment of the nterests of the depositors,
may probibit the banking company from receiving fresh deposits, and
secondly, direct the Reserve Bank to wind up the company by arplying
Bec 38 Of course, tho Contral Government has the nght to pass or
cancel or modify such order under Sec 38

“(1) Notwithstanding anything to the contrary contamned 1n
Section 138 of the Indian Companies Act, 1918 (VIIof 1913), the
Reerve Bank at any time may, and on being directed so to do by the
Central Government, shall, cause an mspection to be made by one or
more of 1t officors of any banking company and 1ts books and accounts,
and the Reserve Bank shall supply to the banking company & copy of its
report on such mspection

@) Tt shall be the duty of every director or other officer of the
banking company to produce to any officer making an mgpection under
Bub-section (1) all such books, accounts and other documents m his
oustody or power and to furmish him with any statoments and mforma-
tion relating to the affairs of the banking companv as the said officer
may requne of him within such time as the said officer may speaify

(8) Any person making an mspection under Sub section (1) may
examine on oath any director or other officer of the banking company
1n relation to its business, and may adminster an oath accordingly
1 Boe the Banking Companies Ack of 1949, p 11,
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(4) The Reserve Bank shall, 1f 1t has been directed by the Central
Government to cause an mnspection to be made, and may, 1n any other
case, report to the Central Government on any inspection made under
this section, and the Central Government, 1f 1t 1s of opmion after
considering the report that the affaws of the banking company
are being conducted to the detriment of the mberests of 1ts depositors,
may, after giving such opportunity to the banking company to make
a representation 1n connection with the report as, n the opinion of the
Central Government, seems rexsonable, by order 1n writing—

(a) prohibit the banking company from receiving fresh

deposits ,

(b) direct the Reserve Bank to apply under Section 88 for the
winding up of the banking company

Provided that the Centrhl Government may defer, for such
period as 1t may think fit, the passing of an order under this sub-
sechion, or cancel or modify any such order, upon such terms and
conditiona as 1t may think fit to 1mpose

(5) The Central Government may, after giving reasonable notice to
the banking company, publish the report submitted by the Reserve
Bank or such portion thereof a8 may appear necessary "*

7 Further powers and functions ot Reserve Bank —

Sec 36 vests the powers in the hands of the Reserve Bank to five
warning and prohibit banking companies 1n general from entering 1to
any type of transactions It can also prohibit a particular banling
‘company for transaction. It hag the right to advise banking companies
on all important 1ssues  For example, during the course, or after the
completion, of any 1nspection the Reserve Bank may ask the company
to call a meeting of 1ts directors for considering the matters arising
oub of inspection and to discuss such mabters with the inspecting
officer. Further, 1t may ask the company to make necessary changes
1n 158 management

Sec 36(2) empowers the Reserve Bank to make sn annual report
$o the Central Government on the general trend and progress of banking
1n the country.

1 Ses the Banking Compamos Ack of 1949, p 18
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“(1) The Reserve Bank may—

(a) caution or prohibit banking companies generally or any
banking company 1 particular against entering mto any particular
t tion or class of tr t and lly give advice to any
banking company ,

(5) on a request by the companies concerned and subject to the
provisions of Section 45, assist, as intermediary or otherwise, in
proposals for the amalgamation of such banking companies ,

(c) give assistance to any banking company by means of the
grant of & loan or advance to 1t under Clause (3) of Sub-section (1) of
Section 18 of the Reserve Bank of India Act, 1934 (II of 1934),

(d) during th or after the of any

of & banking company under Section 35, by order 1n writing, require
the company—

(1) to call a meeting of 1bs directors for ths purpose of
considering any mabter arising 1n the course of or out of such
1nspection or of meeting an officer of the Reserve Bank to
discuss any such matter ,

(1) to make, within such time as may be specified n the
order, such changes n 1ts management as the Reserve Bank
may consider necessary 1n consequence of the state of affairs
discloged during or by the 1nspection, .

(2) The Reserve Bank shall make an annual report to the Central
Government on the trend and progress of banking in the country, with

to 1ts under Clause (2) of Section 17 of
the Reserve Bank of India Act, 1934, including 1n” such report its
if any, for the strengtk of banking business throughout

the country.

(3) The Reserve Bank may appomnt such staff at such places as 1t
considers necessary for the scrubiny of the returns, statements and

f fi hed by banking under this Act, and
genorally to ensure the efficient performance of 1ts functions under
this Aot "'t

3. Bee the Banking Companies Ack of 1949, p. 14
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8 Power of Direct Discount —

Seo. 36(1)(c) says —“Reserve Bank can give assistance to any
banking company by means of the grant of a loan or advanoe to 1t
under Clause (3) of Sub-section (1) of Section 18 of the Reserve Bank
of India Act, 1934 (II of 1934) amended up to 1947 "

Thus Sec 18 of the Reserve Bank of India Act empowers the
Reserve Bank to grant loans and advances directly to the banking

1 spite of the put by Banking Companies Act, 1f
& 8pecial occasion has ansen for the purpose of regulating eredit i the
mtorests of Indian trade, industry and 1t

9 Power to restrict amalgamation, ete —

Sec 45 restricts the court from sanctioning a compromise or arrange-
ment between a banking compaay and 1ts creditors without bemg
certified by the Reserve Bank IHere the Reserve Bank shell sco
that the ts are not d 1 to the mteests of the
depositors of such company This section fuither 1estricts the banking
companies from entering into any kind of sgreement for amalgamation
with any other banking companies without the previous sanction in
writing of the Reserve Bank of India

y g d 1n any law for the time being

1n force,—

(a) no Court shall sanction & compromise or arrangement
between a banking company and its creditors or any class of thew or
betgveen such company and 1t8 members or any class of them, unless
the oompr&mme or arrangement 18 certified by tho Reserve Bank as
not being detrimental to the interests of the depositors of such
company, and

(b) no b.nking company shall enter into any agreement or
arrangement for, or be a party to, any scheme for the amalgamation
of such company with any other banking company without the
previous sanction i writing of the Reserve Bank "2
Seo 55 (Amendment of Act IT of 1934) —

Seo 55 permuts or orders that tho Reserve Bank of India Aot, 1034
(I1 of 1934), shall be amended to smt the purpose of giving special powers
$o the Reserve Bank of India to safegunrd the depositors’ 1nterests.

1. Beo the Rasorve Bank of Indis Act ol 1934 amendol up 0 1047, p 17
2 Boo the Banking Companies Act of 1949 p 16,
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