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PREFACE

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

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

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

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

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

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

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

B.R. S
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CHAPTER 1
ACCUMULATION OF THE STERLING ASSETS

I, THE AMOUNT OF THE STERLING ASSETS

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

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

1. But I must at once add with grateful thanks that the Bank has
been good enough to reply to several of my queries to my complete
satisfaction.
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accompanying the Government of India budget. The relevant
figures are as under :—

TABLE 1

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

A B C D

8% % . 3

4 ¢ 9 d m -]

4 5 £ A

8 5 i ‘s ©

g8 |

August 19392 ., 5950 4-4 63-94 64
3Q January 1942 , .. 248-62 5477 303-49 307
29 January 1943 .. 355-83 85-18 441-01 441
28 January 1944 . T744-83 132-98 877-81 878
26 January 1945 . 929-32 374-61 1,303-93 1,304

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

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

TABLE II

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

A B C
Sterling Balances held Total
Average of Friday Securities Abroad in the Sterling
Figures in the Issue Banking Assets
Department Department (A +B)

1938-39 . 66-95 42 71-16
August 1939 . 59-50 3-80 63-30
1939-40 . 78-63 12-34 90-97
1940-41 . 129-92 39-32 169-24
1941-42 - 165-00 46-08 211-08
1942-43 . 319-11 %511 394-22
1943-44 . 643-52 111-72 755-24
1944-45 - 863-73 271-28 1,141-01
FRIDAY

30 March 1945 . 978-32 385-06 1,363-38
24 August 1945 .o 1,034-33 461-50 1,495-83

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

4. Before the war the quantity of stetling in the Banking Depart-
ment was comparatively negligible. Since the commencement of the
war, however, it began steadily to increase though at a pace fractional
to the rate of increase in the Issue Department. But after the middle
of 1944 the order of the relative expansion of their amounts in the
two departments got reversed, partly as a result the accelerated growth
in the volume of the ‘Balances held Abroad’ but mainly owing to a
material slowing down in the rate of increase in the sterling securities
held in the Issue Department,
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rate of over a crore and latterly at nearly two crores per day.
On 24 August 1945 their amount reached the huge figure of
Rs. 1,495-83 crores or an increase of Rs. 1,432:53 crores oVer
the amount for August 1939, the month preceding the declara-
tion of war. .

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

II. THE Two Sources oF THEIR SuPPLY

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



TWO SOURCES OF SUPPLY 5
TABLE III

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

* A "B o]
War Expenditure
Recoverable from
the British Home Charges A—-B
Government
1939-40 . 4005 27-07 — 23:07
1940-41 v 53:33 30-48 + 22'85
1941-42 . 193-33 33-28 +160-05
1942-43 . 337-33 48-97 -+-288-36

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

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

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

III. TeE MECHANISM OF THEIR ACCUMULATION

The problem, however, was far from a serious one. The
sterling exchange standard had, long ago, provided for its
solution. The Reserve Bank, even as was its predecessor the
Finance Department of the Government, is obliged by law to
issue rupees in India unlimitedly, in exchange for sterling
deposited to its credit at the Bank of England, at the rate of
18 8/ d. per rupee. It has no option or discretion in the
matter, and, among the sterling documents which it can accept
in this manner, British Government securities naturally
occupied the highest rank.

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

6. Budget speech for 1943-44,



STERLING LINK AND INFLATION 7

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

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

IV. Was THE STERLING LINK THE CAUSE OF INFLATION ?

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

7. V.X.R. V. RBO. War and Indian Feanomer 1042 »~ 112
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and has fancied that but for it the British Government would
have resorted to non-inflationary alternatives similar to those
adopted in respect of their expenditure in America, namely,
sale of British investments in India, issue of rupee loans, sale
of merchandise and gold and might have limited their com-
mitments to the rupee finance thus made available.® Indeed,
so deeply convinced is he of the validity of the discovery he
has made that, he has gone to the length of saying that if the
rupee had not been linked to sterling India might have even
got swaraj as Whitehall would have, then, been forced to
instal a national government in New Delhi!® We are told
that, in view of the link, they were not ‘equally interested’ !10

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

8. 1Ibid, p. 154,

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

10. Ihid, p. 155.

11. In 1944 out of a total expenditure of £5914 million, as much
as £2,784 million or 47-3 per cent was raised by public borrowing. See
The Economist, 5 May 1945, p. 596.
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ment of a link of the local currencies to the mark was, in fact,
one of the first acts of the provisional governments established
in the wake of the conquering armies. The link was certainly
not the cause of the inflation imposed by Germany upon the
vanquished countries. It was only an instrument, a conduit
pipe, for pouring inflationary money into them.

Furthermore, it was not as if the only remaining alter-
natives, to the convenient device presented by the exchange
standard for inflationary finance, were the non-inflationary
methods of the kind pursued by Great Britain in America.
There exist besides several other ways,12 whereby to acquire
goods from political dependencies against paper. Given a
Governor-General and a Council in New Delhi responsible
to the British Government, even assuming an independent
rupee currency, Imperial expenditure in India could still be
met by the expansionary issue of rupees against Indian
treasury bills or from out of Ways and Means Advances
raised from the Reserve Bank. Alternatively notes of the
Bank of England, or a new pattern of notes issued by a
spetially created body, may be put into circulation. It was
certainly not necessary that the snapping of the link should
automatically lead to a liquidation of the British Empire in
India or to the appointment of a national government for
presiding over it. In other words, removal of the link would
not remove with it the cause of inflation. For the cause we
must look elsewhere than in the technical mechanism of
linking one currency to another.

V. THEORETICAL CLASSIFICATION OF THE STERLING ASSETS

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

12. For the meth;)ds employed by Germany see The Economist,
24 August 1940, p. 249.
2



io ACCUMULATION OFf STERLING

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

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

If the amount of sterling accruing to the Bank should
exceed the amount accountable under the first head, the
excess sterling so accruing would represent Imperial or allied
war expenditure in India. There is nothing else from which
it may issue forth. And, so long as the sterling exchange
‘standard remained in operation and it was not mandatory
upon the Reserve Bank to purchase any currency other than

sterling, and the Bank did not ordinarily do so, it was a
matter of indifference whether the aggregate of the allied
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and Imperial expenditure was payable by the Imperial
Treasury on behalf of the British and other Governments, as
was, in fact, the case, or whether the allied Governments made
their own independent arrangements, offered by the normal
channels of international banking, for meeting their Indian
expenditure. In either of these cases there would accumulate
with the Reserve Bank ad hoc sterlmg created by the British
Treasury.

That this would be so in respect of the British expenditure
in India is clear enough. It is a mere matter of machinery
whether payments were first made in credits at the Bank of
England and the credits so received were converted into
treasury bills or whether the bills themselves were right
away lodged with the Bank of England to the credit of the
Reserve Bank., The Reserve Bank, on its part, would prefer
interest-earning documents to mere book credits and even
if paid in terms of the latter it should seek an early opportu-
nity to convert them, beyond the limit of its day to day cash
requirements, into bills. Probably it has issued standing
orders to the Bank of England to convert sterling accumula-
tions in excess of a certain minimum into treasury bills or
such other interest-bearing securities which the Reserve Bank
Act permits it to hold. And the British Treasury, we should
imagine, would also prefer to meet its Indian obligations in
treasury bills rather than by raising Ways and Means
Advances from the Bank of England, as the cost of the latter
would be more than the cost of the former. Moreover, for
psychological reasons,13 it may wish to keep such borrowing
from growing indefinitely. Both parties, therefore, would
readily welcome opportunities to replace cash payments by

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

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

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

13a. There is no possibility of gold being offered because its
statutory price is but & fraction of the market price,
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their mutual advantage to arrive at some agreed procedurelt
whereby dollars are exchanged for sterling treasury bills and
the latter for rupees more directly. To the U.S. Treasury
such an arrangement would be not only less troublesome and
a saving of time but also less expensive as, by avoiding a
scramble for rupee exchange, which must ensue upon the
U. B. Treasury bidding for it in the open market, it would
be able to obtain rupees at a more advantageous rate. It
would suit the requirements of the British Treasury as well
because it would enable the latter to pay for the dollars in
treasury bills directly instead of having to do so, at first, from
the proceeds of Ways and Means Advances, which it may
have to do when the dollars come into its possession through
the exchange market. Moreover, it would help to prevent
unnecessary shipping of gold between New York and London.

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

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

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

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

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

V1. THE RaTio BETWEEN THE ASSETS REPRESENTING SURPLUS
ExporTs AND WAR EXPENDITURE

We shall now proceed to examine the figures of sterling
accumulations with the Reserve Bank with a view to seeing
how far the foregoing analysis applies in actual fact. In this
task statistics of the balance of payments, the overall surplus
exports of our definition, if available, would have been
exceedingly helpful. But they have never been available in
a form which would satisfy our requirements. Even the
figures of ‘visible balance of accounts’, which covered but a
limited range of the international balance sheet of the coun-
try, ceased to appear in the Reserve Bank’s annual Reports



STERLING FRoM EXPORTS AND war 13

on Currency and Finance from 1938-39 onwards, in order,
probably, to prevent the enemy from gaining useful informa-
tion. We have also been deprived, may be for the same
reason, of information regarding imports and exports of gold
from 1939-40 and after. The Reserve Bank and the Govern-
ment of India,'® however, have provided full information
about the purchases of sterling by the Bank in the open
market since the outbreak of war, the amounts of sterling
presented to it by the British Government and the manner
of how the aggregate volume of it was disbursed. This would
seem to make good the absence of data regarding the balance
of payments. The relevant figures are as under :(—

TABLE IV

Acquisition of Sterling and its Disposal by the Reserve Bank
(Crores of Rupees)

A B c D E F

é ] y ) 2

] a &4 g9 k=] g

T B gos % tA gk
Tp 88 ° g A3 o4 fsy
5L gz ¢ H9f & g 5
B § gs @ y o8 H S wgd
TR R R

o 2 [

0 B £ g 0 3‘ n mg

/7]

1939-4017 . 86 16 102 24 8 41-87
1940-41 . 16 43 119 117 2 - 41-99
1941-42 . 98 201 299 159 140 79:90
1942-43 122 310 432 205 227 84-25
1943-44 .. 140 365 505 1 43 90-94
19044-45 .. 122 357 479 61 418 26-08
Total .. 644 1202 1936 097’ 1,299 365-03

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

16. The latter in the Explanatory Memorandum to the General
Budget,
17. From September 1939 to March 1940
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This presumption is supported by the fact that no part of
it was demanded by the market back again:!® Sterling was
sold by the Bank only to the Government for purposes of
repatriation or for meeting its other sterling commitments
(column D). Apparently they are the balance remaining of
the proceeds of exports after meeting all liabilities, on
private account, of the visible as well as the invisible items
of trade. If so these figures may be said to fall under the first
head of our classification. Figures under column B are,
clearly, payments in final settlement of the Imperial and
allied war expenditure and would, consequently, belong to
the second category of our classification.

At first sight it might seem somewhat strange that the
amounts of the surplus exports as shown in column A should
exceed the amounts of the merchandise balance of trade as
given in column F of the table. Seeing that part of the
merchandise balance would be always cancelled against the
invisible liabilities of the country, the more reasonable
expectation would be that the latter figures should be larger
than the former. But the explanation would seem to be that
the merchandise balance of war years is devoid of its normal
significance. For it relates merely to transactions on private
account. It does not include ‘transactions on Government
account for Defence purposes’,)® the magnitude of which, is,
doubtless, considerable. If to the published figures are added
the surplus ensuing from the latter group of transactions as
well, the oddity attending a comparison of the figures in
columns A and F may disappear. Further, column F does
not include figures of the balance of trade in gold and silver
bullion. In 1939-40, for instance, the last year for which
statistics on the subject were published, the credits on account
of surplus gold exposts amounted to Rs. 44:64 crores. Similar
additions would have to be made to the amount of the balance
of trade for 1940-41 also. For, as the Bombay price of gold
during the year had not yet departed from the parity price2?
converted into rupees at the official exchange rate, we may
presume that gold continued to be exported too during

18. See Report on Currency and Finance, 1944-45, para 24, p. 30.
19. Budget for 1943-44, p. 115.
20. See p. 80 below.
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1940-41.21  Moreover, it is possible that, taxation of war profits.
and income in India being at lower rates than in the United
Kingdom, the Indian earnings of residents in the latter coun-
try may have been reinvested in India on a larger scale than
before the war, thereby leaving in the hands of the Reserve
Bank a larger share of surplus exports in the shape of sterling
than had been the case hitherto.

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

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

This way of looking at the matter is only appropriate
because employment of sterling in the possession of the Bank
for repatriation and other official purposes amounts, in effect,
as we have explained elsewhere,2 to meeting the payments
due to India on account of recoverable expenditure by can-
celling the sterling debt and other sterling liabilities of the
country. During 1941-42, for instance, His Majesty’s Govern-
ment paid into the Reserve Bank Rs. 201 crores of sterling
and the Government of India utilized Rs. 159 crores of it to

21, That gold, on balarice, was exported during 1940-41 is admitted
in a chance remark made in the Report on Currency and Finance,
1943-4, p. 28 (last para.).

22. Chapter IV, pp. 85-86 below,

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

as follows :—
TABLE V

Classification of the Sterliug Assets of the Reserve Bank
(Crores of Rupees)

A B c D E
g-u a ~ )
[}

g. Eo‘ -5 - i -9

1939-4023 .. 18 — 78 100-00 —

1940-41 W 2 — 2 100:00 -
941-42 .. 98 140 70-00 30-00
1942-43 .. 122 105 227 5374 46-26
1943-44 .. 140 294 434 32:26 67-74
M-ﬁ .e 122 296 418 ”'19 70'81
Total .. 562 737 1,299 43-28 56:74

23. September 1939 to March 1940,
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It will be noted that the proportion of the sterling assets
of the Bank representing surplus exports has been continually
on the decline, from 100 per cent in 1939-40 and the following
year to 29-19 per cent in 1944-45, while the portion of it
representing British war expenditure in Indigf during the
same period has been correspondingly on the increase, from
0 to 70-81 per cent. Since, in the final analysis, both cate-
gories of sterling come to one and the same thing, namely,
that they represent alike Indian contribution to Imperial war
needs, the shifting of emphasis between them is, however,
without any real significance. It merely indicates that the
contribution made by providing goods and services for use
of the British fighting services within the Indian frontiers has
galloped faster than the contribution in the shape of surplus
exports. The more material point is that the amounts of both
have been on the increase.

VII. How RuPees WERE PROVIDED AGAINST STERLING

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

24. J. B. Taylor, Functions and working of the Reserve Bank of
India, 1941, p. 56,
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of the balance sheet, is clearly unrelated to the phenomenon
of credit creation or exchange transactions, its elimination
would take away from the balance sheet nothing whatever of
significance from the standpoint of our requirements. On
the other hand there has resulted from this step material gain
in clarity. For, as we shall presently see, it has helped to
throw up the relevant elements in the situation in their right
perspective, '

From Table VI we see that, during 1939-40, the Issue
Department received Rs. 60:05 crores worth of securities, of
which Rs. 54 crores were sterling securities and the rest
(Rs. 605 crores) rupee securities. In return the department
issued equivalent currency, Rs. 44:98 crores in notes and
Rs. 15-07 crores in coins. It follows that against sterling
passed on to the Issue Department, during the year, the full
amount of the rupees was provided by currency expansion.
In respect of Rs. 14:06 crores worth of sterling, which was
retained in the Banking Department, the position, however,
seems at first sight to be slightly different. For Table VII
indicates that the rupee equivalent of sterling presented to
the department was found, Rs. 8:97 crores in deposits,
Rs. 4:45 crores in notes and coin and the rest, Rs. 64 lakhs,
by the sale of investments to the public.

But it would be a mistake to imagine that of the aggregate
sum of Rs. 68:06 crores of sterling received by the Bank
during the year a portion (Rs. 64 lakhs) was exchanged for
rupees through the device of reducing its non-sterling assets,
only the balance being met by monetary expansion. The
correct situation is revealed by Table VIII, which views the
affairs of the two departments together. It shows that the
non-sterling assets of the Reserve Bank increased, instead of
the opposite, although the increase was, naturally, lower by
Rs. 64 lakhs than the figure of the increase in the Issue
Department. It will be seen, too, that Reserve Bank money,
made up of notes, coins and credit, was created to the full
extent of the increase in the sterling as well as the non-
sterling assets of the Bank (Rs. 73-47 crores). That is to say,
the entire quantity of rupees provided in return for sterling
presented to the Bank, during 1939-40, was found through
monetary expansion; no part of it was raised through the
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sale of securities to the public. The mischievous illusion to
the contrary was only a by-product of the separation of the
two departments of the Bank.

That this is so may be easily seen. For, if the die of
chance had chosen to cast differently and Rs. 50 crores of
sterling alone, for instance, had been transferred to the Issue
Department, the rupee securities in it had gone up by Rs. 4
crores, the investments in the Banking Department had fallen
by an equal amount and the rest of the magnitudes in either
department had remained unchanged, the various elements
would have been as indicated in brackets under the actual
figures for the year 1939-40 in Tables VI and VII above. An
impression may, then, be created that as much as Rs. 4-64
crores of money was found by the non-inflationary method of
the sale of securities, though the position, in the aggregate, as
indicated by Table VIII, would be unaltered. In other words,

Table VII

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

(Crores of Rupees)

a ] Y b)
Rupee

. Securities Reserve

it::elzg and other + Bank

(A 4+ Apm  Bupee wth Money
1 Assets (F + D)=

(B + E,)28

1930-40 + 6806 + 54 + 7347 + 347
1940-41 .. + 250 + 61-00 + 6350 + 6350
1941-42 .. + 10365 + 55-65 + 159-30 + 159-30
1942-43 + 260-91 + 9-86 + 27077 + 210-717
1943-44 .. + 437-01 —116-83  ° 4 32018 + 320-18
194-45 . + 41732 + 1-52 + 42484 + 424-84
Total .. +1,289-45 + 2261 +1,312:06 +1,312-06

21. From last Friday of March.
8. The letters relate to columns in Tables VI and VII,
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separation of the accounts of the two departments is easily
capable of creating incorrect and illusory pictures of the real
situation. What, in fact, had happened in 1939-40 was,
probably, that Rs. 64 lakhs worth of non-sterling assets were
transferred from the Banking to the. Issue Department,
equivalent cash received in exchange from the latter by the
former being passed on to the parties who had presented
sterling to the Bank. While leaving unaffected the aggregate
volume of assets with the Bank as a whole, this produced the
result of lowering their magnitude in the Banking Depart-
ment from which, as we saw, followed the incorrect impres-
sion reviewed above.

What we have said regarding 1939-40 applied also to
1942-43: During the year, though the non-sterling invest-
ments in the Banking Department declined by Rs. 28:35
crores, this was more than neutralized by a rise of Rs. 38-21
crores of rupee securities in the Issue Department so that,
on balance, looking to the Bank as a whole, this class of
assets increased by Rs. 9:86 crores. And as Reserve Bank
money increased by the full amount of the increase in the
sterling and the non-sterling assets of the Bank (Rs. 270-77
crores), sterling may be said to have been converted into
rupees wholly through the method of monetary expansion.
The same was the case during 1940-41, 1941-42 and 1944-45,
No part of the rupees demanded during these years was
provided by withdrawing moneys from circulation. Since,
during these years, the rupee securities and other rupee
investments in both departments moved upwards, instead of
in opposite directions, this becomes clear when we view the
balance sheets of the two departments separately as well as
together. And, except for 1944-45, when payment in book
credits (about Rs. 218-83 crores) exceeded somewhat pay-
ment in notes (Rs. 199-82 crores), the expansionary issue of
money presented to the holders of sterling was mainly in the
shape of the issue of paper currency and partly in the form
of coins and deposits. -

The year 1943-44 stands out apart from the rest of the
war years. By now the Government had abandoned the plea,
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which it had been advancing with force for some time,?® that
monetary expansion in India was not inflationary in character
and had begun to admit openly that the issue of rupees against
sterling for the finance of Imperial and allied expenditure
had inflationary effects.® It had also started taking active
measures such as increased taxation, sales of gold and
campaigns for saving, to mop up the surplus purchasing power
from the pockets of the public. The results of these measures
necessarily had their effects upon the currency expansion of
the year : for the first time in several years there was not only
no inflation against rupee securities, but it became possible
tc meet a fair proportion of the demand for rupees on the
part of the British and allied Governments from out of the
funds collected by the anti-inflationary programme of the
Government of India. The sterling assets of the Reserve Bank
increased during the year by Rs. 437-07 crores (Rs. 78-89 in
the Banking Department had Rs. 358-12 crores in the Issue
Department) but Reserve Bahk money increased only by
Rs. 320-18 crores. The balance of the amout, Rs. 116-83
crores, was realized through reducing the non-sterling assets
of the Bank, Rs. 116-14 crores of rupee securities from the
Issue Department and Rs. 69 lakhs of rupee assets from the
Banking Department. i

The actual process of how this happened is, probably,
somewhat as follows. Of the sterling received by the Reserve
Bank, during the year, Rs. 310 crores worth came from the
British Treasury;3! against this the Bank had to issue rupees
to their Indian agents, the Government of India. The latter,
however, had been able to collect in the course of the year,
through the issue of loans and post-office savings, sums in
excess of its own requirements, as distinct from its commit-
ments on British and allied account, the magnitude of which

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

30. See Budget speeches for 1944-45 (p. 14) and 1945-4¢
(pp. 14-15). .

31. See Table 1V, p. 15 above.
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we may guess was about Rs. 116-83 crorest To this extent,
therefore, it was willing to utilize the payments owing to it
from the Reserve Bank for a cancellation of documents of
its indebtedness such as treasury bills in the possession of
the Bank. This having been done, expansionary creation of
money was necessary only for encashing the balance of its
aggregate sterling receipts, Rs, 32018 crores.

The reduction in the non-sterling assets effected during
the year did not, however, wholly neutralize the volume of
the increase in such asséts, which had taken place during the
war years, so that, looking back to this period as a whole,
we are not in a position to say that any portion of the war-
time sterling receipts was exchanged for rupees through non-
inflationary methods. From Table VIII we find that there
was a net increase of Rs. 22:61 crores in the rupee invest-
ments and other rupee assets of the Reserve Bank as between
March 1939 and March 1945 and the total volume of Reserve
Bank money created during #e interval was in excess of the
accruals of sterling by this amount. The entire quantity of
fupee currency issued against sterling during the period ‘was,
therefore, expansionary in character.

VIII. SumMary

To summarize: The net sterling accumulations with the
Reserve Bank, which we may call S, are compounded of two
streams, namely, the proceeds of the overall surplus exports,
which we may call E, and Imperial and allied war expenditure
in India other than the cost of purchases meant for export
(which would be covered by E), which we may call I. E
would be made up of three elements: dollars and other
foreign exchange received in payment of the surplus exported
to countries outside the sterling area, Indian gold and
materials purchased by the British Government directly and
receipts on the sale goods to the British public and the sterling
area countries. The entire amount of the receipts under the
three heads would accrue to the British Treasury and the
Reserve Bank would get in exchange sterling treasury bills.
The magnitude of I is a measure of the goods and services
acquired by the British Government from the Indian economy
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for use, within India, of her own and the allied fighting
services. As in respect of surplus exports, the dollar exchange
accruing under this head, (representing U.S. expenditure),
would be appropriated by the British Treasury. So far as
India was concerned the entire amount of I may be, there-
fore, said to represent British expenditure as it was from
Great Britain, not the U.S.A. or other allies, that we have to
receive payment for it. The latter would make payments to
the British Treasury, not to us. To call it British and allied
expenditure is thus, from this standpoint, somewhat of a
misnomer. From September 1939 up to 31 March 1945 the
magnitude of E was Rs. 562 crores and that of I Rs. 737
crores (Table V).

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

Though sterling accruing to the Reserve Bank issued
forth from surplus exports and the United Nations' war
expenditure, the full amount of either did not come into or
remain in its_possession. What remained with the Bank
constituted only a part of the aggregate. Since the whole of the
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overall surplus exports was taken over by the British Govern-
ment, either in the form of goods directly or in the form of the
proceeds of their sale, and was utilized for the furtherance
of its war effort, the entire amount of the rupee payments
which they involved must be reckoned to form part of the
British war expenditure in India. The aggregate amount of
the British and allied rupee expenditure, which we may ca