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FOREWORD

H AV E great pleasure in commending this book on

"War and Post-War Public Debt of India " to
the attention of all those who are interested in public
affairs in this country.

It provides a thorough study and lucid explanation
of the whole subject; and | have been impressed with
the author's clear desire to present a true picture, and
with the fairness of his statement of the case, even on
points where | might be unable myself entirely to
endorse his opinions.  Professor Dubey has performed
a valuable service to his country in producing this
study of so important a subject, and in setting an
example of accurate and detailed investigation into
those economic questions which so deeply concern the
welfare of India.

| hope that his book will be widely read and
wish Dr. Dubey himself great success not only with
this work but in his future career.

" Pelerhof+" Simla GEORGESCHUSTER
September 9th, 1930 ,






PREFACE

THE Public Debt of India has of late received a

consderable amount of popular attention and
come in for a great ded of comment from different
quarters. The presentation of a dispassionate survey
of the subject from a scientific and detached point
of view would not, | believe, be inopportune a the
present moment, and may, on the other hand, prove
of some help in the solution of some of the outstand--
ing problems connected with the subject.

For nearly two years | studied at close quarters,
the conditions in the London Money Market and
utilized every opportunity to obtain first-hand inform-
ation on the subject and to discuss my views with
those actually engaged in this branch of business
in" the City." | had dso a few occasons to exchange
notes on the subject with those who had served in
the highest capacities in the Finance Department of -
the Government of India and a few high-placed
officias of the British Treasury. My thanks to them
al.

| am specialy grateful to Dr. G. Sater under
whose principal guidance this research was carried
on, for the great personal interest that he al--
ways evinced in my work. | am aso beholden to
Dr. Dalton (late of the London University and now
Under-Secretary for Foreign Affairs in the Labour
Government) and Prof. L. Robbins of the London



vi

School of Economics for the invaluable suggestions
that | received from them from time to time
during the course of my investigations.

| desire here to acknowledge the help that |
received from a personal friend of mine, Mr. D. D.
Bharadvaja, of The Leader, Allahabad, who is res
ponsible for many of the sub-headings. His sugges
tive criticisms based on his journalistic experience
-enabled meto do a considerable amount of regrouping
of the subject-matter.

Last but not the least, | must express my high
sense of gratitude to the Hon. Sir George Schuster,
Finance Member of the Government of India, who
amidst his numerous preoccupations, just on the eve
of his departure for England, managed to find time
to go through the MSS. and write a few lines as
foreword in appreciation of my work.

MEERUT COLLEGE D.L.DUBEY
September 20th, 1930
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CHAPTER I

GENERAL FEATURES OF THE INDIAN
PUBLIC DEBT

A DISTINGUISHED authority on public finance has
observed that the rise of public debts in modern
times is an outcome of the development of
democratic forms of government This does not
necessarily imply that the democracies of the
world have rightly used the institution of public
credit for the purpose of promoting the material
welfare of the populations of their respective
Ciuntries. A perusal of any Memorandum on

blic Finance issued by the League of Nations
in recent years would show that public debts of
amost all the important countries of the world
to-day consist largely of deadweight loads due
fo wars, preparations for wars or the aftermath
of wars. Newer countries, and especially the
British Dominions and other parts of the oversea
Empire, are, however, somewhat better in this
respect. The use of public credit for the creation
of productive assts and the development of the
material resources of the countries concerned is an
important characteristic of the oversea parts of the
British Empire, and speaks volumes for the
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financial geniusof the British race, for the way in
which foreign investments have been built up.
Britain is still the most important investor in
foreign countries, in fact afull hundred per cent
ahead of America in that respect, and has foreign
investments of about £4,000 million abroad,
from which she enjoys an income of about £275
million to £300 million ayear.? A remarkable
organization has been evolved at home in order
to raise long-term funds for investment in the
Dominions, in the Colonies, Dependencies, Pro-
tectorates, Mandated Territories, and territories
with spheres of influence which make up the mo-
dern Empire, in countries in which the British
themselves were pioneers in industrial enterprise,
as well as in other economically and politically
backward, half-developed and fully independent
countries. A healthy flow of funds to provide for
the occasional renewal or extension of capital in-
vested abroad is assured from the headquarters of
the mother country. The types of investments
are as diversified as their location; the eggs are

! Vide the Harris Foundation lectures on " Foreign Invest-
ments" at the University of Chicago by H. K. Norton and others,
where the former stated that America had built over $9,000 million
foreign investments during and since the war.

2 VideKimber's" Government Debts."
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very far from being in one basket. The wide
range of destination of the capital mobilized in
London includes shipping, banking, insurance,
mining, plantations, transport, lighting, many
forms of industrial activity, as well asinvestments
in Governmental and Municipal securities.

India's Foreign Indebtedness.—India's
share in these investments comes to a sixth of
the total. Two recent estimates of the total
British investments in India put them at £583
million and £700 million respectively.® Our
own figure, calculated by taking Prof. Keynes*
estimate of £350 million in 1909 as the basis,
and adding to it the obligations incurred since
then, indicates a total which may be placed
cautiously at £600 million.

: £m.

Prof. Keynes' Estimate, 1908 ... 350

Total net Governmental (£121 m)), Mun|C|paI
(E12 m.) and business (£66 m.) Issuesmade
since 1

Liability for the remainder of the Br|t|sh
Government war loan

Allowance for increase in reglstered rupee
capital in India ...

Discounts and conversions in London

Total Investments

|‘§fooa 5 B

! Financial Times, £583 m.; Economist, February 22nd, 1930,
£700 m.
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This amount of £600 million may be re-
garded as the foreign indebtedness of India as
a whole. Out of this sum, the direct sterling
obligations of the Government of India in all
forms amount to roughly £358 million, their
guarantee on the Railway Debentures to another
£14 million, and the sterling debts of the local
bodies to £13 million. Thus the public bodies
in India control nearly two-thirds of the foreign
capital invested in the country. So far as the
question of adjusting the payment of remunera-
tion for the employment of foreign capital in
India is concerned, it makes no difference whether
the capital is controlled by official or non-official
agencies. The foreign investor in Indian securi-
ties, whether residing in England or domiciled in
India—or plyingonthehigh seas, for that matter—
whether holding Railway Debentures, or Govern-
ment Stock, or shares in the jute mills or tea
plantations, possesses a claim on the goods and
services of the country for an annual dividend
on his investment and the final redemption of
his capital so long as his investment continues.

But there are certain other considerations on
account of which foreign investments under
official control are considered better in the in-
terests of the debtor country as a whole than
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those made by individual investors in private or
joint stock enterprise. According to the classi-
fication of foreign capital made recently by Dr.
Gilbert Slater,' State and Municipal loans, bonds
of port authorities, bonds and debentures of pri-
vate companies, and bank loans are " investments
in which the external investor is merely entitled
to arate of interest and acquires rights of control
only when there is default." This class of in-
vestment, according to Dr. Slater, "has been
largely necessary in the past and is on the whole
unobjectionable in the present"? The force of
the argument raised by Dr. Slater can be well
illustrated by reference to some figures given by
the Ac worth Committee (1921) with regard to
capital investments in Indian Railways. The
committee stated that for the last forty-five years
the net earnings of the capital invested in Indian
Railways, a considerable portion of which has
been supplied from L ondon, had never sunk below
4 per cent, and that during the previous twenty
yearsthey had only three times sunk below 5 per
cent in spite of the fact that a substantial sum had
been charged against revenue for repayment of

! In his evidence in reply to the questionnaire issued by the
External Capital Committee of 1925.
2 External Capital Committee Report, p. 8.
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capital, while not an inconsiderable part of the
total mileage had been built for strategic and not
for commercial purposes. The average rate pay-
able by the Government of India on their bor-
rowed money was about 3% per cent' The
rest of the percentage dividend on the invest-
ment, therefore, went to the relief of the taxpayer.
In the case of the privately-controlled capital,
of course, all the profits made in the enterprise
go into the pockets of the investor. For instance,
the National Bank of India, incorporated in
England, has apaid-up capital of £2 million
employed in India, and profits are made by the
Bank to the extent of 20 per cent on the work-
ing capital. The whole of this dividend being the
unrestricted property of the shareholders, must
be distributed among them as their annual profit.
This is one of the reasons why foreign capital
when it enters into competition with indigenous
enterprise, raises questions of its control by the
nationals of the country.

In the cae of officially-controlled capital,
the surplus profits, after the payment of a regular
fixed rate of interest to the investor, remain
available for the community asawhole. Itisa

! Cmd. 1512, 1921, para 63
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well-known fact in London that foreign invest-
ments in private enterprise yield higher returns
than those in Governmental and Municipal
Bonds and securities. From a recent study of
British foreign investments,'! Sir Robert Kin-
dersley has come to the conclusion with regard
to the total British investments in foreign coun-
tries "that Government, Municipal and Railway
investments account for roughly one-half of our
capital and yield about one-third of our income."
It is, therefore, from the Indian point of view, a
redeeming feature of the British capital employed
in India, that private investments form a small
percentage of the total. Both official and non-
official obligations, however, contribute to the
total indebtedness of the country to foreigners.

Meaning of the Indian Public Debt—The
National Debt or Public Debt of a country
is an entirely different matter. It takes no
account of the private investments in the country.
The Public Debt means the total amount of
debt owed by the Public Authorities of a
country, such as the Central or the Provincial
Governments or Local Bodies to their own

1 "A New Study of British Foreign Investments® Economic
Journal, March 1929, p. 19.
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citizens, or to foreigners an their individual or
corporate capacities. Thus the public debt of
India includes the sum total of obligations to
investors in India or in England of the Central
Government, the Provincial Governments, the
Native States, and the local authorities such as
the Presidency corporations, port trusts, improve-
ment trusts and others.

Amount of the Total Indian Public
Debt.—In arriving at a net figure for the Indian
Public Debt on a particular date, certain consi-
derations have to be borne in mind. In the first
place, the Native States in India, except in a
few exceptional cases, are not known to have
developed the use of public credit to any con-
siderable extent.! They still for the most part
rely on the old method of using the hoarded
wealth in their treasuries for any occasionally
heavy expenditure on works of a permanent
character. In any case the figures of their public
debts are not available except so far as advances
have been granted to them from time to time by
the Government of India. Secondly, although the
provinces and the larger local bodies enjoy powers

_ ! Mysore has recently (Aug. 1930) floated two loans of three
crores of rupees.
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of independent borrowing in the market, to a con-
siderable degree borrowing in India is co-ordi-
nated by the Central authority. The Government
of Indiastill largely financesthe provincesandto a
certain extent the Native States, and, occasionally,
the larger local bodies. Similarly the provinces,
in their turn, make advances to their local bodies,
municipalities, district boards, and others. There
Is thus a certain amount of overlapping in the
debt figures. Our discussion in the following
pages is confined to the debts incurred by the
Central and the Provincial Governmentsin India,
although incidentally we have attempted to give
‘a rough estimate of the debts of the larger local
bodieswho enjoy independent powers of borrowing
in the market. The debts of smaller bodies are
included in the Indian and the provincial debt
figures.

Accordingto the statement given inthe Report
of the Controller of Currency for 1929-30," the total
interest-bearing obligations of the Government
of India outstanding at the close of that financial
year, amounted to 11,3823 crores of rupees. This
figure includes an amonut of 14245 crores
advanced to provinces, and another of 17-57 crores

| Satement XXI11, pp. 74-75.
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advanced to Indian States and others. On the
same date the Provincial Governments had an
additional liability of 16-35 crores due to direct
loans raised from the money market. On
the same date, again, the debts of the larger local
bodies hereinafter mentioned roughly amounted
to 10708 crores,' out of which 21.55 crores was
borrowed from the Government and another
17'49 crores was held on behalf of sinking funds
or as unspent balance of the loans raised, thus
leaving a net debt to the public of 6804 crores
of rupees. The total Public Debt of India there-
fore stood as follows:—

31lst March 1930

Rs.

_ ~ (Crores)
(i) Debt of the Government of India,
including advances to provinces

- and other loans ... .. 113823
(i) Direct loans raised by the

Provinces w 1635
(iii) Netdebt of larger local bodies after
deduction of advances from the
Government, sinking fund invest-
ments§, and unspent balances of

loan 6304

Total Public Debt of India . 122262

! Thisisthe figure for 31 March 1929, and does not include
debts of all the larger local bodies.
2 See table on page 11 for details.
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DEBTS OF LARGER INDIAN LOCAL BODIES' AS
ON MARCH 3 1ST, 199

32
el - Advances| £X
Namesghiosd | 8| sgino | Yrom | £
o Govt. Qg5
5 ER3
— <
Rs. £ Rs. Rs.
crores crores crores
Bombay | mprovement
Trud w | 1593 899,600
Bombay Port Trugt .. | 2231 2,600,000 751 418
Bombay Corporation... | 1874 976 297
Calcutta Corporation... 6% 500,000 128
Calcutta | mprovement
Trugt 273 1,050,000 1
CalcuttaPort Trust ... | 2532 5,950,000 225 388
Rangoon Corporation 272 300,000 112
Rangoon Port Commis:
sion 520 500,000 40 176
Madras Port Trugt ... 175 330,000 131
Madras Corporation ... 137 223 33
Karachi Port Trust ... 405 1,000,000 49
10708 | 13129600 | 2155 1749

! Figures taken from the Stock Exchange Year Book for
1930. For the Bombay and Madras Corporations the figures are
taken from the Annual Administration Reports of those corporations
for 1927-28, and represent the debts as they stood at the end of 1927-
28. Sterling figures have been converted at therate of |s. 6d. to the
rupee, Total debt in the rupee figuresincludes the sterling portion.

5 Unspent balance of loans.

Only an approximate estimate of advances taken from the
Government is given.
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General Features of the Growth of Debt—
Let us now review the position as regards the
growth of the Indian Public Debt a little more
in detail. We give on the next page a table of
the interest-bearing obligations of the Govern-
ment of India for a number of years classified
under certain heads:
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There are certain features of the Indian
Public Debt that are easily remarked from a first
glance at the table. In the first place, the total
debt has risen from 510 crores of rupees in 1914
to 11,38 crores in 1930, or more than doubled
inaperiodof 16 years. Both sections of the debt,
rupee as well as sterling, have shown an increase,
but the increase has been larger in the case
of Indian resources than that of foreign borrow-
ings. The rupee debt rose from 179 crores in
1914 to 650 crores in 1930, thus increasing the
proportion which the rupee debt bore to the
total, from 35 per cent in 1914 to 57 per.cent
in 1930. The Indian money market thus con-
tributed on an average over 29 crores of rupees
per annum from all its resources during this
period.

There are two important developments
which may be noticed in connection with
the increase in the amount of the rupee debt:
(i) it is the short-term loan paper of the Govern-
ment that has been more popular with the
investing public in India than the long-term
securities; (ii) other resources than regular rupee
loans have assumed a very great importance in
the war and post-war period in the financing of the
capital programme of the Government of India.
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Short-term Loans More Successful.—The
subjoined statement showing the direct loans of
the Government of India divided on the bass of
short-term bonds and long-term loans, shows in
what direction the money market in India has
shown a tendency to develop:
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SHORT-TERM AND LONG-TERM LOANS IN THE
INDIAN MARKET, 1917—2
(In crores of rupees)

SHORT-TERM LONG-TERM
Year [ pegrip- € | Amount | Year of Remarks
tion of =] of re-
bonds g loan payment
1917 | 3-year 198 125 1929-47
5-year 12
1918 1 3,5 7 and | 57 No long- *o 10-year bonds
10-year. term. 40% of thetotal.
1919 | No short- 2125 194555 | Tax-free; issued
term. at 95.
1920 | 10-year 2 4 )
1921 { 5S-year 37 No long-
10-year i term.
1922 | S5-year 27
10-year 19
1923 | 10-year 14 9 194555 | Tax-free; - issued
at 95.
1924 | 9-year 7 59 » Do.
1925 | 10-year 5 % . Tax-free; issued
at 96.
1926 | No short- 2 1960-70 | All this was a
term. conversion loan
issued at 88 with
heavy premiums
on old convert-
ed debt.
1927 | 710 years| 19 No long-term.
1929 { 6-year g05 | 2881 193944 | Long-term as
. good as a short-
term, with a De-
preciation Fund
in addition. ~

(Compiled from the " East India Accounts and Estimates” annual’
" "Explanatory Memoranda" ol
Secretaries of State for India.)

the Secretaries or

Under -
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We notice that in by far the majority of
cas, short-term bonds yielded much larger
amounts of money than long-term loans. In a
number of years there were no long-term loans at
all." I may, however, provisionally indicate,” said
Sir William Meyer when referring to the relative
chances of yields to be obtained from short and
long-term loans,® " that, having regard to the
relative amounts obtained this year on the long-
term loan and from the short-term war bonds,
we are at present disinclined to issue a further
long-term loan in 1918. | think, after consulting
those who are entitled to speak with most weight
on this matter, that we shall be more likely to
obtain an adequate response by concentrating
ourselves on short-term bonds. We might, for
example, put out once more the 3-year and 5-year
bonds, which were so successful this year, and
add a further category of bonds having a some-
what longer period."

The system of issuing short-term bonds
introduced by Sir William to get more money
under the stress of war conditions has now come
to stay as a permanent feature of the Indian
Government's annual rupee borrowing operations.
In the table given above, in the few cases where

! Budget Statement, 1918, para 75.
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the long-term loans yielded substantial amounts
in the post-war period, special causes such as the
tax-free nature of the loans, special conversion faci-
lities, the absence of fresh demand for money from
the market, or the promise of repayment within a
comparatively short period, explain the success of
those borrowings. Thiscircumstance of therise of
the public debt, under which long-term financing
takes place by short-term funds, raises a distinct
problem for solution, akin to that faced by ajoint-
stock banker who finances long-term industrial
operations out of his time and demand deposits.

Importance of Non-Loan Resources.—
Another remarkable development as regards the
rupee debt is the increase of the debt in other
forms than "funded loans" of the Government
of India. Thus out of the total increase of 471
crores in the rupee debt, Treasury Bills and
"Unfunded Debt" of the Government of India
in the form of "other obligations" are responsible
for yielding noless than over 211 crores of rupees,
or 44 per cent of the total increase over the 1914
figure, an amount larger than that at which the
whole rupee debt of the Government of India
stood in 1914. In fact, "other obligations" of the

Government of India formed 19 percent of the
2
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total rupee debt in 1914, but together with Trea-
sury Bills, the introduction of which is a war-time
development, they rose to become over 37 per cent
of the total rupee debt in 1930. Thisfigureis a
measure of the importance which other resources
than regular rupee loans of the Government of
I ndia have assumed in the financing of the latter's
capital programme, as a result of the war and
post-war financial conditions.

Growth of the Sterling Debt.—The growth
of the sterling debt is no less remarkable during
the period under consideration. This has in-
creased from £247 million (330 crores of rupees at
|s.6d.)in 1914 to £365 million (486 crores of rupees
at 1s. 6d.) in 1930. We discuss the various aspects
of this section of the Indian Public Debt in the
next chapter. Here we stay only in order to
remark awindfall in the finances of the Govern-
ment of Indiain the post-war period which re-
sultedfrom arise in the sterling value of the rupee
and the consequent reduction in the amount of
the sterling debt calculated in rupees. Before
the war, the value of the rupee was stabilised at
1s 4d. Since 1927 officially, and since 1925 in all
government and commercial transactions, the
rupee exchange has ¢ood at therateof 1 s 6d. The
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accounts of the Government of I ndia were definite-
ly begun to be kept on a rupee basis in 1921. Its
revenues are also collected in rupees. The result
of arise in rupee exchange has been a lightening
not only in the burden of the interest charges
that are annually paid out, but also a reduction
in the principal of the sterling debt. For the
pre-war sterling obligations alone, this reduction
in the debt on account of the higher exchange
amounts to no less than 41 crores of rupees. We
should not be understood to imply that the burden
of debt inthe shape of goodsand services, in which
form ultimately all external obligations are liqui-
dated has fallen, but what is maintained is that in
terms of rupees the finances of the Government of
I ndiahave gained to the extent of the above amount

Debt Largely DuetoGrowth of Productive
Capital Expenditure.—Turning our attention
now to the purposes for which borrowed funds
have been used during this period, if one impor-
tant thing is writ large on the face of the Indian
Public Debt it is theinherently strong and solvent
position of the asssts by which amost the whole
of the debt is covered. Thus, out of a total debt
of 11,38 crores of rupees, as much as 915 crores
or 80 per cent is invested either in revenue-earning
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asets such as railways, posts and telegraphs,
and other commercial departments, or spent in re-
coverable loans and advances to provinces, Indian
States and other bodies. In the seven years from
1923 to 1930 the capital advanced to railways
amounted to a sum of no lessthan 214 crores
of rupees (or on an average, 30 crores per
annum). This was a period during which the
Government undertook heavy capital expenditure
on the construction of new railways, bought
out some railway lines, and took over the direct
management of a few others, assuming direct
financial responsibility for the debt liabilities of
those railways to the extent to whichthe incoming
properties were encumbered. The advances to
provinces increased from 71 crores in 1921 to
aboyt 142 croresin 1930. |Itis true that owing
to India's war contribution to Britain of ahundred
million pounds, to post-war budget deficits of 98
crores of rupees, and the construction of New
Delhi at a cost of over 13 crores of rupees, the
unproductive debt in the post-war period has
risen to a high figure. But when we analyse
the position a little more closely, we find that
even against the remaining 223 crores of
"uncovered " debt which is not invested in the
above manner, there are tangible asssts amounting
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to 4678 crores in the form of " cash, bullion and
securities held on Treasury Account,” another
41.94 crores held on account of Railway
Depreciation and Reserve Funds and Provincial
Balances (which are entirely Government
moneys and must be sat off against Govern-
ment debt liabilities), and the Gold Standard
Reserve of £40 million (53-33 crores of rupees)
held in London on behalf of the Government of
India. These three assts bring down the un-
covered or unproductive debt to the small figure
of 81 crores, or 7 per cent of the total debt No
important country in the world can boast of a
stronger financial position as regards its public
debt and the corresponding assts. :



CHAPTER 11

STERLING DEBT

L ET USnow takeinto consideration the sterling
borrowings of the Government of India. The
measure of the sterling debt can be given by
three figures- In 1900 it stood at £119'64 million,
in 1914 it was £177-:06 million, and on the 31s
March 1929, it was £352:54 million. For the
period from 1914 to 1929 during which its
growth was most marked, a statement showing
the Indian sterling debt in each year is appended
to this chapter. By far the greater portion of the
addition made in the twentieth century has
taken place either for the construction of new,
or for the purchase or liquidation of old State
raillways. The policy of active railway construc-
tion and consequent heavy sterling borrowings
began in 1907. In that year, on the represen-
tation of a number of London businessmen,
Lord (then Mr. John) Morley, the Secretary of
State for India, appointed what is known as the

Mackay Committee, which recommended a capital
24
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expenditure on the development of railways in
Indiaof £12€ million annually.® Before 1907-
08, the Government of India had not for many
years borrowed more than £3 million in England
in any particular year. In that year, two loans
were floated totalling a sum of £8% million
secured by offering a higher rate of interest than
usual; and for the next few years, heavier liabili-
ties were incurred in England than ever before.
Then came the period of the Great War during
which the London money market was amost
completely closed to external borrowers. For five
years, from 1916-17 to 1920-21 inclusive, India
did not put in an appearance as a borrower in
London at all. But, as will be found from the
figures given in the Statement printed on page
31, in the next three years (1921-22 to 1923-
24), heavy—very heavy—borrowings were made
on behalf of India. During that period, loans
were raised, by means of five issues amounting
to £70 million.

After June 1923, no new sterling issue on
behalf of India was launched in London until
January 1928, when £7£ million was asked for,
virtually after five years, although technically the

Para 17, Cd. 4111 of 1908.
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interval was three years, and it was followed by an
issue of £10 million in January 1929, and the
last one, of £6 million in February 1930.!

Remarkable Growth of Indebtedness in
the Post-War Period.—The above, however, does
not reveal the whole story of India's post-war debt
in Britain. It only partially explains the increase.
India's obligations in Britain have increased
during the post-war period in more than one way.
Thus, on the direct assumption by the State
of the control and management of the East
Indian and the Great Indian Peninsula Railways,
in the years 1924 and 1925 respectively, the Indian
Government had to take over the debenture
liabilities of those companies, which amounted to
£18£ million in the case of the E.I. Ry. and £3%
million inthe cax of the G.I.P. Ry. This total
of £22 million, in the words of the Finance
Member of the Government of India,® "while
it represents an addition to the direct obligation
of the Government, does not of course represent
any addition to the indebtedness of India as a
whole, being merely a transfer from the railway
company to the Government of the liability to

! Another 7 million sterling loan wasraised in May, 1930.
2 Budget Speech of 1925,
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meet the same interest charge out of the earnings
of the same railway." The encumbrance on the
property was already there. What the State did
was to transfer the liability from the company
directly toitself. Asany half-yearly Parliamentary
Return on the public debt of India would show,
no fresh loan for the purpose was incurred in
England.

Another more or less similar book debit
which must be taken into account when consider-
ing sterling obligations, isthat which has been
made in respect of railway annuities. The Govern-
ment has contracted to buyout certain railway lines
from the companies, and the payment of their
purchase price is spread in annual instalments
over along period of years. Thisliability has
existed for a long time, but has appeared as
a sterling obligation in the Finance and Re-
venue Accounts of the Government of India
only since 1924-25. £53-35 million of the in-
creese over the 1914 figure is accounted for
under this head.

Lastly, India had decided upon a war gift to
Britain of £100 million. The greater part of it was
paid off with the proceeds of several War Loans.
It was arranged for the rest to be paid in instal-
ments. Thelndian Government has acknowledged
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it as a part of the 5 per cent British Govern-
ment 1929—47 War Loan, and the liability of
the Indian Government remaining in that con-
nection stood at £1672 million on the 3lst
March 1929. Thisisthe only liability that the
Government of India owes direct to the British
Government The whole of theremaining sterling
debt of India is owed to the investing public of
Great Britain, and not to their Government

Summarising the increase of £175-48 million
in 1929 over the 1914 figure, we find it accounted
for as follows.—

£m.

E.l.R. & G.I.P.R. Debentures ... 2200
Railway Annuities shown in Accounts

since 1924-25 : 5335
Liability for British Government 5%
War Loan (1929—47) taken over by

India 1672

Remaining loans .. 8341

Total . 17548

Money Mar ket Tendencies in the Pre-War
Period.—We shall examine next the money
market conditions under which thisincrease in
the sterling portion of the Indian Public Debt in
the twentieth century has taken place. We refer
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the reader to the Statement printed on page 31
wherein the comparative terms of issue of sterling
and rupee loans are given for a number of years.
It will be observed that the century opens with a
lower rate of interest and a higher price of issue
for IndianloansinLondonthanthoseinIndia, the
sterling rate of interest being 3 per cent as com-
pared with the Indian 3" per cent. Theissueprice
of sterling loans continues to weaken in subsequent
yearstillin 1907-08 the sterling rate of interest has
to be raised to 3Yzper cent and becomes identical
withthelndianrate. Thecomparison betweenthe
terms of issue of sterling and rupee loans now be-
comes easer. We find that even the price of the
new3” percent sterling stock continues to fall, till,
in theyear 1910-11, a rupee loan isactually issued
at aslightly better rate than the corresponding
sterling loan of that year (the price of issue of the
rupee loan being Rs. 96-1-3 while that of the
sterling, 96). There is no sterling loan inthe
financial year 1911-12, butin the following year
the issue price of the 3" per cent sterling stock
further drops by three points, while the issue price
of the rupee paper slightly improvesonthe1910-11
figure. In the following few years, afew loans
aeraised in London in the form of Railway
Debenture Stock on which we find that usually a
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higher rate than 3z per cent is paid, while the cor-
responding Indian rate remains steady at 32 per
cent. In 1915-16, while the Indian terminable
rupee loan is raised at par at four per cent, the
East Indian Railway Debentures are issued in
London at 99, at four and a half per cent.

STATEMENT SHOWING THE TERMS ON WHICH
RUPEE AND STERLING LOANS HAVE BEEN
RAISED IN THE TWENTIETH CENTURY

(Thefigureshave been compiled from the annual " Explanatory
Memoranda " of Secretaries or Under-Secretaries of State for
India. The schedule excludes a few small sterling railway
issues of pre-war times, and all the post-war rupeeloans in
years in which there were no sterling loans. The table shows
how London has shown atendency to become more expensive
than Indiaduring thelast 20 years.)
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RUPEE LOANS STERLING LOANS
2 Eo| 8 £
YEAR bt Issue | 3 § Issue | 3
- price EE = price g-g Remarks
— c —_
- < = <
Rs. £m.
% Crores§ 9
1901-02 | 3v% 8%8 1 3 o8 3
1902-03 | 3% 114 3 101-10-2 1%
19034 | 31 8%% 2 3 98-19 1v%
190405 | 31 3 3 95-18-6 24
190506 | 31 988 4 3 97-18-1 2 i
1906-07 | 31 973 4 |3 94-165 | 2
1907-08 | 31 0687 2% | 3% + 9-10 34 IRiseto 3¥5%
3 99 5
1908-09 | 31 9544 2 3 | 97 74
1909-10 | 3%2 | gz ou 2% | 31 96-10 74
191011 | 3v | 96-1-3 1%1{ 3% | 99-11-7%, 4 |Repaidin8
instalmts.
3% | 9% A {Indianrate
cheaper.
1911-12 | 3% | 96-3-10%| 2 No£ loan.
1912-13 | 3% { 962 3 3% 1B 3
101314 | 3v2 | 96-8-8 3 4 ee] 24 | Ry. Debs.
1914-15 | 31 95-9-7 5 4 97-10 2
191516 ' 4 10 4 |44 | ® 3 | Ry. Debs.
1921-22 | 6 100 49 7 10 7 | Repayable
1926-31,
51, 93-10 10 n 1932
192223 | 6 100 4 |51 |% 2% .,
41 8 20 » 1950-55
192324 | 5 97 1“4 4y | 90 20 s
5 % 10
1927-28 | 4 94-8 191 t 41 91-10 4 . 1958-68
1928-29 | 41 A 9 4% | 91 10 o
415 § 97-8 26 vt w | 23% £loan
undigested.
1929-30 | 5 96-8 2881 6 9 6 6 times
oversub-
5 B 895 scribed.
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The most natural question that arises in
ones mind on this phenomenon is: why did
borrowinginthe United Kingdom become more
expensive in the decade before the war ? The
most prominent feature of Britishfinancein this
period was its tendency to become more and more
international in character. There was a craze for
foreign investments in the United Kingdom as
well as on the Continent. So far as the United
Kingdom is concerned, this statement is borne
out by the following figures :—

CAPITAL ISSUES IN THE U. K., 1900—1913
{In millions of pounds)

CEAR. I _Total _capital Foreign & Colonial % of second
issues in U. K. issues in U. K. to first
1900 165 67 40
1901 159 66 41
1902 14 64 41
1903 i 108 61 56
1904 123 80 65
1905 166 120 72
1906 116 78 67
1907 121 82 67
1908 192 141 73
1909 182 167 91
1910 267 207 77
1911 192 166 86
1912 211 165 78
1913 | 196 160 8l

(Taken from the figures given in the appendices of " Imperial
Finance" by Messs Cooke and Davenport, based on the Econo-

mist.)
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The above table clearly shows that as time
went on, the proportion which capital raised for
investment abroad bore to the total amount of
capital raised in the United Kingdom for all
purposes, domestic or foreign, gradually increased
from 40 per cent at the beginning of this century,
to over four-fifths of the total issuesin the year
just preceding the war. In one year we find
that over nine-tenths of the capital raised was
exported abroad.

The natural result of such a state of affairs
was a rise in the money rate. India was not
alone in raising her interest rate for borrowing
in London from 3 to 3% per cent. Canada, the
various States of Australia, and South Africa,
who had been borrowing in London at 3 per
cent for a number of years, had also to put
up their rates of interest one after another in
order successfully to float their capital issues
in London in the face of increasing competi-
tion. The influence was felt no less on do-
mestic requirements than on foreign issues.
Lord Faber, an eminent banker and himself a
member of the 1913 Indian Currency Commission,
stated in the course of the examination of a
witness before that body, that English capital had
become bolder and bolder inthe preceding eight or
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ten years and sought for a larger rate of interest.
A few years earlier, in a controversy that was
goingon in Britain, in the Press as well as on the
platform regarding the" export of capital," Lord
Faber had expressed the opinion that certain home
requirements, particularly railways, experienced
some difficulty in raising the necessary amount
of capital. They had to offer more generous
termsthan those at which money could be obtained
previously.

Easier Monetary ConditionsinIndia.—This
was undoubtedly true so far as conditions in the
L ondon money market were concerned. But there
is internal evidence to show that monetary con-
ditions were easer in Indiathan in London. A
number of witnesses who appeared before the
Chamberlain Commission held this view and
consequently favoured the issue of larger amounts
of rupee loans inIndia. "Itis a matter of noto-
riety," said Mr. Abraham of the India Office’
"that year by year it has in recent times been
becoming more difficult to issue loans on favour-
able termsin England"; and again, Mr. New-
march, Financial Secretary to the Government of

! Economist, January 15th, 1910, p. 127.
’Cd.7069, 1913 p. 2, Q. 15,
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India, stated before the same body: "It may be
remarked incidentally that whereas until recently
the sterling loans of the Secretary of State could
be issued in London more cheaply than the rupee
loans of the Government of India in that country,
of late years the tendency has been in the opposite
direction. Thus, in 1912, the 3% per cent loan
of the Government of India for three crores of
rupees was issued at an average price of 961/8,
whereas the Indian sterling loan for £3 million,
underwritten, was issued at 93." The Commission
itself wrote " that at the moment the Government
pay less for their borrowings in India than for
what they raise in London, and that besides
taking up the new issues of rupee paper, India has
in the last ten years been buying some of the
holdings of this (Rupee-enfaced paper) security
inthe United Kingdom."*

London-enfaced Rupee Paper.—This brings
us to consider the position of the London-enfaced
rupee paper. This (i.e., the rupee loans of the
Government of India standing on their London
register for the payment of interest there) stood
at about 24 crores in 1897-98 and came down
to about nine crores of rupees in 1915-16. The

! The Chamberlain Currency Commission Report, para 167.
F.3
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whole of this amount of 15 crores or so was re-
patriated from London by purchase, and slowly
absorbed by the Indian money market, when its
natural thirst for Government paper was not local-
ly quenched. This occurred in spite of the fact
that the price of the London-enfaced 32 per cent
paper remained very steady at about 64 through-
out the pre-war period. The following table
showing the gradual reduction of the London-
enfaced rupee paper, year by year, speaks for
itself.
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TABLE SHOWING THE MAXIMUM AND MINIMUM
AMOUNTS OF RUPEE PAPER STANDING ON THE
LONDON REGISTER OF THE GOVERNMENT OF
INDIA FOR PAYMENT OF INTEREST DRAFTS,
TOGETHER WITH MAXIMUM AND MINIMUM
PRICES THEREFOR SINCE 1897

(In crores of rupees)

Maxtmum | Minimum . .
Y EAR amount anmount Maxl_mum Mmimum
0ut§tand- outstand- price price
g mg
i
1897.98 | 2347 2139 64} 60 %
1898-99 | 21°93 21°33 671% o1
1899-1900 21°36 2028 678 62
1900-01 22°25 20'84 65 621%
1901-02 22°34 20°23 641 63
1902-03 2028 1863 664 644
1903-04 18'61 17'05 661% 64
1904-05 17°02 16°50 66; 65
1905-06 17°01 16°21 664% 654
1906-07 1692 16°30 66% 64%
1907-08 16'44 13723 653 62
1908-09 1529 14'43 63+ 613
190910 1606 14'81 631% 614
1910-11 15°07 1278 64.% 62}%
1911-12 1268 1173 648 633
1912-13 1163 11113 644 631%
1913.14 111 10°08 64% 63
1914-15 9'95 973 63% 63%
1915-16 9'66 8'81

(Compiled from the appendices of Financial Statements)
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It will be noticed that the greatest single
drop in the amount of rupee-enfaced paper out-
standing on the London register took place in
1910-11, the precise year when the open market
rate of interest on Indian rupee loans in India
became cheaper than the rate of sterling loans
in London.

Further evidence of the same phenomenon
may be observed from a comparison of the
maximum and minimum prices of 3* per cent
rupee paper at Calcutta, and 3¥2 per cent sterling
stock in England, made in the table which
follows :—
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89

COMPARATIVE MAXIMUM AND MINIMUM PRICES
3%.% RUPEE PAPER AT CALCUTTA AND
IN  LONDON FOR

OF

3%2%

STERLING STOCK
DIFFERENT YEARS

33% Rupee Paper at | 34% Sterling Paper

Calcutta in London

YEAR
Maximum | Minimum Maximum|Minimum
price price price price

1900-01 | 97-12 93.11 1114 105
1901-02 | 97.7 94-7 109§ 1064
1902-03 | 99-9 96-12 1108 1054
1903-04 | 99-7 94-10 1083 102
1904-05 | 99-9 96-11 109 103
1905-06 | 100-4 97-8 1078 1034
1906-07 | 99-11 94-13 106 90}
1907-08 | 98-6 93-8 103 964
1908-09 | 96-15 93.2 1023 95&
1909-10 | 95-5 92-12 1008 95
1910-11 | 96-10 93-6 97§ 924
1911-12 | 96-14 94-12 964 o1
191213 | 97-2 94.12 9411 89
1913-14 | 9612 94.14 934 8415
191415 | 96-1 91-8 90% 8o

T (Compiled from the gppendices of Finandal Statements)
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This table shows that the maximum price of
3Y%2 per cent rupee paper at Calcutta remained more
or less steady at round about 96 during the whole
of the period under consideration, while the maxi-
mum price of 3%z per cent sterling paper dropped
from 111¥2 in 1900-01, to 90% in 1914-15, a differ-
ence of 21 points. The difference is even greater
in the cae of the minimum prices of sterling
paper between the same daes, the drop being
nearly 25 points. All this esablishes beyond a
shadow of doubt that London had begun to reveal
very distinct tendencies towards becoming dearer
than Indias own money market, severa years
before the war.

POST-WAR MONETARY CONDITIONS
IN LONDON

Turning now to the post-war period, all the
eight loans of these years except that of 1922-23
(a sterling issue of £20 million at 85 and 4Y2 per
cent rate of interest) have been offered in London
at more attractive terms than those granted to
investors in rupee loans in India in correspond-
ing years. The following small table summarises
the post-war position:
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COMPARISON OF RUPEE LOANS WITH STERLING
LOANSRAISED INTHE POST-WAR PERIOD

(Sterlingloansaregiven in millionsof pounds—Rupeeloans
in croresof rupees)

STERLING LOANS RUPEE LOANS
YEAR 8
g Int. é’; Mggjtgty Amt. 1 Int. p%ﬁgge(rjne
192122 | 7%m6 |par| 19631 0 |ep |pal 19631
10( 5% |934{ 192
192223 | 124 506 |96 | 1R 4 | gy | par| 1927-32
20| 4% |8 | 199055
19324 | 00 4% |0 | 19056 | ()14 | mp | 97] 1933

2 s=ctions
(ii)197 | 34 | B | 194655
192728 | 74 4% |94 195868 19 | gy | 94Y2 193437

19829 | 10| 4 |91% 196868 {(i) 26 | amp | 974 194
(i) 9 | am 94| 19560
192930 6] 69% |9 | 193233 |(i) 288l 35 | 9642193944
(i) 80& 3 | 9B 1956

The condusgon is irresstible that the Indian
rate has definitely shown a tendency to be cheap-
er than the sterling rate snce 1910; or, to put
it more accuratdly, London has become more
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expensive while India has shown considerable
signs of expansion and mobilisation of her capital
resources. The excess of the open London rate
over the Indian rate has been at times very ap-
preciable, particularly during the last three years.
Moreover, the real difference in the rates of in-
terest at the two places would work out to be much
greater than these figures show if we take into
consideration the fact that the income derived
from the interest on the Indian rupee loan paper
Is ataxable ass&t in India, whereas the interest
paid on the sterling debt held in Englandis
exempt from I ndian income-tax.

Thus we find that money can now be raised
in India on much cheaper terms than in London.
The unattractive terms at which the recent rupee
loans have been issued have militated against the
success of those loans, and have resulted in the
diversion of funds from India to seek more pro-
fitable investments abroad. Under the heading
“Indian Investments in Foreign Countries,” a
correspondent wrote as follows in the London
Economist, dated October 6th, 1928: ®During
the war owing to the appreciation of rupee ex-
changes, much Indian capital first commenced to
flow in Europe and America for purposes of
speculation and subsequent investment. Before
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this, both Indians and Europeans normally in-
vested their surpluses in Indian industrial and
governmental issues. At present, however, not
only the Europeans, but the wealthier Indians
have extensive interests in foreign securities.
Numerous reasons are adduced for the export of
funds, but the following five factors are probably
the chief: (1) After the cessation of hostilities,
the Indian investments held abroad continued to
grow owing to the appreciation of the rupee cur-
rency ; (2) landed property in India has been in
the throes of rapid depreciation or rather rapid
recovery to normal values during the last five
years; (3) thelack of non-speculative industrial
Issues and the fact that such centres as London,
New York and Paris offer attractive propositions
to investors; (4) the circumstances that Govern-
ment Promissory Notes, Municipal Bonds and
India paper are low-yielding when compared
to securities of like character in Europe and
America; (5) the caution of bankers themselves
withregard to advances in India. As the general
level of interest rates has been steadily declining
owing to gradual elimination of money-lending,
the inundation of British investments increases,
but owing to the assiduous publicity given to
" dollar " securities in India, a perceptible trend
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towards American issues is now prevalent
Moreover, theyield of many dollar, industrial or
publicutility bondsis maintained above 5 per cent
with the added advantage of the interest being ex-
empted from taxation in the U.S.A. as well as
fromthe tax of the country of origin. Bombay has
proved a keener investor than Calcutta in foreign
bonds, owing doubtless to increased savings
arising from larger earnings of the average busi-
nessman, and the generally better yield for money
on the Western coast. The Government of India
had recently failed to attract Indian capital owing
to the unattractive terms of their loans, but the
welcome accorded to this year's issue! indi-
cated that we may look forward to a change.
The volume of busness transacted through the
Indian banks remains unknown owing to the
secrecy generally prevalent in the spheres of in-
vestments, but enquiries in London and India
suggest a tentative estimate of about 50 crores of
rupees (about £37 million). Thisfigure is quoted
with some hesitancy as the vast investments of
the ruling princes—who have personal con-
nexions in the world's money markets—are

Y In the case of the 1927 loan, the rate was 4% at the time
of issue, but was increased to 44% in thefollowing year. The 1929
rupee loan was offered at 5%, and the 1930 at 6 %.
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not altogether included. The proportion of
India's share in the London capital market
has been well maintained during the current
year, and is computed to be over £10 million."
These paragraphs indicate very clearly the kind
of forces which underlie the phenomenon pointed
out in this chapter—that the Indian money rate
IS now easer than rates at those places where
money used to be cheaper in former years.

CAUSES OF HIGH MONEY RATES
IN LONDON

Shortage of Savings.—Why has London
borrowing become so highly expensive.in the
post-war period ? To begin with, far different
circumstances from those that ruled in pre-war
years have governed post-war money market
conditionsin London. The stringency of latter
years is explained by a number of extraordinary
factors arising out of the war. Some of those
factors are of national, and others of an interna-
tional character, A few, very few indeed, may be
peculiar to India alone. In general, however, the
demand for money is very keen and its price has
gone up owing to a number of reasons. One
major difficulty resides in the fact that, owing to
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the depressed condition of staple industries in
Great Britain in the post-war period, savings have
not been commensurate with the requirements for
capital, especially if due account is taken of the
higher level of prices and the larger population.
Thus, inthe view of the Committee on National
Debt and Taxation,® "while nominal savings
have increased, real savings exhibit a decline
which may amount in present money values to
something like £150 to £200 million" in com-
parison with the pre-war period.

Playing for Safety.—In the second place,
the War resulted in the destruction of large
amounts of accumulated capital equipment, and
put a heavy strain on the rest that remained
working ; and capital renewal and rehabilitation
Is one of the most important financial problems
of the post-war world. There has been avery
great increase in the need for capital for the
rationalisation of industry at home. Even the
co-operation of American capital in British in-
dustry is invited and welcomed. Home issues,
government and municipal as well as industrial,
have shown a remarkable capacity for the absorp-
tion of capital even at the post-war prevailing

! Report, p. 17.
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high money rates. Whereas in the pre-war
decade (1904-13), out of the total capital issues
of £1,768 million raised for all purposes in the
.United Kingdom, home issues absorbed £398
million or only 22 per cent of thetotal, in the post-
war decade (1919-28), out of total issues of £4,034
million raised for all purposes, the United King-
dom's own home requirements have been respon-
sible for no less than £3,009 million, or 74'5 per
cent of the total issues’ Home government and
corporation stocks provide the best trustee
securities, and they have, generally speaking,
promised handsome yields during this period.
But even the industrial issues have provided the
necessary safety in the post-war conditions by
adapting themselves to the changed circumstan-
ces. The point is well illustrated by the follow-
ingfiguresfrom the Colwyn Committee Report?:

. | 1 R i
YEAR O{gﬂgy Preference Debentureﬁ; Total @ ?(ft;;)
|
(1) 2 (3) (4)
1913 £20m. { £20m. £13m. | £53m.| 25%
1921 18 m. 14 m. 57 m. 8m.| 64%
192 | 12m.| 1B3m. | Som.| Bm.| 66%
1923 14 m. 15m. 3 m. 1 6/m.i 57%

! Appendix, " Imperial Finance."
2P.20.
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The above figures show which way the wind is
blowing, how the home investor has shown an
anxiety to play for safety, and how that safety
has been insured in an increasing degree in the
caze of home industrial issues by the flotation of
larger quantities of preference and debenture
stock. From 25 per cent in the pre-war year,
the percentage of secured industrial capital in the
form of debentures has risen to between half
and two-thirds of all the home industrial issues
In some years since the war. When it is remem-
bered that (excepting only home railways) home
industrial stock, whether ordinary, preference,
or debenture, does not enjoy the status of trustee
security, and has consequently to be offered on
decidedly more attractive terms than other stocks
enjoying that status, it can easily be realised
that, forming as it does a large part of the inter-
nal demand in the London money market, it
tends to raise the rate of interest for all kinds
of borrowings.

World-wide Stringency of Credit—It is
stated on high authority that the balance of
international accounts does not encourage for-
eign lending. " There is more than a suspi-
cion," wrote the Chancellor of the Exchequer
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to The Times, towards the end of July 1929,
" that we have during recent years been lending
or investing abroad more than our international
balance of accountsjustifies, and what | particu-
larly had in mind was that a certain caution in
this respect must be observed.” Although foreign
non-Empire borrowing has declined from £809
million in the decade before the war, to £354
million in the post-war decade,' the readiness of
the various European States and other oversea
borrowers to take advantage of easy money con-
ditions in London any time that the market shows
signs of improvement, for borrowing for short
or long periods, tends to keep the rate of
interest in London high. It is a well-known
fact that capital has become very much more
mobile now than before the war. Any strong
tendency for financial operations of some particu-
lar kind at any time in one of the world's big
money markets is certain to have its repercus-
sionson all other financial centres. The great
American boom of recent years of course provides
the best illustration of the point. The great
Wall Street gamble in industrial securities has
affected the world adversely in recent years in a
number of ways. " Itdid,"” wrote The Times

! Vide" Imperial Finance."
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on October 28th, 1929, " much damage, for the
speculative mania diverted capital from urgent
and serious purposes. For the past two years
America has ceased to lend money to coun-
tries which badly needed it, and has thereby
added to the burdens of London. Worse still,
she not merely ceased to lend, but borrowed
extensively. New York became the Mecca of the
speculator, foreign capitalists being induced either
to join in the speculative boom themselves,
or to lend their money to American speculators
who offered high rates. American speculation is
largely, if not entirely, responsible for 6" per cent
Bank Rate in this country, and for the general
monetary stringency throughout the world."

The difficulties of London, which has recently
been driven to bear the brunt of the world's de-
mand for money, can be very well understood if
we take into consideration the further fact that the
central gold reserve of the Bank of England, on
which, after all, the whole superstructure of credit
and the capacity of the country for foreign lend-
ing so much depend, is much smaller than the
gold holdings of either France or America.

Presence of Large Unfunded Debt.—An-
other very important cause of dear money in
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London isthe presence of the large quantity of un-
funded debt of the British Government, which, in
addition, bears a high rate of interest. The embar-
rassing character of the short-term indebtedness
may be gathered from the fact that early maturi-
ties in 1932 amount to £121 million, in 1933
to £65 million, in 1934 to £227 million, and
in 1935 to £115 million. The problem of funding
the above early maturities is further complicated
by the urgent necessity of converting the huge
5 per cent 1929-47 British Government War
Loan. All the implications and bearings of
this problem cannot be more fitly described than
in the words of Sir Basil Blackett who wrote
recently as follows' : " The existence of this
huge loan of over £2,000 million issued on the
security of the consolidated fund of Great Britain,
carrying 5 per cent interest and yielding practi-
cally 5 per cent at present market prices, ripe for
repayment and unrepaid, is responsible for adding
at least Y2per cent tothe cogt of all new borrowing
in the London market, whether the borrowers be
gover nments, public bodies or industrial or com-
mercial concerns.

! Special Annual Banking Supplement of the Financial
News, 1929.
F.4
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The favourable time for a conversion is when
the supply of capital for investmentisrelatively large
and the demand relatively small. Even asmall
extra demand hardens up rates, and so in a period
of conversion operations, the market does not want
extensive competition from new borrowers of fresh
money, and frowns on expansive |loan programmes.
The inexorable laws of short supply and keen
demand have been very well reflected in a recent
conversion operation of the British Government
(November 1929) when the latter was forced to con-
vert a part of the big 5 per cent loan at the same
rate for a further period of 14 years, an operation
which provoked the following comments from
the London Times:

"Even if Mr. Snowden had chosen a loan
of the 4 or \\ per cent type, it would have had
to have been offered on terms giving ayield
something approximating very closely to 5 per
cent. Not for eight yearshave financial circum-
stances been so unfavourable for capital issues.
Thereis a world-wide stringency of credit,
the result partly of the wild speculative move-
ments which have swept over the stock ex-
changes here and abroad, and particularly in
New York, and have caused a diversion of
funds from productive to less essential



STERLING DEBT 53

purposes. In this country, the relative scarcity
of capital is also largely the outcome of the
great depression which has prevailed for so
long in the staple industries of the country,
and of excessive spending both by Parliament
and by private individuals, the result of which
has been diminished savings, high taxation
and raids upon the sinking funds for the
redemption of debt Parliament bearsa heavy
responsibility for the fact that eleven years
after the armistice, the British Government
is still compelled to borrow on a5 per cent
basis."

Effects of High Income-Tax.—While we
are talking of high money rates in London, the
point of view of theinvestor, who, after all, receives
only a fraction of the increased income on his
investments in the post-war period, should not be
lost sight of. The war necessitated heavy in-
creases in the rates of direct taxes onincome, with
the result that the net yield to the lender from
his investment is much smaller than the apparent
increase in the rate of interest indicates. Whereas
the standard rate of income-tax was 1s. 2d. in the
£ in 1913-14, after arise to as much as 6s, in the
£in 1920-21 and 1921-22, it gradually came down
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to 4s in the £ in 1925-26! Mr. Snowden
has now raised it to 4s 6d. in the £2 The effect
of this can be made clear by an example. Suppose
a person invested £100 in the pre-war period at 4
per cent rate of interest; he paid income-tax then
at the rate of 1s 2d. in the £, and was still in a
position to enjoy a net income of £3-15-4 on his
investment. Under the stimulus of a better rate
of interest, and in order to meet higher prices and
taxation, he converted his pre-war holding into one
of 5 per cent. Owing to a 20 per cent standard
rate of income-tax in 1925-26 he finds that his net
income has increased from £3-15-4 in the pre-war
period only to £4 in 1925-26, or by lessthan one-
quarter of one per cent, although the investment is
now held in 5 per cents instead of 4 per cents before
the war. In earlier years the increase would have
been even less. Leaving aside the questions of
the comparatively greater scarcity of capital, and
the higher prices ruling in the post-war period, a
certain increase in the rate of interest, therefore,
Is due to the investor on account of his having
to pay income-tax at a much higher rate than
before the war, if he is to enjoy the same net

! Report of Colwyn Committee on National Debt and Taxa-
tion, pp. 122-3.
2 1930 Financial Statement.
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average income as he did on his investment before
the war.

So far, adso, we have taken into consideration
only the ordinary rates of income-tax. The impo-
sition of progressively graduated rates of super-tax
on higher incomes leaves a much smaller net
yield in the hands of those that enjoy large un-
earned incomes from investments of this character.
This aspect of sterling loanswas recognised by
the Minority Report of the Indian Railway Com-
mittee (1921). " We anticipate;' they wrote, " that
so long as income-tax in England continues to be
levied at the present high scale, money will be ob-
tainable in India on more favourable terms than
in the London market, and the I ndian money mar-
ket should be exploited to the fullest extent.."*

FALL IN INDIA'S CREDIT-A MYTH

We have travelled far in order to show how
the effects of the destruction of capital during the
war, shortage of post-war savings, higher taxation,
world stringency of credit, the presence of alarge
amount of unfunded debt, increased demand for
capital at home for rationalisation purposes, and
the readiness of external borrowers to take

'Cmd., 1512,1921, para 305.



66 THE INDIAN PUBLIC DEBT

advantage of the easy money market conditions,
have all combined to keep money rates high in
London in the post-war period. Given aborrower
of good standing, any amount of money can
still be raised; but the market has to be
paid; and its post-bellum price, as we have
shown above, has tended to be very high.
A very pertinent question in this connec-
tion, and one that has come to the fore in
recent times, is the question of India's credit in
the London money market Has India's credit
there really fallen? Has the credit of the
country anything to do, and if so, to what extenty
with the terms at which post-war Indian sterling
borrowings have taken place in London ?

At the outset, far from there being doubts
as to her credit, India has claims to be counted
among England's best borrowing clientele, for a
number of reasons:

(1) About four-fifths of her public debt
represents solid assets such as railway
properties, irrigation works and other
equally good investments. These
asets aso yield more revenue than
Is needed to cover the interest charge
for the entire debt, both productive and
unproductive.
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(2) The money raised in England on behalf
of India is mogly spent in England on
the purchase of railway materials® or
torepay theold investorsin Indian rail-
ways. Inthelatter cass it doesnot cause
any disurbance to the London money
market, and in the former it tends to
promote British export tradewith India.

(3) India has never been a defaulter like
Russa, who has repudiated all her
British debts, or Turkey and China,
who have o0 frequently not been able
to meet their obligations punctually in
respect of interest payment or the repay-
ment of principal; or like Australia,
whose borrowings in London in recent
years amount, in efedt, to the payment
of her interest bill in London and can-
not therefore claim very extensve
promotion of Imperial trade thereby.

(4) India keeps her reserves and balances
of about £50 million in London, which,
in a way, amounts to a pledge for the
discharge of her sterling obligations.

! Parliamentary Debate on East India Loans 17th July
1923,
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(5 Indiahas aways made a very liberal
provision for debt redemption—aprovi-
sion which is sometimes not warranted by
the unproductive portion of her debt—
simply in order to maintain her credit
with her creditors both in India and
in England.

(6) Finally, the revenues of India, and the
properties of the state in which sterling
moneys are invested, are still largely
administered and controlled by the
representatives of the British nation
by men of their own race. |

But has there been any weakening of India's
prestige in London? There are a few features
of her post-war sterling borrowing operations
that are interpreted as symptoms of her declin-
ing credit in London. They are as follows:
(i) that depression in the prices of Indian sterling
securities has persisted in the post-war period;
(i) that India has not only been required to
issue fixed-dated loans, but some of her loans
have been issued for very short periods, whereas
they used to be non-terminable before the war;
(iii) that Indiadraws more heavily on theLondon
money market now than before thewar; (iv) that
recently (January 1929) nearly a fourth of India's
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sterling loan was left undigested by the market;
(v) that her post-war borrowings have been made
in London on highly expensive terms. We shall
now examine these features seriatim.

(i) Depression in the Pricesof Securities—
Fluctuations in the prices of securitiesform rather
inconclusive evidence on which to establish the
high or low credit of acountry at home or abroad.
We have already shown that there was a strong
tendency for the prices of Indian sterling securi-
ties—along with so many other gilt-edged securi-
ties—to fall in London before the war, and yet that
fall could not be ascribed to any loss of Indian
credit in that market. In fact, such fluctuations
are dueto numerouspolitical, social, economic and
psychological factors, rational and irrational,
factors arising in India and in London as well as
those absolutely unconnected with either. In the
long run, however, the prices of securities are a
true reflex to the money market conditions, and a
good deal may belearnt from careful analysis.

We give below two tables, one showing the
maximum and minimum prices of sterling
securities in London, and the other showing the
maxi mum and minimum prices of rupee securities
at Calcutta, for a number of years.
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An examination of these tables shows that
the worst position due to war was reached in
1917-18, Prices recovered in 1918-19 in the
two countries, to fall rapidly again in the follow-
ing two years. Unprecedentedly low points
were touched by the sterling securities—all along
the line—in the year 1920-21, and by the
rupee securities in that and the following year.
As would appear from a comparison of the quota-
tions for 3| per cent and 3 per cent sterling and
rupee securities, the position at that time was
worse in India than in England. An im-
provement then began which has continued more
or less steadily since, except during the last two
years (1928-29 and 1929-30) in which the prices
of securities have again fallen owing to world-
wide monetary stringency.

What have been the causes of this depres-
sion in the post-war years ? (i) For five consecu-
tive years, from 1918-19 to 1922-23, there were
budget deficits amounting to about 100 crores of
rupees, (ii) Moreover, the 3 and 5-year War
Bonds issued in the first (1917) and the second
(1918) war loans fell due in 1920, 1921,1922 and
1923. The 1915 four per cent rupee loan also fell
due on maturity in 1923. (iii) Outstanding float-
Ing debt was at its highest peak in those years,
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the amount of Treasury Bills being 5298 crores
of rupees on the 31st March 1920 ; 10493 crores
on the same date in 1921; 111.85 crores in 1922
and 7123 crores in 1923. (iv) Rupee exchange
touched its lowest points (1s. 3%d) in 1921-22 and
1922-23. (v) The balance of trade went against
India in 1920-21 and again in 1921-22, the
excess of imports of private merchandise over
exports being 7754 crores of rupees in the first,
and 20-90 crores in the second year, (vi) Bank rate
in England was at its highest (7 per cent) from
the 15th April 1920 to 1¢ May 1921, a most
unfavourable time for all gilt-edged securities,
(vii) The years from 1919 to 1921 were aperiod of
Afghan War, frontier troubles, political disorder,
repression, and the non-cooperation movement |t
was some tinie before a relatively calm political
condition was recovered, (viii) Most important
of all the reasons for the depression in the prices
of securities, however, was the keenness of the
demand for capital for all purposes, even at a
high rate, on the partial release of restrictions on
new capital issues.

In these circumstances, it is no wonder that
there was a great depression in the prices of
sterling and rupee securities in the years under
consideration. So bad was the position in India,
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that it occasioned a special debate in the Council
of State in February 1921, and led to the
appointment of two committees, one at Bombay
and another at Calcutta, to enquire into the
rehabilitation of rupee securitiesin India.

Since then, considerable improvement in the
guotations has taken place, greater in India than
in England, and, in thisimprovement, one very
significant fact may be noted: Theimprovement
was more rapid in England in the years 1921-22,
1922-23 and 1923-24—exactly the yearsin which
heavy sterling loans were raised—than has
occurred since; whereas quite the reverse was
the position with regard to rupee securities
in India.  This difference is apparently the
more inexplicable in so far as the same
policy, viz., that of starving the money market
for fresh loan paper, has been pursued in
the two loan markets in the second of these
intervals (1924-28). No fresh demand for money
having been made in the open money market in
India, the direct loan debt remained almost
unchanged from 1925 to 1928. Similarly, no
sterling loans were raised in the calendar years
1924, 1925, 1926 and 1927. It isthus avery
regrettable feature of the situation that the
prices of sterling securities in London have not
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made a corresponding improvement with the
prices of rupee securities in India. What it
shows, however, isthat in the long run, monetary
conditions have been more stringent in London
than in India. When the terms of new loans
are decided upon, the prices of existing securities
are taken into account. New borrowing, there-
fore, naturally becomes expensive, when the
already issued paper stands low in the market
" Easiness and cheapness in borrowing,” says
Hilton Young,® "depend on the market valua-
tion of the Government's outstanding stock; the
lower the price of Government securities, the
more expensive is it for the Government to
borrow." It would appear, therefore, that the
need exists for the administration of a heavy
dose of some strong tonic if the position of Indian
sterling securities in London is to be strength-
ened in theinterests of future borrowings.

(i) Fixed-dated and Short-dated Loans.—
The practice of borrowing on fixed-dated terms
was not new to the post-war period. It was started
in the year 1910-11 when a 3| per cent loan
of £4 million was contracted for on the promise of
repayment in eight annual instalments. " | would

! " The System of National Finance" p. 282.
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like to add,” said Mr. Cole, then Governor of
the Bank of England, in his evidence before the
Chamberlain Currency Commission of 1913,
“that if India at any time requires money on a
large scde, she would probably have to issue a
loan with a fixed date for redemption."*
He thought Indian securities had gone down
more than Colonial securities, the reason being
the lack of a date of redemption in the case of
the former. But the result, he further believed,
was not adverse to India, as the price of other
Trustee securities which were irredeemable was
aso down.

One of the most important reasons for the
issue of terminable instead of non-terminable
Indian loans is simply that India now raises
much larger amounts at a time than before.
In a period of falling prices, moreover, the
natural tendency is to mark time ; short-period
loans are the most advisable and the most advan-
tageous until more propitious times for long-
term funding operations arrive. The British
Government has on many occasions during the
last ten years renewed her short-dated debt by
means of further issues of short-period Treasury

Lal, 7069, 1913, Vol . I, p. 157, Q 3368, and ot hers.
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Bonds. It may be noted that four out of the
eight Indian sterling loans raised in the post-war
period were short-period ones; thefirst, of £7%
million 7 per cent loan (1921), redeemablein
1926-31, which has since been converted into
3 per cent irredeemable stock® ; the second, 5%
percent £10 million raised in 1921 and redeem-
ablein 1932; third, asecond issue of £12%2million
of the same stock raised in 1922; and last, the
£6 million 6 per cent Bonds issued in February
1930 and repayable in 1932-33. Two loans of
£40 million were raised at 4% per cent in 1922-23
and the following year, which are repayable in
1950-55, and the remaining two of £17% mil-
lion, also raised at 4% per cent, are repayable in
1958-68. These four loans represent a fairly
long-period stock. It is an open question
whether, in view of the easier money market
conditions in India, earlier dates than 1950 and
1958 might not have been given as first option
for redemption of the 4% per cent sterling loans.
In the case of some Dominion loans, the gap
between the first optional date of redemption
and the final date of repayment is sometimes
as much as 30 years. It would have been

! For the terms on which this converson was made, see
beow, p. 86.

F.5
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worth while for the Government of India
to have made an attempt to repay, at least a
part of the recently contracted sterling debt,
out of the rupeeissues, as during the period
from 1935 to 1945 there are very few matur-
ing debts in India and practically none in
London.

India Reaping Fruits of a CautiousPolicy.—
Let us, however, frankly acknowledge that India
is reaping the fruits of the more cautious policy
followed by her financiersin raising non-termin-
able loans before the war.  India had no post-war
sterling maturities to be renewed, as some other
Dominions had. The Union of South Africa,
New Zealand, and the various States of Australia
have in recent years been required to convert a
number of their pre-war 3Y2 per cent, 4 per cent
and other cheaper loans, into loans at a higher
rate of interest. The Union of South Africa
converted 4 per cent stock of the Cape of Good
Hope into 5 per cent at 99%in 1923. In 1924
she converted £4 million 4 per cent debentures
into 5 per cent inscribed stock at 99* and in the
following year, £3 million4%zper cent stock and

! For details, se files of the Economist, from which these
data have been extracted.
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debentures were converted into 5 per cent stock at
99%. The Dominion of New Zealand converted
her £5-22 million four per centsinto four and a
half per cents at 95 in 1926. Similarly, New
South Wales, Victoria, Queensland, and South
Australia have had to carry out a number of large
conversion operations in London whereby they
have raised the amount of the interest bill on
their previous pre-war debts. The result of these
conversion operations must have been a heavier
burden to the taxpayers of those Dominions.

It will be seen, therefore, that it was undoub-
tedly aprivileged position for India to occupy
that her interminable loans should have been
absorbed by the London money market before
the war without much difficulty. But in the
post-war period, the fact isthat avery long date
of redemption sometimes jeopardises the success
of oversea issues, however excellent the credit of
the borrower. Referring to the failure of a South
African 5 per cent 1945-75 loan of £6 million,
issued at 98'%, The Times wrote (March 7th, 1930)
that "the price was a little too high, but the fact
that the borrower had an option over 30 years to
redeem the loan before the final date, perhaps
militated to some extent against the success of
the issue. A 20-year option is long enough,
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but 30 years is unusually long." On the whole,
therefore, it may be affirmed that in issuing
fixed-dated stock in recent years, India has
brought herself into line with other Imperial
borrowers, in her own interests no less than of
her bond-holders. "In general," wrote the
Colwyn Committee with regard to the future
issues of the British Government loans, "so far as
conditions permit, it seems to us sound policy
to proceed in the main with issues of securities
in funded form, with an option to the Govern-
ment to repay at a not too distant date."!
What is suitable for future British Government
loans, must surely apply with even greater force
to India's external capital issues in London.

(iti) Heavier London Borrowings.—An-
other alleged sign of the declining credit of India
IS her heavier post-war borrowing in London.
The average of India's pre-war borrowings works
out at about £4 million ayear. In the post-war
period, whether we take into consideration the
amount of each individual loan or an average
over a number of years, it cannot be denied that
India has become a much heavier borrower. In
the nine years from the year 1921-22 when

! Report, para 1008, p. 343.
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re-borrowing started in London after the war, to
1929-30, India hasraised no lessthan £93* million
by open market loans, besides takingover liability
for another £22 million in connection with the
E.LR. and G.I.P.R. debentures. Loans alone
thus show an average of £10%million a year.
Now, what are the reasons for these heavy
post-war borrowings in London? The fact is
that all capital expenditure by the State on its
various forms of property was held up during
the war. The Acworth Committee Report (1921)
recommended heavy capital expenditure on the
rehabilitation and equipment of Indian Railways.
Their views were endorsed in 1922 by what was
called the Railway Finance Requirements
Committee of the Indian Legislature, who
recommended an annual expenditure of Rs. 30
crores on Indian Railways for a period of five
years. In the second place, the difficulty of
financing capital expenditurein Indiawas further
accentuated by the fact that the purchasing
power of money fell considerably in the post-
war period. Thus, the Railway Administration
Report for 1920-21 states with regard to the
purchase of railway materials, that in many cases
the purchasing power of money fell to half of
what it was before the war. Moreover, many.
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provinces needed |loan money for their expanding
needs. And over and above these, the Government
and the Legislature in India decided to take
over the direct management of old State Railways
from the companies and buy others whose terms
fell due during this period, as aresult of which
the Delhi-Umbala-Kalka, and Burma Railways
have been bought out for £6 million. All these
and many similar factors show that the Indian
Government committed itself to heavier—much
heavier—capital borrowingsthanwere made before
the war. There is no fault to be ascribed to the
London money market in thisrespect. Heavy
capital expenditure is a matter of policy. But
heavier borrowings must have their influence on
that market. Itis awell-known fact that bond-
holders in London go in for a good deal of spe-
cialisation in their investments in particular
branches of securities. The statement may be
hazarded that profits made therefrom are
usually re-invested in the same fields. This is
particularly true of those institutions that deal
in foreign securities. A new investment, there-
fore, must have certain special features, before
any set of bond-holders can be persuaded to in-
clude it in their portfolio, and unless new
bond-holders are willing to take up a new
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investment, or existing holders are in a position
to absorb larger quantities of increased Indian
capital issues, theterms at which the new loans
take place must be left to the capacity, influence
and discretion of the underwriters of Government
loans. Such terms may or may not be favour-
able to India. Not that the underwriters can
commit a fraud, but they must demand suffi-
ciently attractive termsto put through success
fully alarge amount of Indian stock. Unless
the exigencies of the political outlook, and the
existing geographical distribution of funds ad-
vise the contrary, the situation of India in this
respect must improve as soon as larger yields
made from heavier recent investments will enable
reinvestments to take place in that branch on a
larger scale with a cumulative effect.

(iv) The Undigested Loan of 1929.—
Much capital has recently been made of the fact
that 23 per cent of the £ 10 million sterling loan
of January 1929 went abegging, and had to be
retained by the underwriters. But this is by no
means a rare phenomenon in the London money
market. In the previous December, a British
Government issue fell short of requirements by
£25 million. In the same month of January,
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84 per cent of a £8 million Australian Common-
wealth issue was left undigested by the money
market. The underwriters of the recent £6
million 5 per cent Union of South Africaloan
were called upon to take up 75 per cent of the
amount.*

The money market is governed purely by
economic forces, and the Indian Government can-
not alter its course. As Sir George Schuster
put it (in a letter to the Indian Merchants'
Chamber), "the price which the Government
can get is a matter which depends on the view
which the investing public in London takes of
the credit of the Government of India, and isa
matter which neither | nor the Secretary of State
can control. Itis an unfortunate fact that for
various reasons the credit of the Government of
Indiain London in recent times has declined."
In connection with an Austrian issue, of which 85
per cent of the amount remained undigested by
the market early in the same year, the Financial
News wrote as follows: "The poor response
to the issue is held to prove that the name of an
issuing house, however excellent, does not
compensate for the unattractiveness of the

1 Viide, The Times, M ar ch 7th, 1930.
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terms of issue. The experience of recent years
has shown that even the strongest group of
well-established houses is unable to keep a
loan at par if its terms do not appeal to the
investing public."*

(v) MoreExpensive Post-War Borrowings.—
The high rates of interest paid on loans, itis
urged, also indicate a decline in credit. Aswe
have already shown in an earlier part of this
chapter, sterling loans in the post-war period
have invariably been offered at more attractive
terms than those paid for rupee loans in India
in the corresponding years.

More expensive borrowing in London is, on
the whole, a result of more stringent monetary
conditions there than those that have obtained in
India. London is an international monetary
centre where all borrowers, home, imperial and
foreign, have been affected by the high money
rates prevailing in the post-war period. Depres-
sion in the prices of Indian securities in
London, extensive short-term or heavy borrow-
ing, the occasional failure of a loan dueto a
miscalculation of money market conditions, or
the raising of loans at a high rate of interest

! Financial News, Jan. 29th, 1929.
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do not thus necessarily indicate a fall in Indian
credit. Thetrue acid testis: Does the London
money market observe any distinction to
India's disadvantage in comparison with the
capital issues of other imperial borrowers ? We
shall answer this question in the next section.

INDIA'S POSITION AMONG LONDON
BORROWERS

In the previous section, we discussed some
features of India's declining credit, and showed
that as between India and London, the latter is
distinctly more unfavourable, but the true relative
position of India in London can only be
determined by a comparison with other bor-
rowers. The proposition that we set ourselves
to examine now is:. What is the position of
India in London in comparison with such
other imperial borrowers as New Zealand, South
Africa, and Australia, or with the London County
Council and similar borrowers, who are, or should
be treated ailmost on the same footing as India
in the London money market? But before we
make a detailed comparison of Indian loans
with those of other borrowers, let us first discuss
an important advantage that India enjoys as a
borrower in London.
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Indian Borrowing Not a Favour.—The
belief is sometimes prevalent in India that she
confers a favour on the London money market
when she comes in there as a borrower. There
is no doubt that the loan by Britain of the
required capital to India, or, for that matter, to
any other less advanced country in the worlds
does result in the promotion of British industry
and trade, but so far as the money market is
concerned, Indian borrowings constitute only a
small share of the total capital issues raised in
the United Kingdom. Thus it has been calcu-
lated that in the period of 29 years, from 1900
to 1928, the Indian Government's net borrowings
formed 1'1 per cent of the total capital issues, home
and foreign, raised in the United Kingdom,;
4 per cent of the total oversea issues, foreign and
imperial; and 15 per cent of thetotal borrowings of
the various oversea Governments of the Empire.’
Occasional absence of the Indian Government

£m,

! Total issuesin U.K. 10,884
Total oversea issues . 2,927
Oversea parts of Empire ... 1400
Empire Governments 784
Indian Government 123

These amounts represent net money taken during the period.
Vide Appendices of " Imperial Finance " based on the Economist.
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from the London money market does not neces-
sarily mean a respite to that much oppressed
market. Canada, perhaps, in her own interests
no less than those of the London market, has
altogether cessed borrowing in London since the
war. During the war, that Dominion, like so
many other parts of the Empire, financed her
operations from her indigenous resources, but
since then, she has partly met her requirements
from her next door neighbour.

Advantages of Trustee Security Status—
It must be frankly acknowledged, however,
that the enjoyment of trustee security status in
Britain by Dominion, Colonial, Indian Govern-
ment and Indian Railway Stocks means a great
saving to the Empire countries in the rate of
interest at which they can borrow, and far
from being regarded as an unmixed blessing,
there is sometimes a subtle feeling of resentment
that some, at any rate, of the oversea empire bor-
rowers take undue advantage of the preference
accorded to them. To quote from the Nation
and Athenaeum of January 12th, 1929: "The £10
million loan for India last week, and the £7
million cash loan for New Zealand this week, are
a reminder that the Dominions and Colonies are
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still taking full advantage of the ‘preference
that is given them in the London money market
The preference stands because it is on the
Statute Book. By the Colonial Stock Act of
1910, the loans of Colonial Governments were
given on compliance with certain Treasury
formalities the status of trustee securities, and
by an earlier Colonial Stock Act, the share war-
rants and stock certificates to bearer of Colonial
Governments escgpe the 2 percent stamp duty
Imposed on transfers for one of 5s. per cent (for-
merly it was 2s. 6d. per cent). These statutes
give the Dominions and Colonies an immense
advantage over all other oversea borrowers. By
virtue of them, the Government of a new country
like Southern Rhodesia can raise money at
5 per cent while Czechoslovakia, which is much
more economically developed, has to pay, say
8 per cent. The question must arise whether
the preference extended to Dominion and
Colonial loans should be continued, if by reason
of our reduced savings our oversea lending
has to be curtailed” On account of the
heavy investment of funds in the loans of
Governments and Corporations of Dominions
and Colonies which is areflexion of the influence
of the Trustee Act, Sir Robert Kindersley was
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led to comment as follows in the Economic
Journal *: "The results shown, however, raise
the question whether the Trustee Act has not
given an undue impetus to the export of capital,
thus making it dearer for home industries to
borrow." Home railway stock being largely out
of question on account of its low yield in recent
years, Dominion and Colonial stock enjoys the
next most important position after the British
Government securities as user of trust funds.
On account of the restricted scope of the Trustee
Act, the credit of Dominion Governments in the
capital market does not stand onitsindividual
financial merit, but on the semi-monopolistic
position which Dominion and Colonial Govern-
ments occupy as large-scale purveyors of trustee
securities. "Itisdifficult to say,” write Messrs.
Cooke and Davenport,> "on what terms the
Dominion Governments could borrow if their
loans were not favoured with the status of trustee
securities. To avoid making invidious compari-
sons, we would suggest an average of 5f per cent
asthereal standing of Colonial Government credit
in the London market. On this basisthe Domi-
nions and Colonies are saving about f per cent in

! March 1929, p. 19.
2 pamphlet on " Imperial Finance" quoted infra.
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their interest bill, or about £5 million a year."
India, therefore, being the next most important
imperial borrower after Australia, benefits quite
considerably by this "Empire Preference” system
in financial matters, as her interest bill comes to
over £13 million ayear in England.

Indian and Other Imperial Loans Com-
par ed.—While recognising, however, that Trustee
Status does give India an advantage over ordinary
home industrial issues, or over foreign non-Empire
borrowers in London as regards the rate of interest,
our present object is to analyse whether India
suffers from any special handicap in comparison
with sister imperial borrowers. On page 77 we
have given a comparative statement of the
terms at which Indian loans have been issued,
together with those of some other borrowers. Care
has been taken to select not only borrowersin the
same year, but also borrowers at about the same
time when Indian loans have been raised

Before beginning the comparison of Indian
rates with rates of other borrowers in London—
the complete undertaking of which would of
course involve us in a discussion of the details of
each individual loan—certain cautions must be
bornein mind. Timeisan important element in
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making comparisons. Conditions in the money
market change from year to year, month to month,
nay from week to week, sometimes from day to
day, and even from hour to hour. Thus we find
that in January 1922 the British Government
once issued Treasury Bonds at 5% per cent at 99
in the early part of the month, and at 5 per cent
at 99 towards the end. Then there were severa
occasions on which India and Australia borrowed
at different rates of interest within the same year.
Mr. Alan Dale prepared an index of the prices
of gilt-edged securities for the Investors Chronicle
for some months of 1929 when the Bank Rate
had twice risen by 2 per cent', and he came to
the conclusion that from January 28th to Sep-
tember 30th the general index had fallen from
102 to 96-6. This phenomenon indicates a rise
in the money rate for new borrowers. " High
money rates," wrote a financial paper some time
ago, "owing partly to the inducements they
offer for the placing of money on deposit, and
employing it temporarily in other ways, aways
react unfavourably on the market for stock
exchange securities, particularly those of the

! From 4% to 5¥%6 on the 7th February and from 5i% to 6/%
on the 26th September.
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higher classes” Money market conditions, that
is to say, are essentially variable phenomena,
and the results of any comparisons must be
accepted with due caution.

A Serious Error of Judgment—In June
1921, India raised a short-term sterling issue at
7 per cent rate of interest at par. In the same
month, New Zealand raised an issue of £5
million at 6 per cent rate of interest at the issue
price of 96. A few months later in October, S.
Africaraised asimilar amount on exactly the same
terms asNew Zealand. Two issues of Local Loans
Irredeemable Stock were made in the year, once
at 6 per cent and again at £5-15-5 per cent. The
highest price for money among other borrowers
was paid by South Australia, who raised a £5
million loan at 6% per cent at par in the same
month of June when India paid 7 per cent. That
in the case of this particular Indian loan there was
a lapse, a serious error of judgment, cannot be de-
nied. The terms were, in fact, so extraordinarily
Aattractive, that the loan was immediately over-
subscribed on issue; its market price at once
rose above par, and has remained so since then.
It could have been argued at the time on behalf
of the Government that it had approached the

P.6
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London money market not only after a lapse of
many years, but at a very critical moment inthe
Indian political and financial situation, so that
It was especially anxious to assure the success of
theissue. A loan of that price in India would
have further weakened the exchange, which was
already on its downward course, and ‘would have
greatly depreciated the market price of the al-
ready existing rupee stock. Miscalculation
regarding the rate of interest might have been
condoned on account of the fact that in the
previous financial year, the British Government
had issued ten-year bonds, which, in certain
circumstances, carried a 7 per cent rate of interest!
It is not our purpose, however, to defend the
indefensible. The whole course of this loan from
beginning to end appears as nothing short of a
financial scandal. It carried the privilege of
conversion into 3 per cent stock, and if redeemed
before 1931, the promise of repayment at 102 per
cent! Its very existence in the London money
market constituted a kind of danger-signal
to all future investors in Indian securities.
£32 million of that loan was therefore con-
verted into £6-46 million 3 per cent stock in

! Committee on National Debt and Taxation, p. 41.
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1922-23, and £2 million was converted into
£4 million 3 per cent stock in the following year,
costing the Indian taxpayer a gratuitous increase
of £5:26 million in the Indian public debt, quite
an unprecedented transaction in the whole recent
history of the Indian public debt. The situation,
however, improved by the end of the year. But
‘even the December issue was raised at more than
6 per cent effective rate of interest, whereas the
Local Loans Irredeemable Stock was raised at
the rate of £5-15-5 per cent in November, and
the British Government Treasury Bonds at 5%
per cent, at the issue price of 99 in the same
month as the Indian loan.

In the calendar year 1922, two loans were
raised for India, one in June at £6-1 per cent
effective rate of interest, and another in October
at 5%2per cent net rate of interest. In April of
the same year, New Zealand succeeded in raising
money in London at 5 per cent rate of interest at
par. Local Loans Irredeemable Stock wasissued
in January at the net rate of £5-5-3 per cent
interest. The Commonwealth issue nearest to
the Indian June issue was raised in April at a
net rate of £5-4 per cent. Another Common-
wealth issue near to the Indian issue of October
was the Victorian September issue, on which
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5 per cent interest was paid, Indian effective rate
being 5% per cent.

In May 1923, while the Indian loan was
raised at over 5 per cent effective rate of interest,
the New Zealand issue was a success at £4-12-6
per cent. In spite of the fearsthen current that the
terms of the latter might be unattractive, the lists
closed withintwo days. These two borrowingstook
place in consecutive weeks. Andyet thereis a con-
siderable difference between the rates of interest
offered in the two cases.  The South African loan
in October was raised at practically the same price
as the Indian issue in May. Some of the Austra-
lian loans which were raised much earlier than
the Indian issue also paid practically the same
price ; but the issue nearest in time to the Indian
loan, a West Australian issue in June, was raised
at an dlfective rate of £4-15-7 per cent as against
the Indian rate of over 5 per cent.

Coming to the year 1928, we find that while
| ndi aoffered a4%2 per cent long-period stock at 91 %2
per cent in January, New Zealand put one through
at 94% in the following May, paying thereby
exactly the same price as was paid by the London
County Council in the same month. In the pre-
vious October (1927) and December (1927), South
Africa and New South Wales had raised loans at
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the rates of over 5 per cent, and £5-5-7 per cent
respectively. The British Government issued its
5 per cent Treasury Bonds in December 1927 at
101. In March 1928 the Commonwealth of Aus-
tralia raised an issue at £5-2-4 per cent effective
rate, while the Indian rate for the January issue
worked out at £4-19-11 percent. Ingeneral, there-
fore, at this date, the Indian rate was distinctly
favourable in comparison with those of South
African and Australian, but unfavourable in
comparison with the New Zealand and the County
Council issues.

History repeated itself early in 1929, when, in
January, India offered its long-period 4% per cent
stock at 91 (£5-0-7 per cent), while New Zealand
obtained it at 95 (£4-16-5 per cent). It may be
noted that while India's position worsened by half
a point over her last year's issue, New Zealand's
improved by an equivalent amount. The two
Australian issues, however, of January and
May respectively, were raised at over 5 per
cent, and the first was a failure in the market,
84 per cent being left in the hands of the under-
writers.

Summarising the position for all the loans
we have considered, we find that New Zealand
enjoys, by common consent, the highest credit
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among the imperial borrowers: She has always
secured better terms in London than any other
borrower of similar standing. Between the rates
she has been able to offer and the Indian rate,
the difference has been at times nearly as much
as one per cent. But that difference has tended
to dwindle in recent years. India's status as a
borrower was weakest in 1921 and 1922 when
her position was worse than any of the other
borrowers we have considered. With the 1923
loan, however, India retrieved her credit con-
siderably, and became almost on a par with
South Africa and Australia, and in the last two
years under discussion (1927-28 and 1928-29),
while she has fared worse than New Zealand
and the London County Council, she has dis-
tinctly maintained a position better than that
of South Africa and the Australian States.

New Zealand and Australia's Special Posi-
tion.—One consideration of course detracts some-
what from the value of a comparison with New
Zealand -on the one hand and Australia on the
other. While the one stands in London par
excellence for the soundness of her finances, the
other is notorious for her over-borrowing, and,
to say the least, has been somewhat suspect at
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times for her generous expenditure on her econo-
mic services.

New Zealand, for instance, is unique in
having had budget surpluses to the extent of £30
million during and after the war.® And again,
whereas in 1913, 18-8 per cent of her total debt was
internal, by 1928 she had increased the propor-
tion held internally to 55 per cent. New Zealand,
moreover, probably of all the Dominions, has
the strongest ties of kinship to the mother-coun-
try, and is free from controversies such as sur-
round the cases of Australia or Canada.

Australia, on the other hand, has shown a
regrettable tendency to over-borrow in recent
years. Inthe 18 months endingin December 1928,
she raised no less than ten foreign loans in the
London and New Y ork markets, amounting to £63-5
million, her average of foreign borrowing during
the last few years has been £40 million a year.
While since 1914 her production has increased
only by 110 per cent, her debt has increased
by 219 per cent (her present debt being £1,037
million), and during the last few years her exports
have been much less than her imports.? These
conclusions have since been confirmed by the

! VideEconomist, M ay 5th; 1928,
? Ibid., Dec. 15th, 1928
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report of the British Economic Mission that visit-
ed Australiain 1928, and issued its report early
in 1929. The Mission has pointed out that
between 1922 and 1927, the interest on Austra-
lian debt has risen from £3978 million to
£5212 million out of which £25 million per
annum is paid in London. The amount of
interest available from revenue-producing assets
iIs £24-4 million while the balance of £27-68
million is secured by taxation. The position is
even worse in the separate States, where as much
as 68 per cent of the interest is met by taxation
and only the remainder by revenue-yielding
asets.  Australia's railways, again, areearning at
present an averageyield of only 3% per cent. For
anew borrowing country, with a small popula-
tion of only 6 million persons, all these are facts
which are very disquieting, and they must neces-
sarily have an adverse influence on her credit in
her chief loan-market.

India Merits as Good Terms as any
other Borrower.—Whatever the special credit
position of New Zealand or Australiain London,

1 The Pioneer (August 3ls, 1930) reports that the New S
Wales Labour Council has advocated the repudiation of Australia's
war debt by the nation.
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India, for the reasons that we have already
urged, on account of the inherently strong po-
sition of her finances and the sound nature
of her productive assts deserves to be in a
position to raise her loans in London on terms
as good &s, if not actually better than those offer-
ed by any other imperial borrower. In this
respect, however, we find that New Zealand and
the London County Council still lead the way.
But we areinclined to agree for instance with
the Economist' when it says that"the Indian
Government has been able to take considerable
advantage of cheaper money rates, although
whether to its fullest extent may be questionable
point." (Theitalics are ours.) India has definite
advantages, but she has still to make up leeway
before it can be said she has made the most of
them.

The Congress Resolution and After.—
Since the above was written, India's credit has
received a rude buffetting in London owing to a
repetition, at the Lahore Congress in Christmas
last, of the threats of debt repudiation that had
been uttered once previously at Gaya in 1921

1 October 28th, 1922.
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But it must be rememberedin this connection
that most of the expenditure out of loan funds in
recent times, even thewar loan contributionto Bri-
tain of £100 million has been incurred by the
ExecutiveinIndiawith thetacit or explicit consent
of the representatives of the people in the Legisla-
ture. Any government, whether indigenous or
alien, will have ultimately to redeem India's debt
obligations, both external and internal, in full. The
examples of Russiaand some South American Re-
publics are far too notorious for India not to take
alesson from them and to realise what threats of
debt repudiation imply. Whether such an extreme
form of political agitation has more than prob-
lematical value is not for us to say, but it is pos-
sible to be atrue nationalist to the core without
proclaiming oneself as a bad debtor. Such pro-
nouncements create uncertainty and uneasiness
in business circles, and a bad name in interna-
tional affairs; they bring about an immediate
drop in security prices, encourage people to export
their capital abroad, and lead to starvation of the
home capital programme ; tend to raise the rate
of interest at home, and make foreign borrowing
much more expensive and, if persisted in, drive
the foreign ruler to make his grip much stronger
in financial matters. The saner elements in
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Indian society will never countenance such a step.
Although, indeed, the I ndia Officeissued a reassur-
Ing note for the benefit of investorsin Indian secu-
rities, it is surprising that the Indian Legislature
did not take some similar step in order fur-
ther to strengthen the nerves of anxious investors.

The most injurious effects of the Congress
resolution were the immediate drop inthe prices of
Indian securities, and the very heavy price paid by
India in London for a short-term [oan of £6 mil-
lion raised in February last. While the British
Government borrowed in the new year aloan at 4%
per cent at 95 (i.e., virtually on a 5 per cent basis),
South Africa, New Zealand and a number of home
corporations, including Hastings, Southampton,
Belfast and Birmingham, put through their issues
at prices ranging between 98 and par (Bir-
mingham at 100%2per cent); India, on the other
hand, had to pay as much as £6-12-3 per cent
for her February sterling issue—she has not fared
much better in the case of her £7 million May
issue. The whole of this difference, however, can-
not be attributed to the Congress resolution. It
Is now perfectly plain that an unnecessarily large
degree of nervousness was exhibited by the au-
thoritiesin last February, justasin 1921, in fixing
the terms of thisissue. "Thereis no doubt," wrote
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a correspondent in the Economist,* " that this par-
ticular issue could have been made on a 5f per cent
basis. It was heavily 'stagged,’ it was more than
Six times over-subscribed, and it now appears that
the Bank of England was prepared to accept
these bonds as 'floaters,' that is, as equal security
to British Treasury Bonds for borrowing pur-
poses” It isnot clear to us why the Government
did not prefer to renew the old Bills for the time
being, and chose instead to borrow on a two-year
loan basis. The issue of the former, as will
appear from a subsequent paragraph towards the
end of this chapter, is distinctly cheaper than the
|atter, especially for short intervals of time; the
British Government has been borrowing on
Treasury Bills, week after week, during the past
few months at about 2\ per cent interest?

Temporary Advances from G.S.R. Sug-
gested—Another more economical method to
borrow under these circumstances, is to arrange to
take temporary advances from the Gold Standard
Reserve, say for a maximum period of three years
to the extent of, let us say, £15 million. The Gold

! Feb. 22nd, 1930.
2 Vide Budget Speech of the Chancellor for 1930.
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Standard Reserve stood at over £22%2million on
the 31st March 1913, and the original intention of
the authorities then was to increaseit up to atotal
of £25 million.! Now it standsat £40 million
and iskept invested in London in British Treasury
Bills and short-term Bonds. Rather than borrow
on a short-term basis at the rate of 6 per cent and
7 per cent in London, it is much more economical
for the Government of Indiato take temporary
advances from the Reserve. India Bills and
Bonds are usually treated as ' floaters by the
Bank of England. They are as good for the
investment of the Reserve as the British Trea-
sury Billsand Bonds. A temporary loan from
the Reserve, infact, was once taken by the Govern-
ment of India on the outbreak of the war in 1914.
In view of the large increase that has taken
place in the amount of the Reserve during and
since the war, such temporary advances would not
very much weaken the position of the Reserve.

Tips for Advertising Loans in London.—
Reverting, however, to the temporary shock
to India's credit, we might say that thisis only
a passing phase of the situation. The atmosphere

! Viide Chamberlain Commission Report, paragraphs 86 and 97.
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for Indian securities will gradually clarify on
the improvement in the political situation. More
permanent factors governing the supply of capital
merit more serious attention. The success or
failure of an Indian, or, for that matter, of any
other similar sterling loanin London depends
upon avariety of considerations besides the state
of the political barometer. The condition of the
Statefinances, the purpose for which money is
needed, and the locale of the expenditure of that
money; the size of the sum asked for, and the
time at which the loan is floated; the prices at
which the borrower's existing securities are quot-
ed, the yields which other trustee securities
give, and amount of the already existing debt—
all these are factors of weight which are conti-
nually present. Andin these respects, a little
greater publicity in thefinancial papers on such
points asthefollowing would beof great value:
(i) The State Railways in recent years
have been yielding over 5 per cent
profits,
(i1) Theperiod of recurring budget deficits
isnow well past,
(iii) Unproductive debt has been reduced
by 70 or 80 crores of rupees during the
last few years.
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(iv) Of the capital raised in England, 90 or
95 per cent has been spent in England
on the purchase of railway materials
or for the payment of old railway
stock,

(v) A Sinking Fund has been established
in India on a statutory basis,

(vi) India has considerably increased the
percentage of her debt that is held
internally, during and since the war.

(vii) Money rates in India have recently
been cheaper than in London,

(viii) That these rates and conditions have
encouraged Indian investments abroad

In recent years.
And this list could be extended. Such
things are regularly mentioned in the loan pros-
pectuses of some Dominions, and India would
do well to take a leaf out of their book. Some
of them give even greater details than is sug-
gested above as to the state of their finances, for
example, the total amount of Sinking Fund
money held in reserve, or the amount of such
funds used in the last few yearsin the purchase
of securities in London. The latter operation,
it istrue, is sometimes employed with aview to
bringingabout anartificial increasein the prices of
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existing securities immediately before a new issue
israised. But we wish to emphasise the fact
that " tipping" of this character in the London
money market sometimes proves of inestimable
value to the borrower. The Indian Government
spent £5,437 in advertising the sterling loans
of 1923-24, and £2,835 in advertising the 1927-
28 loan.! It is surely possible, if the expen-
diture of such sums is permitted, that some more
systematic steps be taken to educate the invest-
ing public in London with regard to the true
position of India's public debt.

Some General Observations on Sterling
Debt.—A few observations of a general character
may now be made with regard to the sterling
portion of India's publicdebt. In the pre-
war period, sterling loans were sometimes
raised in advance of requirements, with the
result that heavy sterling balances, not infre-
quently .accumulated in London at the end
of the year. As will appear from the following
table giving the amounts of closing balances in
London in the pre-war quinquennium and the
guinquennium recently ended, the position has

! Vide Finance and Revenue Accounts of the Govern-
ment of I ndia.
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distinctly changed for the Dbetter. A more
efficient and economical use of the balances
has been made, and they have been kept at very
low figuresin the latter period :

Amounts (in crores of rupees) of dosing balancesin London
on the 31st March of each year.!

1909 ... 12 1926 ... 15
1910 ... 19 1927 ... 3%
1911 ... 25 1928 71
1012 ... 27i 1929 T 274
1913 ... 13 1930 . 361/3

Greater Coordination between Whitehall
and Simla.—Before the war, there was insufficient
coordination between the Home and the Indian
authorities as regards the various amounts of
capital raised in London. The Chamberlain
Commission commented on this in referring to
theflotationof aloan of £3 million in London in
April 1912, when the closing balance on March
31st, 1912, stood at £18 million (the usual aggre-
gate balance needed in London being only £4
million), and when market conditions were very

! The pre-war figures taken from the Chamberlain Com-
misson Report are converted at Rs. 15to the £; the post-war
rupee figures are taken from the Financial Statements.

> Revised Estimate.

® Budget Estimate.

P.T
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unfavourable for a new issue. It wrote: " I n look-
ing into this transaction, we have found some
reason to doubt whether there is sufficiently close
consultation between London and India asto the
time and amount of particular borrowing opera-
tions. It is probable that in 1912 a larger
amount than 3 crores might advantageously
have been raised by a rupee loan in July, and
a smaller amount than £3 million by asterling
loanin London in April." ! Although the ana-
chronism continues of issuing the Indianloans
in the name of the Secretary of State for India
and with the permission of the British Parliament,
which latter bears absolutely no financial responsi-
bility whatever for such transactions, the necessity,
justification and circumstances of such external
issues are entirely decided by the authorities in
India. The Secretary of State for India now
actually plays ther6le of a residuary legatee in
respect of the amounts of capital to be raised in
the two countries.

A development which appears to be of
some importance in this connection is the care
with which India Bills of a few months dura-
tion have been issued in London during the

! Chamberlain Commission on Currency and Banking, para 192.
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last three years usually in the third quarter of the
calendar year, in anticipation of permanent ster-
ling loans early in the year, by which time the
amount of available rupee resources becomes more
or less fully known.  The subjoined table con-
firms the above statement:

' 1
Date of | Date of
Year | Issue of Amocf)unt! Rofate issue of Amt | Ratev
India lsue | Interest [PErmanent m 0
Bills ! loans

1907:28{ July 1927 | £5m. ' £49933 | Jan. 1928 [£7%m| £4-19-0
(6 months)!

199829 | Aug. 198] £6m. ' £4-8707 | Jan. 1929|£10m.| £50-7
{6 months)
[

192930 | May 199 | £ 6m. £513-103 | Feb.1930 |6 m.j £6-12-3
!(9months)i |

1

L oansNow Underwritten.—Another change
aso has taken place in the method of raising
loans in the post-war period. Whereas before
the war the loans by the Secretary of State
for India were raised by means of the tender
system, they ae now underwritten at a
fixed price. Although the tender system is some-
times definitely cheaper than the fixed-rate method
of loan issue, the latter is neededto attract greater
popular support for larger loans: " Applications
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by tender never attract popular support as do
those which are invited for stock offered at a
fixed price, and it is generally recognised
that the former appeal only to what may be called
professional financiers, i.e, bankers, discount
houses, insurance companies and the Stock Ex-
change market. When the average investor out-
side financial circles makes an excursion into the
field of tendering, he usually offers far too high
a price and probably pays more than he would
have done by purchasing the stock in the market
after the allotment.”-

Indirect Borrowing through Railway
Companies Stopped.—Before the war, again,
although the Government of India successfully
resisted all temptation and pressure to in-
crease the share-capital of railway companies,
in spite of the recommendation for the adop-
tion of such a course by Sir Thomas Robert-
son's Report of 1903 and the Mackay Com-
mittee Report of 1908,° the resources of
the Secretary of State for India were frequently
supplemented by the amounts of capital raised by
railway companies in other ways. Asthe Acworth

! Economist, January 9th, 1909,
2 Acworth Committee, p. 63.
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Committee put it,* "the companies acted only as
agents of the Secretary of State in the raising of
capital by meansof debentures, which, in fact, have
been merely State loans under another name."
The presence of a large number of Indian
railway sterling securities of £122" million
issued in this way and subdivided into 63 different
securities, no one of which was large enough to
secure free dealing in the market, was consider-
ed by the Acworth Committee to be an obstacle
to investment in Indian securities in the London
money market. Loans in the post-war period,
therefore, have been raised directly by the Secre-
tary of State for Indiain the form of a few long-
term stocks, and use of railway companies in
London as the agencies for raising capital, even
by means of debentures, has been done away with.
Discussing the merits of the various methods of
borrowing capital in London, the Mackay Com-
mittee thought direct government borrowing to
be " unquestionably the cheapest method of
raising money," and, "if sufficient can be thus
obtained without materially lowering the price of
the stock, there is little reason,” they added, " to
look to other methods." 2

Y bid.
2 Mackay Committee, para 20.
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Question of theM anagement of theSterling
Debt—Before closing the chapter, it may be well
to bring to notice an anomaly which existsin
connection with the management of the Indian
sterling debt. Canadian loans are issued in
London by the Bank of Montreal, and the same
institution manages the sterling debt of Canada
in London. The same function is performed by
the Commonwealth Bank of Australia in respect
of most of the Australian public debt. Indian
sterling debt, however, continues to be managed
by the Bank of England, although the ma-
nagement of the London section of the Indian
rupee debt has been transferred to the care of
the Imperial Bank of India since 1922. What-
ever might have been the advantages of having
such arrangements with the Bank of England
in the past, the cae is now overwhelming
for the transfer of such functions to the pre-
mier Indian banking institution in England.
The sum involved as payment for the services
of management comes to the respectable amount
of over £85,000 ayear. In the year 1923-24, it
came to over a hundred thousand pounds.’
The Imperial Bank of Indiain London may or

! Finance and Revenue Accounts.
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may not have alarge clienteleinterested in Indian
securities, but depositors who have connections
with the Bank of England and are unconnected
with the Imperial Bank of India cannot claim
any great difficulty in arranging transfers of
money from other banking institutions whenever
Indian sterling issues are launched in London.
It istime, therefore, that the preudice against
relinquishing the prestige and glamour of the
Bank of England's big name was overcome and
the management of the Indian sterling debt
handed over to the Imperial Bank of India, or to
the proposed Federal Reserve Bank.
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STATEMENT SHOWING THE GROWTH OF STERLING
DEBT AND INTEREST THEREON IN MILLIONS
OF POUNDS (STERLING)*

Interest
: charges
YEAR Stdeékl)'tng in the REMARKS
preced-
ing year
March 1914} 17706
1915 176819 607
1916 175.-7 618
1917 17414 534
1918 § 236-95 993 62:94 due to British Government.
1919 202.52 840 3341 paid over to Br, Govt.
1920 19263 758 936 do. do.
1921 | 191-32 7-23
1922 | 20511 7-23 Sterling loans of 17%2m.
1923 } 24263 8-65 (i) two sterling loans of 32%m.
(i) 32 m. 7% converted into
646 m. 3%.
1924 1 263-80 1026 (i) Loan of 20 m.
(i) 2m, 7% converted into 4 m.
3%.
1925 | 34104 1265 (i) 60 m. for railway annuities
shown,
(ii) 18%2m. E. |. R. Debentures.
1926 | 34219 1307 3im. G.I|.P.R. Debentures.
1927 | 33908 1304
1928 | 34439 1312 7% m. sterling loan.
1929 | 35254 1339 10 m. do.

1 Extracted from the Finance and Revenue Accounts of the
Government of India.



CHAPTER |11
PROVINCIAL DEBTS

So far, we have concerned ourselves with a
discussion of the various aspects of the public
debt, mainly from an all-India point of view.
Let us now review the position of the Provincial .
debts. These, though of very recent origin,
have none the less developed sufficiently marked
tendencies in a decade to lend themselves to
scientific treatment. Although important local
bodies such as the Presidency Corporations and
the Port Trusts have long enjoyed the power
of independent borrowing, both in India and in
England, the Provincial Governments have only
since the Government of India Act, 1919,' been
empowered to raise loans in the open market,
aprivilege which, prior to the Reforms, was re-
served to the Government of India.

First Rumblings of Decentralisation.—The
whole question of giving borrowing powersto the
Provincial Governments was considered by the
Decentralisation Commissionin 1908.2 Thosewho

! Section 30 (1 a).

2 Report, paras 104-109.
109
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favoured the grant of such powers, argued before
that Commission: (i) that the Provincial Govern-
ments would tap fresh local markets, the existing
markets for Imperial loansbeing practically con-
fined to Bombay and Calcutta; (ii) that the Provin-
cial Governments could raise money for important
projects when it was not possible for the Central
Government to assist them; (iii) "that while the
Government of India loans are usually confined
to productive purposes, i.e., areraised for railways
and irrigation works which are expected to yield
a net return that will more than cover the interest
on the money borrowed therefor, it might aso
be desirable to borrow for purposes which are
financially unremunerative but of administrative
Importance.”

On the other hand, some witnesses opposed
the idea, (i) They expressed doubts as to
whether any fresh sources would be tapped by the
provinces. They apprehended that if provincial
borrowings took place in the same market, the
Central Government loans would be disturbed.
The Government of India did all it could to
raise money, and it could better judge the prob-
able yield of the money market than individual

- Ibid., para 106. |



PROVINCIAL DEBTS 111

provincial governments, (ii) They pointed out
that the provincial governments had no separate
sources of revenue on the security of which to
borrow. "The local governments will have to
pay more for their loans than the Government of
India, and it is cheaper therefore for the latter
to conduct borrowing operations. This, indeed-
Is recognised by some witnesses, who suggested
that loans should be raised by the Government
of India on behalf of the provincial governments.”
(ii1) Lastly, they feared that the provincial
governments would generally borrow for finan-
cially unproductive purposes, and would add,,
therefore, to the dead-weight debt. The services
under their control, it was maintained, should be
financed out of current revenues, or current balan-
ces. In the event of calamities such as famines
or floods, the Government of India might well be
looked to to help the provinces in rendering relief-

After carefully weighing all the pros and cons
of thematter, the Commission held " it undesir-
able that provincial governments should borrow
any large sums in the open market. That isa
function which ought to remain in the hands
of the Government of India."' In cass,

Y Ibid., para 107.
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however, in which the provincial governments
were unable to provide from their current
resources for costly ' non-productive' works of
manifest utility, they recommended that the
Government of India should advance the money
in the first instance, recovering it fromtheprovin-
cial governments in short-term instalments.

A Corollary of Montford Reforms.—There
the matter stood for ten years till the position
was again reviewed at the time of the Montagu-
Chelmsford enquiry in 1918. In the circumstan-
ces of the then rather undeveloped condition of
the money market in the different provinces, it
is doubtful whether much good would have
resulted if powers of borrowing had actually
been granted to the provinces in the first decade
of this century. Much had happened since 1908,
however, and during and after the war, the state
of affairs had considerably changed for the better.
As a result of the administrative decentrali-
sation and the consequent separation of cen-
tral and provincial revenues under the 1919
Reforms, certain assets such as irrigation
works, in which borrowed money was invested,
were handed over to the provinces, and it was
only fair that the debt obligations should go
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with those &assets When the latter were
handed over to the provinces, their further deve-
lopment was a necessity, as all capital expenditure
had been held up during the period of the war.
That the provinces needed borrowed money for
that purpose was indisputable ; how that money
could best be obtained was the problem.

" We think," observed the framers of the Re-
port,* "that in order to avoid harmful competition,
provincial governments must continue to do their
borrowing through the Government of India." But
It was represented to thejoint authors of the Report
that local sources existed which could be tapped
by the provincial governments, but were not
touched by the all-India loans. "If the
Government of India," this section of the Report
continued, "finds itself unable to raise the money
in any one year which a province requires, or if
there is good reason to believe that a provincial
project may attract money which would not be
elicited by a Government of Indialoan, we would
allow the Provincial Government to have recourse
to the Indian market. But in that case we
think that they should secure the approval of the
Government of Indiato the method of borrowing,

! Montagu-Chelmsford Report, para 211.
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including the rate of interest,so as not to affect
investments in the post office, and the time of
borrowing so as not to conflict with Indian
loans." Even before the Decentralisation Com-
mission of 1908, many of those witnesses who
favoured the grant of borrowing powers to the
provinces had admitted that some control of the
Central Government was necessary over the pro-
vinces as regards the amount of loans, the time
of their flotation, the rate of interest to be paid,
the period of repayment of such loans, their
competition with one another, and with the Cen-
tral Government issues.

Local Government Borrowing Rules have
now been framed under the Government of India
Act laying down the purposes for which, and the
conditions under which, loans may be raised by
the local governments. "Rule 3 of the Local
Government Borrowing Rules confers on the
Government of I ndia such powersas are necessary
to secure the coordination of public issues of the
several governments in India, and to minimise
the disadvantages of competition between the
various borrowing authorities. In cases where
it is considered impolitic for a local govern-
ment to raise a loan in the open market, or where
a local government has not the advantage of a
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borrowing market of its own, the Central
Government generally comes to the assstance
of the local government by the grant of advances
from its own resources” ' Thus the provin-
cial governments, whenever they cannot meet
their loan requirements out of their accumulated
cash or revenue baances, or from the Famine
Insurance or other Reserve Funds, have now two
avenues open to them in order to finance their
capital programmes :

() advances from the Government

of India; and

(b) direct loans.

Position on the Eve of Reforms.—The two
subjoined tables give an idea of the provincial
debt liabilities when they were taken over by the
provincial governments on the 31st March 1921,
the date on which a more or less complete
separation of central and provincial finances
took place, and. on the 31st March 1928, the
latest date for which complete detailed figures
published in the annual Finance and Revenue
Accounts of the Government of India are avail-
able:

! Finance and Revenue Accounts, 1927-28, p. 603.
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PROVINCIAL LIABILITIES, 31ST MARCH 1921
(In crores of rupees)
(@) Due to the Central Government (b)
Provin-{ Irriga- | Other : Total
Provinces cial tion ad- Direct
Loan Alc| capital | vances | loans
Madras 1.09 875 9-85
Bombay 321 891 9-38 2150
Bengal 1-18 1-18
U. P. 2:96 1219 1516
Punjab 2185 21-85
B. & 0. ""e70 598 6-68
CP. R 371 4-64
Total 888 62:57 9-38 80-86
Advances from the Central Govt ... 7149 crores.
Total open market loans 938 ,
PROVINCIAL LIABILITIES, 31 MARCH 1928
(In crores of rupees)
{a) Due to the Central Government
] Provin- | Irriga- | Other D:(er Total
Provinces cial tion ad- loans
Loan A/c.| capital i vances
Madras s 43 875 6'93 1612
Bombay 1.31 890 3947 9-38 { 59-08
Bengal .- IMS 1.29| .. 2-48
U.P. 121 1219 805 419 25-65
Punjab 21-86 156 2-78 26-22
Burma N 5 75
B. &0. 12 598 -31 . 6'4l
C.P. 5 371 201 598
Total 332 62:57 60-37 1635 | 14271
Advancesfromthe Govt, of India ... 12634 crores.
Direct loans ... .. 1637

Note—The provincial advances rose by another 1118 crores in

1928-29 and by 4'93 crores in 1929-30.

1930, therefore, stood at 158-80 crores of rupees.

The debt on the 31 March,
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Provincial Loan Account.—The first item
in the provincial debt is the Provincial Loan
Account. This account was first started in the
year 1888 and maintained by the Government
of India. Its object was to provide money to be
loaned out to provinces in small amounts annual-
ly, in order to enable them to finance expenditure
by local bodies, and the agricultural loan opera-
tions. The future financing of this account
formed one of the subjects of investigation by
what is known as the " Financial Relations Com-
mittee" (1920) presided over by Lord Meston.!
It was recognised by this committee that joint
accounts of this nature between the provinces
and the Government of India should be wound
up as quickly as possible.  The committee there-
fore recommended that the amount outstanding
on the 31st March 1921, should be liquidated by
the provinces, within amaximum period of twelve
years, out of their current balances and revenues.
The provinces of Bengal, Assam and the Punjab
forthwith redeemed this liability out of their
accumulated balances with the Government of
India. The Burma Government also paid off
the Government of India by means of a loan

! Vide Financial Relations Committee, chap. vq paras 31-35.
P. 8
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from its Rice Control Profits Fund. By other
provinces it was " funded " at an average rate of
interest, to be repaid in instaiments to the
Central Government within a period of twelve
years.

An Obvious Injustice to Provinces—We
submit that the amount shown as due on this
account should never have been made a provin-
cial debt liability. It was pointed out by the
Madras Government at the time,* that "a con-
siderable part of the money upon which the
provinces pay interest to the Government of India
conssts really of baances belonging to the
provinces themselves." On the strength of the
argument on which the Madras Government
then took their stand, but were overruled by
the Meston Committee and the Government of
India, this amount of 888 crores and odd should
have come to the provinces not as a debt
liability, but as an accumulated fund built largely
out of their own resources. The initial mistake
committed by the Meston Committee therefore
was to treat this amount in the category of debt.
Now that the financial relations between the

! Vide Continuation Cmd., 974-1920, p. 27, para 10.
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Central Government and the provinces are once
more in the melting-pot, in equity and justice,
the debt due by provinces to the Central Govern-
ment in connection with the Provincial Loan
Account as it stood on the 31st March 1921,
should be re-transferred to the Central Govern-
ment. This step will mean a relief to the prov-
inces of at least 45% lakhs of rupees annually
as a saving in their interest charges.

Another mistake committed in connection
with the account was to stipulate its redemption
within a period of twelve years. The next best
thing to do was to fund it as a permanent obli-
gation of the provinces along with the pre-reform
“lrrigation debt." This arrangement for the
liquidation of the Provincial Loan Account in
a stipulated number of years could be understood
if the provinces were not going to borrow any
more money from the Central Government, but
actually we find that the heavy increase in the
provincial debt has taken place largely in that
way. Asthe Government of India during the
interval has borrowed money at sufficiently high
rates of interest, fresh advances to the provinces
have been made, or conversion of the old ones
has taken place at correspondingly high rates
of interest
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The stipulation that the Provincial Loan
Account should be liquidated within twelve years
has thus entailed a process of conversion from
alow to ahigh rate of interest. In a subsequent
paragraph we shall see that the rate of interest
on all the advances by the Central Government
to the provincial governments, works out at 3-31
per cent in the year 1921-22, and at 6'06 per cent
in 1927-28. In all the intervening years, fresh
advances have been made at a much higher rate
of interest than that of 1921-22. The result of
this process of conversion has been a heavy
burden of interest charges on the provinces, entail-
ing an unwarranted increase in the interest
liabilities which can be estimated at nearly 13V
lakhs of rupees annually. We therefore sug-
gest that the Provincial Loan Account, which
has thus been converted from a low interest-
bearing burden to one yielding a higher rate of
interest, should be reconverted to 3-31 per cent
rate of interest, i.e, to the average rate paid in the
year 1921-22, if the amount cannot be actually
written off altogether.

Pre-Reform Irrigation Capital.—The
second column in the table on page 116 shows
the amount of pre-reform irrigation capital. This
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amount of 62-57 crores remained unchanged from
1921 to 1928, as under the reforms no distinction
was observed between advances to provinces
for irrigation and for other purposes. The
importance of this unchanged figure, however, lies
in the fact that according to Devolution Rule 24,
the rate of interest to be charged on capital which
was invested in irrigation works up to the year
1916-17 isfixed at 3'3252 per cent. This amount
of pre-reform irrigation capital is therefore one
which carries a low rate of interest.

Provincial Borrowing Sincethe Reforms.—
The third column in the second table on page
116 shows the other loans and advances taken
up by the provinces from the Government of
India since 1921. These advances amounted to
over 60 crores of rupees up to March 1928, and
to 71 crores of rupees up to 1929. Thefollowing
table showing the net advances taken by indivi-
dual provinces from the Government of Indiayear
by year between 1921 and 1928 brings out some
interesting points. The amounts stated are net,
after deducting repayments made to the Govern-
ment of India in those years, and minus figures
represent net repayments made to the Central
Government for previous outstanding advances:
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The above table clearly indicates that the needs
of the different provinces for loan funds are
very unequal. They are neither regular nor
uniform. Bombay, the United Provinces, Madras
and the Punjab, and to a certain extent the
Central Provinces may be regarded, however, as
borrowing provinces, and these, in fact, are the
provinces that have schemes of irrigation works
in hand. The following table sums up the debt
position in the different provinces at the end of

1927-28.—
PROVINCIAL DEBTS-1921 & 1928
(In crores of rupees)

)

Province 315{92/I1ar . 31slt9|£/l8ar : Exl%(zzsi n
Bombay 21.50 59.08 3758
United Provinces ... 1516 25:65 10-49
Madras ... 985 1612 6-27
Punjab ... 21.85 26-22 4.37
Central Provinces ... 4-64 598 134
Bengal ... 1.18 2:48 1-30
Burma eee oo 075 075
Bihar & Orissa e 6-68 641 -0-27
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We observe that the heaviest increase in the
debt has taken place in the case of Bombay,
whose debt rose by 37 crores of rupees from 1921
to 1928, or grew nearly sixfold from 1920 to
1928. (The direct loan of over 9 crores was
raised by Bombay in 1920-21.) Next, though
at arespectable distance, come the United Prov-
inces, which increased their loan liabilities by
about 10% crores of rupees, to be followed by
Madras and the Punjab, whose increases amount
to 6% crores and 44 crores, respectively. Others
that have borrowed more than a crore in the
post-reform period are the Central Provinces
and Bengal. Burmahas aso recently taken an
advance of 75 lakhs of rupees. Assam's loan
was asmall one, repaid in two years.

Thus we find that the debt is very unequally
distributed among the provinces, the first four
provinces alone being responsible for as much as
127 crores out of atotal of 142f crores of rupees,
and these same provinces (Bombay, U.P., Madras
and the Punjab), it may be noted, have increased
their proportion of the total from 84 per cent in
1921 to about 90 per cent in 1928.

An important fact to observe in connection
with these advances is the rate of interest at
which they have been made- As we have
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already mentioned, according to Rule 24 of the
Devolution Rules framed under the Government
of India Act, the rate of interest on Irrigation out-
lays up to the end of the financial year 1916-17
has been fixed at 3-3252 per cent, and on outlays
made in subsequent years, at the average rate of
interest paid by the Governor-General-in-Council
on loans raised in the open market. Thus, on
the subsequent advances, the rate has varied from
time to time in accordance with the conditions
under which the Central Government has borrow-
ed money in the open market The following
statement, prepared with the help of figures ex-
tracted from the Finance and Revenue Accounts
of the Government of India, shows, on the basis
of the actual amounts paid, at what rates of
interest subsequent advances have worked out:
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On the 31st March 1922, the amount owed
by the provinces to the Government of India
stood at 77.88 crores, and the interest paid
thereon in the financial year 1921-22 amounted to
258'41 lakhs of rupees or the equivalent of 331
percent. Taking 1921-22 as the basic year, we
find that the rate of interest on fresh advances in
subsequent years rose a great deal, reaching a
maximum of 717 per cent in the year 1925-26.
Since then, the average rate has fallen to 6 per
cent during the last year under consideration:

The increase of interest charges in 1925-26
over the preceding year is very heavy, and it ap-
pears as if fresh advances in the year 1925-26
were made at arate of 12:38 per cent, but possibly
arrears of interest due in one year may have
been paid by provinces in subsequent years.
Another possible explanation of this increase
may be the change of dates that had recently
taken place as regards interest payments on
advances from the Central Government.

We have therefore taken an average for
the whole period of six years from 1922 to 1928,
and the result is an average rate of interest of
6.23 per cent paid over the whole period. Our
object in submitting to a critical examination
the figures of the rate of interest paid on the
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advances made to the provincial governments
under the reformed regime, is to show how
unhappy have been their circumstances as
regards the terms and conditions under which
provincial debt has increased, and this figure
alone is significant in this respect*

Direct L oans.—If we now review the posi-
tion of the debt incurred by means of direct loans,
we find that whiletherate of interest at which the
provincial governments have arranged advances
from the central government, has undoubtedly
been heavy, the interest and incidental charges
for the direct borrowings of the provinces have
been still heavier,”> Out of a total provincial

Y In order to avoid any possble misunderstanding, it may
be mentioned here that the percentage rates of interest as
shown above are based on the present writers own calcula-
tions, worked out by taking as badc figures the amount out-
standing on the 31¢ March, 1922, as capital and the amount paid
in the previous year as interest. According to the Finance and
Revenue Accounts of the Government of India, the rate charged on
advances to the Provincial Loans Fund was 5% per cent in 192526,
and 4| per cent in the years 192627 and 1927-28. It is not clear
whether those rates applied to the total advances standing to the
debit of the fund or only to fresh advances made in those particular
years. If the former is the cass the interest charges paid
by the provincial governments to the Central Government should
liave been much less

2 A Statement giving the terms of direct provincial loans is
appended to this chapter.
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debt of 14271 crores of rupees on the 31t March
1928, only 16-37 crores were raised by means of
direct loans. Bombay raised a tax-free loan of
9-38 crores at 6% per cent on the eve of the
introduction of the Reforms in 1920-21; the
United Provinces raised another tax-free loan of
419 crores in the following year at 6 per cent
at the issue price of 93 (thus starting with an
unreceived initial dead-weight liability of over 28
lakhs of rupees), and the Punjab Government, two
small loans, one of V90 crores in 1923-24 at
6% per cent and another of 8811 lakhs in
1925-26 at 5f per cent. No sterling loan was
_incurred by any province, although the power to
borrow in London is granted by the Rules. This,
however, may on the whole be regarded as satis-
factory. A distinguished ex-civilian privately
expressed his view to the present writer that pro-
vincial loans would not have been successful in
the London money market. Dr. Slater agrees
with this view. Whether they would have been
successful  or otherwise, however,—and recent
experience of Australiatellsusthat amultiplicity
of borrowing authorities makes confusion worse
confounded in the London money market—it
hardly appears advisable that provinces should
‘come to the London money market in order to
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incur only small sterling obligations. The
L ondon money market should be reserved for the
*Government of Indialoansto the exclusion of all
other public bodies, including the Presidency
Corporations and the Port Trusts which at
present carry small sterling obligations.*

We have already referred to the calculated
rate of interest paid since 1921 on the advances
made from the Central Government The follow-
ing table, based on the figures extracted from the
Finance and Revenue Accounts of the Govern-
ment of India, shows the calculated average rate
on the direct loans :

|

Amount of Amount of

debt out- | interest and Avera]ge
Y ear standing | other charges rateo
at the end | paidduring mtergst
of the year the year pal
(in crores) (in lakhs) per cent
1921-22 ... 13'58 97-06 714
1922-23 ... 13-58 92:81 6-83
1923-24 ... 1950 94.78 6-11
1924-25 ... 15-50 10551 6-80
1925-26 ... 1624 106-70 6-57
1926-27 ... 16-38 11037 673
1 1927-28 ... 16:37 110-10 6-78
Average  for
the™ whole
period ... 10715 718-33 6-70

Seep. 1.
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Direct Borrowings by Provinces More
Expensive.—Taking the average rate at 67 per
cent for the whole period, we find that thisis about
Y5 per cent more than the rate at which advances
have been made by the Central Government.
Direct borrowingsby the provincesfrom the money
market have proved very expensive on account
of the heavy discounts, brokerage, cost of debt-
management, expenses incurred in connection
with the loans, payments made to the Government
of India for the tax-free loans' and other
miscellaneous charges. In the above table, the
amount of interest paid in different years includes
all other charges, but excludes provision for sink-
ing funds.

There was no occasion on which the various
provincial governments competed with one an-
other in raising loans in the same money market.
But a comparison of the terms, at which the
provinces borrowed with the terms at which
the corresponding rupee loans of the Central

! Thee occurred only in 1922-23 and 1923-24. In the year
1922-23 the Bombay Government paid Rs. 559,995 and the U. P.
Government Rs. 219302 to the Government of India for the tax-
free nature of their loans. In the following year, only the U.P.
Government made a contribution of Rs. 230,828 under that head.
Charges of a similar nature do not since then appear in theFinance
and Revenue Accounts of the Government of India
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Government were made in the same years, leads
us to the conclusion that the" change from a
system of chesp borrowing on alarge scaeto more
expensive borrowing on a small scale'—the
disadvantages of which the late Sir (then Mr.)
William Meyer, amember of the Decentralisation
Commission, appeared to have anticipated'—has,
on the whole, not proved more economical than
coordinated borrowing by one authority. The
following statement bears out this contention :

COMPARISON OF THE TERMS ON WHICH PROVINCIAL
AND CENTRAL GOVERNMENT LOANS WERE RAISED
IN THE SAME YEARS

(in crores of rupees)

Provincial Loans Ind. Govt. Loans

8 rate | 8| . g

= = - = ate = 5 ®

ver | 5| TR IBIRGEP) E | o (B |ES
E |interest} g | date | g |interest 7 36

< - < - |x-

192021 | 338 |6Y2.T.Fipar| 193035 { 29.34| 8% T.F | par 1930
1921-22 | 419 {6%T.F. | 93| 1926-31-41 4920 | 8% T.F | par | 1926-31
192324 | 190 lgy06 (par| 1983 1417 [ 36 T.F 97{1933
199526 | 8 {544 par | 1937 473 2| mp 98}t 193

! Vide Q. No. 5859, Decentralisation Commission.
% The amount given above for the all-India rupee loan for
192526 represents only one section of the loan.
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Wefindthat every provincial loan was raised
on much more onerous termsthan the correspond-
ing all-India rupee loan of that year. It may
be of interest in this connection to examine if
there was room for advancesto provinces from
the Central Government funds in the particular
years in which direct loans were raised by the
provinces, and the following statement shows the
budgeted amounts of rupee loans and the actual
proceeds thereof with the necessary remarks:

BUDGETED AMOUNTS AND ACTUAL PROCEEDS
OF RUPEE LOANS

(In croresof rupees)

Year %%%ﬁfld Actual yield Remarks

1920-21 15 2975

1921-22 15 4920

1923-24 5 24 Fixed sum of
24 crores was

' wanted.

1925-26 12 3061 All this was a

converson loan.

The above table shows that in the four years
in which separate loans were raised by provinces,

! Vide Financial Statements, 1920, para 47; 1921, para 39; 1923
para47; and 1925 para 71.
« F.9
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the Central Government, with one exception only,
raised from the market in the loan season more
than the sum it originally intended at the time of
the budget So far as the situation in the past
Is concerned, therefore, we arejustified in con-
cluding that the provincial governments could
have been accommodated by the Central Govern-
ment on cheaper terms than those that the
provinces were in a position to obtain for their
direct borrowings. The Bombay development
loan of over 9 crores was floated in 1920-21,
when the Central Government budgeted for a
rupee loan of 15 crores and got nearly double
the amount. In answer to a question put in
the Council of State by the Hon. L- Ramsaran
Das on the 5th September 1921, Mr. Cook,
Financial Secretary, admitted that the amount
of money received for that year's loan was more
than was anticipated. Thus, given a strict
attempt on the part of the Government of India
to adhere to the previous financial forecast, a
separate direct loan by the United Provinces
could perhaps have been avoided in that year.
As it was, as we have already shown above, the
latter was raised on very expensive terms, and
a considerable part was used to pay the Govern-
ment of India not only in that, but aso in the
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following year! Then in 1923-24, afixed
sum of 24 crores was wanted and obtained by
the Central Government In that year, the
Punjab Government raised 19 crore by their
own bonds, and more than half of this was paid
to the Central Government in the same year.
In 1925-26, the Central Government budgeted
for a loan of 12 crores, but raised over 30%
crores. Writing from Calcutta, the local corre-
spondent of the London Economist stated:
"Government now monopolise the loan market,
and could raise this year 20 to 30 crores without
difficulty, whereas, apart from conversion opera-
tions, they are asking less than 5 crores and
require this to pay off various sterling securities."?
It is difficult, therefore, to believe that the
amount of 88 lakhs of rupees which the Punjab
Government raised by a separate issue of 5%
per cent bonds in 1925-26 could not have been
arranged for through the Central Government at
a cheaper rate in that or the following year.

Enormous Increase in Capital Expendi-
ture.—While the rate of interest paid by the
provinces on the loans and advances has been

! SeeTable p, 122 2 Economist, July 3rd, 192..
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high during this period, the expenditure of loan
funds has taken place in the provinces with
rather a free hand. Before the introduction of
the 1919 Reforms, large amounts of money
were provided out of the revenues for the pur-
pose of expenditure on public works, productive,
protective and minor works, railways as well as
irrigation. In the past, a very cautious and
conservative policy had been pursued by the
Government of India with regard to the use of
loan funds for such objects. But restrictions
in this respect have been considerably relaxed
since the grant of new financial powers to the
provinces. The effect of the latter has been that
capital expenditure out of loan funds has made
its appearance under an increasing number of
heads ever since the provincial administrations
have been allowed to spend money out of such
funds on the fulfilment of the rather elastic
condition that such expenditure should result
in the creation of permanent assets of a material
character.

Each Capital Head Analysed.—Before
the Reforms, irrigation works were the only
form of provincial capital asset. But changes
were rapid after 1921. The ball was set rolling
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with the creation of a Development Department
by the Bombay Government in the financial
year 1920-21. New capital heads were created
under Civil Works in Madras and the United
Provinces, under Forests in the United Provinces
and Bombay, and under Public Health in
Bombay, in the very first year under the Reforms.
Agricultural Improvements in the United
Provinces, Hydro-electric Scheme in the Punjab
and "Other Provincial Works" in the United
Provinces, Madras and Bombay, were added in
the followingyear. In the year 1923-24, Madras
and the Punjab started a new form of capital
expenditure under the head of "Industrial
Development,” and 1926-27 saw the addition of
the " Commuted Value of Pensions" by Bombay,
the Punjab, Bihar and Orissa, the Central
Provinces and Assam. The subjoined statement
based on the Finance and Revenue Accounts of
the Government of India, reveals very clearly
the growth of capital expenditurein the provin-
ces under the new dispensation.
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The capital expenditure under the heads
givenin Group A increased from20%lakhsin
1921-22 to about 10 crores of rupees, or on-an av-
erage, at the rate of 1% crores of rupees annually.
Under the heads included in Group B, itin-
creased from 78 crores in 1921-22 to over 120
crores in 1927-28. But the mere names of the
departments under which new capital heads have
been created or the allocation of money under
"Reserved" and " Transferred" Departments,
gives us absolutely no idea of the actual nature
of the expenditure incurred in the different pro-
vinces out of borrowed funds on the various
schemes of apparently economic development.
We shall therefore examine these figures in some
detail in order to support the proposition that
the expenditure of loan funds has by no means
in all cas=s orin all provinces been wise or
judicious. The expenditure involved in such
schemes as the construction of Sarda Canal in the
United Provinces, theSutlej Valley Projectsin the
Punjab andthe Lloyd Barrage in Sind, or the
promotion of hydro-electric development in
Upper India, isindeed very laudable, but when
money borrowed at a high rate of interest is
gpent on wild-cat schemes of a doubtful character,
with very little direct or indirect economic benefit
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to the community, and involving posterity in
disproportionately heavy financial commitments,
the attempt being made to pass on to posterity a
burden which in any case should really be borne
by the taxpayer of to-day, one must of necessity
cry halt and ask : whither are we going? And
from any close examination of detailed figures
relating to capital expenditure in the different
provinces, one is constrained to say that ina
number of cases provincial governments have
misapplied a part of the loan money which has
been raised under the new regime.

We shall now say a word about each of the
departments under which capital accounts are
maintained in the provinces.

" Agricultural Improvements." —The total
amount of money spent out of borrowed funds
under this head came to 518 lakhs up to the
end of 1927-28. The United Provinces spent
4.24 lakhs and Bombay over Rs. 94,000. The
whole amount was spent in the" transferred"
departments. In the United Provinces, the
money has been mostly spent on the extension
of the Agricultural College at Cawnpore, and
the purchase of land for the extension of the
sugarcanefarm at Shahjahanpore, and in Bombay
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on the acquisition of land for the Agricul-
tural College of Poona. Substantial amounts
out of the money have been spent on buildings.

" Bombay Development Scheme."—This
scheme was responsible for the expenditure of
11,7597 lakhs up to 31st March 1928. There
has been a great deal of public condemnation of
what is called the Back Bay Reclamation Scheme,
administered by the Development Department of
Bombay, which formed the subject of an investi-
gation by a committee presided over by Sir Grim-
wood Mears. Without going into many of the
allegations made in this connection, it may be
stated that a sum of over 3 crores of rupees has
been absolutely wasted; and the Finance M em-
ber of the Bombay Government in introducing
his budget for 1927-28, stated that the provincial
revenues of Bombay have been mortgaged for a
period of sixty years for the sum of 20 |akhs of
rupees a year! |Is it not an appropriate case
where the sins of the present citizens of the Bom-
bay Presidency will, owing to their neglect to
look into the activities of the Development De-
-partment, be visited not only upon themselves,
but also upon their sons and grandsons? It is
this department according to His Excellency the
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Governor of Bombay® which is responsible for
the series of deficits which have marred the
presidency'sfinancial history and its abolition is
foreshadowed in the budget for 1930-31.

" Civil Works." —The total amount of ex-
penditure under the head of Civil Works came
to 71786 lakhs up to the 31t March 1928.
Thisis the biggest head including largely the ex-
penditure on buildings, all the money having been
spent on assets of a non-revenue-yielding charac-
ter. Madras spent 5091 lakhs, Bombay 34173
lakhs, Bengal 1918 lakhs, the United Provinces
18465 lakhs, and the Punjab 12T37 lakhs of
rupees under this head. With the exception of a
small sum (alittle over five thousand rupees) in
Madras, all this money has been spent through the
"Transferred" departments. Very heavy expendi-
ture has been made in this way on buildings
intended for " Commissioners and District Offi-
cas” "Police,” "Administration of Justice,” on
"Jails and Convict Settlements,” and "Civil
Works," although other sub-heads such as land-
revenue, legislative bodies, education, medical,
agriculture, industries, communications, etc., aso

! Address to the Associated Chambers of Commerce, Christ-
ina-, 1929,
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find a place in. the accounts. Bombay has spent
moneys under one or more of the former group
of sub-heads year after year during the reformed
regime. Inthe United Provinces, considerable
sums have been spent on police buildings-
Objection to the expenditure of loan funds on
police buildings was once raised by the Accoun-
tant General (now called Director of Audit) in
the United Provinces. It is interesting to ob-
serve that a part of the expenditure on police
buildingsin the year 1925-26 is shown as "reserv-
ed" in Bengal, and as "transferred" in Madras,
Bombay and the United Provinces. In some
provinces, that is, it appears to have been made a
matter of accepted financial policy regularly to
spend on buildings for various departmental
purposes money from borrowed funds.

! Forests." —This head accounts for the ex-
penditure of 56 lakhs of rupees not charged to
revenue, the amount being spread as follows :—

Madras ... 126 lakhs.
Bombay .. 14,
United Provinces 776
Punjab w120,

Central Provinces 2372
Assam .. 451



144 THE INDIAN PUBLIC DEBT

Part of the money under this head has been
spent on the construction of forest tramways.
This is, no doubt, acapital investment But a
perusal of the Finance and Revenue Accounts
of the Government of India for the vyears
1925-26" and 1926-27° shows that Burma, Bihar
and Orissa and Bengal spent considerable sums of
money under the sub-heads" communications
and buildings,” " live-stock" " stores" " tools
and plant,” " organization, improvement and
extension of forests,” but found the money
out of their revenues. Madras, Bombay, the
United Provinces, the Central Provinces and
Assam, on the other hand, have used this
head as a convenient means of justifying
capital expenditure on these very sub-heads.

"Commuted Value of Pensions."—The
total amount of money disbursed under this head
came to 6199 lakhs on the 31st March 1928,
and was distributed as follows :—

Madras ... 2549 lakhs.
Bombay .. 674
Punjab ... 11.15

Bihar and Orissa 2:33
Central Provinces 1266
Assam 359

1 p. 106, Zp. 14
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Bengal, the United Provinces and Burma met
their obligations under this head out of current
revenues. '

" Hydro-Electric Scheme." —Up to the 31st
March 1928, 7023 lakhs had been spent by
the Punjab Government on the Uhl River
Hydro-electric project in the transferred depart-
ments.

Thisis aproject of avery special character
which only just recently was the subject of a
long and learned article in the Times}

Actual work on the spot on this scheme,
better known as the Mandi scheme, on which
the Mehta Committee has recently reported, was
begunin April 1926. According to the article
quoted, the supply of current will be available
by the autumn of 1932. The total capital
cost of a part of the project, which will generate
36,000 kilowatts of energy, will come to 6 crores
of rupees instead of 4% crores originally esti-
mated. But power will be delivered to the local
installations at 0-6 pence or still less per unit (the
existing cost of production in some towns being
f d. to 2d. per unit) and the scheme will cover

! March 22nd, 1930 : " Electric Power in the Punjab."



146 THE INDIAN PUBLIC DEBT

three-fourths of the Punjab and some western dis-
tricts of the United Provinces. Finally, it isanti-
cipated that it will yield a satisfactory net income
to the State (the Punjab Government), after a few
years.

"Industrial Development."—The total
amount spent under this head came to 3755 lakhs,
distributed asfollows:

Madras ... 2819 |akhs.
Punjab ... 766
United Provinces ... 1.68

Expenditure on industrial development rose
suddenly from 330 lakhsin 1925-26 to 50-16
lakhs in thefollowing year. This sum represents
investments in quite a large number of govern-
ment commercial undertakings, the value of assets
being as shown in the books of the various
concerns. In the case of the United Provinces,
the whole sum represents capital outlay on the
Wood Working Institute, Bareilly, which was
transferred to this head from Forests in 1926-27.

“Irrigation." —From 1921 to 1928 capital
expenditure under this head increased from 71
crores to over 107 crores, or by 36 crores of
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rupees. It was by sheer coincidence, however,
that a number of important projects in the
provinces of Bombay, the United Provinces, the
Punjab and Madras, matured for construction
immediately after the introduction of the reforms.
While provincial governments have shown great
capacity and readiness to provide funds under
this head for the purpose of creating productive
asHts, one great difficulty that some of them
have encountered is the fact that their big projects
have taken, or are still taking, long periods of
time to reach the stage at which they become
partially or fully remunerative. Work on the
Lloyd Barrage for instance was started in 1923,
but it is not expected to open the canals of that
system for irrigation before 1932. The Sarda
Canal was undertaken in 1922, and only a part of
the system was opened for irrigation purposes
towards the end of 1928. Thisis a factor which
has operated to place a heavy strain on the finan-
cial resources of the provincial governments con-
cerned.

" Other Provincial Works." —" Other Pro-
vincial Works" account for 69-60 |akhs of rupees.
Bombay is responsible for 4076 lakhs, the United
Provinces for 2723 lakhs, and the Central



148 THE INDIAN PUBLIC DEBT

Provincesfor 1'6 lakh. In Bombay, the expen-
ditureisshown asfollows.—

Development of Artillery Maidan,

Karachi 2028 lakhs
Congtruction of Quarters and Peons

Lines for Excise Department "191akh
Payment of compensation for plant of

the Dhulia Distillery ... 200 lakhs
Purchase of Sewri Dockyard '‘88lakh
Value of Acetone Factory Buildings at

Nasik 1739 lakhs

Total ... 4076 lakhs

In the United Provinces, the whole amount
represents expenditure on buildings under the
heads of land revenue and general administra-
tion. Part of the money was spent on grants to
Allahabad and Lucknow Universities for the con-
struction of buildings, and to Municipalities and
Improvement Trustsfor the improvement of water
supply. Objection to capital grants to local bodies
for such purposes was taken by the Government
of Indiain 1923-24,' inasmuch as such expendi-
ture did not, technically, result in the creation
of provincial assts In the Central Provinces
the money was spent as capital outlay on the

! Vide Finance and Revenue Accounts of that year.
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purchase of machinery under " Stationery and
Printing."

" Improvement of Public Health." —Thetotal
amount spent under this head came to 26-85
lakhs. Al of it was spent in the " transferred"
departments in the Bombay Presidency, and was
distributed over the following sub-heads :—

Rs.
. .. (lakhs)
(i) Payment towards the cost of military
buildings at Quetta in connection
with the scheme for development
of Karachi ... 876
(i1) Expenditurein connect|onW|th Karad
Waterworks ‘81
(ii1) Expenditurein connectionwith Poona
Town-planning- scheme ... 77
(iv) Poona Water Works scheme .. 1150
(v) Improvement of Distribution system
of the Poona Cantonment water
supply .. 500
Total .. 2685

It is interesting to observe that this head
was also utilised by Bombay in 1925-26 for the
purposes of expenditure on the" construction of
an arsenal at Drigh Road, Karachi" and on the

" development of the Artillery Maidan at Karachi."
F10
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The former sub-head has since disappeared
while the latter has been transferred to " Other
Provincial Works." In the year 1924-25, the U.P.
Government aso opened a capital account under
this head in order to provide grants-in-aid to
Lucknow for the water-works organization scheme,
and to Muttra for a sawage scheme, which has
since been closed.

Summary of the Position.—We are now in
a position to summarise the salient features of
capital expenditure in the provinces during the
period in which the Montagu-Chelmsford Reforms
have been in operation. Put briefly, they are
as follows.—

(i) A larger expenditure on irrigation
works in a period of seven years,
than had been done previously in
a whole generation,

(i) An increasing tendency, particularly
in Bombay, U.P., Madras and the
Punjab, to use a part of the loan
funds for revenue purposes,

(iii) A rather irregular grouping of build-
ing accounts under "transferred"
departments which should really be
classed as " reserved " expenditure.
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(iv) An attempt at window-dressing on
the part of the provincial govern-
ments by seeking to justify expendi-
ture such asthat on" military build-
ings at Quetta," " development of
Artillery Maidan at Karachi," or the
" construction of an arsenal at Drigh
Road," by their inclusion under a
popular heading like " Public Health
| mprovements.”

(v) The absence of any particular or uni-
form system or of any co-ordinated
policy as regards block capital grants
to local bodies or educational insti-
tutions.

How to Put the Debts on a Sound Basis—
We have dealt rather at length with what formed
the nucleus of the Provincial Debt, the development
of the borrowing powers of the provinces, the un-
economical terms on which their direct loans have
been raised, the high rate of interest on which ad-
vances from the Government of India have been
arranged, the wider scope which capital expendi-
ture in the provinces has assumed, and the great
inequality that exists among different provinces
as regards existing debts, and requirements for
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loan funds. The provincial debt is not very-
large, nor does it present very complicated prob-
lems at this stage. But it is better to nip
existing evils in the bud, and to expose now such
weaknesses of public borrowing and expenditure
in the provincial sphere as need reform. On the
31st March 1928, the gross debt of the London
County Council stood at £123-44 million and
the revenue for the preceding year came to
£29.23 million.! Onthe same date, the gross
debt of the eight Provincial Governments (Assam
alone had no debt), stood at 14271 crores of
rupees, with revenue at over 90 crores in the pre-
ceding year. Asfor assts " irrigation capital”
aone came to 10797 crores, and the amount
standing to the credit of the Provincial Loan
and Advance Account (which must adso be
regarded as an asset), came to 37 crores of
rupees? Having regard to the debt as a
whole, the position is satisfactory, although
provinces such as Bombay and the United
Provinces, which have diverted a part of their
capital funds for the creation of other than es
sentially productive assdts, have felt the obstacle

! Stock Exchange Year Book, 1929,
2 Finances and Revenue Accounts of the Government of
Indiafor 1927-28, p. 653.
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which the dead-weight debt has imposed against
possibilities of further expansion of nation-
building services. Reforms are needed and can
be effected in three directions : (1) The re-adjust-
ment of the debt burden as between the Provin-
ces and the Government of India. (2) The
conversion of direct loans to a cheaper rate of
interest. (3) The abolition of some of the
existing capital heads and provision to ensure
their future financing out of revenues.

NEED FOR RE-ADJUSTMENT OF BURDEN
WITH THE GOVERNMENT OF INDIA

(i) Reduction of Provincial Debt.—We
have already adduced in a previous paragraph a
number of arguments for writing off 8-88 crores
of Provincial Debt which was supposed to be
the amount due from the provinces to the
Government of India in connection with the
Provincial Loan Account. Similar considera-
tions and others that will be presently mentioned,
warrant a readjustment of what is called the
pre-reform provincial irrigation debt. Put briefly,
our reasons for this course are as follows :—

In the first place, some of the canals over
which that money was Pent were built one two
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or three generations ago. The Ganges Canal,
for instance, was built in the middle of the last
century. Itis equitable, therefore, to write down
the original cost in such cases when the assets
are transferred into the hands of new States.
This is the more necessary as considerable
sums of money are annually spent on the up-
keep of irrigation assets by the provinces.
Secondly, in the pre-reform era when all revenues
vested in the Government of India, considerable
amounts of money were spent out of the budget
surpluses on the reduction or avoidance of
public debt, productive as well as unpro-
ductive. It was the frequent resort to that
practice on the part of the Government of
India that enabled them to reduce their " ordi-
nary" or "unproductive" debt from 105 crores in
1898 to 3 crores of rupees in 1916. And finally,
considerable amounts of money were also spent
by the Government of India out of revenues
on the construction of provincial irrigationworks.
"A sum of Rs. 17,12,18,089 in all was, prior
to 1920-21, expended from the revenues of the
Central Government upon the construction of
irrigation works in the provinces." "When the
reformed constitution was introduced in 1920-21,
.Devolution Rule 24 provided that all sums so
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expended should be treated as advances made
by the Central Government to the Provincial
Governments. From the point of view of the
latter, therefore, the works were constructed, not
out of revenue, but out of borrowed funds."!
The presumption is, that there must have been
some faults in the productive character of those
works that they were financed out of revenue,
and not out of loan funds. When debts and
asdts have been separated, it is only fair that
the advantages of the expenditure of revenue
funds on the irrigation assas, or the reduction
of debt in the past should not remain confined
to the Government of India alone, but aso be
shared by the provinces in the shape of a reduc-
tion in the valuation of their transferred asses.
The Government of India are the morein a posi-
tion to take over apart of thisburden as their ster-
ling debt in the form of its rupee equivalent has
decreased by 12Y% per cent as a result of the in-
crease in the exchange ratio from 1s. 4d. per rupee
before the war to 1s 6d. per rupee in the recent
years. It may be of interest to mention in this
connection that at the time of the Canadian
Confederation in the sixties of the last century,

! Finance and Revenue Accounts of the Government of India,
1927-28, p. 185.
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it was agreed by Resolution 60 of the Quebeck
Conference in regard to the debt " that the Central
Government should assume all the debts and
liabilities of each province."*

(i) Institution of a Joint Sinking Fund.—
Another way to readjust financial relations with
the Central Government isto institute aJoint Sink-
ing Fund for the redemption of the Provincial
Debt, particularly the pre-reform portion thereof,
to which the Central Government should be re-
quired to contribute on a 50 per cent basis. Some-
how or other, there is afeeling abroad in India,
particularly in officia circles, to regard the finan-
cial requirements of provincial governments as
something less important than those of the Cen-
tral Government. Quite the reverse is the case in
some other Federal Constitutions. " A compara-
tively new feature in the Dominion-provincial
relations," says Boos with regard to the position
in Canada, " has recently been developing in the
form of Federal subventions and aids to the pro-
vinces for gpecific purposes, such as technical
education, highway construction, health promot-
ing activities, unemployment relief and old age

! . The Financial Arrangements between the Provinces and
theDominion - by A.W. Boos, p. 4.
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pensions."* In the Commonwealth of Australia,

according to the recent loan agreement as regards
the coordination of State and Federal borrowings
by the Australian Loan Council, it has been laid
downthat the Federal Government will contribute
1/8 per cent annually towards the Sinking Fund
on the old State debts taken over by the Federal
Government, and % per cent annually towards
the Sinking Fund created for the redemption of
new State loans.” The institution of aJoint Sink-
ing Fund of this character would appear to be very
desirable in India before the provinces hypothe-
cate their revenues too heavily in connection with
the debt obligations. Excluding the direct loan
of 9-38 crores, raised by the province of Bombay
in 1920-21, the pre-reform provincial debt, as
shown on page 116, stood at 71.49 crores of
rupees. One-half of a fixed annual contribution
for the amortisation of this amount in a period
of 80 years will not involve the Central Govern-
ment in an annual liability of more than a few
lakhs of rupees. But the step will lighten the
provincial burden and provide for the automatic
redemption of a considerable portion of the pro-
vincial debt in afixed number of years.

! 1bid., p. 84
2 Economist, July 30th, 1927.
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(iii) Consolidation of Advances.—There
iIs yet a third way in which the Central Govern-
ment can give relief to the provinces. We have
shown elsewhere that on the basis of the actual
payment made, the rates of interest on the fresh
advances from the Central Government have work-
ed out atvery high figures since the inception
of the reforms. That the resources of the pro-
vincial governments are very meagre and inelas-
ticis recognised on all hands. The provinces
cannot afford to use loan funds borrowed at a
high rate of interest. In some other Dominions,
the Central Government helps the constituent
parts as regards the debt obligations in one way
or the other. Accordingto Section 9 of Act 10
of 1913, the provinces inthe Union of South
Africa are not permitted to borrow from any
source other than the Union Treasury. The
whole sub-section of the Act runs as follows:
" The moneys which may from timeto time be
required by any province for the purpose of
meeting any capital or non-recurrent expendi-
ture (as defined in Section 6) shall be advanced
to that province upon loan asrequired in such
amounts as Parliament by annual appropriation
may authorise. Any such advance shall bear in-
terest at a rate not exceeding 5 per cent per



PROVINCIAL DEBTS
150

annum from the date of issue and shall be repaid
by the province to the Treasury by equal half-
yearly instalments so calculated that the whole
advance and the interest thereon will be repaid
within such period not being less than 15 years
and not exceeding 40 years reckoned from the
first day of July or the first day of January
next succeeding the date of issue as the Trea-
sury may determine, regard being had to the
nature of the work for which such advance is to
be made,” Thus, the maximum as regards the
rate of interest at which advances are made by
the Central Government to provincial adminis-
trationsis fixed in South Africa. "As regards
the loans to the Land Bank, the provinces and
local bodies," writes Mr. de Cock,! "it may
be said that they are generally reproductive, but
asmall loss isincurred by the Treasury mainly
in respect of the cost of raising these loans,
as such cost has not been charged to the res-
pective institutions in most cases" Itis very
interesting to observe that advances to the Land
Bank were made at a lower rate of interest than
that at which Treasury had to borrow. Thisis
the position in the Union of South Africa. There

1" Finances of the Union of South Africa" p. 307 (1927
edition).
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would therefore appear to be a strong cae in
India for the consolidation of all the post-reform
advances from the Central Government to
the provincial governments at a low rate of
interest. If all the advances made since March
1921 (which amounted to over 60 crores of rupees
in 1928), are so consolidated at 5 per cent rate of
interest, the step will mean arelief to the provinces
of at least as many lakhs of rupees (about 60 |akhs).

Conversion of Direct Loans.—Another way
to reduce the burden of the existing provincial
debt is to arrangethe conversion of direct loansto
a smaller rate of interest. In spite of a sharp up-
ward trend in the money rate in India since 1927,
the existingrate of 5 per cent on Government loans
IS cheaper than the rates which the provincial
governments' direct loans carry.! TheUnited Pro-
vinces Government 6 per cent 419 crores loan
isrepayable in 1931 at the earliest, the Punjab
Government 6% per cent 19 crore loan in 1933,
the Bombay Government 6%z per cent 9-38 crores
loan in 1935 and the Punjab Government 5% per
cent 12-year Bonds of 88 lakhs in 1937. If
all these are converted either by fresh borrowing

! Therate on rupeeloan in 1930 hasgoneup to 6%
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or through advances from the Government of
India a 5 per cent rate of interest, there will be a
net saving of at least 21 lakhs of rupeesin the
provincial interest charges.

Spending of Loans on Unproductive Heads
Should Stop.—But no readjustment of financial
relations with the Central Government or reforms
I n the sphere of provincial borrowings will be of
much avail unless they are accompanied by a
simultaneous reform in the sphere of provincial
capital expenditure. It is necessary that some
at least of the existing new heads under which
capital accounts have been started in the new
regime under the stress of financial stringency
should close. The transfer of the provincial
debt to the extent of 26 corres of rupees to the
Government of India (888 crores due to the
Provincial Loan Account as it stood in 1921, and
1712 crores due to the pre-reform irrigation
asHts built out of revenue funds), consolidation
of the post-reform advances at a low rate of
interest, the provision for the amortisation of the
pre-reform irrigation debt by the institution of
ajoint sinking fund, and the conversion of direct
loans to a cheaper rate of interest—all these steps
will result in asaving to the provinces in their
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interest bill, amounting roughly to over 1% crore
of rupees annually. We have shown on page
139 that this amount, in fact, is the average of
the deficit in the provincial revenues for the seven
years 1921-28 on account of expenditure on cer-
tain capital heads (Group A) which has so far
been met out of the loan funds. With the savings
thus effected, those items can be made a proper
charge on the revenues in future.

Post-Reform Financial Difficulties of
Provinces. —Let us, however, frankly recognise
the exceptional financial difficultiesowingto which
the new semi-popular provincial governments have
been handicapped during the working of the
reforms. Dissipation of the accumulated balan-
ces and hypothecation of accrued increased
provincial revenues on the eve of theintroduction
of the reforms, high public expectation for increas-
ed expenditure on popular departments, un-
expanding revenues, reluctance of new legislatures
to impose additional taxation, levy of provincial
contributions for a number of years, delay in the
working of some provincial productive capital
works (also miscarriage in the case of some others),
budget deficits—these were some of the more
important features of the provincial finances
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during the period under consideration.® " During
the war," said Sir (then Mr.) Malcolm Hailey,?
"we were obliged to ask the provinces not
to draw on their baances and to keep their
expenditure strictly within the income of theyear.
This restriction was relaxed for the current year,
and the provinces were allowed to budget for
deficit aggregating nearly 3 crores, although
as | have already mentioned, their revenues have
on the whole actually been equal to their expen-
diture. For next year, although budgeting for
revenues materially larger than those of the
present year, they anticipate drawing on their
balances to the extent of no less than 5% crores of
rupees. A great part of these deficits is accounted
for by large schemes of non-recurring expenditure
which were necessarily held up during the war,
but there isaso astrikingincreasein the bud-
geted recurring expenditure, due to the very
large revisions of the pay of subordinate establish-
ments necessitated by the present scale of prices.”
Referring to the increase of 11 crores to be
enjoyed by the provinces under the new reforms,

! Most of these conclusions have since been borne out
by Sir W. T. Layton's Report, published as part of the Simon Com-
mission Report.

2 para 41 of Budget Speech for 1920-21.
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the Finance Member of the Government of India
said,® "l do not wish to draw a picture
of the provincial governments luxuriating in
newly-found riches, the extra revenues which
they are about to receive have been, in
the cae of most provincesto a large extent
aready hypothecated in the financing of the
wholesale revisions of pay of all establishments
and particularly subordinate establishments, which
have been sanctioned during the past two years.
My point is that, but for the new financial
arrangements, those increases of pay could not
have been financed at all ..." " It was a common-
place ," said Sir Malcolm in a later paragraph
of the same speech, " that the heads of revenue
retained by the Central Government were mainly,
not only heads of growing revenue, but also
those in respect of which there was undoubtedly
a substantial margin for increased taxation, which
was much less the case with the heads of revenue
given over to the provinces." Referring to pro-
vincial finances, Sir Basil Blackett stated?:
" Meanwhile every provincial government without
exceptionisfinding very great difficulty in balanc-
ing its budget The majority, | am afraid, did

! Budget Speech for 1921-22. 2 Budget Speech, 1923,
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not succeed in doing so in 1922-23, though they
are doing better | am glad to see for 1923-24."
As regards the provincial contributions, Sir
Basil said,' "Ever since the Reforms were
inaugurated, the provincial contributions have
been a mill-stone round the neck both of the
Central Government and of the Provincial
Governments, poisoning their mutual relations
and hampering their every action. Their quality
even more than their amount, has strained the
resources of the giver and the patience of the
recipient. They have brought curses, not bless-
ings, both to him who has given and to him
who has taken. The year 1927-28 sets India
free from all this incubus."

It will thus appear from what we have stated
that in an era of acute financial stringency, more
particularly in the beginning than towards the
end of the post-reform period, the provinces
were led to adopt financial devices of a doubtful
character with a view to making ends meet.
According to the Simon Commission Report,?
"so far from there being any marked develop-
ment of the' nation-building' services entrusted
to ministers, expenditure on the transferred

! Budget Speech, 1927-28. 2Voll, p. 353.
F.11
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departments at the end of 1923-24 was actually
less than in the year 1921-22" In fact, most
of the new capital heads were started in
the first few years under the reforms, when it
was a period of deficit budgets. But there is
no gainsaying the fact that some provinces have
now made it a matter of regular practice to utilize
loan funds for purposes for which money in the
pre-reform period was found out of revenues
and is still so found by some other provinces. It
Isnot a question of how wide powersthe provinces
enjoy to spend loan funds, but a question of taking
along view of the future condition of provincial
finances, how far they will be able to stand any
burden of future debt charges. "In a country
in which the taxable capacity of peopleislimited
and the needs, that are clamouringfor satisfaction,
numerous,” says Mr. Gyanchand,- " every ex-
penditure from loans is likely to appear in the
light of investment which promises rich return
in the near future. If the money for education,
public health and various demands of national
life is found out of borrowed funds, it will not
strain the resources of the tax-payer and give
us services which are admitted to be necessary

1 Financial System of India," pp. 308-09.
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and beneficial. But if it becomes part of our
accepted policy to defray the expensesof such
activities from public loans, the door is opened
for the use of devices which have everywhere led
to financial disorganization." In the light of these
observations, a great deal of the almost recurring
annual capital expenditure on items shown in
Group A on page 138 would require a stronger
justification than the mere excuse of financial
stringency for its continuance in that form. In
spite of what Mr. Findlay Shirras may say,' in
order to bless capital expenditure on police build-
ings under certain circumstances, we hold the
view that capital expenditure on non-revenue-
yielding assts is justifiable in the existing in-
elastic state of provincial finances only when
such expenditure leads, sooner or in the long
run, to the economic and material welfare and
prosperity of the population and not for the
promotion of general departmental efficiency of
the administration.

Expenditure on many sub-heads under
" Civil Works" does not satisfy this acid test
There would, therefore, appear to be the
necessity of the closest scrutiny to separate

1 Stence ol Public Finance, " p. 96.
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the wheat from the chaff, re-classify the capital
expenditure of 975 crores under all those seven
new capital heads, and meet most of the future
demands under them out of revenues. It is
much better to face facts and know the budget
deficit than merely to circumvent the difficulties
by meeting part of the revenue expenditure out
of loan funds. The latter in the long run proves
a step inthe direction of false economy.

This is by no means to suggest that we
should revert to the pre-reform practice of capital
expenditure on reproductive assests only. Some
part of the capital expenditure of the futureis
bound to be incurred on assets that may not
yield revenue. We would indeed recommend
the undertaking of works of public utility, such
as the improvement of water supply, sewage
works, housing in industrial areas, road-building
and bridge construction, schemes of educational
expansion, ec., but on awell-defined basis, so that
other bodies interested might share a part of the
interest and sinking fund charges.

Direct capital expenditure by the state, more-
over, is not the only way in which public credit
can be used for the development of provincial
resources. Each provincial government main-
tains what is known as a" Provincial Loan and
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Advance Account," out of whichloans and advan-
ces are granted to local bodies and many other in-
stitutions and individuals- The degree to which
the usefulness of borrowed funds raised by the
provinces can be further extended in an indirect
fashion iswell illustrated by the following pas
sage taken from the Madras Administration Re-
port for 1926-27.—

" The Provincial Advance and Loan Account
including loans to local boards for railway
construction), opened with a balance of 33564
lakhs and closed with a balance of 38294
lakhs. Advances to cultivators sanctioned in
1926-27 amounted to 26-83 lakhs as against
28:53 lakhs in the previousyear. A loanof 29
lakhs of rupees was sanctioned under the State Aid
to Industries Act. Loanswere also granted to
the Madras Corporation (4 lakhs), the Cochin
Port Conservancy Board (45 lakhs), and the
Tuticorin Port Trust (6 lakhs). The loans
granted to Mofussil Municipalities and Local
Boards for the construction of bridges, drainge
works, markets and hospitals and similar
works amounted to 2996 lakhs: Advances
amounting to 1.83 lakhs were granted to the
Board of Commissioners under the Hindu Reli-
gious Endowment Act Advances for the purpose
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of the house sites for Adi-Dravidas amounted
to 708 lakhs (the sum includes 4-71 lakhs ad-
vanced to Co-operative Societies for this purpose).
Loans to House-building Co-operative Societies
and Kallar Co-operative Societies amounting to
363 lakhs and 179 lakhs respectively were
also disbursed during the year. Loans were also
sanctioned to Co-operative Sale Societies (‘06
lakh) and Land Mortgage Bank (42 lakhs)."

The same report further states that a loan
of 2 crores of rupees fromthe Central Government
was secured at 5 per cent rate of interest; that an
amount of 33 lakhs of rupees was repaid to the
same Government owing to previous advances
and the annual instalment of outstanding balance
of the Provincial Loan Account; and that a
deserving application of the Carnatic Millsfor
aloan of a couple of lakhs of rupees was post-
poned for the next year. As pointed out on page
152, the assets represented by this Account in all
the provinces now amount to 37 croresof rupees as
against 9 crores in 1921 when it was taken over by
the provinces from the Government of India.

Future Machinery for Financing the Pro-
vinces—Before we conclude this discussion of
the Provincial Debts, there remains one very
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Important question in connection therewith, name-
ly, the question of the future machinery for the
purpose of financing the provincial governments
inIndia. For thiswethink anew institution is
needed- We defer to the last chapter the con-
sideration of the lines on which we propose its
constitution should be drawn, and as to what
should be the functions of that body and the
scope of its activities; we shall discuss here the
desirability of having such an institution for
that purpose. In view of thereduced rates of in-
terest charged by the Government of India to the
Provincial Loans Fund in recent years, is there at
all acasefor the creation of new and separate
machinery to finance the capital requirements
of the provincial governments ?

Under the existing financial arrangements,
the Government of Indiais the custodian of all
cash balances, central and provincial, loan or reve-
nue, large or small, fixed or current, general or
earmarked, whether available for a short term or
for along period- In controlling these balances
and in granting advances to the provinces, the
Government of India plays a role akin to that
of a private banker. Itsterms also are similar—
no interest is allowed on very small or current
balances, low interest on short-term balances, a
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moderate rate on long-term deposits,’ a high
rate is charged on overdrafts, and no accommoda-
tion is granted when inconvenient to the Govern-
ment Even the Simon Commission has object-
ed to the attempt on the part of the Government
of India"” to make undue profits out of the busi-
ness for the benefit of the central budget" 2

L et us here state clearly that the question of
provincial control over their own baances, and
the means for their day-to-day finance, is alto-
gether different from the question of providing
finance for the capital progammes of the provin-
cial governments. So far as the effect of the
separation of provincial balances from the general
balances of the Government of Indiais concern-
ed, Mr. J. E. C. Jukes submitted in his memoran-
dum to the Reforms Enquiry Committee that "the
sums involved will in every case be more than
sufficient to place the provinces in funds to meet
their day-to-day requirements."*

! See dlo pp. 210-11. 2Vol.l1,p. 266.

3 According to Statement XXII1, given on pp. 7475 of the
Report of the Controller of Currency for 192930, the interest-
bearing balances of the provincial governments with the Govern-
ment of India amounted on the 31s March of each year to:

Rs. 286 croresin 1923 Rs. 1049 croresin 1927
Rs. 417 (e ) Rs 1048 , , 198
Rs. 48 , . 195 Rs 1043 , , 199
Rs 11-87 , . 1926 Rs 1017 , , 190
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Coupled with the suggestion of Dr. Baneijea
to empower the provinces to obtain short-term
Ways and Means advances from the Imperial
Bank of India,’ the proposa to release provin-
cial balances will, if realized, considerably reduce
the necessity of the many small advances now
annually required by the provinces from the
Government of India.’

This, however, does not solve the problem
of providing the large capital funds needed to
raise large works of a permanent character. The
mechanism of direct loans obtained separately
by each province, is very expensivein the ag-
gregate, particularly in view of the very small
amounts that each province requires at any one
time. Far be it from us to suggest anything in
the nature of restrictions on the financial powers
of the provinces as regards borrowing in the
open money market. The experience gained
so far is too meagre to warrant any conclusion
of that sort. The period we have dealt with has
been only the beginning. The provinces have
had to insure the success of their issues and to
build up their credit as borrowing authorities.
But in view of the comparatively high price

! p. Banerjea: " Provincial FinanceinIndia," p. 50.
2 Seep. 122,
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at which loan money is obtained by the pro-
vinces, either by means of direct loans or through
advances from the Central Government—the
former being distinctly more expensive than
the latter—there would appear to be a necessity
for devising some simpler methods for the pro-
vinces in order to enable them to raise the capital
funds necessary for their requirements. Any
future scheme for the purpose must take due
account of two important factors, viz., (i) it
should tend to mobilize the provincial monetary
resources, and (ii) it should make cheap funds
available to the provinces at least during the
construction period of major productive works
which take a very long time for their completion.

Separation of Borrowing Resources Sug-
gested.—When the Provincial Loan Fund was
created by the Government of Indiain 1925-26,
it was provided that "in future, loans to Provin-
cial Governments will be made from the Provin-
cial Loans Fund, a standard rate of interest
being charged for all such loans, except those
not required for capital expenditure classed as
productive, the rate for which will be one-quarter
per cent above the standard rate* In view

! Report of the Controller of Currency for 1924-25, para. 25.
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of the fact that large amounts of money are
locked up in bigirrigation works until the time
they begin to yield revenue, we believe the case
IS exactly the other way. Therefore, we suggest
that, following the precedent of the separation
of the sources of revenue between the Central
and the Provincial Governments, and the further
proposal to separate the balances, we should
also separate the provincial borrowing resources
from those of the Government of India, and
definitely allocate to the former the proceeds
of what are called the "other obligations" of
the Government, including Post Office Savings
Banks, Cash Certificates and Provident Funds,
etc.

It is very interesting in this connection to
note that the total investment under this head
stood at 6250 crores in March, 1923, and at
127-46 crores in March 1929, thus yielding on an
average 10 crores of rupees annually. This
is exactly the sum that the provinces annually
require on an average for their capital expendi-
ture.

The scheme here proposed would attain the
two objects in view, mentioned above, besides
considerably stimulating provincial patriotism.
It may also incidentally be mentioned here that
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for some years the practice was followed in
England of granting to local bodies loans to the
extent of half the proceeds of the National
Savings Certificates raised in that area. "What
a great improvement in our financial outlook
will result," said Sir Basil Blackett in 1923}
"if by development of the Post Office Cash
Certificate System, a considerable part, if not the
whole, of the money required for provincial
capital expenditure could be found out of the
proceeds of Cash Certificates." Our suggestion
would provide ready-made resources for the
provincial governments — resources, moreover,
of which a considerable part is already well
distributed in different provinces more or less in
accordance with their needs.

! Financial Statement, 1923, para 22.
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CHAPTER IV

DEBT REDEMPTION

Necessity for Debt Redemption.—The con-
traction of public debt necessarily raises the ques-
tion of methods and measures for its redemption.
Ordinarily, an investment debt likethat of India
need hardly ever be repaid. But the necessity
for taking proper steps to secure the repayment
of public debt arises mainly for two reasons. In
the first place, the presence of alarge dead-weight
debt is a very real burden; it imposes a heavy
strain on the population, and on account of the
necessity of providing for debt charges, leaves
less revenue for expenditure on other national
services. Secondly, if a government has an
extensive programme of fresh borrowing and
reborrowing, some provision for the redemption
of debt becomes absolutely necessaiy if it is to be
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DEBT REDEMPTION 1M

able to borrow and re-borrow at fair and equita-
ble rates of interest. Both these factors have been
in evidence in India in the post-war period.

India's Insignificant Unproductive Debt
at the Outbreak of War.—According to " The
Guide Book for Investors in Government of India
Securities',! ordinary or non-commercial debt
stood at 105 crores in 1898, and gradually fell to
33 crores by 1915, and to 3 crores of rupees inthe
following year. Thus we started the war with
almost a clean date so far as the unproductive debt
was concerned. On account, however, of capital
expenditure on the construction of New Delhi
to the extent of about 13 crores of rupees, India's
war contribution to Britain of a hundred million
pounds, and budget deficits in the post-war
years amounting roughly to 100 crores of rupees,
the debt liabilities of the Government of India
in other forms than commercial and recover-
able assts, swelled to high proportions in the
post-war period. This is borne out by the sub-
joined table, which shows the amount of
unproductive debt of the Central Government in
post-war years:

1191 Edition, p. 2
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OUTSTANDING UNPRODUCTIVE DEBT OF THE
CENTRAL GOVERNMENT -

(In crores of rupees)

Converted
Date Amount of debt at 1s. 6d.
31st March 1918 194.07 154.58
1922 261-47 227-28
1923 203-90
1924 20495
1925 196-03
1926 194.58
1927 18181
1928 172-66
1929 170-61
1930 176-48

The above represents the position as regards
the unproductive debt. So far as borrowing is
concerned, we find that during and since the war,
India has been raising money largely on a short-
term bass. Whereas, before the war, amost

1 In the above table, the figures for 1918 and 192 are taken
from page 26 of the Report of the Controller of Currency for
192425, and are based on the conversion of sterling debt at the
rate of Is. 4d. to the rupee and not at the rate of Is. 6d. which is
the basis of conversion in the case of all other figures set forth
above. For the sake of a proper comparison, we have st out
the corresponding figures for 1918 and 1922 at the rate of Is. 6d.
in a parallel column. The figures since 1923 have been taken
fromTableX X 111, pp. 74-75 of the Report of Controller of Currency
for 1929-30.
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the whole of the permanent debt of the Govern-
ment of India, rupee as well as sterling, amount-
ing on the 31st March 1914 to 14563 crores of
rupees and £177-06 million respectively was owed
in the form of non-terminable loans, indefinitely
redeemable at the Government's option (except the
remainder of a short sterling loan of £4 million
raised in1911, which was repayable in eight equal
annual instalments), in the post-war period, year
after year, as the following table will show,
conversions of maturing obligations have formed
a heavy proportion of the rupee loans annually
raised in India:—
RUPEE LOANS 19030
(In croresof rupees)

Year Tota}l loan ng\:ﬁgﬁd INet amount
| raised thereof ' raised
1920-21 2975 1792 11-83
1921-22 49-20 1057 3863
1922-23 46-86 321 4365
1923-24 . 2397 '08 2389
1924-25 e 1321 23 1298
1925-26 3061 3061 ..
1926-27 2928 1274 1654
1927-28 1953 1132 821
1928-29 3503 1112 2391
1929-30 36-86 2324 1362
Total ... 314-30 JJTT04 19326

! Compiled from the Annual Explanatory Memoranda of the
Secretary or Under-Secretary of State for India.

F 12
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In the last decade, the Government of India
has been continually faced with early maturities
coming up for payment. The prospect for the
future is not so very different from the position
in the past. This will be seen from the following
two tables which set out the maturities of the
various rupee and sterling loans of the Govern-
ment of India for the next few years :—

STATEMENT SHOWING THE MATURITIES OF LOANS
AS AT THE 31ST DECEMBER, 199*
(a) Rupeeloans (In crores of rupees)

6% Ten-year Bonds.. 1930 1577
6% Ten ” : 1931 736
6% Ten y e 1932 1463
5% Ten |, y e 1933 2145
4% Rupee Bonds .. .. 1934 25.98
5% Ten-year Bonds... 1935 1283
4% Conversion Loan .. 1931-36 990
4% Rupee Loan ... .. 1934-37 1953
5% .  (raised in 1929) 1939-44 29.14
5% War Loan .. 1929-47 2219
5% Income-tax-free Loan ... 1945-55 59.27
4% Rupee Loan .. .. 1955-60 905
4% " ... 1960-70 29-49
Total terminable loans . .. 27663

Total non-terminable loans and
three Railway loans from Na-
tive States C e 12850

405-13

———

! From the Gazette of India, March !5th, 1980, Pt. 1 |, p. 392.
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(b) Sterling loans (In £ millions) *

6% Bonds ... 1932-33 6.00
5% India Stock .. .. 1932 2042
4% . ... 195055 3985
AP0 ., .. 195868 1750
Total terminable loans . . . . 8377
Total non-terminableloans . . . . 1772

Other debts such as Railway
loans, annuities, and the War
Contribution and Provident
Funds, etc. K 97.52

358'50

[ ]

What do we find from the abovetables? In
the next seven years, the Government of India has
to re-borrow 12745 crores of rupees in India, and
£26'42 million (or 34-67 crores of rupees) in Eng-
land. In addition, the Government has options for
railway purchases of no less than £16-54 million
(22-04 ‘crores of rupees), falling due in the
same period,” and to these must be added also

! The figures regarding sterling terminable loans have been
taken from the Parliamentary Return on the Public Debt of India
(October 1929). The amount of £6 million 1932-33 Bonds, issued in
February 1930, has been replaced for India Bills. The remaining
figures are based on the information given on page 52 of the
Report of Controller of Currency for 1928-29. For a statement of

thetotal Indian Public Debt asit sood on the 31¢ March 1930,
please refer totable on page 13.

2 For details, sse Economist, February 22nd, 1930,
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another 16-35 crores of rupees due to the follow-
ing separate direct provincial loans repayable
in the same period:

6 per cent United Provinces Rs. crores
~ Development Loan ... 193141 419
6& per cent Punjab Bonds ... 1933 1'90
6% per cent Bombay Develop-
ment Loan ... 1935 938
5% per cent Punjab Bonds .. 1937 '88
Total .. 1635

It will thus appear that the Central Govern-
ment and the provinces have to re-finance a
programme of exactly 200 crores of rupees in the
next seven years." A fairly big section of these
early maturities of the Central Government and
all the loans of the provinces carry a rate of
interest of more than 5 per cent. The problem
of converting these high-interest-bearing early
maturities into long-term debt at a fair and
reasonable rate of interest is likely to be compli-
cated in the future, as in the past, by. the necessity
of raising fresh loans for important capital re-
quirements. There would therefore appear to be
abundant justification for the consideration of the

! Over and above these early maturing obligations, the amounts
of the May 1930 sterling issue and a section of the August 1930
rupee loan are also repayable within the next few years.
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problem of debt redemption or conversion as it
has faced India in the post-bellum period.

Former Provision for Debt Redemption.—
Formerly the provision for debt redemption in
India was made in three ways:

(i) By means of railway annuities and sink-
ing funds, a small portion of the capital invested
in the State railways was repaid out of the rail-
way earnings. Sinking funds were attached to
railway annuities compulsorily by Acts of Parlia-
ment, and will last up to 1946-47.

(ii) A certain amount, usually half-a-million
sterling, out of the annual famine insurance
grant of £1 million was used for the reduction or
avoidance of debt.

(iii1) Budget surpluses of the Government of
India, which were so recurrent a feature of the
pre-war years, were employed to write down the
unproductive portion of the Indian public debt.

We have already pointed out that the
cumulative effect of all these operations was, that
the unproductive debt stood at the nominal sum
of only three crores of rupees in 1916.

! Statement of Mr. McWaters, Financial Secretary, in the
Council of State, September Itth, 1924,
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Reduction of the debt out of revenue sur-
pluses in the pre-war years was largely accidental,
and not deliberate or part of a formulated policy.
The war was followed by a period of recurrent
deficits. More recently, the practice of carrying
any small revenue surplus to a suspense account
for expenditure in lean years has been adopted.
So budget surpluses of any magnitude could not
be looked to to wipe off the unproductive debt. It
may be noted, at the same time, that the idea of
relying on budget surpluses as an effective
means for the reduction of debt has been
abandoned in recent times in some other coun-
tries, notably Great Britain, in favour of a
fixed minimum annual contribution out of
revenues.

The Famine Insurance Fund and its future
financing became a provincial affair on the
introduction of the Reformsin 1921, and so this
source was also lost so far as its employment for
debt redemption was concerned. After 1924-25,
general revenues began to bear the charges
borne till then by railway revenues on account
of railway sinking funds, and the capital portion
of the annuities in purchase of railways.'

! Financial Secretary's Budget Memorandum, 1924, para 43.
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In addition to the above modifications in the
provision for reduction or avoidance of debt,
some other developments had taken place in the
meantime. In the case of certain loans (1917
and 1919 five per cents, and the subsequent issues
of the latter), 1% per cent special Depreciation
Funds were attached in order to buy the securi-
ties in case their market prices fell below the
price of their issue. The prices of these securi-
ties still touched points as low as 77 per cent and
78% per cent in 1920-21, although their original
issue price was 95, and it became a matter of
supreme concern and anxiety to the Government
that their recently-issued loan paper should be so
badly depreciated in the market. Some artificial
propping was needed to undo the evil, and
was supplied by the provision which took
effect from 1921-22, of an additional amount
of 80 lakhs of rupees annually, besides the
usual depreciation fund amount, in order to
buy and cancel these securities. As the prices
of these two 5 per cent long-term loans showed
an appreciable improvement in the subsequent
years, this special provision of 80 lakhs of
rupees had to be used for the intended pur-
pose in 1921-22 only, and not in subsequent
years.
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The remainder of the liability, finally, in
connection with the war contribution, was arrang-
ed to be repaid out of revenues by a system of
annual equated instalments spread over a period
up to 1947, the amount paid every year including
repayment of the principal and interest.

Sir Basil Blackett's New Scheme—This
was the position in 1924, when, following the
example sat in Great Britain in 1923 by Mr.
Baldwin, then Chancellor of the Exchequer, Sir
Basil Blackett, Finance Member of the Govern-
ment of India, adumbrated in the Financial
Statement of 1924 his scheme for co-ordinating
and systematizing all provisions for debt redemp-
tion into one general sinking fund, intended for
the reduction or avoidance of publicdebt inIndia.
The main features of the scheme, which ul-
timately formed the basis of a Government Reso-
lution,® and which came into operation with
effect from 1925-26 for a period of five years, are
fully discussed in paragraphs 28 to 38 of the
Statement referred to above. Asiit is this scheme
which we propose to put to a critical examination,
and to which we suggest some modifications, we
will recapitulate here itsprincipal points:

! No. F-13-11-F of December 9th, 1924.



DEBT REDEMPTION 189

Sir Basil Blackett put the total debt on the
31t March 1924 at approximately 917.53 crores
of rupees. After making allowance for 98'81 crores
of rupees due from the Provincial Governments
and for 11.88 crores of rupees representing dis-
count on past loans, he arrived at the figure of
806-84 crores of rupees for the amortization of
which sinking fund provision was needed. He
suggested the following terms for theredemption
of the different classes of debt:—

‘Amount dué in

Kind of debt i c'\r/lo;r&sc r?rj]_gzsal,s re%grggt%n
Productive debt, eg., railways 57839 | 80 years
War debt 12060 | 50
Deficits of five years (1918-23) 9800 |5
Building of New Delhi 985 15

Total .| ees

" If we take the periods named' said Sir Basil,
"and apply them to the different classes of
debt mentioned, and assume further that any
sums provided year by year were set asde to
accumulate at 5 per cent compound interest,
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we obtain as our result a figure of 3'66 crores
as the amount which it would be necessary
on the above basis to provide annually, begin-
ning with the year 1924-25, to redeem the whole
debt within the periods named. But it would
not be convenient or desirable to set this sum
aside year by year to accumulate at compound
interest in the manner assumed in the calcula-
tion. It must be expended in the year in which
it is provided, either on actual repayment of
existing debt, or for new capital purposes, in
order to reduce the amount of our new borrow-
ings. By so using it, we reduce the amount we
have to pay in interest in the future. We could,
indeed, obtain a result equivalent to accumulation
at compound interest if we first of all provided
3:66 crores in 1924-25 and then set aside in
1925-26, in addition, asum equivalent to 5 per cent
interest on 3:66 crores, and so on in future years.
In that case, the sums actually required during
the next five years would be :(—

(In crores of rupees)

1924-25 1925-26 1926-27 1927-28 1928-29
3'66 384 4.04 4'24 4'45
This would, however, be rather a cumbrous
arrangement, and in view of the hypothetical
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nature of some of the data on which the calcula-
tion is based, for example, the assumption of a
rate of exactly 5 per cent for the interest, it would
be better to achieve the results desired by some
more simple process. The same amount of debt
would be redeemed if a provision of 404 crores
were made in each year for the nextfiveyears. We
may, therefore, conclude that a figure of 4 crores
per annum would be an adeguate provision
to include in our budget expenditure for the
next five years for dealing with our existing
debt.”

So far as future additions to the debt were con-
cerned, an annual increment of 1/80thof the net
addition to the debt each year was suggested on
the assumption that all future borrowings were
to be made strictly for productive purposes. The
scheme, as outlined above, was sanctioned by the
Secretary of State for India, and finally embodied
in a Resolution which was issued together with a
memorandum. The principal clauses were as
follows:—

1. "This scheme shall be in force for the
five years 1925-26 and 1929-30 inclusive.

2. There shall be charged against the reve-
nues of India in each year during which this
scheme is in force for the purpose of making
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provision for the reduction or avoidance of
debt:
(@) asum of 4 crores, and
(b) such additional sum as is equal to
one-eightieth of any excess shown in
the total of the debt outstanding on
the 31st of March of the preceding
year over the total outstanding on
the 31st March 1923.

3. The Governor-General-in-Council shall
apply the debt charge prescribed above towards
meeting:

(8) therailway sinking fund now in opera-
tion ;

(b) the depreciation funds of 11 per cent
on the 5 per cent loans;

(c) the capital portion of railway an-
nuities; and

(d) the capital portion of the annual pay-
ment in redemption of India's out-
standing liability in respect of the
British War Loan, and the balance,
if any, towards the avoidance of new
borrowing or the reduction or re-
payment of such other debt as the
Governor-General-in-Council may
think fit. Should, however, the total
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of the first four items exceed in any
year the amount prescribed, the
balance shall be charged to capital.
4. Sums paid into the depreciation funds,
if not applied within the year, shall be accumulat-
ed at interest until such time as opportunity
arises for their application to the purposes of the
depreciation funds."

Merits of the Scheme—The scheme in its
new form has been in effective operation since
1925-26. The sums provided from revenue
on account of appropriation for reduction or
avoidance of debt from year to year' are in-
dicated below .—

(In  crores of rupees)

1923-24 ... 362
1924-25 ... 378
1925-26 ... 497
1926-27 ... 497
1927-28 ... 504
1928-29 ... 542
1929-30 ... 574
1930-31 ... 6.00

! Taken from the Financial Secretary's Budget Memorandum
for 1930, para 45.

The amounts include the reparation receipts payable by
Germany which were to be applied, under Section 7 of the Indian
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It may be noted at this stage that, like its
counterpart in Great Britain, the scheme was
essentially a consolidation scheme, aiming at
grouping together all obligatory and other
payments connected with debt redemption, with
the further advantage that it made provision
for the amortization of debt obligations to be
incurred in the future. As was pointed out
by the Finance Member of the Government of
India in 1924, the amount provided for re-
duction or avoidance of debt in the estimates
for 1923-24 was as follows:

IN INDIA : Rs.
lakhs
1% per cent Depreciation Fund
against 5 per cent Indian War
Loan, 7 41
5 per cent Tax-free Loan, 194555 .. 33
Lump-sum addition to 'the above
made in and since 1921-22 80
Total 14

Finance Act, 1926, to the reduction or avoidance of debt. Thesere-
ceipts came to 2668 and 30 lakhs of rupees respectively in the years
1928-29 and 1929-30 {vide Financial Secretary's Budget Memorandum
for 1929, para33). The Finance Member announced in paragraph
27 of his Budget Speech, 1930, that he proposed to divert this amount
for other purposesin future, preferably for earmarking it for the
payment of accrued bonus on cash certificates,
! Budget Speech, 1924-25, para 30.
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IN ENGLAND :
War Contribution annual instal-
ment in repayment of prin- £
cipal .. 442,900
Railway Annuities (capital portion)
and sinking funds 1,544,300
Total in England 1,987,200
which a Rs. 15 .. =298 lakhs
Total Provision 452 lakhs

The corresponding figures for 1924-25 on the same
basis would have been 465 lakhs of rupees. Actu-
ally, the special lump-sum addition of 80 lakhs of
rupees was not needed either in 1923-24 or
1924-25. There was, moreover, a slight gain
from the exchange. In effect, the sums actually
spent out of revenues on provision for debt re-
demption in those two years came to 362 and
378 crores of rupees respectively. We have
shown the figures for debt redemption allotment
as they would have been under the old arrange-
ment, and as they actually were according to the
new scheme. It will appear from these that, in
rounding off the sinking-fund allotment at
4 crores of rupees, Sir Basil Blackett only per-
petuated and placed on a statutory basis from
1925-26, a practice that was already being
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followed in previous years. This, in fact, was an
important argument advanced by Sir Basil
Blackett in defence of the scheme: that the new
sinking-fund allotment did not involve the tax-
payer in any extra burden in respect of debt
redemption over and above that which he had
been obliged to shoulder under the existing
multiple and scattered heads! " When it is
remembered,” said Sir Basil Blackett with regard
to the proposed provision for reduction or avoid-
ance of debt for 1925-26,> "that the gross
amount of the debt owed by the Government of
India to its various creditors exceeds 10,00 crores
of rupees, a provision of 478 crores cannot be re-
garded as other than modest, amounting as it does
to less than half of 1 per cent of the gross amount
This figure of 478 crores compares with the
provision of 4.52 crores in the original estimates
for 1923-24, which was not based on any regular
programme, but represented the aggregate amount
of the specific sinking fund then in operation
for specific loans."

Y et the adoption of the scheme in a system-
atized and regular form improved the financial

! legislative Assembly Proceedings, February 17th, 1925, p. 1135.
2 Budget Speech, 1925, para 33.
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outlook in India in many respects. New nomen-
clature, and new arrangements for providing
a sinking fund on a statutory basis, had psy-
chological and educative value, and succeeded
in restoring confidence and understanding in
financial and business circles in India. It is
undoubtedly a fact that the credit of the Govern-
ment had been rather low for a number of years,
or, to put it in other words, the Government had
been obliged to offer very attractive terms. The
investor was unwilling to relinquish the special
war and post-war privileges attached to the
public issues, such as freedom from income-tax,
provision of special depreciation funds, payment
of a high rate of interest, etc. Unproductive
debt, moreover, stood at a very high figure.
Prices of securities in India had been per-
sistently low. Floating liabilities had just been
brought within manageable proportions, but
short-term maturities were still a source of very
great embarrassment. Many of them bore a very
high rate of interest.

"“In every year," said Sir Basil Blackett
in the Legislative Assembly,* " up to and includ-
ing 1933-34, except | think 1929-30, we have

1 On February 17th, 1925,
F.13
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blocks of bonds maturing, the largest amount
being 37-90 crores of 6 per cent bonds which
mature next year (1926). The aggregate amount
to be dealt with in the ten years is 175 crores 76
lakhs—3Y crores this year, just under 38 crores
next year, 27% crores in 1927, and about 2 5% crores
in 1928. These bonds carry either 5% per cent or
6 per cent interest, and there are some redeemable
at a premium. It is of the utmost importance,
from the point of view of the country as a whole,
both to the tax-payer and in this instance to
the railway-user too, that we should not only
be able to renew these bonds in some form or
other as they mature, but we should be able
to renew them, if possible, at a somewhat lower
rate of interest." In a subsequent paragraph
of the same speech, Sir Basil Blackett estimated
the total amount of money required to be financ-
ed by the central and the provincial govern-
ments in the next five years at 300 crores of rupees.

Such was the position with which the
Government of India was required to deal with
a firm hand. By regularizing the sinking-fund
provision, temporarily stopping further direct
borrowing in the market, and by an increasing
use of its own reserves and balances to finance
its capital programme, the Government effected
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a considerable easing of market conditions. The
Sinking-Fund allotment for capital expenditure
by itself appreciably relieved the money market
from fresh borrowing, and with this amount
in hand, the Government was in a position to
dictate more favourable terms for itself in its
policy of conversion and re-borrowing. The
prices of Indian securities began to take an
upward trend, confidence was restored in the
minds of investors, and unproductive debt was
considerably written down. But the most impor-
tant advantage gained by the adoption of the
scheme was the saving that it effected in the
interest charges paid out of the revenues.

Saving in Interest Charges.—The scheme
enabled the Government to convert downwards
a large part of its war and post-war debt, and
to borrow fresh money afterwards at reduced
rates of interest, with the result that the interest
on ordinary debt which is charged to ordinary
revenues and is consequently a burden on the
tax-payer (as opposed to that which is charged
to the commercial departments such as railways),
has fallen steadily year after year. The follow-
ing table of interest payments summarizes the
whole position for the last seven years:
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INTEREST PAYMENTS, 19330
{In crores of rupees)
c SO Sed fp> Joo
| e 285 |07 55 | 1.
Year | § 258 |Total | wo® |E2 (g, § ED
:| E'g LIJU% mHIG O%'HSE% ﬁg
| §5 |58 ggg 865285 58
|
12324 .. | 10| woL| BB| 208 25 301 | 1556
0425 .. | DD| 7B| IH| 628|127 | 36l | 1M
1952% .. | 0| wH| BL2| 20| 907| 42| B
190627 .. i ve| 1748| 3L DM 687, 490 | 1177
19708 .. | 198! 175| 3m6| 20| 5% 5191056
I%S?a)(re 00| 1785 BEL| ALW| 33| 632! 105
Vi
19093 2083| 184' BB B3| 260 | 76| 987
(Budget)

Itisto be noticed that the net interest on
ordinary debt (whereby we mean the direct loan
debt, less the amount charged to commercial de-
partments), has fallen from 12:55 croresin 1923-24
to 260 crores of rupees in 1929-30, or asaving

in revenue of nearly 10 crores of rupees.

If

we

make allowance for interest charges on the " other
obligations" of the Government, such as Savings

! Compiled from the Budget Memoranda of the Financial

Secretary.
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Bank Deposits, Cash Certificates, Provident
Funds, etc., we find that the amount of interest
charged to revenue has fallen from 1556 crores
in 1923-24, to 9-87 crores of rupeesin the last
year under consideration, or a saving of nearly
569 crores of rupees.! During the same period,
the provision for debt redemption has risen from
362 crores in 1923-24 to 573 crores in 1929-30,
or an increase of only 2'11 crores of rupees.

Fall in the Rate of Interest.—It is generally
assumed in all discussions on the merits of the
new scheme, that all the saving in interest-
charges in recent years has been due to the
annual provision for the reduction or avoidance
of debt. Such a statement, however, must be
accepted subject to certain qualifications. Accord-
ing to atable given at the end of the Financial
Statement for 1929-30, the unproductive debt stood
at its highest point in recent years at 204-94 crores
of rupees on the 31st March 1924, from which

Y In view of the higher rate of interest paid on the sterling
and rupee loansraised in the year 1930 (calendar year) and arisein
therates of interest allowed on the Cash Certificates and Provident
Fundsin 1929-30 and 1930-31, a general increase in the total interest
payments made out of revenues may now be expected. Thus while
the budget figure for 1929-30 was 987 crores, therevised came to
1078 crores and the budget for 1930-31 is put at 11.81 crores
of rupees.
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it has gradually fallen to 1 70-86 crores of rupees
or by nearly 34 crores on the same date in 1929.
During the same period, 25-14 crores of rupees
were made available under the Debt Redemption
Scheme to write off unproductive debt. Whether
we consider the first amount or the second, how-
ever, the actual saving in interest-chargesresulting
from the reduction in the amount of the unpro-
ductive debt cannot amount to more than about
1% crores of rupees. But, as we have stated
above, the reduction in the amount of the
unproductive debt has been accompanied by
the conversion of old loans to a lower rate of
interest. As a typical illustration of this, we can
take the case of the 1925 Rupee-loan, when
5 per cent Loan and Bonds to the extent of over
30% crores of rupees were issued in conversion
of thefollowing maturing Bonds' :

Crores of rupees

5- per cent War Bonds 1925 .. 168
6 per cent Bonds 1926 . 1784
6 percent " 1927 e 741
S per cent N 1928 w368

Total w. 3061

! videCmd., 2735, 1926, p. | | .
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Not only did the rate of interest on direct
loans fall, but it was brought down on other
obligations, such as Cash Certificates (from
6 per cent to 4% per cent),! and on most of the
Provident Funds (from 5% per cent to 40 per
cent). "It is relevant to mention in this con-
nection" says the Financial Secretary's Budget
Memorandum for 19272 "that in view of the
terms on which recent borrowings of the Govern-
ment of India have been made, the rate of
interest allowed on the balances of the Provident
and other similar funds has been reduced from
5% per cent to 4% per cent with effect from the
1¢ April 1927

Effect of Exchangeon Interest Charges.—
These two factors alone, however, do not fully
explain the resultant saving in the interest char-
ges of this period. The effect of improvement in
the rate of exchange, which has taken place in
India since 1921-22, must aso be taken into
consideration in calculating the reduced number
of rupees paid in discharge of interest on the

! Therate of bonus on cash certificates has again been increased
to 526 from July 1929, and to 6% from the 15th Sep. 1930.

2 Para 23.

% This ratehas now been increased to 5 per cent {vide Financial
Secretary's Budget M emorandum for 1930-31, para 38).



204 THE INDIAN PUBLIC DEBT

sterling obligations of the Government of I ndia.
The following table shows the rate of exchange
per rupee in different years :

AVERAGE EXCHANGE PER RUPEE UPON SECRETARY
OF STATE'S BILLS SOLD*
1921-22 ... 1s 382
1922-23 ... 1s 4448d.
192324 ... 1s 4'534d.
1924-25 ... 1s 6.028d.
192526 .. 1s6d.and1s6v4d.
192627 ... 1s5¥dand 1s 6d. and 1s 6/4.
1927-28 ... 1s 6d.
192829 ... 1s 6d.
1929-30 ... 1s6d.

It is clear from the &bove table how far the
rate of exchange has improved since 1921-22.
Anidea of the reduction resulting from more
favourable exchange, in the number of rupees
paid asinterest on the sterling obligations, can be
had from the following small illustrative table :

Amount paid in rupees

Year Amc;LrJ]ntEpajd at the ygﬁr srate of
exchange
1921-22 7-Z3million 1093 crores
1927-28 1312 million 7%
Percenta%921 increase | 81 per cent 60 per cent

! Taken from the appendices of Financial Statements.
2 For tdegraphic transfers
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The increase in 1928 over 1922 in interest
charges in terms of sterling has been 81 per cent,
while the equivalent paid in rupees shows only a
60 per cent increase. If the rate of exchange
had persisted at the same rate as it was in
1921-22, 215 crores would have had to have
been paid in 1927-28 instead of 17'56 crores
of rupees actually paid. The annual saving in
rupees due to higher exchange is certainly not as
much as 4 crores of rupees, but the rise in the
exchange rate does mean some saving in relation
to a figure of over £13 million annually paid in
interest charges in England.

Better Adjustment of Rates to Bor-
rower s.—Another important cause of areduction
in the interest charges which fall on direct
revenues, is to be found in the better adjustment
of the rate of interest paid by borrowers from the
Government of India, particularly the railways
and the provincial governments. In his Budget
Speech for 1929-30," Sir George Schuster refer-
red to a change introduced in the method of cal-
culating the interest chargeable to commercial
departments in respect of capital outlay incurred

! para 11.
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after the 31st March 1917, whereby they are
required to share the loss which the general
revenues suffer through the tax-free concession
attached to certain portions of the rupee debt.
This alteration increased the amount recovered
from the railways to the extent of 59 lakhs in the
year 1928-29 alone. " The former method of
calculation” in the opinion of Sir George, " was
really erroneous, as it meant that Government did
not actually recover from the Commercial Depart-
ments the interest which they were in effect them-
selves paying."!

Argument on lines similar to this will be
found in the discussion on Provincial Debts,
where it is shown that a part of the pre-reform
provincial debt owed to the Central Government
in connection with the Provincial Loan Account
had slowly been converted from a low to a
high rate of interest. Evidence of interest-rate
adjustments in connection with advances to pro-
vinces from the Provincial Loans Fund, is also to
be found in the sudden increase in the rate of
interest from 571 per cent in 1924-25 to 7-17 per
cent in 1925-26. It looks as if advances in the
latter year over the previous year's balance were

! 1bid.
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made at a rate of 12.38 per cent. It is very diffi-
cult to determine exactly what difference in the
interest receipts the new arrangements with
borrowers have brought about, but our object
hereis to point out the tendency that has been at
work during the last few years towards the reduc-
tion of interest charges payable directly from the
ordinary revenues.

Bonus on Cash Certificates.—In making
an estimate of the interest charges borne by the
ordinary revenues during the last few years, it
must not be forgotten that the Government has not
discharged all its obligations in respect of accrued
interest, particularly in connection with the Cash
Certificates. "It has to be remembered that the
provision for bonus on Cash Certificates hitherto
made, merely represents the amounts required to
meet the actual payments, and makes no allowance
for theaccruedliability which isestimated to stand
at 7¥s crores of rupees on the 1¢ October 1929."!
The Finance Member announced? that this accru-
ed liability must now be regarded as part of the
Government's debt. So savingin interest charges

! Financial Secretary's Budget Memorandum for 1929-30,
para 30.
- Budget Speech, 1930. para 24.
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has taken place at the expense of an increase in
the unproductive portion of the debit.

Increase of Capital Due to Discount on
Loans.—Any estimate of the savings made in
interest charges during the last few years must
also take due account of the increase of debt
due to the issue of loans at a discount, or at
premiumson redemption. Almost all the loans
during the last few years have had such attrac-
tions attached to them, whereby savings in
interest charges have been made at the expense
of an increase in capital. On the basis of the
terms announced to the public regarding the
issue of public loans, we have made our own
(admittedly rough) calculations in the two sub-
joined tables on the basis of which it isto be in-
ferred that the Government of India's rupee debt
alone must have increased by about 757 croresof
rupees on account of the discounts or premiums
allowed on the rupee loans issued during the
period from 1925-26 to 1929-30, besides £6-86
million on account of discounts and conversion
operations in connection with the sterling loans.
It must be mentioned, in fairness to the Govern-
ment of India, that it has refrained (exceptin one
instance only), from following the wholesae
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practice which was adopted in Great Britain from
1920 to 1925 of funding short-term debt into
long-term loans at the expense of a heavy-
increase in capital. According to the Colwyn
Committee, "from the 1st January 1920, to 31st
March 1925, conversions effected (in British debt)
resulted in an increase of £284 million in the
principal of the debt and a saving of £1,191,000,
in the annual interest charge. While we do not
say that such methods are never permissible,
we are, in general, opposed to them, and we think
that their application should at all times bevery
carefully watched, since they offer an easy way
of lightening the immediate burden of the debt
at the expense of the future."
TABLE SHOWING THE AMOUNT OF DISCOUNT AND
PREMIUMS PAID ON RUPEE LOANS IN

DIFFERENT YEARS 2
(in lakhs of rupees)

1925-26 ... 8760
1926-27 ... 373:24
1927-28 ... 13955
- 1928-29 ... 184.06
1929-30 ... 8281
Total .. 11526
! Report, p. 393,

2 These edtimates are based on the information given in the
"Accounts and Egtimates" of the Secretary or Under-Secretary of
State for India for different years.
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In addition to the above, the following in-
creases have occurred in the sterling obligations,
owing to discounts on loans or to conversion

operations:
(in million £)
1927-28 Loan (7i million at 1% ‘64
192829 Loan (10 , a 9 ‘0
1929-30 Loan (6 , a 9 6
Conversion of 7 per centinto3percent 526

6'86

Better Use of Government Balances.—Two
other factors have exercised an influence on the
reduction of interest charges paid out of revenues,
and we shall mention them briefly. In the first
place, the Government's Railway Depreciation
and Reserve Funds, increased from 9-08 crores in
1925 to 31.85 crores in 1929, and provincial
balances from 4-83 crores to 8:09 crores of rupees.
These are departmental amounts available to the
Government at lessthan the market rate of interest
For instance, in the case of provincial balances,
according to the Finance and Revenue Accounts
of the Government of India,* the rate of interest
payable on deposits made by the Local Govern-
ments and initially declared for 12 months or

! For 1927-28, p. 293,
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over,is 1 per cent less, and that on deposits for
shorter periods 2 per cent less than the rate
charged by the Central Government to the
Provincial Loans Fund on advances made to it
during the period. Any increase in such low
Interest-bearing amounts held by the Government
of India in its capacity of custodian of general
balances on behalf of provincial governments
and railways, must therefore necessarily result in
a saving of the interest charges.

Secondly, cash, bullion and securities held on
Treasury account stood at 57-35 crores on the
3l March 1925, and gradually fell to 3057
crores of rupees on the same date in 1929.) It is
evident from this that the Government freely used
its Treasury balances for capital purposes, and
saved theinterest charges that would have had to
have been paid had money been borrowed from
the market.

Thus we find that the interest payments
chargeable to the central revenues have fallen
during the last quinquennium on account of a
number of factors—easier Money Market condi-
tions, lower interest rates, and the issue of loans
at adiscount or withtheprivilege of aredemption

! Financial Statement, 1929, p. 29.
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premium, the rise in the rate of exchange,
the reduction in the amount of the unproductive
debt, better adjustment of the rate of interest paid
by borrowers, the fact that the full liability in
connection with the interest on Cash Certificates
Is not paid, the strengthening of Government's
reserve and depreciation funds, and the more
effective utilization of its own balances. Itisnot
our purpose to minimize the influence of the new
debt-redemption scheme on the reduction of debt
charges in India, but it is only right that in
appraising the true value of such a provision, we
should not lose sight of the fact that even in its
absence interest charges would have been reduced
to some extent owing to the appearance of a
number of factors that have come into play
in recent years. The sole credit for the achieve-
ment, therefore, cannot go to the new Sinking
Fund Scheme, although that might be the most
important single factor responsible for the easier
rates at which money was obtained by the
Government for some years.

THELIMITATIONS OF THE SCHEME

Original Allotment Based on Wrong Cal-
culation.—So far, wehave discussed the merits of
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the scheme and shown how, in fact, it legalized
the status quo. It is now our purpose to point
out a few gaps and defects.

Our first criticism of the scheme is that the
figure 3:66 crores originally arrived at by Sir
Basil Blackett as the annual allotment needed
to pay off the different kinds of debt, amounting
to 805 crores of rupees, in a stipulated number of
years,' was based on some wrong calculation.
The writer is indebted to Prof. Bowley and
Mr. Allen of the London School of Economics
for the calculations which follow :

(i) A debt of 10,00 crores of rupees to be com-
pletely repaid in a period of 80 years, requires an
annual allotment of 4-18 crores of rupees to be in-
vested at compound interest at 4 per cent per an-
num, (ii) If an amount of 5 crores of rupees isan-
nually set aside and invested at 4 per cent com-
pound rate of interest, it will liquidate the same
amount (10,00 crores of rupees) of debt ina period
of 50 years. (It maybe noted that in 1925-26 and
1926-27 the amount allotted under Sir Basil's
scheme was slightly under 5 crores of rupees and
during the last three years, the amount allotted
has been over 5 crores annually.) (iii) But if an

! See pp. 17475,
F.14
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amount of 10 crores (the amount shown as due
to New Delhi) is required to be paid off in 15
years, another of 98 crores (the amount due to
Budget deficits) in 25 years, a third one of 120
crores (due to the War Debt) in 50 years, and the
remaining amount of 578 crores of rupees (pro-
ductive debt dueto railways, etc.) - to be paid off
at the end of 80 years, the annual contribution out
of revenue if invested and re-invested at 5 per cent
compound rate of interest, needed to accumulate
enough to wipe off the different amounts at the
end of different periods named above, would be
only 2'94 crores of rupees. There was therefore
some mistake in arriving at the figure of 3-66
crores as the annual contribution needed. It
may be mentioned in passing that Mr. Jamnadas
Mehta in his opening speech on the debate on
the Debt Position of India,®> did remark that
the annual burden was "amazingly small," if the
figures were properly worked out, but belonging
to the Left in the Chamber as he does, his was
not much more than a voice crying in the
wilderness. On the original basis of the same
calculations, the initial contribution was fixed at
4 crores of rupees plus1/80th of the increase in

! See page 22 for our explanation of the amounts in brackets.
2 |egislative Assembly Proceedings, Vol. V, No. 17, p. 1125,
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the debt over the 1923 debt figure. According
to original calculations, therefore, the amount
annually set apart for sinking fund is greater
than it should be. It may be of interest to
mention in this connection that in 1925 Sir
Basil thought that the unproductive debt would
take some 30 years (over 30 years, as stated
then), to be completely wiped off,' but three
years later he hoped, at the rate at which prog-
ress was being made with the debt reduction

then, for its total extinction in a period of 12
years!?

No Contribution from Borrowing Depart-
ments.—A more important criticism against the
scheme is, that the total allotment towards the
Sinking Fund thus provided for annually is all
met out of the general revenues of the Govern-
ment of India, and not out of the revenues of
the borrowing departments. The total debt of
the Government of India stood at 11,3823
crores on the 31st March 1930. On the same
date, cash, bullion and securities held on Trea-
sury account, stood at 4678 crores. The net
Interest-bearing obligations of the Government

! Legidative Assembly, 17th February 1925, p. 1158.
2 Budget Speech, 1928, para 16.
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therefore came to 10,9145 crores of rupees which
could be classed as follows:

(Incroresof rupees)
(8 COMMERCIAL INVESTMENTS :

(1) Capital advanced to Railways 73190
(ii) Other Commercial Departments 2305
Total ... 75495
() OTHER ADVANCES TO :

(i) Provinces 14245
(i) Indian States and other bOdIeS 1757
Total ... 16002

(0 UNCOVERED INTEREST-BEARING
OBLIGATIONS 17648
COMBINED TOTAL DEBT 109145

The above table shows that the "debt" s
largely an investment

The present scheme of debt-redemption does
not include any provision for the amortization of
advances granted to the provinces, the latter
being left to make their own debt amortization
arrangements. But it should likewise exclude
advances given to the Native States and other
bodies. We suggest that within the amount of
the allotment itself, sinking fund contributions
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should be made from the revenues of the com-
mercial departments on the one hand (heads a
of the table above), and from the ordinary
revenues of the Government of India on the other
(heads b). It is hardly fair that while the
borrowings are made largely for investment in
the commercial departments, the expenses incur-
red in connection with raising loans, and the
sinking fund provision therefor, should be met
out . of general revenues and not out of the
revenues of those departments. It may be men-
tioned in this connection that before 1924-25
certain railway sinking funds were included in
the working expenses of the railways, but since
that year, the practice has been begun of meeting
them out of the general revenues. There is no
doubt that since the separation of the railway
finances from the general finances which was
effected in 1925-26, the general revenues now
receive a regular contribution out of railway
earnings, but there is no use giving with one
hand what is taken back with the other in
a round-about fashion. Discussing the inter-
relation of the railway contribution and the debt
redemption provision, Sir George Schuster said':

! Budget Statement, 1930, para 26.
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“In fact, | think it is, on broad lines, correct to
regard the one as balancing the other, and we
shall arrive at a truer picture of what the Govern-
ment draw from the Railways if we realize that,
in fact, the Government get no profit but apply
practically all that they receive, apart from a
refund of their own interest payments, for the
amortization of their capital." The following
table shows the amounts of sinking fund pro-
vision made out of general revenues, and the
contributions received from the railway earnings
for the relief of the general taxpayer:

(In crores of rupees)

. A Sinking
Net railway contribution to
Yed general revenues allgijrrr]%nt
192526 549 497
1926-27 601 497
1927-28 627 504
1928-29 523 542

Public debt in India being largely a railway
debt, railways should meet the larger part of the
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debt redemption provision though their contribu-
tion to general revenues may have to be reduced.
Then alone will the separation of railway finance
from general finance be logically complete
so far as debt charges are concerned. Such pro-
cedure was commented on with approval by the
Acworth Committee, Reviewing the position of
the Japanese railways under the Act of 1909, the
report stated:: "The whole of the loans issued
for railway purposes ae charged against the
railway account, and the raillways pay over
each year to the National Debt Consolidation
Fund, the money required for interest and sink-
ing fund on these loans"  The lack of such
provision in India is an important omission of
Sir Basil Blackett's Debt Redemption Scheme,
but one which can still be rectified.

Allotment Mostly Attached.—A third fact
which, though valuable in some respects, is a defi-
ciency in the scheme, from our present point of
view, is that a considerable amount of the total
allotment is ' attached,' i.e,, it must be available for
expenditure in connection with certain specified
heads, such as the 5 per cent loans depreciation
funds, the annual instalment in connection with

! Para 86.
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the war contribution and railway annuities, and
sinking funds for certain securities.! The
disadvantage arising out of this position is that
the total amount of money available under the
scheme cannot be freely used for the purpose of
buying up securities in the open market in order
to raise the credit of the Government. " We are
of opinion,"” wrote the Colwyn Committee,? " that
in the disturbed circumstances under which loans
had to be raised during and immediately after
the war period, the attachment of specific sinking
funds (including the depreciation fund) in cer-
tain cases proved to be of distinct advantage
in securing the success of the loans. From the
point of view of the use of the sinking fund in
raising Government credit and facilitating opera-
tions under more settled conditions, we are,
however, inclined tothink that definite attachment
to particular loans tends to be disadvantageous.”
The report states elsewhere: " Nor can it be
foreseen with any certainty that the stock to
which a sinking fund is attached will prove to
be that which over a long period it is most
desirable to support."®> The committee as awhole

! Seep. 192,
2 Report, p. 217.
® Ibid., p. 72.
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was not in favour of any extension of the ear-
marking of the sinking fund to any particular
securities.

In the case of India, however, we find that a
Depreciation Fund was attached to the further
issue of 5 per cent 1945-55 loan in the year
1925-26, while as recently as June 1929, a Depre-
ciation Fund has been instituted in connection
with the 1939-44 |oan.

The allotment wunder any sinking fund
scheme, if it is not already hypothecated, can be
used as a very powerful instrument to raise the
value of securities in the market, a step which
safely paves the way for the issue of Government
loans. " The present state of the market," wrote
the Melbourne correspondent of the Economist?
in referring to the issue of a 5% per cent loan of
£67 million to provide for the conversion of a4%
per cent maturing War Loan, "is largely artificial
owing to the active application of sinking fund
and other artificial moneys since 1st January in
preparation for the conversion." Given a free
allotment for the maintenance of a sinking
fund, the right policy to adopt is to prop up those
securities in the market which are giving the

! Economist, September 5th, 1925,
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highest possible yields, allowing for their market
quotations, and thus to keep a sort of balance
among the market-prices of all securities. There
Is no justification for maintaining one particular
stock above the market level by means of extra
and artificial propping.

There is another important aspect of an
unhypothecated sinking fund allotment. Some-
times the prices of particular securities fall to
unduly low levels in the market. On such
occasions, a considerable amount of the debt can
be written down by buying off securities in
the market at much less than their nominal
value. Thispointisillustrated by the following
table:
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According to the above table, we find
that 366 crores of debt would have been can-
celled by buying securities of that amount in
the market in 1928-29 for 219% crores of rupees.
Actually, of course, such a procedure is never
possible on a large scale, because whenever
a strong buyer enters the market in order to
take advantage of the prices of low-quoted
securities, their prices at once jump. Nor would
such a large amount of money be available to
buy securities at any one time.  But our purpose
is to emphasize the fact that whenever the prices
of securities pass a certain |limit, say 5 per cent
or more, as regards their yield of interest accord-
ing to market quotations, free buying should
be undertaken on behalf of the Debt Redemp-
tion Scheme, even though reborrowing by the
Government for other capital requirements may
be necessitated. " We recommend,” wrote the
Indian Retrenchment Committee in 1922-23
" that the purchases for the sinking funds be
made periodically by open tender."

No Partof Sinking Fund in London.—The
table given in connection with the argument

1p. 238
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raised in the preceding section shows that the
range of prices of Indian securities is lower in
London than at Calcutta. In the schedules of
the prices of rupee and sterling securities given
earlier,' we showed that while the maximum
and minimum prices of 3% per cent rupee
securities rose by 16 points and 13 points re-
spectively, and of 3 per cent rupee securities
by 10 points and 12 points respectively in
1927-28 over their prices in 1923-24, for 3% per
cent and 3 per cent sterling securities, the rise
was only 1 point maximum and 7 points
minimum in the same period. There would
therefore appear to be a special necessity for
keeping a part of the sinking fund allotment
in London for the purpose of buying up India's
sterling securities whenever their prices fall
unduly low. Both Australia and South Africa
maintain branches of their sinking funds in
London for that purpose, and whenever their
loans are advertised, the amount of the fund
which is held in London, and the extent to
which it has been used there in recent times
in order to buy sterling securities, always receive
special mention. " The policy of theNational Debt

! Chapter |1 |, pp. 60 and 61, bottom of tables.
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Commission,” wrote the Economist in 1925, re-
ferring to a New South Wales issue,' "is now
to use a portion of the sinking fund for the
re-purchase of loans on the London market."
The diversion of a part of the sinking fund
allotment from India to London and its use for
buying securities there, will materially assist in
raising the prices of Indian securities in the
London market. Sterling securities thus bought
in London can either be totally cancelled or
resold in India. That a demand for such
securities exists in India is shown by the pur-
chase of such securities worth over 40 lakhs of
rupees, made on behalf of the Bombay Corpora-
tion in the year 1927-28.2

No Cumulative Sinking Fund.—Yet an-
other defect from which the scheme suffers is
that the sinking fund is not cumulative. So
long as the amount set apart annually for sink-
ing fund is not invested and re-invested at a
compound rate of interest, and so long as a
borrowing programme of the Government con-
tinues, the allotment made under the scheme

' December 15th, 1928
2 Administration Report of the Municipal Commissioner for
the City of Bombay for the year 1927-28, p.iii.
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will only mean a contribution out of revenues
to capital expenditure. Such a provision can-
not be of very material assstance in reducing
to any appreciable extent the total amount of
public debt. The Dominion of New Zealand,
the Commonwealth of Australia, and the Union
of South Africa, all keep some sort of cumula-
tive sinking fund for the redemption of their
debts. Under Act No. 50 of 1926, a cumulative
sinking fund has been established in the Union of
South Africa as from April 14, 1927, to which for
a period of 40 years a contribution of £650,000
per annum will be made from revenue; the pro-
ceeds of revenue derived from the mining leases
will aso be used for capital purposes. In refer-
ring to a recent South African loan, the Econo-
mist" pointed out that the accumulated sinking
fund amounted to £14'57 million and in addition,
debt had been extinguished with its help to
the extent of £22 million. In February last, a
part of the £6 million South African Loan issued
in London was taken up by the Trustees of
the South African Sinking Fund.

This is the position in the Dominions. So
far as the United Kingdom is concerned, mauy

Y Initsissuedated October 15th, 1927.
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witnesses appearing before the Committee on
National Debt and Taxation, favoured the idea
of acumulative sinking fund for Great Britain.
Dr. Dalton thought that any sinking fund should
be at least to some extent cumulative.® The
feature stressed in common by most of the
witnesses was that the sinking fund should be
increased by the addition of a part or the whole
of the interest saving on debt redeemed.?

The establishment of a cumulative sinking
fund would appear to be very desirable in India
too. It is to be noted® that Sir Basil Blackett
originally conceived the idea of a cumulative
sinking fund when he referred to the increase
in the annual allotment at the rate of 5 per cent
compound interest. But later in the speech he
abandoned the idea for the sake of simplicity.
What we suggest is that the annual amount of
allotment set apart from revenues under the Debt
Redemption Scheme should be handed over to
an independent body which should be absolutely
free to utilize it either for the purchase and can-
cellation of old securities, or to invest it in the
new loan paper. In any case, a stop should be

! Report, para 991.
2 Para 9%,
3 Seep. 189.
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put to the present practice of utilizing a consi-
derable portion of the amount for capital expen-
diture without payment of any interest thereon.

Use of Interest on Railway Funds.—
The effectiveness of a cumulative sinking fund
in reducing the unproductive debt and assist-
ing the writing-down of the railway capital,
will be considerably enhanced if an alteration
Is introduced in the mode of utilizing the interest
accruing from the investment of the Railway
Depreciation and Reserve Funds. These accu-
mul ative funds started in 1924-25, when the scheme
for the separation of railway from general finance
was sanctioned. A Depreciation Fund was start-
ed, with effect from the 1st April 1924, to provide
for the cost of renewing units of all wasting
assets (with certain  exceptions).” The object
of the Railway Reserve Fund, on the other hand,
was to secure the payment of the annual contri-
bution to general revenues; to provide, if neces-
sary, for arrears of depreciation, and for writing-
down and writing-off capital and to strengthen
the financial position of the railways; and finally,
to provide for temporary borrowings for the

1 Vide Finance and Revenue Accounts of the Government
of India, 1927-28, p. 164.
F.15
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purpose of meeting expenditure for which there
IS no provision or insufficient provision in the
budget revenue estimate!  These funds stood
a 908 crores on the 31st March 1925, and
gradually rose to 3185 crores in 1929. They
are invested on behalf of the railways and the in-
terest accruing from their investment is credited to
the railway revenues. Now, if railway finance
had not been separated from the general finances,
the amounts of these funds, built up out of the
railway revenues, would have gone to swell the
general revenues of the Central Government.
It is the general revenues, therefore, that have
a higher claim on the interest income derived
from the investment of such funds. What we
urge is that these funds should be allowed to
multiply at compound interest, and their annual
interest should not be treated as an incoming
item in the railway revenues. Left to accumulate,
they would gradually yield enough revenue to
meet the annual railway contribution towards
the general revenues and to provide for the rail-
ways' share of the sinking fund allotment. As
we have shown on page 218, the net railway
contribution to general revenues becomes very

L Ibid., p. 165,
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small if we deduct from it the annual debt
redemption allotment, for which the largest
contribution should come out of the railway
revenues. Railways are the biggest and the most
Important national industry in India, involving
an investment of over 700 crores of State
funds aone. They aso enjoy numerous ad-
vantages arising from the State control and
ownership of the industry. An investment
of this magnitude and proportions, even were
it in private hands, would have yielded to
the State an income of several crores of rupees
annually in the form of income and passenger taxes
and other surcharges on the traffic. The Acworth
Committee mentions how, before the -war, the
Prussian Railways were treated by the Parlia-
ment as " the milch-cow of the Treasury,” vyield-
ing a large income, which in some years rose as
high as £20 million.!  The diversion in the
fashion above suggested, of the income earned as
interest from the investment of Railway Reserve
Funds, will ultimately make the position of the
railways financially much stronger, convert them
into a veritable "milch-cow” of the Indian Trea-
~sury, and will effectively assst in writing-down

! Para 82
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considerably the capital invested in the Indian
railways.

Establishment of a National Debt Commis-
sion.—The suggestion contained in the preced-
ing section has only a very remote connection
with the Debt Redemption Scheme of Sir Basil
Blackett, but, if carried out, it could very consi-
derably assgt in writing down the capital invest-
ed in State Railways in India. But half the
difficulties of the Government are due to the fact
that there exists no independent organization that
could take charge of, and administer these sink-
ing, depreciation, reserve, and other miscellaneous
funds in a systematic and scientific fashion. The
establishment in India of a National Debt Com-
mission, or an analogous body with much wider
powers, as is suggested in the last chapter of this
book, would appear to be very desirable, its work
beingto take over thework of debt redemption and
the discharge of certain other functions. In the
United Kingdom there is a National Debt Com-
mission, composed largely of ex-officio members
who receive and apply the old and new sinking
funds, sell and pay life annuities, control
the Local Loans and Irish Land Purchase
Funds and receive and invest the funds of the
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Post Office and Trustee Savings Banks, the
Friendly Societies, and the National Insurance
Commission.! There is a constant flow of money
through the hands of the National Debt Com-
missioners into the stock market for the purchase
of consols and other Government stocks, the
source of the funds being such Government De-
partments as the Currency Note Account, the
Public Trustee, the Official Trustees of Charitable
Funds, the Supreme Court of Judicature, and the
India Office for its Gold Standard and Paper
Currency Reserves. "Together they make one
of the most important groups of customers which
buy Government stocks in regular and large
amounts; and their proceedings have no little
effect on the market therein upon the Stock Ex-
change. The National Debt Commissioners thus
act as a conduit pipe through which money is
constantly running out of the pockets of depositors
in Savings Banks and others, and into those of
dealers in consols and Government stock."

" Acting under the instructions of the Nation-
al Debt Commissioners, and in the light of their
professional skill and knowledge of the stock

! See eg, E. Hilton Young: "The Sysem of National
Finance" pp. 263—65.
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markets, the Government brokers make their pur-
chases gradually and according to the state of the
market. Pursuing the obvious end of getting as
much stock for as little money as possible, they
buy more when the price is low, and less when
the price is high, and always a little at atime, so
as to avoid raising the price of the stock against
themselves by running the market short of sup-
plies. In the appearances of the Government
brokers on the Stock Exchange, and in their pur-
chases there, we e actually at work the process
of maintaining the credit of the nation by the re-
demption of itsdebt. The object of maintaining
its credit isin order that, if ithas to borrow again,
it may be able to do so easily and cheaply."

It may be remarked here that different kinds
of Stocks, such as those directly charged upon
the Consolidated Fund, the Local Loans, or the
Guaranteed Irish Land Stock have their own
arrangements of funds for redemption. Also
“an annual return of the investments so made is
rendered by the National Debt Commissioners
to Parliament."?

In the United Kingdom, the work of the
National Debt Commission is of a restricted

! Ibid., p. 282 2 1bid., p. 265.
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nature. It is concerned mainly with the invest-
ment of departmental and sinking fund moneys
and the purchase of securities in the market on
behalf of those funds. The work connected with
the payment of interest, and the issue of fresh
loans, whether short-term or long-term, is still
done by the Treasury. In Prance they have
gone a step further. Here the Caisse DAmMortiss-
ment, an organization providing sinking funds
for the extinction of short-term and floating debt,
was established by Poincaré's government in
1926. This body has taken entire charge of thein-
terest services and the reimbursement and renewal
of the whole of the National Defence and Treasury
Bonds, with assigned revenues and surpluses, and
is administered by a Board of Directors consist-
ing of 20 members. In the Union of South
Africa, the management of public debt is vested
in the Public Debt Commission which includes
a member of the Railway Board, and another
member appointed by the Governor-General
under the Act of 1911, with the Finance Minister
as Chairman. " Since 1923, the total amount
of interest due by the administration on the
railway and harbour capital, whether the latter

! See eg., Economist (Paris Corredpondent), August 7th, 1926
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was obtained from loans or from general reve-
nues, has been paid direct to the Public Debt
Commissioners, instead of first into the Revenue
Account as was formerly the case."!

Such are the arrangements which other
countries have made for the administration of
their public debts. The examples cited give us
sufficient guidance to determine what should be
the constitution, scope and functions of an Indian
National Debt Commission. We revert to this
question again in the last chapter, where we
propose the setting up of a " Board of National
Investments " which would undertake the func-
tions connected with all the branches of the
public debt These functions would be the issue
of public loans and their conversion, the purchase
and sale of securities in the market, the transfer
of sterling securities to India, the investment of
sinking and other funds, the payment of interest
on the debt, and its discharge. = Whether it is
called a National Debt Commission, or given
the more grandiloquent title of a "Board of
National Investments"; however, the most impor-
tant step it can take will be to split up the whole
of the Indian Public Debt among the railways,

! De Dock: " Finances of the Union of South Africa;' pp. 366-67.
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provinces, native states, harbours, municipal cor-
porations and other borrowing bodies that now
bank with the Government of India, to fix up
periods for the redemption of their debts of
different kinds, to arrange for interest and sink-
ing funds to come from these bodies directly to
its own account and to provide for the extinction
of the unproductive debt out of the general
revenues of the Central Government. The total
amount of money thus received will not be lost—
it will still be available for the capital require-
ments of public bodies. But the step would
mean the co-ordination of all the functions
connected with the administration of the Indian
public debt. The conversion of short-term
maturities is a problem by itself, and India
would do well to follow the example of France,
and to set up an independent body to take care
of early-maturing public debts. In general,
however, only the establishment of an institution
on the lines of the one suggested above will
insure the redemption of India's public debt



CHAPTER YV
THE SMALL INVESTOR

IN the first four chapters we have dealt with
the position of the Indian Public Debt from the
borrowers point of view. Let us now devote
some attention to the problems of the investor.
We shall deal first with the nature, origin and
development of the existing facilities for invest-
ment open to the small investor, and then with
the modifications needed to expand such facili-
ties and make them more effective.

The small investor was once defined by a
contributor to the columns of a leading British
financial paper as " the person who .... is only
‘small' in the sense of being unused to doing
much investing, who is out of touch with the
routine of our great financial institutions, and
has never had . . . the daily spectacle of the in-
side working of that extraordinary contraption,
the British credit system, before his eyes."

238
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The essential characteristic of the small
investor in India is aso that he is not used to
much investing. . For the purpose of our discus-
sion, we define a small investor as one who
utilizes investment facilities of the type now
provided through the Post Office.

Existing Facilities for Small Investor.—
What then are the existing facilities offered by
the Pogt Office for investment? Broadly speak-
ing they are four:

(i) The Pogt Office Savings Banks;

(ii) Post Office Cash Certificates;

(ii1) Occasional issues of regular Govern-
ment loans through the Post Office;

(iv) The purchase, sale and safe custody
on behalf of investors of Government
Paper, by the Accountant-General of
Posts and Telegraphs under certain
conditions laid down by the rules.

The first two facilities are always on offer.
The third was a war and post-war development
and has been discontinued in recent years. The
existence of the last is not very largely known.
Let us now trace the development of each one
of them:



240 THE INDIAN PUBLIC DEBT

POST OFFICE SAVINGS BANKS!

District Savings Banks were started by the
Government in 1870. No depositor was allowed
to deposit more than 500 rupees annually, up to a
maximum holding of 3,000 rupees. Therate of
interest offered was 3£ per cent. In December
1879, the maximum limit of holding was raised to
5,000 rupees and the rate of interest increased to
4% per cent with the result that large savings
were attracted, which, it was alleged, would other-
wise have gone to banks. In 1880, therefore,
the maximum limit was reduced to 3,000 rupees,
and interest on deposits to 3% per cent.

The district savings banks were opened at
all convenient centres; the existing Post Office
Savings Banks were opened in 1882 in every
part of India except the Presidency-towns. The
result of the first year's working was 39,121
depositors with a balance of 2796 lakhs. A
few years later, in 1886, the old district savings
banks were abolished, and their balances were
transferred to the Post Office Savings Banks,
but local Government Savings Banks remained

! For the facts on which this section isbased, see Sir Geoffrey
Clarke's " Story of the Post Officein India."
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in existence in Calcutta, Madras and Bombay
up to 1896.

In 1904, fearing the possibilities arising out
of the " call" nature of the money in these depo-
sits, the Government made an attempt to secure
their conversion into "time" deposits by offering
an extra -| per cent on moneys callable at six
months' notice only. Needless to say, however,
this attempt on the part of the Government to
lock up small deposits by offering the investor an
extra one-third of a penny per month per deposit
of 100 rupees evoked but little response, and the
concession was withdrawn in 1908.

Immediately before the war the maximum
holding limit was raised to 7,500 rupees, the effect
of which has been to encourage the growth of
further deposits in the postal savings banks.
There are now well over twelve thousand of these
banks in India, with over 26 lakhs of depositors
and a total holding of 32:66 crores, representing
an average of 125 rupees per depositor. The rate
of interest offered is 3 per cent per annum, on the
minimum monthly balance, and the depositor can
make withdrawals once a week. A table show-
ing the growth of savings banks deposits, com-
piled from the appendices of Indian Financial
Statements, is given at the end of this section.
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From 1882 to the present time, the Postal
Savings deposits have consistently shown a
steady increase. The aggregate balance to the
credit of the depositors has been greater than in
the previous year except in four instances only.
It fell in 1897-98, then in 1914-15, and again in
1917-18, and lastly in 1921-22. The most im-
portant fall occurred at the outbreak of the war
but was mostly confined to Bombay where depo-
sitors, hearing rumours that the German Govern-
ment had confiscated the deposits in the savings
banks were panic-stricken, and withdrew nearly
nine crores of rupees at one time. The slump
in 1897-98 was due to famine and very high prices.
The explanation for the heavy withdrawals in
1917-18 is to be found in the introduction of
the system of cash certificates and the intensive
propaganda for the first War Loan (1917), and
the consequent diversion of postal savings bank
moneys in those two directions." No explanation
is offered officially for a small fall in the
year 1921-22, the year of the non-cooper-
ation movement, which was also marked by
a slump in prices and trade. It is stated
on high authority that these balances have

! Vide 1918 Budget Statement.
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remained unaffected by the heat of political
controversies.

Let us now make a few comments on the
workingof the Post Office Savings Banks System.
The number of post offices in India is about
20,000, that is to say, 40 times the number of
existing bank offices. The business of the sav-
ings banks is carried on by over twelve thousand
offices. The Post Offices penetrate into the rural
areas and are quite evenly distributed. Once
they became so popular as to attract the attention
of the rural classes, they would form a linked
system of centres for the concentration and mobili-
zation of thesmall savingsof therural community.

Another important thing that attracts atten-
tion in connection with Postal Savings deposits is,
that while their aggregate balance increased from
9:6 crores at the opening of this century to nearly
24 crores of rupeesat the outbreak of the war—or
an increase of nearly 150 per cent in 14 years—
they' have made little progress from 1914 to the
present day, a period of equal length in which
they have increased only by about 9 crores of rupees
or 40 per cent. Another point to be noticed isthat
the average amount of each deposit has, on the
whole, in spite of occasional fluctuations, remain-
ed moreor less unchanged, it being 122 rupees in



244 THE INDIAN PUBLIC DEBT

1900 and 125 rupees in the year 1927-28.' It is
Interesting to observe, however, that whilethenum-
ber of depositors in the first 14 years of this cen-
tury increased, very roughly, by over eight lakhs,
in the second 14 years the increase was about
ten lakhs. This shows in other words that the
Postal Savings Bank institution is becoming
popular with an increasing number of small
investors who tend to keep down the average
of each depositor to a low figure. It is sug-
gested here, therefore, that improvement in the
existing facilities to the small investor in several
directions is the remedy so that he may be en-
couraged to leave larger balances with the Post
Office.

The distinction should be frankly made be-
tween the case of Post Offices at places where there
are bank branches, and where there are none. In
the latter cases, on all deposits of 100 rupees and
over, the rate of interest should be increased to 4
per cent, and on fixed deposits of over 100 rupees
made for 6 months and over, to 4% per cent
Even in towns where banking facilities exist, the

! According to the latest figures (1928-29) which became
available to the present writer after this chapter had been written,
the number of accounts fell by about 6 lakhs and the average of
€ach deposit rose to Rs. 170 in the year 1928-29.
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rate should be increased to 3¥z per cent on all de-
posits of 100 rupeesand over. T he above proposals
would provide a stimulus to the very small depo-
sitor to bring up his minimum balance to the
level of a hundred rupees and rapidly encourage
the growth of postal deposits in districts not
served by bank branches. " We think," says the
Report of the Liberal Industrial Enquiry, "that
the Board should pay special attention to the
provision of Bonds of a type suitable to the small
investor, and that in this connection the Post
Office Savings Bank should be reorganized on
terms more favourable to the depositor; for we
believe the Post Office Savings System is capable
of great expansion if the terms are improved and
popularized."” On an earlier page, the Report
affirms that, "the Savings Bank could afford to
pay 3%z per cent to its depositors instead of 2¥2per
cent"? The same remarks apply with even
greater forceto I ndian conditions where banking
is still in a very undeveloped form, the
rate of interest in the rural areas high, and the
need of public borrowing so great. There is a
general tendency in other countries, to liberalize
thefacilitiestothesmall investor provided through

- " Britain's Industrial Future” p. 112
2 |bid,, p. 106.
P.16 :
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the Post Office Savings Banks, Only justrecently
there have been extensions in the facilities pro-
vided in Great Britain; eg., in respect of facilities
of withdrawal, or in the removal of the prohibition
against a depositor having more than one Savings
Bank Account in favour of beneficiaries! In
Britain aso, the depositor may effect the with-
drawal at any of the 14,000 offices which trans-
act Savings Bank business.?

Need for Postal Cheque System.—Al-
though the Committee that enquired into
the possibility of the introduction of a Posta
Cheque System in Great Britain (1928) did not
favour its adoption for that country in view of
the highly developed banking system there,
aiany Continental countries, including Germany,
France, Austria, Belgium, Holland, Czecho-
slovakia, Switzerland, Hungary, Yugo-Slavia,
Italy and Denmark have developed a postal
cheque system, which, in most cases is working
at a profit* The introduction of a full-fledged

! Seeeg, Times, November 23rd, 1929,

2 Somewhat similar suggestions for the remittance of money
have been recommended by the U. P. Banking Enquiry Committee
(August 1930).

% Vide Cmd. 3151,1928.
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system of Postal Cheques may be a premature
step in Indiatoo,! although for different reasons,
but we suggest a much simpler course for adop-
tion that would very largely succeed in achieving
the same object. While the ordinary system of
withdrawing money from the Savings Bank
should continue for those who use the Bank as a
real saving institution and do not want to be
bothered by around-about system of withdrawing
money, it would be advantageous for the post
office to issue deposit receipts, a kind of crossed
warrants® for convenient amounts to each
depositor to the extent of his full bank balance for
anominal payment, receipts which the depositor
may pass on to others to whom he has to make
payments. These crossed warrants would soon
become a sort of paper currency, and their use by
the post office savings bank depositors would
serve to bring the non-users into the postal
savings system. The experiment could first be
tried in particular areas, to be extended later.
Depositors would then begin to keep larger
balances with the bank, there would be saving

! The U.P. Banking Enquiry Committee has recommended
that Pog Office cheque accounts may be tried in places where
modern banking facilities do not exist.

2 Which arein Britain already in limited use
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in the use of metallic currency, and a larger
number of persons would become familiarized
with banking habits,

A final comment remains to be made in con-
nection with the risk to which the savings bank
system is liable, and the possible dangers to the
Government, in holding such large amounts of
money at call. It is rather regrettablethat in two
respects people on the Bombay side have abused
the system. In the first place, on all occasions
of crises they have exhibited the greatest
nervousness, and hurriedly withdrawn their
money from the post offices, and secondly, the
institution has been used as a convenient instru-
ment for keeping large amounts of money
readily available at call—not only by one person
in his own name, but by the control of more than
one account by one individual, who can thereby
call large amounts of money from a single post
office. Sir Geoffrey Clarke, the late Director-
General of Posts and Telegraphs,' narrates
several such cass in which embarrassment has
been caused to the postal savings bank authori-
ties. " There isreason to believe," he has written,
“that a number of wealthy persons belonging to

1 In his interesting book " The Story of the Indian Post
Office"
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the commercial class use the Postal Savings
Bank in Bombay as a convenient place to deposit
money. The rule which permits a depositor to
have accounts on his behalf or on behalf of any
minor of whom he happens to be the guardian,
has opened a way to great abuse of the system.”
In times of crises, he states, the accounts in respect
of all theseimaginary relativesthreatentobewith-
drawn. One depositor at Dharwar was author-
Ized to operate on 83 accounts, with a balance of
nearly 30,000 rupees, and he could have con-
trolled a much larger balance if he had cared to.
Another depositor in Bijapore controlled 42
accounts, a third at Surat 30, and another at
Karwar 19. Such persons are really in a sense
speculators and a danger to the savings bank
system. Their deposits, according to Sir Geoffrey
Clarke, represent a very high percentage of the
total deposits in India, so that the action of any
strong body of depositorsin Bombay has a very
serious effect on the aggregate balance of all the
savings banksin India. When the Government
was thus embarrassed by the postal depositors
at the outbreak of the war, it had to negotiate
two short-term loansin the London market, one
of £7 million from the Gold Standard Reserve,
and the other of £4 million by means of the issue
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of India Bills,.in order to be able to retain funds
o India, sufficient to pay depositors their money:

on demand.
THE: PRQGRESS;QF*SAVINGS; BANKSIIN’ INDILAY
1899—1929

Amount .
No. of | No. of ac- |depositedl Nt?f)naéd?cl;
Y ear P. 0. countsin iNS | Average of denodits

Savings P.O. Banks |each deposit ?ﬁR
Banks | S, Banks | (in Rs. (Iakhs'

crores) 9)

1899-1900 6,479 785,729 oe4 12277 21.84
1900-01 6,636 816,651 1004 122-98 39.68
1901-02 7,053 866,693 10.68 123.25 63.88

1903-04 7,372 987,635 1233 124-88 91.21
1904-05 7,855 1,058,813 1340 126.62 107.32
1905-06 8071 1,115,578 1399 130.83 58.56
1906-07 8,049 1,140,220 1476 133.99 77-43
1907-08 8,328 1,262,763 1518 120-22 41-44
1908-09 8501 1,318,632 1523 11553 5.27
1909-10 8,767 1,378,916 15-86 11507 63.30
1910-11 8,929 1,430,451 1691 118.28 105.16
1911-12 9,502 1,500,834 18-89 125092 197.97
1912-13 9,460 1,566,860 2061 13155 171.29
1913-14 9,824 1,638,725 23-16 141.38 255.60
1914-15 10,161 1,644,074 14-89 90.58 -827.49
1915-16 10,386 1,660,424 15.32 61.94 42-89
1916-17 10,421 1,647,419 16.59 100-73 127.40
1917-18 ' 10975 1,637,600 1658 101.27 —1-06
1918-19 10,587 1,677,407 1882 112-22 22308
1919-20 10,670 1,760,442 2134 121.26 252.39
1920-21 10,713 1,877,957 22.86 121.73 151.37
1921-22 10,758 1,958,324 22.26 113-68 -5996
1922-23 10,730 2,043,502 2319 11352 93.73
1923-24 10,535 2,089,314 2478 us'64 158-84

1924-25 10,727 2,164,473 2563 11845 85.11
1925-26 11,162 2,317,390 27.23 17%50 15919
1926-27 11,994 2,518,142 2950 117-19 227.74
1927-28 12,326 2,606,071 32.66 125-34 31578
1928-29 12,684 2,020,832 34.49 170-67 182.39

1 Compiled from the Appendices of Einancial Statements,
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THE POSTAL CASH CERTIFICATE
SYSTEM

While the postal savings bank system has
played in the past quite an important part in
providing aconvenient institution for the small
savings of the community, the recently introduced
Cash Certificate systemislikely to assume an even
more important r6le in the future in providing
funds for the State. What the former achieved
in 48 years, the latter has accomplished within a
space of 13 years. It is to be recalled that the
first attempt to popularize an investment system
of a similar nature was made in 1882, almost
simultaneously with theintroduction of the postal
savings banks, when what were known as " stock
certificates " or" stock-notes" were issued through
the Treasuries in denominations of 12%, 25, 50 and
100 rupees, bearing 4 per cent interest, payable
annually. While the postal scheme won through,
the Treasury experiment was a failure. Apart
from the greater popularity of the post office as a
people's institution, an essential difference be-
tween the postal and treasury systems was, that
while one kept the money on demand, the other
attempted to lock up the savings of the small
investor indefinitely. Insix years, the total amount
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of money invested through the Treasury plan
amounted to 16 lakhs of rupees, as contrasted
with nearly 28 lakhs in the Postal Savings Banks
at the end of the first year. "The stock-note
scheme of 1882 proved a complete failure owing
largely to the fact that subsequent depreciation
of Government Paper rendered these notes trans-
ferable only at a loss. Moreover, the interest
payments were necessarily very small and accru-
ed yearly." The main fault that wrecked the
stock-note experiment of the early eighties,
however, was that it "was in effect merely an
attempt to apply the conditions of an ordinary
irredeemable loan to very small subscriptions."'
The practice was discontinued in 1888, and the
holders of 100 rupees or less were paid off in that
year. As we shall see later, more recent
attempts to popularize the regular forms of
government loans through the post office have
likewise not had any great success, and the
practice has once more been discontinued.

Far different, however, has been the experi-
encewith cash certificates. Cash Certificatesin I n-
dia are the counterpart of what are known as
Savings Certificatesin England, Obligation Bonds

! Financial Statement, 1917, paras 87 and 90,
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in France, Thrift and War Savings Stamps and
War Savings Certificates in the United States
of America. In India, the institution of postal
cash certificates has been one of the most re-
markable developments of war and post-war
financial conditions. Originally instituted by Sir
William Meyer in 1917, following the example of
the war savings certificates introduced in Great
Britain ayear earlier, these certificates, after sur-
viving the first shock of maturity about the year
1922, have shown steady improvement during
the last few years. In fact, from 3:13 crores
of rupees in 1923, they have risen to 35 crores in
seven years. Their accumulated interest liability
amounts to over seven crores of rupees. They have
thus yielded about five crores of rupees net annu-
ally, a larger amount than before the war could
be raised yearly by the Government of India
with the help of its whole loan organization.
With a large population scattered over nearly
700,000 cities, towns and villages, saving through
postal institutions has more potentialities in India
than any other immediately practical method.

Oraganization for Pushing Savings.—
In Great Britain, the sum raised through sav-
ings certificates has gradually amounted to
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nearly £500,000,000 in just over a dozen years.
For some time past, their sale has amounted to
about a million per week. In fact, in Great
Britain, a most remarkable saving organization
has been developed. The work of organiz-
ing the movement and extending its sphere
of usefulness is entrusted to an independent
National Savings Committee that starts new
Savings Associations, forms Local Committees,
convenes regional conferences, holds a Na-
tional Savings Assembly, invites eminent speak-
es to help the movement, frames new savings
schemes, keeps in touch with employers and
others likely to make use of new proposals, and
co-operates with related bodies in fostering thrift
movements, submitting annually a report to the
Treasury giving an account of its activities.
Many private institutions have branches of the
National Savings Association which exist to en-
courage the sale of savings certificates. The
number of such savings associations in Britain was
reported to be 28,174 on the 3lst March 1929.
Various schemes have been devised whereby such
certificates are purchased by subscriptions raised
from the contributions of both employer and the

! Vide National Savings Committee Report for 1928-29,
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employee for the benefit of the latter. In fact, in
popularizing the movement among the poorer
classes, the plea has been put forward by the
wealthier classes that they themselves cannot save
much owing to high taxation and the loss of pro-
fits in basic industries; the great mass of people
should, therefore, patronize the National Savings
Certificate movement, and thus relieve the money
market from government borrowings.

Below we give a comparative table of issues
and discharges of savings certificates in Eng-
land and cash certificates in India, for a number
of years:
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The table shows that while the percentage of
discharges to new issues in England has ranged
between 70 and 124 since 1923 (in the last
three years discharges having been distinctly
greater than the new issues), the same ratio
in India has been 34 per cent at its highest
and 18 per cent at its lowest between 1923 and
1928, and rose to 67 per cent in 1928-29 and to
62 per cent in 1929-30 for special reasons that
we shall presently explain. There is no doubt
that in the first few years of their flotation there
were heavy withdrawals of cash certificates in
our country. It is well known that many
people subscribed to Government loans under
official pressure. "It would seem,” said Lord
(then Sir James) Meston in explaining the heavy
discharges of those certificates in his budget
speech of 1919, " that in the operations of the first
War Loan, the zeal of the canvassers occasionally
outran their discretion, with the result that in
some years, those who took up certificates presented
them not long afterwards for encashment in con-
siderable quantities. Apart, however, from this,
it is not unnatural that in a year of scarcity, some
proportion of those having their funds invested
in this way, should have found it convenient to
realizethem. Thepresentindicationsare, that the
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weaker holders are in process of being eliminated;
while, therefore, we estimate that in the coming
year the receipts and payments will balance
each other, we can hope that gradually, the
‘merits of the cash certificates as a form of invest-
ment for the small man will be more and more
generally appreciated.” Lord Meston's hopes did
‘not begin to be fulfilled until three years later.
In the circumstances, it is not surprising that the
postal cash certificates did not receive afair trial
during the first few years. The times, moreover,
were not very propitious for the growth of this
‘novel experiment, because another equally impor-
tant, if not actually more important, reform was
being pushed through, namely, that of populariz-
ing currency-notes amongst an illiterate and
ignorant population. A view quite liable to
take hold of the masses was that the Government
was becoming bankrupt; it was issuing paper
‘money instead of metallic money; and to post-
pone its bankruptcy, it wanted loans from the
people. Distrust of the Government Paper was
SO great at certain places, that at times it be-
.came very heavily depreciated. Sir James Brun-
yate of the Finance and Currency Department
of the Government of India said before the
Babington-Smith Committee of 1919 that " having
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heard that some of these loans were being bought
up at a considerable discount, as much as 70
or 75 rupees, the ordinary market value in
Bombay being considerably nearer par, we told
the district authorities that we would be prepared
to redeem them before their time and pay out
in rupees.” No tenders, however, were made
except one in the Central Provinces.

It was in these circumstances that cash
certificates were discharged in considerable
guantities. If the infant cash certificate sys
tem weakened very much in its early infancy—it
gradually diminished from the 9 crores to which
it grew within the first year of its birth, to
a little over 3 crores of rupees in 1923—it
has shown more than ordinary vigour since it
has stood upon its own legs. As shown by the
figures just quoted, the Indian small investor
in Postal Cash Certificates since 1923 has shown
a remarkable capacity to hold on for the full
term of five years.

The terms of issue of Indian Cash Certi-
ficates are as follows: They are issued in
denominations of 10, 20, 50, 100, 500 and
1,000 rupees, at a discount: the issue-prices of
the above amounts are respectively 7-8, 15,
37-8, 75, 375 and 750 rupees, the full
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denominational amount being repayable at the
expiry of five years which works out at 6 per
cent compound interest The investor, how-
ever, has the option of demanding his money
at any time, without any interest at all during
the first 12 months, but at a progressive
rate of interest afterwards, rising from 4 per
cent a the end of the first year, to about
6 per cent in the fifth year. An individual
can hold these certificates to the maximum
nominal value of 10,000 rupees. They are
tax-exempt. Originally they were issued at 77Y2
per cent, in 1923 their yiel d was made more attrac-
tive and they were issued at 75; the old rate of
77% per cent was restored in April 1926, and in
July 1927 the yield was further reduced by
raising the issue price to 80 per cent In July
1929, the issue price was again reduced to
77% per cent With effect from September 15th,
1930, they have been ordered to be issued at 75,
thusrestoring their yield to 6 per cent

Attractive Form of Investment.—These
certificates are now an attractive form of invest-
ment to the middle-classes and present a combi-
nation of features not available in any other form:
of banking, industrial or government investment
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"Safety first” being the dominant consideration
in the mind of the small investor, it is only
natural that this form of investment, secured by
the State, should be to him distinctly preferable
to either a fixed deposit in a shaky bank, or te
locking up money in industrial securities of an
uncertain or problematical character regarding
which he has little expert knowledge. Nor
would he care even if he had a large enough
sum, to lock up his funds in a long-dated
government loan, however attractive, for fear of
not being able to get the money at a time when
he required it, possibly for the marriage of his
daughter, or a house-lease, or for some kindred
purpose, for which he had been laying by all
this amount of money. Regular government
loans, moreover, come and go (once a year), in
most cases unknown to the small investor. The
yield on them may be sometimes more attractive
than that on the cash certificates, but he does
not understand the significance of discounts,
premiums, or conversion terms. He attaches
more importance to the facility with which he can
at any time make an investment through the
post office, and the rapidity with which he can
transform his securities so obtained into liquid
funds through the same institution. These are
F.I7
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the reasons why the cash certificates are popular
everywhere, and why they are so fairly evenly
distributed among investors in different provin-
0es (see table below), and not largely confined,
as are the holdings of regular government loans,
to the commercially advanced provinces.

STATEMENT SHOWING THE AMOUNTS OF 5YEAR CASH
CERTIFICATES OUTSTANDING ON THE 31ST DECEMBER
1929, IN THE DIFFERENT POSTAL CIRCLES"*

(In crores of rupees)

_ Amount of principal
Names of Postal Circles outstanding on 31st
December 1929

Bengal and Assam ... 6-39
Bihar and Orissa ... 136
Bombay ... 1050
Central ... e 240
Sind and Baluchistan 1.49
Pun]ab and N.'W. F. 1) 4'55
The United Provinces ot 508
Madras ... 206
Burma ... it .59
TOTAL IN DECEMBER 199 3447
I 1928 32.15
119N m K).m

But does the small investor regard the
encashable character of these certificates on

! From the Gazette of India, March 15th, 1930, p. 448.
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demand as an indispensable price for his in-
vestment? Has he shown any relaxation in that
respect? The investor in India, however small,
is certainly wealthier than the average man of
the poorer classes. It will not perhaps be dis-
puted that the Indian mentality underlying
money-lending favours, within limits, the locking-
up of money for certain periods, on the strength
of the prospect of getting a large amount of
money as interest in one sum. The existing
term of limitation on land mortgages is 12 years.
Even on unsecured debts by means of ordinary
promissory notes, the term is three years. These
terms of limitation at least show the way the
wind blows, namely, that one who saves in India
in order to invest money, saves it for some
time, and when once he parts with it, he is
prepared to take the risk arising from the fact
that he will not be able to get his money till after
a few years. One more proof of this contention
iIs to be found in the fact that, in the post-war
period, the Cash Certificates in India, as in Eng-
land, have grown at the expense of Savings Bank
deposits. The war and post-war period has been
a period of expansion and growth in the creation
of capital in India. Banking deposits andjoint
stock capital have considerably increased. Why
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then should not the postal savings bank deposits
have kept pace during this period, with even
their pre-war rate of increase? Why did they
increase by only 40 per cent in the 14 years of
war and post-war period, whereas they had
developed by 150 per cent in the first 14 years of
this century? It shows, if anything, that the
small investor has learnt to make a distinction
between a current deposit in a Savings Bank
and an investment in Cash Certificates, with
a preference for the latter, and that he distinctly
appears to be prepared to part with his money
for some time to come. The latter conclusion
Is particularly borne out by the tenacity with
which he has held on to his certificates for
the full term for some years during the past
decade.

Issue of Cash Bonds Recommended.—
It is our view that the time has surely come
when, in addition to the existing Certificates
which are encashable on demand, fresh Cash
Bonds of ten and fifteen years' maturity, not
redeemable within the first five and ten years
respectively, should be issued, with 5 and 10
per cent premiums attached to them if they are
held for the full term of maturity. The existing
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holders of 35 crores of rupees in Cash Certificates
also might begiven an opportunity to convert their
existing holdings into new Cash Bonds to which
attractive premiums, it is proposed, should be
attached. Any conversions so effected would
reduce the demand liabilities of the government,
and increase their time liability correspondingly,
France has tried successfully Obligation Bonds
and "Obligations de la defense Nationale" certi-
ficates, which are differently redeemable, at the
option of the holder, at the end of six or eighteen
months, at an increasing premium if held till
maturity, ; InEngland, too, the one policy that
the Treasury has consistently adopted is the
continued provision of such options to the holder
of the savings certificates as will enable him
to keep that money in the existing form for as
long as he may care to do so. He has also been
given the further option of converting his
holding into a longer-term loan. According to
the decision of the Treasury arrived at in 1926,
the holders of the first batch of Savings

! The Central Bank of India has recently issued its 3-year Cash
Certificates, allowing a low rate of interest if cashed in 6 months
and a progressively higher rate if held till maturity.

2 On the recommendation of the Committee on the Maturity
of Savings Certificates. Cmd., 2610, 1926.
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Certificates issued between 1916 and 1922 can
continue to hold them at least up to 1932 (some
people thus being enabled to hold for a period
of 16 years). But "hanoz Delhi dur ust" (Delhi
is still far away), and there is nothing to prevent
the British Treasury from appointing another
committee in the meantime to suggest how the
period of such Savings Certificates can be further
prolonged. As early as the year 1919, in Great
Britain, the period for which certificates might
be held was extended to ten years. In Indiatoo,
certain issues of cash certificates have been
allowed to be held for another term of five years.
But what we advocate is the extension of the sys-
tem of what might be called "deferred investment"
by the issue of 10- and 15-year certificates. " We
think," wrote the committee above referred to, "that
ultimately the aim of the movement must be to
direct the attention of the small saver to longer-
term investment, by which alone the maximum
yield on his savings can be realized, and we sug-
gest that the new conversion security, while con-
nected with the Savings Movement, should ap-
proach in some degree to the more normal type of
security appropriate to longer-term investment,
and that it should be in a sense intermediate in
form between the more normal type of security
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and Savings Certificates"* The longer-term
certificates, called Cash Bonds, the introduction of
which we have suggested, would fulfil all the
above requirements besides being specially suited
to Indian conditions. That such longer-term cer-
tificates are bound to be a success is amply
demonstrated by the popularity of the short-term
bonds issued by the Government in the war and
post-war period.

Desirability of Conversion Facilities.—In
addition to the issue of what we have called Cash
Bonds, carryinga cumulative rate of interest, faci-
lities should be permanently provided for the
conversion of existing certificatesinto the 5 per cent
or any other long-term loans, with freedom to the
new bond-holders to demand redemption at six
months' notice under certain conditions. Within
moderate limits even the Cash Certificate-holder
should be allowed to use his new acquisition as
a credit-instrument, to provide himself with funds
temporarily through a bank if need be? Fol-
lowing the example of Britain, the terms of cash

Y Ibid., p. 9.

! The U.P. Banking Committee has recommended that up to
a maximum limit in any case Cash Certificates should be made
negotiable.
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certificates of all issues should be made without
distinction ten years instead of five, with the pay-
ment of Y2 anna per month as interest on each cer-
tificate of 10 rupees after the latter has run its
usual course.

Rural Certificates—For those who have
grown familiar with the system we have advocated
the adoption of a bolder policy of issuing longer-
term certificates not repayable in the first few
years but carrying mortgage rights—though
without the sacrifice of any of the other existing
facilities—and favoured the gradual raising of
the maximum individual holding up to 40,000
rupees, this being the minimum which vyields
roughly the minimum taxable income as interest.!
Al this should be subject to the proviso that not
more than 5,000 rupees would be allowed to be
withdrawn in any one year. But for the purpose
of bringing in that class which has so far avoided
the system as a dangerous net intended for the
entanglement of the unwary, we favour the intro-
duction of Rural Certificates, which might carry
the further privilege of acceptance at Treasuries

! Thisis by no means unprecedented; in Australia the maxi-
mum individual holdingis £ 1,000. Nor need all of the holding be
tax-free.
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in payment of taxes. A more handsome rate
of interest should be allowed on them in order
to make them sufficiently attractive even from
the yield point of view to the very small and
suspicious investor. Theindividual holding, how-
ever, should remain only at the figure of 200
rupees, to be reached, say, in aperiod of four
years. It would perhaps be better if they were
issued at 6 per cent for a period of 12 years, during
which a sum at that rate would automatically
double itself. At a low rate of interest, this
practice could gradually develop into a kind of
annuities system. It is a fact of much relevance
here, though not generally known, that England
in the more primitive days of her debt develop-
ment, adopted the practice of issuing Exchequer
Bills in denominations of £10 and £5 which
served as a medium of circulation, were negoti-
able, and passed current by endorsement, bore
interest, were receivable by the government in
payment of all taxes except |and tax, and could be
re-issued. Interest lapsed only during the time
they remained in the Treasury, and they were
exchangeable for ready money on demand at the
Bank of England. The Bank was allowed 4|
per cent per annum commission for circulating
such issues, while the amount of the issue was
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regulated by raising or lowering the denomina-
tions of the Bills.*

In the rural communities of India, we
have today a population nhot so very different
in its prejudices and conservatism from that of
England a few centuries ago, and we have con-
fidence in advocating for them the introduction
of what may be called " rural certificates"
carrying the privilege of acceptance at Trea-
suries in payment of taxes, and of re-issue under
certain conditions. This again is not without
modern precedent. The 5 per cent War Loan
in England can be tendered in payment of Death
and Inheritance Duties, and in France aso ca-
tain government issues carry the same privilege.

Frequent Changes in Rateof Bonus Un-
desirable—Beforewe bring to aclose our remarks
with regard to Cash Certificates, aprotest must be
registered against the frequency with which
alterations are made in the rates at which the
existing Cash Certificates are issued. The rate
of yield on them was decreased once in 1926 and
again in the following year. Now it is perfectly
clear that the movement isin a nascent stage, and
it is highly undesirable that rates should be

L Fisk : " English Public Finance, " p. 99.



THE SMALL INVESTOR 271

frequently tampered with. Various reasons may
be assigned for such changes, however, which
may be considered here.

One argument is, that the rate of interest at
which the new borrowings of the government
take place has gone down. Is the argument
really tenable? The 1929 Ilong-term rupee
loan gave an effective yield of 5459 per cent,
the cash certificate rate then was 4% per cent.
In the year 1930, 6 per cent Bonds repayable in
1933—36 have been issued, the cash certificate
rate at the time was 54 per cent. Ratesfor sterling
loans, as we have shown elsewhere, are still
higher. Are these rates not definitely higher
than 5 per cent? Why then should only 4%
or 5% per cent interest be allowed on the savings
of the small investor who employs Cash Certi-
ficates as hismedium?

"The essence of the scheme,” according to
the Controller of Currency, "is that the amounts
lent to the government are repaid after five years
with a bonus calculated to yield compound interest
at a rate somewhat higher than the current rate
of government borrowings in India, When

! Referring to Cash Certificatesin his Annual Report on the
Currency Operations of the Government of India, for the year
1923-24,
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the essence of the scheme, as the Controller of
Currency would call it, was departed from
by making two heavy reductions in the rate of
interest in consecutive years, itisnot at all sur-
prising that the total issues of such certificates
distinctly fell in the two years 1927-28 and
1928-29 from the summit they had reached in
1925-26."  "The decrease in the receipts in the
last two years," wrote the Controller of Currency
in his Report for 1928-29,% "was due to the
reduction in the yield on the 1¢ July 1927, from
5i per cent free of tax to 4% per cent free of tax."
This is certainly not enough to pay the small
investor a rate a little higher than the one at
which the government borrows fresh loans.
We would argue strongly that the small investor

1 Cash Certificate Issues, 1925—30 :

(Rs. crores)
1925-26 955
1926-27 753
1927-28 609
1928-29 4.91
192930 715

The increase in the year 192930 is due to the restoration
of the rate of interest on Cash Certificates to 5% per cent snce
July 1929. As we go to press a Finance Department notification
announces a further increase in the rate of interest on cash cer-
tificates to 6 per cent with effect from September 15th, 1930.

2 Para 33 relating to the transactions in connection with
Pog Office Cash Certificates.
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in cash certificates should be allowed at least
as high arate as the highest which the govern-
ment is at present paying on any other existing
loans. The small investor is entitled to receive
from the Treasury the same rate as that being
paid to the big investor. The present position
is, that up to 1936 the Government of India
will continue to pay 6 per cent compound interest
on certain loans ; up to 1955, 5 per cent and up
to 1970, 4 per cent This takes into account
only the loans raised by the central government,
without considering the 6% per cent and 6 per cent
loans raised by the provinces and the municipal
corporations, or the recent sterling issues of the
Government of India on which the flat and
the redemption rate works out at more than
5 per cent, sometimes even up to about 7 per cent-
It does not therefore appear to be fair that up to
1955 (the final date of repayment of the 5 per cent
long-term loan), the cash certificate-holder should
be paid anything less than 5 per cent compound
interest The actual yields on the regular short-
and long-term 5, 4% and 4 per cent loans are
‘much higher, as these have been issued at dis-
counts which make them very attractive. It is
on similar considerations that we have suggest-
ed above the grant of 5 and 10 per cent
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premiums to the holder of cash certificates, if
he agrees to forego the right of withdrawing
money for the next ten and fifteen years respec-
tively. The object is to extend the system of
"Deferred Investment."

Rate of Interest Ought to be Revised-'—
There is yet another aspect from which the
guestion of the rate of interest allowed on cash
certificates may be considered. What is the
rate at which the Government of India lends
money to its various constituents: the Provinces,
the Native States, the Municipal Corporations,
and others? If it is 5 per cent, then let the
government grant to its youngest and promising
financial child the rate which it charges others,
without deducting any middlemen’'s commission.
Sir George Schuster stated in his Budget Speech
in 19297 that the rate of interest paid by the
commercial departments was 543 per cent in

! This chapter was written early in 1929 when the rate of bonus
on cash certificates was 42 per cent. The lagt two increases in the
rate, one in July 1929, and another in September 1930, following the
issue of direct loans at a higher rate, have anticipated our argu-
ment. That, however, proves that the Government has shown a
tendency to treat the cash certificate sysem as a subordinate branch
of the Government's direct borrowing operations, and not to
develop it on independent lines.

? Para 11
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1926-27, and 538 per cent in 1927-28, and wes
expected to be 532 per cent for 1929-30. Thus
a higher rate than 5% per cent could in fairness
be allowed to cash certificate-holders. Even on
Provident Funds mostly belonging to higher
services, the rate of interest allowed is 5 per cent."

And finally, there are numerous provincial
and local bodies that are carrying debts at a
higher rate than the 5 per cent compound rate of
interest. They would be only too glad if they
could get money for the conversion of those loans
even at 5 per cent. It appears hardly reasonable
that on the one hand, the provincial and local
bodies’ should continue to pay 6 or 6% per cent
compound interest on their existing obligations,
and the Central Government should borrow in
England at over 6 per cent, while on the other
hand the latter should neglect to use resour-
ces which may yield larger amounts, if only

! Seep. 203

2 According to the 1927-28 Report of the Municipal Commis-
soner for the City of Bombay (page 96), loans of the Corporation
amounting to8%crores bear interest between 5% and 6% per cent.
According to the Stock Exchange Year Book for 1930 (page 2266),
Calcutta Port Trust Debentures repayable in 1931-51 bear 7 per cent
rate of interest.  Also several Improvement Trust Loans of Calcutta
bear 6 and 6 Y per cent rate of interest (Stock Exchange Year
Book, 1930, p. 2265).
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a moderately high rate of interest is main-
tained in order to tap them. The neglect of these
resources is the more indefensible as the Govern-
ment of India has to renew in the next seven
years a debt of over 200 crores of rupeesin addi-
tion to its requirements for financing its year-to-
year programme of new capital. And it must be
mentioned in passing, that the rate of interest on
the best capital issues in London has not yet
(May 1930) fallen below 5 per cent.

Objections to Higher Yield Certificates
Answered.—A frequent complaint of course
against the issue of cash certificates at a high
rate of yield is that they compete with bank de-
posits.” It must be acknowledged, in all fairness,
that in certain casss a banker must find it
difficult to compete successfully with the cash
certificate rate.  But the question must be looked
at as a whole. The government annually re-
quires, let us say, 40 crores of rupees. The larger
the amount that it can raise by means of cash
certificates, savings banks, and provident funds,
the smaller is the balance for which it will be
required to go to the open money market. Which

! E.g. Budget Statement, 1926-27, para 39.
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is the greater evil ? To raise money by means
of cash certificates and other indirect methods
which may, to a certain extent, tap sources which
can never be available to a private banker, or to
disturb the money market by alargeloan? Few
people will dispute the advantage of the disconti-
nuance of the practice of making annual borrow-
ings in the open money market if the needs of
the government can be otherwise met.

It is asound principle of public finance that
popular loans ought to be few, and yet we find
that the Government of India is an annual open
market borrower. For three years from 1925 to
1928 the borrowing operationsin the open money
market mostly consisted of conversions. The
Government took very little new money from the
money market, and satisfied its needs from other
sources, the loan debt standing at 370 crores
in 1925 and at 372 crores in March 1928. The
result was that the bank discount rate during this
interval did not rise above 7 per cent, a fact in
which the Finance Member took a legitimate
and pardonable pride in his Budget Speech of
1928. On the other hand, intheperiod before and
after this interval, the discount rate has been
up to a much higher figure when the money

market has been disturbed by the withdrawal
F.18
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of money on government account. We shall
revert to the subject again at a later stage. Suf-
fice it to say for our present argument that, grant-
ing the fact that the government takes a certain
amount of money annually, it is much better that
it should take it from a much wider area, even at
a higher rate of interest, than that it should have
to take it from ahandful of bankers and business-
men on whose funds:there are so many calls,
and who in the present circumstances of the
government's continuous annual borrowings be-
gin tolook forward to the appearance of such
investments, and may even sometimes become a
l[ittle unmindful of trade interests.

A third point raised against cash certificates
Is, that they are a tax-exempt form of security.
But while one may believe that government
securities are a perfectly legitimate taxable asset,
the argument should not be allowed to become a
fetish. What is the position after all with regard
to theexistingdebt ? A major portion of it is tax-
free: the whole of the external debt in particular
is free from the assessment of Indian income-tax;
almost all the war and post-war loans up to 1926
were tax-exempted issues, cash certificates and
provident funds pay no income-tax; depositors in
savings banks with small amounts to their credit
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would hardly be paying any income-tax on their
small interest-yields; there can be no question of
an income-tax on Treasury Bills in the Paper
Currency Reserve. Then there may be persons
whose holdings of government securities are so
small as not to yield incomes sufficient to make
them minimum taxable assets, even in conjunc-
tion with other sources of income. And finally,
there are those who are wise enough to deposit
their securities with the Accountant-General, and
who thereby avoid the payment of income-tax up
to a holding of 22,000 rupees.

In these circumstances, cash certificate-hold-
ers are not to be regarded as specially fortunate
people in their enjoyment of the privilege of tax-
exemption of their holdings. The greater part of
the debt indeed is so held today. Then again,
the income-tax of the Central Government is not
the only tax to which an income under this head
may be subject. Some District Boards in the
United Provinces have introduced what is called
a " Circumstances and Property " tax. If they
know that a person enjoys an income from cash
certificates, there is nothing to prevent them
from assessing that part of his income for a tax.
So far as the small investor is concerned, there-
fore, the first stepis to allow the taxable assets to
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be created before one can begin to impose a tax.
Eggs cannot be hatched before they are laid !
Moreover, rural communities all over the world
fight shy of direct taxes on income. France for-
mulated a policy of income-tax just before the
war, but she could not carry it through during
the war for fear of popular opposition. Most of
her war and post-war loans were issued tax-free.
When an attempt was made to impose a tax on
securities,the rentier sent them abroad, or invested
in foreign securities. In the United States of
America, the exemption of securities from taxation
has been the price paid in almost all government
loans to a greater or smaller extent in order
to make them sufficiently attractive and ab-
sorbent of small savings. We have no wish
to defend the French system, which has resulted
in shutting off from the State an important
taxable asset in the form of State Bonds. A
discussion of the evils of tax-exempt securities,
on the grounds on which they have been
defended (particularly by American economists),
would lead us too far from our immediate

1 A comparison of the quotations of 5 per cent tax-free and non-
tax-free rupee securities would show that the former passat arti-
ficially high values owing to their keen demand among the richer
dasss (see p. 61).
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subject. The essence of our argument here is
that the small investor should, for the time being,
be left free, up to a point, to gain his experience
in the art of investing in government securities
without the fear of being liable to taxation, a
liability which he can obviously avoid if he
invests his money elsewhere.

Lastly, there is the argument that some
changes have aso taken place in England in
the price of issue of Savings Certificates. The
rate of interest on Savings Certificates in England
held for a number of years works out at 42 per
cent. Post offices allow 2% per cent interest on
deposits, and banks a rate which is usually 2 per
cent below Bank rate. An average deposit rateis
about 2 to 2\ per cent,' and may be less, but there
is a margin of at least 2 per cent between the
bank deposit rate and the one offered on Savings
Certificates. England, moreover, is an interna-
tional centre for capital issues. The conditions of
the money market there are entirely dissimilar to
those obtaining in India. The slightest mistake
in fixing the rate of interest on any particular
form of investment in England, and particularly

YIn exceptional periods it may be much lower, e.g. in Britain
since Bank rate has fallen to 3 per cent bank deposts yield only
| per cent.
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one enjoying the privilege of tax-exemption,
Is bound to divert money from other direc-
tions. Considering all the circumstances, however,
the rate of interest on Savings Certificates in
England is sufficiently high. The conditions of
their issue, on the other hand, are very rigid. Such
certificates, moreover, being amost the only tax-
exempt securities in that country, are viewed with
avery great amount of jealousy. Abolish the
rule of the maximum individual holding, and you
would find a large portion of the public debt of
Great Britain converted into Savings Certificates
held by wealthy Englishmen and Americans. For
such reasons as these, there is absolutely no
parallel between the highly-developed conditions
of the money market of the United Kingdom,
where there is competition among the banks to
serve the banking needs of the population, and
the ill-developed money market in India, where
the dackest season in the market may be
contemporaneous with a very heavy rate of
interest on loans and advances in the rural
aress.

Provision for Accrued Liability.—In
conclusion, let us discuss one more aspect of the
Cash Certificates system that has exercised the
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minds of our Finance Ministers during the last
three years, namely, the question of provision for
the accrued unpaid bonus pliability. As the
Indian Budget is prepared on a cash basis, pro-
vision for interest payment is made only for
certificates estimated as likely to be actually
presented during a particular year, and not for
the full amount of interest payable annually on
the total holding, with the result that during the
last few years, much smaller amounts of money
than are actually due for interest have been
paid, and a heavy sum has accumulated as
arrears of interest liability. Sir George Schuster
calculated the following figures for 1926-27,
1927-28 and 1928-29"

Average funds | - A mount of Effective rate
Year hceelr?hlir::é:[gw bonus paid of interest
192627 2382 crores 16 lakhs 2/3 percent
1927-28 2880 23, 4/5 per cent
1928-29 3150 60 2 per cent

The arrears of interest accumulated in the
above fashion were estimated to amount to
some 7Y crores of rupees in September 1929.

! Budget Statement for 1929, para. 28.
2 Budget Memorandum, 1929
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On a simple basis of 5% per cent interest, the
liability in respect of cash certificates—the pre-
sent cash certificates holding being 35 crores—
would amount to about 1-88 crores of rupees
annually, and at 6 per cent, the new rate, to a still
larger amount. We are not concerned with the
revenue aspect of the question,® but from the
point of view of debt administration, matters
would be considerably simplified if all theamounts
due from the Government of India as interest
under that head were annually paid to the Nation-
al Investment Board, the establishment of which
we propose, a body to which we would entrust
the management and investment of all reserve,
suspense, endowment, trust and other funds un-
accounted for.

Other Post Office Facilities.—The remain-
Ing two groups of facilities existing for the small
investor, namely, the occasional issue of regular
government loans through the post office, and
the purchase, sale and custody of government
paper on behalf of certain investors by the

! Arrears of interest have been included in the debt and for
future, Pogt Office Cash Certificate Bonus Fund has been set up to
which balance of interest of the year after actual payment will be
transferred in future—Vide Finance Secretary's Budget Memo-
randum for 1930, para 38.
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Accountant-General of Posts and Telegraphs
may be briefly dealt with:

Regular government loans through the
post office originated in the following manner:
When the London money market insisted on
being relieved from external issues during
the war and it became urgent for the Govern-
ment of India to find money for its requirements
from its own market, it adopted various devices
in order to raise money in the country, and one
of them was the system of inviting subscriptions
through the post offices.  The practice first
beganwith the loan raised in the year 1915. The
postal section of the loan raised was usually
kept open for the receipt of subscriptions for a
much longer period of time than the main
section. Thus, in the case of the first war loan
(1917), while the main section of theloan was
closed after three months, the postal section
remained working for seven months. Investors
under this section, moreover, were allowed to
subscribe in much smaller amounts than they
could do under the main loans. In the case of
the first war loan, for instance, while the mini-
mum subscription to the main section of the loan
was 100 rupees, one could take up a minimum
paper of 25 rupees through a pos office  After
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the war, however, these postal facilities were with-
drawn one by one until in the year 1924, sub-
scriptions through the post offices were stopped
altogether. The total proceeds of the loans and
the amounts raised through the postal sections
during the period of their existence, are shown
in the Statement which follows:

INDIAN RUPEE LOANS: TOTAL PROCEEDS AND POSTAL
SECTION SUBSCRIPTIONS, 1915—19241

(In crores of rupees)

e | Toullom | proceedor
191516 ... ... | 4Y5 .50
1916-17 ... ... 61 ‘53
1917-18 ... ... 397 4'3
191819 . ... .. 57 55
191920 . ... .. 21 61
192021 ... ... 30 A
1921-22 . ... .. 49 *92
1922-23 ... ... 47 1.05
1923-24 . ... .. 24 .04

! Taken from the Memoranda of the Secretary or Under-Secre-
tary of Statefor India.
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We find that in three particular years, namely,
1917-18, 1918-19 and 1922-23, substantial
amounts of money were raised through the
postal loan section. The success of this section
in the year 1917-18 was due to the issue of 3 and
5-year bonds bearing interest at 5% per cent.
Owing to their short-term nature and very high
yield, those bonds were very much patronized.
Their success in the following year was due to
their being issued at 5% per cent, tax-free, this
timefor 3,5,7 and 10 years' currency, the last two
being repayable at 103 and 105 respectively.
And again in the year 1922-23, it was the same
causes, namely, the high yield and the short-term
nature of the bonds, which made the postal sec-
tion popular. This time 5 and 10-year tax-free
bonds were issued at 6 per cent.

When, however, the yield from cash certi-
ficates was raised to about 6 per cent in 1923,
money that would have been invested in the
postal section of the regular government loans
began to be diverted to them. Thus, while the
postal section of the regular loan of 1923-24
yielded only four lakhs of rupees, cash certi-
ficates in that year yielded 691 crores and
the savings banks 159 crores of rupees. The
following table, showing the total amounts of
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money received by various methods through the
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Post Office, reveals some interesting points:

SUBSCRIPTIONSRECEIVED THROUGHTHE

POST OFFICE, 1915—301

(In lakhs of rupees)

Proceeds | Cash Cer- S'gs;jr:tlgnga;?(s
Year of regular| tificates d gs .
loans issued eposits in
the year
1915-16 50 ... 43
1916-17 33 o o 127
1917-18 e 430 1,000 —2
1918-19 550 4432 224
1919-20 61 252
1920-21 94 1003 152
1921-22 . 92 —60
1922-23 105 70 94
1923-24 4 691 159
1924-25 610 85
1925-26 . 955 159
1926-27 753 227
1927-28 609 315
1928-29 491 182
1929-30 . 715 299

of Financial Statements.
2 This is the combined amount for 191819 and 1919-20.
% Thisisthe combined amount for 192021 and 1921-22.

We have adready said a great deal
the cash certificates. They were very much

! The figures of loan proceeds are taken from the Parliamen-
tary Memoranda on " Accounts and Estimates”, of Cash Certi-
ficates issued from the Reports of the Controller of Currency, and
the additions to the savings bank deposits from the appendices

about
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favoured in the first year of their issue (1917-
18), and again from 1923 onwards when the
yield from them was made distinctly better
than that from any other form of government
security. Even the proceeds of the Postal
Savings Bank system fared better than those
of regular government loans in certain years.

It can be distinctly observed that in two
periods—first, for a group of years before 1923
(1918-19, 1919-20 and 1920-21), and again since
1926 (1926-27, 1927-28 and 1928-29)—when the
difference between the rate of interest on savings
bank deposits and the yield on cash certificates
was much smaller, the former showed a ten-
dency to swell to appreciable figures and to
hold its own against the latter.

The popularity of Post Office savings bank
and cash certificates may be assigned to two
causes.  Firstly, cash certificates and Savings
bank facilities remain available all the year
round. And secondly, in both these forms
the money remains available at call to the
investor. But since the investor has shown
an equally high preference for the short-term
bonds in which money is aso locked up for
short intervals, we advocate the adoption of
what we have called Cash Bonds. This proposal
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has already been fully set out in the section
on Cash Certificates; but, in general, it is
here argued that short-term bonds should
regularly remain on tap in certain weeks of the
year, though in Presidency-towns and a few
other big banking and commercial centres, some
restrictions on their issue may be desirable.

The Custody of Government Paper with
the Accountant-General.—When regular loans
are not open to subscription, an investor anxious
to buy government securities can do so through
the Post Office. The Accountant-General will
purchase securities for any applicant, at the
market rate, and will also sell them for the holder
at the market rate.  Such purchases can be made
up to a limit of 5,000 rupees annually, and of
22,000 rupees in all.! But the most important
point about this facility is that securities pur-
chased thus or otherwise can be lodged with the
Accountant-General for safe custody, and up to
a maximum holding of 22,000 rupees, income-
tax will not be levied on the interest-income.

This latter maximum, it is to be noted, takes
no account of any already tax-exempt securities

! Vide" The Guide Book for Investorsin Government of India
Securities" 1921 edition.
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that the investor may care to deposit similarly
with the Accountant-General of Posts and Tele-
graphs: arule which appears to bevery illogical
in two respects. In thefirst place, while the total
amount of Cash Certificate holding, which is also
tax-exempt, is only 10,000 rupees, this rule per-
mits of a tax-exempt holding, provided it is in
the form of other securities, of 22,000 rupees. As
we have already advocated, therefore, the limit
imposed on Cash Certificate holding should
be gradually raised to 40,000 rupees, subject to
the condition that not more than 5,000 rupees can
be withdrawn in any one year. The second
point is also with regard to the maximum
holding. The present maximum holding of
tax-bearing securities—Rs. 22,000—was based on
the idea of 1,000 rupees being the minimum
taxable income. Since the Iimit of exemption
IS now 2,000 rupees, however, the maximum
might usefully remain at this figure for private
individuals but be doubled as the special
privilege of certain particular institutions and in
certain special individual cases, e.g., minors.

We have devoted a good deal of space to the
problems of the small investor. But our justi-
fication is that this movement for utilizing the
savings of the small investor has made very rapid
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strides in Britain and Americaduring the last few
years through various types of institutions. It
was stated recently by the Rt Hon. Walter
Runciman at the annual meeting of the United
Kingdom Provident Institution, that the number
of small investors has increased enormously in
Britain during and since the war, and that the
iImmense sum of nearly £2,000 million is held
by them " visibly and beyond all doubt" in the
various forms of Building Societies, Insurance
Institutions, Trustee Savings Banks, Friendly
Societies, and finally, the National Savings
Movement. The Trustee Savings Banks and
some other institutions organized a sesson of
the International Thrift Congress in London in
October 1929, with a view to promoting the thrift
movement on the part of the small investor.
Thefirst, third and fourth of the list quoted have
no Indian counterparts, the second is not very
popular, and has not made much headway. Our
chief reliance must therefore be placed on the
use of public credit through the Postal Cash
Certificate and the Savings Bank systems, to
"tap" and mobilize the savings, large in total
though individually small, of India's scattered
rural communities, and to draw them into pro-
ductive channels.



CHAPTER VI

THE DEVELOPMENT OF THE MONEY
MARKET IN INDIA

THE title given to this chapter admits of a
much wider scope than the matter which can rea-
sonably be included within the scope of a discus-
sion of the use of public credit The develop-
ment of Money Market organization in a country
depends upon a variety of factors—the growth of
an industrial civilization, the amount of progress
in the investing habits of the population, the
extent of the banking net-work, the development
of other financial institutions, and the general
organization of Stock Exchange facilities. India
Is deficient in some, and entirely lacking in certain
others, of the factors which tend to bring about
the adjustment of the potential supply of capital
to the demand for it, for the various require-
ments of the country. Public borrowing, although
only one of the important factors which influence
the development of the Money Market, can none

the less, in the special conditions obtaining in
233
F. 19
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India, play a very conspicuous réle in effectually
mobilizing the capital resources of the country.

Borrowing Difficulties of Indian Govern-
ment.—Let usfrankly recognize at the outset that
the borrowing policy and programme of the Gov-
ernment of India places it continuously in a pecu-
liarly embarrassing position. If the Government
holds up its capital programme and suspends bor-
rowing, it is charged with bankruptcy. If it raises
aloan in London, a high price has to be paid,
and sterling obligations are increased. If the
Government offers a long-term loan in India,
however, the yield is very small ; if short-term
loans are raised, they prove embarrassing as
regards repayment or conversion at the time of
maturity. If it borrows in the open market,
money comes from commercial centres, and trade
and industry suffer as a result of financial strin-
gency ; if it offers a high price to attract money
from the small investor, such as the holder of
Cash Certificates, the banks complain of competi-
tion. If low rates of interest are offered in
India, loans are not successful, and the danger
arises of capital being exported abroad by private
investors permanently and by bankers and busi-
nessmen for short intervals to places where
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higher yields are obtained. On the other hand,
if attractive terms are offered, they are likely
to bring about a " clean sweep " of funds, defla-
tion of the currency, stringency in the money
market and high bank rate, difficulties in the
way of transfer of funds to London where the
greater portion of the capital expenditure is
incurred, and finally, a weakening of exchange.
How are we to get out of this apparent impasse ?

Into the general question of whether the
State should directly undertake capital expendi-
ture or not, we do not at this stage feel ourselves
competent to enter. For good or evil—perhaps
more for the former than for the latter, but
beyond dispute as a question of fact—under the
present circumstances, it has, in India, fallen to
the lot of the Government, instead of beingleft to
theinitiative of private enterprise, as is the case in
most other countries, to formulate, finance and
execute large programmes of capital expenditure
on various kinds of public utility services. The
State in India annually requires large amounts
of capital for the extension of the country's
railway and telegraph systems ; for the improve-
ment of harbours, the development of irrigation
and navigation works; for the metalling of roads
and construction of bridges; for the generation of
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hydro-electric energy and the exploitation of
India's forest wealth; and, finally, for advances to
local bodies, Native States, the agricultural and
land-owning classes, and many other deserving
individuals and institutions. Whether the money
for all this State-executed development of the
resources of the country should be found out
of the savings of the indigenous community,
rather than be supplied from external agencies,
IS a question which from one point of view at
least we can safely answer in the affirmative.
From the standpoint of public finance, the substi-
tution of an internal for an external debt is
desirable on economic as well as political grounds.
" A foreign debt,” as E. M. Friedman has said
in his book " International Finance and Its Orga-
nization,"’ "requires annual interest payments,
which may be effected by an exportation of
goods, and to that extent the debt represents a
diminution of the real wealth of acountry, but
an internal debt is a paper debt; it does not
diminish the wealth of a nation as a whole.”
The large proportion of external debt now owed
by us, involves, in the words of Sir Basil
Blackett, "a drain on India's production of goods

1p. 2



MONEY MARKET IN INDIA 297

and services in the future up to the value of
the principal, together with the future further
drain of these goods and services for interest
during the interval until the principal is paid
for."'! The repayment of these external obliga-
tions, and the avoidance of them in future, would
therefore mean a great addition to the net
national wealth of the country.

Indian Capital Resources.—The question
that next suggests itself to us is: Have we
sufficient resources to liquidate our past capi-
tal obligations and to meet those of the
future ? Capital is created from the savings out
of the profits of agriculture, industry and trade.
Savings are, as it were, the result of social sur-
plus—a social surplus which is the difference be-
tween the goods consumed in maintaining life
and the total wealth produced by industry. This
surplus, again, may be appropriated by taxation,
or invested directly in productive industry, or
hoarded.

Are there enough past hoards or present
savings in Indiato ensure a regular flow of capi-
tal ? A detailed discussion of all the factors

! legislative Assembly Proceedings: February 17th, 1925,
p. 1146.



298 THE INDIAN PUBLIC DEBT

bearing on the determination of the socia surplus
in Indiawould take us too far afield. It suffices
for our present purpose to concern ourselves with
one of the most important unused resources that
can be profitably tapped with a view to making
public borrowings more successful in this country.

We give below a table indicating the excess
of exports over imports, and the net imports
of bullion into India from 1914 to 1928:

NET EXPORTS OF COMMODITIES AND NET IMPORTS OF
BULLION, 1914—198"

(In crores of rupees)

| Balance of | Net imports of
Year | exports over buI?ion
- [ imports |_W
1914-15 3724 1651
1915-16 . 61-31 i 3.72
1916-17 e | 87.12 ! 3203
1917-18 . 80'54 44.22
1918-19 e | 6674 62:35
1919-20 R 114-32 6455
1920-21 -79-80 859
1921-22 -33-94 12-23
1922-23 69-88 59:54
1923-24 126.19 ! 47-88
1924-25 . 146-87 94.00
1925-26 150-81 5197
1926-27 70-13 39-26
1927-28 59-70 28:32
Total .. 957:11 565-17

! Compiled from the appendices of the Explanatory Memo-
randa of the Secretary or Under-Secretary of State for India.
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India has exported goods worth 957-11 crores
of rupees more than she has imported during
the period considered. A considerable portion
of this amount has no doubt been counter-balanc-
ed by payments to the Secretary of State for
India in connection with what are called the
Home Charges (among which the heaviest single
item is the payment of interest on the sterling
debt, which now amounts to over £13 million
annually), and other 'invisible imports' such
as the shipping, banking and insurance charges,
home remittances of British officers in India,
and of the profits of industry and trade made
by their non-official compeers. But we find aso
that more than half of the total difference has
been liquidated by means of the direct import
of gold and silver.

The irony of the situation is in the net
result—the import of precious metals amounting
to 565 crores of rupees on the one hand, and the
increase in the sterling debt obligations of the
State amounting to £167 million (or about
250 crores of rupees) over the same period, on the
other. The Bank of England supports the huge
superstructure of British credit with a total nor-
mal stock of gold averaging £150 million (the
figure recommended by the Cunliffe Committee),
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hydro-electric energy and the exploitation of
India's forest wealth; and, finally, for advances to
local bodies, Native States, the agricultural and
land-owning classes, and many other deserving
individuals and institutions. Whether the money
for all this State-executed development of the
resources of the country should be found out
of the savings of the indigenous community,
rather than be supplied from external agencies,
is a question which from one point of view at
least we can safely answer in the affirmative.
From the standpoint of public finance, the substi-
tution of an internal for an external debt is
desirable on economic as well as political grounds.
" A foreign debt, as E. M. Friedman has said
in his book " International Finance and Its Orga-
nization,"! "requires annual interest payments,
which may be effected by an exportation of
goods, and to that extent the debt represents a
diminution of the real wealth of a country, but
an internal debt is a paper debt; it does not
diminish the wealth of a nation as a whole."
The large proportion of external debt now owed
by us, involves, in the words of Sir Basil
Blackett, "a drain on India's production of goods

lp.22‘
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one which, if properly dealt with, could be
turned to fruitful uses. If the country made up
its mind to convert its huge uneconomic supplies
of the precious metals into more iron and steel,
building and structural materials, machinery,
plant, rolling stock, and other such requisites
for the development of her industrial wealth,
and received gold and silver only in accordance
with her normal trade requirements, the re-
payment of the external debt could well be
arranged within a measurably short period of
time.

Annual Requirements of Public Bodies.—
What are the annual requirements of public
bodies in India? The total sum needed annual-
ly by the Central and the Provincial Govern-
ments has been put by Sir Basil Blackett," at 40
crores of rupees. This, however, was in 1925,
and allowing for the increase of the rupee
and sterling debt, from 1914 to 1928—in
respect of the war contribution, budget deficits,
railway purchases, new programmes of con-
struction and provincial expenditure—the average

! I'n a spesch in connection with a debate on the " Debt Posi-
tion of India," on February 17th, 1925 when he was Finance
Member in the Government.
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debt requirement works out at about 44 crores of
rupees annually over a period of 14 years. If we
take 30 crores to be the annual capital require-
ments of the Central Government (aliberal figure
for railway expenditure, recommended by the
Acworth Committee and endorsed later by the
Railway Finance Requirements Committee of
1923), 10 crores of rupees annually for the pro-
vinces (this being the provincial average for the
seven years from 1921 to 1928), and allow another
15 crores of rupees for the redemption of the
external debt with the object of extinguishing
it completely in a period of about 30 years, we
arrive at the figure of 55 croresof rupees annually.
(Local bodies of course will require an additional
sum, say 5 crores of rupees.) The problem then
isto find a sum of about this size from internal
resources, without injuring the legitimate in-
terests of trade and industry.

It may be recalled that the pre-war average
increase (from 1900 to 1914) in the rupee debt,
including direct loans as well as other sources,
amounted only to about 5 crores of rupees annual-
ly. When the Mackay Committee considered the
problem of Railway financein 1908, it estimated
the total capital yield from local resources, includ-
ing rupee loans, savings bank deposits, ‘and budget
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surpluses, at £5 million annually,* and, "previous
to the war, the maximum amount raised in any
year by rupee loans in recent years was 4%
crores in 1906."% Witness after witness before
the Chamberlain Currency Commission (1913)
thought that if more facilities were given, the
money market in India could yield another
crore or two. Mr. Howard of the Currency
Department, for instance, believed that the
Government could have tried for four crores of
rupees instead of three, though he did not " think
we could put a loan of 6 crores of rupeeson the
market and hopethat we could get it taken up. We
are mainly dependent on the banks, though there
have been occasions on which other gentlemen
have taken considerable interest in the loans.
The policy was to place as much as possible in
India."® The popularity of Government Paper
was very much restricted in the pre-war period.
"We are informed,” wrote the Railway Commit-
tee (1921)," "that before the war, Government
rupee loans were taken 'firm' by the three

! Cmd., 4111, 1908, para 16.

2 " Guide Book for Investors in Government of India Securi-
ties" p. 13

% Chamberlain Commission Evidence, Vol. |, Q. Nos. 8200-01.

* Cmd., 1512, 1921, para 246.
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Presidency Banks, and that these banks subse-
quently disposed of their holdings to the public.”
Y et we find that in the war and post-war period,
the Indian money market showed great potentia-
lities for further development. From 1917,
when the first intensive campaign for the fuller
utilization of local resources was carried on, to
1928, an interval during which the Indian mar-
ket yielded unprecedentedly large amounts of
money, the average increase of the rupee debt
was 32 crores of rupees annually. How is the
extraordinary success of war and post-war public
capital issues in India to be explained ?

SUCCESS OF WAR AND POST-WAR
RUPEE BORROWINGS

Co-operation of Banks.—A number of
causes combined to bring about a healthy
financial outlook for the success of Govern-
ment loans in the Indian money market in
the war and post-war years. One of the
most important of them was a much closer co-
operation in financial matters between the
Government and the premier banking institutions
in the country. This co-operation has been of a
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two-sided character: (@) inrespect of the facilities
given by the Government to the banks, and
(b) in the help accorded by the banks to the
Government in its financial operations.

(@) The former took three forms: (i) the
placing of larger Government balances at the
disposal of banks, (ii) the issue of additional
paper currency against securities, and (iii) pro-
vision for an issue of emergency paper currency
in times of tightness of the money market.

(b) The banks rendered help to the Govern-
ment among other ways by the following in par-
ticular: (i) A sound system of Ways and Means
advances has been developed; (ii) in addition to
aiding in large measure the raising of ordinary-
loans, the banks have purchased a major share
of the Government's short-term paper in theform
of Treasury Bills; (iii) the co-ordination of the
resources of the three Presidency Banks, and the
subsequent spread of a net-work of branches of
the Imperial Bank of India, have meant greater
financial strength and stability ; (iv) on certain
occasions the Imperial Bank of India has given
facilities to subscribers to Government loans in
the shape of advances from its funds for short
intervals. We shall now deal with all these
aspects one by one :
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Larger Government Balances with
Banks.—On the next page is given a table show-
ing the maximum and minimum rates of discount
prevailing, with the maximum and minimum
amounts of Government balances left annually,
formerly with the Presidency Banks, and later, on
itsincorporation, with the Imperial Bank of India.
The amounts are given in crores of rupees.

Certain facts emerge from this table. In
the first place, the Government now keeps
larger balances with the banks than before
the war. Secondly, maximum Government bal-
ances in the banks and minimum Bank-rate of
discount have, generally, occurred at the same
periods. (The months in which this has happened
are given in the table in italics.) Thirdly, there
IS a certain correspondence, also, between the mini-
mum Government balances and the maximum
Bank-rate, although the Government bank
balances have reached their minimum more often
round about November than about February
or March, when the Bank-rate has usually been
at its highest. Finally, the minimum .discount
rate during the war and post-war period Has
never fallen to the pre-war low level of 3 per cent.

The average for the pre-war quinquennium,
ending in the year 1913-14, of the maximum
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GOVERNMENT BALANCES AND DISCOUNT RATES,

1900—1930*
Maximum o Minimum ;
Minimum Maximum
vear | CQrnment | bank dis | Govermment | handkis-
(in crores of cogucreﬁg[e (in croresof COLgltcgg[e
rupess) P rupess) P
190001 | 33l (Jan.; 3 (July 259 (Nov.g 8 (Mar.
1901-02! 338(June 3 SJuI 28 (Mar. 8 (Mar.
1902-03] 360 (Dec. 3(July) 306 (Oct. 8 (Mar,
1%% 3-52(Apr8 g Aug.) g{clg Egﬁ ; Megf))
190506 3gz‘|\)|°e§)' 3(July) | 284 (Nov. 9 g:eb.'
190807 | 368 (AuY 3030l 29 (Oct 9 (Feb
71 368 (August) 3 July S AC ')I S iAo
| T har) 3001y U
190910| 458 \]u|y; 3(July 307 {April 7 Aprﬁ
Y
191011 | 410 (Sept. 3(Sep. 353 (June 8 (Mar.
1911-12| 448 (Nov. 3(Aug) | 368 eb-.} 8 eb-%
1912-13| 56 (Mar. 3 Julyg 400 (April) 8 (Feb.
191314| 6-18(0-.) 3(July 48 (May 7 Mar.g
191415 | 1012 (Aug.) 3 Aug.; % Nov. 6 (Nov.
191516 W(Au’\g}? _ 5 (Aug. Nov. 8 (Mar.
1916-17 10'1“8 ar.) 5(July 434 (May 8 (Feb.
lale| aoEund | R0SBY | &5 tapri) | 7 Mar
191920 | 1826 (Feb. 5(July 704 Septg 7 (Mar.
192021 | 20:38 (July’ 5 (July 584 (Feb.) 7(Feb.)
1921-22 | 2587 (July 5{July 534 (Nov. 8 (Mar.
1922-231 3319 (July 4 (July 822 (Nov. 8 (Mar.
1923-241 2974 (July 4(July 6-22 (Nov. 9 (Feb.
1924-25 | 3218 (July 4 (Jul 742 (Dec. 9 Aprl_;
192526 1 2896 (May 4 (July 429 (Dec. 7 (April
1926-27 | 3641 (July 4 July% 385 (Dec. 7 (Mar.
szl | | e | i
0 20-65(5une28th 5(uly) | 58 (June’7th)| 8 (April)

! Compiled from the appendices of the Financial Statements.
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Government balances in the Presidency Banks
was 5 crores of rupees annually, and the
average of the minima, 4 crores of rupees. For
the eleven years from 1917-18 to 1927-28, on the
other hand, the average for maximum and
minimum balances works out at 26 crores and
6 crores of rupees respectively. Although the very
high level of public deposits in the banks in
the second half of the year, that is so striking a
feature of the war and post-war monetary condi-
tions, is rather the result than the cause of the
success of the heavier public borrowings of recent
years, the general policy of leaving as much
Government money for aslong aninterval of time
as possible in the banks, is inthe general interests
of trade, and serves to maintain the chances of
successful public issues. Loud complaints were
made before the Chamberlain Commission that
banks could take up larger quantities of Govern-
ment Paper if they wereonly assisted with Govern-
ment balances in time of need, to wit, the busy
trade season of the year. " Inany casg™" wrote the
Commission,* "those who are qualified to spesk
on behalf of the Indian banking community are
all agreed in stating that larger loans could be

- Para 168.



MONEY MARKET IN INDIA 309

issued each summer in India, if some means were
available for counteracting the stringency that
recurs annually in the winter and early spring.
The practice of making loans from the Paper
Currency Reserve and from balances, will certain-
ly assist the Government inincreasing their annual
rupee loans in the summer. Thebanks would prob-
ably be glad to keep larger holdings of Govern-
ment stocks, if, by so doing, they did not run the
risk of having insufficient liquid resources in the
busy season." The principle of utilizing Govern-
ment balances, with due regard for public, as well
as business, requirements, has of late been greatly
extended by the incorporation of the Imperial
Bank of India, the abolition of reserve treasur-
ies, and the transfer of funds from this source, and
from the treasuries at places where there are
branches of the Imperial Bank of India, to the
care of the latter. But several crores of rupeesstill
remain locked up in the 1,200 sub-treasuries and
in alarge number of the 300 district treasuries. In
U. S. A. the sub-treasuries which had existed since
1846 were abolished in 1920, and this effectively
did away with the embarrassments caused by the
holding of idle fundsin non-bankinginstitutions.*

! Dewey: "Financial History of U.SA." p. 515
F. 20
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The necessity for the movement of idle funds to
disbursing centres has been considerably obviated
in India by the system of 'currency chests,' where-
by the metallic reserves of one centre can serve as
the basis of a currency-issue at another centre, and
vice versa. Al these steps have meant a more
effective utilization of Government balances. " The
principlewe adopted throughout,” said SirWilliam
Meyer in referring to the success of the first war
loan in India, " was to leave the loan proceeds with
the Presidency Banks, where they could be made
available for trade purposes, until we actually
needed them for disbursement, or the banks
especially requested their withdrawal; and the
Presidency Banks, on their side, were ready
to give assistance to other banks which might find
themselves in temporary difficulties owing to
the sudden withdrawal of their deposits."*
A good deal of support is lent to our con-
tention, that higher public deposits in banks may
be ultimately helpful to the success of Government
loans. High Government balances with the banks
in the slack season of the year, however, do not
solve the chronic problem of tightness in the
money market in India, where money is most

i Budget Speech, 1918,
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needed for business purposes from November to
March.

While the real explanation for seasonal
stringency in the money market in India must
largely be sought in the large concentration of
business of the commercial community in the
winter months of the year, the heavy with-
drawal from the market of funds raised on
Government account by means of direct loans,
especially for disbursements outside India, must
dso be admitted to exercise an influence in
the direction of tighter money. An apt illus-
tration of this phenomenon is to be found in
the fact that from the 31t March 1925, to 31st
March 1928, the Government of India's direct
rupee borrowing operations were concerned
merely with the conversion of old maturing
obligations, and did not involve any withdrawal
of fresh money from the market at all,* with the
result that, although admittedly the Bank-rate
during these three years rose in the busy season,
yet the highest rate did not go beyond 7 per cent,
in spite of lower Government balances in those
three years than at any time in the previous
twelve; whereas, before and after that interval,

! Direct loan debt stood at 370 crores of rupees in 1925, and
at 372 crores of rupees in 1928,
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the rate has been up to 8 and 9 per cent. When,
therefore, the Government of India demands
heavier drafts on the money market in India than
before, it becomes all the more incumbent on it to
take proper steps to relieve the seasonal strin-
gency in the busy trade season. " The action of
the Government,” wrote the Chamberlain Com-
mission,* referring to the withdrawal of funds
from India to London, "undoubtedly helps to
create the annual stringency, and there is there-
fore at least aprima facie cae for such counter-
action asis possible to relieveit."

The seps to counteract this seasonal strin-
gency have been of two kinds. In the first place,
the Government has from time to time taken to
itself wide powers to increase the limit of the
fiduciary portion of the note-issue. In 1914, this
part of the currency issue stood at 14 crores of
rupees. By various enactments, the limit has
now been extended to 100 crores of rupees.
When the limit was raised from 85 crores to 100
crores early in 1925, the justification given was
the relief to the money market. "As the busy
season  approached,” wrote the Controller of
Currency in his Report for 1924-25, referring to

! Para 143.
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the inadequacy of fiduciary limit provisions, "it
seemed probable that this limitation of the
amount (85 crores of rupees) of the fiduciary note-
issue might resultin a shortage of currency and
undue money stringency." It was onthe strength
of this argument that the Legislature granted
larger powers for the issue of paper currency on
the security of thel. O. U. of the Government
of India. The second important step taken to
achieve the same object has been the passing in
1923 of the legislation necessary to empower the
Government to issue emergency paper currency
in the busy season to the extent of 12 crores of
rupees against trade bills of early maturity
deposited with it by the Imperial Bank of India,
an issue of 4 crores being permitted to the Bank
when the Bank-rate rises to 6 per cent, the
remaining 8 crores now becoming available if the
rate goes up by another one per cent.

While the Government has helped the mar-
ket by leaving larger balances at its disposal, and
by its power to issue additional fiduciary currency
or emergency paper currency, the banks have
been greatly instrumental in assisting the Govern-
ment to develop a short-term loan market by
the Ways and Means advances and the evolution
of the Treasury Bill system. The following
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table shows the amount of Ways and Means
advances from the Presidency Banks or the
Imperial Bank of India in the period under
consideration: —

WAYSAND MEANS ADVANCES FROM THE PRESIDENCY
BANKS OR THE IMPERIAL BANK, 1917—2 1

Y ear Amount Institution
1917-18 .. | Rs. 4 crores Bank of Bombay
1918-19 el 9% do.

» (| Bankof Bengal
1919-20 .. L1, Bank of Bombay
) Bank of Bengal
1920-21 . é/z . Bank of Bombay
1921-22 . ., b Imperial Bank
192324 .| , 5 do.
1927-28 | 5 do.
1928-29 o |, 2% do.

It must be definitely stated that Ways and
Means advances have nothing to do with the

! Compiled from the Finance and Revenue Accounts of
the Government of India.
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permanent debt of the Government " Such
advances," wrote the Cunliffe Committee, "afford
a legitimate method of tiding over a few
weeks shortage, but are entirely unsuitable for
borrowing over a longer period." They are
nothing more than a means of putting the
Government in possesson of funds in anti-
cipation of revenue receipts. "Thisis a device,"
wrote the Chamberlain Commission® on the
system of Ways and Means advances, "not
practicable in India, where the resources of
the money market are as yet too limited to en-
able the Government to rely on financing them-
selves through the lean months by borrowing."
Yet the extent to which these advances have
developed during and since the war shows how,
in fact, new temporary resources have become
available to the Government to tide over the
lean months of the year. In England, the sys
tem of Ways and Means advances is sufficiently
well established for some sort of equilibrium
in the demands of the Exchequer upon the cash
supplies of the nation to be maintained. The
Government borrows before its revenues are
collected and pays back when its revenues are

i Para 137.
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recelved, so that there isin general no stringency
in the money market.

Treasury Bills.—The banking community
has rendered great assstance to the Government
in making a success of the Treasury Bill
system which was first introduced in India in the
year 1917. Thefollowing table showstheamounts
of Treasury Bills outstanding at the end of each
year since the date of their introduction :

TREASURY BILLS OUTSTANDING, 1917—291

(In croresof rupees)

Issued to Held in Paper

Year public Currency Reserve Total
1917-18 43-57 43.57
1918-19 49-24 e 49.24
1919-20 " 52-98 " 52.98
1920-21 104-93 " 10493
1921-22 53-96 5789 111-85
1922-23 21-58 4965 71.23
1923-24 212 4965 5177
1924-25 .004 4965 49.654
1925-26 «0015 49-65 49.6515
1926-27 . «0015 41-47 41.4715
1927-28 758 2 31.93 39.51
1928-29 399 ° 39.15 43.14

! Compiled from the Finance and Revenue Accounts of the
Government of India.

2 Total isues to public were 3037 crores of rupess in this
year, but therest of them wererepaid during the course of theyear.

3 At onetimethe amount of Treasury Bills issued to public
stood at 2996 crores of rupees, but the rest of them wererepaid.
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These bills run for a period of 3, 6, 9 and
12 months, subject to renewal at the end of each
period, thus forming a floating liability of the
Government. In certain years they were issued
in larger amounts than those shown at the end
of the year. They are issued in amounts of
5,000 rupees and over, so that only banks and
financial houses can participate in their purchase.
Being issued at a discount, they are, indeed, so
to speak, a kind of interest-bearing currency
notes. Their early maturity, however, is a
source of great embarrassment to the Govern-
ment While they are useful for raising funds
temporarily, it is not wise to allow any consider-
able portion of the State's permanent liabilities
to be held in this form. If, however, banks
make it a practice to keep a part of their liquid
assets in the form of Treasury Bills, such bills can
serve as a useful supplement to Trade Bills as a
basis for the issue of emergency currency in
India in the busy season of the year.

Facilities by Banks to Subscribers to
Government Loans.—Another important matter
in which the banks have co-operated closely with
the Government is in the extension of the public
debt work from the head offices to all branch
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offices of the Imperial Bank of India. Since
January 1921, when the Imperial Bank of India
came into being, over a hundred new branches
have been opened. Any extension of banking,
with the facilities it provides for the transaction
of public loan business, is bound to have a whole-
some influence on the popularity and success
of the public issues. To-day, the management
not only of rupee debt in India, but also of the
London-enfaced rupee paper, is entrusted to
the care of the Imperial Bank of India.
Finally, the banks have on certain occasons
taken up - firm ' considerable portions of public
loans. The underwriting of public loans, in the
peculiar circumstances of the limited money
market of India, is an onerous affair, and the co-
operation of the banksis a valuable aid. An
example of this type of assstance was the 1915
loan which was underwritten by the Presidency
Banks at a discount of 1 per cent' In addition
to acting itself assubscriber to loans, the banking
system—chiefly, in this respect, the Imperial Bank
of India—has on certain occasons afforded
facilities to subscribers to Government loans, by
arranging for them bank accommodation for a

! Financial Statement for 1916.
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longer interval than the period for which the
Government loan has remained open.' Such
facilities were given to the subscribers of the
United Provinces Development Loan in 1921
In the case of the 1929 Government of India
rupee loan, also, similar facilities were made
available to subscribers in order to enable them
to purchase more Government Paper than they
could afford to buy at the moment.

First Serious Attempt at Tapping Indi-
genous Resources.—While closer co-operation
between the Government and the banks has
brought about easier conditions and aided to the
success of Government loans, it must be frankly
recognized that this success has been mainly due
to the fact that larger incomes have been earned
by the people in one way or another, and also
to the economic stimulus of the numerous special
attractions and facilities that have been offered
in connection with the war and post-war
public borrowing operations. When, on the
shutting down of the London money market
for external borrowing, the Government was

! The Bank of Mysore, aso, recently gave facilities to sub-
scribers to the Mysore State loans for advances to be repaid in easy
instalments.
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compelled to consider ahead the mobilization of
internal resources, it gave up much of the con-
servatism which had formerly attended its loan
policy, and made many new departures with a
view to stimulating the interest of the indigenous
investor. The most important attraction, of
course, was the offer of a higher, and increasingly
higher, rate of interest. We have already seen
how, in the pre-war period, rupee loans were
raised as a part of the 1900-01 3% per cent non-
terminable loan, and how, in the immediate
post-war period, the open rate of interest
gradually rose to 6 per cent and even more.
This yield was further substantially increased
for heavy investors by the issue of tax-free
securities in the case of amost all the loans
raised between 1918 and 1925. Besides these
concessions, all the long-term loans in the war
and post-war period were issued at a discount,
and some of the short-term bonds carried the
privilege of a redemption-premium. It cannot
be said with certainty how far the conversion
facilities, in 1916 and 1917, of 3 per cent and 3%z per
cent paper into new loans, at a slightly better than
their prevailing market-price, brought in new
money into the coffers of Government, but the
bait was cast in an attempt to encourage the old
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investors in Government securities to participate
in the fresh capital issues. War always reacts
unfavourably on the market value of gilt-edged,
particularly governmental, securities. With a
view to counteracting the evil of heavy deprecia-
tion in the value of the newly issued securities, and
to maintaining their character of easy market-
ability, special Depreciation Funds were attached
to the two 5 per cent 1917 and 1919 long-term
loans, and also to subsequent issues of the latter.
Partly to avoid the same danger, but particularly
to enable banks and big financial houses, which
cannot lock up their resources indefinitely in
long-term loans, to participate more effectively as
borrowers, bonds of early maturity extending
over 3, 5, 7 and 10 years were issued. And in
addition to Stock and Promissory Notes, Bearer
Bonds, which are easy to transfer, began to be
supplied.

One of the most important of the recent
improvements is the extension of facilities for
investment to the small investor. The starting
of Post Office sections of the regular Government
loans and of 'on-tap' facilities for the issue of
Post Office Cash Certificates; the practice of
keeping loans open for very long periods of
time extending sometimes to several months; the
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reduction of the minimum amount of Govern-
ment Paper which could be subscribed to Rs. 25,
and the raising of the maximum amount of
individual tax-free Government Paper allowed to
be kept in the custody of the Accountant-Gen-
eral to 22,000 rupees; the general improvement in
the Public Debt Office facilities, at the head-
quarters of the Imperial Bank of India, and in
the transaction of loan business at all Govern-
ment treasuries and sub-treasuries—all these
steps, though they may not have added a mone-
tary yield of imposing figures, have none the less
tended to popularize investment in Government
securities. During the war, of course, a number
of special factors contributed to the success of
the borrowing efforts. The chief of these were the
intensive official propaganda in favour of War
Loans, the'motive of patriotism, restrictionson the
issue of other forms of capital, recognition of the
fact that money had to be raised from internal
resources, and the high profits made by cotton,
jute and other industries.

Borrowing Methods of Other Countries.—
It may be instructive at this stage to discuss the
borrowing methods employed by certain other
countries, particularly those adopted during the



MONEY MARKET IN INDIA 323

war by the various belligerent nations, whereby
most of them made new financial history. One
of the most important of such methods was the
facility offered, at an early or advanced stage of
the war, by the Central Banks in most of the
countries concerned, of re-discounting newly-
issued loan paper for different intervals of time,
possibly at the same rate, but usually at a rate
of interest either actually below that carried
by the loan paper, or at a substantially lower rate
than the market discount rate, sometimes directly
to the customers, sometimes by arrangement
through other banking institutions. The Bank of
England, for instance, announced during the British
War Loan Campaign of 1914, that it would lend
on the new Bonds at the issue-price " a a rate not
exceeding 1 per cent below the current Bank-
rate" (which then was 5 per cent), and that
repayment would "not be demanded by the
bank before March 14, 1918, provided interest
is annually paid."' In the United States of
America, the Federal Reserve Banks announced
through public advertisements to subscribers,
that "we will lend you money secured by the
Fourth Liberty Loan at 4% per cent (the same

! Vide" Financial Chronide" January 23rd, 1915.
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interest rate as on the loan itself) for ninety
days, with renewals at the same rate covering
the entire period of one year."' The Federal
Reserve Banks thus made it possible for bond-
holders or intending holders to borrow on easy
terms. Further, a preferential rate of discount
was offered on notes of member banks secured
by Government obligations. "As the re-discount
rate was no greater than the interest on the
Government obligation, it was possible for a
purchaser of a bond to secure funds by pledging
it as collateral with his bank, which, in turn,
re-discounted the note with -the Federal Reserve
Bank."? The extent to which subscribers used
this privilege was shown by the increase in the
amount of War Bonds held as collateral for
loans, at all the national banks, from $3407
million, in March 1918, to $1,213 million in
September 1919.2> In France, too, similar re-
discount facilities were granted by the Bank
of France to bond-holders. In Australia, when
the 6 per cent Commonwealth of Australia loan
of £25 million was issued (at par) in 1920,
arrangements were made with the banks "to

! Annual Report of the Federal Reserve Board for 1919, p. 68.
2 Dewey : " Financial History of USA." p. 504.
® Noyes: " TheWar Period of American Finance" p. 191.



MONEY MARKET IN INDIA 325

advance up to 90 per cent of the amount applied
for by customers who have a good prospect of
paying the money within 18 months, these
special advances being at 5 per cent interest"!
In the preceding year, when a loan was raised
for asimilar amount by Australia at an effective
yield-rate of interest of 5% per cent, arrangements
had been made with the banks to make advances
to customers at 4 per cent per annum, where
reasonable prospect of repaying the money
within 18 months existed, the banks advancing
up to 90 per cent of the amount.

In all these cases, the help of bank credit
thus invoked resulted in substantially increasing
the subscriptions to the loans raised in the War
and Armistice periods. A large number of in-
dividual subscribers by this means not only
drew on their accumulated savings, but also
borrowed in anticipation of prospective income
‘and subscribed the proceeds. The expedient,
dubious in certain respects, was, of course, wholly
justifiable, so long- as it merely brought about
the assignment in advance of an assured income,
accruing in the future. Another important
influence that this step exercised—particularly

! Vide "Economist" (M elbour ne Correspondent), August 9th, 1920.
F.2
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in the United States of America, where the policy
of the Reserve Banks was closely co-ordinated
with Treasury requirements and policies—was
a tendency to keep down the general money
rate for all other requirements.

American Methods of Borrowfng.—Ame-
rican methods of borrowing® have so many
interesting features, that we propose to explain
them in somewhat greater detail.

Total borrowings amounting to about
$25,000 million were made by that country
for internal needs and advances to the Allies,
within a short period of 28 months (between
April 1917 and August 1919), at extraordi-
narily low rates of interest, ranging between 3%
per cent and 4¥4per cent, which were actually less
than the prevailing money-market rate. Loans
were not issued at a discount, though most of
them carried the privilege of exemption from
income and all other Federal, State and city
taxes in varying degrees. - In America, greater
and more spectacular emphasis was laid on

! For most of the facts on which this section of the Chapter
isbased, seeNoyes: " War Period of American Finance" ; Dewey :
" Financial History of U.SA."; Annual Reports of the U.S. A.
Treasury for 1917, 1918 and 1919.
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the war loan 'drive’ than in Europe. The
loans were known as " Liberty Loans"; each
of the 12 Federal Reserve Banks created Liberty
Loan Committees and Sub-Committees, with
the co-operation of bankers, businessmen, bond-
houses, newspapers, press associations, fraternal
organizations, and Boy Scouts and Girl Guides.
The Secretary of the Treasury visited twenty
or more places during the subscription period
of a loan. In the Fourth War Loan Campaign
(1918), 24 railway trains were driven over the
country with exhibits of captured war material,
ordnance, and ammunition, accompanied by
veteran soldiers and sailors. The designing,
distributing and displaying of " Liberty Loan
posters" became, in its way, a new art and
industry. All-day " Liberty Loan rallies" were
arranged. A familiar incident was the call for
subscription from theatre-audiences between the
acts, after an impassioned appeal by a well-known
actor or actress, a wounded soldier, or a Red
Cross nurse. In the closing week of the Fourth
Liberty Loan 'drive ," in October 1918, $4'8
million was raised from a single audience at
Carnegie Hall. At an open air meeting in New
Y ork on the last day of the "drive,’ $3 million
was subscribed after speeches by the Governor
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and the Mayor. Appeals were made by members
of various professions, including the best-known
movie-picture stars. The Treasury reported that
in the Victory Loan Campaign of 1919, speeches
were made by 5,000 well-known men and women,
and Liberty Loan sermons delivered by 100,000
clergymen. An organization with a Speakers'
Bureau and a Publicity Bureau to carry on propa-
ganda through posters, buttons, flags and advertis-
ing copies was set up. Two million men devoted
themselves to the work of distributing bonds. In
each of the three last Loan Campaigns, President
Wilson proclaimed a special "Liberty Day" at
the climax of the 'drive," and it was generally
observed as a holiday. Al kinds of securities,
convenient to individuals or corporate bodies, for
short intervals or long, for tapping the present
income as well as resources yet unearned, for the
small investor and the big bond-holder, were
issued, and thus fabulous amounts were raised
in a country where the greater number of the
population had never invested in a Government
bond before. Dividends were paid in the shape
of Liberty Bonds.

In 1918, the banks were asked toreserve 1 per
cent of their resources to be employed in short-
term Government loans. The Government gave
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Bonds to the Reserve Banks; the latter handed
them over to the member banks; and these last, in
their turn, passed them on to customers. Quotas
of States and Federal Reserve districts were fixed,
and rivalry was excited. The First War Loan
(1917) wanted $2,000 million but elicited applica-
tions for $3,000 million by 4 million individual
subscribers.  The second Loan asked for $3,000
million, and $4,6175 million was applied
for by 84 million subscribers. In the third
Loan (1918), the issue was for $3,000 million
but the applications amounted to $4,1585
million, the number of subscribers being 10-37
million. For the fourth loan, the offer was
made for $6,000 million, but the amount taken
came to $6,992:9 million, individual subscribers
numbering 2277 million. Finally, the Victory
Loan which offered $4,500 million was over-
subscribed by $749 million.

" Diversion of private capital on such a scde
from its ordinary uses might cause extreme
scarcity of money, withdrawal of capital from
other investments for subscription to the war
loans might completely demoralize the stock
exchanges. Financial tradition taught that such
immensely heavy borrowings might result in
very high money rates, and a great decline in
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outstanding stocks and bonds. Yet neither
result accompanied the war borrowings of 1917
and 1918."* The explanation for this paradox was
furnished by the low interest borne by the Liberty
Bonds, and the maintenance of their price in the
open market by the policy adopted by the Federal
Reserve Banks. The official re-discount rate of
the Reserve Banks was kept at 4%z per cent, and
a still lower rate was granted on re-discounts
secured by war loan collateral.

The methods employed with a view to
making the capital issues successful in some coun-
tries, included the underwriting ' firm' by banks
of large portions of the loans issued; the practice
of keeping loans open for very long intervals; the
payment of instaiments by the " pay-as-you-
please " method, spread over several months; the
flotation of loans at a very high discount?; the
issue of loans at afixed rate of interest liable to
rise to a higher rate under certain con-
ditions® ; the issue of loans with more than

! Noyes: "War Period of American Finance," pp. 201-02.

2 According to Prof. Gide (Annual of the American Academy
of Palitical Science, May 1921), the loans in France were issued at
such a heavy discount that the averageissue price was about 766
per cent up to war, and about 854 per cent up to the end of 1920.

- See Report of the Committee on National Debt and Taxa-
tion, p. 41.
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two optional dates of redemption (eg., the
Australian 1920 loan, made redeemable in 1931,
1936 or 1941), and loans with other kinds of
concessions such as the acceptance of loan paper
at Treasuries in payment of certain taxes (eg.,
in England and France, where government paper
of certain loans was acceptable in payment of
Excess Profits and Inheritance taxes); or the
option of converting agiven loan into any loans
raised in future. A far-reaching attempt to
attract the investors was the Drummond-Fraser
plan adopted in Great Britain of keeping the
National Bonds open and continuously 'on tap-
in an endeavour toget £25 a day from September
1917 onwards. More striking still was the law
passed in New Zealand for compulsory contribu-
tion to Government loans, and the introduction of
legislation on similar lines in the Australian
Commonwealth, whereby all income-tax-payers
in the Dominion were required to contribute to
Government loans six times the average amount
of the income-tax paid for three years, on pain
of a fine of double the amount of the tax. A
crude but interesting way of developing the local
money market adopted by China was to contract
short-term loans at a progressively higher
and higher rate of interest as time passed, on
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promise of repayment by annual drawings start-
ing with the year following the issue of the loans.

STEPS FOR INDIA

Necessity of a Central Reserve Bank for
India.—We have discussed rather at length the
steps that some other countries have taken for the
development of indigenous capital resources. We
have aso shown how, under the influence of a
number of factors, the position in India has con-
siderably changed for the better as regards both
the mobility of capital and its investment in
government securities.

We come now to the most important part of
this chapter, namely, a discussion of the steps
that can be usefully taken to mobilize further the
present immobilized wealth of India by an effec-
tive use of public credit. The most progressive
step in this direction that should be taken without
avoidable loss of time is the establishment of a
Central Bank, with aunified reserve system, and
control over currency and credit, enjoying liberal
powers of re-discounting both commercial and,
in certain cases, governmental paper endorsed by
other banks. An institution of this type mobilizes
national credit and financial resources. "The
other special function,” says Fisk, referring to
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the functions of the Bank of England,’ "served
by the Bank is that of mobilizing the financial
resources of the people for great financial
and. commercial emergencies, and specialy
for meeting the needs of the Government in
time of war. This is accomplished because
of the fact that the ultimate banking reserve of
the nation carried with the Bank can be made
the basis, on occasion, for a great expansion of
credit. ... The reserve of the joint stock and
private banks deposited with the Bank, has come
to be considered a basis for an extension of
credits to their borrowing customers. As aresult
of long experience, it is found that a given re-
serve is sufficient to warrant the granting of
credits for several times its amount. The
principle is well known to bankers, and con-
stantly observed in their transactions.” We have
already shown in detail elsewhere in this
chapter how, in some other countries, the Central
Banks have powerfully asssted their national
governments in the latter's temporary and per-
manent borrowing programmes. A central
organization, ready to help other financial in-
stitutions in times of acute monetary stringency

! Fisk : " English Public Finance" p. 171
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by granting credit by means of an elastic cur-
rency, will tend to make monetary conditions
easer and to assist vety largely the Government's
borrowing operations. "The State Bank," said
Sir M. B. Dadabhoy in the Council of State, in
the course of a debate’ on the provision for debt
amortization, "when constituted, should aso be
authorized to issue seasona currency against
inland commercial paper. When this is done,
there will be a flow of great prosperity in the
country, and the Government of India will have
the good fortune to obtain large sums of money
whenever they desire at a cheaper and less
burdensome rate."

Need for a Board of National Invest-
ment in India.—The next necessary step is
the establishment of an Indian Board of
National Investment, somewhat on the Ilines
of the recommendations contained in the Report
of the British Liberal Industrial Enquiry,” to
take over the affairs connected with the Indian
public debt Most countries having a public
debt have aso a National Debt Commis-
sion to supervise the administration of the

' In September, 1924
2 " Britain's Industrial Future" pp. 111—115
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debt transactions. For example, Great Britain,
Japan, South Africa and Australia, all have their
- National Debt Commissions. Great Britain has,
also, a body called the Public Works Loans
Board, which undertakes to finance the smaller
local bodies that cannot raise independent loans
on the strength of their own credit. Australia
has recently set up an additional organization
called the "Loan Council" which controls all
Federal and State borrowings, both external and
internal. Itis very surprising that India, with a
public debt of all categories—central and provin-
cial, funded and unfunded, external and internal,
productive and unproductive, short-term and
long-term, temporary and irredeemable—amount-
ing to over 1,200 crores of rupees (about £900
million) should not have an analogous body to
organize its operations. There are many funds,
deposits, balances and reserves in India—such as
the proceeds of the Postal Cash Certificates and
Savings Banks, provident funds, judicial and
other deposits, the Famine Insurance Fund,
the Railway Depreciation and Reserve Funds,
the Sinking Fund contributions of the central
and provincial governments, and similar
other loanable moneys—which now go to
assist the general Ways and Means position
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of the Government of India. It is necessary
to separate such interest-bearing funds, intended
for investment, from the general Treasury
balances, pool them, and entrust the work
of their investment and management to
the care of an independent body composed of
representatives drawn from all the interests
concerned. In addition to the investment of the
above and other such funds, the proposed
organization should arrange for such matters as
the issue of direct loans, the conversion and
redemption of early maturities, the distribution of
|loanabl e funds between the central and provincial
governments, the purchase and sale of securities,
andthe creation of facilitiesfor the sale of sterling
paper in India and submit an annual report
to the Treasury giving an account of its activities.
The usual practice in Great Britain is to do all
borrowing through the Treasury and the Bank
of England, and to arrange part repayment
through the National Debt Commission. But
there is a great deal to be said for the co-ordina-
tion of borrowing, reborrowing, and repayment
functions, and their transfer to a separate inde-
pendent body. We have already referred to the
establishment of the Caisse D'Amortissement in
France, which has taken over the entire charge
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of the interest services, and the reimbursement
and renewal of the whole short-term debt of
France.

An institution like the one we have suggest-
ed would help in gradually standardizing the
rates at, and conditions under, which loans are
assigned to different borrowing institutions such
as the railways, the provinces, and other public
bodies. According to the present practice, differ-
ent considerations govern the determination of
the rates of interest charged on advances made
by the Government of India to different classes
of borrowers. " The rate of interest charged on
advances to Government servants, has been fixed
for the present at 5 per cent, while the rate
charged on loans and advances to Indian States,
public bodies and persons, ec., isnormally 6 per
cent, though it is occasionally varied for special
reasons. The rate of interest charged by the
Government of India to the Provincial Loans
Fund is determined with reference to the cost of
new borrowings to the Government of Indiafrom
timeto time."' It is stated, however, in the same
publication, that " the rate of interest charged on
advances to the Provincial Loans Fund during

! Finance and Revenue Accounts of the Government of India
for 1927-28, p. 645.
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1927-28 was 4% per cent"! We have pointed out
elsewhere,®> that the rate of interest paid by the
Commercial Departments came to 5-38 per cent in
the year 1927-28. There is therefore a prima facie
case for some sort of standardization of the rates
of interest to be charged from the borrowing
clientele of the Central Government.

With command over large funds received
from the lending departments, and with other in-
coming resources, the new institution would, on
certain occasions, bein aposition to dictate favour-
able borrowing terms to the money market on its
own capital issues. All the materials for the
framework of a body similar to the National I n-
vestment Board, which has been recommended for-
Great Britain in the report of the Liberal Indus-
trial Enquiry, already exist in India. Thereis a
considerable amount of co-ordinated borrowing
by the Central Government for all purposes, there
is the nucleus of the fund for administration
by such a body in the form of the Provin-
cial Loans Fund set up for the purpose of grant-
ing loans to the provinces, which is financed
from funds raised by the Central Government,
there are the investing departments, and there

Y Ibid., p. 28
2p. 275,
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are the departments that need borrowed funds.
What we urge is merely a transfer of all these
banking and investment functions from the hands
of the Finance Department of the Government
of India to the care of a separate organization
working under the close control of the Treasury.
" | look forward to the day," said Sir Basil Blac-
kett in foreshadowing future developments in the
working of the Provincial Loans Fund,® "when
the Fund may be administered by an Indian body
corresponding to the National Debt Commis-
sioners, or the Public Works Loan Commissioners
in England, and the money required for advances
from the Fund raised in the open market by the
controlling body, on the security of the assets of
the Fund. It istoo early yet to say when such a
development, though it may already be foreseen,
will materialize. | am confident, however, that
considerable benefits will accrue to the finances,
of India when the day comes on which the
advances made by the Central Government
to the Provincial Governments will be excluded
from the Public Debt of the Government of
India in the same way as advances made on
the guarantee of the British Treasury to
public bodies in the United Kingdom are
! Budget Speech, 1925, para 36.
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excluded from the British Public Debt Not only
these advances to the Provincial Governments,
but also the Railway Debt of the Government of
India may ultimately be separated from the
ordinary debt, and raised, subject perhaps to a
Government of India guarantee, not on the
general credit of the revenues of India, but
on the security of the assets of the Provincial
Loans Fund and of the railway undertakings of
the State, respectively. The true facts regarding
the public debt of India would be less obscure
than they are, and the facilities for raising new
capital would be widened."

Almost similar views have been expressed
by the Indian Statutory Commission. Referring
to the standardization of the regulations for pro-
vincial loans, and the co-ordination of their
borrowings, the Simon Commission propose that
there should be st up in India a Provincial
Loan Council, consisting of the Finance Member
of the Government of India and the Finance
Ministers of the provinces.

Financing of Local Bodies—We have
aready shown,> how the direct loans of the

! Smon Commisson Report, Vol. I |, p, 267.
- Chapter | | | on the Provincial Debts.
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provinces have been raised on more expen-
sive terms than those of the Central Gov-
ernment. Important local bodies, that enjoy
independent powers of borrowing, have also
sometimes encountered difficulties in financing
themselves. In the Report of the Municipal Ad-
ministration of Calcutta for 1925-26, is to be
found the following interesting passage:

"The 6% per cent debenture loan of
1924-25, dated 1st November 1924, for 5,54,500
rupees having fallen short by 10,000 rupees
of the amount to be raised under Section 108
(2) (ii) for repayment of the 4 per cent loan of
1899-1900 which fell due on 1t November 1924,
a supplementary loan of 11,000 rupees was
raised during the year under report”

Calcutta, which was largely responsible for
the contribution of 12 crores of rupees from
Bengal to the First War Loan (1917); Calcutta,
about which the 1921 Railway Committee had
said that it alone could easily raise a sum of
4 crores of rupees annually for railway con-
struction purposes; Calcutta, the most important,
or the next most important, nerve-centre of the
money market in India, failed to raise for the
benefit of its own citizens, in order to repay an old
debt, in one loan—and that a debenture loan at

F22
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62 per cent—the paltry sum of 5% lakhs of rupees,
and had to raise a supplementary loan of 11,000
rupees in order to make up the amount ! A more
serious indictment of the existing system of
financing local bodies it would be difficult to
find.

Y et these big public bodies sometimes have
quite large Sinking Funds at their disposal
for investment.® The debt of the Bombay
Corporation in 1926-27 stood at 184 crores of
rupees, and its Sinking Fund, in hand or
invested, at 2:95 crores. The Port of Rangoon,
which had a rupee debt of over 4 crores on
the 31st March 1928, besides a sterling debt of
half a million pounds, held 1618 lakhs of rupees
in the Sinking Fund, which was invested
in 23 different loans of the Government of
India, the Rangoon Port Trust, the Rangoon
Corporation, and the Calcutta Port Trust. The
Bombay Corporation Report for 1926-27
states that a proposal, dated the 23rd July
1926, to consolidate all its outstanding deve-
lopment loans into one loan at 5 per cent and
of repaying the loan in 30 equated instal-
ments of 11.62 lakhs of rupees a year, was

! Sep. .



MONEY MARKET IN INDIA 343

disapproved by the Government of India. A
perusal of the annual reports of some of these
bodies shows that they have sometimes to spend
considerable amounts of money in discounts,
brokerage, and other charges in connection with
their direct external and internal loans. Some
of them even carry short sterling obligations.
A body like the one the establishment of which
we are suggesting, ready to finance all important
local bodies and agreeing to receive payment in
the form of annuities including interest and
sinking-fund payments, spread over a period of
years appropriate to the character of the loan
expenditure, would avoid the considerable waste
due to the present overlapping and a great deal
of the inconvenience that is frequently faced
by the borrowing institutions.

It would not only perform the functions of
propaganda and publicity as to the true position
of the Indian Public Debt, but would serve to
maintain confidence in the minds of external and
internal investors by ajudicious discharge of the
work assigned to it. Such an institution could,
also, effect a desirable separation between the
commercial and the unsecured debt, a step that
would lead to the avoidance of political contro-
versies as regards any section of the public debt
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Greater Reliance on Other than Directly-
Borrowed Funds.—We are concerned to urge in
this book a much more extended reliance on the
part of the Government of India, on sources other
than the direct borrowings in the open money
market. At the same time, however, itis highly
desirable that entries into the open market should
be more systematically planned. There should
be, say, quinquennial or decennial periods of heavy
capital programmes to be financed out of direct
borrowings, and then alull to give the money
market a breathing space. Australiais a special
case, but this country has recently curtailed its
loan programme by 50 per cent. All writers on
public finance, however, agree that popular loans
should be few. The Government of India already
annually receives a few crores of rupees under
certain heads for investment. It should become
part of a definite policy to offer such attractions as
would increase the yield under these heads ; and
then to attempt to restrict the execution of more
urgent programmes to the sum obtained through
these investing departments. A quotation from
the Indian Budget Speech of 1929 will serve to
make this general argument clearer : " In the
five years from the 1st April 1923 to the 31st
March 1928," said Sir George Schuster on this
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occasion, "Government undertook capital ex-
penditure amounting to about 120 crores of
rupees and about £49% million. As against
this sum, they raised by way of loans from the
public, a net amount (by which expression |
mean the net proceeds of the new loans, less the
amount of old loans and Treasury Billspaid off) of
about 12 crores of rupees, and about £13 million.
That is to say, during these five years, sums of no
less than 108 crores of rupees and £36% million
were provided from sources other than an increase
in what is generally known as the public debt."

The money was provided from the following
sources :\—

Rs.
(Crores)
(i) Post Office Cash Certificates and
Postal Savings Bank Deposits .. 37
(if) Other Saving's Bank Deposits 19%
(iti) Revenue Surpluses including Reve
nue Reserve Fund : 12
(iv) Provision for Reduction or Av0|dance
of Debt .. o 22

(v) Other Appropriations from Revenue 3
(vi) Reduction in Opening Cash Balances

inIndia .. .. 16%
(vii) Depreciation and Reserve Funds .. 25i
(viit) Provident Fund Baances from Rail-

way Companies ... . 9

(ix) Gain by Exchange ... e i
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We cannot look forward for the financing of
thelndianrailwaysandprovincial administrations
to such foreseen or unforeseen windfalls as are
included initems (iii), (v) or (ix) above, but we
do certainty recommend encouragement of the
growth of heads (i), (ii) and (viii) and, in addition,
would always take into calculation the amounts
available under items (iv), (vi) and (vii). Postal
Cash Certificates we have already discussed at
length. Steps should be taken similarly to ensure
alarger flow of provident funds from semi-official
institutions.

In the fourteen years from 1914 to 1928 the
Government's 'other obligations' yielded 80 crores
of rupees, or the respectable sum of about 6 crores
of rupees annually. In some years, Cash Certi-
ficates alone have yielded more than this sum.
The total average amount received under (i), (ii),
(iv) and (viii) works out at 23 crores of rupees
annually for the quinquennium 1923—28. It
should not be difficultto bring thisfigure up to 40
crores of rupees, the normal annual requirement of
the Central and Provincial Governments. For
producing additional money, therefore, during
the period in which, as we propose, relief should
be given to the money market, a permanent
arrangement might be made for 5 and 10-year
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bonds to be available on sale from the post offices
or branches of the Imperial Bank of Indiain cer-
tain weeks during the slack season, say, in June,
July or August, of the year. Power could be
reserved to the Government to restrict the sale
of such bonds in Presidency or other commercial
towns if there were monetary stringency and the
Bank-rate during those weeks happened to be high.
Dull periodscould beutilized for conversion opera-
tions on easy terms, as was done in the interval
between 1925 and 1928 to which we have pre-
viously referred.!

Limitations and Potentialities of the
Indian Money Market—The present limita-
tions of the Indian money market can be
very well studied in the light of the ex-
perience gained in the war and post-war
periods. It must be clearly recognized that, as
is bound to happen in a newly-developing
country, the Indian market has shown a great
capacity for yielding large amounts of money
on short-term loan conditions. To expect the
same amounts to be obtained for long-term
investments in Government loans, however, is

! Seep. 311
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to assume more than can be justified from the
financial history of the last fifteen years. But
while appreciating fully the significance of this
fact, more extensive facilities should be afforded
to distribute short-term bonds widely in areas
other than the present monetary centres. The
surplus purchasing power of the community, as
represented by the excess of exports over imports,
Is widely distributed among the large population
spread over the wide area in which banking has
not developed to any considerable extent, where
the co-operative movement has made but little
headway, where other mobilizing institutions such
as Building Societies, Trustee Savings Banks,
Investment Trusts, Friendly and Provident
Societies, found in Britain, have not been deve-
loped, and where finally the importance of insur-
ance has not attracted popular attention.

The crux of the problem in these circum-
stances is to take effective steps to interest the
large class of small and scattered investors. As
the present writer has pointed out elsewhere,’
the possibilities for the development of capital
resources in India are very great The position
is (i) that India's potential capital is large enough

! Dubey: " Indian Economics" p. 206.
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to meet her growing industrial requirements, but
(if) it is timid and conservative, and, finally,
(iii) it requires to be drawn out. " That inter-
nal capital is available,” wrote the External
Capital Committee (1925), "is shown by the
increase in Government rupee loans from 145
to 358 crores, and in the paid-up capital of the
joint stock companies from 80 to 250 crores
between 1913-14 and 1923-24, an increase of
387 crores. The fact, however, that the net
imports of gold and silver since 1913 amount to
482 crores, is evidence that large resources are
still being hoarded which might be invested.”
The problem, therefore, isto provide institutions
in India that will overcome the timid and con-
servative character of the possessor of capital
and draw it out from his hoards. Banking can
make only slow progress. In the vast country
that India is, there are only about 500 bank
offices, and the effectiveness of these is to be dis-
counted by reason of the considerable overlapping
which exists. " That the banking facilities in
the country are inadequate for our population
and resources, is shown by the mere fact that
20 per cent of our towns, having a population
of 50,000 persons or over, and 75 per cent of our
towns, having a population of 10,000 persons or
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over, have no modern bank at all."' In Great
Britain and Ireland there are 13,100 bank
branches. Ireland alone has about 900 bank
offices, and Scotland about 1,300 In India,
it will thus appear, we have only touched a
fringe of the banking problem. It is not pos-
sible to forecast the recommendations of the
Banking Commission now sitting in India, and
the type of institution they will suggest to meet
the requirements of Indian rural areas, but the
belief is generally held that there is a mutual
feeling of distrust between the man-in-the-street
and the modern banker. The former has no secu-
rity to offer for a bank accommodation, while he
cannot bring himself to trust a banker to take care
of his small savings. In many instances, more-
over, aregular branch, or even a branch working
only on particular days, is not an econoirfic pro-
position. Public credit, therefore, should be ex-
tensively used through the medium of the post
offices which number about 20,000, in order to
attract the small deposits of people of very scanty
means. Concentration of attention on the small
investor, specially outside the Presidency-towns,
IS the more necessary since the locking up of

' Ibid., p. 208
- Vide Bankers Almanac.
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funds is not practised by the commercial com-
munity, whose floating balances always remain at
the disposal of the money market in one form or
another. Future attacks, therefore, should be spe-
cially directed towards those quarters that lock up
the purchasing power in an uneconomic manner-
If government paper can be made increasingly
popular with the masses, it will provide them with
instruments of credit for bank accommodation,
encourage the growth of the habit of investment,
reduce the import of precious metals for hoarding
purposes, bring down the rate of interest in the
rural areas, provide a healthy stimulus to the
development of banking, ultimately increasing
the purchasing power of the masses (and thereby
their saving and taxable capacity), and, finally—
no small point—will interest them more effec-
tively in the stability of the government.

The Government's present loan organization
is very imperfect. " We think," remarked the
Majority Report of the Railway Committee of
1921, "that the agency for the issue of Govern-
ment loans requires to be organized much more
thoroughly and on a much wider basis, and that
the services of all banks, both European and

1 Para 246, p. 73.



352 THE INDIAN PUBLIC DEBT

Indian, should be enlisted." The Minority
Report' went one step further. They considered
that the assistance of all banks should be enlisted
when the Government came into the market
for railway loans, and that even indepen-
dent offers from banks or groups of banks on
special conditions somewhat outside the ordinary
Government terms, should not be lightly set aside.
The general opinion of the Committee was that
the Indian Government had not in the past ex-
hausted al | advantageous methods of raising money.

A great deal could be accomplished by the
enlistment, in advance, of the support, not only
of all the banks, but of other great financial
institutions, and even of private capitalists, and
inthis way the participation of the whole public
which has money to invest could be secured. It
awaits only a systematic organization in the
hands of experts, and other countries' experience
ought to be taken advantage of. When,
for instance, the Japanese Government carried
out its conversion operations in March 1910, the
representatives of fifteen banks in Tokyo and
Osaka were summoned and asked to organize an
underwriting syndicate to manage the general

! para 30,
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subscriptions, and an agreement was reached to
take the unsubscribed portion of the loan if the
subscribed amount fell short of the anticipations.
Money was received through the post offices. Two
other syndicates, including a larger number of
banks, were formed for a similar purpose in the
same vyear.! In America in October 1915 a
syndicate of no less than 288 financial institutions
underwrote an Anglo-French 5-year loan of
$500 million.

Some of the Indian territorial princes are
counted among the richest men in the world;
many others, in accordance with their time-worn
traditions, have large hoards in the coffers of
their treasuries.”> Their aid should be invoked,
their co-operation invited, and any legal or
constitutional obstacles in the way of their in-
vesting money in Government loans should
be removed. After all, it is important to
remember, there is a considerable amount
of money-lending as well as exchange of
landed property for money done in the country.
A Burma witness said before the Decentralisation
Commission that the capital issues of the Rangoon

! Kobayashi: " The War..and Armament Loans of Japan,"
pp. 122-123.
2 Shirras: " Public Finance" p. 467.
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Port Trust used to be subscribed to by the Court
of Wards of Madras. Personal invitations to great
Indian landowners or capitalists would go a
long way towards popularizing investment in
Government securities, if only it is brought home
to their minds that the object of raising money
Is to construct useful public works, and to release
the Indian railways and irrigation works from
their present mortgagees. The work of enlisting
the support of the masses, on the other hand, will
have to be done on aretail scale, and mainly
through Indian agencies. The first step is the
most difficult. The habit of investment grows
only by practice. The experiment of araging and
tearing popular campaign to raise large amounts
of money by loan in peace time has never been
tried in India. Yet, while the understanding and
goodwill of the enlightened and educated classes
Is essential, if efforts were also systematically
made to enlist the active sympathy of the territo-
rial and merchant princes and to secure the
backing of the aristocracy and the confidence of
the masses, any official effortsto socializethe Indian
public debt would be bound to prove a success.

Effects of Heavier Internal Borrow-
ing».—It now remains to discuss the effects
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of more intensive rupee borrowings on the
monetary position in India. Supposing that
by short-term loans and the offer of more attrac-
tive rates, larger funds were raised by means of
rupee loans, such a course would be bound to
have repercussions on the supply of capital for
other purposes. " | must respectfully point out,"
said Sir Manekjee Dadabhoy in the Council of
State,' "that it was a great blunder committed by
Government when they floated the sterling loan
last year in England at 7 per cent, and when
they permitted the Bombay Government to float
the Development Loan at 6% per cent. What
was the result? It temporarily ruined Bombay,
because merchants and other people withdrew
all their money from the joint stock companies
and banks where it was deposited, and invested
and employed it in the purchase of the 6% per
cent Development Loan, with the result that
there was no money left at a critical time for the
purpose of carrying on the trade of Bombay."
Criticism of heavy rupee borrowings at high
rates have been made from other quarters also.
No one will dispute the temporary influence of
heavy rupee loans on the investment market in

1 On September 9th, 1924,
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general, but does the present average rate of
annual rupee borrowings really represent, in the
long run, a heavy net withdrawal of fresh funds
from the open market ? It must be remembered,
in this connection, that the Government itself
is a large disburser of funds in the form of
interest payments, funds which should normally
be available for further investment. It is very
interesting to note how much new money the
Government has taken from the money market
from 1914 to 1928 in view of the fact that con-
siderable sums have been paid out by the Govern-
ment as interest charges in India. The following
table shows the proceeds under different heads.—

Rs.
(Crores)
(i) Excess of postal savings bank
deposits over 1914 8
(i) Casn Certificates since 1917 ... 31
(ii1) Excessof Provident and other
allied funds over 1914 46
(iv) Paper Currency Reserve Invest-
ment ... 31
Total 116

The above sources represent a total of 116
crores of rupees, while during the same period
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the total internal debt has risen by 353 crores
of rupees. ' Other sources, therefore, have supplied
the remaining amount of 237 crores of rupees.
During this period, the Government has paid out
210 crores of rupees as interest on the rupee debt.
So that the fresh money taken by direct demands
on what is called the Indian money market
amounts to only 27 crores of rupeesin all. And
if account is also taken of the not inconsiderable
amounts of money allowed as discount on loans
and premium on bonds during this period, the
amount will dwindle to an even smaller figure of
afew crores of rupees. The criticism of the policy
of the Government from certain quarters, to the
effect that it has absorbed the savings of the
money market which would have been more pro-
fitably employed in the development of industry
and commerce, is therefore hardly justified in the
circumstances. The net result of the total
drawings of the Government of India and
the various Provincial Governments illustrates
. forcibly the truth of the argument that once the
whole of the present external debt was converted
into internal debt, the amount of interest paid
by the Government to its creditors would create
a fund which would be enough for the annual

requirements of the Government. We hw:
F.23
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estimated the annual requirements of the Govern-
ment at 40 crores of rupees; that, in very
round figures, is the total amount of interest
paid by the Government. If we were to take
into consideration the huge war-time profits and
the large imports of precious metals made during
this period, we should find that the Government
has taken only a part of the total savings of the
community.

But the annually-recurring entry of the
Government into the market, for money needed
for development of a particular kind controlled
by the State, does, after all, affect to some degree
the availability of funds for other enterprises.
What can the Government do to encourage the
promotion of legitimate, healthy and beneficial
private enterprise? Company promotion, or the
underwriting of promising capital issues, is
no direct function of the State. Instances of
State guarantees, or the State Loan Orga-
nizations assisting in underwriting industrial
capital issues of national importance, however,
are found in other countries. Instances have
also been quoted elsewhere' showing that the
provincial field of loans and advances is in some

- See Madras Administration Report (quoted pp. 169-170).J
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cases sufficiently wide and comprehensive. The
increase in the assets of the Provincial Loan and
Advance Account in the different provinces from
9 crores of rupees in 1921 to 37 crores of rupees
in 1928, is a marked improvement. The time
is ripe for the Government to go a step further,
and, through a National Investment Board, assist
the financial reorganization or reconstruction of
industry: thisit could do by providing facilities
for the grant of long-term loans on easy terms of
repayment out of the funds that are raised for
general purposes, to approved types of industries
under specified conditions. It is the more
necessary since there are no industrial banks
in India. Moreover, the State itself engages in
industrial activity, and itis only fair that private
enterprise should not be handicapped for want of
the long-term finance which the former obtains.
In this way, any shortage of money for long-
term industrial investment resulting from heavy
Governmental borrowings would be more than
neutralized.

Palliatives for Tiding Over Seasonal Strin-
gency.—Another important problem to be solved,
however, is that of relieving the money market at
the time of seasonal stringency when the Bank-rate
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rises. It was recognized by the Chamberlain
Commission that the average Bank-rate in India
isnot high.! Evenifitwere, it must be admit-
ted that a high Bank-rate is not necessarily
always bad. A risein Bank-rate generally indi-
cates brisker trade or business activity: a high
rate attracts capital from abroad and checks the
efflux of capital to foreign countries. The rate
for bank-money, moreover, is not a very appreci-
able item in the cost of industrial production,
and in India, when itis high, it is generally high
only for a short period—a few months or so. From
the point of view of private capital issues, it may
almost be regarded as a blessing that there is a
slack season with low Bank-rate in India, which
should be fully used for the raising of capital for
new industrial and commercial enterprises. Some
provision is necessary, however, to give temporary
relief to the money market in the busy season.
Liberal facilities for re-discounting not only
commercial paper, but also public loan paper of
early maturity, provided by the establishment
of a Central Reserve Bank, would go a long
way towards easing the situation in this direc-
tion.

! Report para 142
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In some other countries, the objectis achieved
by obtaining short-term funds in foreign monetary
centres. In a recent article! Prof. Gregory has
discussed the undoubted " existence of a large
volume of floating funds moving easily from one
area to another under the impulsion of higher
interest rates, or feelings of insecurity." He has
estimated the amount of this "short-term fund"
of international character, largely the product of
the post war financial conditions, at £400 million.
There is no reason why India should not take
advantage of the existence of this fund by main-
taining a policy of conservation of its own capital
resources and checking the export of capital. If
the Government draws heavily on the market
in July or August when money is plentiful, it
should actively assist the situation in winter and
spring when funds run short. India Bills of
a few months' maturity are a very familiar form
of sterling borrowing on behalf of India in
London. They are sometimes cheaper than
long-term loans, as we have shown in the chap-
ter on Sterling Debt. The community will stand
to gain, therefore, if public credit is allowed
to be used in that form in the interests of

! Financial News : World Banking Supplement, 1930.
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general trade, as it is now used for Government
requirements.

This second suggestion involves an import-
ant departure from the constitutional practice and
procedure followed in other countries. Arrange-
ment for short-term loan funds from abroad, in
the interests of the commercial community when
there is monetary stringency at home, is a proper
function for banks, but not, prima facie, for the
Government, to discharge. But there are particu-
lar reasons why official assistance isjustified in
the special circumstances of India. In the first
place, there is no Central Bank in India, and the
work of controlling remittance, exchange and
currency, is at present carried on by the Govern-
ment. Naturally, the best agency for raising
loans abroad is that which controls all these cog-
nate functions today. Secondly, even if the
Imperial Bank of India, the premier banking
institution of the country, which largely holds
Treasury balances in India, comes into the
London market, the step has to be taken with
Government sanction and backing. Another
reason, though not so strong, is that the Govern-
ment already borrows by Bills in the interests of
its own programme, and the scope of London
borrowings for temporary purposes might well
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be extended to include trade requirements too.
A further reason of similar weight is that
the Government's credit stands high in the
London market, and a banking institution would
have gradually to establish a tradition and
build up its credit- But probably the most
important argument for suggesting this course is
that a part of the Indian Paper Currency Reserve
is kept in London. This means that additional
currency can be issued in India on the strength
of an increased reserve built up by borrowings
made in London to relieve the Indian money
market in the active trade season. Even
if only a few crores of rupees are thus
placed at the disposal of the Indian market
in the early months of the calendar vyear,
they will serve to ease the situation considerably.
The two steps outlined above would go far
to solve the chronic problem of high money rates
in India in winter and early spring. Another
great difficulty which remains to be faced in
raising more fundslocally is the problem of trans-
ferring funds to London, and the resulting
exchange complications arising therefrom. So
long as there are Home Charges of about £25
million to be paid annually in England and the
necessity continues of spending large amounts
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of money in order to buy capital goods abroad,
the recurring problem of exchange will have to
be faced. India is not peculiar in this respect.
The exchanges of other countries in recent times
have suffered great and varied fluctuations. As a
result of the heavy post-war international in-
debtedness and the increased mobility of capital,
exchange difficulties in European countries have
increased a great deal. Our difficulties in this
respect are not a fraction of what other countries
are passing through. It looks, indeed, as if in
future, stability of exchange will rather be an
ideal than an actuality.

It is principally on account of this reason,
and to avoid skimming the local money market,
that foreign borrowings are sometimes preferable.
Mr. Howard, of the Currency Department, stated
In his cross-examination before the Banking
and Currency Commission of 1913, that, in the
preceding two or three years, more rupee loans
could have been placed but were not raised,
because the rupee balances were so high that
it was not considered necessary to skim the mar-
ket in that direction.! The External Capital
Committee (1925) also considered this aspect of

lvoal.1,Q. 802
2 Para 19,
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external loans. " In the cae of Government
and quasi-Government loans, " they wrote, " the
rate of interest should not be the sole consider-
ation between an external and an internal loan,
and the exchange position must always be allow-
ed due weight." The ultimate remedy, for find-
ing the necessary exchange, lies in increased
production, encouragement of exports, and de-
crease in the imports of precious metals, the
liquidation of external obligations, and the con-
sequent diminution in the annual external debt
charges. The necessity for these remedies is
suggested by the fact that the interest on the
direct sterling obligations of the Government of
India, has more than doubled during the war and
post-war periods, it being about £6 million in the
last pre-war year and £13:12 million in the year
1927-28. But though conditions at the moment
are abnormal, the problem is one which India
shares with a number of other countries. Several
countries have recently been very hard pressed
in finding the necessary foreign exchange
for meeting their external obligations. " All
countries," wrote The Times®' " which are pro-
ducers of primary products, such as foodstuffs

! February 8th, 1930,
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and raw materials, are suffering from the
decline in prices and from the resulting finan-
cial stringency, in varying degrees. Argentina,
like Australia, is a large producer of grain and
wool, and after a succession of prosperous
years, is finding it difficult to export sufficient
products to pay for her imports and to discharge
the obligations of her foreign debt. As a con-
sequence, the Peso has fallen to a discount of
10 per cent. Canadais also faced with the same
difficulty, but in smaller measure, the discount
of her currency being only about 1 per -cent.
The Australian pound has fallen to a heavier
discount, and a sight draft of £100 on
Australia is worth no more than £96-10-0 to the
seller.”

The last important difficulty to be taken
into consideration is the constant anxiety as
regards the maturity of short-term loans. That
these 3, 5, 7 and 10-year Bonds are productive
of more money than longer-term loans goes with-
out saying. Being redeemable at an early date,
moreover, the price of this paper does not vary
greatly, and provides good security to bankers and
others. But it is a bad principle to construct
permanent works with money borrowed on short-
term conditions. In addition to the heavy crop
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of early maturities amounting to 200 crores of
rupees in the funded form, the Government has
unfunded obligations of over 200 crores of rupees
which are repayable on demand; thus, almost
2/5 ths of the Government liabilities are held on
short-term conditions- If at the time for the re-
demption of such obligations the money market
is in the throes of a depression on account of one
set of reverses or another, the Government may
be placed in very great difficulties and may have
to renew the obligations at more handsome rates
of interest The price of money had no doubt
gone up as a result of the war, but it was princi-
pally owing to the pressure of heavy short-term
maturing liabilities, contracted during the war,
that the Government had to pay such high rates
of interest on its immediately after-war borrowing
and conversion operations. The only alternatives
left were inflation of credit, and a high rate of
interest to the private investor. In the general
interests of the community, the Government adopt-
ed the latter course.  But the best policy to adopt,
in such circumstances, is to incur temporary
debts in times of pressure and stringency, and
then to substitute for this temporary debt a
permanent debt as soon as market conditions
make it possible to do so on reasonable terms.
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This, in fact, was the essence of the financial
policy of Sir Basil Blackett, when Finance Mem-
ber of the Government of India. A large part of
the Government's short-term obligations have
been converted into fairly long-term loans during
the period of his Finance Ministry.

SUMMING-UP

We are now able to summarize the position
of the Indian money market in relation to the
necessary supply of capital for public require-
ments. The next seven years can very reason-
ably be taken as the period needed for the pur-
pose of taking stock and formulating a definite
policy in three respects. (i) fresh borrowing,
(i1) the conversion of early maturities in India,
and (iii) the repayment of a part of the sterling
debt falling due in connection with the direct
loans of the Government of India and with
the optional exercise of the railway purchases.
The requirements under heads (ii) and (iii)
amount to 200 crores of rupees or an average
of 30 crores of rupees per annum. If we
allot 20 crores of rupees annually for the fresh
capital programme of the Central Government
(for new capital expenditure only, purchase of old
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railways being included in the figure of 200
crores of rupees) and 10 crores of rupees for the
provinces, we require on an average 60 crores of
rupees per annum in all. The average netyield on
direct loans (total rupee loans minus conversions)*
from the money market for the last ten years
works out at 20 crores of rupees per annum. The
last decade may be taken to be an average one
including as it does years of heavy and of lean
borrowings as well as being a period in which
there were only conversions and no extra demand.
If we assume that in the next seven years the
money market in India will yield equally well
at the same rate as it yielded in the past decade,
the problem is to find resources for the supply of
another 40 crores of rupees per annum.

Railway Reserves and the Debt Redemption
scheme will provide 12 crores of rupees per
annum. For the supply of the remaining 28
crores of rupees annually, however, we are defi-
nitely of the opinion that the Provident Funds,
Post Office Savings Banks and Cash Certificates
should be more intensively tapped. The Pro-
vident Funds yielded about 5 crores of rupees
in 1926-27, Post Office Savings Banks over

! See table on p. 181,
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3 crores of rupees in 1927-28 and the Cash Cer-
tificates about 8 crores of rupees in 1925-26.
With a relaxation of the restrictions on the
deposit of Provident Funds for investment with
the Government, and the further extension of
facilities for the small investor on the lines
recommended in the previous chapter, it should
not be difficult to obtain an additional 12 crores
of rupees annually from these three sources.

We have advisedly refrained from suggesting
a heavier demand on the open money market than
20 crores of rupees (the average of the last ten
years), in order to exclude for the moment the
guestion of the monetary stringency. But there is
nothingto prevent the Government from raising
more than this amount from the market in boom
years or less in a bad year. So long as it is
intended to carry through the policy over awhole
period, the Government might even enter into
some make-shift arrangements with London for
temporary finance. But if the Government frames
a bolder programme of capital expenditure than is
assumed above, or the internal capital resources
we have stressed should not yield up to ex-
pectations, the Government will have in corre-
sponding measure to rely on the London money
market
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In conclusion, we would wish to strike a
note of optimism. The situation has many re-
deeming features. India has large hoards of the
precious metals. " A recent enquiry carried out by
an American Commission even suggests that the
amount of the precious metals stored in Indiais
equal to that held by the United States ; but in
India this wealth is immobilized and render-
ed sterile by the habit of hoarding."* She has,
however, created vast investments abroad in
recent times; its dormant capital is gradually
being released, as timidity lessens, and is being
increasingly employed for the development and
extension of industry. It is appearing in increas-
ing quantities for investment in the Government
loans. Sir Stanley Reed said before the Babing-
ton-Smith Committee that capital is available for
investment in India "in amost embarrassing
guantities." When a definite policy is adopted to
draw it forth, when regular estimates of future
demand are made, and the proper steps taken to
secure the supply, the foreignindebtedness of India
will disappear in no long period. "Indiais full
of money and self-contained to supply all funds
necessary for the expansion of its railways and

1 " Report of theLiberal Industrial Enquiry," p. 376.
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irrigation systems, and for the development of in-
dustries,” asserted the Committee appointed in
1921 to enquire into the rehabilitation of Govern-
ment securities. "We are of opinion that year after
year, India will be able to spare increasing sums
of money for the building of railways, canals and
industries, and for provincial development. Un-
fortunately the money power of Indiais not pro-
perly mobilized. Money lies dormant in endless
small hoards all over the country.” It is the hope
of the writer in submitting the suggestions con-
tained in these pages, that they may contribute to
the use of public credit as the most potent means
of mobilizing—as indeed it is—the immobilized
wealth of the country in order that the commu-
nity may realize the greatest good for the largest
number.

FINIS
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