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PREFACE TO THE 1944 EDITION,

This book was first written during 1938-39 with the limit-
ed objective of providing a clear and concise account of the
main developments in our currency system during the last
one hundred years and its first edition came out a few months
after the outbreak of the war. The war bas given rise to
some very important developments in the 3phere of
Indian currency and these have been covered in the present
edition. The shape of the material incorporated in the first
edition has also been changed a little by addition, modifi
cation and amplification. It is very difficult to write about
any aspect of Indian war economy without quickly getting
out of date. For the scene changes even as one is looking
at it and the latest information has to be pursued like
will-o’the wisp.

The following words occurring in the last chapter of the
previous edition embody the conclusion then reached about
the future of Indian currency:

“ 1t may take a long time yet for the international
monetary position to become clear and stable. With war
in the offing it may get more confused and unstable.
An independent monetary policy alone can safeguard
Indian interests in such an emergency. The past record
of currency management in this country is not such as
to inspire public confidence. The excessive dependence
of her monetary system on currency and credit changes
in England has been a serious disadvantage for India.
This dependence must be ended and a monetary system
suited to Indian needs and managed to promote Indian
interests evolved.”

The war has brought a wealth of experience and wisdom
but has in no way necessitated the retraction or revision of
that conclusion.
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This book is modest in its claims and invites no rigorous
judgments. But an attempt has been made to import
into its pages something of a method of approach and
spirit to which the author attaches great value. If ever
there was a time when the Indian economist could live in his
‘jvory tower’ and put on the trappings of ‘scientific purism’
that time is now long past. Into the context of every eco-
nomic problem of this our country, the mighty and yet
unsolved political problem enters and over the whole of its
economy it rolls out in its wide sweep like a sheet of lead.
The Indian economist has to show a keener appreciation of
this fact- But at the same time, he cannot afford to let it
grow into an obsession which would run away with his
analysis and judgment. Nothing will, of course, absolve him
from the duty of being an unbiassed student of events but
he will greatly fail if he does not endeavour, within the
limits of his capacity and work, to function as the adviser
and prompter of a long suppressed nation, heavy with the
burden of many infructuous decades, but now gathering some
Juite resolve to be on the move.

10th March, 1944.



PREFACE TO THE 1945 EDITION.

The second edition of the book which came out in
April 1944 was exhausted within a few months. This un-
expectedly generous response from the readers should have
been under different conditions a source of the utmost gratifi-
cation to the author but in the event it proved to be a
source of some embarrassment. For apart from his own
preoccupations in fields which were not strictly academic, the
termination of hostilities first in Europe and later on in
Japan and the vagaries of the control over paper and printing
occasioned several delays and rendered the task of bringing
out the present edition not only dilatory but also somewhat
arduous.

The march of events has been very swift all this time
and as will beevident from the pages of the book, an effort
has been made to keep pace with it though it may not
always have been very successful. Opportunity has been
taken to revise large portions of the text and to incorporate
an account of the Bretton Woods Monetary and Financial
Conference. Two new appendices on the Aftermath of War
in India and the Decimal System of Coinage have been
added.

Useful suggestions very kindly sent by Dr. D T. Lakda-
wala were found helpful in revising certain portions of the
text. The opinions expressed in the book may not in any

way be associated with the author’s part ime job with the
Punjab Government.

5th November, 1945. D. K. MALHOTRA
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standard) was restored and efforts continuously made to main-
tain the rate at 1s. 6d.

VIII Period: September 1931—August 1939: A periced
of crisis and uncertainty which began with rupee teing linked
to sterling and during which the Indian currency system
weathered the economic storm.

IX Period : September 1939— August 1944 : Five years of
the war during which the Indian currency system has under-
gone some unprecedented and startling changes and during
which the monetary authorities, led by the necessities of war,
have imposad various controls over currency and exchange.

It would be helpful to know that runninglike two threads
through the history of Indian currency are the desire of
Indian people to have a gold standard and the anxiety of the
Government to maintain a stable exchange rate at all costs.
The present war has thrown the monetary systems of the
world into the melting pot. Old notions and predispositions
may well be out of date at the end of war and if the discussions
and decisions of the United Nations Financial and Monetary
Conference held at Bretton Woods in July 1944 are any clue
to the future, the currency system of India, like the currency
systems of other countries, will emerge from the present
ordeal considerably modified and, one may hope, reformed and
strengthened.

CHAPTER 11
I Period : 1835—1893

FROM ADOPTION TO ABANDONMENT OF SILVER
STANDARD

Attempts by the East India Company to reform Indian
currency had begun much before 1835 and the silver rupee
weighing 180 grains (11/12th fine) was made the standard coin
in Madras in 1818 and in Bombay in 1823.! In 1835 (by the

1 Reform was needed because of the large variety of coms of gold and
silver circulating in different parts of the country. 994 coins of varying
weight and fineness are said to have been circulating about this time.
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Act No. XVII) Q%S_il_vg_gpge__o.ﬁ_wlgmns (11/12th fine)
was made the standard coin throughout British India.! Mints
were opened to the free coinage of silver. The face value of
the rupee was equal to its intrinsic value, i.e., the value of the

rupee against gold or commodities was equal to the value of
silver contained in the rupee. It must be obvious that

coin+ge being free to public it was not possible for the
Government to make the rupee circulate at a value higher
than that of silver put in the rupee.

N

§ 1. ATTEMPTS TO INTRODUCE GOLD IN CIRCULATION
(1835-—1874)

By the Act of 1835, which made the silver rupee standard
coin, gold coins were deprived of their legal tender quality,
i.e., legally they could not be paid and accepted. The Act
permitted, however, the coinage of gold mohars if required
by the public. These mohars were to be equal in value to
5,10, 15, or 30 rupees. It is difficult to understand why the

gold coins struck under the Act were not to be legal tender.
A proclamation_issued in 1841 authorised receipt of gold

coins at public treasuries in payment of public dues at their
face value unless they had passed a certain limit of lightness
when they were to be taken as bullion only, by weight.
The rate at which gold coins were to be received was 15: 1.
Some encouragement was thus given to gold currency but it
was to be very brief. Gold discoveries in California and
Australia from 1848 to 1851 made it cheaper for the people
to pay in gold rather than silver at the rate of 15: 1. Gold
began to flow to the treasuries in large quantities and the
Government lost by accepting it at a rate higher than the
market rate. From 1st January, 1853, therefore, receiving of
gold coins in payments of public dues was stopped. Gold,
however, continued to be received into the mint for coinage
under the Act of 1835.

Mansfield Commission, 1866

Proposals were made after 1853 to introduce gold currency

* The weight and fineness of the rupee remained unaltered upto 1940.
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in India. Several Chambers of Commerce and Sir Charles
Trevelyan (in his Minute of 20th June, 1864) pressed for tke
introduction of gold coins in India and the Government of
India agreed to receive and pay, when convenlent, sovereigns,
and half-sovereigns minted at any authorised mint in England
or Australia at the rate of Rs. 17 and Rs. 5 resgectively. The
gold coins were not to be legal tender, however. At these
rates gold coins were not tendered at the treasuries. A
Commission was appointed in 1856 under the chairmanship of
Sir William Mansfield to report on the best way of meeting
the currency demands of the country. It made the following
recommendations :—

(2) gold coins of 15, 10 and 5 rupees should be issued.
(#) currency should consist of gold, silver and paper.!

(#44) the possibility of issuing a universal note should be
considered.?

Nothing resulted from these recommendations. In 1868,
the rate for sovereigns and half-sovereigns was raised to
Rs. 10-4 and Rs. 5-2 respectively to attract gold to the
treasuries. Shortly after this the gold price of silver began to
fall and in May 1375, the Governor-General-in-Council ex-
pressed his unwillingness to take any step to recognize gold as
the standard of value in India.

§ 2. FALL IN THE GOLD PRICE OF SILVER
(1874—1893)

From 1874 onwards the gold price of silver began to fall.
From 601d. per ounce in 1871-72 it fell to 39d. in 1892.93.
From 1873 to 1893, the fall amounted to 40 per cent, As the

silver rupee was a freely minted coin, the value of silver in

! Currency notes had been issued and made full legal tender within
their respective circle of 1ssue by the Paper Currency Act of 1861. The
Commission were to reporton the working of this Act also.

? To anticipate things a little, it may be mentioned here that five rupee
note was made universal legal tender in 1909, ten and fifty rupee notes in
1910 and hundred rupee note 1n 1911. Five hundred and one thousand
rupee notes were made universal legal tender in 1931.
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the rupee in terms of gold also began to fall and the rate of

exchange fell from 1s. 113d. to 1s. 3d.in 1892-93. Theie
were two kinds of causes accounting for the fall in the gold
price of silver :—

(a) Depreciation (fall in value) of silver due to increased
production of silver and demonetization of silver by several
countries such as Germany, Sweden, Denmark, Norway, etc.

(b) Appreciation (rise in value) of gold owing to its
decreased production and increased demand from countries
adopting gold standard such as Germany and Scandinavian
countries.

For a long time the Government took no action and
waited for the introduction of international bimetallism
The last of the International Monetary Conferences held at
Brussels in 1892 adjourned without arriving at any'agreement.
The difficulties of the Government and people had in the
meantime become acute owing to the following reasons :—

(i) To meet their Home Charges (i.e., expenditure in
England) they had to remit a larger number of rupees and
this necessitated increased taxation.

(i1) Fluctuations of exchange introduced uncertainty so
harmful to trade. It is sometimes said that a falling exchange
stimulates exports but there was evidence to show that the
progress of export trade was less with a rapidly falling than
with a steady exchange.!

(441) The European officials who made remittances abroad
claimed compensation for the loss they suffered due to a
fall in exchange. The prices in England had no doubt fallen
at that time but even allowing for that the amount of
sterling which the same number of rupees procured had been
largely reduced.

(iv) A falling exchange greatly checked the investment of
British capital in India because there was uncertainty as to
the interest received from such investment and the reduction
that the principal sum may suffer when it was transferred to
England at a lower rate.

1 Report of Herschell Committee, (1893), para 27.
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(v) A falling exchange, involving as it did smaller remit-
tances for the same number of rupees, made it more difficult
to arrange for the services of European employees to carry on
industrial undertakings in India.

The Herschell Committee, 1892

In 1892, a committee was appointed under the chairman-
ship of Lord Herschell to consider if it was expedient to close
the mints to the free coinage of silver with a view to the
introduction of gold standard, as was suggested by the Govern-
ment of India. The object of closing the mints to the free
coinage of silver was to secure control over the supply of
rupees and thus prevent a fall in the exchange value of the
rupee. The Herschell Committee recommended that : —

(#) Mints should be closed to the free coinage of both
silver and gold,! but the Government should retain the liberty
to coin rupees if required by the public in exchange for gold
received 1n Government treasuries at the rate of 1s. 4d. : Re.

(#1) The rupee must remain full legal tender.

Regarding the introduction of gold coins in India, the
Committee did not attach any importance to the objection
that Indian people were not used to them. * Gold ”, they
said, “ has never been entirely out of use in India ” and, in
any case, the ordinary currency in India would still be silver
or papet though based on gold. Moreover, if gold coinage
were introduced on proper basis, much of the uncoined gold
in India would be brought to the mints.?

By Act No. VIII 1893, mints were closed to the free
coinage of silver though the Government retained the power
to coin rupees on their own account. Three notifications
(Nos. 2662-64) were also issued making arrangements for
(a) the receipt of gold at the mints at tne rate of 7°53344
grains of fine gold per rupee or 16d.:Re? (b) receipt of

1 This deserves notice because the Act of 1835 and ter the Indian
Coinage Act of 1870 permitted coinage of gold for the public though gold
was not legal tender. The Act of 1893 stopped even the coinage of gold.

3 Report of the Herschell Committee, 1893, paras 99-103.

3 This notification was later on withdrawn in 1906.
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sovereigns and half-sovereigns in payment of public dues at
16d. : Re. and (c) issue of currency notes to the Controller
General in exchange for British gold or gold bullion.! The
aim of the Act and the notifications was to raise the gold value
of the rupee to 1s. 4d. by restricting its supply, make it
effective at that rate and then to introduce gold standard.?

It may be of some interest to note that the total coinage
of r . . . .
from 1835 to 1893 amounted to 335} crores of rupees.®

CHAPTER 1II
II Period : 1893 1898 ’

A PERIOD OF TRANSITIUN

In a telegram of the 22nd January 1893, the Government
of India had said : “ We think that an interval of time, the
length of which cannot be determined beforehand, should
elapse between closure of the mints and any attempt to coin
gold here.” During this interval which extended from 1893 to
1898, the exchange value of the rupee fell in the beginning so
low as 1s. 1d. in 1894* but recovered later and was 15°9d. in
1898. The Government of India now made proposals to end

1 This notification was supolemented by the Paper Currency Act of
1910 which provided for issue of notes against British gold coin.

3 Lords T H. Farrer and R. E. Welby, two members of the Herschell
Committee, had pointed out 1n a separate note that if gold does not flow
into Government reserve against paper issue automatically, “‘a reserve
(of gold) should be provided before the Indian Government takes the
final step of announcing gold as the standard, coupled with the correlative
obligation to give gold for silver. '’ Report, p. 56.

3 Report of the Head Commissioner of Paper Currency, Calcutta, for
the year 1896-97, p. 19.

¢ This was due to suspension of silver purchases by America and an
apprehension about a fall in the value of silver rupees which were, there-
fore, brought out of hoards to be disposed of before further fall occurred.
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the period of transition and to take  active steps to secure the
early establishment of a gold standard and a stable exchange.”
These proposals were (i) to raise the rate to 16d. (it wasthena
little less) by withdrawing some rupees from circulation and
melting them, (49) to raise a loan in England and to remit part
of it to India in sovereigns to serve as gold reserve against note-
issue, (44i) to sell silver bullion obtained from melted rupees
and add gold to the reserve and (w) to part with gold only
after the rate had been established at 16d.

The Fowler Committee, 1898

In 1898, a committee was appointed presided over by Sir
Henry Fowler to consider these proposils for making effective
the policy Initiated in 1893. The Committee had also to suggest
ways of securing a satisfactory system of currency and stable
exchange.

T'he Committe: had before them three broad alternatives :
(i) re opening the mints to the free coinage of silver ie,
reversion to silver standard (4) continuance of the existing
arrangements and (4i2) the introduction of gold standard, with
or without gold currency. The Committee was against reverting
to silver standard bacause it would result in renewed instability
of exchanges between India and gold standard countries,
hamper inrernational trade and revive the difficulties that
the Government of India had to face in meeting their
obligations in England. They were also against allowing the
status quo to continue because it would cause additional un-
certainty and raise doubts as to the ultimate success of gold
standard in India.

The Committee, therefore, came to the conclusion that the
government should proceed with measures for the effective
establishment of a gold standard Among the three different
schemes of gold standard placed before the Committes, those
of Mr. Lesley Probyn and Mr. A.M. Lmdsay prov1ded for gold
standard without gold currenc nt_of
India’s scheme favoured gold standard with gold currency. The
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Committee rejected the first two schemes and made the follow-
ing recommendations :—

(i) The British sovereign should be made a legal tender and
a current coin in India. Indian mints should be thrown open
to the unrestricted coinage of gold on such terms and condi-

tions as govern the three Australian branches of the Royal
Mint.

(1) The rate of exchange should be made stable at
1s. 4d. : Re.

(#14) Rupees should remain unlimited legal tender.

(#) The Government should continue to give rupees for
gold but fresh rupees should not be coined until the proportion
of gold in the currency is found to exceed the requirements of
the public.

(v) Any profits on the coinage of rupees should be accu-
mulated in a special reserve fund.

(1) No legal obligation should be imposed on the Govern-
ment to give gold for rupees ; for this would make the Govern-
ment liable to find gold at a moment’s notice in undefined
amounts.

(vii) The Government should make gold available for
export if exchange shows a tendency to fall below the specie
point.

In two respects the currency system recommended by the
Committee differed from the ordinary gold standard. In the
first place, though gold coins were to be freely minted and were
to be full legal tender, there was to be no legal obligation on
the Government to convett rupees into gold. Secondly, the
rupees, quite unlike subsidiary coins under gold standard, were
to remain full legal tender.! The Committee, it is clear, looked
forward to the ultimate establishment of gold standard with
gold currency and had meanwhile recommended for adoption
a close approximation of it.

1Cf., however, " It is sometimes erroneously believed...... that the
proper position of a rupee under a gold standard is not to be unlimited
legal tender” L. C. Jain, Monetary Problems of India, p. 29. The ques-
tion was discussed by the Fowler Committee, vide Report, paras. 56-59.
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CHAPTER 1V
III Period : 1899—August 1917

EVOLUTION, MECHANISM AND BREAKDOWN OF
GOLD EXCHANGE STANDARD

§ 1. EVOLUTION OF GOLD EXCHANGE STANDARD

The effective establishment of gold standard was the para-
mount object which the Fowler Committee set tefore the
Indian authorities. The Government of India decided to take

action on the recommendations of the Committee. The Indian
Act No. XXII of 1899 made the sovereign and half-sovereign
legal tender throughout India at Rs. [5: £ (ls. 4d.:Re.).
Active steps were taken to open a mint for the coinage of gold
in India but the scheme was dropped after nearing completion
in 1902. A reserve, called the Gold Reserve, was created to
set apart the profits on the coinage of ruppes. An active effort
was made to induce the people to use sovereigns as a medium
of exchange and currency offices, post offices and government
institutions were instructed to pay out sovereigns to the public.
The results were unsatisfactory and a large number of gold
coins were returned to the Government treasuries. In many
places sovereigns went to a discount of as much as 4 annas. At
the same time there was such a large demand for rupees that the
Government were compelled to resume the coinage of rupees
carly in 1900.! The profits on the coinage were credited to the
Gold Reserve. After 1900 the experimen: of putting gold coins
into circulation waz not repeated. Apparently it was concluded
by the Government ti:at people did not want gold coins.
The conclusion was wrong because both the time and manner
of putting gold coins into circulation were ill-chosen. Famine

1From 1894 to 1897 there bad been no coinage of rupees ;from 1897
to 1899 no new rupees were coined ; coinage was on a small scale and was
done mostly on account of some Indian States adopting British rupee in
place of their own silver coin. There wasa phenomenal coinage in 1900-
1901 of a little over Rs. 17 crores and “the Currency Department was hardly
able to comply with the demand.” (vide Reports of the Head Commissioner
of Paper Currency, 1896-97 to 1903-04).
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conditions prevailed about this time and rupses were needed
for small payments. The method of forcing sovereigns simul-
taneously from several sides on the people was hardly correct.
With the odds heavily against them the Government tried to
take the citadel by storm and when the first attack was repulsed
threw up their hands in despair.

After this, the currency system steadily deviated away from
the aim of an effective gold standard. In 1900 the experiment
of making people use gold coins failed. In 1902, the scheme
of gold mint was dropped owing to the disapproval of British
treasury authorities.! In the same year the arrangement initi-
ated in 1893 of issuing curreacy notes against gold received by
the Secretary of State in London was made permanent.? In
1904 the Secretary of State notified his willingness to give
rupees for sterling without limit at a rate based on 1s. 4d. : Re.
The reserve constituted out of the profits on the coinage of
rupees—the Gold Ressrve—was remitted, according to the
Secretary of State’s decision, to London in gold and invested in
sterling securities. The original object of this reserve was to
ensure convertibilty of Indian currency into gold at 1s. 4d. : Re.
and thereby make gold standard effective. The Secretary
of State, however, held that as a large demand for conversion
of rupees into gold would arise only in an emergency when
balance of trade turned against India and large payments had
to be made in London, the Reserve should be kept in London.
The Fowler Commitcee never intended that the reserve should
be so kept nor could they ever 4ream that the reserve would

' One of the reasons for disapproval was that ‘‘sovereigns were being
rapidly attracted to India whenever required and there was no reason for
believing that the position of gold standard in India would be strengthened
or public confidence in the intentions of the Government of India
confirmed. by the mere provision of machinery for the manufacture of gold
coins in the country.”

(Government of India Despatch quoted inthe Minute of Dissent to the
Hilton Young Commussion’s Report, p. 105).

? The gold received by the Secretary of State was kept as part of the
reserve to back Indian paper currency. This reserve—known as the
Paper Currency Reserve—was meant to ensure convertibility of currency
notes into rupees and gold coins and was held hitherto in securities silver
and gold. Now a part of it came to be held in gold in London.
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be drawn upon, as it was actually drawn upon in 1907 to the
extent of £1,123,000, for expenditure on railway development.
In 1907 a rupee branch of the Gold Reserve was created to
ensure ready supply of rupees in exchange for gold tendered in
India at 1s. 4d.: Re. and to prevent thereby a rise in the
exchange rate. The name of the Reserve after the creation of
this branch was changed into Gold Standard Reserve which
now consisted of a rupee portion and sterling securities portion.
In 1908 when the balance of trade turned against India,
exchange tended to fall and there was a strong demand for
gold for export, the Government after much hesitation made
available gold out of the London branch of Gold Standard
Reserve against rupees received by them in India.! More than
£8 millions were withdrawn out of the London branch of Gold
Standard Reserve.

All these various steps taken by the Government of India
were nowhere recommended by the Fowler Committee. It
appears that after having got loose of the sheet anchor of gold
standard, the Government policy steadily drifted quite uncons-
cious of the destination to be reached. The various steps the
Government took during this period were in the nature of
experiments to maintain the value of the rupee at 1s. 4d. These
steps led, however, to the adoption by India of a new kind of
currency system known as Gold Exchange Standard. This
system had no basis in law; for it was the result of a series of

! The composition of the Gold Standard Reserve at the beginning of
1908-09 was as follows:—

Purchase value of sterling securities .. 13,186,521

Coined rupees held 1n India ... 4,000,000
Gold temporarily forming part of balances of Secretary

of State .. 1,131,223

Qutstanding debt from tteasuty balances 310

Total ... 18318,054

By the end of the year, the value of coined rupees held in India 1n-
creased to £10,586,73¢ and that of sterling securities declined to
£7,414,510.

(Reports of the Head Commassioner of Paper Currency for 1908-09 and
1909-10).
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administrative acts. It was not adopted as a consistent whole ;
for it was never consciously designed.

As this system functioned upto 1917 in spite of the stress
and strain of early war years, its mechanism may be clearly
explained.

§ 2. MECHANISM OF GOLD EXCHANGE STANDARD

The germs of a system resembling Gold Exchange Standard
are to be found in the writings of Ricardo, the famous British
economist, who believed that a currency is in its most perfect
state when it consists of a cheap material which has an equal
value with the gold it represents. The gold is available for
purposes of export only and does not enter into the internal
circulation of the country. A system resembling the one
advocated by Ricardo was introduced in several countries in
an imperfect form but India was the first country to adopt it
in a complete form.!

The essentials of Gold Exchange Standard system are
three : —

() A cheap currency consisting of tokens. In India it
consisted of silver rupees, half-rupees and currency notes which
were unlimited legal tender.

(41) The currency is not convertible into gold for internal
use but the Government or the Central Bank of the country
makes gold (or the currency of a country on gold standard)
available to the people for purposes of foreign payments at a
fixed rate in return for cheap internal currency. InIndia, the
Government made arrangements for converting internal
currency into British currency based on gold.

(441) Funds or reserves are kept in a foreign country to make
gold (or currency of a gold standard country) available to the
people for foreign payments. In the case of India the Gold
Standard Reserve was constituted.

One great merit of such a system is that the country avoids

1J.M. Keynes : Indian Currency and Finance, . 33.
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the use of a costly gold currency but has gold at its command
to make foreign payments.

The Gold E xchange Standard in the form in which it
was adopted in India is known as the Lindsay Scheme. Mr.
A. M. Lindsay, the Deputy Secretary of the Bank of Bengal,!
in his evidence before the Fowler Committee proposed a
system only slightly differing from the one which was ulti-
mately adopted. The Committee rejected the scheme on
three grounds:

(a) any system without a visible gold currency would be
looked upon with distrust.

(b) Flow of capital to India would be checked.?

(c) India’s gold standard would come to be based on a few
millions of gold (or rather command over gold) kept in
London.

Mr. Lindsay had always maintained that “they must adopt
my scheme despite themselves”” and he was right.

The Gold Exchange Standard system was worked in India
by the sale of Council Drafts and Reverse Council Drafts.
Council Drafts or Rupee Drafts were orders by the Secretary
of State to the Government of India to pay rupees. These
orders might be seat by post when they were called Council
Bills or in a telegraphic form when they were called Telegra-
phic Transfers. These “orders” were sold to British banks,
firms and importers in exchange for sterling (i.e., British
money) received from them. The net result of the sale of
Council Drafts was that the Secretary of State received
sterling and the Government of India released an equivalent
amount of rupees. The rate at which Council Drafts were to
be sold was announced by the Secretary of State. Council

1 Before the establishment of Imperial Bank in 1920 there were three
Presidency Banks, in Bombay, Bengal and Madras.

? Presumably due to the distrust and uncectainty of foreign investors
about the return on their investments in the absence of an effective gold
standard.
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Drafts had been sold even before 1893 but only to the
extent to which funds were required by the Secretary of
State to meet certain expenses (called Home Charges) on
behalf of the Government of India. Instead of British im-
porters of Indian goods sending sovereigns to India, people
tendering them to the Government in exchange for rupees
and the Government of India sending them back to London
to meet their Home Charges, sovereigns were received by
this method by the Secretary of State directly from British
importers, the Indian exporters being paid in rupees. After
1893, however, the sale of Council Drafts was extended
beyond the requirements of Secretary of State and in 1904
the Secretary of State announced his willingness to sell
Council Bills on India without limit at 1s. 4d.: Re. By
this means the balance of exports over imports could be
paid for in London without the export to India on private
account of more gold than was required by the people. By
offering Council Bills in London the Secretary of State
began to facilitate the course of Indian trade. He also got
a lever by which he could prevent the rate of exchange from
rising higher than 1s. 44d.: Re. It is obvious that so long
as the Secretary of State offered one rupee for every 1s. 41d.
received by him, no person wishing to remit money to India
would have paid more than 1s. 4}d. for a rupee to any
other person or bank. Nor would any one care to ship gold
or sovereigns direct to India.

The sale of Council Drafts was one facet of the Gold
Exchange Standard system, the other being the sale of Reverse
Council Drafts. The Reverse Council Drafts or Sterling
Drafts' were orders by the Government of India to the
Secretary of State to pay sterling (i.e., British currency) in
return for rupees received by them. The result of the
sale of Reverse Council Drafts® was that the Government
of India received rupees and the Secretary of State released

! So called because they were sold in a reverse direction to Council
Drafts.

? Council Drafts and Reverse Council Drafts are often referred to
shortly as “Councils™ and “Reverse Councils.”
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from his funds sterling. The demand for Reverse Councils,
unlike that for Councils, arose rarely, for Reverse Councils
would be demanded only when the payments to be made
abroad were larger than those made by foreigners to this
country and this could happen only when imports were
larger than exports. Reverse Councils were not sold below
the rate of Re. : 1s. 332d.

By the sale of Councils and Reverse Councils the exchange
was prevented from deviating very much from 2 fixed rate—

1s. 4d. : Re. It could fluctuate between 1s. 322d. and 1s. 43d.
to the rupee.

To complete the explanation, a few words may be added
about the funds out of which the Councils and Reverse
Councils were paid out. The proceeds of the sale of Councils
were credited partly to the Secretary of State’s balances,
partly to Paper Currency Reserve held in gold in London?!,
and partly to Gold Standard Reserve. The Councils were
naid out of the Government of India’s balances, the Indian
portion of Paper Currency Reserve or rupee branch of Gold
Standard Reserve. The proceeds of the sale of Reverse
Councils were credited to balances or Paper Currency Reserve
by the Government of India and they were paid out of
balances or Gold Standard Reserve by the Secretary of State.
Thus the balances, Paper Currency and Gold Standard
Reserves (with their respective functions of meeting current
requirements, backing paper currency and meeting Reverse
Counciis) were in practice used indiscriminately to maintain
the exchange value of the rupee. The diagram given below
illustrates the mechanism of gold exchange standard.

1 The Paper Currency Reserve was the Reserve held against currency
notes in circulation 1n India. The Act of 1861 provided for the 1ssue of a
maximum of Rs. 4 crores of currency notes against securities held as part
of the Reserve, the rest of the Reserve being held in silver coin. By 1911
many changes had taken place 1n the composition of the Reserve. The
amount of note-issue against securities had been raised to Rs. 14
crores and the Reserve had come to consist of, besides securities (both
rupee and sterling securities), gold coin and bullion and silver coin and
bullion. It washeld partly in England and partly in India subject to the
proviso that all coined rupees were to be kept in India.
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T he Chamberlain Commission, 1913

The views of the Chamberlain Commission about this system
may be stated briefly. The Commission was appointed under the
chairmanship of Mr. Joseph Austin Chamberlain in 1913 to en-
quire into the methods of maintaining exchange and the location
and use of the reserves and balances and to report whether the
existing practice was conduclive the interests of India! The Com-
mission found the Gold Exchange Standard most suited to the
conditions in India. They were of opinion that to encourage an
increased use of gold in internal circulation was not to India’s
advantage and that the people of India neither desired nor needed
gold as currency. There was no need of a mint for the coinage of
gold but if Indian sentiment demanded it and the Government
were prepared to incur the expense, one might be established for
the coinage of sovereigns and half-sovereigns. If a mint could not
be opened, the Government should renew the notification with-
drawn in 1906 to receive gold at the Bombay mint in exchange for
notes or rupees.

About Gold Standard Reserve they held that no maximum limit
to its amount could be laid down but a much larger portion of
it should be held in gold. The proper place for the location of
the Reserve, they said, was London. The abolition of rupee
(Indian) branch of the Reserve was recommended.

The Paper Currency system, they recommended, should be
made more elastic by issuing a larger amount of notes against secu-
rities.! The use of notes as part of the currency should be encour-
aged and 500 rupee note universalised.

The Commission also recommended that the Government
should definitely undertake to sell bills in India on London at

! The Commission did not visit India and examined only a limited number
of witnesses from India.

3 See page 21. footnote 3.

¥ The amount of note-1ssue against securities (fiduciary 1ssue) could be in-
creased only by resort to legislation and so a large metallic reserve had to be
kept. This made a sudden and large increase in note issue difficult for the
Government, making the system of note issue inelastic. The Commission re-
commended a larger amount of fiduciary issue.
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the rate of 1s. 333d. per rupee whenever called upon to do so.
(It may be recalled that during the crisis of 1907-08 they were sold
only after considerable hesitation).

The report of the Commission was published in February
1914 and in July 1914 the war broke out. The Government
could not, therefore, take action on most of the recommenda-
tions of the Commission but they abolished the silver branch
of the Gold Standard Reserve and readily offered Reverse
Councils for sale when the demand for them arose at the out-
break of war.

§ 3. WAR AND BREAKDOWN OF GOLD EXCHANGE
STANDARD

The outbreak of the war in July 1914 caused in India a general
dislocation of trade and business. Exchange became weak,!
savings bank deposits were withdrawn, notes were presented for
encashment in large quantities and gold was demanded in ex-
change for notes. All these were signs of panic and the Govern-
ment took speedy action in dealing with them.? To deal with
the weak exchange, sterling drafts were sold to the extent of
£8,707,000. Demand for withdrawal of savings bank deposits
was met by continuous payments and about Rs. 8 crores were
paid within a few months. Notes were readily encashed to the
extent of Rs. 10 crores. The demand for gold in exchange for
notes was met in the beginning but the issue of gold to private
persons (i.e., apart from genuine trade purposes) was stopped on
the 5th August, 1914. All these prompt measures led to the
restoration of public confidence by the beginning of 1916.

About the end of 1916, however, complications began to arise
in the Indian currency system. The balance of trade began to
turn abnormally in favour of India and during 1916-17, 1917-18, and

1 This al.ways happens due to capital being withdrawn from the country in
panic and a loss of confidence in the currency.
2 Fortunately the banking crisis of 1913-14 had already had ‘the salutary
“ effect of purging the country of unsound institutions whose collapse at a later
stage would have greatly aggravated the situation’. (Report of the Controller of
" Currency for 1918-14).
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1918-19 the balance was much larger than the average pre-war
balance. This was due to two causes : (@) increase in exports due
to demand at high prices for raw materials and foodstuffs required
for the use of the Allied Powers and () contractior of imports from
United Kingdom and her Allies and complete cessation of imports
from Germany and Austria. Owing to this favourable balance
of trade, a tendency was set up towards a rise in the rate of
exchange and there was a heavy demand on the Government for
rupees and currency notes. This heavy demand was further
intensified by other payments that had to be made on behalf
of the British Government, British Dominions and America for
expenses of war in Mesopotamia, Persia etc., and for purchases
made in India. The Government of India would not have been
called upon to meet this heavy demand all by themselves if gold
and silver had flowed freely into India as in pre-war years.
Restrictions had, however, been imposed on theexport of gold
and silver by countries engaged in war and the world production
of silver had also fallen. The burden of liquidating the balance
of trade was thus thrown wholly on the Government.

The large purchases of silver by the Government of India,
in order to meet the additional demand for currency, combined
with a decrease in the world supply of silver and the increased
demand from other countries, led to a rise in the price of silver.
From 27%d. per standard ounce in 1915 the price of silver rose to
above 43d. per standard ounce in August 1917 and 55d. in
September 1917. The price of 43d. per standard ounce deserves
notice because at this price the exchange value of the rupee was
equivalent to its bullion value. If the price rose higher than 434.
per ounce, the exchange value of the rupee could not be maintain-
ed at 1s. 4d. The rupee became worth far more than this in
gold and if the Government did not give more than ls. 4d. in
exchange for a rupee, the rupee itself would be melted or ex-
ported. On the other hand, the Government could not continue
to sell Council Drafts at the rate of 1s. 4d. i.e., give rupees,
whose value was rapidly rising, in exchange for sterling at that
rate. With every rise in the price of silver above 43d., the govern-
ment had to raise the rate of exchange accordingly. The Gold
Exchange Standard which depended for its satisfactory working
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on the sale of Council Drafts without limit and on rupee remain-
ning a token coin broke down. The exchange value of the rupee
now began to move in step with its intrinsic value as it had done
from 1873 to 1893.

The Gold Exchange Standard was an accidental find for
India. It was almost a case of Jupiter going out to find fire and
finding God. The system had received the praise and approval
of Mr. ]. M. Keynes and the Chamberlain Commission. India,
they had seemed to say, had discovered a wonderful standard
which lay in the “main stream of currency evolution.” India had
been saved from the cruel fate of being crucified on the cross of
gold. She could well spread her tails like a peacock to the sun.
But now that the standard broke down, ‘the enchantment was
at an end, the mirage evaporated, the soap bubble burst and the
chariot of Cinderella relapsed into its original pumpkins and
mice !’

CHAPTER V
IV Period : August 1917—1920
WARTIME REGULATION OF CURRENCY

§1. GOVERNMENT MEASURES TO REGULATE CURRENCY

In September 1917, the Government of United States took
measures to control silver market and upto April 1919, the price of
silver did not rise higher than 50d. per standard ounce. When
the control over the silver market was withdrawn in May 1919,
the price began to rise again. It rose to 58d. per oz. in May 1919
and to 78d. per oz. in December 1919. As the price of silver rose,
the rate at which Council Drafts were sold had also to be raised.
It was raised as follows—

28th August, 1917 1s. 5d.
12th April, 1918 1s. 6d.
13th May, 1919 1s. 8d.

12th August, 1919 1s. 10d.
15th September, 1919 2s.
12th December, 1919 25, 4d.

1 J. M. Keynes, Indian Currency and Finance, p. 29.
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To meet the demand for rupees, the Secretary of State for
India purchased silver for coinage into rupees but the demand
was so enormous that the ordinary market could not satisfy it
and an approach had to be made to the Government of U.S.A.
for sale of silver dollars in their reserve. In April 1918, the United
States Government passed the Pittman Act authorising sale of
silver from their reserve and the Government of India purchased
200 million -fine ounces of silver. If this huge quantity of silver
had not been received, there might have been a serious currency
crisis in India and the convertibility of currency notes into silver
rupees would have had to be suspended.!

Besides raising the rate of exchange and purchasing silver, the
Government of India also took measures to exclude private buyers
from the silver market, conserve their stocks of gold and silver and
to economise the use of silver. From 3rd September 1917,
the import of silver into India on private account was prohibited.
The melting of silver or gold coin was made illegal in June 1917
and the export of silver coin and bullion from India was prohibit-
ed in September 1917. Rs. 2% and one-rupee notes were issued?
and nickel coins of eight, four and two annas were put into
circulation. On 29th June 1917 an Ordinance was issued requiring
all gold imported into India to be sold to the Government. Gold
mohurs and sovereigns equivalent to 15 rupees were also coined
and issued to supplement the currency. The fiduciary portion?
of the note-issue was increased from November 1915 onwards
rising from Rs. 14 crores in 1911 to Rs. 120 crores in 1919 and
restrictions were imposed on the encashment of notes. This led
to a small discount or batta on notes in many parts of the
country.

1 At one time in the year 1918, the rupees in the Currency Reserve available
for encashment of notes amounted to a little more than 4 crores against a total
note circulation of 115 crores.

3 The issue of these notes was stopped from 1st January 1926.

3 The portion of note-issue not backed by metallic reserve but by securities.
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§2. A POST-WAR REVIEW
T he Babington Smith Committee, 1919

All these measures were taken to cope with an unforeseen
situation of great difficulty. As the tension created by the
war relaxed, restoration of stability in exchange became
necessary.

In May 1919, therefore, a Committee was appointed under
the chairmanship of Sir Henry Babington Smith to examine the
effect of the war on Indian exchange and currency system, to
suggest modifications in it and to make recommendations
with a view to ensuring stable exchange standard. These terms
of reference precluded the Committee from considering or recom-
mending any other system of currency.

The Committee emphasized the importance of stability of
exchange for production and trade and recommended that the
exchange value of the rupee be fixed at 2s.(gold) i.e., Rs. 10
one Sovereign.! Two points about this recommendation deserve
notice : firstly, a high rate of exchange was to be fixed and,
secondly, the value of the rupee was to be fixedin terms of gold
rather than sterling. During the war, sterling, i.e. British paper
money, did not remain equivalent to the gold it represented. It
had depreciated in relation to gold. The Committee were in
favour of linking the rupee to gold rather than depreciating
sterling.

A high rate of exchange was recommended by the Committee
to ensure that the rupee would remain a token coin. By making
the rupee a token coin the Gold Exchange Standard could be
made to function as before.? The Committee favoured a high

1 At this rate one Rupee—=11-30016 grains of fine gold.

2 It may be mentioned here that the fixation of a high rate of exchange
was not the only possible way of restoring the token character of the rupee.
Two other ways of achieving the same end were the debasement of the rupee
eoin (f.e. reduction in its weight or fineness) and the complete or partial sus-
pension of the convertibility of rupee notes into rupee coin. These were
considered but rejected by the Committee on the weighty ground that they were
in the prevailing state of public confidence impracticable.
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rate of exchange on other grounds also. A high rate of exchange
would secure imports of goods at lower prices or at least check the
rise of prices and thus reduce social and economic discontent.® It
would have no adverse effect on exports of Indian goods because
of the large world demand for Indian raw materials and food-
stuffs. It would help industrialists, too; for it would keep
down the prices of imported stores and machinery and by keep-
ing low the cost of living check a rise in the wages of the
workers. Finally, it would secure an economy in Home Charges ;
for a given amount of them could be remitted with a smaller
number of rupees.

Mr. D. M. Dalal, a member of the Committee, was opposed to
the stabilization of the rate at 2s. (gold) and wrote a minority
report. He was in favour of maintaining the old ratio of 1s. 4d.:
Re. The rise in the price of silver was the chief argument for
raising exchange ratio but Mr. Dalal held that the rise in the price
of silver was artificial and could have been prevented by allowing
export of silver from India after the War. He also believed that
a rise in exchange ratio would cause setback to several Indian
industries and big losses to Indian exporters. It would also involve
enormous loss to India on account of revaluation in terms of
rupees of reserves invested in sterling securities and of gold held
as part of the metallic reserve against the note-issue. Mr. Dalal
regarded Gold Exchange Standard as unsuitable to Indian condi-
tions and was generally in favour of abolishing the control exercis-
ed by the Secretary of State over Indian exchanges and removing
restrictions on the free movement of gold and silver bullion to
and from India.

The main conclusions and recommendations of the Babington
Smith Committee may be set down as follows—

Those relating to stabilization of the Rupee

(1) It is desirable to restore stability of the rupee and to re-
establish the automatic working of the currency system.

1 If the rate of exchange be 2s. (gold) or Rs. 10 to one Sovereign, 10 rupees
have to be paid for an imported commodity like cloth or sugar worth one

sovereign ; if the rate be lower, say, 1s. 4d.or 15 Rs. : £, the price paid is
higher.
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(#) The exchange value of the rupee should be fixed in terms
of gold rather than sterling and stabilized at 2s. (gold) or Rs. 10
to one sovereign (one rupee= 1130016 grains of fine gold).

Those relating to restoration of automatic working of the
system

(#1i) Council Drafts may be sold by the Secretary of State in
excess of his immediate needs when a trade demand for them
exists.

(i) During periods of exchange weakness, the Government
of India should be authorised to sell Reverse Councils without
previous reference to the Secretary of State. Inconvenience and
delay were caused by the necessity of consulting the Secretary of
State beforehand and public confidence in the system was not
ensured.

(v) The import and export of gold into and from India should
be free from government control.

(vi) The prohibition on the import of silver and import duty
on silver should be removed as soon as convenient. The prohi-
bition on the export of silver should be retained to prevent depletion
of silver.

Those relating to use of gold currency

(vii) To encourage the increased use of gold in internal circula-
tion would not be to India’s advantage. Gold is best kept in
Government reserves where it is available to meet demand for
foreign remittance. Gold coins may, however, be issued in mode-
rate quantities and sovereigns may be coined and issued.

(viii) The obligation of the Government to give rupees for
sovereigns should be withdrawn but opportunities should be given
to the public when introducing the new ratio to exchange sover-
eigns in their possession at the rate of £1: Rs, 15.

Those relating to reserves

(ix) Profits on the coinage of rupees should continue to be
credited to Gold Standard Reserve, the amount of which cannot
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yet be fixed. The Reserve should contain a considerable propor-
tion of gold, not more than one-half of the gold being held in
India. The invested portion should continue to be held in London
in liquid securities.

(x) The metallic backing behind paper currency in the Paper
Currency Reserve should be fixed by law at a minimum of 40 per
cent of the gross circulation. The maximum for fiduciary issue
should be retained at Rs. 120 crores for a limited period. The
portion invested in Government of India securities should be
limited to Rs. 20 crores. To meet the seasonal demand foraddition-
al currency, notes upto Rs. 5 crores, over and above the fiduciary
issue, may be issued as loans to the Presidency banks against export
bills of exchange.

(xi) The silver and gold in the Paper Currency Reserve should
be held in India except for transitory purposes.

CHAPTER VI
POST-WAR DEVELOPMENTS
(1920—1927)

§ 1. FAILURE OF THE GOVERNMENT ATTEMPT TO RESTORE
STABILITY

V Period: February 1920—September 1920

The recommendations of the Committee were accepted by the
Secretary of State in February 1920, and various notifications were
issued to give effect to them. It was notified that Council Drafts
would be offered for sale at no fixed minimum rate and Reverse
Council Drafts would be offered in future, if required, at a rate
based on 2s. gold. Wartime restrictions on the import (but not
export) of silver bullion, melting of silver coins and import and
export of gold bullion and coin were removed. By the Indian
Coinage (Amendment) Act of 1920 the sovereign was made legal
tender at Rs. 10,

About the beginning of February 1920 a keen demand arose for
remittances to London owing to an enormous increase in imports
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and a fall in exports. The anxiety of European businessmento

transfer their accumulated profits from India to London also added
further to the demand. Steps were at once taken to maintain the
new exchange rate of 2s.(gold) by offering Reverse Councils at a
rate based on the sterling equivalent of 2s. (gold). The sterling
equivalent of 2s. gold could be calculated only from the dollar
sterling rate.! As sterling was not equivalent to gold in England,
its depreciation in relation to gold could be measured only from its
ratio to dollar which was at par with gold. If the value of sterling
in terms of dollar fell, the sterling equivalent of 2s. (gold) would
rise and sterling-rupee exchange ratio based on 2s. (gold) would
also rise. This may be made clearer by an example.

A definite quantity of gold=1'8 dollars=one pound sterling=
one sovereign =10 Rs.

If sterling depreciates by 50%; in relation to dollar then,

The same quantity of gold=4'8 dollars=1°5 pound sterling=
one sovereign=10 Rs.

As sterling depreciates, therefore, the same number of rupees
begin to purchase a larger amount of sterling.

In the beginning of February 1920, the cross rate fell and the
value of the rupee in terms of sterling rose. The Indian exporters
fearing further rise began to sell their export bills. This accentuated
th= tendency towards a rise and the market rate reached 2s. 10id.
(sterling) on 11th February 1920. After this, however, the sale of
export bills fell off and the sterling value of the rupee began to fall.
Three other forces began to operate to accentuate this tendency
towards a fall—

(i) More rapid fall in the level of sterling prices than rupee
prices.?

(#) VUnfavourable balance of trade which commenced in June
1920.

(#47) Fall in the price of silver, the price in June 1920 being 44d.
per standard ounce.

1 Often referred to as London-New York cross rate.

? The British Government had begun to deflate currency with a view even-
tually to making sterling equivalent to gold.
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The Government tried to maintain the rate at first at 2s. (gold)
and then from 24th June to 28th September 1920 at 2s. (sterling),
the market value of the rupee having fallen lower. The Reverse
Councils sold at the above rates were met by the sales of sterling
secutities and Treasury bills in the Paper Currency Reserve at prices
much lower than those at which they were purchased. The amount
paid out of Paper Currency Reserve from the beginning of 1920 to
the end of September was nearly £55'4 millions but the sterling
value of the rupees purchased was only £25 millions. The loss to
the Indian exchequer caused by the ill-advised attempt to maintain
the rupee at .s. amounted to Rs. 40 crores. The Indian importers
who had ordered goods from abroad expecting to pay one rupee
for every 2s. also suffered serious losses owing to the failure of the
Government to maintain the rate. They were also put to great
hardship by the fall in prices and the rise in bank rate caused by
the contraction of currency by the Government.! Many of them
were driven to the verge of bankruptcy.

§ 2. ABANDONMENT OF ATTEMPT TO MAINTAN STABLE
EXCHANGE

VI Period: October 1920—1927

The Babington Smith Committee based their recommend-
ation for the stabilisation of 2s. rate on the wrong conjecture that
the price of silver would continue to rule high for some time to
come. The conditions of the contemporary world were, however,
much too uncertain and a wiser course for the Committee should
have been not to recommend any definite exchange rate. In fact,
they did say while examining the possibility of a large and rapid
fall in world prices that if such a fall occurred (‘contrary to expec-
tation’), the maintenance of exchange at the proposed rate might
be endangered. “In that case it would be necessary to consider
the problem afresh”.® But otherwise, they were against the

! Currency was contracted to prop up the tottering exchange ratio. When
the supply of money 1n the maket becomes less, the rate of loans rises. Currency
ocntraction lowers prices also.

2 Report, para. 51.
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postponement of decision in this regard for three reasons: first,
they had been called upon to recommend measures for the restora-
tion of a stable gold exchange standard and they did not want to
shirk their responsibility ; second, they did not consider stability
unattainable ; and third, they considered continuance of the exist-
ing uncertainty, involving as it did prolongation of Government
control over currency, open to serious criticism.?

The Government of India showed an extraordinary alacrity
in taking action on the Committee’s recommendation. They
could have waited a little longer.

But even after the Committee had made its recommendation
and the necessary action had been taken on it, it was open to
the government to retrace their steps as soon as they found the
new ratio untenable. They need not have prolonged an egregious
blunder at a heavy cost.

Eventually the attempt to maintain the rate at 2s. had to be
abandoned. At the end of September, the Government suspended
entirely the sales of the Reverse Councils. The intervention of the
Government thereafter grew less but exchange was not left entirely
to look after itself. Forsome time, the exchange rate tluctuated
from day to day according to the supply of and demand for ex-
change and at a time of general slackness in foreign trade, it was
Daturally particularly sensitive to the export and import of gold
and silver bullion? The Government continued to effect some
measure of currency contraction to attain some parity between
internal prices and the falling world prices. But as the world
prices were falling rapidly, the adjustment took the form of a fall
in exchange rather than a rapid and heavy fall in internal prices.

In 1921 the balance of trade was still against India and the rate
of exchange which had fallen to nearly 1s. 5d. in December 1320,
fell still lower to 1s. 23d. (under 1s. gold) in March 1921. In
1922, the balance of trade began to turn favourable to India and
the sterling value of the rupee rose till it reached its pre-war
level—1s. 4d. sterling—in January 1923. From January 1923 to
June 1924, the sterling rate moved between 1s. 454d. and 1s. 5¢.d.,

1 Ibid., para, 58.
8 Cf. Sir W. M. Hailey's Budget Speech for 1921-22.
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the gold rate being more or less stable round 1s. 3d. (the limits being
about 1s.3¢%d. and 1s.33d.> It rose to 1s. 6d. sterling (about 1s.
4d. gold) in October 1924 and the action of the Government was
now directed towards preventing its rise above that rate. After
the end of May 1925 the rinee ratio was kept in the vicinity of
15, Ga. gold.

A rise in exchange rate above 1s. 6d. sterling was prevented by
the Government by introducing the practice of purchasing sterling
in India. The purchase of sterling in India has t-e same effect
as the sale of Council Drafts in London, ie., sterling is given by
banks and firms in London for credit to the account of the
Secretary of State and rupees paid to them in India. The ad-
vantages claimed for the system of stetling purchases are the
following—

(2) the initiative in making remittances of sterling to London
is transferred to the Government of India to whom it should
rightly belong.

(#) the purchases of sterling can be regulated with reference to
the conditions of the Indian exchange market and heavy fluctua-
tions in exchange rate avoided.

The system of purchase of sterling has gradually displaced since
1924 that of the sale of Council Drafts.

In pursuance of the recommendations of the Babington Smith
Committee, changes were also made in the Acts governing the
paper currency system. These were incorporated in the Consoli-
dating Act of 1923, as amended in 1923 and 1925. The Act laid
down permanent provisions for the regulation of paper currency
but as the permanent provisions could be carried into effect only
after some time owing to the aftermath of abnormal war condi-
tions, certain transitory provisions were also laid down. The
permanent provisions were—(i) the metallic portion of the Reserve
was to be at least 50 per cent of the whole ; (41) the Government
of India securities in the Reserve were to be Rs. 20 crores in
amount and of these, the created securities were not to exceed
Rs. 12 crores; (4i4) the Governor-General-in-Council was em-

! Appendix 3 to the Report of the Royal Commission on Indian Currency
and Finance, Vol. ii, p. 33,
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powered to issue currency notes upto Rs. 5 crores in amount
against inland bill of exchange maturing within 90 days.! This
additional issue of currency could be made on payment to the
Government by the Imperial Bank of India of a rate not lower
than 8 per cent. The amount of extra note issue was raised from
Rs. 5 crores to Rs. 12 crores by an Amending Act of 1923 and in
1924 it was laid down that of these, Rs. 4 crores were to be
issued when the Imperial Bank rate rose to 6 per cent and the
remaining Rs. 8 crores when it rose to 8 per cent. The transitory
provisions were : (i) the amount of securities in the Reserve was
to be Rs.85 crores (raised later to Rs. 100 crores in 1925), (11) the
Government were authorised to create securities (ad hoc securities)
and issue them to the Controller of Currency but the amount
of securities was to be gradually reduced to Rs. 12 crores—the
maximum amount permissible under permanent provisions.

CHAPTER VII

THE HILTON YOUNG COMMISSION
VI Period : October 1920—1927 (Contd.)

§ 1. THE RECOMMENDATIONS OF THE HILTON YOUNG
COMMISSION

In April 1925 England returned to gold standard and 1s. 6d.
sterling became equivalent to 1s. 6d. gold. In August 1925 a Com-
mission was appointed under the chairmanship of Mr. Edward
Hilton Young “ to examine and report on the Indian exchange
and currency system and practice, to consider whether any modi-
fications are desirable in the interests of India and to make re-
commendations.”

The report of the Commission was published in 1926, The
three main recommendations of the Commission related to—

. (1) the selection of a standard of currency.

' ! This provision was introduced to make the note issue more elastic in
order to meet the seasonal demand for currency. )
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(#4) the establishment of an authority to control the cur-
rency.

(111) the rate at which the rupee should be stabilized.

The Commission made the following recommendations—

(1) Gold bullion standard should be adopted as the system of
currency. Gold coins should not be introduced into circulation
but an obligation should be imposed by law on the currency autho-
rity to buy and sell gold in the form of gold bars without limit
in exchange for rupees and currency notes. The legal tender
quality of sovereigns and half-sovereigns should be removed. There
should be no legal obligation on the Government to give rupees
for currency notes.

(1) The control and management of currency should be entrus-
ted to a central bank (to be called the Reserve Bank of India).

(#11) The rate of exchange should be stabilized at 1s. 6d.

(i) One rupee notes should be reintroduced and should be
full legal tender.! Notes other than the one rupee notes should be
legally convertible into legal tender money, i.e., notes of smaller
denominationsor silver rupees at the option of the currency authority.

(v) The Paper Currency Reserve and the Gold Standard Re-
serve should be amalgamated. Not less than 40 per cent of the
combined Re:erve should consist of gold securities

Sir Pyrshotamdas Thakurdas, a member of the Commission,
wrote a minute of dissent in which he emphasized that the change
from gold standard to gold exchange standard in the past was ““ in
absolute contravention of the currency policy officially adopted
in 1899, binding on the Government and the country.” He, how-
ever, agreed to the gold bullion standard recommended by the
Commission provided there was no interference with the free inflow
of gold into India ecept with due publicity and the concurrence of
the legislature. He was of opinion that the demonetisation of
sovereign and half-sovereign was unnecessary.

As regards a central bank he held that in the special conditions
of India, the ends in view would be better served by developing
the Imperial Bank of India into a full-fledged central bank. If,
however, the shareholders of the Imperial Bank did not agree to a

1 See p. 37, footnote 2.
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restriction of their dividends, there would be no alternative left
but to start a new central bank.

As to ratio he disagreed that 1s. 6d. ratio was the de facto ratio
and that prices, wages and finance had adjusted themselves to it.
He recommenced that the rupee should be stabilized at the rate
which prevailed for nearly 20 years, viz , 1s. 4d. to the rupee.

The conclusions and recommendations of the Hilton Young
Commission relating to currency standard, currency authority and
exchange rate gave rise to acute controversy. These may be ex-
amined further in the next three sections.

§ 2. THE PROBLEM OF A MONETARY STANDARD FOR
INDIA

A sound monetary standard must satisfy certain essential re-
quirements, such as simplicity, certainty and stability and the suit-
ability of the standard must be judged by the extent to which it
satisfies them. The Hilton Young Commission had to select a
standard that would meet these requirements. The choice had to
be made out of four possible standards :

(3) the pre-war sterling exchange standard in a perfected form,
i.e., with its defects removed.
(#) Gold exchange standard.

(141) Gold standard with gold currency.

(iv) Gold standard without gold currency or gold bullion
standard.

The Commission rejected the first three alternatives and re-
commended for adoption gold standard without gold currency.

Gold Exchange Standard : A Critique

The standard which worked in India from about the beginn-
ing of the present century to 1917 was in fact sterling exchange
standard. Under it Indian currency was convertible into sterling
but so long as pound sterling was convertible into pound gold,
it was as good or as bad as gold exchange standard. This standard
worked fairly well and secured stability of exchange for about
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fifteen years It had the merit of being cheap because gold did
not circulate as currency. It had however, certain serious defects
which may be described as follows :—

(i) It was not simple and intelligible to the people. The internal
currency consisting of rupees and currency notes was not con-
vertible into anything tangible and visible (such as gold). It was
convertible into sterling for making payments outside the country
on those rare occasions when the balance of trade turned against
India. The working of the standard involved a good deal of
government control and interference and this did not inspire
confidence in the minds of the people.

(#4) It had resulted from a series of administrative notifications,
It was not subject to any statutory re:zulation or control but
depended for its working on a policy of the Government. There
was, for example, no statutory obligation on the Government to
sell Reverse Councils by which the rate of exchange was prevent-
ed from falling below 1s. 4d. The standard had thus no definite
legal basis

(44) It depended for its satisfactory working on rupee remain-
ing a token coin. If the price of silvar rose above a certain point
the intrinsic worth of the rupee became greater than its exchange
value and it became profitable to melt it or export it. The stan-
dard was thus subject to the danger of rupee disappearing from
circulation. It broke down in 1917 when the gold price of silver
rose above 43d. per standard ounce.

(iv) It was a dependent standard because under it the internal
currency was linked not to gold but to the currency of a foreign
country. It was thus exposed to the currency and credit changes
in England. As the Hilton Young Commission remarked, “there

1 « However complete the integrity and however great the intelligence on
which official action is based, an automatic system which does not depend upon
such action for its operation is greatly to be preferred. ’—Babington Smith Com-
mitlee’s Report, para. 35.

¢ We believe......that a pure exchange standard is no more and no less liable
to manipulation than a gold standard ; but that is not the opinion of the Indian
publicand it is essential that whatever system of currency is adopted should be
one that is capable of securing the confidence of Indian public opinion.”—Htlton
Young Commission’s Report, para. 30.
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is undoubted disadvantage for India in dependence on the cur-
rency of a single country, however stable and firmly linked to gold.”

(v) It was not automatic in its working because the sale of
Councils and Reverse Councils did not lead to an automatic
expansion and contraction of currency. The expransion and
contraction were regulated by the Government. In 1919-20-
1921, for example, Reverse Councils of the value of more than
£55 millions were sold and under an automatic system, inter-
nal currency of the value of about Rs. 47 crores would have
been withdrawn from circulation. But the actual contrac-
tion amounted to only a little over Rs. 34 crores. Similarly
when Council Bills were sold, currency was not expanded to
the same amount.

(vi) It was not elastic, i.e., it did not make a satisfactory pro-
vision for an increase in currency in busy seasons and times of
financial crisis. When crops have been harvested and are moved,
there arises an increased demand for currency but under the pre-
War system this could not be properly satisfied.! Not was there
any provision for an emergent issue of currency.

(vii) The two reserves—the Gold Standard Reserve and Paper
Currency Reserve—which were kept to maintsin the value of
token currency were governed in practice by transitory provisions.
Their functions also were confused and there was overlapping of
the purposes for which they were maintained. The original
function of the Paper Currency Reserve was to provide for the
convertibility of notes into rupees and that of the Gold Standard
Reserve was to maintain the external value of the rupee. In

1 Currency could be expanded only by the sale of Council Bills which
would be demanded when goods were exported. There was no provision by
which currency could be expanded to meet the demands of internal trade. The
following passage occurs in the evidence of Lord Inchcape, who was for some
years the chairman of the Finance Committee of the Secretary of State’s Council
before the Chamberlain Commission :—

Mr. J. M. Keynes : “ But there is no means by which the amount of
currency in India can be increased from within India, asis the case in every
civilised country in the world ?”

Lord Inchcape : ¢ There is no means.”

(Minutes of Evidence. Vol. II, p. 101).
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practice, however, the Reserves were used indiscriminately to
maintain the external value of the rupee and notes. There was
also duality in the control of currency and credit policy.

Most of these defects were pointed out by the Commission
who concluded that an exchange standard whether based on
sterling or gold would not remedy the defects of the Indian
currency system.

Pros and Cons of Gold Standard with Gold Currency

Gold standard with gold currency had been demanded by
the Indian commercial opinion as far back as the middle of
the last century and the demand had been reiterated many a
time since then. The Fowler Committee recommended in 1898 a
close approximation of gold standard with gold currency with a
view to the “‘effective establishment in India of a gold standard
and currency based on the principles of free inflow and outflow of
gold.” That aim was gradually deviated from and gold exchange
standard came to be adopted. The Chamberlain Commission
(1913) were not in favour of introducing gold currency but they
conceded that “if Indian sentiment demands it and the Govern-
ment of India are prepared to incur the expense,” a mint for the
coinage of sovereigns may be established, adding that “it is pre-
eminently a question in which Indian sentiment should prevail.”
The Babington Smith Committee (1919) were precluded by their
terms of reference from recommending any standard other than
gold exchange standard. When the Hilton Young Commission
was appointed in 1925, the question of a suitable standard for
India came once again into prominence.

The officials of the Finance Department of the Government
of India submitted to the Hilton Young Commission a scheme
for the introduction of gold standard with gold currency. The
scheme assumed that the management of paper currency and the
conduct of Government remittances to London would be trans-
ferred to the Imperial Bank of India. The main features of the
scheme were as follows —

(2) Gold coins and bank notes to be unlimited legal tender.
Rupees to remain unlimited legal tender in the beginning but
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after some years to be made limited legal tender up to Rs. 50
only.

(i) A statutory obligation to be imposed on the Government
to give gold coin in exchange for gold bullion.

(11) Bank notes to be payable on demand in gold coin.

(iv) A statutory obligation on the Bank to buy gold.

(v) A Reserve containing a certain psrcentage of gold and
securities (gold and sterling) to be maintained.

(1) The Imperial Bank to supply funds to the Secretary of
State for meeting Home charges.

This scheme was to be introduced gradually over a period of
about 10 years. It involved the sale of a large quantity of silver
and the purchase of gold to the extant of about £103 millons.

The Commission rejected the scheme and the objections they
raised against it are the main objections that might be raised
against any proposal to introduce gold standard and currency in
India The grounds on which the scheme was rejected may,
therefore, be stated.

Objections to the scheme of gold standard with go'd currency

(1) *“ A large extra demand for gold) from India would cause
increased competition for gold among the countries of the world
and lead to a substantial fall in gold prices and a substantial cur-
tailment of credit.” India in common with other countries
would suffer from such fall in prices and curtailment of credit.!

(1) The amount of gold that would be required for ensuring

1 Gold is the basis of credit because in countries whose currency is conver-
tible into gold, it is the backing behind the paper currency in circulation. If
India purchased large quantities of gold to maintain them as a backing behind
its paper currency, the demand for gold would increase. A rise in the demand
for gold would raise its price in terms of commodities, % e., more of commodities
would be given to get a certain quantity of gold. In other words, the prices of
commodities in terms in gold would fall. A fall in prices would lead to depres-
sion in trade and India as a unit in the world trade system would suffer. An
increased demand for gold from India would also mean that there would be less
of gold available for other countries as a backing behind their paper currencies.
This may necessitate contraction of paper currency with & view to maintain
its convertibility into gold—and this would involve contraction of credit.



THE HILTON YOUNG COMMISSION 53

convertibility of notes and rupees cannot be accurately estimated.
For it is possible that people may begin to prefer gold coins to
notes and to that extent notes would be replaced by gold coins.
The fear of a fall in the status of the rupee might similarly bring
out a huge number of rupees for conversion into gold coins. The
actual demand for gold might thus turn out to be much greater
than the estimated demand.

(#4) The fall in the demand for silver due to the adoption of
gold standard would depress the price of silver. This would not
only involve the sale of surplus silver at a low price but would
also lower the value of the savings of poorer Indian people who
invest their savings in silver ornaments

() The adoption of gold standard by India might lead to the
demonetization of silver by China also. This would raise the price
of gold and depress the price of silver still further. In any case, the
exchanges with China would be dislocated by any fall in the price
of silver, China being a silver standard country. This would affect
adversely trade with China, ‘the only great, undeveloped market
left for the expansion of international trade.’

(v) It would not be easy to obtain the large amounts of gold
without the co-operation of Great Britain and U.S. A. and both
the countries viewed with alarm the prospect of a large demand for
gold from India inasmuch as it would upset world prices.

(vi) The scheme would prove costly and though the cost could
not be estimated accurately, it would be considerable. It might be
in the neighbouthood of Rs. 3 crores a year for about ten years.

To these objections of the Commission may be added a few
others which apply to gold standard and currency in general
(rather than to any particular scheme of it).

(vi1) Gold currency standard is expensive in that it involves
the circulation of a very costly metal as currency. It would be
better by far that gold should remain in the reserves to lend stabili-
ty to exchange.

(vii))  Gold currency is a sign of backward civilization and an
obsolete ideal. Many countries which returned to gold standard
after the last War did not introduce gold currency.

(ix) The bulk of internal transactions in India involve small
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payments for which rupees rather than gold coins are required by
the people. Gold coins will therefore be of no use unless they are
of very small value.

As there has been an insistent demand in this country for gold
standard with gold currency, it is necessary to know the reasons
for which it was favoured.

Merits of Gold Standard with Gold Currency

(i) Gold standard with gold currency is an automatic standard
and prevents undue government interference with currency and
exchange. Under it the inflow and outflow of gold are free and
by producing their reaction on prices set into operation the natural
correctives to fluctuating exchange.!

It is however, difficult to say if the standard would work
automatically in India. If the imported gold is hoarded by the
people and thus ‘sterilised’, prices may not rise and if gold does not
come out of circulation for being exported when the balance of
trade is against India, prices may not fall? The natural correctives
to exchange will not then operate. This is, however, on the
assumption that the hoarding habit of the psople will persist even
after the introduction of gold currency.

(#) The introduction of gold currency would discourage the
uneconomic habit of hoarding gold. It would make the rural
masses familiar with gold coins and hold out the assurance that all
other forms of currency being convertible into gold are as good as
gold.

! When exports exceed imports, the rate of exchange tends to rise and gold
begins to flow into the country. Normally the gold will be handed over to the
currency authority in return for internal currency. The consequent expansion
of currency will result in raising internal prices. The mise in prices will make
the country a good market to sell goods in and a bad market to buy goods from,
thus increasing imports and checking exports. The initial tendency towards a
rise in exchange rate set up by an excess of exports over imports will thus be
arrested, A similar corrective will begin to operate if exchange tends to fall
due to the excess of imports over exports.

3“All experience goes to show that g0 long as the public have the option of
making payments 1n tokens or in gold it is the surplus tokens and not the gold
in circulation which will seek an outlet at a time of weak exchange”.—Chamber-
lain Commission's Report, para. 62.
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The Hilton Young Commission differed from this view and
held that “the mere act of putting gold into circulation would not
......develop the banking and investment habit”., What was nesded,
they said, was confidence in the stability of currency,

(#5) Gold standard with gold currency would inspire confi-
dence of the people because the backing behind currency would be
visible and tangible, much more so than under any other form of
gold standard.

() The Indian people do want gold in circulation, as is
evident from the large absorption of imported soverigns from 1900
to 1914} Besides, the ‘weight of good academic opinion’ is in
favour of gold currency and this is ‘pre-eminently a question in
which Indian sentiment should prevail’.

(v) Gold currency is a stage in monetary evolution towards
an ideal system under which currency would be covertible into
gold but gold coins will not circulate on any appreciable scale.
India will have to pass through this stage.?

Gold Bullion Standard as recommended by the
Commission

The Commission recommended gold bullion standard, as they

called it, for adoption by India. The main features of the standard
werte the following—

(#) An obligation was to be imposed on the currency authority
to buy and sell gold at a certain fixed rate and in quantities of not
less than 400 fine ounces (=1065 tolas). In other words, the
rupees and currency notes were to be made convertible into gold
bars weighing not less than 400 fine ounces. Therewas to be no

! It is of interest to note that in 1911-12 and 1912-13 the Comptroller General
and the Head Commissioner of Paper Currency made special enquiries to find
out the actual use to which sovereigns were put by the people and the Accoun-
tant General, Punjab who made detailed enquiries in 1911-12 reported that “the
popularnty of the sovereign as currency is greatly on the increase and there is
practically no part of the Punjab or Frontier Province where 1t is not eagerly
sought after and accepted.” Similar reports were received from other parts of
India. Report of Comptroller General, for 1911-12, pp. 14—21, 1912-13, pp. 22—26
and 1913-14, Appendix IIIL

# Sir Basil Blackett's address before Delhi University in 1926, para 15.
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limitation as to the purpose for which gold was required but the
conditions as to the sale of gold were to be so framed that normal-
ly the currency authority would not be called upon to supply gold
for non-monetary purposes.

(i) Sovereign and half-sovereign were not to remain legal
tender,! but the rupee was to continue to be full legal tender.

(#11) Government Savings Certificates were to be issued tO
bring home to the masses that gold was the standard of value and
that gold and rupees were mutually convertible. People could
purchase these certificates and invest their savings in them. After
three or five years, they could receive the principal along with the
interest in rupees or gold at their option.

() The existing currency notes were to remain convertible
into rupees but the new notes to be issued were not to be legally
convertible into rupees. Facilities for conversion of currency notes
into rupees were, however, to continue to be provided.

() One ruoee notes which would be full legal tender but not
legally convertible into rupees were to be issued.

(»vi) Gold Standard Reserve and Paper Currency Reserve were
to be amalgamated.

The effect of the adoption of this system would be that (a)
internal currency would consist of tokens—rupees and currency
notes and (b) currency notes would not be convertible into rupees
but both currency notes and rupees would be convertible into gold
bullion.

Many advantages were claimed for the system by the Commis-
sion. Firstly, it would secure stability of exchange by ensuring
convertibility of currency into gold at a fixed rate. Secondly, it
was simple and certain because the backing behind the currency
was one of gold into which internal currency would be converti-
ble. It would, therefore, inspire confidence of the people. Thirdly,
it was automatic because currency would be expanded when gold
bars were given to the currency authority to obtain notes or rupees

! They were made legal tender by the Act No. XXII of 1899 (see p. 25).
Their demonetization was necessary to secure automatic contraction and expan-
sion of currency. _Gold coins in circulation by taking the place of rupees and
notes would prevent the automatic working of gold bullion standard.
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and would be contracted when notes or rupees were given to the
currency authority to obtain gold bars. Fourthly, gold would
remain in the reserves and costly gold currency would not be
introduced into circulation. Fifthly, it would pave the way for
the introduction of gold currency at some future date if it was
thought desirable to do so. Gold currency could be introduced
when sufficient gold had accumulated in the Reserves.

The gold bullion standard recommended by the Commission
was not full-fledged gold standard. The backing behind internal
currency was not very tangible for ordinary people. Only bankers
and bullion brokers could take advantage of the facilities for obtain-
ing gold bars of 400 fine ounces (400 ounces = 1065 tolas =
Rs. 23,000 (approximately) at the price proposed to be fixed). The
device of the sale of Savings Certificates was therefore, recommen-
ded by the Commission for bringing home to the people the
change in the previous system. The conditions laid down
for the sale of gold were such that gold would not be
demanded by the people from the currency authority at all. Owing
to certain difficulties pointed out by the Commission,! gold
currency standard could not be adopted forthwith. Under the
circumstances, the gold bullion standard though not conforming
to the proper definition of gold bullion standard® was not an
unsatisfactory system to be adopted and worked.

§ 3. THE QUESTION OF A MONETARY AUTHORITY

The Hilton Young Commission found unsatisfactory the
existing system of monetary control under which the Government
controlled the currency and the credit was controlled, in as far as
it was controlled at all, by the Imperial Bank. This divided
control of currency and credit prevented co-ordination of currency
and credit policies. It also kept the banking and currency reserves
of the country separate, thus diminishing their capacity to be used
in the most effective manner for the stabilisation of exchange.

! The most important being the opposition of Great Britain and U.S.A.

! See B. R. Shenoy’s article in The Indian Journal of Economics, October,
1938.
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To bring about unity of policy in the control of currency and
credit, the Commission recommended the establishment of a
central bank, to be called the *“ Reserve Bank of India ”. It was to
be a shareholders’ Bank with a capital of Rs. 5 crores. Its manage-
ment was to be conducted by a Central Board consisting of four-
teen members of whom five (including the Managing Governor
and Deputy Managing Governor) were to be nominated by the
Governor General-in-Council To eliminate the danger of any
political influence, no member of Governor General’s Council,
Provincial Governments and Central and Provincial Legislatures
was to be appointed President or Vice-President of a Local Board
of the Bank or nominated as a member of the Central Board.
The representatives of the commercial banks were to be ineligible
in the same manner.

The proposed-Reserve Bank of India was to perform all the
functions of a central bank. It was to make and issue bank notes,
receive deposits from and collect money for Central and Provincial
Governments, banks and bankers and give loans to and make

.remittances on behalf of the Central and Provincial Governments.
It was to maintain the external and internal stability of purchasing
power of the rupee. It was to buy and sell gold at a fixed rate in
quantities of not less than 400 ozs. By taking over the remittance
operations of the Government, the bank was to displace the
Government from the exchange market. It was to take over the
management of Gold Standard Reserve and Paper Currency Re-
serve (which were to be amalgamated into one) and pay a share of
its profits to the Government of India. Finally, it was to act as
bankers’ bank.

The Reserve Bank of India was thus to be the monetary
authority to work the gold bullion standard recommended by the
Commission.

The Commission were against entrusting central banking func-
tions to the Imperial Bank of India which in their opinion had
useful work to do in extending commercial banking facilities in
the country. Sir Purshotamdas Thakurdas who wrote the Minute
of Dissent held, however, that the Imperial Bank would not be
hindered in its commercial business if it was entrusted with central
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banking functions. He thought that the proposed Reserve Bank.
would be a rival institution to the Imperial Bank and recommend-
ed the evolution of the Central Bank from the Imperial Bank. If,
however, the shareholders of the Imperial Bank were opposad to
their rights being restricted in the matter of getting their divi-
dends, there would be, he said, “‘no alternative left but to start a
new Central Bank.”

§ 4. THE RATIO QUESTION

The Hilton Young Commission considered the time fully ripe
for the stabilisation of the rupee and recommended that the rupee
be stabilised forthwith in relation to gold at a rate corresponding
to an exchange rate of 1s. 6d. for the rupee. The value of the
rupee, they, said, should be fixed in terms of gold and the rupee
should be equivalent to 8°47512 grains of fine gold.!

The Commission pointed out the advantages of adopting 1s.
6d. ratio as well as the disadyantages of reverting to the pre-war
1s. 4d. ratio. The argumenL given by the Commission in favour
of 1s. 6d. ratio have been set down below.

1. At the existing (Is. 6d.) ratio,® prices in India ‘ have
attained a substantial measure of adjustment with world prices
and any change in the rate would mean a difficult period of
readjustment, involving widespread economic disturbance”. Since
June 1925, exchange had been steady and the rupee prices and
world prices had been falling together, showing that adjustment
between exchange and prices had taken place. This conclusion was
further confirmed by the absence of any adverse reaction on Indian
trade.

2. Wages also have adjusted themselves to the prices at the
existing exchange rate of 1s. 6d. Though there is depression in
jute industry and cotton mill industry, it is due to causes which
the manipulation of exchange rate cannot remedy.

3. As regards contracts, least injury will be caused by adhering
to 1s. 6d. ratio. It is true that land revenue and other long term

! One gold pound contains 113:0016 grains of fine gold. 874512 grs.= 8/40
of gold pound =1s. 6d. (gold). '
* The exchange rate had been 1s. 6d. (gold) since June 1925.
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contracts were settled when the ratio was 1s. 4d., but owing to the
rise of prices since 1914, the incidence of land revenue as calculated
in terms of co>mmodities has become lighter. The contracts
concluded after 1918 could not have been on the basis of 1s. 4d.
rate which was effective only for a very short period after 1918.
As most of the contracts must be short term contracts, least
injury would be done by adopting 1s. 6d. ratio.

The Commission gave the following arguments against revert-
ing to 1s. 4d. ratio.

1. Though 1s. 4d. rate has been called the ‘ natural ’ rate, it is
difficult to understand in what sense it can be so described. If
the Indian exchange were left to itself, there would be wide
fluctuations in it and it would be impossible to find out the
‘ natural ’ rate.

2. 1s. 4d. rate would not be easier to maintain in times of
adverse balance of trade, as has been argued by its supporters.! If
the reserves are adequate as they would be, 1s. 6d. ratio can be made
as effective as 1s. 4d. ratio.

3 It has been suggested that the stabilisation of the rupee at
1s. 4d. (Rs. 15 = one pound gold) will raise the price of gold and
check the abnormal import of gold into India for being hoarded.
But the import of gold is due to causes (such as the people’s
appetite for gold) which cannot be removed merely by adopting
a lower ratio.

4. It is argued that if world prices fall in future, 1s. 4d. rate
will cause less rapid fall in Indian prices than ls. 6d. rate. But
any abnormal price fall in future is not expected and any prolong-
ed fall in prices will react on Indian price level whether the rate
is 1s. 4d. or 1s. 6d.

5. 1s. 4d. rate was not effective from 1917 to 1925 and it
cannot be contended that there has been an adjustment of prices
and wages to that ratio. As there has been no such adjustment to
1s. 4d. rate, the fixing of this rate will lead to profound distur-
bance in economic conditions. It will lead to a rise in prices,

1 The argument probably was that at 1s. 4d. ratio, less of gold would have
to be given out of the reserves in return for a rupee when the internal currency
was converted into gold.
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causing hardship to consumers and wage-earners. It may also by
raising cost of living lead to a demand for higher wages and
salaries.

6. The reversion to 1s. 4d. ratio will upset the finances of
the Government of India. Increased taxation may become
necessary to meet the sterling obligations of the Government. If
the budgetary equilibrium is upset, the credit of India as regards
borrowing may also be impaired.

The Minute of Dissent

Sir Purshotamdas Thakurdas dissented from the conclusions
and recommendations of his colleagues in favour of 1s. 6d. ratio.
His arguments against 1s. 6d. rate have been summarised below.

1. The Government of India had been aiming at 1s. 6d. rate
and, therefore, instead of stabilising the ratio at 1s. 4d. gold in
September 1924, as they ought to have done, they contracted
currency, or unduly limited its expansion, to push up the value
of the rupee to 1s. 6d. 1s. 6d. rate had thus been secured by
currency manipulation and was not a “ natural ” rate.

2. There had been no adjustment of Indian prices since the
rupee touched 1s. 6d. gold in June 1925. Though Indian prices
had fallen since June 1925, the fall had been in response to a fall
in world prices and not due to an adjustment of rupee prices to
the higher (Is. 6d.) rate. The full adjustment of rupee prices to
1s 6d. rate was yet to come. If world prices fall lower as is expect-
ed, the fall in Indian prices would be accentuated because, besides
the adjustment already due, further adjustment would become
necessary. This heavy fall in prices will hit Indian producers very
hard.

3. There had been no adjustment of wages to 1s. 6d. ratio and
such adjustment if it has to be enforced by lowering wages, “will
entail along and bitter struggle between Labour and Capital,
with consequent disturbance in the economic organisation of the
country.”

4. Until wages get adjusted to 1s. 6d. rate—which will involve
a long and painful process—the foreign manufacturers will enjoy
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!

a bounty of 12} per cent.! This indirect help to the foreign
manufacturers will intensify competition with Indian industries.

5. It has been argued that 1s. 6d. rate has had no adverse
influence on Indian trade. In respect of exports, the absence of
adverse influence is due not to the suitability of the rate but to
successive good harvests and the low holding power of the Indian
agriculturist (who must sell and export his produce in any case).
As regards imports there has been slackness in the demand for
imports—an indication of lower purchasing power of the masses—
and it is due to 1s. 6d. rate.

6. The adoption of ls. 6d. rate will be injurious to the debtor
class. There is no justification for imposing an additional burden
on a class already overburdened.

Sir Purshotamdas Thakurdas rested his case for reversion to
Ls. 4d. rate on the following arguments :—

1. 1s. 4d. rate had been in force for about 20 years and it
should not be changed unless it is absolutely unmaintainable or
unattainable.

2. It will have no adverse influence on Indian finances
because the loss in sterling remittances will be made up in other
directions. In any case, the gain in respect of sterling remittances
obtained from 1s. 6d. ratio will be at the expense of the producer
who will have to accept fewer rupees for the produce he has to sell.

3. It will cause no hardship to those whose contracts were
entered into before 1917 and they include the vast mass of Indian
agriculturists whose interests deserve full consideration.

4. The adoption of Is. 4d. rate will appreciably diminish the
risk of a depletion of the reserves in times of an adverse balance
of trade.

5. No other country, even in the most prosperous circum-
stances, has considered it just or advisable to adopt a rate of
exchange higher than its pre-war rate. India also should revert to
pre-war rate and thus establish public confidence in its currency
system.

1 At 1s. 4d. rate, a foreign article selling for Rs. 15 in the Indian market
will give to the foreign manufacturer one pound. At 1s. 6d. rate, the same
article worth Rs, 15 will give him 12} per cent more.
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SirPurshotamdas Thakurdas having ably put forward his case
in favour of 1s. 4d. concluded on a note of apprehension saying
that if 1s. 6d. ratio was accepted, “India will be faced during the
next few years with a disturbance in her economic organisation
the magnitude of which it is difficult to estimate but the conse-
quences of which may prove disastrous.”

§ 5. GOVERNMENT ACTION ON THE COMMISSION’S
REPORT

The publication of the Commissiun’s report in 1926 gave rise
to strong controversy which centred for the most part round 1s.
6d. ratio. Steps were taken by the Government to give effect to
all the three main recommendations of the Commission.

In January 1927, the Government introduced the“ Gold
Standard and Reserve Bank of India” Bill to give effect to the
recommendations relating to the adoption of gold bullion standard
and the establishment of the Reserve Bank of India. The Bill
was referred to a Select Committee. There was a stout opposition
by a majority in the Committee to the main features of the scheme
incorporated in the Bill, that is, to the bank being a shareholders’
bank and to the exclusion of members of legislature from its
directorate. The majority of the Select Committee also wanted
an Indian as the Governor or Deputy Governor of the Bank and
recommended the coinage of gold mohars. Owing to differences
between the Government and the opposition particularly on the
question of directorate, the Bill was dropped finally in February
1928. So neither the Reserve Bank of India could be established
nor gold bullion standard adopted.

To give effect to the Commission’s recommendations relating
to the stabilisation of 1s. 6d. ratio, the Currency Act of 1927 was
passed. The Act established 1s. 6d. (gold) ratio' by imposing
statutory obligation on the Government (1) to purchase gold at
Rs. 21.3-10 per tola in the form of bars containing not less than
40 tolas (15 ozs.) of gold and (2) to sell gold for delivery at Bombay

1 An amendment to fix the ratio at 1s. 4d, was lost in the Indian Legislative
Assembly by 65 votes against 68.
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or sterling for delivery in London in amounts of not less than
1,065 tolas (400 ozs.) of fine gold (or the equivalent amount of
sterling). The Controller of Currency had the option to sell
either gold or sterling. The Act demonetized sovereigns and half-
sovereigns® but an obligation was placed on the Government to
receive them at Currency Offices and Treasuries at their bullion
value at the rate of 8°47512 grains of gold : Re.

The Act did not at all introduce gold bullion standard because
the Government retained and actually exercised the option of
selling, in return for internal currency, sterling for delivery in
London. Strictly speaking, therefore, the standard adopted was
sterling exchange standard. But so long as sterling was conver-
tible into gold (as it was upto September 21, 1931) the standard
was actually gold exchange standard. In a way, therefore, gold
exchange standard, criticised and discarded by the Hilton Young
Commission, was resumed.

1 See page 56, footnote 1.



CHAPTER VIII
DII Period : 19271—September 1931
ADJUSTMENT AND STRAIN

§ 1. PERIOD OF ADJUSTMENT (1927—SEPTEMBER 1929)

From 1st April 1927, when the Currency Act of 1927 was
brought into force to September 1929, trade conditions in India
were generally favourable, both exports and imports registering a
rise.

Value of merchandise (including Government Stores)
(In crores of rupees)

1926-27 1927-28 192829 192930 1930.31

Exports 311 330 339 319 226
Imports 241 261 263 250 173
Total value 552 591 602 569 399

The total value of exports and imports in the three previous
years i.e., 1923-24, 1924-25 and 1925.26 was 600, 653 and 623
crores of rupees respectively.! The improvement in trade need
not be attributed to the stabilization of 1s. 6d. ratio ; it might have
been in a large measure the counterpart of much greater improve-
ment in world trade. Perhaps a lower ratio would- have com-
municated that improvement to Indian trade in greater measure.

1 Asg prices of the articles of export and import vary from year to year,
the course of trade is better shown by the following table made on the basis
of declared values in 1918-14 :—

Values of exports and imports on the basis of declared values in 1913-14

(In crores of Rs.)

3 % 8 5 %8 § 8 3

® = B & o & & 9

s & £ § § & £ 8

- ~ - ~ r~ - "~ - ~

Exports e .. 240 -250 246 228 248 260 263 235
Imports .. 120 137 143 136 181 190 189 157

Total value e .. 360 387 389 884 ¢29 450 452 392
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The Calcutta Index Number of prices, however, showed a
noteworthy decline :

July 1914=100

Year Index No.
1926 148
1927 148
1928 145
1929 141

The exchange, in spite of temporary recovery now and then,!
showed signs of weakness for the most part of this period. The
measures taken by the Government to strengthen it were :—

(") Raising the rate at which it was prepared to lend emergency
currency to the Imperial Bank of India.

(14) Sales of treasury bills in large amounts to prevent the
outflow of funds.

(i#3) Contraction of currency.

§ 2. - PERIOD OF STRAIN

(OCTOBER 1929—SEPTEMBER 1931)

After September 1929, India became involved in the world
trade depression—a depression unprecedented in magnitude and
intensity. The prices of both agricultural and manufactured goods
began to fall, but the decline in agricultural prices was much
heavier.? Indian exports therefore received a severe setback. The
Indian exchange became definitely weak and the Civil Disobedience
movement started in 1930 weakened it further by paralysing trade

and industrial production and causing a flight of capital from
India.

! It was strong from December 1927 to February 1928 and during October
and November 1928.

* From September 1929 to September 1981, the prices of exported articles
fell by about 46 per cent and of imported articles by only 17 per cent.
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The Government issued Treasury Bills in large amounts and
contracted currency by selling sterling! and meeting these sales by
transfers from the Gold Standard Reserve and Paper Currency
Reserve to the Treasury balances of the Secretary of State.

The measures taken by the Government to maintain 1s. 6d.
ratio created stringency in the money market? and accentuated
the fall in prices. Strong protests against them were made by
Indian commercial interests.

§ 3. RATIO IN RETROSPECT

During the twenty years that fell between the two wars, the
ratio question dominated Indian monetary thought almost
continuously. At times it began to appear as if the economic
system of India was suffering from the cancer of a wrong ratio
which was leading by painful degrees to a state of complete
collapse. Both the proponents and opponents of 1s. 6d. hotly
pursued their arguments during the fateful years of 1925-27. For a
year or two after the legalisation of 1s. 6d. ratio in 1927, the contro-
versy appeared to subside but the onset of depression released a
fresh spate of accusations, arguments and counter-arguments.
After the eventful year of 1931, the ratio controversy grew livelier
still, though it changed somewhat in form. It will be convenient
to review briefly the main issues of the controversy upto 1931 at
this stage and defer their examination subsequent to that date to
the next chapter.

A careful perusal of the available contemporary accounts of
the ratio controversy shows that the criticism of Government’s
exchange policy after the 1920 episode was directed mainly along
two lines. The first line of criticism was that the Government
did not avail themselves of the opportunities that came in and

1 From June to September 1931, Reverse Councils worth] £14 millions
were sold. From 1026-27 to September 1931, currency of about Rs. 138§
crores was withdrawn from circulation.

3 The financial year 1928-29 opened with 7 per cent bank rate. After a
drop of 2 per cent.by November 1928 it rose to 7 per cent in December 1928,
and to 8 per cent in February 1920. (See the article by J. C. and H. Sinha in
the Sankhya, December 1938).
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after September 1924 to stabilise the rate at 1s. 4d. The conten-
tion here was that the Government did not intend to fix the rate
at Is. 4d. and wanted to leave the question open. The unwilling-
ness of the Government to remove the dead and ineffective ratio
of 2s. from the statute book was cited in support of his contention.
It is necessary in this connection to recount a few events in
chronological order. In January 1921, Sir Vithaldas Thackersey
moved a resolution in the Central Legislature asking for a revision
of 2s. ratio but the resolution was opposed by the Government
and was lost? In September 1924, a suggestion was made in the
Legislative Assembly for the stabilisation of the ratio at 1s. 4d.
(gold) but it was opposed by the Government.? In January 1925
the Assembly passed a resolution recommending the appointment
of a Committee with a majority of Indian non-officials on it and
with an Indian chairman to examine the whole question of
exchange and currency. In February 1925 two Bills were intro-
duced by Sir Purshotamdas Thakurdas to amend the Indian
Coinage Act, 1906 and Indian Paper Currency Act, 1923, the
common purpose of the two Bills being the fixation of the rate at
1s. 4d. gold.} It would appear from this that the Government
did not wish to fix the value of the rupee at 1s. 4d. gold or any
other rate but wanted to wait until the economic and monetary
situation had become sufficiently clear to enable them to make up
their mind. They must have been naturally watching the develop
ments in England where through a steady deflationary process
the old gold parity of the pound was being gradually approximated
to and they might have been reluctant to commit themselves - to
any course of action in advance. The second line of criticism of
Government’s exchiange policy was that the Government deliberate-
ly raised the ratio from 1s. 6d. sterling (or 1s. 4d. gold) to 1s. 6d.
gold by resorting to considerable deflation between June 1924
and February 1926. It was contended that the Government
manipulated the currency with a view to presenting the Hilton

1 8ir Purshotamdas Thakurdas's speech ; Leg. Ass. Debates, 1927, Vol. 2,
p. 1797.

3 Leg. Ass. Debates, 1924, Vol. 4, pp. 3808-12.

3 Leg. Ass. Debates, 1925, Vol. 5, Pt. 1, pp. 715 and 719.
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Young Commission, when it met, with a fait accomplil In
defence of the Government’s policy it was argued that * currency
requirements naturally contracted with the fall in prices” and
“ the Government would have failed in their duty if they had not
acted accordingly to prevent any risks to stability arising out of
the existence of a surplus of currency in circulation”.?

But after 1s. 6d. ratio had been attained, no matter how, the
important issue was whether it was the ‘ natural ’ or the correct
ratio. And correct ratio was defined as one to which prices, wages
and cost of living had adjusted themselves. During 1926.27,
therefore, the really vital part of ratio debate became co-extensive
with the arguments to prove or disprove that adjustment between
1s. 6d. ratio, on the one hand, and prices, wages etc., on the other,
had already taken place. For, if it could be proved that the
adjustment had already taken place, the case for maintaining and
legalising 1s. 6d. ratio would be the strongest and the adoption of
any other ratio could be shown to be highly disturbing and
dislocating. A lower ratio like 1s. 4d. would involve inflation of
currency, rise in prices, a rise in worker’s cost of living and, if his
money wages remained the same, a concealed cut in his wages.
But if adjustment was yet to take place—and it could plausibly be
argued that the process of adjustment was long and protracted in
a country like India—then the reversion to 1s. 4d. ratio was not
only not fraught with any evil consequences but was necessary and
desirable in order to prevent the serious effects that 1s. 6d. ratio
might drag in its trail. The maintenance of a higher ratio—to
which prices had not yet adjusted themselves—would, in that case,
involve deflation, monetary stringency, fall in prices, and disastrous
repercussions on India’s export industries, particularly agriculture.
The bearing of the ratio on the Government of India budget was

also a material consideration, at least from the official standpoint
and while presenting the Budget for 1927-28, the Finance Member,

Sir Basil Blackett, estimated the loss to the Government that a

! See the Telegraphic Correspondence between Government of India and
Secretary of State, Hilton Young Commission’s Report, Appendix 98. Also
Leg. Ass. Debates, 1927, Vol. 2, pp. 1859-60.

3 Sir Basil Blackett’s speech at Delhi University on November 28; 1926.
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reversion to 1s. 4d. ratio would cause at Rs. 5.26 crores.!

Though the comparative merits of stability of exchange and
stability of internal prices were never made a prominent issue in
the ratio discussions, it is interesting to find that a choice between
the two was implicit in whatever position was taken by the parti-
cipants. Those who began to urge on the government the
advisability of stabilising exchange from 1924 onwards—i.e., in an
admittedly unstable world—were unconsciously showing a prefer-
ence for exchange stability. On the other hand, the Government
by allowing the exchange to rise and fall—whether by folly, help-
lessness or design—contributed in an unpremeditated way towards
the maintenance of internal price stability. The debate on the
ratio in 1926-27 would perhaps have been conducted on a higher
plane and to better purpose if the necessity of flexibility in
exchange and the importance of the internal stability of prices had
been brought out as the crucial points.

Examining the ratio controversy in retrospect, it seems that
the opponents of 1s. 6d. had better judgment on their side. It is
true that there can be no such thing as a * natural ” ratio because
given a certain amount of deflation or inflation, any ratio can be
accomplished for the time being and the internal price level will
get adjusted to such a ratio. The argument for 1s. 4d. that it was
the “ natural rate ” was meaningless. Nor should the case for
1s. 4d. have rested on its being the pre-war parity, for the decision
to adopt a particular ratio has to be made with reference to the
prevailing facts as regards prices, trade conditions, wages, etc. The
economic conditions prevailing in India from 1927 to 1931 furnish
no evidence that 1s. 6d. rate contributed to stability and progress.
The two years 1927-28 and 1923-29 were no doubt years of
comparative stability and expansion of trade. It is probable,
however, that the stability or trade expansion was secured in spite
of 1s. 6d. ratio. It was the Indian counterpart of increasing world
stability and expansion of world trade. When the downward
trend of prices and trade began, 1s. 6d. rate, which itself was never

1Leg. Ass. Debates, 1927, Vol. 2, p. 1464. When, however, Mr. T. Gavin-Jones
pertinently asked if the Government had gained an equal amount by a rise
in ratio to 1s. 6d., the Finance Member gave a flat but unconvincing denial
(Ibid., p. 1881).
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firm in the saddle, accentuated their fall in India. The Government
refused to accept such a view.!

The following graph based on the average of the daily
telegraphic transfer rates from Calcutta on London shows exchange
fluctuations from year to year :—
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1 Sardar Sant Singh asked in the Legislative Assembly on September’9, 1931
for a statement on the loss caused to India by fall in prices due to_action
of Government of India in maintaining exchange at 1s. 6d,

Sir George Schuster replied : “‘I regret I do not understand the question.
The fall in prices has been due not to the maintenance of exchange at 1s. 6d.
but to the general world causes. If, for example, exchange had been fixed
at 1s. 4d. in 1927, India would have felt the full shock of the fall in world
prices for all her main commodities just as much as she is feeling it now. The

percentage fall would have been the same.”—Legislative Assembly Debates,
1931, Vol. V, pp. 108-09.



CHAPTER IX
VIII Period : September 1931— August 1939

CRISIS AND AFTER
§ 1. LINKING THE RUPEE TO STERLING

On September 21, 1931, the British Government in con-
sultation with the Governing Body of the Bank of England
suspended sub-section (2i) of Section [ of the Gold Standard Act
of 1925. This sub-section laid an obligation on the Bank of
England to give gold bars in exchange for internal currency. When
this obligation was removed, stetling was divorced from gold and
England was off the gold standard. Sterling, no longer conver-
tible into gold, began to depreciate steadily in relation to it. It is
not possible here to go into the causes of abandonment of the
gold standard by England. Nor is it very necessary to do this to
understand the reaction of that event on the Indian currency
system.

The rupee was linked to sterling by the Currency Act of 1927
at the rate of Ls. 64. but so long as sterling was convertible into
gold the rupee was virtually on a gold basis. Now when sterling
had no longer a fixed relation to gold the Government of India
had to decide about the basis and the rate of the rupee afresh.
Five alternative courses were open to them :—

(3) To link the rupee to stetling at 1s. 6d. i.e., to maintain
the statutory obligation laid on the Government of India to sell
sterling in exchange for internal currency at 1s. 6d. : Re.

(#) To link the rupee to gold at 1s. 6d. rate i.e., to make the
rupee convertible into gold at one rupee=8'47512 grains of gold.

(#) To link the rupee to gold at a rate lower than 1s. 6d.

(#) To link the rupee to sterling at a rate lower than 1s. 6d.

(v) To leave the rupee free i.e., to link it neither to gold nor
to sterling but to allow its exchange value to fluctuate according to
its purchasing power relatively to that of other currencies and
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to other market influences. This implied, of course, a kind of
controlled inflation because left completely to itself, the exchange
value of the rupee would fall to its bullion value.

Of these, the Government ultimately chose the first course.
As soon as England went off the gold standard, the Governor
General-in-Council issued an Ordinance (No. VI of 1931) remov-
ing the obligation placed on the Government by the Currency
Act of 1927 to sell gold or sterling® The position thus created
was that the rupee was delinked from both gold and sterling.?
Three bank holidays were declared presumably to prevent a run on
the banks by the public in an unreasoning fear.

A third event of outstanding importance which occurred
on the same day i.e., the 21st September 1931, was that the
Secretary of State for India made a statement before the Federal
Structure Sub-Committee of the Indian Round Table Conference
informing them that it had been decided “to maintain the present
standard on sterling basis."’ '

On 24th September 1931, ‘therefore, Ordinance VI was
repealed and’ another Ordinance (No. VII of 1931)® was passed.
This Ordinance restricted sales of gold or sterling to genuine
trade purposes and reasonable personal requirements. The rules
made under the Ordinance laid down £25,000 as the maximum
amount of gold or sterling to be sold to any recognised bank
and empowered a Managing Governor of the Imperial Bank
to call upon any recognised bank to .satisfy him .that it was
purchasing gold or sterling only for purposes permitted under
the Ordinance.t The object underlying all these restrictions was

! The purchase of gold at the Mint was, however, not stopped.

3 Mr. Arthur Moore asked in the Legislative Assembly on 21st September
1931 if steps would be taken to link the rupee with sterling during the
period when it might be temporarily divorced from gold. Sir George
Schuster replied that they had not had time to settle their detailed plans.
(Legislative Assembly Debates, 1931, Vol. V, page 714).

3 The Gold and Sterling Sales Regulation Ordinance, 1931.

¢This does not mean that sales of gold were provided for by the
Ordinance or a link with gold established. The position was that the
Ordinance modified the Currency Act of 1927. The option of the Currency
authority to sell gold or sterling remained but the amount of gold or sterling
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to maintain the sterling value of the rupee at 1s. 6d. In the
absence of such restrictions, it was feared, rupee would seek
conversion into foreign currencies in large quantities, causing
weakness in exchange.!

The action of the Government in linking the rupee to
sterling was probably the best under the circumstances but it led
to a good deal of criticism partly because it was taken without
consulting the Indian Legislature or public opinion but largely
because the old ratio was maintained. The ratio question has
been discussed in another chapter. As for linking the rupee to
sterling, was any other course of action feasible ?

The alternatives to a link with stetling were a link with gold
and a “fres” rupee. If the rupee had been linked to gold at
1s. 6d. or 1s.4d. rate (i.e., made equal to 847 or 7°53 grains of
gold), strong gold reserves would have been necessary to maintain
the link. But at that time, the gold portion of the Pager
Currency Reserve was very low and the gold stock amounted to
£32% millions sterling (£ sterling on its previous parity).? To
maintain the convertibility of the rupee into gold at a time
when there was a rush for gold in other countries, deflation might
have become necessary. Besides, a fixed ratio in terms of gold
would have meant a fluctuating ratio in terms of sterling so
long as sterling depreciated in relation to gold. A fluctuating
sterling rate would have reacted adversely on [ndia’s trade not
only with Great Britain but also those countries which had linked

was restricted to £25,000. When the Ordinance was cancelled on 30th January
1982, the Currency Act of 1927 came into force again.

LRI The Government of India have had to take into account the
possibility that in present conditions of uncertainty as to the international
position, there might be an inducement to speculators to take advantage of
unlimited facilities offered by the Government to acquire sterling exchange
and that might operate to the detriment of genuine traders and of public
interest.” —Sir George Schuster’s statement in the Legislative Assembly.

“ In Bombay, in the first ten minutes after business opened and before
the markets were aware of the issue of the Ordinance, demands for
4,25,000 pounds sterling were received.””—Sir George Schuster’s reply:
Legislative Assembly Debates, 1931.

2 Sir George Schuster’s statement in the Legislative Assembly on 24th
September, 1931.
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their currencies to sterline. If 1s. 6d. sterling rate was regarded
as unduly high for India, 1s. 64. gold rate (which meant much
more than 1s. 6d. sterling) would have been still more objectionable.

A “free” rupee—the other alternative course—implied some
kind of controlled inflation. It might have meant somewhat
unstable exchange but in any case it involved greater currency
control with some definite object or objects in ,view, e.g., rais-
ing or maintaining the internal price level in parity with cost.
Such control requires initiative, foresight and boldness of action
and does not offer the advantage of comparative stability. The
Government, however, wanted primarily an anchor for the
rupee so that in paying off sterling loans and meeting other
sterling obligations they might be relieved of the incon-
veniences and risks of an unstable exchange.

The linking of the rupee to sterling tied the rupee to the
chariot wheels of depreciating sterling. In relation to gold or
currencies based on gold, it depreciated along with sterling. The
depreciation of the rupee raised Indian prices and tended to
stimulate exports to countries having currencies based on gold
and to discourage imports from them.! In actual fact, the
stimulus to exports wasin large part neutralised by declining
world prices and high import duties and other restrictions im-
posed by most of such countries. As for imports from these
countries, they became dearer in the Indian market and the
British goods obtained an advantage in competition—a sort of
preference by the back door. The advantage or preference was
not enjoyed for long because other countries too either went
off gold or devalued their currencies one by one. It may be

! An example would make this clear. If before England went off the
gold standard, one £ was equal to 4'86 dollars (gold), an American com-
modity worth 4.86 dollars could be purchased for one £ or Rs. 13-5-4 (at
1s. 6d. rate). After England went off the gold standard, the pound sterling
or paper pound was no longer equivalent to 486 dollars (gold); it became
owing to depreciation equivalent to, let us say, 4:25 dollars (gold). In
other words, to purchase the same American commodity worth 486 dollars
gold, more than one pound sterling had to be paid and since the rupee
was linked to sterling at the old ratio, more than Rs. 138-5-4 had to be

paid. And for an Indian commodity selling for 486 dollars more than
Rs. 13-5'4 were received.
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added here that this advantage would have accrued to Great
Britain even if the rupee had been linked to gold.

The stabilisation of the rupee in terms of sterling enabled the
Government to meet its sterling obligations without embarrassment
or uncertainty and led to markd improvement in India’s credit.

The most important and probably the most far-reaching
effect of linking the rupee to sterling was the export of gold
from India in enormous quantities. The Government did not
interfere with the export of gold which went on unchecked.
An embargo ora high duty on gold exports or tne purchase
of gold by the Government was vehemently urged by those who
considered export of gold injurious to the country.! The
Government did not take this view and took no action and
have taken none so far. The issues raised by gold experts are
important and have been discussed below (§ 2). Only this need
be mentioned here that the eold exports strengthened the ex-
change rate which consequently showed a tendency to rise
above 1s. 6d. At a time when export of merchandise had fallen
and the balance of trade in merchandise had shrunk greatly,
the gold exports created alarge balance of tradein favour of
India. The exchange became firm and during the next 4 or 5
years remained at a premium except for very brief intervals.

§ 2. GOLD EXPORTS

After England went off the gold standard on September 21,
1931, and the rupee ratio was fixed in terms of, sterling at
1s. 6d., the price of gold rose from about Rs. 2l per tola to
Rs. 25 and in December 1931 stood above Rs. 30. At the same
time export of gold from India commenced on a large scale and
has continued even .since though in progressively decreasing
amounts.2 The quantity and value of gold exported and the aver-
age price of gold are given on the next page.

1The Federation of the Indian Chambers of Commerce and Industry
passed on the 26th March 1982, a resolution strongly urging on the
Government of India the desirability of placing an immediate embargo on
the export of gold from India and ‘the pecessity of purchasing gold in the
open market.’ % It increased somewhat ind989-40.
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Net amount of Value (crores of Average price of
exported gold rupees) gold per tola
(millions of fine 0z.) (in rupees)*

1931-32 ... 73 57-98 235-9-0
1932-33 ... 8:35 6552 30-9-0
1933-34 ... 6:70 5705 33-4.0
1934-35 ... 5:69 52-54 35-7-0
1935-36 ... 4:02 37-36 35-8-0
1936-37 ... 3:01 27-85 35-10-0
1937-38 ... 177 16-33 36-1-0
1938-39 ... 1-35 13-05 37-12-0
1939-40 ... 316 3467 41-14-0

The issues raised by gold exports may be discussed under the
following headings :—

1. The relation between gold exports and the linking of the
rupee to stetling at 1s. 6d. rate.

2. The relative influence of economic distress and rise in the
price of gold in causing gold exports.

3. The possible effect on gold exports of the adoption of
an alternative course, say, linking the rupee to gold.

4, The economic implications of gold exports and of the
measures that might have been taken to check them.,

Owing to'the economic distress caused by the heavy fall in
agricultural prices during 1930-31 and possibly intensified by
1s. 6d. ratio, gold had begun to be sold by the people in rural
areas much before England went off the gold standard. Mr. (now
Sir) M. L. Darling, the Registrar of Co-operative Societies,
Punjab, who undertook a tour of the Punjab villages in the
cold weather of 1930:31 found gold being sold to meet Govern-
ment dues. ‘“The following summer”, he says, “the market price
of wheat having fallen to Re. 1-6-0 a maund, sale in canal
irrigated tracts became very brisk...... Even when the price. of
gold rose 50 per cent, nearly all the gold that came upon the
market from the village—and most of it came from this source
—was distress gold, and those who were not obliged to sell, for
instance, the larger land-owners, did not do so. In the town,
too, itis only the very modern minded who are prepared to

# Statistical Abstract for British India : 1930-81 to 1939-40.
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part with their ornaments for any other reason but necassity.” !

Another enquiry undertaken by the Punjab Board of Econo-
mic Enquiry in 120 Punjab villages also showed that the sales
of gold were dus to stern pressure of economic necessity.? No
such information about other Provinces is available but it appesrs
that upto September 1931 at least, gold was sold mostly out
of necessity. A large part of it went ultimately into the hands
of bullion dealers in the cities but a good deal was acquired
by the Government also.?

Two questions at once arise: Why did the price of gold
rise? Why was gold exported ? The price of gold in terms of
rupees rose because sterling was depreciating in relation to gold
and as the rupee was chained to sterling, it, too, depreciated.
In other words as more sterling had to be given to get the same
amount of gold, more rupees had also to be given.* The depre-
ciation of sterling in relation to gold could be measured by its
depreciation in relation to a currency still based on gold i.e.,
dollar or franc. The rupee price of gold, therefore, varied with
fluctuations in sterling-dollar rate and later, in sterling-franc rate.

It may be pointed out that even if the rupee had not been
linked to sterling but left free, the price of gold in terms of
rupees would have risen. The rupee would have depreciated in
relation to gold and the rupee price of gold risen. Only if the

M. L Darling: Wisdom and Waste in the Punjab Village, pp. 320-21.

? Note on the sales of gold and ornaments in the Punjab villages. Chapter 1V
—-“There isa mass of evidence coming from all parts of the Province td
bear out the conclusion that necessity and economic pressure were the pre-
dominant forces behind the larger part of the sale of gold.”” P. 10.

3 e Although we have lost a certain amount of our Currency Reserve in
the last two months, we have not lost a single penny of our gold re-
serves and...... our actual gold reserves stand at about £7 millions sterling
higher than they did an year ago, owing to the receipts of gold from up-
country.” — Sir George Schuster (Legislative Assembly Debates, September, 1931).

4 A small example, would make this clear. Suppose, on 19th September,
one pound sterling was equal to 113 grains of gold. On 25th September,
owing to depreciation of sterling, 1} pound sterling, let us say, became equal
to 113 grains of gold, If thc sterling ratio of the rupee remains the same,
i.e., 1s. 6d.; Rs.18-5-4 will purchase 118 grains of gold on the first date and

Rs. 16-10-8 the same amount of gold on the second.
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Government had linked the rupee to gold at a definite rate, such a
rise could have been avoided.

A rise in the rupee price of gold naturally created a strong
inducement for the people to sell gold. Those who were forced
by economic necessity parted with it more freely and others
who wanted to take advantage of its high price began to convert
their gold hoards into productive investments such as deposits
in banks, purchase of land etc. In both the cases the risein
the rupee price of gold brought gold out of the hoards in
big amounts. How much of this gold was “distress gold” and
how much “investment gold” must, however, remain very much
a matter of conjecture.

The export of gold as distinct from its sale within the country
was, however, due not to a rise in its price but to the difference
between the sterling price and rupee price of gold. The sterling
price being higher, the bullion dealers found it profitable to
export gold. The fixed ratio of 1s. 6d. sterling helped this out-
flow of gold by keeping up this margin of profit while a rising
exchange ratio would have extinguished it by bringing the bullion
dealers less rupees in return for the sterling obtained for gold sold.

The exchange left to itself might have risen in response to
the stimulus of gold exports. It may be recalled that a free
rupee was suggested as one of the alternatives to fixed sterling
rate. But a “free” exchange would have been a rising exchange
and though it would have checked gold exports, it might have
completely disorganised trade. The only other alternative was
to have linked the rupee to gold at alow rate, thus to have
raised the rupee price of gold higher than its sterling price
and made the export of gold unprofitable. The Government could
then have purchased gold in the market at that price and sold part
of it to pay off its sterling debts und to meet other obligations.

The whole position must, therefore, te examined with refer-
ence to the economic benefit or loss to the country caused by
gold exports. If gold exports were beneficial on the whole no
criticism of the sterling link or ratio need be made on that
account. If gold exports were injurious to the interests of the
country, the measures that could be taken to check them, in-
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cluding a change in the basis or exchange value of the rupee,
deserve consideration.

The case in favour of gold exports being left uncheked was
ably put forward by Sir George Schuster, the Finance Member
and other official spokesmen,® Gold was sold, they said, to tide
over a period of exceptional difficulty and the Government
were not justified in interfering with people’s right to sell gold
and reap the benefit of high price. If gold hoards were not
to be drawn upon by the people in hard times, what purpose
did theyserve? Besides it was far better that gold was taken
out of hoards and relieved economic distress or got converted
into profitable investment than that it should have coniinued
to lie barren and unproductive. Gold exports also enabled the
country to maintain a favourable balance of accounts and their
quantity was small compared to the vast resecvoir of gold built
up in years pre.eding 1931.

Gold exports enable the Government to obtain large
quantities of steiling and to pay off the sterling debt of £15
millions which matured on lst January, 1932. They also made
it easy for the Government to meet recurring sterling obliga-
tions and to reduce the floating debt in India. The credit of
the Government, therefore, greatly improved and the rates at
which the Government could borrow were substantially lowered.
To cancel the sterling obligations by selling gold at a time
when sterling price of gold was high was definitely a wise measure.

The position of the reserves was strengthend by the
addition to them of sterling securities. During the 15 months
from September 1931 to December 1932 gold of the value of
£80 millions was sold. External balances of currency of
£80 millions were thus acquired of which the Government
acquired £69} millions by open purchases in the market as
currency authority. Out of this they used £34 millions for
meeting current requirements and £35} millions to reduce India’s
external obligations and strengthen the reserves.

! Budget Speech, 1982, paras. 69-75 ; 1938, paras. 17-27— Legisiative Absem-
bly Debates, 1932, Vol Il and 1933, Vol. 11.

Also the Address of His Excellency the Viceroy to the Legislative Assembly,
1932,—Legislative Assembly Debates, 1932, Vol. 1.
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These arguments in fsvour of gold exports could be rein-
forced further by others which supporied the official point of
view. The export of gold strengthened the rupee-sterling
exchange in particular and stetling in general. It stimulated
Indian exports by raising the purchasing power of countries
importing gold and also encouraged imports into India by
enabling sellers of gold to purchase imported commodities. The
sellers of gold made an enormous gain because they purchased it
when it had a lower value in goods and rupees and sold it when it
had appreciated in terms of both goods and services® Above all,
sterling had had a more or less steady value in terms of goods,
was a more secure international currency than gold and while
the future price of gold was uncertain, sterling was appreciating
in terms of other currencies.! It was highly i.nprobable that gold
would have the same position in the world’s monetary systems
(even if they went back on gold) as it had before and for India
at least an independent standard—not a gold standard but a
standard backed by moderate quantity of gold and aiming at in-
ternal stability—would ke most desirable. It was better, therefore,
to have sold out gold and invested part of it in interest-bearing
securities than to have retained it in the country as a dead asset.

Indian commercial and public opinion was, however, opposed
to unrestricted outfow of gold. An embargo on gold exports
and the purchase of gold in the open market by the Government
were urged by the Federation of the Indian Chambers of
Commerce and Industry.! The main grounds on which the
Government policy of non-interference with gold exports was
criticised were five ; firstly, the Government had been parting
with an appreciating commodity, gold, for a depreciating com-
modily, i.e., sterling and the loss thus incurred was far in
excess of any interest that might be earned on sterling securities ;

1B.P. Adarkar : ‘A Review of Gold Export Fallacies’ in the Indian Journal
of Economics, January, 1936, Paras 10, 12 and 21. Also A. D. Gayer : “The
paper moneys of the Sterling area retained a remarkable steady purchasing
power on the whole...while gold underwent an outrageous appreciation in
value”—Monetary Theory and Economic Stabilisation, p. 175.

1 Resolution o! the Federation of Indian Chamber of Commerce, dated

26th March, 1932.
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secondly, it was doubtful if “the dethronement of King Gold
from his proud position” had really been accomplished and
8o long as it was not accomplished there was an obvious
advantage in retaining within the country a metal which
the world might in future once again adopt as the basis of
credit ; thirdly, if the Government had bought the gold and
after selling a part of it to meet its sterling obligations retained
the rest, they could have used it later to strengthen the banking
reserves of the country; fourthly, if the price of gold rose in
future due either to increased world demand for gold or decline
in its production, the gold that was exported would have to be
purchased, if it was required, only at a loss.  Fifthly, gold exports
had thrown a veil over the seriously shrinking balance of trade
and prevented a clear appreciation of the alarming deterioration
in the country's position as an agricultural producer and as a
debtor on international account.

The role of gold in the future monetary systems of the
world was an important consideration in the discussion about
gold exports. If gold was going to occupy the same position
as before 1931 and the countries were to return to some form of
gold standard, the Government policy of non-interference
with gold exports justly deserved criticism. It could be main-
tained, however, that even in the event of other countries
returning to gold after building up their gold reserves, India
might find it advisable to have an independently managed
monetary system not based on gold. This would bring the
discussion back to the old question: would any currency standard
without a tangible gold backing inspire public confidence and
would not, in the absence of such confidence, the unecohomic habit
of hoarding continue ? If the end in view was an independent
monetary system managed with a view to internal stability, only
a drastic remedy like a liquidation of the entire stock of gold
at an early date to be followed by prohibitive duties on bot'h
gold and silver' could meet the demands of the situation. This
negative remedy might have been supplemented by a positive one
i.e., the establishment of a network of some kind of savings banks

1 See Indian Journal of Economics, January 1936.
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adapted to the needs of rural people all over the country.

Leaving aside for the present the question of the monetary
standard of the future,} it might be asked if there was a way by
which the Government could retain gold within the country.
If the rupee hai not been linked to sterling, an embargo could
be placed on gold ex»orts and gold parchased by the Government.
The Government could then have stabilized the rupee in terms
of gold and sold the gold thus acquired to purchase sterling, which
was progressively deoreciating, to cancel sterling debts. The
inflation caused by gold sales could have been neutralised to the
required extent by rasing loans in the market. A planned
‘reflation’ could thus have been undertaken.

After the rupee had been linked to sterling, an interference
with gold exports was unnecessiry. The Government acquired
sterling to pay off sterling debts and strengthened the reserves
by purchising sterling securities. Inasmuch as tne rupee was
linked to sterling, a definite advantage was obtained by cancelling
sterling debts and adding sterling securities to the reserves. One
benefit of gold exports, t.e., a rise in prices due to 1ssue of fresh
currency was, however, not obtained owing to the replacement
of a part of gold in hoards by rupe:s and currency notes and the
depressing effect of the rapid decline in world prices.

While an embargo on gold or the purchase of gold by the Go-
vernment had very little to recommend it after the rupee had been
linked to sterling, the same could not be -aid of a small export
duty on gold If the duty had fallen ultimately on the bullion
dealers, 1t was amply justified and even if it had come out of the
unexpectedly high price obtained by the seller of gld, it would
have been unexceptionable. Tne proce:ds of such a duty could
be utilised to relieve the economic distress in rural areas.

§ 3. GOVERNMENT'S SALES OF SILVER

The exrort of silver from India was also stimu'ated by the
abandonment of gold standard in September 1931 It was,
however, small compared to the large quantitics sold by the

1 See Chapter XI.
3 Report of the Controller of Currency, 1931-32, para 25.
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Government of India from 1927 onwards. The silver sales were
undertaken in accordance with the recommendations of the
Hilton Young Commission. The Commission held that
when convertibility of notes into rupees was abolished under
the system proposed by them and one rupee notes were introduced,
big reserves of silver would be unnecessary. They, th-refore,
recommended that the unduly large stocks of silver in the Paper
Currency Reserve should be gradually reduced from about
Rs. 85 crores to Rs. 25 crores in about ten years. They also
recommended that ‘no favourable opportunity of fortifying the
golJ holding in the Reserve should be allowed to escape.’!

When the Commnission reported there were 91 crores of
rupees in the Ressrve. The Government of India began to sell
silver in 1927 and upto 31st March 1934 had sold a little over
196 million fine ounces of silver or about 57 crores (f rupees.
They still held 104 crores of ruosees in September, 1933, i.e.,
there was an increase in stocks owing to th: return of silver
coins to the Reserve; for people had begun to substitute gold
for depreciating silver in their hoards. A loss of about 33 crores
was incurred by the Government on the sales. The proceeds
of silver sales were utilized not to increase gold reserve but to
meet the current requirements.? The silver sales depress:d the
price of silver and also resulted in deflation of currency.

By the International Silver Agreement of July 1933, the
Government of India bound themselves to sell not more than
an average of 35 million ounces (equivalent to 9 crores of
rupees) annually for four years,ie., from 1st January, 1934 to
31st December, 1937. This coupled with the agresment of
U.S.A., and other silver producing countries not to sell silver
but to purchase 35 million ounces annually stabilised the price
of silver. During 1938-39 the price remained fairly steady varying
between Rs. 43 and Rs. 53 per 100 tolas. The purchasing policy
of the United States Government was during this period the
main prop of the silver market.

1Report of the Hilton Young Commission, paras 78 and 80.

3¢ Qut of the ilver we have sold we have realized about £15§ millions
which has...............ee. helped us to avoid borrowing............... "—8ir George
Schuster's speech on 21st November, 1933.
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§ 4. THE RESERVE BANK OF INDIA

The detercination of the Government to maintain the sterling
link of the rupee at 1s.6d.was made clear beyond doubt in
1934 when the Reserve Bank of India Act was passed. The
question of monetary standard best suited to India was left to
be considered when the international monetary position became
clear and stable and the Reserve Bank of India was placed
under a legal obligation to maintain rupee-sterling ratio at .s. 6d.

The establishment of the Reserve Bank of India in 1935
ended duality in the control of currency and credit. It gave
promise of a new era of systematised currency and credit control
execrised to secure monetary stability. The constitution of the
Bank bears most of the features incorporated in the Bill of
1927 which was dropped finally in 1923. The Bank is a share-
holders’ bank with an original capital of Rs. 5 crores divided
into shares of Rs. 100 each. The risk of political influence entering
the bank has been sought to be eliminated by making it a
private shareholders’ bank. To check the tendency towards the
concentration of shares in a smaller number of hands, a pro-
vision was made in 1940 that no shareholder of the Bank
can come in possession after the 26th March 1940 of addi-
tional shares of the value of more than twenty thousand
rupees. The supervision and the direction of the Bank’s affairs
have been entrusted to a Central Board of Directors composed
of sixteen members—one Governor and two Deputy Governors,
twelve Directors and one Government official. Of these the
Governor and two Deputy Governors, four Directors and the
Government official (i.e., eight members in all) are to be ap-
pointed by the Governor General-in-Council—the remaining
being elected—but a Deputy Governor and the Government
official are not entitled to vote. There are five Local Boards
of the Bank, in Delhi, Madras, Bombay, Calcutta and Rangoon.
Salaried officials of the Government or Indian States, insolvents,
people of unsound mind, bank employees and Directors of
banks other than co-operative banks cannot become Directors
or members of alocal Board of the Bank but the Governor,
Deputy Governor and the Government official on the Central
Board are eligible even if they are salaried officials, bank direc-
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tors or bank employees.

The Reserve Bank of India has been assigned the role and
the functions of a central bank and transacts such business as
it has been authorized to transact by the Reserve Bank of India
Act, 1934, Tt has the sole right to issue bank notes which
have replaced gradually the Government of India currency
notes.! The Reserve Bank notes are legal tender and are guaran-
teed by the Governor General-in Council. Bank notes of the
denominations of Rs.5and Rs. 10 were issued in January and
Februsry 1938 and those of Rs. 100, 1000, and 10000 later during
the same year. Notes of the denomination of Rs. 2 were
issued in 1943 to meet the special requirements of war condi-
tions.

The Bank has to receive money and make payments on
behalf of the Secretary of State and Central and Provincial
Governments. It receives the cash balances of Central and Pro-
vincial Governments and carries out remittance, exchange
and banking business on their behalf. It has been entrusted
with the management of public debt and the issue of new
loans. It can accept money on deposit without interest from,
and collect money for, the Sectetary of State, Central and Pro-
vincial Governments, local authorities, banks and other persons.
It can also make short.term advances for periods generally
not exceeding three months to Central Government, Pro-
vincial Governments, Indian States, local authorities, scheduled
banks and Provincial Co-operative Banks. It can act as
agent for the Secretary of State, Central and Provincial Gov-
ernments, States and local authorities for purchasing and selling
gold and silver, bills of exchange, shares and securities and for
collecting interest and dividends.

Besides these various kinds of business transacted for the
Government, the Bank can purchase, sell and rediscount bills
of exchange and promissory notes drawn on and payable in
India or England. It can purchase and sell specified securities,
gold coin and bullion. Itcan borrow money for a period not

1 As the Bank was (and continued to be even after the separation of
Burma in 1937) the central bank for Burma, it issued notes of distinctive
design for Burma.
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exceeding one month and enter into agency agreements with an
international bank or central banks of other countries.

The Bank has been empowered to undertake open market
operations, that ic, on special occasions it can discount bills
of exchange and make loans and advances directly and there-
by expand, contract or stabilise credit. Normally the Bank
will deal with scheduled banks and Provincial Co-operative
banks and only on special occasions will it have to come into
the open market i.e., ceal directly with the public at large.
Open market operations furnish a powerful instrument by which
a Central Bank can regulate credit on emergent occasions.

The bank is under an obligation to maintain rupee-sterling
rate at 1s. 6d. by buying sterling at a rate not higher than Is.
6%d. for a rupee and selling sterling for immediate delivery in
London at a rate not lower than 1s. 54id. for a rupee. The
amount of the sterling bought or sold is to be not less than
£10,000.

The bank has an Issue and a Banking Department. The
liabilities of the Issue Department arise from the note issue
and the assets of the Department consist of gold coin, gold
bullion, sterling securities, rupee coin, rupee securities and bills
of exchange and promissory notes payable in British India.
Of the total amount of assets not less than 40 per centis to
consist of gold coin, gold bullion or sterling securities and the
amount of gold coin and bullion is to be not less than Rs. 40
crores in value! Of the total gold coin and bullion not less
than 85 per cent is to be held in British India.? The Bank has
taken over the whole of the gold coin and bullion in the Gold
Standard Reserve and the Paper Curtency Reserve and has as-
sumed the liability of the currency notes of the Government of
of India The liabilities and assets of the Issue Department for

1 The most notable change in the composition of the assets brought about
by the war is the enormous increase in sterling securities (from Rs. 595 crores
on the last Friday of August 1939 to Rs. 978-3 crores on 30th March 1945). /

1 The whole of gold bullion and coin is now held in India and is valued at
the old rate of 8'47512 grains of gold per rupee or Rs. 21-3-10 per tola. giving
at the present value of gold (March 1945) a hidden reserve of over Rs. 100
crores.



88 HISTORY AND PROBLEMS OF INDIAN CURRENCY

the week ended 30th March, 1945 are shown below :—

Liabilities Assets
Rs. Rs.
Notes held in the A. Gold coin and bullion—
Banking Depart-
ment 9,77,76,000 (a) Held in In-
dia e 44,41,43,000
Notes in circula-
tion ... 10,84,88,19,000 (b) Held out-
side India
Sterling securi-
ties 9,78,32,89,000
Total of A ... 10,22,74,32,000
B. Rupee coin... 14,07,44,000

Government of
India rupee
securities ... §7,84,15,000

Internal bills of
exchange and

other commer-
cial paper
Total notes issued 10,94,65,95,000
Total liabilities ... 10,94,65,95,000 Total Assets ... 10,94,85,95,000

Ratio of total of A to Liabilities ; 93.896 per cent

The Reserve Bank of India is a banker’s bank and Scheduled
Banks which numbered 79 on 30th June, 1944, have to main-
tain with it a balance amounting to at least 5 per cent of
their demand liabilities and 2 per cent of their time liabilities.
Demand liabilities generally mean deposits withdrawable on
demand and time liabilities deposits repayable after some
period, The maintenance of a balance by the Scheduled Banks
with the Reserve Bank is necessary because to make its policy
effective, the Bank must have adequate resources and must
be ableto influence the credit policy of member banks. In
actual fact, however, the banks have had ample resources of
their own to lend and have rarely sought accommodation from
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the Bank. The bank rate has remained unchanged at 3 per cent
since 28th November, 1935.

The greatest difficulty in controlling the monetary system in
India arises from the existence of a vast mass of indigenous
bankers and money-lenders who are responsible for about 90
per cent of the credit transactions. These bankers must be
linked up with the Reserve Bank. In August 1937, the Bank
formulated a Draft Scheme for the direct linking of private
bankers but as the conditions laid down in the scheme, such
as closing other than banking business within a certain period
and proper maintenance and audit of accounts did not suit
the indigenous bankers, nothing came out of it. Meanwhile the
Bank has collected and published information® about the opera-
tions of the non scheduled banks with capital and reserves of
rupees 50,000 and over and tried to develop contacts with them.
Some non-scheduled banks and indigenous bankers—numbering 74
and 4 respectively at the end of some 1944—have teen inc'uded in
the list of banks approved by the Reserve Bank for concession rates
of remittances.

A more conclusive manner in which the Bank has been trying
to secure proper regulation and control of the banking system is by
urging the need of enacting comprehensive banking legislation. The
necessity and importance of such legislation have been enhanced by
the spate of bank floatations during the war and by the apprehend-
ed danger of widespread banking collapses in the post-war period.
Proposals for an Indian Bank Act were first made by the
Bank in 1939 but in July 1941, the Government of India in-
formed the Bank of its decision not to undertake comprehensive
banking legislation in the existing abnormal war conditions. In
1942, however, the Government amended Section 217 F of the
Indian Companies Act with a view to imparting preciseness to
the definition of banking. On 30th December 1942, again the
Bank made two suggestions to the Government for the regulation
of banking: firstly, that provision should be niade in the Com-
panies Act that subscribed capital must not be less than half the
authorized capital and the paid-up capital not less than half of the

1 Memorandum on Non-scheduled Banks, 1939.
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subscribed capital and secondly, that no banking company should
have other than ordinary shares. The Government of India in-
vited opinions on the Bank’s suggestions in March 1943 and in
March 1944 they amended the Companies Act again to control
the capital structure of banks and to restrict the periods for
which an individual could hold the appointment of managing
agent of a bank. All this did not, however, dispose of the ¢eed
for comprehensive banking legislation and on the 16th November
1944, the Government introdueed in the Central Legislative As-
sembly a Bill to consolidate and amend the law relating to banking
companies The main features of the Bill are as follows : (2)
a simple definition of banking with the object of limiting the
scope of the legislation to institutions in which the funds are
deposited primarily to ensure their safety and ready withdraw-
ability : (13) prescription of minimum capital standards ; (#22) pro-
hikition of trading with a view to eliminating non-banking
risks ; () inclusion in the scope of the legislation of banks
incorporated or registered outside British India ; (¥) provision of an
expeditious procedure for legislation ; (1) inspection of the books
and accounts of a bank by the Reserve Bank, when necessary ; (vi)
empowering the Central Bank to take action against banks conduct-
ing their affairs in a manner detrimental to the interests of the
depositors, and (vinn) prescription of a special form of balance-
sheet and conferring of powers on the Reserve Bank to call tor
periodical returns.

The Bank has also created, in compliance with its statutory
obligation, a special Agricultural Credit Department to link its
machinery with rural credit agencies and to maintain an
expert staff to study all questionsof rural credit and give advice
to governments and banks. A preliminary report of the De-
partment on the main features of the rural credit problem
was published in LUecember 1936. A full report was submitted to
the Government in 1937 indicating the various directions in which
improvements might be made to enable the rural credit agencies to
render better service to the agriculturist and pointing out the
manner in which the Reserve Bank could render assistance. Ina
series of circular letters issued since 1938, the Bank has defined
the conditions under which it would be prepared to provide
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finance to co.operative banks. Meanwhile the Departmrent is
engaged in an intensive study of problems relating to rural
finance and in tendering advice to provincial agencies purvey-
ing rural credit.

The outbreak of the war in September 1939 led to the es-
tablishment of a new Department of the Bank—ethe Exchange
Control Department—to administer the various regulations re-
lating to dealings in foreign exchange. The Department keeps
in close touch with the Empire Exchange Control on the one
hand and with the banking 1nstitutions and dealers authorised to
deal 1n foreign exchange on the other.

The Bank has to pay a part of its profits to the Government
after meeting its expenses and paying a dividend, nxed at 33
per cent upto 1942 and raised by an Ordinance to 4 per cent
since 1943, to tihe shareholders The net protits and the amounts
paid to the Government have been as follows :—

In lacs of rupees approximately

Year Net Amount paid ‘o the
profits Government
1935 (nine months) ... 56 06 429
1936 ... 53°42 35'9
1937 ... 2791 104
1938 ... 3845 2000
1939 .. 2250 50
1940 (six months) 929 205
1940-41 (June—May) ... 279°26 2617
1941-42 (June—May) ...  341°54 3240
1942-43 (June—May) ... 76981 74981
1943-44 (June—May) ... 1020°58 1006 58

The Bank keeps up a continuous exchange of information
with the foreign central banksand watches closely the econo-
mic and financial trends in other countries. Through its Re-
search Section which was placed under the charge of a Direc-
tor of Reasearch in May 1940 it collects data and organises
research into subjects which are its direct concern. It also issues,
besides its Annual Report on Currency and Finance, a number of
other periodical and topical publications.

In maintaining stability of exchange and regulating credit,
the Reserve Bank of India has acted in close collaboration with
the Government of India. Mutual consultation and advice
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between the central banking institution of acountry and the
Government are part of a well established procedure all over
the world and as the ultimate end of the two authorities is the
same, chances of difference of opinion between the two are
reduced to the minimum. In India, however, it is possible
that the expectations of the public from the Reserve Bank whom
they are learning to regard as the supreme national bank-
ing institution may not always square with the predilections
of the Government in certain important matters of policy. The
resignation of Sir Osborne Smith, the first Governor of the
Bank, in 1936 owing to differences (as the rumour had it) with
the Finance Member of the Government of India and the
appointment of the late Sir J. B. Taylor, a member of the Indian
Civil Service, as Governor did not seem to augur well for the
growth of sound traditions of central banking. But now on an
appraisal of ten years’ record of the Bank’s working it may be
said that it has endeavoured to serve India well and has in spite
of several ditficulties and obstacles laid firm and secure founda-
tions for its future progress. The scope and value of its activi-
ties have steadily grown and it may safely be asserted that in the
absence of the Reserve Bank, the handling of the monetary pro-
blems created by the war in India would have been a far more
difficult affair. The appointment of Mr. (now Sir) C.D. Desh-
mukh as the first Indian Governor of the Bank in August,
1943 was both a pleasing and a significant event in the Bank’s
career. For the Bank is being called upon to offer its counsels to
the Government not only with regard to developments arising out
of the war but also in respect of the important plans drawn up by
the United Nations’ Monetary and Financial Conference ia July
1944 for the regulation of world’s monetary future and the
presence of an Indian of outstanding ability at the head inspires
confidence that India’s interests will be properly looked after.

§5. PRICES, TRADE, EXCHANGE AND FINANCE (1931-1939)

The fall in prices which commenced towards the end of
1929 was particularly heavy in the case of agricultural commo-
dities.  As India produces and exports largely foodstuffs and
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raw materials, the depression mads a deeper mark on its eco-
nomic life than on that of industrially advanced countries.
The prices of both Indian exports and imports fell from 1929
onwards but the fall was much heavier in those of exports.!
As the exports consist mostly of agricultural commodities and
imports mostly of manufactured goods, the real terms of trade
turned against India. In other words, the unequal fall in the
prices of agricultural and non-agricultural goods left India worse
off inasmuch as a larger quantity of exports was needed to get
the same quantity of imports in exchange.

After 1929 there was for some years a continuous declin
in the general leval of prices as shown by the index numbers
of wholesale prices. Both the Calcutta Index Number based
on prices of 45 different commodities and the Bombay Index
Number based on prices of 30 different commodities registered a
decline as shown below—

Index Numbers of wholesale prices : 1929=100

Year Calcutta Bombay
1930 .. 82 817
1931 68 15
1932 65 75
1933 62 68
1934 63 66
1935 65 63
1936 .. 65 66
1937 72 13
1938 68 30
1939 76 5
January 1939 .. 68 69
February ,, 70 68
March 69 68
April " 11 69
May " 2 70
June » 12 0
July » w1 69
August 11 11

1 From September 1929 to June 1932, the prices of exported articles fell
by about 47 per cent and of imported articles by about 18 per cent.
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The bottom of prices was reached in 1932-33 when the fall
was a little less than 40 per cent compared to the level in
1929. There was some recovery in the next two years but it
was in the latter part of 1936 that prices began to rise and
the rise was almost continuous till August 1937. After that
the prices began to fall and were generally on the decline till
the end of June 1933 when they showed an insignificant rise which
was more or less maintained till the end of 1938.

The agriculturists who form the bulk of Indian population
were in acute distress on acount of the heavy fall in prices up to
1932.33. “When the upward movement started in 1932-33, the rise
in the prices of commodities in which he (i.e., the Indian agri-
culturist) was interested was painfully slow and halting.”* With the
exception of a short period extending from the middle of 1936 to
about the middie of 1937, there was during this period, extending
upto September 1939 no definite upward movement in the prices of
primary commodities. Besides an almost constant low level of prices,
trade restrictions and currency depreciation resorted to by most of
the countries led to a shrinkage of Indian exports and deepened
the misery of the Indian agriculturist. The misery was relieved
only to a limited extent by the trade agreements which the
Government of India concluded with Great Britain in 1932 and

1935 and with Japan in 1934.

The value of both exports and imports having fallen heavily
after 1931, the balance of trade in merchandise in favour of
India shrank rapidly. The actual position in respect of the
total balance of trade was, however, masked by the heavy ex-
ports of gold which supplemented exports of merchandise. The
table given on the next page shows the position in respect of
exports and imports since 1931.

1 Review of the Trade of India, 1987-38, p. 12,
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In crores of rupees

]
|
t‘ e‘:")klri:gf Value of [Total visible! Net ex- Total
Year ‘mori handise imports of | balance of | ports or visible
i (lqidm merchan- | trade in | jmports of balance
| :2 C\pur& dise merchandise| treasure of trade
! \
193132 160°535 12572 i +34-83 + 5565 +90-48
1932—33 . 13549 | 13227 + 322 + 6493 +68°15
1933—34 | 14973 114:99 +34 74 +57-23 +91'97
1934—33 155 22 131 80 +23:42 4-52:54 +75'96
1935—36 ; 16429 13369 +-30°60 +4-36 37 +66:97
1936 - 37 1 20233 124 58 4775 +14°50 +92:25
1937338 . ! 20263 159-18 + 4345 1511 + 5866
1938 -39 ! 180 29 13722 +43 07 + 2279 4 +65 82
1939—40 8099 60-86 +2013 4 584 & 42561
(April — Alx«'llst l i
only) ’ i

Figures for Kathiawar and Tranvancore ports have been excluded. Figures
for Burma have been included.

It may be noticed that while the total visible balance of
trade in favour of India was fairly large throughout, the balance
of trade in merchandise fell as low as Rs.3 crores in 1932-33,
increased thereafter reaching a figure of about Rs. 78 crores in
1936-37 and fell again in 1937-38 and 1938-39. For India excluding
Burma, the balance of trade in merchandise and the total visible
. balance of trade were as follows :—-

In crores of rupees

Year Balance of trade Total visible
in merchandise balancs of trade
1935—36 ... + 51 +40°5
1936—37 ... +51°2 +64'9
1937—38 ... +159 +3072
1938—39 ... e +174 +29°3
1939—40 (April—August) + 70 +1272

If gold exports had not taken place on a large scale, the
toral visible balance of trade in favour of India would have
been very small and both the payment of foreign obligations
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and the maintenance of exchange would have been rendered exceed-
ingly difficult. Gold exports thus saved a very bad situation. They
steadily fell off, however, and the decrease in them was more
than made up by an increase in exports. The growth of exports
was almost continuous after 1933-34 but the course of imports
was somewhat erraticc During 1937-38 exports remained more
or less steady but imports recorded a rise of about Rs. 35
crotes. In the second half of 1937-33 there was an excess of
imports over exports in each month except O:tober and Feb-
ruary. One reason given for it was that ‘“a lag of this kind
is to be expected in a country such as India which exports
mainly raw materials and imports mainly manufactured goods.
Her exports are affected comparatively quickly by world prices
and conditions but imports arranged during a time of prosperity
continue to arrive after the upward trend has been reserved.”
The large imports during the latter half of 1937-38 were thus
a “carry over” from a period of brisk trade preceding it. It
did not appear, therefore, that the increase in imports represented
a permanent tendency. During 1938-39, both exports and imports
registered a decline as compared to 1937-33, the balance of trade
being plus Rs. 66 crores against plus Rs. 59 crores for 1937-38.2
From September 1931 to 1935-36, gold exports kept the total
balance of transactions largely in favour of India and the
rate of exchange remained firm. Left to itself it might have
even risen higher than 1s. 6d. During the next 3 years (i. e.,
from 1935-36 to 1937-38) also, the exchange remained firm but
the firmness was due to a marked improvement in India's balance
of trade in merchandise. Throughout the year 1937-38 as
during the previous two years, the rate remained near the
upper limit fluctuating between 1s. 6§ and 1s. 64%d®. From April
1938, however, the effect of falling exports and increasing im-

1 Reverve Bank Report on Currency and Finance. 1987-88, p. 3. Also Review of
the Trade of India, 1987-88, p. 69,

3 There was a comparatively greater fall in the values of goods imported
after the beginning of 1938-39 which was attributable partly to the reduction
in the volume of imports and partly to the fall in prices.

3 Reserve Bank Report on Curreney and Finance, 1987-88, p. 7.
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ports began to be visible on the exchange rate which began
to fall and reached a point lower than 1s. 6d. in the first
week of June 1938. On June 6, 1938, the Government of
India issued a commumique making it clear that “they are satis-
fied that the maintenance of the present value of the rupee
is required in the interests of India and that the resources
available for this purpose are more than ample” and pointing
out that ‘“the gold and sterling assets actually in the hands
of the Reserve Bank and the Government of India are at the
present time worth more than Rs. 160 crores.” The Govern-
ment announcement steadied exchange slightly but until the
end of 1938, the rate did not rise higher than Is. 5}4d. In
the month of December forward exchange rates weakened and
the Government issued another communique attributing exchange
weakness to movements of funds to United Kingdom by
speculators who wanted to bring them back ata profit when
the ratio was lowered. They reiterated their decision to maintain
the exchange at the existing statutory rate. During the last quarter
of 1938-39, there was an improvement in the balance of trade
and the exchange rate improved to 1s. 5§3d. in March 1959. The
graph given on the next page is based on the average of daily
telegraphic transfer rates from Calcutta on London and shows
exchange fluctuations from 1930-31 to 1938-39.

The demand for a lower exchange value of the rupee was
pressed on the Government throughout the seven years preceding
the war of 1939 by important sections of commercial opinion.
One after another England, Scandinavian countries, Egypt,
Japan, United States, Belgium, France, Holland, Switzerland,
Italy and Czecho-Slovacia depreciated or devalued their curren-
cies and each addition to the list ot devalued currencies created
an alarm in India and renewed agitation in favour of a lower ex-
change rate. The large influx of Japanese imports during 1932 due
to depreciation of Japanese yen had to be counteracted by the Gov-
ernment by raising high the import duties on cotton piecegoods of
other than British manufacture. In 1933, some prominent busi-
ness men and industrialists formed the Currency League of India
“to educate and organize public opinion with a view to opposing
the continuation of 18d. sterling ratio as is sought to be done
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through the Reserve Bank Bill and to bring about an immediate
devaluation of the rupee.” An amendment to the Reserve Bank
of India Bill was moved in the Legislative Assembly to secure lower
sterling exchange rate but was defeated. In October 1935 after
the devaluation of franc and other currencies of the gold bloc,
the Indian commercial interests grew apprehensive that India’s
export trade with these countries would receive further
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setback while imports from them into India would be stimulat-
ed! The failure of the Government of India to revise Indian
currency and exchange policy in view of the devalution of these
currencies was discussed in the Indian Legislative Assembly on
October 8, 1936. In May 1938, the Prime Ministers of the
Congress-governed Provinces resolved to secure the co-operation
of all the Provinces to send representations to the Government
of India for the devaluation of the rupee. This was a significant
move showing that most of the Provincial Governments had
come to regard 1s.6d. ratio as injurious to Indian interests.
The matter was taken up by the Indian National Congress which
passed a comprehensive resolution on the subject on December 14,
1938. The policy of the Government was all along clearly
stated ; it could be summed up in the words of the then
Finance Member, Sir James Grigg: “I will be no party to any
monkeying about the present ratio.”?

The fall in prices and the shrinkage of trade along with
internal political disturbances led to a fall in both Central
and Provincial revenues during 1931-32 and 1932-33. To make
up the deficiency in central revenue, both retrenchment and
fresh taxation were provided for in the Supplementary Finance
Act of September 1931. Most of the Provincial budgets also
showed deficits and the Provinces which did not receive a
square deal urder the Meston Award felt the pinch most.
Economy, retrenchment and taxation were all used to restore
budgetary equilibrium but the sagging agricultural prices did
not permit any substantial improvement in finances. After
1933-34, there was a definite improvement in the central finance
but most of the provincial governments continued to ex-
perience difficulties in balancing their budgets. After 1937 these
difficulties became particularly acute in the provinces under Congress

It was feared among other things that a devalution of the guilder might
reduce the protective value of the sugar tariff and facilitate imports from
Java and that of dollar might encourage the import of American cotton into
India,

? Sir James Grigg’s reply to the address of Indian Merchants Chamber (August
1985).
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Governments which were losing excise revenue owing to the
gradual introduct:on of prohibition and were undertaking re-
forms involving increasing expenditure. Sir Otto Niemeyer’s re-
commendations embodied in an Order-in-Council® provided for
financial assistance to all the Provinces by cangellation and
consolidation of debts, assignment of a share of the proceeds
of jute export duty (to jute growing provinces), grants-in-aid
to some provinces and the distribution of fifty per cent of the
yield of income tax among all the Provinces. The additional
funds thus made available were readily absorbed in either filling
up the gapin revenue or meeting fresh expenditure. In 1937-
38 and 1938-39 sums of Rs. 125 and Rs. 150 lakhs out of the
proceeds of income-tax were distributed among the provinces
anda much larger sum of Rs. 279 lakhs accrued as the pro-
vincial share in 1939-40. Sums of Rs. 265 lakhs, Rs. 251
lakhs and Rs. 256 lakhs were distributed in 1937-38, 1938-39
and 1939-40 respectively asthe provincial share in the proceeds
of jute export duty. Subventions amounting to Rs. 312 lakhs,
Rs. 303 lakhs and Rs. 303 lakhs respectively were also paid to the
provinces in the three years. The provinces therefore received extra
resources amounting altogether to over Rs. 22 crores in three years
(from 1937-38 to 1939-40). Yet the Provinces wanted more funds
and it was clear that no lasting benefit could be obtained by
them without a substantial rise in agricultural prices and recovery
in trade.

7 § 6. THE RATIO CONTROVERSY

Controversy about the correct rate of the rupee in terms
of British currency is at least as old as the Fowler Committee
of 1898%, The Committee had to decide between Is. 4d. and

1The Government of India (Distribution of Revenues) Order, 1936.

3Fven earlier than this the Herschell Committee in 1893 had considered
the proposal of the Government of India that English coinage should be
made legal tender in India at a rate of not less than 134 rupees for one
sovereign (roughly 1s. 6d. : Re.) but had recommended that the ratio between
gold coin and silver rupees should be fixed in the first instance not much
above the rate then prevailing i.c., 1s. 4d. to the rupee, though they said
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a lower ratio and though the majority recommended 1s. 4d.
ratio, a minority argued in favour of a lower rate. The con-
troversy arose again when the majority of the Babington Smith
Committee of 1919 recommended 2s. (gold) rate and Mr. Dalal
wrote a strong minute of dissent. It became acute after the
publication of the Hilton Young Commission’s report in 1926
and centred round 1s. 6d. rate recommended by the Commission
and given effect to by the Government. It may be noted that
1s. 6d. ratio of 1927-31 was virtually a gold rate and 1s. 6d.
ratio of post-1931 period was a sterling rate—a material dif-
ference, seeing that in terms of gold the value of the rupee
had fallen by about 40 per cent from September 1931 to the end
of 1938.

The critics of 1s. 6d. ratio included important Indian com-
mercial and agicultural interests besides politicians and econo-
mists.! They considered the existing ratio highly injurious to
India and would have it reduced to 1s. 4d. sterling or even a
lower figure if necessary The demand for devalution of the rupee
was before September 21, 1931 a demand for lower value of the
rupee in terms of gold but was later on, when sterling had no
longer a fixed relation to gold, a demand for lower value in terms
of sterling.

The devaluation of the rupes involved so many issues and
touched so many interests that it was not easy to venture a
categorical pronuncement in favour of or against it. An attempt
to understand the issues as they were discussed during the years
1931-39 might be made by finding answers to four questions—

1. What should be the object or objects of currency policy
in India ?

2. How far can that object be achieved by currency policy
alone (i.e., unaided by measures of another kind) ?

that if circumstances required it, the Government of India might be empower-
ed toraise it with the sanction of the Secretary of State. (Report, paras
40 and 150). At that time, however, the question was not a controversial one.

For an illuminating academic discussion of the ratio question, see
The Sankhya of March and September 1937, and November and December,
1938. See also Economic Problems of Modern 'India Vol. II (edited by R.
K. Mukerjee and H. L. Dey), Chaps. XXVI—-XXVIII.
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3. Has statilisation of exchange rate at 1s. 6d. failed to
secure that object? What evidence is there that it has failed
todoso?

4. If 1s. 6d. ratio has failed to do so, can devaluation of
the rupee secure it ? If so, what should be the extent of deva-
luation ? '

There will be general agreement that the objective of cur-
rency policy in India should be determined with reference to
her economic position. India has been a debtor country, with
a vast rural population, large internal trade and struggling in-
dustries. As a debtor country she had to meet foreign obli-
gations amounting to more than £32 millions. An exportable
surplus of merchandise of that amount at least had to ke main-
tained year after year. The alternatives were to export precious
metals or to raise foreign credits. The interests of the vast
rural population demanded that the prices of agricultural produce
should cover the expenses of agricultural production. The grow-
ing industries required protecion from foreign competition and
the large internal trade had to be saved from violent strains due
to forces originating outside the country.

As a debtor country India had naturally to attach great
importance to the stability of exchange value of the rupee.
Small changes in exchange ratio might cause big differences in
the amount of foreign remittances. It could not be maintained,
however, that an exportable surplus to meet foreign obligations
could under all circumstances be maintained by keeping ex-
change stable. Currency might have to be devalued and was
actually devalued by several countries to rectify an unfavour-
able or falling balance of trade. Otherwise, too, rigid stability
of exchange was too narrow an objective for a country like
India with a large rural population and internal trade. An
exchange kept rigidly fixed was bound to be a good conductor
of disturbances occurring in the outside world. It would
expose the internal economy of the country to the stress and
strain of external forces. In a very much disturbed world,
exchange rate had to be used asa ‘shock absorber’ of price dis-
turbances occurring outside the country so that the prices inside
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the country might remain in level with costs and production
and employment might follow a steady course. For India the
maintenance of stable cost-price parity appeared to bea much
more desirable objective than mere stability of exchange. An
exchange rate that secured adjustment between world prices
and internal prices was not enough unless the internal prices
were also brought into level with internal costs. It was obvious
that no exchange rate rigidly clung to could secure that object.

It would have been claiming too much for currency policy
to say that it alone could secure stability of production and
employment. Currency policy by itself cannot rectify all mal-
adjustments in the economic organization of a country.! Yet it is
a powerful instrument which if wielded at a psychological
moment can ‘stop the rot’ caused by an incipient or even deep
depression and stimulate industries and trade. In Australia this
instrument was used to the best effect and admirable results were
obtained. [t is true that certain special conditions in Australia
such as the greater flexibility of wages and, therefore, cost of
production made currency devalution effective. But good results
could be secured elsewhere also if the devaluation was well-
timed.

Ever since 1s. 6d. ratio was fixed in 1927, the Government
expressed, reiterated, affirmed and reaffirmed their determina-
tion to maintain it and took all possible measures to that end.
In 1929-30 and 1930-31 they experienced difficulty in maintain-
ing it and contracted currency to the extent of over Rs. 40
crores. The abandonment of gold standard by England relieved
them of the task of maintaining 1s. 6d. gold rate. The linking
of the rupee to sterling was a disguised depreciation in relation
to gold. The pressure of inexorable forces thus made the
Government adopt in September 1931 a course which they
had refused to follow voluntarily. The heavy contraction of
currency during 1929-30 and 1930-31 was justified by Sir

14The entire economic system cannot be controlled by operating a single
lever, through monétary mechanism alone, but control of that leveris in-
dispensable in the pursuit of balanced economic advance.” A. D, Gayer in
Monelary Theory and Economic Stabilisation, p. 195.
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George Schuster as a consequence of slackness in trade! Even
allowing for trade slackness, it aprears that the currency con-
traction was made necessary by the attempt to maintain 1s.
6d. rate. Those opposed to 1s. 6d. ratio, therefore, pointed out
that the maintenance of 1s. 6d. ratio had not only fully ex-
posed Indian economy to world depression but actually inten-
sified certain of its effects by accentuating the fall in internal
prices. The deflationary effects of the ratio had spread out
like a heavy blanket over the Indian economy obstructing re-
covery and expansion.

It was difficult to say how far there had been an adjust-
ment between prices and costs during the 6 or 7 years between
1932 and 1938 and whether in 1938-39 the rupee was over-
valued. The statistics available in this country about prices
and costs are neither very accurate nor very reliable. The in-
formation about changes in price level is based on Calcutta
or Bombay index numbers of prices, the method of construc-
tion of which can be greatly improved. There are no statistics
directly relating to costs of production and use is, therefore,
made of Bombay cost of living index number and statistics of
agricultural wages (obtained from agricultural wages census reports)
and of industrial wages (from other sources) to find out the
trend of movement of costs—a procedure open to criticism. lt
is clear, however, that while a definite tendency towards 2
marked rise in the index numbers of wholesale prices was
noticeable in the United Kingdom, U. S. A. and other countries
after 1934, Indian prices exhibited no appreciable rise. The
following table shows the movements of prices in India and a few
other countries—

Index numbers of prices : 1929=100

1930 1931 1932 1933 1934 1935 1936 1937 1938
U. K. (Board of

Trade) 875 76'8 749 750 71’1 779 827 952 888
U.S. A. 90°7 766 680 69'2 18°'6 839 848 906 825
Australia
(Melbourne) 885 79-2 788 78°2 816 81'5 856 919 922
Japan 824 606 7383 816 808 844 899 1084 1143
quada 906 754 698 702 749 754 780 884 822
India (Calcutta)... 82'8 68'1 645 617 63'1 645 645 723 766

1Address to the Confer Finance Secretaries, October 1930.
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It was possible that the disparity between tae price level in
India and abroad was due to (1) heavier fall in agricultural
prices and their halting upward movement and (2) rearmament
programmes of several countries which led to a spurt in prices.
Any persiste- t failure of Indien prices to catch up to world
prices would, however, have to ke attributed to 1s. 6d. ratio.
Even if it could be established that this failure was not due
to 1s. 6d. ratio, there still remained a case for devaluing the
rupee to initiate a rise in prices to benefic the vast agricultural
population.

An important argument advanced against devaluation of
the rupee was that a measure of stability in interna ional ex-
change relations had already been attained and India should
not cause a disturbance just then by devaluing the rupee. 