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FOREWORD.

Prorussor KrisHna KUmar SmarMa's survey of the
Indian money and capital market is a gystematie contribu.
tion to the subject which will be useful for under-graduanfes
in weonomies and commerce as well as for businessmen and
indusivialists. 1t is no undivided, organized moncy market
that we enconnter in India as in the industrial countries of
the West. Here it is 2 dual organization, represented by the
central murket raled by the Government which controls the
currency and exercises a dominant influence on the bank.rate
and the bazaar money-market with no link between the two. Not
merely does eredit move slowly, haphazardiy and unsteadily
petween the varfous money markets bub it is scaree in large
parts of the country aund in particular scasons with paralysing
eilects on its economic life,

The key to Tndia’s economie advance lies in a fully co.ordi-
nated system of eredit. Professor Sharma in his picture has
included all the eredit institutions and agencies in India and
their defeets apd drawbacks.  He has also deseribed how
Indin’s iuland and foreign trade and industries are at present
financed.  The Managing Agency system, whiell is a charac-
teristic system of industrial linance and coutrol in India,
owing its development largely to the historieal antecedents
of the older English Trading Houses which eombined trade,
industry and banking, has been serutinized, Such a system
has now outlived its uscfulness. The gradual emancipagion
of industries like jube, tea, coal, iron and steel from this mode
of management in Bengal and Bihar would, it is expected,
ensure their better expansion and improvement, the Managing
Agency system having shown incapacity both to deal with the
critical oceastons in industries and to attract new industrial
capital. Professor Sharma is also fully alive to the danger of
finaneing of foreign trade exclusively by foreigh concerns and
hay given an account of the recent proposals of rationalising
the exchange banking operations which are bound to be more
closely considered. The recent experiences of many countries
in Kurope and Japan have also been utilized for suggestions
regarding the financing of both large- and small-scale indus-
tries and the establishment of land mortgage banks for
finanecing long-term agricultural loans,

The Indian money-market is a jerry-built institution; its
parts are loose, independent, unco-ordinated and unorganized.
How to build and co-ordinate the ill.fitted, disjointed structures
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into a firm, well-knit, and yet flexible whole for the frec crea-
tion, expansion and movemeont of credit, will demand a good
deal of cconomic thinking in the near future. With this is
also implieated the problem of establishment of a Reserve
Bank on sound lines, That the management of currency and
eredit will have fo be unified in India to prevent the inelasti-
city and instability of the meonetary conditions is now accepted
as one of the important financial tasks of the new constitution,
In what measnre the type of Reserve Banl that is going to be
established in this country will be able 1o achieve this purpose
is not, however, certain. Then there is the question of un-
sebtling the ratio, of devaluation, whose effects will be different
on different regions and sections of the community. Divergent
and even antagonistic agrieultural and industrial interests will
have Lo be co-ordinated in order that the new constitution may
faghion a financial policy, which instead of introducing & battloe
of the provinces lays the stable economic foundations of a
Federal Indix. Professor Sharma’s book will serve the valu-
able purpose of focussing attention to these and other insistent,
problems in whieh the acumen and judgment of the Indian
economist must have to lead I(ndin along the right road.
It rightly ingists upon planned money, capital and eredit as
India’s urgent and basal needs, and the sooner this is
recognised the better.

RADHA KAMAL MUKERJER.
UNIVERSITY OF LUCKNOW,
August 1051,



PREFACE.

AN attempt bas been made in this book to discuss the
theoretical basis of the monetary operations iu organized
markets with special reference to conditions in India. Indeed,
my aim has throughout been to convey to the reader a Vlmd
impression of the aetual working and the interdependence
of the various constituents of the Tndian Money Market. The
work is intended to serve as a text-book on the subject and
g0 special attention bas been paid to the reguirements of the
B.A. and B.Com. Pass and Honours courses of [ndian Univer-
sities and it should also prove useful fo students preparing
for the Masters of Arts Degree in ISconomies and Comimerce.
I hope, however, that the book will also be found useful by
businessmen and publicists who want to huave a realistie
ides of the Indian Money Market.

Ho far as I am awarce there is no single volline on the
market dealing with the whole subjeet. 1 have tried to be
comprehensive and up-to-date within my limited compass,
and for this reason topics like the Reserve Bank of India, the
Imperial Bank of India Amendment Act of 1934, and the
Higtory ol Indian Currency and Lxchange alter 1931 have been
dealt with in the following pages in their proper places. I
have ftried to take a judicial view of controversial topics
such a8 those connected with the Teserve Bank, the Thaiio,
eter,, and have given both sides of these great quv%mnq 1
lmvo thmughout taken speeial care to sce that my own view-
point should in no way obscure ofher views, partienlarly
those of our leading business and financial interests.  Wherever
necesgary, comparisons and contrasts with the London Money
Market have been instituted to bring out clearly conditions
in our own country. When facts and figures, not in eomtnon
knowledge, have been cited, my sources of information have
been duly given. I also ll(lp(‘ that the care spent on the index
will enhanee the uscfulness of the book.

While the book has been written for students and the
general reader interested in monetary questions, 1 hope it
is not altogether undeserving of fthe attention of specialisis.
Informed eriticism will, however, be welcomed from all quarters
for the improvement of subsequent editions.

My very speeial thanks are duc to Prof. R. K. Mukerjee
of the Lucknow University tor constant guidance and encourage-
ment throughout the preparation of the hook, and for his
learned Foreword to it. Indecd, the work has gained immensely
by his wvaluable suggestions regarding the arrangement of
chapters and other matters. I am also indebted to my
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honoured colleagues, Professor K. 8. Bhatnagar, M.A, and
Dr. 1L, D. Shurma, M. A, Ph.l}, for valuable help in preparing
the book for the Press. T amn also obliged to the liditors of
the Mysore Feonomie Journal and the Commerce for permisgsion
to reproduce o fow chapters which have appeared previously
in their esteemed Journals,
K. K. SHARMA.



CHAPTER 1.

Introduction.

Tur development of trade, commerce and industry depends
npon & well-organized money market, The industrial progress
of a country is determined by the availability of adequate
finance., The intreduction of division of labour is very
advantageous for industrics, and as Adam Smith pointed out,
the progress of division of labour in industries iz Hmited by
the amount of capital available. The present industrial posi-
tion of England, Ameriea and other Western countries has
been achieved to a very great exteni by the development of
well-organized money and capital markets. Modern industrial
structure and organization have become very complex and
necessitate highly-developed money markets. They have been
facilitated by and in turn have facilitated the growth of highly-
organized money markets.

Credit plays a very fundamental part in the scheme of
industrial production. Businesses cannot be carried on on a eash
basis alone and eredit has become highly indigpensable. A
highly-developed and organized credit system is possible only
in a well-developed money market.

The term market is used in two senses: firstly, it
indicates a place where buyers and sellers of a commodity
assemble to transact business and secondly, it also refers to
all the operations conneected with a particular commodity.
Money market, therefore, means all the operations which
centre around the commodity money. Thus it refers to those
institutions which deal in the borrowing and lending of money.
Sueh institutions are banks of various kinds, discount houses
and individuails who deal in the operations connected with
money.

The main funetion of the money market is to supply the
produeers with the necessary amount of cash and eredit for
transacting business. ‘There are people who save money,
but they cannot use it in business. There are others who
possess the necessary business acumen, skill and talent but
lack in money. Both these classes of persons are brought into
touch with one another by the help of a well-organized money
market. It attracts capital from those persons or institutions
which save it and puts it into the hands of those who are able
to make a good uge of it, In Western countries which are
industrially well-developed, another function of the money
market is ghe_supply of efficient eurrency so as to secure the
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relative stability in the purchasing power of money or in the
level of prices. 7This latter function is not clearly grasped by
people and by those in charge of the credit policy of a country.
This lack of understanding of a proper regulation of cfficient
currency has been the main cause of the currency disturbances
which modern society knows to its cost. There can be no
greater service rendered to the cause of economic stability
than to understand and explain the foreces governing the
supply of an eflicient system of currency and credit in a
country. By a wrong credit and currency poliey the whole
mechanism of the mouney market is disorganized and the result
is a very great set-back Lo business and production.

Credit plays a very important part in money markets.
The most important clements of eredit are confidence, amount
and time. Credit system implies the transfer of goods from
one person to another, the payment for which may be post-
poned to be made in foture, and it also indicates the loan of
money for a ceriain poriod of time. The most important
media of credit are bank notes, Government promissory notes,
bills of exchange, chegues, promissory notes of individuals,
Hundis, ete. A study of the money market of a country
involves the study of all the operations connected with
the creation and supply of guch credit instruments.

The main functions of credit are to save the use of metallic
money, to finance the producer who is engaged in the produc-
tion of goods in anticipation of demand, to permit the collection
of a multitude of small amounts into banks and to minimise
price fluctuations. All these operations are essentially con-
nected with the organization of money markets.

A well-developed credit system and money market are
complementary. “A fully co-ordinated system of credit possoess-
ing diifferent types of complementary institutions can never
exist without its iudispensable concomitant, a well-developed
and reasonably planned money market. The development
of the one leads to the perfection of the other and wice versa.
The money market is the groundwork of the country’s national
finance whose main flexibility depends on a fine division of
labour and capaecity for adjustment to changing conditions of
society, ™t

The Indian money market is not as developed as the
moncy markets in Western countries. This iz a very great
handicap to Indian (Grade, commerce and industries. The
amount of capital available is not adequate to satisfy ail the
demands and resort is had to borrowing money from the
London money market which iz the international financial

L Rau: Presenl-Day Banking in India, pp. 1-2.
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cenfre. The credit system is not as specialized by the
development of perfeetly organized institutions as in
Western countries or in Japan. Very few systematic attempts
have so far been muade to develop the mouney power of the
country by banking institotions and hoarding still holds
the field to a considerable extent. The cxisting eredit system
lacks in clasticity and, therefore, banking credit cannot expand
to meet the extra demand for seasonal currency. The Indian
banks have no power fo issue notes and owing fo their low
cash rosources, their capacity to ereate other forms of credit
is very limited. Cheque habit iz not well-developed an«d there
i3 the absence of close conncetion between the Furopean sec-
tion of the organized money market and the mative section
of it. The Tmperial Bank does not and cannot control credit
policy fully well. This is done by the Government which
is the currency authority in this country. TProvision is made
for the issue of cmergency curreney to expand it in response
to business needs; but thiz faeility is not taken advantage
of by the market owing to the lack of a bill market. The Govern-
ment maintaing a few treasuries of its own to carry out its
financial operations throughout the country. The result is
that large tunds can be withdrawn from the market at certain
times when they may be required there. High money rates
prevail and it is very necesgary that such idle funds as lie in
Government treasuries should be put into the hands of the
bankers so that money rates may be low enough fo facilitate
businesses.

Industrial banking facilities do not exist in India to mect
the needs of the situation to an adequate extent. Specialized
institutions to finance industries do not exist and the existing
joint-stock banks have not been able to provide the necessary
amount of finance for the industrial development of the conntry.
Share and zecurity markets do not exist to an adequate extent.
The result is that the debenture form of investment plays
a very little part in the {inancing of industries. Our foreign
trade is largely financed through foreign banks and in this
respect the Indian money market offers a striking contrast
to the money markets in, say, BEogland and America. The
bill market is practically insignificant.

There is little co-operation and co-ordination in the
various constitnents of the Indian money market. The
ghroffs and money-lenders seldom seek the help of the joint-
atock banks and the latter do not seem to have enongh confi-
dence in the Tmperial Bank so as to be able to seek resort to it
in cages of emergency.

The money-lender still controls the supply of agricultural
capital and co-operative institutions have not been able fo
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cope with the gituation and have not been able to reduce
interest rates and to meet the needs of the cultivators on any
extengive scale. land mortgage banking facilities are very
inadequate to meet the needs of land owners in rural areas.

It is a great redeeming feature that a Reserve Bank is
soon to start operations in the eountry which should take
India along the right path of her economic development. The
defeets of the Indian money market and of the currency system
will to a great extent be removed, As a madter of fact the
establishment and sound working of a centralized banking
institution to serve as a bankers’ bank and tp confrol the
currency and monetary pelicy of India is long overdue. Of
course, much will depend upon the degrec of latitude granted
to the authorities of the Bank to regulate the currency poliey
of the country. If it is a truly national institution like the
central banks of Western countries, it shonld go a long way
to promote the economic development of the country by
removing the existing grave defects of the Indian money
market.

The object of this book is to make a eritical study of the
Indian money and capital market and of the various consti-
tuents thereof. An attempt is also made to offer suitable
suggestions for improvement,



CHADPTER TI1.
Presidency Banks.

THE money market and the banking system of Tndia con-
sist of the following constituents .—

(1) The Imperial Bank of India which came into existence
in 1921 by the amalgamation of the three Presi-
dency Banks g

{2) The Europcan Exechange Banks;

(3) The Indian Joint Stock Banks ;

(4) The indigenons bankers known by wvarious names
-—the shroffe, Marwarig, Chetties and other private
bankers and money-lenders ; and

{5} The Agricultural Banks consisting of the Primary and
Becondary Co-operative  Credit Societies, Land
Mortgage Danks, Post Oflice Savings Banks, ete.
It is mainly from the above that the supply of money
comes to the market, and they are the prineipal
lenders of money.

The borrowers of money are : (1) the Government of India,
who annually float rupee loans; (2) the local and provineial
governments ; (3) the agriculturists who resort chielly to the
agricultural banks and money-lenders for obtaining money ;
(4) the traders, manufacturers and other small and large-scale
entreprencurs who get money from all these various agencies
on their personal security and the sceurity of Hundis, Bills
of Exchange, Plant and Machinery, ete.

Our main business in the following pages will be to study
the money market conditions in India by studying the above
types of banking institutions and to suggest the main lines of
improvement for the proper and adequate supply and organiza-
tion of money and credit in the light of the existing short-
comings.

THE PRESIDENCY BANKS.

Chronologieally hanking in India is as old as our trade,
indusfry and commerce. Ample evidence oxists to show that
in the Hindu and Mohammadan times banking facilities gnited
to the prevailing economic econditions were in existence and
the use of Hundis was made on a very cxtensive scale. Af
present it may be mentioned that banking of the modern Furo-
pean type earried on on joint-stock principle did not come into
existence till the advent of the Kuropeans.
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) When the Europeans came into India, they established
ageney houses which generally added a banking branch to
their main trading business. Many such banking institutions
came into existence in the 18th century. One such ingtitution
was started hy Messrs. Hamilton & Co. in 1770 which was
known by the name of the Bank of Hindostan. A second was
started in the cighties of the 18th century known as the Bengal
Bank, and later, a third was also started known as
the General Bank of India on a limited Hability basis with a
capital of Rs. 20 lakhs divided into 100 shares. Some of these
banks issued notes alse, but their main function was to finance
foreign trade carried on by the Muropean agency houses, Al
such institutions came to grief and sooner or later closed their
doors owing to lack of proper organizing and managing ability
on the part of their directorate. Their prosperity lay in the
particular number of business firms whom they financed.

Later on, as the foreign trade of India inercased, the neces-
sity of sound banking faecilities grew more and miore. The
result was the introduction of three semi-government institn-
tions which till 1921 served as the main pillars of the Indian
banking system. The Presidency Bank of Bengal came into
existence in 1806 under the name of the *° Bank of Calcutta ™’
with a capital of Rs. 50,00,000 divided into 500 shares of
Ras. 10,000 each. It received its (harter of Incorporation
in 1309 under the name of the Presidency Bank of Bengal.
The Kast India Company contributed about onc-fifth of the
share capital and appointed three of the directors. Till 1857
the Treasurer and the Seeretary were civilians of the Govern-
ment of India. The Charter of the Bank was modelled on that
of the Bank of Kngland’s Charter of 1694. According to its
Charter of 1809 it could not Iend more than one lakh of rupees
to any one individual and more than five lakhs to the Govern-
ment ; it could not raise its rate above 12 per cent. and had to
keep o cash reserve amounting to one-third of its outstanding
demand liabilities and its total demand liabilities including
deposits and notes could not exceed Rs. 50 lakhs which was its
capitul, Itz Charter was renewed in 1823 and it could issue
notes up to Bs. 2 erores and the proportion of cash to its demand
liabilities was reduced from % to 3. It passed through
troublous years from 1830 to 1834 when its shares fell from a
premium of Ra. 6,000 to one of Ra. 500 and even came to par.
But it survived its bad years owing to Government direction
and vigilance.

The Bank of Bombay was started in 1843 with a capital
of Rs, 52 lakhs divided into 5,200 shares of Rs. 1,000 each.
The East India Company contributed Re.3 lakhs towards its
ghare capital and nominated three directors on the Board.
It was modelled on the lines of the Bank of Bengal. It failed
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in 1868 owing to mismanagement, lack of sufficient experience,
the abuse of powers by unprineipled secretaries, lack of sound
legal adviec and because of the fact that it transacted business
of an unsafe character.

The New Bank of Rombay was started in 1870 and
changed its name in 1876. From that time onward till its
amalgamation with the other two Presidency Banks it worked
successfully and paid good dividends to its sharcholders.

The Bank of Madras was started in 1843 and its Charter
was closely modelled on that of the Bank of Bengal.  1ts original
capital was Rs 30 laki s and the share of the Hast India Company
was Hs 3 lakhs., Its average note cireulation before 1861 was
Rs 15 to 16 lakhs. It rendered immense serviee in popularising
banking business in the Madras Presideney.

All the three Presidency Banks had eertain common fea-
tures, [Firstly, they were semi-governmental institutions and
as we have seen above, the Government had some share
in the capital of all the three Presidency Banks and appointed
some members of their directorate. After 1876 they became
purely private banks and in that ycar the Government gave
up its right to nominate men on their directorate and sold off
its shares. Tt also withdrew the concession of placing at their
disposal its funds free of interest which was the cuse up to 1876
in which year the Government established its treasury system.

Another similarify was that certain restrictions were
common to all of them. There were some very rigorous restric-
tions as to the business they might carry on. The principal
regtrictions were :—

() They could not deal in foreign cxchange business and
they could not draw, discount, purchase or sell bills
of exchange except those payable in India or
Ceylon. 1t was due to the faet that foreign exchange
business prior te the adoption of the gold exchange
standard was very risky and it was thought proper
in the interests of ftheir safety to prohibit them from
carrying on this business.

(b) They could not raise funds outside India.

{¢) They were not allowed to make loans for a period
longer than six months.

(d) They were not allowed to advance loans on the security
of immovable property in any manner nor upon pro-
missory notes unless they hore the endorsements of
two independent names.

{e) They eould not give loans upon the security of goods
unless either the goods theinselves or titles to them
were deposited with the banks as seeurity.
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These restrictions added to the safety of these banks and
it was this cautiousness which was responsible for their sur-
vival at a time when India was faced by severe banking crises.
Had these semi-governmental institutions failed, there would
have been a great set-back to Indian banking. Their main
functions were to receive deposits in India and to grant loans
for a period not exceeding six months on the security of at
least two independent names. This left a certain loophole,
because any two independent names appearing on the commer-
cial paper could satisfy the letter of the law and the banks,
of course, by satisfying the letter of the law proceeded within
limits of prudence. They financed the internal trade of India
and could lend money on the security of goods provided the
goods or their titles were deposited with them. They also
managed the debt of the Government of India and they were
paid for undertaking this business. They also issned notes
prior to 1862, but this business of theirs was not very important
and profitable from their point of view ; because there were
regtrictions in that thev had to keep a cash reserve of 4 formerly
which was later on reduced to } of their total demand
liabilities.

The note-igsuing funection wasg taken away from them by
the Government of India in 1862 from which time onward the
Government has been doing that bnsiness. FEven under the
regime of the I'residency Banks when they were allowed to
jssue notes, the supply of notes was not clastic owing to the
restrictions mentioned above. As a compensation for taking
over the note-issuing business from them, the Government
placed at their disposal all their cash balances free of any
charge. Thisthe Government went on doing till 1876—the year
in which the indcependent treasury system wasg established by
them.  The banks put obstacles in the way of the Government
when the latter wanted to withdraw their funds for disburse-
ments on various items. As8 a consequence the Government
established its own treasury systern at the three presidency
towns.

In 1876, however, the Government agreed to keep a certain
minimum balance with the banks free of any charge and to
pay interest in case the balances kept were less than the legal
minimum. But no oceasion arose to pay any interest because
the balances held were always more than the legal minimum,

The banks, however, wanted the Government to allow them
to raise funds in London and bring them to India, for by this
they could take advantage of getting it cheaper in England
at about 3 per cent. and investing it in India at higher rates and
thus they could make a profit. The Government, however,
did not permit them to do so. Mr. Keynes also war not in
favour of this because he showed that they eould not employ
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these funds during the slack season. TUntil the funds could be
employed all throughout the year, there could be little advan-
tage to the banks of this process being permiftted to them.
Mr. Keynes, therefore, suggested that the banks should either
get loans from the cash balances of the Government of India
or from the paper currency reserve. But this was no new
thing and as a matter of practice loans were allowed to them,
the policy of the Government being to allow loans to them at
their pubiished rates of discount.

Thig did not encourage the banks to get loans from the
Government, for they could not get any profils in this way.
The Chamberlain Commigsion suggested that they should be
allowed Joans at 1 per cent. less than their discount rate,
but the Secretary of State did not accept the suggestion. The
Government, however, placed large funds at the disposal of
these banks during the war to facilitate the public to make
investments in the war loans,

The Reserve Treasury systemn was very disadvantageous
because during the busy season demand for money inereased,
but it was the time for paying land revenue, Therefore, at a
time when funds were largely required in the market, a lot of
them went to the government treasuries. This brought loss
to cultivators, ete., for they had to scll when prices were being
depressed owing to sudden withdrawal of funds from the
market. The independent treasury system was, however,
abolished in 1921 and no more comment need be made on it.

The above restrictions, however, did not prevent the Pre-
gidency Banks from making progress. On the other hand,
they were helpful in letting them through severe crises very
safely, though in those times other banking institutions came
to grief and had to close their doors. Lately, however, when
foreign exchange business had ceased to be speculative with
tho adoption of the gold exchange standard, there was little
justification for these restrictions.

These banks were also very helpful in making the note
circulation popular by providing special facilities for their
encashment at theivr branches.

The following statistics show their position till their amalga-
mation into the Imperial Bank of India :—
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Year

1895
1900
1905
1906
1907
1908
1909
1910
1911
1912
1913
1914
1915
1916
1917
1918
1919
1920

Year

1895
1900
19058
1906
1907
1908
1909
1910
1911
1912
1913
1914
1915
1916
1917
1918
1519
1920

THE INDIAN MONEY MARKET

100

BANK OF BENGAL.

{ Figures in Lakhs of Rupees.)}

Reserve

68
103
140
150
167
165
170
175
180
186
191
200
204
213
221
189
200
210

BANK OF BOMBAY.

24

]

234
301
287
265
274
448
5bd
405
434

0
B =

1,576
1,760
1,600
1,677
1,711
1,824
2,160
1,078
2,143
2,934
2,392
3,254
3,398

Cash

422
243
396
528
460
507
615
514
729
665
240

1,169
785
712

1,482
894
997
9221

(Figures in Lakhs of Rupees.)

101
110
120

n

Casgh

228
129
259
3564
324
371
415
436
463
315
477

208
210
232
202
276
312
744
3563
315
298

Dividend
per cent

b
-

b
(2]

12

Dividend
per cent

11
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BANK OF MADRAX.
{Figures in Lakhs of Rupees.)

— @ oy = e NN

I ¢ 3% 5% 34 E%

Year = & & = = g, Cash L d =

& é [L3n S o R )

) = oS

1895 - 50 16 45 278 144 45 10
1900 . 60 22 35 260 82 67 8
1905 e 60 30 41 344 140 71 10
1906 ‘e 60 32 %" 35D 151 81 10
1907 .. 60 36 35 416 162 84 10
1408 ‘e 60 40 h2 447 1583 84 11
1909 - 60 44 49 500 181 79 12
1910 - 60 43 72 bB6T 184 85 i2
1911 .. 60 52 b9 625 185 104 iz
1912 . 75 70 75 743 196 113 12
1913 .. 75 T3 86 505 219 117 12
1914 - 75 76 91 761 267 134 12
1915 .- 75 65 R6 803 256 184 12
1916 - 5 hd 104 960 286 161 12
1917 . 75 b 37 1,020 496 04 12
1918 .. 75 5o 102 954 271 139 12
1919 ‘e 15 45 104 1,215 436 175 12
1920 .. 75 45 118 1,579 505 211 13

Figures are taken from the Indiun Year Book, 1020,

As the tables show the Bank of Bengal was the best from
the point of view of financial standing followed by the Bank of
Bombay and the Bank of Madras respectively. The capital
of these banks does not show any increasce except in the case
of the Bank of Madras where the change is slight. During the
war time there was a great inercase in the amount of the
private deposits becanse of high pro its reaped by the people
owing to rising prices. Their cash reserves were much above
30 per cent. of their demand liabilities and their progress is
proved beyond doubt by the increase in Investments and the
increasing rate of dividend declaved, though i the cas: of the
Bank of Madras there was a uniform rate of dividend from
1909 tall 1919,



CHAPTER IIL.

Commercial Banking.

COMMERCIATL banking in India is carried on by the Imperial
Bank of India, the foreign exchange banks, the indigenous
bankers and the Indian joint-stock banks registered under the
Indian Companies Act. There is no clear-cut demarcation
of functions of these various elasses of hanks in India, because
the Indian joint-stock banks de handle bills relating to export
and import trade of Tndia and the foreign exchange banks
deal not only with foreign trade, but with every braneh of what
has been called commercial banking and they have also been
known to give cush credits and overdrafts to industrial con-
cerns on adequate security,

There is no law prehibiting a bank from carrying on a
particular kind of business that it is permitted to do by its
Articles of Association and its Memorandum.  Nonetheless
these various classes of banks have specialized in various types
of banking and hence the justification for this elassification,
In India as in almost all other countrics of the world commer-
cial banks mostly deal in the distribution of ercdit and they
are deprived of the right of pote issne. Thiz function is
performed by the State in India and by Central Banks in foreign
countries. They attract deposits from the publie usually for
short periods of time and supplement these resources by obtain-
ing Joans against their investments of various categories. The
money is lent out to traders and businessmen for short periods.
Thus these banks render a most useful service to the cconomic
life of the community by mobilizing the banking resources
and making them awvailable for profitable channels of trade and
<ommerce,!

1 ““Before the war, the general policy and the chief activities
-of the commercial banks differed appreciably from country to country.
In the Anglo-Saxon, Scandinavian and Latin-American " countries
‘the banks devoted themselves to what has been described as 'deposit
banking'—i.e., to receiving money on deposit and lending it on short-
“term t0 commerce and industry in the {orm of discounts and advances ;
normally they avoided immobilising their resources in long-term credits
10, or participations in, industrial cnterprises. In these countries,
#he banks did not as a rule exercise any direct influence on the manage-
‘ment of the business undertakings which were their customers. The
‘banks in Continental European countries, on the other hand, largely
apecialised in ‘ investment * or ‘industrial ’ banking. As a rule,
they maintained close relations with industry, and often took the
initiative in creating new industries whose shares and bends they
subsequently placed with the general public. Frequently, they main-
tained a substantial proportion of these securities in their own invest-
ament portfolio ; an appreciable proportion even of their short-term
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DISTRIBUTION OF COMMERCIAL CREDIT.

The advances given by commercial banks fall under three
classes : {1) Advances against markotable security pledged
with the bank ; (2) Clean advances against personal credit with
a gecond signature to the promissory note ; and (3) Clean
advances against the personal credit of the borrower only, In
India the first two types of advaneces are most common as
against that of the third type in Western countries.

deposits was normadly extended in the form of long-term working
credits to concerns under their control, They were generally directly
represented on the boards of the more important nodestakings Gnanced
by them. Their general liquidity waos largely dependent upon the
financial position of a comparatively small number of impertant cus-
tomers, On the other hand, this policy rvesulied in a very active
support to industey, particulatly for the opening up of new fields of
activity, in countries where capital was comparatively scarce.

This description of banking conditions on the Kuropean continent
applies partienlarly to Germnany, the old Austro-1lungarian Empire,
Ttaly, Belginn and, to a less extent, to the Netherlands, In France
the banques ’affaircs and the important private banking houses
carried on business along similar lines ; the leading banques de credits
operated chiefly as deposit banks and, in addition, played an impor-
tant. role as intermediaries for the issuce of Government and olher
public loans, both domestic and foreign—a form of investinent which
was particularly ateractive to French capitalists. The big commercial
banks in Switzerland, which, however, weee of less predominant
importance than those of the other countries, also undertook industrial
banking on a large scale, but owing to the early establishment of
special trust companics acting asg intermediarics between the banks
and industry the direct velations of the banks with industty were less
intimate,

Austro-Hungarian and German banking practices were also
adopled in most smaller Eastern Furopean States. After the war
the Succession States created new banking systems on the basis of the
old local banks and the branches of the Vienna, Budepest and Berlin
institutions. These systems have, on the whole, continued the pre-
war traditions.

In post-war Europe, the contrast between pare deposit banking
and industrial banking systems has been considerably weakened. The
systems of the former type have extended their operations over a
considerably wider range of activities and have entered into much
closer relations with industry than formerly. This is partly the result
of the first post-war depression which seriously affected many of their
most important customers ; short-term credits became frozen and, to
protect their own interests, the banks were frequently obliged to take
aover the seeurity for loans previously granted and to assume direct
control over large industrial undertakings. The direct relationship
thus established between banks and industry enabled the former to
exercise an active influence on the reorganization of the latter. The
gradual liquidation of the banks’ industrial engagements proceeded
relatively slowly and had been only partly effeceted when the present
depression set in, Furthermore, in some of the countries concerned,
issues of industrial shares and bonds especially those of older indus-
tries, have been less easily marketed in the past decade than formerty
industry, accordingly, has had to rely upon bank credits to a greater
extent.
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The bulk of credit is granted against tangible assets as
bonds, shares and immovable property because the guantity
of two-name paper acceptable to banks is limited. The most
favourite methoed of borrowing is the cash eredit system under
which an advance is granted by the bank against a promissory
note of the borrower and secured by hypothecation of stocks.
According to the system the borrower has to pay interest to
the extent to which he avails of the credit from day to day.
The bank can withdraw the faeilities at any time, if necessary,
and the borrower can also similarly reduce the obligation sub-
ject to @ minimum interest clause according to which the bank
would charge intercst on a minimum amount usually half the
maximum limit of the drawing power allowed to the borrower.
The system of cash credit stands in the way of the popularity
of the bills of exchange.

The main reason for the difference in the practice in
Western countries and India is the tradition cstablished by
the various classes of banks reinforced by the provisions of
the Indian Companies Act requiring the elassgilication of a
bank’s advances in the balance-sheet as secured and unsecared.
Other reasons are :—

(1) Absence of touch between horrowers and lenders in

the money market ;

(2) Absence of the policy of “ one mamn, one bank ' ;
(3) The managing agency system ;

On the FKuropean continent, on the other hand, cven the big
banks are not devofing more attention to deposit banking than for-
merly. Their holdings of shares in industrial undertakings have
been reduced not only in proportion to total assets, but, in many
cases, even in absolute amount since before the war, and their methods
for long-term financing of indugtry have been substantially modified.
The risks involved in immobilising a large proportion of short-term
fands in long-term credits became very patent during the difficult
periods of shaken confidence through which most countries passed
after the war. Through financial, trust or holding companies, operat-
ing chiefly with funds raiced by issue of debentures, the hanks can
exercise an influence om industrial concerns without becoming too
clogely identified with them. Such commpanies have experienced a
marked development in recent years, hoth in the countries where
industrial banking is the most characteristic and in those where
deposit banking still predominates.

KEven though the contrast between the two main types of bank-
ing with regard to their relationship to industry has thus become
less marked, there are still many significant distinetions between
them, since the characteristics of the banks vary from country to
country. A striking feature in post-war banking, particularly in
Germany and Poland, is the very rapid development and great
importance of public banks (i.e., credit institutions helonging to or
controlled by governments and othcerr public bodies) which carry on
all forms of deposit and industrial banking.” (Commercial Banks, 1913-
1929, League of Nations, 1931 Edition, pages 13-14.)
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{4) The absence of institutions which can supply informa-
tion to bankers about traders and businessmoen,

The Tndian Banking Committee write, * We consider that
banks in India generally should adopt, as far as possible and
consistently with safety, a meore progressive policy in the
matter of granting clean advances on the personal credit of
borrowers. In our opininn the change will be facililated by
the growth of tbe practice ‘ one man, one bank '."?

Clean loans against personal credit of the borrower of
good character arc as safe as any other. Collateral sccurity
is liked by the banker on the principle that there is strength
in number, but in case of bazaar discounts, the banker looks
to the endorser who has presented the bill to the banker and
nof, to the original drawer, Therefore, a two-name paper is
in practice against the security of the individual borrower.
Tn & large numher of cases the basis of credit is the banker’s
contidence in the individoal customer and this conlidence
depends upon the fack that the banker knows the borrower's
personal standing, integrity and ability to liquidate the paper
on the due date. In large-scale enterpriscs the banker cannot
he expected to know personally the character and financial
standing of borrowers and he must, therefore, supplement his
general knowledge by information through other sources.
In England and America, Seyd’s and Dun’s respectively, are
the agenciez to give information regarding the individual
horrowers and such agencies should be developed in India also.
At present individual banks in India mainiain separate and
individual establishments for getting information about their
customers. The Indian Banking Committee recommend * that
the problem of pooling the information and organizing some
system of collecting reliable information, a system suited to
the needs of Indian customers and conforming, as much as
possible, to Indian custom, should be studied by the banks
and the bankers’ association proposed by us.” (Pages 383,
384 of the Report.)

At present an important source of getting credit
information by banks is the balance-sheet supplied by the
borrower directly on enquiry. To suggest that the Indian
borrower is not ag willing to divulge the information freely as
the borrower in Western countries will be unjust and the
Indian Banking Committee in this connection write that in a
great majority of cases such information is easily available
provided a correct method of obtaining it is followed. If the
bankers maintain a proper touch with their borrowers, they
have no difficulty in getting such information.*

2 fpdian Central Banking Commillee’s Report, pp. 382, 383,
3 Ibid., p. 384.
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Another way to get credit information is the interchange
experience and personal knowledge of the

of information,

various banks regarding their customers.

Capital, Reserve, Deposits and Cash Balances of the Principal

Indian Joint-Stock Banks on 31st December, each year.*

Crass A.—Banks with Capital and Reserve of Rs. 5 lakhs

and over,
(Figures in Thousands of Rupees.)
mé = & E “ ¢
w e = &
- 0 T - B
S8 B8 Z% 3 5 i3
4 a¥ 54 X a &)
1870 . 2 0,83 1,82 11,65 13,956 5,07
1880 . 32 18,00 3,11 21,11 43,37 16,63
1800 . 5 33,50 17.50 51,08 270,78 55,79
1900 . 9 $2,12 45,60 1,272  8,07,52  1,19,04
1905 9 84,57 17,82 1,662,348 11,68,02 1,73.50
1910 16 2,75,66 1,00,56 37621 20.65,85 2.80,25
1815 20 2,81,30 1,566,656 438,04 17,87,27 34,8041
1016 20 28736 1,73.66 4,681,002  2491,05 6,03,49
1617 18 $,03,70  1,62,99 4,606,04 31,17,00 7,64,84
1918 19 4,36,45 1,65.50  6.02,04 40,5948 9.48,68
1919 18 5,30,07 2,24.27 7.6334 58,9947 12,1683
1920 95 S,37,02 255,40 100248  TL14.84  16,30,70
1921 27 9,3%,80 3,00,81 12,39.41 TH,80,63 15,65,90
1922 27 8,02,24 2,681,685 106380 41,6386 12,043,888
1623 26 6,820,056 2,84.39 9,73,44 14,438,582 7,37,01
1924 29 6,890,655 3,80,39 10,70,94 52,560,652 11,2070
1825 28 6,73,00 3,86.64 10.50.64 54,149,368 10,0055
1926 28 6,76,34  4,08.05 10,87,39 50,048,02 9,11,64
1897 20 6,885,700 4,19,35 11,08,05 60,8401 T7.69.80
1928 2% 6,74,84¢ 234,66 11,00,50 62,2338  8,10.00
1929 33 786,07 3,866,564 11.53.51 6$2,72.03 9,04,99
1930 30 7,44,32 4,40,81 11,85,13  63,21,81 7,668,790

lakh and less than Rs. b lakhs.

(Figures in Thousands of Rupees.)

Year

1915
1918
1917
1918
1919
1920
1921
1922

o
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Banks
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19,95
23.93
27,65

Total

55,11
43,27
54,46
63,08
74,97
81,37
1,00,28
1,10.65

% Deposits

]
ot

1,01.23

99,20
1,55.95
2,2%,49
2.33.46
2,26,02
2.37.80

CrAss B.—Banks with Capilal and Reserve between Rs. 1

Cash
BRalances

56,02

* This table and the following tables have been taken from
Stalistical Statements relating to Banks in India for 1930.



[y
-3

COMMERCIAL BANKING

3 un

Y - v

=R By £ 2

Year $E£% ZE &R 5 & o8

gl = @ [t -~ [ W G

Q Fu [=E48) Qg =] @ m

i A Mo 5 = )

1923 .. 43 81,14 30,20 1,11,34 3,265,560 61,47
1924 e 41 73,65 34.34 1,07,09 2,098,006 an,l4
1925 . 46 80,79 37,70 1,18,4¢ 3,41,40 67,80
1926 e A7 85,22 39,72 1,25,04 3,46,97 #2,14
1927 .- 48 S1,95 37,25 1.22,20 3.45,08 0223
1928 .. 46 81,19 38,08 1,19,87 3,190,668 52,00
18249 . 45 74,94 4008 1,15,02 3,077,561 44,495
1930 - 54 84.09 45,408 1.36,77 4, "30 56 51,76

Capital, Reserve and Deposits of the Imperial Bank of
India, Exchange Banks, and Indian Joini-Stock Banks in cach
year from 1921 to 1930,

(Figures in Thousands of Rupees.)

Trinperial Bank of Tndia lixchange Banks
Year Capital and Capital and
Reserve Depositls Reserve Deposits

1921 .. 976,78  72,58,00 1,4884,27 75,1961

1922 .. 99557  TL,16,30 1,49,62,75 73,3844
1023 .. 101771 827645 1.86,80.40  63.44.98
1024 .. 104258 842148 173.95.20 70,6348
1925 .. 105623 83,2007 1844147 705457
1096 .. 107200 80,3506 1,97.33.73 715492
1027 .. 108657  T9.2TAB 2412260  6886,.23
1028 .. 110142  T9.25,30 2505640 711386

1926 .. 111026 79,2428 3035000 66,9591
1930 .. 11,1506  83,96,97 2,581547 68,1144

(IPigures in Thousands of Rupees.)

Joint-Stock Banks Total of all Banks
Year Capital and Capital and
Reserve Deposits Reserve Deposits

1900 .. 13,39,86 80,1565 1,72,00,94 2,27,93,26
1922 .. 11,7454  65,01,75 171,3./.‘,86 2,09,56,94
1923 .. 10,84,78 47,6932 2,07,82,89 1,98,90,05
1924 .. 11,7893 551958 1,96,16,71 2,10,04,54
jo25 .. 11,7813  57,90,76 2,06,74,83 2,11,75,10
1926 .. 12,1033  63,14,99 2,20,16,06 2,15,04,27
1927 .. 12,30,25 64,2069 2,64,3942 2,12,43,37
1928 .. 12,2937 66,3502 2,73,37,48 2,16,74,18
Je99 .. 12,68,53  66,29,54 3,27,28,79 2,12,19,73
1030 .. 13,51,90  67,32,37 2,82,52,43 2,19,60,76



Proportion per cent. of cash to liabililies on deposits of the several classes of Banks on
318t December each year.

1921 1922 1923 1924 1925 1926 1927 1928 19290 1930

8T

I. Tmperial Bank of India
II, Exchange Bapks—

(1) Banks doing a considerable
portion of their business in
India.

(2) Banks which are merely
agencies of large banking
corporations doing a major
portion of their business
abroad.

III. Indian Joint-Stock Banks—

{a} Banks having Capital and Re-
serve of Rs. B lakhs and over.

(b) Banks having Capital and Re-
serve between Rs. 1 lakh and
less than Rs. 5 lakhs.
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BrancH BANKING.

There is considerable scope for the development of branch
banking in Indiz and the branches of the Tmperial Bank of
India have been very successful in attracting deposits. In
England the deposits of the * big five’ amounted to £ 1,666
millions in 1928 or about 14 times their eapital and rcscrves
which amounted to £ 116 millions ; whercas the corresponding
fignres for the same year of the five biggeat banks in India
(not the Imperial Bank) were Rs. 49 crores and Rs. 7 crores
respectively.

The opening of a branch bank may not always be a
remunerative business from the beginning and, therefore, the
Indian Banking Committec have recommended that the
Reserve Bank when established should place at the disposal of
a new branch of a joint-stock bank in India at a centre where
there iz no joint-stock bank, for the first five years, a deposit
of such sums on terms and conditions as it may consider neces-
gary. Indigenous bankers should be linked up with the
Reserve Bank in order that branch hanking may develop in
India and this will also provide banking facilities in areas where
there is no bank in existence, It will also strengthen the
position of indigenous bankers.

At pregent there is o general tendeney for deposits collected
at branches by the various banks to be taken to head offices
for utilization. Thus local places suffer for the sake of the hig
urban centres even during the busy season when there may be
a demand for funds at the mofussil centre. 1t was proposed
by ecertain banking commitices that all branches should be
compelled by law to invest a certain portion of their deposits
in the local place. Thig practice will be undesirable as it will
interfere with the freedomm of the banks to utilize their
regources to the best possible extent and it may be to the
disadvantage of the country. TFor thiz reason the Indian
Central Banking Committee rejocted their suggestion.®

Sonie witnesges urged before the Indian Banking Com-
mittee that the competition of the Imperial Bank of India
and of the Exchange Banks was too powerful for the Indian
joint-stock banks to let them develop along sound lines. The
Indian Banking Committee do not favour any restrictions on
the Imperial Bank to prevent fthis competition. According
to them there is no competition with regard to horrowing rates
and that with regard te lending rates is commended by them
as being beneficial to the public and as a factor in bringing
down the incidence of interest charges for local trade.
In order to ensure a well-ordered development of joint-
stoek banking in India, the Committee recommend that banks

© Indian Central Banking Commillee’s Report, p. 479.
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desiring to open new branches should be required to obtain the
approval of the Reserve Bank before doing so. ‘Licences
should be freely granted to the already established branches
and it would be the business of the licensing authority to see
that the provisions of the law and any other conditions specified
in the licences are complied with.”

Banks may not be able to open new branches owing to
insufficient business possibilities. In such cases they may
open. sub-offices or part-time branches which can develop in
courae of time. This system proved satistactory in rural areas
in England. Then there is the guestion of economical manage-
ment.  In India it is a general complaint that the cost of
management of most of tho Indian joint-stock banks is
disproportionate to their scale of business. They hiave merely
been influenced by a false sense of prestige in maintaining
more expensive establishments than they can afford to do and
they have been content to mercly imitate fthe oxpensive
European models. These banks should combine the cfficiency
of the Furopean model with the economy of indigenous bankers
in India. The Iandian DBanking Committee do not say
whether tiis charge is true, but they commend the suggestion
for consideration to the management of the banks.

The Indian Banking Committec do not agree to the sugges-
tion that the Tostal Savings Banks should permit deposits
being withdrawn by cheques as it would make it more difficult
and less atfractive for joint-stock banks to open branches at
suitable: places and it would also interfere with the develop-
ment of the indigenous and co-operative banks. The stafl of
the post office will not be able to cope with the business and
a highly paid staff would make the department too costly.
The Banking Committee have also recommended that
obstacles in the way of mergers among smaller joint-stock
banks such ag super-tax, etc., should not be imposed and the
existing ones should be removed. An exemption from super-tax
for a limited period is recommended by them® ;—

CAUSES PREVENTING GROWTH OF INDIAN JOINT-STOCK
BANKS.
The total number of banks and their branches in India
will be seen from the following table” :—
Head Offices Branches

Tmperial Bank of India .. . 3 164
Exchange Banks .. . . . 88
Indian Joint-Stock Banks .. .. 171 512

Total 174 764

& Indian Cenlral Banking Commiliee’s Report, para. 519.
7 Stalistical Tubles relaling to Banks in India for 1030,
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This means that in India there is one bank for every
4,490,000 people. There are acveral urban places and wide
areas containing a large number of people where there are no
banking facilities. The distribution is very uneven. In the
United Kingdom there iz a branch of a bank for every 3,500
people and in England and Wales for every 4,500, The follow-
ing statement shows the position of bank offices in other coun-
tries :—

Banlk

Oftieoy
U. 8. A, . o .. 25,000
Great Britain and Ireland .. 13,100
France . .. .. 1,400
Germany .. .. . 3,100
Belginm - . .. 1,200°

The main causes responsible for the slow development
0f banking in India arc :(—

(1) Hoarding habil and direct loans lo trade and industry
in the furm of deposits with firms or companies.—This is not
so much a catise preventing the growth of banking in the country
as a result of the lack of banking facilitics in mofussil places.
The deposits kept by people with persons having very limited
activities of banking show the dearth of banking and the dearth
of suitable investmentz understood by people in which
money may be invested ; but this is an inevitable phase of
trangition through which India is passing.

(2) The deterrent offect of bank fatlures in India.—People
naturally show great apprehension regarding the safety of
their funds because credit is a very delicate thing, The figures
©f failures from the year 1921 to 1930 are given below® :—

Year Number of Authorized  Subscribed Pald-up
Companies Capital Capital Capital
Ra, Rs. Rs.

1921 .. 7 70,40,000 5,80,965 1,25,329
1922 .. 15 10,15,55,000 27,250,744 3,29,991
1923 .. 20 21,86,89,995 9,92,36,480 4,65,47,3256
1924 .. 18 6,30,30,925 26,46,370 11,23,623
1925 .. 17 1,89,80,000 25,41,695 18,75,795
1926 .. 14 70,80,000 7,05,815 3,098,145
1927 .. 16 69,30,000 6,583,372 3,10,518
1928 .. 13 81,70,000 31,65,740 23,11,717
1929 .. 11 1,50,50,000 24,99,050 8,18,972
1930 .. 12 6,27,40,000 46,b5,445 40,59,644

8 Minority Report of the Indian Banking Commitiee, p. 115.
® Statistical Tables reloting to Banks in Indie for 1930, p. 35.
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The Indian Banking Committee did not investigate this
question and in this connection Mr. Manu Subedar in his
Minority Report writes : I regret that the committec did not
investigate the gquestion of the total bank failures in this
country since the establishment of Government by the Crown,
and the amount of money that was lost in these failures....
1t might have pointed out whether the bank failures have been
greater and more disastrous in India of banks under European
management, or of banks under Indian management. 1t might
have alse brought out whether they have been in excess of gimilar
failures in other countries in the early peried of the growth of
banking on modern lines. On both these questions my
personat feeling is that the failures under Indian management
have by no means been greater or more disastrous, and I also
feel that India has not passed through an excessive death rate
in banks compared to olher countries.’””®

Unfamiliarity of people with joint-stock centerprise is
responsible for this bank mortality to a great extent. A bank
failure is of necessity much advertised. This publicity may
help a bank like the Imperial Bank to which the depositors
may turn, but it immediately penalises an Indian concern in
which deposits are not renewed.

{3) The attitude of Government and public authorities.——
“ Without any desire to drgg in political considerations of
any kind, it may be mentioned that the Indian cfforts in the
field of banking havo seldom bheen viewed with enthusiasm and
have been generally regarded with suspicion in official circles. . . .
it is noi that the discretion vested in officials was abused,
but that it was used with undue severity, which led to a generai-
ization on the part of the public and of the banks, which were
aggrieved, that the official opinion was gencerally hostile.””?

In this connection it may not be out of place to mention
that in 1932 the Government of Bombay issued a circular where-
in it was shown that it was dangerous to insure goods with
Indian insurance companies.’” It is from such things that the
Indian public probably conclude—naturally though—that the
official attitude iz not favourable to Indian banks.

(4) Competilion and opposition of forcign institutions.—
The most advantageous points have been held by the foreign
banks and the most profitable business is in their hands.
“ They do mnot care for the less profitable (business) which
they leave to Indian institutions, but they are watchful of
every Indian institution that gathers strength and that can

10 Minority Report of Mr, Manu Subedar, pp. 116 and 117.

11 Jbid., p. 119,

iZ See the Report of the Federation of Indian Chambers of Com-
anerce and Industry, 1932, pp. B17 and B18.
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prove to be a possible rival. Their policy i3 thus the general
policy of monopolists, viz, give minimum service to ged
maximum return.” (Minority Report of the Indian Banking
Committee, p. 120.)

{5) Limiled trade and business in Indian hands.—Banks
prosper when trade and industry thrive but when the profits
of the latter fall, hanks alzo suffer and u very large portion
of our trade being in the hands of foreigners, this is naturally
a disadvantage to Indian banks: because foreigners naturally
prefer their own kith and kin to Indians.

{6) Ireference to Indian Banks.—National sentiment
affeets business all over the world. Foreign banks encourage
foreign insurance companics and shipping companies, ete,, aJml
the latter in their turn encourage the former. This tenden(‘y
is not noticcable among Iudian firms of brokers and agents
who are subordinate to foreign houses. ** The absence of such
sentiment is undoubtedly a handicap to Indian institutions,
and if it is desired that this handicap should be removed,
meagures would have to be tuken from the top to make this
possible.”

(1) (@) Entry into clearing houses of Indian joint-stock
banks i3 difficult, The decision to take in a new member
depends upon the majority which congists of forelgn institu-
tions and they raise difficuities.

() New JIndian banks and those specially small
cannot expect to be preferred to the older institutions.

(¢) ** There is reason to belicve, that Indian institu-
tiong generally and new Indian joint-stock banks in particular,
are disparaged by the superior staff of foreign institutions.
There are a large number of brokers, middlemen and others,
including actual and prospective borrowers and bank clients,
who constitute the medinm through which ridicule, disparage-
ment and diseouragement against Indian banks in general, and
new Indian institutions in particular, are transmitted to the
Indian public.”

(8) Dearth of Capttal.—There is a definite limit to banking
expangion in India which is set by the available funds. A
large number of people have made investments in trade and
government gecurities and if the atmosphere of the banks for
the success would be favourable, there is no reason why banks
should suffer from a dearth of deposits or share capital. There
are numerous banking institutions in India which are not work-
ing to their full capacity and many smalier banks could offer
a nucleus by amalgamation.

(9) The absence of cheque habit and trensactions being to
a great extent on a cash bascs,—There i lack of familiarity
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not only with the use of cheque but of credit instruraents in
general, and this fact restricts the operations of established
bhanks and the geope for now banks, Tf banks could use verna-
culars for cheques along with English, this might go a long way
to familiarize people with the use of cheque. Hundi being
an indigenous credit instrument has been in vogue in India.
since long and the cheque habit can develop if cheque forms
are printed in loecal vernaculars.

{10) Legal hindrances—The development of the eredit
system depends upon the efficiency of a legal system designed
to protect and safeguard the rights of individuals and to enforee
a prompt fulfilment of transactions. Credit will become dear
it the lender has to take risks of unfair treatment in law courts
and cannot be sure of liguidating his loans by selling off the
mor tgaced property. 'The property forms a good security
only if it is transferable without legal or (,uqtomftry hindrances.
If there are such restrietions on freo transier of the property,
the banker will find it difficult to advance loans to customers.
The Land Alienation Acts and certain Hindu and Mohammedan
Laws and customs relating to suecession and transfer of rights
present great difficulties in the way of bankers in India in giving
financial accommodation on hankable sceurity. These diffi-
cultics should be removed it credit is to be made cheap in
India.

REMITTANCE FACILITIEN,

Commercial banks render a very useful service inasmuclh
as they transfer money quickly and economically from one
place to another. The Tmperial Bank charges one anna per
cent, on sums over 1is, 10,000 and allows a concession of 50
per cent. to joint-stock banks over sums above Rs. 10,000.
The charges made by joint-stock banks to their customers vary
with the demand and supply of funds and the cost of internal
remittance in India is said to be higher than in other countries.
In this connection the Indian Banking Committee write...” We
recornmend that it should be reduced as far as possible with
a view to a better utilization of the resources of the country
and a lowering of the rates of interest generally throughout
the country...... If transfers of money for member banks
and bankers were made by the Rescrve Bank free of cost as a
national service, it would, we think, have a good influence
on the equalization of interest rates throughout the country.”'**
The views of the Royal Commission on Indian Currency and
Finance may also be usefully quoted in thiz conneetion which
are :—

13 Central Bankiny Commitlee’s Ieport, para. 566.



COMMERCIAL BANKING 2B

“1In any scheme of banking reform that may be planned,
we trust that due emphasis will be laid on the provision and
extengion of cheap facilities to the public, including banks
and bankers, for internal remittances.”**

The Imperial Bank should reduce the remittance cost to
the public by charging half anna per cent. for remittance of
Rs. 10,000 and above to transfers between any two banks.
In rural areas the facilities can be extended by co-operative
societies.

THE QUESTION 0F LIQUIDITY.

Great stress has been laid on the maintenance of proper
liquidity on the part of Indian banks. It is, of course, neces-
sary that a bank must honour the cheques of his customers
on demand. The banker must have soffieient cush resources
or other working arrangements by which he must be able to
meet his obligations, otherwise people will lose counfidence
and bauvking habit wonld be discouraged. Of course, the
question of percentage to demand liabilities i3 a matter of
public opinion, Tn agricultural communitics and in countries
where banking habil Is little developed and familiarity with
the use of credit instrumenis is comparatively less, a higher
pereentage may be desirable. 1n Western countries the dis-
hionouring of a cheque because of lack of cash resources hag
hecome an uncommon thing.

Various methods have Dbecn suggested fo achieve this
object: and one of them is the system of a Banlers’ Bank which
may be a sorf of a ‘case of need’ for the banker to help him
in honouring the cheques of his customers. The other method
is that commmercial banks should confine themselves to short-
term advances. The foreign banking experts have suggested
that all long-term loans must come from special ingtitutions
and that industrial requirements except for small seasonal
needs must be met from debentures,  DBut it has to be remem-
bered that debentures are not as familiar in India as in
Western countries partly because of lack of sufficiency of savings
and partly because of unfamiliarity of people with thig form
-of investment. Mr. Manu Subedar remarks in the Minority
Report :  “ In Western countries the loans of commercial banks
are for ghort period in form but without rigidity. Consciously
and deliberately, banks play a very important part in the
financing of industry and they engage the funds not by mecha-
nical rules of period, but according to the needs of their clients
80 long as they feel safe about the ultimate return of their
aoney. What happens in practice is that the deposits, which

11 Report of the Royal Commission on Indian Currency and Finance,
1926, para. 215.
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are ghort-lived, are algso renewed ; similarly, loans, which are
on the face of them, short period, get renewed. Many authori-
ties could be quoted to show that, with regard to banking
systems in many countries, an undue emphasis in practice on
short-term loang would defeat its own object, and considerably
detract from the gervice, which banks ean render to trade. ...
It is necessary to lay down semne standards, but not impossible
standards, and the interdiction to banks, consciously to make
loans, which would be recovered not in six or twelve months,
but in tweo and three years even under absolutely safe condi-
tiong as to security, is not justitied. This does not again mean
that there should be no relation in volume between such loans
and the total working capifal of the bank or that there would
not be need to scrutinise mueh more carefully loans extending
over some time, since the change of cconomic conditions weak-
ening the borrower, or the enterprise, is more likely in the long
period than in the short one, The rule, which makes self-
liquidating trade bills the best investment for a bank, has
reference more to liguidity than to soundness and it would be
2 confusion of ideas, if other considerations are all set aside
and an attempt made to put before the Indian banking worid
models which do not exist in reality.”

* Banks have to provide for two things, vz, their ulti-
mate selvency by taking care that the loans advanced by them
will be recovered. Thig is eclementary. This judgment is
wanted of banks., They have to provide for this by judging
the credit of clientele and their resources carcfully when they
give clean advances, and, if they are not sure, by taking ade-
quate gecurities. No one from outside can help them, if they
fail to do this, but the second requirement, viz., their ability
to meet any abnormal, sudden or emergent demand s
one, in which they are entitled to help from the Reserve Bank.
SBecuritics, which they possess, if they are adequate and sound
a3 banking sccurities go, should be converted promptly into
cash to help the institution to mect o crisis....”""

PossiBILITing oF IDXPANSION.

There are great possibilities of expansion along various
lines for Indian joint-stock banks. They should have some
security against undue competition at the hands of foreign
banks. With the concession attached to joint-stock banks
some private bankers might take themselves to joint-stock
banking business or they might group themselves up in a
geparate bank. Amalgamation of smaller institutions, parti-
cularly in South India, might be helpful provided the sbate

33 Minority Report of Mr. Manu Subedar to the {ndian Hunking
Commritiee’s Report, pp. 128-132.
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4

could take 2 hand in the matter. The loan offices in Bengal
and Nidhis offer another promising raw material for the emer-
gence of joint-stoek banks. Central co-operative banks might,
within limits, talke to general banking business which will make
them popular with and known to the general publie.

Joint-stoek banks should build up strong reserve funds
and cheque system should be cncouraged as indicated above.
The Indian joint-stock banks need protection against foreign
banks and the field of internal banking should bhe reserved
for the former.
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5 (a) Up to 1928 inelusive: all
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.2 The cocresponding ratio for the latter
.7 gronp of banks at the end of 1928
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.7 8 According to gold  balance-

sheeta for January lst, 1924,

7 Up to 1929 inclusive: principal
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banks including the National Bank

.4 of Greece, now a commerscial bank,
.1 Pre-war figures refer to 19i4.
.8 & The rsatio of the banks’ own

.3 resources te public liabilities ex-
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in 1913, 18.8 per cent. in 1929 and
17.8 per cent, in 1930,

¢ Principal commercial banks,
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excluding banks under public adminis-
tration or liquidation.

12 Data for 1926 not available.
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CITAPTER IV.
Imperial Bank of India.

Tae Imperial Bank of India was formed in Jannary
1921 by amalgamating the Presidency DBanks of Bengal,
Bombay and Madras and is governed by a special Act known
ag the Imperial Bank of Imdia Act, No. XLVIT of 1920.
Thiz consummation was hronght ahout hecause of the
experience of war time which clearly brought to light the
wealk points of the Indian Banking System and taught the
advantages of union.

The total anthorized eapital of the Tmperial Bank consiats
of 225,000 shares of Rs. 500 each and the paid-up capital
consists of 75,000 shares of Rs. 500 each of which Rs. 125 per
share is paid up. 'There is a Central Board consisting of two
managers, the Controller of Currency as the ex-officio member
of the Board, the President and Viee-President of cach local
board, the Seeretary and Treasurer of each local hoard having
no voting power and four non-oflicial members to be appointed
by the Governor-General in Counceil to represent the interests
of the tax-payers, The business of this Board is to settle
disputes between local boards, to publish the Bank’s weekly
statement, to deal with matters of general policy, to fix the
Bank Rate from time to time and to look after the discount
policy. The Ioard is to meet alternately at Bombay and
Calentta once at least every quarter of a year and the Manag-
ing Board has to meet oltener to transact business.,

Tt is a commercial bank with private sharehiolders and
competes with other banks to a certain extent. Ifs predeces-
sors were performing certain functions of a Bankers’ Bank
and on account of this reason and because it has additional
responsibilities as the banker of the Government, the Imperial
Bank is subjected to the following restrictions :—

{1} The Bank cannot make loans or advances for more

thun six months.

(2) The Bank is prohibited from granting loans upon
the sccurity of its own stocks and shares.

(3) Immovable sceurity cannot be aceepted as the original
or principal secnrity for the loans though it can be
accepted as subsidiary or secondary security.

(4) The Bank cannot lend more than Rs. 20 la,kh.s to
or discount bills of a higher amount of any individual
or partnership firm except on the security of trustee
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stocks, funds and sceurities, sceurities issuned by
certain  state-aided railways, the debentures and
other seeurvitics issued by district boards under
the authority of the legislature and goods or docu-
ments ol title in econnection thercto,

{6} *‘The Bank cannot discount or advance on the security
of any negofiable instrnment of any individusl or
partnership {lrm payable at the town or place where
it is presented for discount, which doces not carry
on if, the several responsibilities of at least two
pergons or firms unconnceted with each other in
general partnership.”

(6) The Bank cannot grant unsceured overdralts {for more
than one lakh of rapecs.

{(7) The Bank is prohibited from opening accounty in
the London office except for its own constituent
POrsons.

(8) No business which is not mentioned in the Aet can
be nndertaken by the Bank and the foreign eéxchange
business is one of the excluded items.

The control of the Governmen! over the Bank is as
follows 1—

{1} Fhe Government can issue instructions to the Bank
in comnection with an important matier affecting
their finaneial policy or the safety of their funds.

{2) The Government have the power to appoint four
governors {o the Central Board.

{3) They appoint the two chiel execulive officers of the
Banle, the Managing Governors on the recommenda-
tion of the Central Board of the Bank.

(4) The Government have the right to cali upon the
Central Board to give any information in relation
to the Baupk's affairs, to produoce any document,
and they can also require the Bank to publish a
statement of its assets and liabilities at  such
intervals and in such a manner as they think best.

(5) The Government can appoint auditors to examine
and report on the accounts.

The Government business conducted by the Bank ig as

follows ;—

(1) 1t manages the Government treaguries free of cost
and receives all moneys from the general public
on behalf of the Government and the latter can
draw on any of the head offices or branches of
the Bank.
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(2) It manages the public debt of India and also raises
loans on behalf of the Government. Its London
office manages the rupee debt in London for a fixed
remuneration.

OTHER BANKING TTUNCTIONS.

(1) It acts as a Bankers’ Bank and most of the leading
Indian banks keep their cash balances except the till money
with the Imperial Bank. On the 30th September 1930 the
cash balances of the Exchange and Indian joint-stock
banks were Rs, 188 lakhs and Rs. 103 Iakhs respectively.’

{2) The Bank also manages the Clearing ITouses which
are ecleven in number, the supervising staft being supplied
by the Bank.

{) The Bank was to open 100 new branches within the
first five years of its inauguration and by the end of December
31, 1930, 164 new branches were opened.* Where the Bank
has no branches, it utilizes the serviees of the Indian joint-
stock banks, leading local merchants or Shroffs for collecting
ctheques or other bills of exchange.

(4) The Bank gives elasticity to the currency system
of Indin in the busy season. 1t can get loans from the Paper
Currency Department to the extent of Rg. 12 crores in the busy
season on the seeurity of Hundis or internal bills of exchange
provided the minimum Bank rate is at least six per cent.

(3) It provides remittance facilities to the banks and
the public in India. The charges from a member of the public
are } per ¢ent. on sums up to Rs. 1,000, § per eent. on sums
between Rs. 1,000 and 10,000 and '/, per cenf. on sams above
Rs. 10,000, The charges for banks differ. The usual rate
has to be paid by a bank to purchase remittance to a place
where the purchasing bank lias no branch. The rate for
sums above Rs. 10,000 is reduced to '/,, per cent. when the
purchasing bank purchases a transfer from one of its branches
to another.

Barr Rare.
The Bank Rate indicates the rate at which the Imperial
Bank is prepared to lend money on government securities.

Average Bank Rates of the Imperial Bank of India from
1921 up to 19230° :—

U Indian Banking Commitlee's Report, p. 241.
2 Statistical Tables reluting fo Banks in Tndia, 1932, p. 3.
8 Ihid., p. 9.
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Year Half Year ending  §Talf Year ending Annual
30th June 31st December Average
1921 ., 6.04 n.11 5,07
1922 . 7.13 4.51 5.HL
1923 .. 7.42 4.50 5.96
1921 .. 5.08 5.32 6.65
1925 .. 6.53 4.70 b.64
1926 .. 5.650 4.70 5.17
1927 . .51 1.96 5.73
1928 . 6.94 h.46 b.20
1929 6.88 5.7T0 6.33
1930 .. .01 5.28 5. 89

A reeent writer! in 1lig connection remarks: “The most
noticeable feature of the Bank Rate is that the Tmperial Bank
docs not offectively controf the money market just as the Bank
of Englamd eoutrols the money market in London.  Again,
the expected lowering, Ievelling up and equalizing of the
extremely high rates that prevail for banking accommodation
in our country during the busy season has not been realized.
The ideally low Bank Rate of FFrance or Germany or Kngland
has not been reached. Of course, this is due to the govern-
ment borrowings either in the way of the short-dated Treasury
Bills or permanent loans for longer periods.  Unless it gives up
long-tertn horrowing there would not be the pessibility of
collecting surphus cash in the hands of the Imperial Bank and
a lowering of the Bank Rate,.... The seasonal swings for
currency are no doubt responsible for seasonul fluctuations
iu the Bank Rate, but still the prevailing high rate of discount
is chicefly due to the insufficiency of capital in the country.”

EXPECTED ADVANTAGES OF THE BANK.
A)Y  Tor the general publiv :

(1) The public would gain much by the popularization
of the banking business, and the opening of branches by the
Bank backed up by Government would ereate condidence into
the public regarding their willingness to entrust their moncy
with the Bank.

(2y A training would be provided in bapking business
to Indians which would train up recruits for banking business
and provide employment to them. Being a semi-public
institution, the Bank was expccted to train up Indians in the
banking business.

(B) The Bank’s customers :

(1) High discount rates were expected to be reduced

a8 a result of a fuller utilization and a more elastic use of

t Ran: Present-Day Banking in India, p. 42.
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government balances and a steady, wuniform and cheapened
rate was to advance the industrial development of the country,

(2) A praper and wide distribution of capital was another
likely advantage. The T.ondon Branch was to keep the Bank
in touch with the most important financial and monetary
centre of the world, and it would obtain trustworthy
information in conneetion with English concerns interested
in Indian trade.

{3) 'The inerease in branches and the ability to discount
more credit ingtruments implies that the Tmperial Bank would
render a great service to the trade and commeree of the conntry.
(C) The Government :

(1} The Government stands to gain hecange a lot of
money locked up in the reserve treasuries during the busy
scason which causes stringency in the money market, can be
and is utilized as the reserve treasuries have been abolished.
This money will be transformed ‘from mere warchouse mer-
chandise into an active banking power’. The Government
has discontinued issuing ecurrency transfers to the public
between any two places in which there 18 o head office or a
branch of the Bank. ™This means that the Bank will be
responsible for transferring funds and making them available
to the public and the Government,

{27 The decentralization of the public debt will improve
its administration and enable small investors to make Invest-
ments and to go in for Government securities oftener than
now,

{3} “‘If the management of the balances of the Scerctary
of State and his banking and remittanecs businesy were to
be performed by the Imperial Bank's branch office in London
it would save him a lot of carping eriticism by the unenlightened
public.’’

(1) Toans could be floated at a low rate of interest by
the Government.

(D) The Imperial Bank :

The Bank has an advantage inasmuch as it occupies a
priviteged position of a Bankers’ Bank. It can successfully
play this part as it has the backing of the Government. Tis
succesaful work will inspire confidence in the public and thus
make it 2 bulwark of public confidence, It should not, how-
ever, be a mercly profit-making concern, but should have its
eye on the interests of the country.

The joint-stock banks, the co-operative banks and the
exchange banks also stand to gain inasmuch as they will get
guidance, help and suppert from the Bank and it will come
to the rescue of the Indian banks in case of need.



IMPERIAL BANK OF INDIA 35

ADVANTAGES REATLIZED,

Al the expected advantages mentioned above have not
materialized, but certain achievements stand to the credit
of the Bank. Firstly, the great differences formerly prevail-
ing between the Hundi Rate and the Dazaar Rlates have been
considerably reduced.  Secondly, fthe great irregularities
between the Madras, Calcutta and Bombay money rales have
been equalized to u great extent, The following table shows
the differences between different rates prior to the establish-
ment of the I'mperial Bank :(—

Average Bank Rafe of the Dresidency Banks,

Bank of Dombay

Y ear Bank of Bengal Annual Average® Banlk of Madras
IR70 .. 5.73 5.25 41.50
1876 .. 5.66 7.25 7.00
1380 4.65 5.01 bh.a7
1880 5.38 1.95 1.47
1590 5.79 6,24 5.73
1805 1.33 3.95 4.20
1900 5.34 5.30 587
1905 5.09 5.00 .11
1910 5.33 5.16 5.91
1915 .. 5.69 h.07 5.70
1920 . .06 6.37 6.20

Further, elusticity has been introduced into the eredit
system by the issue of emergency enrrency according to the
Paper Ciurrency Aot of 1923, 'The Bank has also opened a
number of branches in the various parts of the country and
thus given cucouragement to the development of deposif
banking and cheque system. It has helped a number of banks
in times of ecrizes and its belp to the Alliance Bank of Simla
may be cited on the point.  Merchants and traders are making
increased use of the internal remittance facilities provided
by the Bank. This has been due to reduction in remittance
charges, The Tmperinl Bank has cultivated relations with
the Apex Provineial Co-operative Banls by allowing them
the advantage of overdraft system. Tt has also cnabled the
middle-class investors te subscribe to the loans issued by the
Government and has thus been responsible for promoting the
accumulation of capital in the country.

ITs SHORTCOMINGS.

It has not fulfilled the expectations of the Indian public
in regard to its attitude towards India’s econoinic interests.
The Bank was expected to rise to the full dignity and stature

5 Statistical Tables relating lo Bunks in India, 17th issue, 1932,
p.9
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of a eentral bank. It was thought that it would act as the
depository of the cash reserve of other banks and do more
business with them than with the public and that it would
carc less for profits than for industries and frade and would
develop the acceptance business. On these points the Bank
has been very severcly criticized. Mr. T. Goswami in his
Minute appended to the External Capital Committee’s Report
writes, 1 should like to express the common belief-—for which
I know there is a good foundation in actual facts—that racial
and political direrimination is made in the matter of eredit and
that Indians wsually do not receive in matters of credit the
treatment that their assets entitle them to, while, on the other
hand, British businessmen have frequently been allowed longer
credit than what on ordinary business prineiples they ought to
have got. This is o matter for enguiry.”™ We come across the
following statement in the Minority Report of the Indian Bank-
ing Committee already referred to above: “In his evidence
bhefore the Central Banking Enquiry Committee, the Managing
GGovernor took pains to point out the number of industries, to
which assistance has been given, and to refute the suggestion
that industries in India did not receive assigtance at the hands
of the Imperial Bank. Specific complaints came to ug in
connection with the loans given out by the Tmperial Bank
to tea gardens, such loans being confined to four Tinglish
brokers, throngh whom alone the Imperial Back acted. The
fact that the saperior staff of the Imperial Bank i3 wholly
English, may be at the root of this feeling widely held, and this
fecling holds an important place in Indian public opinion.
The fact of the existence of Tndians in the Central and
Provincial Boards does not appear to have made serious
impression on the adverse feeling in Indian eireles.”™

The fact that the Imperial Bank competes with the Tndian
joint-stock banks has been a source of bitter complaint for
the latter. In his oral evidence before the ilton-Young
Commission, Volume 1V, page 93, Mr. Bowie said, ¢ Placed
above economie competition by virtue of its character as a
quasi-state bank, it has begun to compete with the indigenous
joint-stock banks that have been left powerless to withstand

¢ Mr. Manu Subedar, in his Minorily Heport to the Indian Banking
Conumniltee, writes, ** On many occasions ettlicr after or hefore amalga-
mation, it could have helped other institutions at a slight cost or in-
convenience to jtself. But it has acted in many directions in a truly
imperial fashion. Not only in its relation to joint-stock banks and
co-operative banks, were complaints placed before us, but in other
directions also in the past, discrimination against Indian interests
by2('t§m Imperial Bank hag heen suspected.”” Minority Report,
p. 263,

7 Erpternal Capilal Commitiee’s Report, p. 24.

8 Minority Report of the Indian Banking Commiltee, p. 204,
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this competition. The exchange banks are, however, free from
this economic competition on the part of the Imperial Bank.”
In this connection the views of the Indian Banking Committee
are somewhat different. They write, ““The position of the
Imperial Bank of India a8 bankers to Government gives it
an advantage over the Indian joint-stock banks, Dut ity com-
petition with banks is not at present acute, thoush according
to certain wiinesses it is keenly felt. There iy no competition
at present in regard to borrowing rates wnd that in regard
to lending rates is beneficial to the public. 1t has brought
down the incidence of inferest churges for local trade,™?

Another complaint iy that it has not done much to train
Indians for responsible posts in the Bank. The following
table token from the Indian Bunking Committee’s Report
shows the position in this respect :—

Reeruited from

Year Recruited from London the staff in India
Luropean Indian Indian
1925 . 32 1 12
1924 . 6 1 ..
1927 . 3 1 1
1928 . 8 1 4
1926 . G - 7
1930 ‘s . ‘e 1

The following tigures were submitted by the Mapaging
Governor of the Imperial Bank of India to the Central Banking
Committee regarding the recruitment of luropean and Indian
officers from 1925 to 1930 ;

Bengal Cirele Bombay Circle Madras Circle
Furopecans Indians Furopeans Indians  Europeans Indians
23 18 18 4 14 9

{Central Banking Commitiee’s fReport, Vol. 1], p. 139.)

In this connection Mr. N. L. Sirear observes in hig
Minute of Dissent to the Report of the Indian Banking Com-
mittee as bhelow :(—

“1 am not satisfled with the Indianization policy of the
Bank.  According to the figures furnished to us, ten years of
working of the scheme have not produced the desirable result.
There sre now only 43 Indian staff officers against 50 Kuropeans
and I understand that the number of Indians is not more
now than it was in 1925..,. During the year 1925 the Bank
appointed 32 Europeans to the higher grade and only 14
Indians. Since then 23 Europeans have been appointed as

® Report of the Indian Banking Committee, p. 379.
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against 17 Indians.”  (Central Banking Commitice’s Report,
p. 525.)

The Indian Banking Committee in paragraph 483 of their
Report have recommended that if the Imperial Bank is given
the concession of being appeinted the sole agent of the Reserve
Bank at cerfain places in India in connection with its entry
into the field of forcign trade (inance, no further recruitment
of non-Indians to the superior stafl of the Bank shouwld be
made exeept in special cases with the approval of the Finance
Minister of the Govermment of Tndia, but they have not
surrested any change for the interim period. They write,
“If the privilege of the [ree use of the Government balanees
and other concessions now cenjoyed by the Imperial Bank
of India 1§ a consideration in favour of the proposal of further
[ndianization as urged by witnesses, it has also to be remem-
bered that these privileges are not given without o quid pro quo
and that the Imperial Bank of Tndia has to incur a large
expenditure on aceount of the stalt employed for carrying
on the Government Preasury business. We should at the
game time like to add that the question of Indianization
stands on its own merits as a matter of policy in India,

The Government of India keeps with the [wmperial Bank
higher cash balances than it used to have with the Presidency
Banks as iz shown by the following table :—

{(In Crores of Rupees.)

Maximum Government Minimum Government

Year Balances Balanees
1913-14 .. 6.18 Octoher 4.85 May
181415 .. 10.12 August 4.84 November
1915-16 .. 8.87 August 4.42 November
191617 .. 10.4 March 4.84 May
191718 .. 22.65 June 7.37 November
1918-19 .. 18.60 Scptember 6.54 April
1919-20 .. 18.26 February 7.04 September
1920-21 .. 20.38 July 5.84 February
1621-22 .. 25.87 July .34 November
1922-23 .. 33.15 July 8.22 November
1923-24 .. 29.74 July G.22 November
1924-25 .. 32.18 July 7.42 December
1925-26 .. 25,96 May 4.29 December
1926-27 .. 36.41 July 3.85 December
1927-28 . 19.97 April 4.05 December
1928-2¢ .. 17.20 August 3.71 April
1929-30 .. 20.65 June 5.88 June

10 Indian Banking Commiliee’s Report, pp. 372, 373.
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The advantage of such interest-free balances is that the
Bank makes profits for its sharcholders. The {following
monthly figures for seven years show that the Tmperial Bank
keeps very lurge sums of money belonging to the Government
even in the busy season :—

Fovernment balances with the Imperial Bank of Iadia,

(In Lakhs of Hupees.)

Slump Season.—

Month  1923-24 1924-25 1925.96 1026-27 1927-28 1928 29 1920-30
April .. 14,83 18,82 27,09 13,06 14,54 7,14 10,09
May .. 12,38 20,56 28,43 14,83 11,86 6,63 8,59
June .. 12,54 22,01 2226 3230 981 7,90 10,65
July .. 20049 32,18 24,54 36,20 15,58 6,20 13,07
August.. 23,12 32,06 19,62 35,45 15,74 16,92 12,44
Sept. .. 15,76 2527 996 20,23 12,56 5,76 20,04

Busy 1'rade Season.—

Oct. .. 7,79 11,30 7,40 14,03 &,76 6,32 15,49
Nov. .. 8,42 10,31 6,74 916 9466 7,60 14,00
Dec, .. 856 7,43 526 633 7,04 7,78 7,08
Jan., .. 16,92 17,94 9,90 13,41 7,838 8,06 17,36
Feb., .. 22,63 2401 13,86 20,16 7,32 10,29 18,26
March .. 26,94 27,45 21,46 24,62 6,03 5,60 12,39

The Imperial Bank of India is  eurtailing [acilities to
co-operative banks.  This is clear by a perusal of the evidence
of various witnesses who appeared hefore the Central Banking
Committee. (IFor details, consult the Report of the Central
Banking Committee, Vol, 11, pp. 77, 78, 87, 103 and 126.)

In the Indian Ceniral Banking Enguiry Commitiee's
RBeport, we come across the following passage :—

“The policy of the Tmperial Banl of India in regard to
the grant of tinancial agsistance to some ol the provincial and
central co-operative banks seems of late to have undergone
a definite change ; and it is stated that it shows to-day a much
smaller measure of readiness to help them than it used to do
in the past..... The nltimate result, therefore, of the action
of the Tmperial Bank will probably be to make money dearer
to the agricullurists. 1t is also pointed out that the entire
limit of credit hitherto allowed to all the co-operative banks
in India on the cover of socictics” pronotes is no more than
Rs. 73 lakhs, part of which was used for short-term loans and
the rest was mostly left undrawn to serve as fluid resources.
This was a comparatively small snm for the Tmperial Bank
for its large resources. Moreover, as the Bank enjoys the
benefit of the large free balances of Government, there is a
moral obligation on the part of the Bank to finance the agri-
cultural co-operative societies and if any change in the existing
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arrangements is at all ealled for, it is in the direetion of turn-
ing that moral obligation into a contractual guarantee or a
statutory liability..... We feel that the change of policy
to which we have referred is unfortunate, especially at a time
when the co-operative movement is growing in vitality and
is extending the scope of its usefulness towards the social and
economic uplift of the rural population and when its finaneial
needs are, therefove, likely to increase vapidly.” ' (Keport of
the Central Banking Cominittee, Vol. I, p. 143, 144 )

The Bank has also failed to develop the banking eapital
in the country. Up to 31zt March 1926, the Bank opened
102 new Dbranches, 50 of which were opened at places where
there were branches of Indian joint-stoek banks. Some of
the branches of the Bank have nob yet reachied a profit-making
stage. It has failed to attract mwore private deposits now
than in 1920, though, of course, it must have deviated the
deposits from other joint-stock banks.

Deposits of various classes of banks for years 1919-30.
(In Crores of Dupees.)

Iroperial Bank of xchange Jeoint-Stock

Vear Priv:f;gl'ilz)be]msits Lanks Banks Total
1919 .. 63 74 61 203
1920 ., 78 b 73 to2u
1921 .. 60 75 30 221
1922 . T4 68 48 190
1923 .. 74 68 18 190
1924 .. 77 7l A 203
1925 .. 78 71 H8 207
1926 .. 74 72 63 209
1927 .. T2 69 64 205
1928 . 71 71 66 208
1929 .. T2 65 66 203
1930 .. 77 68 67 212

The foreign experts maintained that the failure of the
Bank to create new banking capital was due to the fact that
the country was not “bounding with untapped banking possibili-
ties”’. This statement cannot be accepted as correct and the
Indian Central Banking Enquiry Cemmittee in paragraph 538
of their Keport write, It is not, however, correct to infer. ...
that the banking resources of India are limited.”’

The main reasons as given by a Madras witness in his
evidence before the Central Banking Committee are the follow-
ing :(—

(1) The reserve and aloofness of the officials of the Bank

and branch agents who are generally Europeans
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and do noft know the local languages and cannot
freely move with people ;

{2}y The inordinate delay caused in every transaction ;
(3} The indilterence towards the customers ;
{4} The distance of the office from the business locality ; and

{5) The unwillingness to have correspondence in verna-
cular at least to some extent.

The Bank has pot been able to fulfil the high expecta-
tions made of it regarding the provision of finance to industries
and agrienlture. The commereinl comnuunity in  modern
times expects its bapking organization (o provide finance
for all kinds of its needs. The Agricultural Mortgage Corpora-
tion in England for the supply of agrieulloral credit is thoe
result of the efforts of British joint-stoek bankers and the
British Seeurities Trust set up to rationalize the cotton textile
industry has heen started under the auspices of the Bank of
England and these ingtitutions point out the way in which
the Indian Banking system needs reform. The Rihar and
Orissa Banking Comwmittce  Report states, “It will be seen
that the Imperial Bank and the joint-stock banks play no
important part in financing the industries of the province.”
An important witness from RBombay before the Indian Banking
Committee said, It has been alleged that the Emperial Bank
practically tried to discourage and paralyse the textile industry
by demanding money when there was a erisiv and strike in
Bombay last year. If His Dxalted IHighness the Nizam of
Hyderabad had not invested a crore of rupees in the Bombay
textile trade, that industry would have been doomed....
The Bank financed the Fnglish racers at Caleatta with a very
large capital, while they could not accommodate the textile
mill industry in Bombay and on the contrary they demanded
money from the agents of the mills at a very inopportune and
critical time.’ {Indur,n Central Banking Commaittee Heport,
Vol. 11, p. 377.)

The Bank has thus failed to develop a Central rediscount-
ing agency and an open discount market does not exist where
the bills can be discounted. It has not adopted the practice
of appointing local people to help the branch managers in the
matter of discounting hills. It has not prowdod adequate
finance to industry and agriculture and is curtailing facilities
to the co-operative movement. Banking capital in the country
has not been developed and to a certain extent Indian
joint-stock banks have becn injured as a result of the establish-
ment of its branches in places where those of the latter already
exist. Allegations of discrimination as against different classes
of customers, industries and places are also prevalent and

¥
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t0 a very great extent the Bank has depended upen Govern-
ment balances which are supplied to it free of intercst.

THE RELATION OF THE IMPERIAL BANK WITH FOREIGN BANKS.

The Presidency Banks and Iixchange Banks had oceasions
for mutual jealousy and suspicion. The foreign hanks
were intolerant of the Presidency Banks beecause of the privi-
leges of the latter. The sphere of the Presidency Banks was
internal trade and that of tho foreign banks was {oreign trade
and thoe latter tried their best to keep the former out of their
foreign trade business. 'The Presidency Banks in spite of the
backing of the Government could not get their restrictions
removed. The Presideney Banks, on the other hand, complained
that the Exchange Banks did enter into internal trade business
and {his complaint was definitely admitted hefore several
comnmissions of enquiry.’!

The Tinperizl Bank secured a profitable partnership with
the proposed Stale Bank when the emergency of its establish-
ment on official lines arose in 1927.  “*Ho far as the ‘Kxchange
Banks’ arve concerned with Lhe usual statesmanship, which
has characterized British enterprise ontside Britain, differ-
cenees were never allowed to beconie acate, and it would appear
now that there is a very clogse and fricndly understanding
between the Tmperial Bank and the foreign banks. Whether
such an alliance would sertously hamper the working: of the
Rescrve Bank, when established, remains to he scen.”
{ Minority Report of Mr. Manu Subedar, p. 276.)

The Impertal Bank has been acting as the banker of the
foreign banks and has been finanecing them. The difficulties
of the foreign banks during the War necessitated co-operation
between the predecessors of the Imperial Bank and the foreign
banks and the basis of co-operation after that ¢ has been the
continued embarrassment of Government in the maintenance
of their exchange policy. The more frequent use of contrac-
tion for maintaining the exchange, and of a high bank rate,
to support such contraction, and of extensive use of treasury
bills to prevent remittance by lixchange Banks of funds in
their hands, has brought down the foreign banks working
in India and the Imperial Bank as Government Bankers, in
much cloger contact.”

The Imperial Bank acts as agent of most of the foreign
banks in the interior to collect hills, cheques, ete., and it
iz interested in the working of the clearing house, of which
the majority of members are the foreign banks in many places.
There secms to be a close understanding between the Exchange

11 Minority Report of the Indian Banking Commillee, p. 271.
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Banks and the Imperial Bank, ““perhaps through the common
nationality of the personnel”,

The following tabie shows the figares of cash balances
of the various banks with the Imperial Bank';—
(In Lakhs of Rupees.)
Indian Joint-Stock

Date Exchange Banks Banks
31st March, 1928 .. 3,20 81
30th September, 1928 .. 3,71 1,12
31st Mareh, 1929 .. - 3,28 81
30th September, 1929 .. 2,02 90
Jist March, 1930 .. 1,88 81
30th September, 1930 .. 1,88 1,00

Tt shows that during the last two years the cash balances
of the Exchange Banks with the Imperial Bank are {alling
heavily. Tt secems ‘it had something to do with the practice
of some foreign banks, who were paying in their cash into
an overdraft account overnight, to the prejudice of the Imperial
Bank.”

Capital, Reserve, Deposits, Cash, Investments and Dividend
of the Imperial Bank of India on 31st December cach year from
1921,

{In Lalkhsof Rupees.)

Deposits E

— =2 T G b2

Year %g g 5 - © g § {g‘g ,.is...cﬁ g

=5 %3 g E oz g% £ fLx

38 2 = 5 F 38 E& Z3A
1921 . 5,62 4,15 9,77 6,80 65,78 13,60 12,46 16
1922 . 5,63 4,33 9,96 14,36 57,00 15,07 9,79 16
1923 . 5,63 4,55 10,18 8,57 74,20 15,01 12,18 16
1924 . h63 4,80 1043 7,50 76,71 15,60 16,37 16
1925 . 5,63 4,92 1055 5,47 72,83 17,47 17,01 16
1926 . 5,63 5,09 10,72 6,45 73,90 20,90 19,15 18
1927 . 5,63 524 10487 7,20 72,07 10,89 18,59 16
1928 . 563 5,39 1102 7,95 71,30 10,58 21,76 16
1929 . 5,63 5,47 11,10 7,60 71,64 14,00 33,00 16
1930 . 5,62 5,53 11,15 7,37 76,60 13,04 29,25 16

The Tndian Banking Committee have made the following
suggestions to extend the activities of the Bank' : —

12 ghiordy Report of the fndian Banking Commnitlee, p. 276,
13 Statistical Siglements relating to Banks in India for 1830, p, 9.
1¢ Report of the Indian Banking Commillee, p. 368,
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“{i) It might use the indigenous hankers as agents for
collection of cheques and bills in the same manncr
as it uses joint-stock or co-operative banks. (Para-
graph 142.)

{ii} It might discount the bills of indigenous bankers
more freely than at present. (Paragraph 144.)

(iii) The assistance rendered to co-operative banks in the
mafler of eash credits and overdrafts against sound
security should be continued. (Paragraph 181.)

(iv) It should grant to the co-operative banks remittance
facilitics for other than co-operative purposes on the
same termis as for joint-stock banks. (Paragraph 182.)

(v) It should continne to follow a liberal policy in the
matter of granting advances against agricultural
produce in godowns. (Paragraph 1805.)

{vi) The existing practice of giving Jloans against gold
ornaments shounld be further developed. (Para-
graph 252.)

(vii) Within safe and proper limits it should extend the assis-
tance at present given to industries on the lines
followed by joint-stock banks in Germany. {Para-
graph 391.)

(viii) Under conditions explained by us, it should endeavour
_to take its proper place among the banks financing
the foreign trade of India.” (Paragraph 483.)

TMPERIAL BANK AND THE RESERVE BANK BILL or 1927.

With the introduction of the Reserve Bank Bill in 1927,
g Bill to amend the Imperial Bank of India was also intro-
duced and the main {features of the amending Bill of 1927
were as follows :(—

(1) The Imperial Bank was to act as the agent of the
Reserve Bank in places where the latter had no
branches.

(2) The provision giving power to the Governor-General
to issue instructions to the Bank was to be repealed.

(3) The Bank was to be empowered to establish branches
in India and elsewhere if it deemed fit.

{4) The Central Board was to consist of (i) the President
and Viee-Presidents of the Local Boards, (ii) a
Managing Governor appointed by the Central Board,
(iii) a Deputy Managing Governor, {(iv) the Secretary
of the Local Boards, and (v) such other persons to
represent Local Boards as may be appointed by the
Central Board, The Deputy Managing Governor
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was to vote in the absence of the Managing Governor.
The Secerctaries of the Local Boards could take
part in the deliberations, but had ne power to vote.

{3) The Bank was to give advances and grant cash credits
on the sceurity of debentures of Municipal Boards.

(6) It was also to be cmpowered to open cash credits
and give advances on the sceurity of [ully paid-
up shares and debentures of limited liability
companics in India and clsewhere.

(7y The Bank was to he allowed to lend moncy on hypo-
thecations instead of  being restricted to make
advances on the security of goods in its possession.

{8) The Bank was to be allowed to deal in foreign exchange
and the existing restrictions on the borrowing of
money in England were to be abolished.

{3y The Statemnent of the Bank was to be in econformity
with the provisions of the Indian Companies Act and
varions administrative defects in connectinon with
the working of the Bank were to be removed.

In connection with the withdrawal of restrictions the
Indian Banking Committee recommernd that the Reserve
Bank should have full discretion in selecting its agents and
that it is preferable to use the Imperial Bank for agency husi-
ness till some permanent arrangement could be made. (Page 370
-of the Report.)

SprcIAL CHARTER.

The question is whether after the establishment of the
Reserve Bank, the Imperial Bank should have a charter of
its own. Two objections are urged against a special charter.'”
Yirstly, it is said that it position and prestige under the special
charter would injure the interests of the joint-stock banks
and secondly, it will be free from the obligations imposed upon

15 See Minority Feport of the I'ndian Banking Committee, p. 279,
Mr. Manu Subedar writes, “With regard to the future position
of the Imperial Bank, it is quite clear that when the Reserve
Rank is established, the obligations of the Imperial Bank as govern-
ment bankers must cease. Various restrictions on its business must
also cease. If that is so, there is absolutely no reason, why there
should be a special Act for it, and why it should not conform to the
ordinary law ol the country, and take its rank as the premier Indian
Joint-Stock Bank., Tt would be to the advantage of banking in
India, if the Jmperial Bank were to take this place and were thus to
experience in an unsheltered and unprivileged position, the plight
of joint-stock banks in India. The aunthorities of the Imperial Bank
would then throw in their weight to improve that plight, and seeking
their own interests, they would also serve the interests of their class. ™
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other banks by the Indian Companies Act. The Indian Bank-
ing Committee have recommended that the special charter
should continue and that the relevant Sections 132 and 136
of the Indian Companics Act should apply to the Imperial
Bank also.

With regard to the coneession of granting cerfain interest-
free balances to the Imperial Bank to cncourage branch bank-
ing, it should be said that sueh facilitics should apply cqually
to other joint-stock banks. 7The foreign experts who collabo-
rated with the Indian Banking Commiftee objected to the
proviston of giving assistance to the Imperial Bank to open
branches in the interior on & matter of principle : but the Indian
Banking Committee do not agree with this view and favour
such concessions without involving preferential treatment
to the Imperial Bank. It was the question of preferential
treatment to the Tmperial Banlk owing to which the provision
relating to the grant of conecssion to the DBank was deleted
by the Joint Seleet Committee of the Indian Legislature in
1927,

An agreement is to be made with the Imperial Bank
according to which the Bank will act as an agent for the Resgerve
Bank at all places where there ig a branch of the Imperial
Bank and no brauch of the Banking Department of the
Reserve Bank. In the Bill of 1928 the period of agreement
was 25 years, but the London Committee favoured 15 years,
The Scleet Committee on the Reserve Bank has fixed the
period of fature agreement at 15 years in the first instance.
But after that the agrcement iz not terminable unless five
years' notice has been given on cither side. 1f the Imperial
Bank fails to comply with the instructions given in matters
affecting the safcty of government balances or safety of
currency chest balances in the custody of the Bank, the agree-
ment is terminable. The Imperial Bank will not reduee the
existing number of branches during the currency of the agree-
ment and in turn the Government would make to the Imperial
Bank a fixed payment of nine lakhs a year and this subsidy
will slowly disappear at the end of fifteen years.

When the iteserve Bank is constifuted it will fake over
government, banking business at places at which it has offices,
namely, Bombay, Caleutta, Delhi, Madras and Rangoon.
The work at present done by the lmperial Bank in respect of
public debt at the public debt offices in Caleutta, Bombay
and Madras will also be taken over by the Reserve Bank.
{For farther details sce the chapter on Reserve Bank.)
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Statement of Affairs of the Imperial Bank of India on the

23rd June, 1933.'°

(000’2 are omitled.)

LIABILITIES
Es.

Subseribed Capital. . 11,2500

7

ASSFETS

Ts.

Government Securities 37,563,358

Paid-up Capital 5,62,50  Other authorized sceun-
Reserve . 5,17,50 rities under the Act  1,21,25
Public Deposits .. 7,81,39 ‘
Other Deposits . 72,9914 Ways and  Means
Loans against Advances to Govern-
sccurities per ment of India .. 4,00,00
eontre . Toans - L. 3,60,04
Loans  from the Clash Credils .. 18,83,63
Government of Tnland bills  dis-
India under See- counted and pur-
tion 20 of the chaged .. 2,88.54
Traper  Curreney Forcign  bills  dis-
Aet, against in- counted and pur-
land  bills  dis- chased .. - 14,71
connted and pur- Bullion .
‘chased per conira | Dead Stock 2,62,45
Contingent liabilitics Liabilities of consti-
Sunsdries .. . 1,73,67 tuents for contin-
gent liabilities per
contra ‘e .
Sundries . .. 84,565
Balanecs with other .. 28,22
Banks
72,02,73
Cash .. 21,3147
Rs. 93,34,20 Rs. 93,34,20
The above Balance-Sheet includes—
Percentage 25 .82
Deposits in London  £960,400 Bank Rate “e 33%

Advances and invest-

ments in London £945,300
Cash and Balances

at other banks in

London . £913,.900

The items of the ahove sty ement require some explana-
tion and thlie | iabilitics side may be taken up first. Paid-up

1% Phe teduen BEeonooust ef Caleutta, p. 502, July 3, 1033,
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capital means that portion of the total capital which has been
actually paid in eash by the shareholders and the credit of
the Bank rests on it. ‘Reserve’ means the reserve fund of
the Bank which may be utilized in case of need. ‘Public
Deposits’ means the deposits of the Government on which
the Bank has not to pay any interest and they incrcase when
taxes, cte., are paid in by people to the Bank. ‘Other Deposits’
refers to the deposits made by the various classes of bankers
in India, the Exchange Banks, corporations and traders and
customers of the Bank in ordinary banking business with the
Imperiat Bank. Usually when there is an increase in the
“Public Deposits’ there is bound to be a decrease, thongh
not te the same extent, in ‘Other Deposits’, because when
people hiave got to make payments to the Government, they
draw upon their bankers who in furn draw upon the Imperial
Bank with the result that the Bank can only make a transfer
entry decreasing the item ‘Other Deposits’ and inereasing
the itern ‘Public Deposits’ thereby., As the payment in
gome eases nuay be made direetly to the Bank, both the items
need not be affected to the same extent. Similarly, when
transfers are made by the Bank from ‘Public Deposits’ fo
‘Other Deposits’ in the reverse circumstances, the amount
in the former item decreases while that in the latter inereases.
The extent to which both these items are correspondingly
affected by such transfers shows the strength of the Danking
gystem. the Imperial Bank of India pays interest. on fixed
deposits on sums not below Rs. 500 and not on current account.
The Bank borrows money against some of its authorized
securities included on the assets side and the amounts under
these heads are known as ‘Loans against seeurities per conira’.
‘Loans from the Government’ under Section 20 of the Paper
Curreney Act refers to the amount borrowed by the Bank
on the securitics of internal bills of exchange and Hundis whiclh
iz the method of giving elasticity to the currency system of
India. ‘Sundries’ means other liabilities of the Bank.

On the Assets side Government securities denote the
investments of the Bank in Government loang. ‘Other
authorized gecuritics’ means those securities in which the
Bapk can invest money according to the Act. It refers to
the securities of the State-aided and Pistrict Board Railways
and to those of the Port Trusts, Municipalities and Improve-
ment Trusts. ‘Ways and Means Advances to the Government
of India’ means the money lent to the Government for ways
and micans. ‘Loans and Cash Credits’ refer to the advances
made by the Bank to its customers on securities deposited
by them with the Bank, ~Bills Discounted, Foreign and
Inland’ means the bills of exehange purchased by the Bank.
‘Bullion’ means the gold and silver stock held by the Bank.
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‘Dead Stock’ means buildings, furniture and movable properiy
belonging to the Bank. ‘Balauces with other Banks™ means
accounts opened by the Lmperial Bank with other banks to
facilitate the collection and payment of cheques.



CHAPTER V.

Indigenous Banking,

It is nol ecasy to define the term * Indigenous Banker .
“Whoever coined the words ‘ Indigencoas DBanker’ has not
done service to India.  The word indigenous ig a direet con-
trast of ¢ foreign ', There have been foreign banks in India,
but Providence has been kind that tlicre have not been foreign
bankers doing worl, which the indigenous hankers are doing.
The designation is not a happy one. Nor is it a correet
deseription. Nor docg it help ip the classilication.”  The
Provincial Banking Commiltee Heports have fully described the
various types of bankers and money-lenders engaged in a large
variely of Tunefions relating to agriculture, trade and general
banking, Dr, Jain defines indigenous banker as *any indi-
vidual or private firm which, in addition to making loans, ecither
receives <eposits, or deals in Hundis, or both, cach of which
funetions clearly belongs to banking.™ Tt is diffienlt to assign
any special funetions performed by this great heferogeneous
clags,  They perform different funciions in different provinces
according to the financial and cceonomic nceds.* The indi-
genous banker is known by various names—the Bania, the
Sowkar, the Mahajan, the Shroff and the like and different
castes earry on the business in different provinces—the Marwaris
and the Multanis of Bombay, the Chetties and Nattukottai
Chetties of South India, the Khatris and Aroras of the Punjab
and the Multanis and Rehtis of Sind and Gujrat, cte.

ITrarorICAL RETROSPECT.

Indigenons banking existed in India even in Vedic times
when rates of interest were regulated, but loans were made
generally to the poor and the needy. En the third, fourth and
fitth centuries A.D. deposit banking in India was developed
and bankers then understood and followed the finctuations
of money value, charged interest, made insurances by land
and sea, granted Bs«/H and followed most of the practices of
modern banks.? No acenrate account is available of their
functions and existence in the Middle Ages, but still it can be
shown that indigenous banking flourished in those times. In

L Minority Report of the Central Banking Enguiry Commiliee,
. 100 ‘

2 Indigenous Banking in India, by Dr, T. C. Jain, p. 3.

5 Majority Report of the Ceniral Banking Enquiry Comniiltee,
pp. 95-U8.

% [ndigenous Banking in I'ndia, by Drv. 1. C. Jain, p. 8.
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the reign of Feroz Shah {15351-88) the bankers of Sarsuti lent
large sums of money to the king which were used for making
payments to ihe army. Indigenons banking was  highly
developed in Moghul times, for we know that an orthodox
Mustim Fmperor like Aurangzeb honoured Manik Chand, the
eminent banker of that time, with the title of Scth and his
nephew Fateh Chand, an cminent banker of Murshidabad, was
given the title of Jagat Seth or world banker by Emperor
lfarukhshivar in recognition of the monetary help given to
the Iimiperor in his campaign against Emperor Manzoo Deen,
These bankers oceupicd an important place in the banking
system of India cven in the days of the linglish East india
Compuny and this is evidenced by the fact ihat Lord Clive
entertained Jagat Seth for 4 days at o cost of Rs, [7,3735.

In those days their functions were very imporfant. They
financed the foreign and the internal trade of Tndia and derived
a loi of profit from this source. They lent money to the
KEmperors and the Nawabs generally and specially daring tho
wars on personal sccurity at fairly high rales of interest.
Trevenne collection was done through the indigenouns hankers.
They made themselves vespousible for paying land revenne on
behalf of the cultivators and received grain from cultivators in
licu of their paving revenue on behall of euitivators. Moncy
changing business was another important function which they
performed. During the period beginning with the reign of Akbar
up to the time of Bahadur IT, the number of mints was about
200 and in Aurangzeb’s reign alone thore were no less than 70
mints manuafactoring coins. Towards the end of the Moghul
period there was a bewildering coilection of coins, some of them
of the same denomination bearing different dates and cireulat-
ing at varying values in ditferent portions ol the country. To
change one kind of coin for another was an important serviee
performed by these bankers. An average man kvew very
little about the Huetuations in the rate of exchange in which
funection, the bankers specialised themsclves.

The fall of the Moghul Empire was followed by a period
of internecine wary and political disruplion in India. At such
a time ftrade and industry could not have flourished and so
w 8 the case with banking. But to carry on these wars maney
must have been required and the serviees of the money
changers and bankers must have been necessary. At the same
time with decline in trade, the indigenous banking system must
have received u set-back.

With the establishment of the rule of the East India Com-
pany, the European merchants and the English agency houses
in India began to finance foreign trade, for it was mainly in
their hands and the currency reform of 1835 introduced by the
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British Administration which adopted the present rupec for
the whole of India cansed a curtailment of the functions of
indigenous bankers.

The effeet of carly European hanking institutions in 1ndia
upon the indigenous bankers was thus unfavourable to the latter
which maintained a separate existence from the former. The
Ruropcan Houses began to finanee foreign trade and the indi-
genous bhanker financed the agriculture industry, the cottago
mctuqtrwa and the internal trade. The two kept apart and no
effort was made to co-ordinate them although later on, the
indigenous bankers found it profitable to increase their resources
by resortmg to borrowing oceasionally from the presidency
banks and the joint-stock banks.

PRESERT FUNCTIONS.

The functions of an indigenous money-lender consist in
making advances in the form of money, corn, seeds or cattle
to agriculturists on the security of {he produce or movable or
immovable property or on personal seeurity also.  'Fhe indi-
genous banker, on the other hand, earries on the functions of
moncy-lending, deposit receiving on current or tixed deposit
aecounts, allowing eash credits and dealing in bills of ex-
change or iTundis of both kinds—demand and usance., But
these funetions arc performed by a modern bank also running
on Western lines. There is a lot of difference nonetheless
between the functions of indigenous bankers and those of a
modern bank. All indigenous bankers do not reeeive deposits
and even if they receive them, such deposits form a very small
portion of their total resources. DBut a modern bank, on the
other hand, raises its. working capital mostly through deposits.
The withdrawals allowed by the indigenous bankers against
deposits are mostly in the form of cash and not by cheque which
iz the case with modern banks. Some indigenous bankers,
however, do issue cheque books in vernaculars which have a
very narrow circulation. A modern bank provides a cheap
currency in the form of deposits subject to cheques and thus
helps to bring about elasticity to the currency system and helps
in stabilizing the price level. The indigenous bankers rarely
resort to issuing cheques and do not, therefore, give the benefit
of providing a cheap circulating medium., The indigenous
banker does not confine himself exclusively to banking business
proper as a modern bank does, but carries on certain other
business also which does not properly speaking fall under the
province of modern banks. The other business which indi-
genous bankers carry on is industry, trade and commerce,
They act as grain dealers, general merchants, commission agents,
brokers, traders, industrialists, jewellers, cte. The business of
money-lending and deposit receiving occupies a secondary place



INDIQENGUS BANKING 53

with the indigenous bankers. This tendency is more pronounced
in recent years owing to the faet that they have been losing
ground in banking business because of their antiquated methods,
unification of the modern carrency system, provision of cheap
and safe remittance faeilities and the rise of co-operative socie-
ties. They alwo carry on speeulative dealings in stocks and
shares In Bombay Stock and Share Market. This is not the
business of a scientific banker who should avoeid speculation
under all cases, The indigenous bankers do not fear a run
from their customers because they do not raise deposits to a
great extent.,  They allow loans on the sceurity of jand, build-
ings, ornaments, and the like and do not * realize the cnormous
diffcrence hetween a B/ and a mortgage’. They do not
keep their assets in a liguid form and do not sulfer thereby
because they deal with their own money. They do very little
to promote banking habit which iz done by modern banks,
The ereation of banking habit is very necessary for the economie
development of a country.  Promotion of thrift can be incul-
-cated by receiving deposits on interest and as indigenous bankers
do not do so, they fail in achieving this object,

The importance of these differences shonld not he exagge-
rated and the services rendered by indigenous bankers should
not be minimised. Their services in financing agriculture,
cottage industries and internal trade are of itnmenge frmportance
to India.

NATURE, EXTENT AND METIIODS OF BUSINESS,

The operations of the indigenous bankers are not attended
with formalities and delays. Their accounts are kept in a
simple and cconomieal way, though they are accurate and
eflicient. Their establishment is not costly and they are easily
accessible. They reccive no regular banking education except
that which is picked up in the regular course of business, and
from past experience of their firms.

The indigenous bankers cannot establish direct relations
with cultivators and they finance agriculture through local
Sahukars and money-lenders. In Burma the Cheftiyar sends
-out his clerks to the villages to deal with local boerrowers and in
Bihar the indigenous banker lends to grain merchants and
advances directly to zamindars who have an easy aeccess to
towns. He also indirectly finances agriculture by financing
internal trade. He has ceascd to advance money against
land in provinces where Land Alicnation Acts are in foree.

The indigenous banker maintaing a close personal touch
with the trader and the emall industrialist. He does a lot of
general banking business in this connection, such as buying
and selling remittance, discounting Flundis, receiving deposits
and granting loans against stock-in-trade. The majority of
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the indigenous bankers combine banking with trade and he-
cause of competition from joint-stock banks, their banking
business has declined and they have tried to make up this lost
ground by developing trading activities, Their banking
business has also declined for the following reasons :

{¢) Loss of agency business in IHuandiz because the export-
ing firms have established their own branches.

(5) Heavy stamp duties on bills which have restricted their
hill business.

(e} Templation for speculation which they can fulfil in trade
and not in banking.

There are three kinds of indigenous bankers at present:
(1Y Those whose prineipal business is banking, (2) those whose
prineipal business is trading. but who employ surplns funds
in banking business also, and {3) those who are both traders
and bankers.”

RELALTONS WITH ORGANTZED BANKING INSTITUTIONS,

No authoritative statistics are available with regard to
the business done by the indigenouns bankers. We have seen
that the financing of agriculiural industry, the cottage indus-
tries and the financing of internal trade targely falls to the share
of indigenous bankers. The total agricultnral indebtedness
in India is about Rs. 900 crores and the Hundis discounted or
rediscounted by the Imperial Bank even in the busiest season
never exceed 185,12 erores. Thus the part played by the
indigenous bankers in financing trade and industry is very
constderable,

Internal ftrade i also financed by the joint-stock banks
and indigenous bankers are to a certain extent dependent npon
them. The joinf-stock banks keep an approved list of the
indigenous bankers with whom they carry on business., Every
banker on the list is assigned @ certain amount of credit
determined by his finanecial position and he will not be allowed
credit more than this amount, The joint-stock banks will
refuse to diseount the IMundis endorsed by the indigenous
bankers if they exceed this limit though, as & rule, this limit
is seldom exceeded as the indigenous bankers prefer to invest
their own funds rather than endorsing the Hundis aud redis-
counting them with joint-stock banks. It iz only in the busy
season that they borrow funds from the joint-stock banks for
at that time their own funds are less than the accommodation
required by the traders. At such a time the customers’ Hundis
are endorsed and taken to the joint-stock banks which readily

5 Central Banking Enyuiry Commitlee Report, p. 99,
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discount them according to the standing of the banker concern-
ed. The banker rcfuses to zecept too many Hundis of the
same customer in order to he on the safe side.  The joint-stock
banks do not take the Hundis direcily from the traders with-
out the indigenous bankers’ endorsement, for in that case the
Hundis would have behind them only the personal seceurity
of the traders, but with the Shroft's endorsement the security
iz enhanced,

RELATIONS OF INDIGENOUS BANKLERS TO FIIE
TMPERTAL BANK.

The Tmperial Bank of India provides the following facili-
ties for the Indigenous Bankers: (1) Tt provides remittanec
facilitics for transfer of funds from one branel to another,
The branches to which funds are iransferred are enabled to
purchase the Hundis endorsed by the indigenons bankers or
on: branch ig in a position to issue demand drafts and tele-
graphic transfers upon another 1o wlhich money i3 fransferred,
(2) Another facility is Lhat the hmpevial Bank in the busy
seagson grants accomiuodation to the indigenous bankers by
rediseounting the Hlumdis endorsed by them.  Sueh endorse-
ment is essential to satisfy the provision of the Imperial Bank
Act according to which the Tmperial Bank cannot rediscount
a Hundi unless it beary two independent names.  Section 2
of Act X of 1923 as amended in 1924 guthorizes the Imperial
Bank to borrow emergeney currency from the Daper Curreney
Reserve in busy season to the exlent of Hs. 12 crores and to
advance it on the sceurity of self-liguidating ITundis. The
Bank has, however, found it difficult to get flundig, for the
indigenous bankers want cash credits. Formerly these facili-
ties were not taken advantage of becuause of the high rate at
which emergeney eurrency was issued by the Government
to the Tmperial Bank. In 1924 the minimum rate was reduced
to 6 per vent. for the first 4 crores, 7 per cent. for the second
and 8 per eent. for the next four crores, This was the minimumn,
but the loans were to be at the current bank rate. Later on,
the geale was reduced further, but still the amount of genuine
Hundis ecoming to the Imperial Bank does not usually exceed
D or 6 crores.

Trade Bills arc not available in large numbers mainly
for two reasons., Firstly, the current methods of internal
trade do net provide scope for trade bills to be drawn and sold
in the villages. Secondly, people who can draw them have no
training in their creation and discounting.

The connection of indigenous banks with the clearing
house system is practically nil, and they are not members of
the clearing house system mainlv because the cheques passing
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through them are not of sufficient amount to justify their becom-
ing members of the system. The number of cheques drawn
on them is small and such cheques are collected by a branch of
the Imperial Bank or a joint-stock bank. But if no branch
of the Tmperial Bank or of a joint-stoek bank is there at such a
place where tho drawee indigenous banker resides, the latter
makes payment either by cheques on a clearing banker or in
cash.

DEFRCTS oF INDIGENOUS BANKING.

The chief defeet of indigenous banking is that it hardly
constitutes banking in the proper sense of the word. It has
comparatively little of deposit and diseount business and ig
confined meostly to money-lending busginess.  This money-
lending business has in itself several unfortunate concomitants
such as extortionately high rates of interest, nusurious compound
interest rates and dishonest dealings on the part of money-
lenders,  All these evils have very unfortunate ceonomic conse-
quences to the borrowers and to the country as a whole, Lack
of deposit banking is also respousible for the prevalence of
hoarding habit. People may disagree on the amount of hoards,
but the fact that they do exist is an established one and this
is responsible for a lot of ceonomic waste. Ho much capital
productively employed must go a long way to improve the
economic condifion of the people of our country. WMost of the
people of India being illiterate canneot understand the methods
of modern banks on KEuropean lines having their aceounts in a
foreign language. [Indigenous bankers know very well their
customers and ecan inspire confidence into them and are aiso
easily accessible to them. 16 is only these bankers who can do
much in creating banking habit among the people of this
country.

Abgence of a native discount market is another defect
of indigenous bhanking. The disconnting of MHundis plays a
vory small part in the financing of trade and industry as
compared with the use of cash employed for the purpose. This
involves transfer and retransfer of funds from one place to
another which is wastefnl and uneconomical, Moreover, this
fact 18 responsible for lack of any effective and important con-
nection between the indigenous banks and the joint-stock
banks. Another defect is that the indigenous banking system
neither controls nor is controlled by joint-stock banks. There
18 no cffective leadership in the Indian money market., The
indigenous bankers work. more or less as independent units.
In busy times, the indigenous bankers do approach the joint-
stock banks for accommodation ; but for the most part of the
year the bazar rates are not determined by the Bank Huondi
rate, In the slaek season the bazar rate may be lower tlan the
Hundi rate as the indigenows bankers have surplus funds and
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<an underquote the joint-stock banks. Farther, the indigenous
bankers in the slack season have high reserves with them
because they do not deposit them with the joint-stock banks and
in busy season, they lave to seck the help of the joint-stock
banks and the result is that they have to keep unduly high
reserves with them at one time and very little at another time.
The joint-stock banks also have to maintain bigh reserves
owing to the lack of a cenfral banking institution,

INKING THE IXDIGEROUS BANKERE WITH THLE GENRRATL
BANKiNG SysrrM.

The next question naturally arises as to how these defects
are to be removed. It is clear that unless some connection
and close relation is established between the indigenous banks
and other banks, situation cannot improve. 'The Bazar and
the Bank operations must be correlated in some systematic way.
Another line along which retorm should go is that the method
of cash credits should he repluced by trade bills, but in any
case the change will be very slow and the illiteracy of the popu-
tation will stand in the way Lo a very great extent. The ques-
tion is, ** How should the indigenous bankers and the money-
lenders be linked to the Indian joint-gtock banks through the
development of an indigenous bill market thal both may
respond to the policy of a Central Bank ? 7 Dr, Jain supggesis
that there should be a closer contact between fhe joint-stock
banks and the indigenous banks by devcloping tho functions of
the endorging shroff. This can be done if the joint-stock banks
increase their branches which is not in their intercats very soon
because they must co-ordinate their position first, The indi-
genons banks must change their cxisting methods and take
up those funetions which the discounting houses perform in
Yongland. New indigenous banks on joint-stoek lines must be
formed to receive deposits, discount bills and issue chegues,
People will be able to entrust their savings to themn because they
will inspire confidence into them. The advantages of this reform
will be that loans will be made at lower rates, for more capital
will he awvailable. Of course, they will have fo discriminate
between produetive and unproductive debts and between spend-
thrifts and the thrifty. Thus, they will be able to grant loans
for produetive purposes and will diseourage borrewing for unpro-
ductive purposes. They will also encourage the creation of
-commercial paper which they will readily discount,

This new system will be helpful to the co-operative socie-
ties as well. These amalgamations will be of those houses
which now compefe with co-operative societies and they will
rediscount commercial paper endorsed by the co-operative
societies. The latter will thus be able to finance their honest
«wustomers by endorsing the latter’s Bs/E, Joint-stock banks
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also will gain, for commercial paper will he created for being
rediscounted with them. TIndigenous bankers will always
be able 1o meet any demands of their customers and joint-stock
banks will gef, good paper to invest their money i, The new
indigenous banks will supply the missing link between the
modern money market and the indigenous money market
by providing an open market in indigenous bills for the Central
Bank which will be able to function as a bankers’ bank.
Prorosars oF PROVINCIAL BANKING COMMITIERS.

. The Provincial Banking Committees suggested the follow-
ing ways 1o link the indigenous banking system with other
banks :—(1) Indigenouws bankers shoall be linked with the
central banking institution of the country as its agents in those
places where mo other banking ovganization exists. Certain
restrictions shonld be imposed upon sueh indigenous banks
in order to avoid risks of speculation.  (2) Tndigenous bankers
who satisfy certain conditions should be freated as member
banks on the approved list of the Reserve Bank when created
and they should be required to keep a certain amount of their
deposits with the Rezerve Bank and should get the same faci-
lities for rediscounting commereinl paper as other member
hanks, subjeet to certain restrictions. (3) Commercial banks
including the Tmperial Bank should diseount the bills of indige-
nowus banks more freely. At present, there is a complaint against
the Tmperial Bank that ils local branches in some plaees refuse
to rediscount Hundis bearing the endorsement of even the
firms of highest repute” (4) Indigenous bankers should
re-orgahnize themselves on modern lines to inspire public eon-
fidenee and the Government should encourage re-organization
oy appointing guch institutions when formed, to be governnent
bankers. (5) A class of licensed bankers should be created
which should get certain privileges in return for certain obliga-
tions. The privileges should he special facilities for recovering
their money from their debfors, their rates of interest should
not be changed under certain conditions, the Imperial Bank
should not open a branch where the licensed indigenous banker
is working, facilitics for remitting funds through the Tmperial
Bank, and grant of rediscounting facilities by the Reserve
Bank should be on the same terms as those enjoyed by the
joint-stock banka.’

ProrosALs OF 7THE CENTRAL BANKING ENQUIRY
COMMITTEE.
The Central Banking Enquiry Committee, after careful
consideration of the wvarious proposals, have come to the
conclusion that some action should be taken to improve the

s BG_HHE)_I?HI_II_WLE;H‘ li_éﬁ:ff_quoted on pave 16'), Centr_ai—jjunicing
Enguiry Commitiee Rzporl.
7 Central Banking Enguiry Commillee Report, pp. 106, 107.



INDIQENOUS BANKING 50

position of indigenous banking in India and that the indigenous
banker should be made a useful member of the Indian Banking
System, The indigenons bankers’ rates of interest do not com-
pare unfavourably with those of ordinarv joint-stock banks
and their advantages to Indian commercizl community are
greater than thoge of joint-stock banks, but the indigenous
bankers bave falien on evil days, In the interests of agrieul-
ture, linanee and trade of the country sowe aclion is necessary.
Agriculturists, merchants, ftraders and small industrialists
mostly depend for financial help upon the indigenous banker
even in places” where other types of banks exist.  Joint-stock
banks will take a fairly long time before they ean do enough
work for fndian economic development.  The extension of the
co-operative movement on sueh a seale ag Lo replace the inedi-
genous bankers is not possible in the vigible future, The Imperial
Bank of India is not likely to spread its net-work of branches
to w grealer extent because many of ils existing branches have
not yet reached a profit-making stage. I'n view of the above
reasong, the Commitiee make the following proposals without
involving any compulsory measures :—

(1) The indigenous banker should be brought into direct
relations with the Tteserve Bank as soon as it is established and
rediscounting facilities should be provided for such indigenons
bankers as come into dircet relationship with the Reserve Bank,
Indigenous bankers who do only proper banking business and are
prepared to shed their other buginess should be put on the
approved list of the Heserve Bank and some standard of capital
should be fixed which an indigenons banker must satisiy before
he can be given the required concession. (2} Such of the indi-
genous bankers whose deposits do not exceed five times their
capital, should, during the first five years of the working of the
Reserve Bank, be cxempt from the rule relating to compulsory
deposits and at the cend ol the period the Reserve Bank may
take sueh action as it deems proper to make itg credit policy
effective.”  (3) No eondition should be imposed as to the maxi-
mup) rate of interest to be charged by these banksg in return for

8 Ordinary member banks should maintain @ certain percentage
of their time and dermand labilities as interest-free balances with the
Reserve Bank, but the Commities have not insisted on such a rule
being impored in connection with indigenous bankers for the following
reasons @ (1) The object of such compulsory deposits is to enable the
Rescrve Bank to control the credit policy of the member banks, but so
far as indigenous bankers in gencral are concerned, their deposits and
operations though large in the agpregate are individually small and,
therefore, the principle of compulsary deposits eannot apply to them
with as much {oree as it can in case of other banks. (¥2) Small in-
digenous bankers cannot furnish the necessary returns for the observ-
ance of this rule. (3) The principle of compulsory deposits will not
attract the indigenous bankers Lo come into the sphere of the Reserve
Bank System. (Central Banking Enquiry Commitiee Report, p. 108.}
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the facilities offered, but the Reserve Bank should be given the
power to see that institutions receiving rediscount facilities from
it do not charge unduly high rates of interest from the public.
(4) The same remiktance facilities should be given to these banks
a3 are given to all joint-stock banks by the Imperial Bank of
India or the Rescerve Bank when the Iatter iz established.  (B)
The Tmperial Bank should adopt a more liberal poliey for pro-
viding banking facilities to indigenous bankers.  (6) A1t Associa-
tion of All-India Banks and Bankers shoald be formed as early
as possible and such indigenous hankers whose bills the Heserve
Bank decides to accept shounld become full members of the
All-Tndia Bankers” Association. This will raise their status and
improve their banking methods. (7) Local indigenous bankers.
should form themselves into joint-stock hanks. (3) ‘Kommandit’
principte banks of the German type should be established in
India. (9) A co-operative bank of indigenous bankers sheuld
be formed fo discount the Hundis of member banks and it
can rediscount the same with the Reserve Bank. And (10) Bill
broking showld be adopted as an integral part of the indigenous
bankers’ business.

The indigenous bankers should themselves carry out these
reforms and the Commiltee “‘are of the opinion that if they
bring their system of operations more into line with the eustom
and praciices of commereial banks in the matter of audit and
accounts, use of bills and cheques, prompt payment and
receipt of moneys and conduet of business strictly in accord-
ance with legal requirements, they will take their proper
place in the banking system of the country.”

Mr. Ramdas Pantulu in his Minuie of Dissent wants action
to be taken beyvond the recommendations of the Majority
Report. TIc says, *° that the question of placing the indigenous
banking system as a whole on sound, stable and seolid modern
foundations cannot be satisfactorily solved by the mere pro-
vision of facilitics, however valuable they may be to individual
private bankers, sclected for special treatment by the Reserve
Bank or the Imperial Bank. There is too much of personal
element in it and too little of the system. The success of the
scheme must in the long run depend not upon the survival of
a few individual bankers to take advantage of it but upon the
reorganization of the indigenous banking classes so as to bring
them into the banking system of India.”  (Central Banking
Commitlee Keport, p. 523.) The establishment of the Reserve
Bank and the creation of a privileged class of indigenous bankers
getting certain facilitics from that bank and being used as.
agents for collection of its cheques and bills will no doubt bring
them more into contact with other banks, but merely this will.
not develop indigenous banking system as a whole. These
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bankers have great resources which are available for the cco-
nomic development of the eountry and they still provide the
bulk of the capital of all the eredit agencies put together. They
should, therefore, be fully utilized to fit into the modern bank-
ing system which is being developed in the rural areas. If
the government changes its short-term borrowing policy, their
~dwindling resources will be repleted.  The indigenous bhankers
have plenty of traditional knowledge and skill and are known
«for their honesty, business dealings, resourcefulness and apti-
tude for saving money. Some of them work largely on modern
lines and do all kinds of business which the cormmercial banks
do, as igsuing pass books and cheque books und they meet the
requiremnents of the commoerecial classes.”

Mr, Tantvlu recoinmends that those indigenous bankers
who carry on pure banking business ghould bhe conferred the
legal status of a banker and should be brought within the scope
of the Bank Act recommended by the Banking Committee,
‘¢t should not surely be difficull Lo fix gtandards of eligibility
for registration as hankers and to frame a get of bhanking regula-
tiong which are suitable to the peculiar conditions of such
partnerships and bankers.” In order to impart vigour and
tone to the indigenous banking system the indigenons bankers
shonld be put on a statutory footing by registering all those
who wigh to avail themselves of the provision of the Bank Act.
The Act of registration will confer a status and dignity upon them
and there is no rcason, therefore, for their disliking the idea of
registration. Lawyers, doctors, engineers and other professional
men get themselves registered and registration in the case of
indigenous bankers also should not be a ¢ writ of restraints,
but a charter of rights’. The leaders of the indigenous bankers
can popularize this idea and they should be impressed that if
they refuse to become serviceable in establishing a money
market in the country, they will be exeluded from the national
ecconomy of the country.

With regard to what they will get in return for registra-
tion, it may be said that ¢ the very fact that they carry out
banking as recognized bankers and submit themselves fo
regulations which are framed to protect the interests of deposi-
tors and to enswre the adoption of efficient business methods
will inspire confidence in the public and will enlarge their
resources and expand their business.”” Their position as bankers
under the law will entitle them to get the same privileges as
will be conferred upon joint-stock banks. They will be able
to receive money into their counters without stamping receipts,
will have remittance and collection facilities open to other

8 Cenlral Buanking Enquiry Commiffec Heporf, Minute of Dissenl,
by Ramdas Pantulu, p. 525.
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banks, but not open to the public and the more important of
them may claim the membership of clearing houses. The
Ranker’s Lien should be extended to them and the provision
of the Bankers' Books Evidence Act can also be applied in
their case. If other banks get any facilities for speedy deter-
mination of their claims or reduction in costs of litigation, the
registered indigenous bankers also may have them and they
will get discount and redisconnt facilities, The Imperial Bank
will ehoose for its agency work for collection only the registered
indigenous bankers and the associations of the registered
indigenous bankers will then * have u wider influence and higher
prestige than those of a nebulous class’. In this way the whole
of the indigenous banking system will be given a new orienta-
tion.

The multiplication of sound joint-stock hanking system:
and the spread of the credit co-operative movement is hound
Lo take time and reconstructing indigenous banking on modern
fines will be more helpful than the displacement of the system.
Development of banking in India cannot be achieved by a
“'mere slavish initation of the Knglish Joint-Stoek Banks” Model”
which is very expensive and extravagant standards of banking
establishments set up by foreign bankers and copied by Indian
joint-stock banks wre unsuitable for India. Lofty and spacions
halls with shining connters are not the things to copy. It is
the really vital and progressive features of the English banking
system that need enulation and the indigenous banking system
if put on modern lines can achieve the vbject, for their meihods
are very economical,

The savings of people collected as deposits by commereial
banks are taken to urban centres and the postal savings with
the government also starve the focal needs. The raral areas
sulfer for want of funds and indigenous bankers in this respect
can supplement the activities of the co-operative banks. The
ovils of uncontrolled money-lending are increasing and the
indigenous bankers finance to a very great extent the trade
and industries of the country, but at onerous rates of interest
which must be bronght under proper control. The operations
of the indigenous bankers lic outside the influence of the or-
ganized banking system of the country and as the indigenous
bankers deo not place their idle funds with other modern banks
in India, they are outside the sphere of the money market.
In order to provide for the extension of a bill market in India
and to provide effective control over the credit operations of
the indigenous bankers for the central banking authority when
it is set up, the indigenous bankers must be modernized.



CIIAPTER VI.
Co-operative Movement.

THE success of the small village banks in Germany
towards the close of the Jast century atiracted the attention
of those who were eager to solve the problem of rural poverty.
Sir Trederick Nicholson was deputed by the Madras Government
to study the system and his report was published in two parts
in 1895 and 1867. In the TP and the Punjab societies
began to be organized by Mr. Duperncix and Mr, Maclagan
respectively, which at that fime could be registered under
the Company Law. The PFamine Commission of 1901 advo-
cated the formation of mutunal eredit, associations. Tn 1901
the Co-operative Credit, Societies Act was passed in Indial
Three points about the new policy deserve to be mentioned.
Firatly, the application of the Ael to credit co-operation only
was deliberately decided upon which proved to be wise. The Act
was framed before there was any experience of the movement
in Indian and it was good that only one line was selected,
Secondly, the movement was not the outeome of any popular
demand bnt the new legislation like that in Japan was the
result of the degire of the Government to amecliorate the
economic conditions in rural India. Tublic-spirited helpers
had to be found and eneouraged to come forward and under-
take responsibilities.  Thirdly, the cztablishment of a Govern-
ment department in charge of the movement was inevitable.

L Main provisions of the Act were as below :—

{a} Any ten major persons belonging to the same village, tribe,
caste or town coukld apply for registration as a socicty.

(6) It made provision only for credit co-operation.

(¢) Socicties were to be rural and wrban according as four-fifths
of their members were agriculturisls or not,

{ed) Unlimited liability was the rule in the case of a rural society
and in the case of the urban socictics the matter was left
to their choice.

(e) All the profits of a rural society were to be credited to a
reserve fund.

(f) Certain limits were imposed upon the size of the share capital
and no memher was to hold more than one-fifth of the
shares and the total value of an individual member’s
share could not exeeed Rs, 4,000 nor could he have more
than one vote,

{g) Registrars were to be appointed in all provinces to exercise
supervision.

(R) Government reserved certain powers for themselves as
compulsory inspection, audit, disselution, ete.
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The Government thus having no co-operative experience in
Tudia to guide it had to depend upon its official staff to carry
out its policy, These specizl features liave influenced the
movement throughont its later course and also cxplain many
later developments.?

The original Act made no provision for non-credit societies
or for the higher finance of the movement for two reasons.
Firstly, the crushing burden of agrarian indebtedness in India
makes it very difficnlt for agricubturists to *“lend o willing ear
to the advice of the agricultural expert and gecondly, a good
vredit society has an immense educative value on which the
foundation of more ambitious schemes can be laid down. It
affords an excellent training in the handling of money, in
expending it en productive purposes, and in the clements
that combine to build up sound credit. I readily lends itself
to orgunization fer mutual help throughout the country side,
and, wisely guided, it cneourages and stimulates the praetice
of thrift and illustrates vividly the advantages of even the
smallest savings when they are made regularly over a series
of years.”” These two omussions woere supplied by the seeond
Aect of 1912 which is still in forece throughout the country except
in Bombay and Burma where local legiglation was passed
in 1920 and 1927 respectively,

PRESENT POSITION,

Yertain recent statistics relating te the movement -in
India are given below® (—

AGRICULIURAL CO-OPERATIVE BSOCIETLES,

Credit, Non-Credit
Year Working Working
No, of No. of ecapital No. of No.of capital
socivties  members Rs. in societies members Rs. in
lakhs takhs
1915-16 .. 16,690 665,627 4,92 96 4,822 1

1916-17 .. 19,463 723,320 5,66 160 7,186 1
191718 .. 21,688 767,265 6,36 249 13,944 5
161819 .. 26,214 864,500 7,34 437 24,237 13
1919-20 .. 32,595 1,046,839 8,73 616 34,057 18
1920-21 .. 37,673 1,204,199 10,60 857 50,212 21
1921-22 .. 41,516 1,347,277 12,08 1,073 62,984 30
192223 .. 45,043 1,442,080 13,47 937 57,320 32
1923-24 ., 49,118 1,585,708 15,15 1,196 77,686 40
1024-25 .. 54,300 1,749,196 17,59 1,595 99,694 49
1925-26 .. 59,018 1,901,520 - 20,47 1,769 121,789 54
1926-27 .. 65,101 2,115,746 24,14 2,133 154,322 58

2 See Agricultural Commisaion’s Repori, pp. 444, 445, paras. 370
and 371.

8 This table has been taken from the Report of the Royal Commission
on Agriculture in India, p. 446.
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The following table shows the extent to which the rural
population in different provinces has heen touched by the
movement?® :—

Proportion of members

85 g B F otAmiiiene
E‘E‘a E;‘E ) 'ﬁ':'; tursl areas
Province F¥g E3SR,. as - Es P

'EE:T'_: ‘35%:\'. ; Eé B3 All soie- Credit

Sx § S gg £8is 8 i ties por societicn

Z Foa =4 FA cent, per cent.
Ajmer-Merwara 10,185 9,879 330 66 15.4 15.0
Asgam Lo 42,478 42478 T428 1,436 2.0 2.9
Bengal .. 380,562 329,765 43,509 8,702 4.4 3.8
Bihar & Origsa 205,825 205,000 32,627 6,525 3.2 3.1
BRombay .o 300,077 260,182 314,908 2,981 10.0 8.7
Burma .. 93,161 87,447 11,921 2,384 3.9 3.7
C.P. & Berar.. 59,459 58,039 12,519 2,504 2.4 2.3
Coorg .. 119223 11,223 153 81 36.2  86.2
Delhi .. 4230 4250 184 37 11.5 11.5
Madras .. 612,220 b583,315 37,040 7,408 8.3 7.9
N.W.EP, . 631 631 1,815 383 0.2 0.2
Punjab .. 401,642 373,155 18,473 3,691 10.9 10.2

United Pro-
vinces .. 148,405 148,332 40,670 8,114 1.8 1.8

The table shows that leaving out the Punjab, Bombay
and Madras, the movement In other provinces has touched
only a fringe of the population.

“‘The main resulis achieved may be said to be the provi-
sion of a large amount of capital at reasonable rates of interest
and the organization of a system of rural eredit which, care-
fully fostered, may yet relieve the cuoltivator of that burden
of usury which he has borne so patiently throughout the ages.
Knowledge of the co-operative system is now wide-spread ;
thrift is being encouraged ; training in the handling of money
and in elementary banking practice is being given, Where
the co-operative movement is strongly established, there has
been a general lowering of the rate of interest charged by
moncy-lenders ; the hold of the money-lender has been loosened,
with the result that a marked change has been brought about
in the outlook of the people.” Thrift has been inculeated
and this too is a noteworthy achievement. At the end of
June 1930 abount 20 lakhs of members had a share capital
and reserve amounting to about Rs. 8 crores and deposits
amounting to Rs. 2} crores and the total working capital
amounted to about Rs. 30} crores.

At the end of June 30, 1932, for the U.P. the number of
Central Banks and non-credit central societies came to 85,

4 Report of the Royal Commission on Agricullure in India, page 447.
3
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total membership consisting of individuals and societies was
6,644 and 5,460 respectively, total lendings during the year
to individuals were Rs. 4,37,115 from Central Banks and
Rs. 4,64,616 from primary societies. The figures for agricul-
tural societies were &

Ne. of No.of  Teans to 4, .. Working Owned
socielies mwerbers members el i Capital Capital
Ra. Ra. Rs, Rs.

5,418 1,17,176 20,93,459 14,17 541 1,01,94,902] 52,92,704
The position of non-agricultural societics for the year was:

301 29,932 23,30,812 15,70,973  29,36,337 14,95,428

TrhE PRIMARY SOCIETIES,

The primary societies form the basis of the financial
structure of credit co-operation. They are associations of
borrowers and non-borrowers of the same locality. They
know onc another very well and this factor fosters a spirit
of co-operation and self-help among them. The foreign bank-
ing cxperts recommended that the membership of primary
societies should not be confined to a special creed, caste or
calling or to a certain clags of people resident in a loeality.
The rural societies are usually uniimited Lability societies based
on the Raiffeisen model, the famous German co-operator.
An inhabitant of a village of good character can become a
member. The tangible assets of the society consist of the
property of 'the members whose details are entered in a list
called the Property Statement of the society which is revised
from time to time to make it up-fn-date. In some provineces,
gpecially the Pnunjab, the United Provinces, Madras and Burma,,
ghare capital plays an important part whereas in other pro-
vinces the share and non-share socicties exist side by side.
The Central Banking Committee are ‘ of the opinion that the
encouragement of subseription to share capital by members.
as a method of collection of savings is to be preferred to a.
gystem of compulsory deposits.” These societies raise capital
locally on the combined liability of members to be lent out
to the latter. Their resources arc supplemented from deposits
from members and loans from outside. Under existing cir-
cumestances primary societies should not attract deposits from
non-members at high rates of interest, because this will not
bring down the rates of interest. Iurther, non-members’
deposits cannot be profitably utilized without an efficient and
well-organized Central Banking system which can act as a
true balancing centre for primary societics. The socicties
should attract depogits from members and thus promofe a

5 These figures are taken from the Annual Keport on the Working
of Co-operation in U.P. for 1931-32, pp. 2ZA to 16\ in Appendices.
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habit of thrift. The urban societies are modelled on the Luzzati
type in Italy and Schulze Delitsch type in Germasny on
unlimited liability basis, In connection with loans the primary
societies should follow the principles given below :—

(1) The maximmum bhorrowing eapacity of 2 society [rom a
central bank should be fixed on some basis as so
muech fraction of the net assets of the members.

(2) No. loans should be advanced for wasteful purposcs
and serutiny of the purpose of the loan should be
made by the Managing Committee.

(3) In f{ixing the borrowing power of the individoal fair
latitude regarding his needs should be allowed.,

(4) The members should keep mutunal wateh over one
another.

{5) The instalments of repayments of loans should be
fixed with due regard to the repaying capacity of
the borrower.

{(6) The principle of ‘“‘one man, one vole” is generally
observed universally and there are restrictions on
the transferability of shares.

{7) The society hag a prior claim subject to the ducs of
the Government over other creditors of the members
in the matter of cnforeing outstanding demanda.
In Bowmbay the prior claim is converted into a first
charge under the lLocal Aet and the same should
be done in other provineces.

(8) The societies are under statutory obligation to build
reserve funds according to Scetion 33 of the Act.
In share societics profits cannot be distributed
unless 25 per cent. is earried to the reserve fund.
In some socicties in the U.P. the practice is to lend
money to members out of the reserve fund, the
reason being that the central banks pay a low
rate of interest on the reserve fund to socicties,
while the rate charged on loans is much higher.
The central banks shonld lend o societies at con-
cession rates sums up to the extent of the reserve
funds of the latter,

Tur CENTRAL BANKS.

The central banks are higher financing agencies to lend
money to primary societies, and they co-ordinate and guide
the activities of the societies. Their membership consists
of primary societies and individuals. Their resources consist
of owned capital, i.e., share capital and reserve funds, deposits
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of various kinds, surplus funds of primary societies and deposits
from muniecipalities, university and local bodies in many cases.
Central banks should start a bad debt fund te strengthen
their financial position.

ProviNvciaL BANES.

The provineial banks are still higher financing agencies to
act as balancing centres for the central banks, to remove the
excesses and deficiencies of money in different parts of a
province and to transfer money from one place to another.
They derive their fupds in the same way as central banks do
and many of them enjoy cash credits and overdrafts arrange-
ments with the Imperial Bank and with other joint stock
banks and they also get short-term and call money from the
latter. The Indian Provincial Co-operative Banks’ Associa-
tion co-ordinates their activities and supplies information to
them about the financial requirements of banks. The pro-
vincial banks lend moncy to central banks, the latter to the
gocieties and the socicties to the individuals. The idea is
that the money should be distributed among numerous culti-
vators who need help, thinning out the strecam of the water
collected, sending it in rills over a broad surface, so that
irrigation may be perfeet and reaching every root to be
watered. ™

The question of an All-India Co-operative Bank ~was.
considered and its establishment was recommended by the
Maclagan Committee, but now there is no necessity of it.
Co-operation ig a provincial subject and every province can
devise legislation in this respect to suit its special conditions.
Moreover, the Imperial Bank can easily grant the required
accommodation to the provincial banks with whom funds
usvally lie idle to a great extent. When the Regerve Bank
is established, the necessity of an all-India Co-operative Bank
will be nil.  There is no provineial co-operative bank in the
U.P. where one should be established as soon as possible,
This was recommended by the Oakden Committee and by
the TU.P. Banking Committee also.

DEFECTS IN THE .EXISTING SYSTIRM.

It cannot be gainsaid that there are several defects in
the working of the movement and the Commitiee on Co-opera-
tion presided over by Sir Edward Maclagan in 1915 made
an exhaustive enquiry into the working of the credit societies
and pointed out defects and suggested remedies. In many
provinces their recommendations have been earried out, but
there is still room for further action. As the Royal Commission

¢ Co-operation in India, by Wolf, p. 134.
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on Agriculture remarked, “Failures have frequently been due
to the negleet of the wise precautions advoeated by Sir Bdward
Maclagan and his colleagues, and we can only recommend
that everyone conmected with the movement should study
this most valuable Report afresh and should strive to secure
a  wider attainment of the standards therein preseribed.”
{Page 448 of the Report.)

The progress of the movement has not been uniforin in
all provinecs and inereasc in numbers has not always meant
improvement in quality, In CTI. a thoroughly unsound
system developed with a top-heavy organization. Too much
power was left in the hands of the central banks and very
little was done to improve the edueation of the members in
co-operative principles.  “The concentration of both anthority
and of fuid reserves at the centre provided opportunities for
errory which precipitated a severe financial erisig; and it was
only the assistance provided by the local Government, in the
form of a large loan and a gnarantee of a substantial cash
credit, which saved the movement from immediate collapse.

In the United Provinces the Oakden Committee in 1925
pointed out that the village society wus mostly a sham, the
statl was insufficiently trained and consequently unfit to carry
on the task entrusted to it and there was little knowledge
of the principles of co-operation. In Madras a Commibttee
was appointed which pointed out certain defects and to under-
stand the whole position well, every province should get the
case investigated by a committee. The Ioyal Commission
on Agricultnre remarked, “The financial position of the move-
ment is generally beyond dispute ; it 18 the working of the
society that iy defeetive. The members of the goeieties delay
the repayment of loans even when able to repay ; understanding
of the principles of co-operation and knowledge of the eszentials
of rural credit arc lacking ; office holders refrain from taking
action against defaulters and the spirit of self-help is not an
promiinent as it should be.”

The canses of these disquieting features are:

(1) Lack of training and of wnderstanding of co-operative
principles 48 prominenti.—Members do not take suflicient
interest in the workinzy of their society and there is little
restraint over the executive committees.

(2) Aecwmulation of ovverdues~-Stringent action is not
taken agninst defaulters and recovery of overduc debts by
legal process is very slow. The wvarious provineial banking
committees have laid special stress on this question and the
Indian Banking Committee ‘strongly emphasize the need for
carefully scrutinising the economic purpose of the loan and
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the repaying capacity of the borrower, in dispensing co-operative
loans.’””

(3) Defective Audit.—It i3 respongible for bad manage-
ment and embezzlements.  *‘Andit, supervision and inspec-
tion of societics which are closely allied funefions are now
vested in two and sometimes three different agencies, resulting
in much overlapping of work and waste of effort and money.
After a full consideration of these points, and of the efficiency of
auditing system in Kurepean countries like Germany and Austria,
we recommend that for the due dischiarge of the statutory
functions of audit speecinl district unions should be formed to
carry out audit, supervision and inspeetion of the societies.”

(4) Inelasticity, dilatoriness and inadequacy of co-operative
finance.—The loans granted to members are inadequate and
great delay oceurs in giving them, In the P, the whole amount
is given Lo the borrower at one time with the result that it is
wasted and he has recourse to the money-lender. The
yemedy iz the introduection of a normal credit system in the
sovieties, The eredit limit of each member should be fixed
in advance and the necessary finance should be granted in time
s0 that delay may be avoided by sanctioning applications
for loans in advanee. It is the duty of the supervising and
inspecting authorities to see that these credits are fixed by
the sociciies in time and that the banks sanetion them in due
course. This practice is gaining currency in Bombay .and
Madras. Granting credits on current account and cheque
transactions should be introduced wherever possible.

(3) High rates of Inierest.—Agricultural credit in India
18 very costly as the following statement® shows :—

Rates charged to cultivators Rates paid to
Provinees by primary socicties. Central Banks
Per cont. on loans,
Per cent,
Ajmer-Merwara .. 9 to 12 ¢ to 9
Assam ., s 164 to 183 11
Bengal . 71 to 153 9% to 124
Bihar & Origsa .. 124 to 15} 10} to 124
Bombay . 98 to 12} 6 to 8
Buarma . 15 10
cr. .. . 12 9 to 10
relhi .. . 8 to 9
Madras . 9% to 10:% 71 o 38
N.W.I.P. .. 3
Punjab .- 9% to 12} 8 to 9
United Provinces 15 12

T Ceniral Banking Comumiftee’s Report, p. 133.
& Ibid., p. 129.
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To a certain extent high rates of intcrest are inevitable
because of the intervention of two or three infermediafe
ageneies which are now found indispensable in every province.
The following suggestions can be made to reduce the rates
of interest :—

a) Punctual repayment of loans by the members of the
. . k] y
society and effechive reduction of overduoes,

(#) Central banks should borrow money at cheaper rates
for short periods to utilize urban glack money,

(¢) There should be a reduction in the working expenses
of cenfral banks where they arve unduly high at
present.

{d) More intimate relations should be established between
the provincial banks and the central banks so that
the latter may follow the lead of the former in the
muatter of the regulation of their deposits,

(e) Rural societics should directly tap savings wherever
possible,

In the U.P. additional defects are :

{1) Accounts not accurately kept.

(2) The inclusion of zemindars and moncy-lenders in the
gocieties iz disturbing the feeling of equality of
status.

(3) Absence of a provineial co-operative bank.

Special steps: should be taken for providing adequate
and efficient training and for {his purpose trained secretarics
for cocieties should be obtained. School masters and retired
Government officials residing in villages can be of immense
gservice in this dircetion. With a view to avoid the evils of
bad management in the societies, thie members ot their puncha-
yots should be held personally liable for loans granted in
excess of the limits preseribed by the by-laws of the society.
Nepotism should be aveided and better inspection and better
gupervision will go a long way in this direction.

The Agricultural Commission wrote, *° But we cannot regard
as satisfactory the present arrangement under which the
Registrar of Co-operative Societies in the Central Yrovinces
is also Director of Industries and Registrar of Joint-Stock
Companies.” (Page 445 of the Report.) 1t is a pity that
the Government of the United Provinces shouid have gone
under the pretext of economy contrary to the wise warning
uttered by the Commission of experts in combining the posts
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of the Registrar ¢f Co-operative Societies and the Director
of Industries into one.

Public funds should be spent in helping institutions whose
object is to spread education in the application of co-operative
principles to various objects. Government aid is usunally
given for propaganda work and taking inte view the illiteracy
of the people and the consequent difficulty in reaching them
by pavper or pamphlet, the Government should have a special
interest in promoting organizations on a co-operative basis
to facilitate the activities of the various government depart-
ments.

Other phases of the movement hesides credit have not
adequately developed in India and it is necessary that attempts
should be made thercat. Village welfare and reconsiruction
gocieties shouwld be started without whieh village prosperity
cannot develop. In the 1.P. village welfare work is a recent
development of the activities of the societies. According
to the last annual report there are now 391 societies with a
mentbership of 10,000 deing village welfure work, There
are societies for better living, promoting thrift, adult educa-
tion, betfter farming, consolidation of holdings, ete.  Attention
should be paid to this agpect of the co-operative movement.

The following tables® sliow —

PosirioNy oF 10 PRIvArY SOCIETIES.

No. of Na, of Members Loans made to
Year ]f, e members
el Intlividunls Socjelics s,
1929-30 (1] 1,627 [5,568 7.4%,21.078
1930-H 19 1,536 13,630 7,50,13,472
Loans and Deposits from Members, ete,
Ty H ‘ e ) i - . al -
Year Centeal Banks -yj‘.l e Individuals Working Capital
Societies
Rs. Rs. Re, Re.

1929-30 6,:32,78,221 7,05,11,801 20,49,87,499 8,62,00,508
1930-31 3,60,03,272 7,22,73,125 19,35,18,612 8,97,61,266

PosiTtion oF CENTRAL BANKS.

No. of No. of Members Loans made  Loans

Workin
Year S e e - to and rorking
Banks  ydividuals Socicties Members  Deposits Uapital
. Ra, Rs. Rs.
1929-30 .. 588 89,936 03,801 17,80,30,027 26,13,38,139 $0,00,22,374
1930-31 .. 597 91,108 1,01,399 12,69,04,601 34,72,02,811 30,67,10,319

9 These four tables have been prepared from the Statistical
Statements relating to Co-operative Societies for the year 1930-31.
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POSITION OF AGRICULTURAL SOCIETIES OF ALL KINDS.

. Loans and . s
Year No. l\;\ﬂm}?f YI:Oa?ﬁl Depnsita V(\:f‘orlf:nig
embers granted received ‘apita
Rs, Rs, R,
1926-30 .. 81,786 31,179,627 13.07,17,0877 24 85,006,312 34,93,12,049
1930--31 .. 93,582 3162330 870,535,889 25,03,00,248  35,03,63,100

POSITION OF NON-AGRICULTURAL SOCIKETITR.

12%-30 Lo 10,255 1, 505048  11,3,92,040 4,03,16,527 15,06,44,504
POR0-31 10028 1111332 L1S5,05.007  1954.00982 16,3200 584

RELATTIONS WITII 71110 TWPERIAL Banyk OF INDIA AND
OTHER JOTNT-STOCK  IBANKS.

The various provincial banks and ceatral banks have
cash credit and overdraft arrangements with the Imperial
Bank of India. The following table shows the total amount of
advances to co-operative banks by the Imperial Bank of India
as on the 31st December, 102810 ——

Province Tolal Loans obtained
Rs.
Bengal L. .. 35,114,525
Bombay .. . 12,531,750
Bihar & Origsa .. 5,85,000
Burma .. .. 30,72,410
Central Provinees .. 5,000,000
Delhi .. - 7,459,612
Madras .. . 70,147,500
Punjab .. - 87,08,043
United Provinees . . 20,600

Laterly the Imyperial Bank of Tndia is reported to have
changed its policy in respect of grapting f{inancial assistance
to provincial and central co-operative banks and it iy Jess
ready to help them now than in the past. It can continue
giving accommodation against societios’ pro-notes so long as
this accommodation is required for short-term agricultural
purposes. If this accommodation is required for the purpose
of fluid resources the Imperial Bank insists that Government
promissory notes ghonld take the place of the societies’ pro-
notes. The idea iz that co-operative banks may build up
fluid resources within the movement itsclf and may not depend
on the Imperial Bank in & time of crisis. There are two
objections to the present system. Firstly, the value of the
pecurity depends upon the sound working of the co-operative

10 Taken from [ndian HBanking Commillee’s Report, p. 142,
para. 180,
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societies, which are not doing well and secondly, the pro-notes
of the societies are not a first class security, beeause the ulti-
mate backing to them will be the sales by the Imperial Bank
of the land of eultivators which will not always be a practical
proposition. The co-operators contest this view and point
out, that the paper of only good societies is given to the Bank
and further the securily has the baecking of the unlimited
liability of the members and that the final recourse to sales
of land to liquidate the paper is not likely to arise. They
farther urge that maintenance of fluid resources means eost
which means a reduction in their profit and consequential
high rates of interest to agriculturists. The Bank enjoys
the benefit of the large Iree balances of the Govermment and
it has a moral obligation to help the co-operative movement.
In this connection the Tndign Central Banking Committeo
remark, “We desire again to cmphasize the importance of
these facilities to the co-operative movementf. We feel that
the change of policy to which we have referred is unfortunate,
gpecially ab a time when the co-operative movement is grow-
ing in vitality and is extending the scope of its nsefulness to-
wards the secial and ceenomic uplift of the rural population
and when its financial needs ave, thercfore, likely to increase
rapidly.” (Paragraph 181.)

Another complaint against the Imiperial Bank by the
¢o-operative societies is that free remittance facilitics are not
always granted by the former to the latter and the co-operative
banks have to certify that the transfer of funds is for ce-opera-
tive purposes. This action is defended on the ground that
the societics being cexempt from incomne-tax, it is irregular
for them to compete with commercial banks in ordinary bank-
ing business when the latter have no such advantages. In
this connection the foreign banking experts remark, ‘*The
co-operative movement in spite of imperfeetions and of un-
avoidable setbacks deserves every possible assistance from
all quarters, because there is no better instrument for raising
the level of the agriculturist of this country than the co-opera-
tive effort, and a strong appeal to the banking interests of the
<country to assist the movement scems not at all out of place.
The Imperial Bank particularly ocught to continue and to
increase its endeavours to supplement the present organiza-
tion of co-operative credit with expert advice in a business
apirit and with financial assistance. It may be a source of
profitable business for the Imperial Bank.”*! The Indian
Banking Committee remark, **'We consider that free remittance
of funds for co-operative purposes iy of the utmost importance

i1 Memorandum of the Foreign bankmny FEaperls, p., 628 of the

Indian Banking Committee, para. 2.
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to the co-operative movement and that no attempt should
be made to curtail the privileges under the rules of the Govern-
ment of India in this matter.” (Page 145 of the Report.)

The co-operative banks do not compete to a very great
extent with the joint-stock banks becawse their respective
apheres of activity are far apart. ‘‘There is, however, a feel-
ing that in the matter of deposits the co-operative banks with
the help of Government assistance and prestige are compeling
unfairly. DBut figures furnished by various Provincial Bank-
ing Commitices tend te show that the allegation of uunfair
competition is mnot well founded .... Moreover, at preseni,
the amount of deposits which the central banks aceept are
limited, and the rates of interest offered for them are not
likely to be higher than the lending rate of the provincial
banks which is mostly 6 per ecnt., for no purpose will be served
by attracting dearcr local moncy when eheaper money can he
had from the provineial banks. Generally speaking, it is,
therefore, doubtinl if there could be any serious competition
between them and the joint-stoek banks.”  (Paragraph 185.)

Co-operative  socleties  serionsly  compete  with  the
indigenous bankers and inoney-lenders, but this has not
embittered their relation as many indigenous bankers are
directors of co-operative banks and the bigger bankers keep
money on fixed deposit with co-operative banks,

Soun TIEMANDS OF Co-0PRRATIVE BANKS.

(1) The eo-operative banks want that the Tmperial Bank
should provide finance at cheaper rates and for longer periods
than at present.

(2) They want cash credits for agricultural operations
to be granted by the Tmperinl Bank.

(3) Where the Imperial Bank has no branches, approved
central banks should be recognized as agencies tor the manage-
ment of Governrent sub-treasuries.

(4) Inland exchange businesg should be recognized as
a legitimate part of the business of the co-operative banks.

(3) Cheap capital should be provided for the construction
of godowns in rural areas to facilitate the marketing of agri-
cultural produee.

(6) Co-operative societies should be exempted from income-
tax on their earnings from investments in public securities or
land mortgage debentures.

These demands seem to he reasonable, but under the
present state of their working the socleties cannot undertake
the task of managing the gub-treasuries of the Governmens
and they should direct their energies to strengthen their
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position regarding the objects that at present fall within their
provinee. With regard to the last point, the Indian Banking
‘Committee recommend that co-operative socicties should be
exempted from income-tax and super-tax on their earnings
from investments in poblic securities or laml mortgage banks
to the extent that such earnings are necessary for the purpose
-of their fluid resources and for the investiment of their reserve
{unds, '

Capital, reserve, deposits and loans veceived, loans out-
standing and cash balances of principal Indian co-opcrative
banks for various years.™

Baxxs wIirtH CAPITAT, AND RESERVE o' R8. 5 LAKHS Ok OVER.
Figares in 1,000 Ripoes.

Ne. of  Paldeun Reserve X Deyosits Loans Cush

Year bavks capital o(ln:ar“it{mds el lcmnstl;!:l:ei\-‘eri <t‘u(\’;1‘:w-n: biluces
1921-22 5 29,80 9,96 39,76 2,852,568 2,59,30 22,39
1922-23 5 30,68 1292 43,60 341,05 237,83 47,71
192321 344,360 17,99 62,30 4,13,99  3,32,49 37,13
1924-05 8 47,53 20,73 6926 4,51,41 3,5%,81 19,03
1925-26 10 60,34 30,25 90,62 B53T,83 4,18,18 26,55
1926-27 12 76,95  35.59 112,54 70065 518,15 13,20

1927-28 16 1,03, 16 £6,36 1,19.82 883,56 6.62.20 6331
1028-20 18 116,99 40,35 163,34 901,19 620,20 77,76
1029-30 22 1,39,76  GLYL 2,04,70 10,0016 BO2.65 S4.66
193031 26 135,72 8875 241,47 12.35,52 10.,33,3% 8551

BaNks wiTH CAPITAL AND RESERVE BLUTWELN 1 LAKH AND
L1ESS PHAN Hs. 5 LagHs.

192122 46 77,29 16,75 99,01 3,63,00 3,78,3% 16,24

1922-23 63 1,01,63 29,12 1,31,05 5,02,02 ),13,51 15,03

1923-24 72 1,17 11 55,52 1,72,63  5,A7,52  6,44,93 25,41

1924-25 93 1,20,95 49,30 1,70,23  8,03,76  7,72,43 40,31

1925-26 104 146,43 56,41 2,02,34 92091 879,51 62,52
1926-27 119 1,53,49 71,253 224,71 11,97,69 11,27,%3 73,14
1027-28 126 16156 86,94 248,50 13,1741 LLOGGT T9.9
1928-29 141 179,80 98,32 2,78,21 14,9942 13.20,30 72,2
1920-80 157 1,95.78 1,12,27 3,08,05 16,12,78 14,1210 67,67
1930-31 170 2,07,82 1,28,49 3.,36,31 17,714,569 14,03,32 66,77

1z f1],18 and the jollowing table t ave boen viine. from the Stabsieon
Stalements relating to Banke in Indin for 1930, p. 7.



CHAPTER VIIL.
Land Mortgage Banks.

Co-0PERATIVE credit socicties can supply only short-term
credit to agricnlturists for financing eurrent agricultural opera-
tions. They cannot afford to lock up their short-term deposits
in long-term finance. Cultivators require money for redeeming
their mortgaged -lands and houses and also for introducing
permanent improvements in land and for clearing ofl their
past debts. These operations require large amounts of money
which can be repaid by the borrowers in long periods, Co-
operative sociefies arc unable to linance these long-term needs
of the caltivators. Hence arises the need for special types of
institutions called the Land Mortgage Banks.

These gpecial institutions differ widely in their operations
from country to country. In Prussia and the U.B AL the general
form of these institutions is of a co-operative type. Tho Prus-
sian PFFarm Mortgage Mutnal Credit Associations are associa-
tions of borrowers having no eapital. They do not aim at
profit and keep intercst rates at low levels. Credit is created
by the issue of land mortzage bonds. The Ifederal Farm Loan
Banks of the United States of Ameriea are also of this type.
The other type is the commercial type found on the continent of
Furope, These banks pay dividends and are of an ordinary
joint-stock type. The state exercises some control over them
with a view to safeguard the interests of the borrowers.
The Agricultural Bank of IIgypt and the I'rench Model of
Credit Foncier De IFrance represent this type. Im between
them, there are institutions which may be ecalled of a quasi-eo-
operative character, beecause they combine co-gperative and
commercial ideals in varying proportions. Their members are
borrowers as well as non-borrowers. [Sach moember has one
vote irrespective of the number of shares held and the dividend
on share capital i8 fixed at & low amount. The Hongarian
Liand Mortgage Institute for large land-owners and the National
Small Holdiogs Land Mortgage Institutes for small land-owners
are examples of this type.

POSITION IN INDIA.

There are some land mortgage banks working under the Co-
operative Societies Acts in the Punjab, Madras, Bombay, Assam
and Bengal. The provinces of Bihar and Orissa, Burma, C.P.,
Berar, the U.P., and the Central Areas have no such banks.
Strictly speaking, these banks in India are of a quasi-co-opera-
tive type. They are limited liability associations of borrowers
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with a few non-borrowers a5 members and the object of admit-
ting the latter to membership has been to attract capital,
buginess talent and organizing ability so very necessary for
efficient management, The number of shares owned by members
is limited and generally a shareholder has one vote irrespective
of the number of shares held by him. Dividends arve restricted
to a low amount and the object is to eliminate non-horrowers
gradually. The work of a mortgage bank ‘is recognized on all
hands to be extremely impersonal and as devoid of human
element as possible’” and the human and personal clemeoents of the
Raiffeisen type cannot be inculeated into them with success. ITn
the unlimited liability society, mutual knowledge of and control
over onoe another are insisted upon to a great extent but in a
land mortgage credit soeiety, emphasis islaid upon the capacity
and business habits ol dircetors to ensure success.

In the Punjab there are about 12 land mortgage banks,
the first having been started in 1920. Loans are made for the
redemption of land, for the liquidation of unsecurcd debts
and for improving land, and up to 1930 about Rs. 2 lakhs were
advanced on these various objects. Overdues are frequent
and dircetors are reported to be too indulgent in the matter of
loang to themselves and to their relatives with the result that
laxity and {frauds are prevalent. In Madras two banks were
registered in 1925 and by 1927 there were ten banks each operat-
ing over a distance of five mile rading with a view to facilitate
Iand wvaluation. They raised money by debhentures and -the
Government agreed to purchase at 6} per cent. interest deben-
tures subjeet to a limit of R, 50 Jakhs for any one hank and
Rs. 2% lakhs for the whole provinee, provided an cqual ameunt
wag obtained by selling them to the public. They limited the
loang to individunals at Rs. 2,000, A Central Land Mortgage
Bank has also been started to finance local mortgage banks.
The Provinecial Co-operative Bank purchased its debentures
to the extent of 118, 1 lakh and the Government lent Rs, 15,000
without interest for a few years and guarantecd 6 per cent.
interest on debentures, up to a maximum of Rs. 50 lakhs,
floated in the first five years. In Bombay, Bengal and Assam
also the main characteristics are the same. The period of
loans in Bengal varies from 1 to 20 years, in Bombay from 10
to 30 years and in Assam up to 20 ycars. The Bombay Gov-
ernment have agreed to purchase the debentures of the banks
to the extent of Rs. 5 lakhs.

RECOMMENDATIONS OF PROVINCIAL BANKING COMMITTEES.

The Asgsam Committee suggest that loans should be con-
fined for the present to the purpose of th: repayment of old
debts and they do not recommend the issue of debentures in the
initial stages, but rely on deposity in the matter of raising
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the necessary finance, The Bengal Committee have suggest-
ed that eo-operative central banks should open land mortgage
departments, They have recommended that the period of loang
-should extend from H to 20 years and the amount advaneed
to members should not exceed 50 per cent. of the value of the
mortgaged property. The issue of debentures has been recoms-
mended, and it has also been suggested that the Government
should guarantee interest on them and that debentures should
be included in the list of trusiee securitics. The Bombay Com-
mittee have stressed the need of the establishment of a central
land mortgage bank whose membership should he open to the
Indian joint-stock banks, the Imperial Bank of India, the co-
operative banks and land holding classes. The issue of debon-
tures with Government guarantee with regard to interest and
principal has been recommended and it has been suewested
that the central land mortguge banl shonld absorb the exist-
ing long-term taquvi operations of Government. Tebentures
should rank as trustee secnrities in case of Government gur-
antee,  The Madras Committec are of opinion thaf the ecntral
land mortgage bank should not ordinarily receive short-term
deposits and that the debentures should be trustee scearitics.
The new primary banks al the outsed are to be limited to mors
fertilo areas. The central land mortgage banks should work
in collaboration with the rural eredit societics. The Punjab
Committee recommend the reduetion of ihe existing limits
to Rs. 5,000 and they suggest that loans to dircetors should
be restricted. The period of loans in the beginning shoold
not cxceed 10 years although later on it might be inercased
to 15 years. Iebentures of co-operative land mortgage banks
have been recommcnded to be included in the list of trustee

securities.

A HISFORICAL RETROSPECT.

The constitution of land mortgage bhanks in India has
been under diseussion for a long time, and it is unnecessary to
refer to the digcussion that took place prior to the Registrars’
Conference in 1926. The Conference recommended the cstablish-
ment of banks on co-operative principles and that the trains-
actions undertaken were to be economical to the horrowers,
Loans were recommended to be given for the redemptioa of
the land and houses of the agrieulturists, for improving land
and methods of cultivation, for the construetion of houses, for
the liguidation of old debts and, in speeial cases, for the pur-
chase of land. The area of operations was recommended to
be the smallest unit consistent with good management, It
was also suggested that debentures should be issued by a central
financing agency in each provinee rather than by mortgage
“banks.
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The Royal Commission on Agriculture also considered the
question and generally endorsed the resolution of the Regis-
trars’ Conference of 1926. It was pointed out that the guar-
antee of interest on debentures was the most suitable form of
state help to these banks and, therefore, Government help in
the form of subscription to debentures was ruled out. Deben-
fures hearing the Government guarantee of interest were
recommended to be added to the list of trustee securitics. The
issue of decbentures was recommended to be controlled by a
cenfral organization. It was also suggested that for some
years to come an official member should be associated with the
board of management of each bank.

The Registrars’ Confercnce of 1928 discussed these pro-
posals and their conclusions do not materially differ from those
of the Registrars’ Conference of 1926 and of the Agricultural
Commisston, The only difference was that while recognizing
that the guarantee of interest on debentures of the mortgage
banks by the Government was the most suitable form of help,
the Confercnee nonetheless recommended that in the ecarly
stages, the Government should subscribe to the debentures
of the land mortgage banks and should alse give assistance in
the form of loans to them.

BECOMMENDATIONS OT THE INDIAN DBANKING COMMITTETR.

The Indian Banking Committee have recommended the
egtablishment of the co-operative type of land mortgage banks
to meet the long-term nceds of the small holders and the com-
mercial type to meet the needs of the big landhiolders in Tndia,
As regurds co-operative central banks, they have laid down
that no money should be advanced to the borrower which is
not economically profitable to him. Keeping this principle
in view, loans should be granted for the redemption of the land
and houses of agriculturists, for the ligquidation of old debts,
for the improvement of land and methods of cultivation and
the building of their houses, and for the purchase of land in
gpecial cases.

The amount and the period of the loans should be fixed
with reference to the repaying capacity of the borrower aud
it should also depend upon the purposc for which money is
advanced. The period of loans is recommended to vary from
B to 20 years in the beginning whieh, if necessary, can later
on be increased to 30 years. The maximum to be lent to an
individual should not exceed Rs. 5,000 and the amount of the
loan should not be more than 50 per cent. of the value of the
mortgaged land. Repayment has been recommended to be
according to & system of equated payments on which basis the
loan would be amortised at the end of a certain period of time,
“We are, therefore, of the opinion that i{ local conditions



LAND MORTGAQE BANKS 81

require, a system of graduated payments may be adopted so
as to provide for repayment by larger instalments commencing
after the investment of the loan on the lund las resulied in
increased profit. In any case we consider that it is nseful to
provide alternative methods of repayment in the by-laws of
the bank with full power to the management to cnforee that
method of repayment whieh it considers suitable.” {Paragraph
220, Central Banking Commitler Report.)

Capital should be raised in three ways, <.e., through shaves,
debentures and deposits.  Shares may be initially sold to pros-
pective horrowery which will provide sceurity for debentures,
The second method is to deduet a eortain percentage of loan,
gay 5§ per cent., at the time of advancing the loans.  Thiy
method prevails in America and in the Indian provinees in
Madras only. Debentures should nol exeeed five times the
share capital.  Government guarantec for the repayment of
the principal is not reconnmended and the guarantes of interest
for the whole period of their currency is regarded as the hest
one.  They have been recoranended to be incladed in the list
of trustee securities if the Governmoend gnurantees interest on
them, In case of necessity, the Government may also purchase
debentares of the bank. Vor providing initial resources the
Government should advanee leans free of inforest in ease of
necessity 1o be repaid out of the proeeeds of the debenture
issue.  The debentures should be issued by a provincial land
mortgage corporation and the actual sale of debentures can
also be made by primary land mortgage banks, The provineial
land mortgage corporation should be separate from the pro-
vineial co-operative banks.

SUMMARY POWERS OF RECOVERY.

Loans can be made to members on the recominendations
of primary credit co-operative socleties, but the ultimmate
responsibility for ascertazining the {financial position of the
applicant should rest with the management of the mortgage
banks. To encourage the habit of thrift long-term deposits
for not less than five years should be accepted. A provident
fund scheme is also recommended according to which the
borrower can contribute annually a fixed sum te the fund on
the basis of his ordinary surplus in a normal year. The banks
may also issue savings certifieates payable after 3, 10 or 15
years.

The banks should have summary powers of recovery by
foreclosure and sale without the expensive intervention of
civil courts. There will be one disadvantage of vesting sum-
mary powers in the banks whose management might beecowme
lax in serutinizing the security offered for loans and there may
be carelessness in fixing the amount of the loan. ‘¢ At the same
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time, we recognize that the right of the aggrieved party to
question in the civil courts the action of the bank should be
fully safeguarded........ We, therefore, definitely recom-
mend that the power of foreclosure and sale by the land mort-
gage banks without recourse to civil courts should be given to
the land mortgage banks sobjeet to the above safegaards.”
(Paragraph 225, Central Banking Committee Report.) Greater
protection should be given to land mortgage banks against
avoidanee of mortgage by the unsecurcd creditors of the
inzolvent,
TAND ALIENATION.

The operation of the Land Alienation Acts in various
provinees in India makes it impossiblo for the lender to secure
the free sale of land in ease of default of the mortgager. Land
mortgage hanks can lend money for long terms on sound and
freely saleable property. Land should be freely transferable
without legal or customary hindrances. These Aets prevent
the free transfer of land to non-agrieulturist classes. They
prevail in the Punjab, ecrtain paris of the C. P, in Bundel-
khand, in the U. P. and in the centrally administered arcas.
The Central Areas Committee suy that the Act has adversely
affecied the credit of the agriculturist, thongh borrowing for
wasleful purposes has been prevented. The agrieultnrist lender
is  replacing the non-agrientturist lender and the borrower
requires protection againgt the latter, The Central Provinees
Committee think that the ervedit of the horrowers lias fallen as
a result of the Aet and thal [rom ameongst the Gonds to
whom the Act applies 2 money-lending class has grown up.,
The Act perpetuates the backwardness of the Gonds, The
Tunjab Committee lay down that the non-agriculturist rural
money-Jender is being replaced by the agriculturist money-
lender who is a big landlord also.  The latter is taking
advantage of the Act at the expense of the peasantry. 'The
U. . Committee are of the same opinion and according to
them the benefit of the Act is at best questionabte from the
point of view of the borrower whose credit has shrunk.

Steps  should, therefore, be taken to remove all restrie-
tions, Jegal or otherwise, on the free transfer of land. A special
provision is necessary for protecting land mortgage banks
where Land Alienation Acts are now in foree. Before the
bank can advance loans it must be sure of free transfer of
the property of the moertgager in case of the latter’s default.
Further, ¢ if there are restrictions on the alienability of the
land for the recovery of dues in the case of one class of mem-
bers, while the land of the other class of members can be freely
sold for such reecovery, the essential feature of co-operation,
namely, equality of the status of members will be sacrificed.
In view of these difficulties we rceommend that an alteration
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should be made in the Land Alicnation Acts....which
would give to the co-operative land mortgage banks the right
to take possession of land through foreelosure on default of the
payment of the instalment of the loan and to sell it.”

COMMERCIAL LAND MORTGAGE DANKS.

The most outstanding example of a commercial land mort.-
gage bank is the Credit Foncier De ¥rance. It cnjoys certain
privileges and is supervised by the Government., 1t advances
loans up to 10,000 francs repayable in 20 years at low rates of
interest. It acts also as an apex baunk for regional mortgace
banks. In Japan the Hypothee Bank {founded in 18605) has
specialised in long term loans repayable in 50 years. Tn lng-
land, the English Mortgage Credit Corporation was set up under
the Agricultaral Credit Act of 1823, The Ministry of Agri-
culture and Kisheries can advance loans up fo £ 750,000 {ree
of interest for 60 years for establishing a guarantee fund.
The Minister can contribute £ 10,000 towards the cost of the
administration of the Corporation and the Treasury can procure
the under writing of the debenfures up to a sum nol execeding
£ 5,000,000 wnd can itself purchase one-fourth of the issue
gubjeet to a maximum limit. The debenture stock is the
trustee sceurity. The Agrienltural Bank of Fgypt which was
established in 1902 advances loans to small farmers up to £ 200
without mortgage security and ap to £ 1,000 for 20 years againgt
a first mortgage., The Government guaranteed interesi at 34
per cent. on £ 44 million of bonds issued by the bank.

In Tndia there is 4 commercial agricultural bank in Burma
known as the Dawson’s Bank which operaies in the lrrawadi
delta. The Burma Committee and the Bihar and Orissa Com-
mittee have recommended the establishment of joint-stock
land mortgage banks for big land-owners. 'The lutter com-
miftee say that the bank should be established under Govern-
ment control and that the Government should supply initial
capital. They have recommended the association of land
revenue administration ofiicials with the management of the
bank. The contrel of the Government is to be reduced to a
minimum when borrowers gradually begin to purchase the
shares of the bank.

In this connection the Indian Banking Committee write :
¢ We recommend the development of well-organized joint-stock
land mortgage banks in this country for the benefit of the
numerous classes of land-owners who cannot be adequately
served by the co-operative credit organizations. We also
commend for the consideration of local Governments whether
....they should not take the initiative for the establishment
of such banks and assist in ensuring the success of their oper-
ations, providing for this purpose a portion of the initial capital.
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Buch action would be on the lines of that recently taken inm
England. If, in any provinee, the provincial Government
undertakes to guarantee the intercst on the debentures issued
by the bank, such debentares should be inecluded in the trustee
securities. ... We should like to lay down the principle
that the loans should provide for a safe margin and the period
and instaiments of repayment  shonld be fixed. .. .with
reference to the repaying capacity of the borrower ag judged
Trom, among other things, the net income from the mortgaged
land.” (Daragraph 235, Tndian Banking Committee Reoorty The
necd for such institulions is specially felt in the permanently
“settled provinees where land-owners obtain eredit at onerons
terms,
MoNEY-TENDER'S CO-OPERATION NILCESSARY.
Whatever the scheme of land mortgage banks may be,
the rural moncy-lender shoukd be roped into it if progress
congistent  with the requirements of cultivators is to  be
made,  There is an important eriticism to whieh the seheme of
the Central Banking Committee is open and that s that it
does not make provision for enlisting the services of rural money-
lenders on o large seale.  Any seheme which i8 rival to the
monev-lender has little ehance of suceess. e should bo made
4 part and parveel of the land morteage bhanks so that his Jocal
experienes awd funds may be {recly available for the beaefit
of the banks and the raral elasses.  [le should be made fo
deposit, veoluntarily and willingly, his fands with the land
mortgage batks at terms wihieh are attractive to him. e
should not he sougint to be eliminated, but should he given a
statag in rural scciety so that he may be able to render
services for the benelit of raral India.

Mr. Manu Snbedar in his Mine 4y Reporf has expounded
a scheme according to whielh the Reserve Bank should open
lanut mortzage departineuts which should grant loans to borrow-
ers through gnarantors, The bizg Mahajans wio make certain
deposits with the Jand mertzazs departmeoents are to give a gaar-
antee regarding the safe repayroent ef the loans by the borrow-
ers. A Government wvalner i3 to value the land mortgaged
by the mortgager and this transaection and value are to be
approved by the ganarantor. # The idea is that the bank lends
out against the security of land. This scenrity is valued by
a Goverament valuer and the value is checked or approved of
by the guarantor.... The document would be between
the bank and the borrowoes and would remain in the posses-
sion of the bank.... The arrangement between the bank
and the party....would have to be approved by the
guarantor. The guarantor would....puarantee to the bank
the repayment of the debt. Whether he should be responsibie
for prompt and immediate payment of instalmoents not paid
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by the borrower, or whether there should be elasticity
ahout this, iz a matter of detail. ... Ie (the guarantor) is
responsible for the [inal recoveries which are covered by a solid
seenrity, bubt it is essential that his assistanee should be
available for effecting recoveries.” (Minorily [Report, pages
63, 69.)

DiIsARMING MATIATAN'S OPTPOSITION,

A pertinent question is: Why shoald the gonarantor
undertake this risk ¥ Ile will lose a sonrce of his income and,
therefore, he will throw his whole weight against the scheme.
1f anything could he done by which he could make » sure in-
come on his mouey with considerably reduced risks and with
an advancement in his status, 1t would attrach him to join
the seheme.  He iy, therefore, to muke o deposil, with the bank
which conuot be withdrawn until the loan is repaid,  Ile will
gt oa repsonable rate of interest on this loan. Tie will then
heconmie the gnarantor and recommend loans [rom the land
mortgage debenture funds in some multiple of Lis depovit which
may be fixed in the proportion of 1:5 to start with, and later
on it can be inereased.  On such loang the gunarantor would
also oot some commission. say 1) per cent.  Ruppose the bank
gets deposity at 6 per eent, and 1 per cent. are the cxpenses
to the bank 5 11 per ecent. will go to the guarantor, making it
&% per cent. in all. I he ean recommend loans in the rafio of
1: o in relafaon Lo his deposits, he will get 6 plus 71 or 13 per
cent, in all, ** The risks, the expenses and the worry to the
Mahajan in vespeet ol these Joans ad least are considerably
reduced and his energies are released {or other activitien.” The
advuntaye to the bank is that it gets tlic benefit of local know-
ledge and the selection of the borrower is left into the hands of
a local ghrewd party.  This will disaria the opposition of the
stahajan and will ensure popularity for the seheme through the
co-operstion of all parties.  “ 1t wonld do genuine good to the
borrower by enabling Lim {o economise over interest charges.
leonomieally there is every thing to recommend in this pro-
gramme, But {from the psychological puint of view, it will mean
the fivst attempt to bring the Mahajan in a definite link with
the central money market. 1t will mean recognizing his position
in the district and strengthening lLis position so that he still
remains the regpected man amongst his fellows instead of being
dislodged. Iror the cultivator, it means the hopefulness and
prospect of removing the overload of debis relating to long
periods.  If it is the policy of the banks that foreclosures have
to be avoided and the borrower’s position should not be allowed
to get worse, the Mahajan ean help in this matter ag....he
can also exert much moral pressure against the cultivator getting
into serious debt outside. It will clear the atmosphere and
it will put to the credit of the state a genuine measure for the
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welfare of those agriculturists, who ave outside the field of the
co-operative movement for any reason.”

The above scheme of entrusting the functions of land
mortgage banks to the Reserve Bank does not seem to be quite
gound hecause the Bank’s high officials would have many other
things to do and will not be able to devote time to all and sundry
matters. Moreover, the co-operative and commercial land
mortgage banking should be kept separate as there are advan-
tages in doing so. But whatever the actual defails of the
scheme may be, the co-operation of the village Mahajan seems
to be highly indispensable and any scheme which leaves him
out must meet his bitterest opposition and consequently its
success may be jeopardised.



CHAPTER VIII.

Industrial Finance.

Torrr is g general feeling in India that our industrial
progress during the lust fifty years is very meagre as compared
with India’s vast resourees and the needs of her population.
In 1928-29 the total vabie of the imported articles, mainly
manufactured, came to Rs. 180 crores oub of a tiotal of Ra. 253
erores of imports ; whercas the total value of mainly or wholly
manufactured articles exported from India amonnted to ahout
0 eroves out of the total exports of Hs. 330 erores. The value
of raw materials exported amounted {0 R 170 crores and the
value of raw materials imported amounted to Rs. 23 crores
only. In view of these figures it must be said that the Induy-
trie] Commission truly deplebed the position when it remarked,
“ India produces nearly all the raw materials necessary for the
reqguirements of a modern community ; but is unable to wmanu-
facture many of the articles and materials essential alike in
tirney of peace and war.”  The Mamine Commission of 1580
observed, ©° At the root of muek of the poverty of the people
of Indis and the risks to which they are expesed in seasons of
scarcity lies the unfortunate circumstance that agriculture
forms almost the sole occupation of the mass of the population,”

The policy of the Guvernment of Tndia up to the outhreak
of the war was one of laisser fuire and the {irst attempt at a
general poliey of industrial development was in the form of
“u very lmperfeet provision of teehnieal and induastrial educa-
tion, and the collection and disseminabion of commercial and
industriai  information.” * This pelicy of non-intervention
of government and their atlitude towards the industrial deve-
lopment of the country combined with instances of anomalies
in the Hfscal, railways and stores purchase policies till
recently followed in the country has exposed the government
to the charge of open hostility towards the interests of Indian
indugtries prompted by the over-riding considerations of
advancing British interests.””

The Industrial Commission of 1916-18 made certain pro-
posals which depended upon the acceptance of two principles.
Irirstly, the Government must play an active part in the indus-
trial development of the country, and secondly, the Government
could do 8o only when it was equipped with adequate adminis-
trative machinery and got reliable scientific and technical
advice. According to the recornmendations of the Commission,

L Indian Banking Commillee’'s Reporl, para. 325.
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the Government help was to include provigion of research,
industrial and technical education, commercial and indastrial
intelligence, technical and financial help and the purchase
of stores. The Montagu-Chelmsford Report of 1817 also
emphasized that the Government must admit and shoulder its
responsibility for furthering the industrial development of
the ecounfry. In 1921 the Indian [iseal Commission recom-
mended a policy of *discriminatory protection ’ and the creation
of a Warilf Board. As a resnli of the action taken on the
recommendations of the Tariff DBoard, the industries which have
benetited most are cotton textiles, iron and steel and mateh,
There is, however, still a considerable amount of fecling among
the intelligentsia of India that the State, and particalarly the
Central Government, is not taking as much interest as it ought
to in the development of Indin’s industries.® Tais is evidene-
ed by the beluted elfcet given to the recommendations of the
Tartt Board in many cases and by the fact thab there has been
no revision of the TRailway Rates so far on the lines of the
Report of the Induostrial Commission.  The Jubter had alse
reconunended the appointment of an expert committee at the
earlicst possible date to examine the possibilities of the establish-
ment of iondustrind banks in India and this committee was
appointed 10 years alter the recommendation made by the
Industrial Comnission.

In marked contrast to the attitude of the State in I[ndia
ihe Governments in foreign countries have helped industries
to w great extent. ‘The fellowing statement of Prof. Taussig
for American indusfrics is noteworthy : *° Rieh naturat
resources, business skill, improvements in transportation, wide-
gpread training in applied scicnee, abundant and manageable
labour supply—these, perhaps, suffice to account for the
phenomena.  But would these forces have tarned in this direc-
tion so strongly and unerringly, but for the shelter from foreign
competition 47

In Japan there has been very rapid industrialization since
1868 as a result of the active policy of the State. The con-
tribution of manufactured goods of the Japanese export trade
rose from 1.14 per cent. in 1868 to 42.52 per cent. in 1928 and
the imports of manufactured goods fell from 60.57 per cent. in
1858 to 15.6 per cent. in 1923, At the beginning of her indus-
trial caroer, exports of raw materials were 26.27 per cent which
fell to 4.17 per cent. in 1928 and the imports of the same rose
from 4.98 per cent. to 53.12 per cent. in 1928.°

2 [adien Banking Commitiee’s Report, para 325.

3 The Japanese Government realized theseriousness of the situa-
tion and embarked on an active national policy. Numerous students
were sent abroad to study the industiial and commercial technique
of the West, importation of foreign experts to train the Japanese
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In England also till lately the home of laisser faire, the
Government has come actively to the assistance of industries
and between 1921 and March 1927 a loan of more than £ 79
million was raised under the Trade Wacilities Aels {or approv-
-edl purposes on behalf of private coneerns with Government
guarantee.*

CAPITAYT. REQUIREMENTS OF INDUSLRTRES.

Industries require capital for two purposcs: (1) Capital
for block or to finance fixed assetd. Newly started industries
require money for land, buildings, machinery and other appli-
ances of a durable kind. 0Old established indusirics also
require long-term capital for extensions and replacements.
{2) Working capital i3 required to purchase and work up raw
materials into [inished goods, for stores, for expenges on
marketing and advertisement and also for day-to-day reguire-
ments. A portion of working capital is also of the nature of
long-term finance. There is a certain stock of raw malerials
and manufactured or semi-manufuctured goods which never
{alls below a certain minimum and money required to be spent
upon these goods is also permanent capital. Working capital
required above this minimum is of the naiare of ghort-term
firance. The relative proportion between working and
block capital varies from industry to industry. Where pro-
cesses  gre  ‘round about ', proportion of fixed to working
capital is very large as in the cotton mill induaslry, tron and
stecl indastries and the hydro-clectric indnstry.  1n industries
where processes are not “ronnd about’ and implements are
comparatively inexpensive as in cottage industrics, the pro-
portion of fixed to working capital i3 very smadl,

Extsriveg Faciraries in INDIA,

Industries in India are not able to oblain finance (o an
adequate extent. The Imperial Bunk is not allowed to grant
loans on the scceurity of shares and fixed assets and it is thus
unable to grant loans to jondustrial companies for capital
expenditure and cven as regards working capital seeured by

in maustviat teennigque and other machinery for industrial fraining
was atzo provided., New industries such as textiles, iron and steel,
ship-building, cte., were started.  Capital was supplied when-
ever possible and substantial help was rendered by granting subsidies
-or giving profeclion, Commetcial museums were opened by the
Government in almost all the cities to hold periodical exhibitions by
which the sale of goods abroad was lacilitated and useful inforrsation
was supplied to the traders, The Yokohama Specie Bank was estab-
lished 10 1880 and the Industrial Bank of Japan in 1902 which gave
impetus to the progress of Japan’s industrial development. For
-details see Ttan, Present-Day Banking in India, p. 200, G. C. Allen,
Modern Japan and fts Problems, 1928, p. 166, and the Indian Central
_Banking Committee’s Report, pp. 265, 266,
4 See Report of the Liberal Indusirial Enguiry.
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liquid assets, it insigts on a margin of 30 per cent. and it cannot
grant loans for more than six months. The industries have
thus to provide not only the whole of the long-term capital,
but also 30 per cent. of the short-term finance. * This attitude
of the banks in TIndia, added to the shyness of Tndian
capital, acts as a damper on the industrial development of
India.” Banks usually insist on a full backing of tangible and
easily marketable security and do not grant Joans on personal
credit and integrity of the borrowers.” This is because banks.
do not have confidence in industrial coneerns due to bad manage-
ment of the latter ; but it is to some extent the business of banks.
to distinguish between good and bad concerns and to help
those concerns whose posilion is sound. The insistence of the
banks on a 30 per cent. margin against stocks of goods iz a great.
hardship to industries gpecially in times of low prices. The
Cotton Textile Industry is passing through very bad times and
the Managing Agenis, who in ordinary fimes can raise [inance
without difficulty, are unable to cope with the situation at
present.  In other countries, banks would have nursed such
important industries by a bold and genercus policy. Banks in
India at present finance industries out of short-term deposits,
but the indnstries are not always sure that the loans would be
renewed on expiry of the period. In the Bowmbay Presidency
and specially in Ahmedabad, industries get capital through
public deposits and these deposits are withdrawn in bad times.
from good as well as from bad concerns and industries cannot
always depend upon them. lurther, rates of interest for loans
and advances are very high, the usual rate being the Imperial
Bank Rate or one or fwo per cent. higher. The Imperial Bank
Rafe fluctuates owing to scasonal stringencies which means a.
real hardship to industries.

Capital for indusirial development from the publie iz not
eagily forthcoming and debentures are not as popular in [ndia.
as eclsewhere, This shyness of Tndian capital ia due to
2 variety of causes: (1) There is no recognized method in
India by which people can obtain advice, guidance and assis-
tance with regard to industrial investments. Bankcers’ clients.
can obtain this type of help from their banks in other countries,
but there are no banks in many urban centres of the right type
which can guide their customers in such matters in India. (2)
The failure of many smaller concerns has shaken the confidence
of the public in industrial investments and people prefer postal
savings banks and other Government securities to industrial
investments. (3) Some investors look to capital appreciation,

5 This is in striking contrast to the position in Englaad where for
current business purposes banks grant loans on the personal security
of the borrowers. See Walter Leaf’s Book on Banking quoted by the
Indian Banking Committee.
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and fixed interest bearing debeninres with no prospect of
<capital appreciation do not appeal to them, {4) Insurance
companies in other countries invest a large portion of their
funds in the sceurities of first ¢lass concerns, but in india there
is no insurance company which has taken to this kind of invest-
ment. (b)) Heavy stamp duties on debentures and transfers of
debentures are additional impediments in the way of the popu-
larity of industrial debentures. (6) The fiseal policy of the
Government which does not guaranfee prolection againgt
foreign comnpetition is anothoer reason for the shyness of Indian
capital. * We have heard the complaint that though machi-
nery has becn set up by the Government to eonsider the claims
made by wvarious industries for protection, namely, the Tarilf
Board, the recommendations of this Doard are not always
<carried out by the Govermment. It is, thercfore, argued that
the investor in an industrial undertaking has no asgurance
that the industry in which he invests will reach the profit-
earning stage or that the profits, when onee they acerne, will be
maintained by inauguration of proper protective measures on
the part of the Government of the country.’
InpusTRIAT, BANKING 1IN OTiiir COUNTRIES,

Germany.—In Germany an industrial firm has a current
aeccount with its bank and at times it is in debtl to the bhank
and at other times it has a eredit balance with the bank, The
amonnt of indebtedness, the period for whiclt the loan is
to he outstanding and the sceurity to be offered are matters
Sscttled between the bank and the borrower beforehand.  The
current account balances are used by firms in Germany not ooly
for shart-term finance for working capital, but also for bleck
-capital for extensions in anticipation of reconrse Lo the invest-
ment market.,

Tpitial eapital is provided in two ways. 'The promoters
offer capital to the public or they themselves take over the
entire capital in the beginning with the intention of offering
it o tlie public later on. Laterly, the second method hag sup-
planted the first to a great extent, and in this conneetion the
German banks have played a great part in providing the initial
capital which is released to the public subsequently or sold
direetly to customers having relations with the banks. A
number of banks join together to share the risk., It may be
noticed that the investment of German Banks in gshares of
industrial eompanies i3 not a long-termu investment and is
resorted to merely as a safe and liguid investment for part
-of the banks” resources in first class securities. The banks
in this way acquirc business connections and influence. The
German banks thus play an important parf in financing enter-
prises. The ordinary banking business is, of course, the most
important with German banks, but in addition, there is a
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department for industrial and similar finance, ‘ with a limited
sharc of the banks’ own resources, for carrying on [inancial
transactions ariging from time fo time in tle rclations of the
bank with the industrial and similar joint-stock comyanies.’
These transactions require & certain amount of carital invest-
ment which is in close relationship to the capital and reserves
of the banks. Though in the aggregate it remains stable,
its composition quickly changes according to market conditions
and if the public does not respond to the offer of securitics
resulting from suech industrial finance, the banks cannot.
continue assisting industries till such time as the public is
again prepared to put up the new capital.’

¢ Mr. N. R. Sirker writes thal this account of the Gerinan baaky
iz not only inadequate, but that the lessou of the German banks is
not. rightly appreciated by the Indian Banking Cowunittee. The
Goermnan banks piay a large part in the provision of long-tetm capital.
They altend an industvind undertaking from birth to its dealh and
help the concern through thick and thin, * They have satistied the
need for an institution to educate and encourage the geneal public
in investing theiv surplus {unds in industiies.  There was a place for
some kind of ageney which should obtain the contidence of the invest-
tng class, and use their confidence to direct their capital towards sound
industral underlakings., It was primarily the filling of this place that
called into being the Credit Banks of Germany and accordingly these
banks gave a prominent place in their programme to the development.
of Juini-Stocl. Companics. The Germian investors are even now
v eve e reluctant to participate in any undertaking before it is fully
Tnunched and they have a peeuliae preferenes For projects in which
a leading bank has interested itself" See his Minde of Dissent on
p- BAR of the Tndian DBanking Conunitlee Keport, In this counection the
forcien banking cexperts are of a dillerent opinion. According to them,.
the starting of industrics is nowhere consiacred lo be a bank’s afiair,
An indastrial company has to find its block as well as its working
capital, and il must prove itself strong enough before it is it for
industrial finance. They 1emark, ** Tinder the German Banking systom
such financial transactions which oceur from time Lo time are, how-
ever, limited from the same conditions which govern the Knglish issu-
ing Nouses. .., .... They reguire a responsive capital market and if
the public are willing 1o put up the new capital required by the indus-
trial company and which is offered to the mwarket in a suitable shape,
then the banks under the German system will not take the place of
the public. They will not themselves furrish to the industrial com-
pany what the investing public is not preparcd to take.... 1If Lhe
public is not responsive to the offer of 1he securities resulting from
such industrial [inancing, then the amount normally invested by the
banks....cannot be raised.,.,The German system offers indeed a
great many advantages for Lthe industrial devefopment of a country
and benefits the banks as well.  This, bowever, is only on the condi-
tion that the business of the finance is handled with the utimost caution
and care. Banks engaging in industrial finance should not and indeed
do not start any new industries, nor showld they manage industrial
enterprises by themsclves. German banks do not employ a statf of
industrial experts.... What they do is to cultivate not only regular
commercial banking business, but alzo financial transaclions......
They develop a sympathetic attitude for the needs of industry.”  See
Arnnexure II by Foreign Hxperts submitted to the Indian Danking:
Committge.
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Belgiwm.—The banks in Belgiwm have rendered great
services to her industries and they were the only source from
which industries could get financial help, The Socicte Gencrale
de Belgique, established in 1822, was the first joint-stock bank
in Europe to develop indnstrial banking and it also controfled
various industrial concerns.

France—In Irance, special institutions called Banques
I’ Affairs have grown up to [(inance industries. They parti-
cipate in the capital of industrial concerns and lelp in placing
their bonds and shares with the public.

Ruwitzerlond.—The connection between banking and indus-
tries 18 very close in this covntfry. The Trust Banks there
1ssue their own bonds whose proceeds are utilized for granting
long-term loans to industries and for purchasing their shares.

Italy.—'The establishment of the Societa Finaneciara Italiana
which took over the industrial seenrities held by the Credito-
Ttaliano  paved the way for z sound system of long-lterm
finanee.

Treland—In 1926 the Industrial Trust Company was
established in Irelund with direel, Government assistance with
a view to facilitate the financing of those enterprises which had
previeusly got loans in the form of Government guarantecs
under the Trade Loang Acts which were due to expire then.

Iaglaid.—in England a very cantious poliwey is foHowed
by clearly svluratmr' industrial {rem commercial banking.
There are various international Tssuing Ilouses in England
which take up the matter of industrial finance and keep them-
selves direetly in toueh with the concerns they tinance,  With
their help, the sceuritics of industrial coneerns ean e casily
put on the market. Owing to the development of the Invest-
ment Market in T ngland the Tssuing Houses can readily
invest money in the (':i-pil‘-rtl of industrisl concerns to retease
the shares to the public,

Japan.—Japan was not slow in putting into practice the
principles and methods of Western countries and the Induos-
trial Bank of Japan was established in 1902 to finance Govern-
ment loans and to make advances against Government and
Semi-Government securities, against ships, ship-building mate-
rials and other industrial issucs. With the approval of the
Minister-in-Charge it c¢ould purchase or under-write stocks and
shares. The Government cxercises control through the
Miniater-in-Charge who appoints the controller for supervising
the Bank’'s business. Dividends to the shareholders can be
declarcd on the approval of the Minister. In the beginning
the Government guaranteed a b percent. dividend up to 5 years.
The Government supplies funds to the Bank at a moderate-
rate and guarantees capital redemption and interest payment
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of the Industrial Bank of Japan loan bonds if such loans are
floated in foreign countries.

A study of these faets shows that private enterprise and
initiative alone cannot be depended upon to provide the neces-
sary financial hetp for industries, and some special type of
institution is very necessary to provide long-term finance and to
infuse conlidence into the publie so that the latter may invest
their money in industrial investment securities. This special
institution should be, as a general rule, apart from the com-
mercial banks. Granted that a speecial tyvpe of banks is neces-
sary for industrial finance, the question is whether it should
be a provineial industrial corporation for every province or
2 Central Instituiion.

The arguments in favour of a Central Institution are :—
{1) In the present stale of depressgion, the Central Goveen-
ment will be in a better position to raise {inance for purchasing
the capital of the corporation or for giving a guarantee regard-
ing the return on ecapital than the Provincial Governments.
(2) The directors of the All-India Bank being men of All-India
reputution will command greater confidence of the public than
the direetors of provincial banks beecause of their wider know-
ledge and outlook and hence the Central Tnatitution will find
it cagier than separate provincial institutions to raise money
for shares and Jdebentures.  (3) An All-India Bank with greater
resources and well-distributed investments in industries will
be better able. to tide over periods of depression. (4) An All-
India Bank will gnide the industrial development of the country
on very sound lines as it will gather knowledge and experience
from all parts of Tndia and will have a well-equipped intelli-
genee department.  (5) A Central Institution will be able to
employ @ stafl of experts in various branches very economically
to advise on industrial propositions throughout the country.

The arguments for & Provinelal Institution are: (1) The
Provincial Governments will find it easier to supply a small
portion of their financial assistance than will be the case for
the Central Government on whom the total demand will be
very heavy. (2) ' Industries ’ being a transferred subject tho
Provincial Governments should be allowed to deal with it as
they think best. (3) The advantages of a centralized issue
of capital are real within some limit and the competition of
the Central Government for capital in the All-India markets
has also to be considered. (4) Provincial Banks will be betfer
able to look to the nceds of their provinces than an All-India
Bank specially as cottage industries will also have to be financed
by the banks. (5) The economy of engaging technical experts
at the centre is not very important as there will be few oceca-
sions on which their services will be utilized.
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DETAILS OF SCHEMES PLACED BEFORE TIE INDTAN BANKING
COMMITTEER,

{a) Capital.—Tt was proposed that the capital of the
Industrial Bank should be raised partly by sharves and partly
by debentures and different estimates were given for the
capital of the All-India Bank. Omne guggestion was for RHs. 50
lakhs to start with which could he increased aecording to
requirements ; another suggestion was for Rs, 3 crores on the
basis of K. 30 lakhs for cach province whieh could be supple-
mented later. Another suggestion was for Rs. 10 erores of
authorized capital of which Rs. 2 crores might be raised initi-
ally. Tn the case of a Provincial Bank for Bombay a sugges-
tion was made for an aunthorized capital of Ra. b crores and
paid-up capital of Rs. 1 crore aceording to the industrial pos-
gibilitics of the provinee.

(b)Y  Receipt of Deposits—Various suggestions were made
for the reecipt of deposits. Some witnesses suggested long-
term deposits for not less than 3 ycars so that competition
with indigenous banks might be avoided. It wasg also pointed
out by some that ithe bank should receive short-term deposits
and in the early years shoulid do commercial banking busincss,
becanse people would not be prepared to place their deposits
with the bank for long periods, but those in favour of long-
term deposite favoured Government gnarantee to inspire con-
fidenee among the depositors. In this e¢onnection the Indus-
trial Commission had recommended to this effect, ** 1t appears
to follow that an industrial bank with a sufficiently large
capital to ensurc its safe working must....combine ordi-
nary banking business with its industrial activities to enable
it to obtain a return on its capital. Buf....the clearest
possible distinetion must be drawn between industrial finance
and ordinary banking business. Share and debenture capital
and long-term deposits may legitimately be used for the former
purposc, but short-term deposits never....”

(¢} Government Assistance—I1. Guarantee of Interest on
share eapital was suggested with a view to inspire confidence
in the public. Some people suggested a limited guarantee for,
say, five years and others a permanent guarantee to be revised
periodically. 1I. Guarantec of share capital was advocated
ag it was thought that the bank would not be able to attract
gufficient capital without it. ITI. Guarantee of Principal
of Debentures—It would induce people to purchase dehentures
of the bank, but if there is some guarantec on share capital,
guarantee on debentures is unnecessary as they will be issued
on adequate securities. A double guarantee is preferred by
some people.  This guarantee should be limited for some years,
but it was also argued by some that there should be no such
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limit as the guarantee in case of business will last till it becomes
a paying concern and different concerns financed by the bank
will become paying concerns at different times. IV. Guar-
antee of Principal of Iebentures. A powerful and well-direct-
«d stimulus iz needed to start the ceonomie development of
India along the path of progress. Such a stimulus ecan only
be supplied by an organized system of technieal, financial
and administrative assistance.” Tt is, therefore, suggested
that the Government should give a guarantee regarding the
repayment of debentures. V. Inclusion of Debentures in the
st of Trusiee Necwritics. The Indian Banking Committee are
not in favour of it.

{(dY Nature of Govcrnment Control—Some restrictions
ghonld be placed upon the activities of the bank by the Govern-
ment to cosure satety. The restrictions proposed are: (1)
The bank should not lend more than o certain proportion of
ity ecapital to a particolar industry. (2) Advances should be
made only after the expert gives a favourable report about
the prospeets of the concern. {(3) Applications from indus-
trial concerns for loans should be entertained only when 50 per
cent. of the required eapital of the coneern has heen subseribed
and paid up with a view to avoeld risk to the bank. (4) The
bank should satisfy itself that the management of the indus-
trial concern iy in the hands of expert managers. (5) It was
also suggested that the Government shoulid exercize control
over the bank by appointing one or two directors.

(¢)  Nature and Seope of ddeances.—The bank can provide
initizl eapital for industries in the form of a direct loan or by
under-writing the share capital of the concern.  In case eom-
mercial banks do not provide working eapital to industrial
concerns, the proposed bank will take up this business also
and it could also develop the cottage industries.

PROPOSALE o B CORRTRAL BANEING COMMITTEL.

According to the Committee initial bloek capital should
come from the public through shares and debentures, and
capital for extensions should come from reserve funds and fail-
ing that from issuing shares and debentures. Commercial
banks ¢an he expected to supply finance for sueh purposes
in the form of temporary advances on adequate security. These
loans should be repaid from the procecds of shares or deben-
tures. °‘ lPurther the ideal arrapgement is that industrial
enterprises should also provide out of their initial capital the
minimum necessary working capital.... Any extra reguire-
ments of working ecapital over and above this minimum might
be met by short-term advances by commercial banks which
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will be entitled to require that the industrial enterprise main-
tains a safe and proper relation between owned and borrowed
«capital.’

WHAT COMMERCIAT. BANKS STouLb Do.

The commercial banks can follow the policy of German
banks by under-writing the shares and debentures of industrial
concerns 8o that the public may have conlidencs in the con-
cerns and may purchase their shares and debentures in eourse
of time.  No fechnieal experts on the staff of the banks are
necesgary for this purpose and to have business relationy with
industrial concerns, a commercial hank should have somebody
on the management to be fully conversant with the financial
side of the industries in general. These banks’ delegates will
prove uscful to industrial undertakings in view of their general
-oxperience in Yinanee and will also be of advantage to banks
themselves to proteet them: against losses, This will also
promote an abmosphere of mutual confitence. DBat, of course,
this new class of business requires much experience, & sound
banking policy, considerable eapital and o firm resistance to
speculative tendencies,  The Tmperial Bank of Tndia on the
-establishment of tlie Reserve Bank might give a lead in this
direetion, bnt the bulk of the smaller joint-stoek banks in
India having small resources ave unitt for the business. To
establish an effective Halson between the bank and the in-
dustrial concerns it is necessary that the entire hanking business
of an industrial eoncern to he tinanced by the bank should
be in the hands of only one bank.

The Banking Committee recommend the appointment of
Loeal Advigory Cormunittees in Banks to create a sympathetic
attitude of the banks towards industries. These committees
will provide reliable information to tle banks regarding the

7 The forcign cxperts who collaborated with the Banking Com-
mittee do not accept the position that industrial eoncerns in India
should be expected to have their working capital supplied by com-
mercial banks even if adequate security is offered. - Not only block,
but also normal working capital has to be furnished out of the firm’s
own capital, and before the firm is {it for Industrial Banking...... ves
it. must. have been in operation for a sufficient period to prove that it
is strong enough........ We consider this as the sound arrange-
ment s0 that the expressions ** ideal wrrangement ”” and *‘minirmnum
working capital”, .. .seem too weak to us.... We understand by the
+pornud working capital >’ the capital, which the industiial concern
can employ during the whole vear on the basis of its present eapacity,
whilst only the amount in excess of that nermal capital needed in the
buay season....may reasonably be expected from bank credit. If
the ‘whole of the worliing ¢apital of an industrial concern is borrowed
money, part of the loan would become locked up, and the concern
would ncver be free from indebtedness to the bank,” See Appendix T
to the Central Bunking Commvittee Report, pp. 610, 611, also Iinclosure
11, pn. 63J, 832, .

4
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status and financial position of their eustomers. 'The fone-
fions of these Loeal Boards should be purely of an advisory
character, otherwise the responsibility of the bank management
will be weakened. These advisory Boards will be sclected by
the Directors and the choice should fall on the leading men
in business and indnstry.

TRegarding the granting of loans on personal security, the
banks mm Tndia are not in a position to do that. and even in
Woestern countries such loans are eonfined to very big firms,
“ We cannob, therefore, recommend an indiseriminate exten-
sion of the system of granting clean credits by banks in
India...... " But the banks should treat borrowers according
to their integrity and finanecial position regarding loans and
seenrities and il borrowers are of good standing as to justily
foans on personal seeurity, this should be dene.

At present Government securities are more popular than
industrial sccurities because of the eredit of the Government
and the rates of interest ofiered by theni.  The fiscal policy of
the Government is algo regponsible for this fact ay the investors
are not sure that the Government will guarantee protection
against foreign compeiition. ** We think ihat a nationaliza-
tion of the country's fiseal poliey would. ..., cnable industrial
investments to beecome  equally  attractive  wilth Govern-
ment seenrity.”

PrOVINCGIAL TNDUSTRIAL CORPORATION.

The Cenfral Banking lingquiry Committee iave recommend-
ed the establishment of a Provincial Indostrial Corporation
for every province, with branches, if necessary, and with capital
initially or permancntly supplicd by the Provincial Govern-
ments concerned. Bubt this ereation is dependent upon the
will and judgment of Provincial Governments.®* To what

2 Mr. Sirker makes the following vemarks in bis MHenvie of frssent.
‘T am convinced that the establishment of industrinl banks is not
only desirable, but absolutely necessavy. 1 regrel thal my colleagues
have been led to make their recommendation vague and perhiaps mis-
leading. For, as the recommendation now stands, it scems to imply
that the case {or the establishment of such institutions has still to be
proved before the Provincial Minister takes any action, The Indos-
trial Commission which considered the matier in 1918, .. .recormmend-
ed the constitution of an expert commitiee to consider the question
of the establishment of industrial banks for {inaneing indusiivies in
India, The Banking Connnitlee which is surely an expert committee
........ would be failing in its duty if it did pot unequivocally press
for the establisbment of industrial banks in the provinces, the need
for which has been emphatically pressed by all the Indian witnesses
........ I do not think, thercfore, that it will be necessary for the-
future niinisters in the provinces where the hanking committees have
recommended the creation of industrial banks to go over the same
ground....as we have traversed. Sce his Minufe of fdissent, pp. 535-
536, 1le, therefore, definitely recomniends the establishment of
Provincial Corporations jminediately in Bombay, Madras and Bengal.
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industries should help be granted is solely to be determined
by the Corporation and the Government. “We think it un-
desirable to fetter in any way the diseretion of Provincial
Governments in a4 matter which is of [undamental importance
from the point of view of provincial development by suggest-
ing hard and fast criteria for the grant of asgigtance by the
proposed Corporation. At the same time, ..., .we hold that
the advisability of giving assistance in any partienlar ease
should depend on the extent to which the enterprise will be
of benefit to the publie, and will add to the productive power
of the provinee and provide employment for its people, and not
merely on its probable advantage to the promoters of the
industry.”’

The share capital will vary from provinee to province
according to industrial nceds. As far as possible it should
be obtained {from the publie, and lailing that the Committes
have recommended that the Governmeni should purchase as
much of the capital as is not purchased by the public. This
method i preferable to the guaranice of dividend on share
capital. The share eapital should be suppletnented by deben-
ture eapital’ which should not be more than twice the amount
of share capital in the beginning, and to make the investment
atiractive the Government showld gnarantee inierest on deben-
tures for a limited period. If necegsary, the Government
might also parchase a portion of debentures until a rogalar
market has been created for them,  The Cominitblec reject the
idea of the debentures of the Indusirial Corporation being
classed among trustee securities.

The Tndustrial Corporation can also secure resources
through long-ter deposibs from the public for a period of not
less than two years. Short-term finanes will be obtained by
indusurial converny [from cxisting institutions. The monoy
80 oblained should not be fent out for longer periods than the
cutrency of the deposits. This proposal that deposits for less
than two years should not be accepted by the Corporation is
designed to prevent competition with private joint-stock banks.
BSo long as the Government is interested in the Corporation
through subseription of share or debenture capital, or through
guarantee of dividends or intercst on snch capital, it should be
represented on the Board of Directors of such Corporations.
The Government nominee should not have the power of veto,

9 Debanture issuecs should not exceed the amount of the out-
standing long-term Joans, and must not be more than five or six times
the amount of share capital. This would secure good profits to the
Corporation and the debentures at all times would be covered by long-
term secured loans and the additional secarity provided by capital
to the extent of 20 per cent. of debenture issue will be enough.
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but he should be entitled to ask for a reference to the Govern-
ment if he does not agree with the views of the Board on impor-
tant matters. By-laws should be framed by the Corforation
giving the conditions under wiieh it may grant loans to indus-
trial concerns. This will ensure that the business of the Cor-
poration is conducted in a fair and impartial manner. During
the currcney of the interest of the Government, such by-laws
should require the sanction of the Government.'”

AN ALL-InDIA INDUSTRIAL CORPORATION.

This ingtitution can gecure proper liaigson in the matter of
finanec, and a direet, connection with the largo spending depart-
ments of the Central Government and correlation of industries
with railway rates, customs and stores purchase policies
ol the Government. This question is to be finally decided by
the demands of {he Provineial Govermments reguiring the
gervices of such a Central Institution or by the Central Legisla-
turc, For somce time at least there will not be national in-
dugtries of such importance in 80 large a number as to justify
the establishment of such a Corporation to enable it to invest
its funds reruuneratively, and t e existing national industries ean
be {inanced directly or indircctly by the Federal Grovernment.
Tt will, therefore, be a long time before the establishment of
such an All-Tndia Corporation will be justified. But the co-ordi-
nating and supplementary functions proposed to be entrusted to-
the Corporation will be there.  For these reasons an All-India
Industrial Board with advisory [unetions is 10 be recommended.
It should consist of the Government Members of the Industries.
and Tinance Departments, represcntative businessmen con-
nected with finance, banking, commeree and industry and
representatives of Provincial Industrinl Corporations.

Trs FPUNQTIONS,

The Board can take np periodical surveys of Indian indus-
tries and suggest the truo lines of progress by avoiding over-
production, It ean help the Provincial Governments in pre-
paring their programmes of industrial reconstruction and it will
thus be able to avoid unnecessary inter-provincial competition
in« particular industrvies. It can render services regarding
the collection and dissemination of industrial intelligence so-
very useful to all provinces. In ¥urope and America such
statistics of production are being compiled which cnable
governments to follow definite credit and currency policies, and
in India this work can be entrusted to the All-India Board. It

0 Qee Minute of Dissent of Mr. N. R. Sarker, pp. $44-345, where-
he lays down certain functions of the Corporations and suggests
precautionary measures for controlling their practices.
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can maintain a staff of experts, keep up to date the results of
industrial surveys by studies and researches conducted by
experts, give suitable advice to the corporabions regarding issues
of debentures, etc., can guide the general policy of the Pro-
vincial Corporations in making investments in socurities of
industrial corporations, and it can advise the Giovernment and
Provincial ITndustrial Corporations with regard to the floating
of inland and foreign loans. Tt can enqguire into the oreaniza-
tion of Indian industries and make suitable recommendations
thereon. The Government can depend upon it for advice on
commercial and indnstrial education on proper lines, and it
can also formulate some schemes for drawing out small savings
for industrial investments. Most of all it can emphagize upon
the Central Government the need for formulating their fiscal,
financial, railway rates and stores purchase policies to sunit
the interests of Indian industries and suitable action for advanc-
ing the interests of industries in general ean be undertaken
by the Board.



CITADPTER 1X.
The Managing Agency System.

THE mavaging agency system occuples a very important
place in the finanving of Industries in India. There are firios.
of outstunding reputatiovn which bring new industrial concerns
into existence, draw up the memorandum and articles of associ-
ation and perform the other preliminary operations. They
algo define the voting powers of the shareholders and reserve
ample powers for themselves in order to exercise control over
the concerns they manage. The following table, including a
list, of the managing agents of Caleutta, shows the extent to
which industries are controlled by the system :—

2 T 3
Name of Manapivg Agents EE“ _:;gg g -Z
- 5 52 2 3 3
o= o " @ i) £
2 2 & sa" & 4 8
Arncdrew YVuale & (o, LoAE 1018 14 . 3 1 g
Dancean Bros, ., .23 1 24 .. ‘s
Martin & Co. .. SoBn L L 7 4 8 1
CGetavines Steel & Co, (B X 1 5 i
Begp Dunlop . 17 A 13 N .
Rird & o, 18 = 3 2 5
Mel.ecod & Co. 17 5 L] . {1 J
Gillanders Arbuthnot & Clo. 17 2 B 3. oL, 1
Willinmson Magor & (o 17 16 ) .
whaw Wallace & Cao, LG 7 [ 3
Jardine Skinner & Co. .. I L [} 4. 2
Kilburn & Co. 15 1] 3 2 1 ..
Davenport & Co. 14 14 .. .. .
H. V. Low & Co. 13 Lo 12 1
Balmer TLawrie & Co. 12 .. 2 s 1
¥. W. Heigers & Co. 11 2 .. 8 .. 1
MeNeill & Co. .. i0 .- s .. 1
Killick Nixon & Co. - 0 P 2 T ..
Begz Sutherland & Co. 8 e 1 5 2
Villiers, T.td. .. [§] 3 3 .. ..
Kettlewell Bullen & Co. [ 2 .. 3
Geo, Henderson & Co. 5] 2 3 ..
Birla Bros. v 4 L .. 3
Jas, Finlay & Co. e e d 1 3 .
Thomas Duff & Co. .- .3 .0 L. L s L
Other Firms (11) . s 26 6 £ 4 6 3 .. 1

Total ..330 .)2. 147 70 29 40 4 32

The system is a peculiarly Indian phenomenon, having no
parallel in any other country of the world. In its origin, it
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is a continuation ol the Jarge trading houses which carried on
banking, industry and other activities indiseriminately, The
promotion of the colion textile industry in India is almost
solely due to the managing agenecy system. The pluck and
cnterprisc of the carly Parsee founders of the cotfon mills in
India descrves admiration. The firms of secrelarics and agents
had a very large stake in the capital and forlunes of ecotion
concerng and their services in the initial stages of the cotton
industry, specially in Bombay and Ahrmcdabad, were praise-
worthy. Iiven now, firms ol manuaging agents play a pre-
dominant part in the prometion of varicus indastries in Tndia.

In Bombay, when an indnstrial concern, particularly a
cotton mill, is started, the managing agents raise capital from
persons who trust them. The working capital is obtained from
private deposits and cash credits from bunks. The deposits
are for six to twelve months and bear Interest at about 11 lo
61 por cent. which to a gread extent depends upon the puosition
of the mill and the standing of the managing agents. Loans
from banks are obtained on the guarantee of the managing
agents und now the liquird wssets of the concern are hypothe-
cated to the bank., When the Imperial Bank of 1ndix grants
loans on the strength of promissory notes, the latter muast bear
two signatures, and thus the personal gnarantee of the manag-
ing agents is also taken. This is not nccessary when loang are
obtained against government and other trusbec securitics, In
gome cages the managing agents provide fAnance in case they
are appointed agents for buying raw malerials and selling the
products of the industry.

In Ahmedabad, tho system has been admitted to be an
ungualified success.  The total block ecapifal, requirsd for
starting a cotton mill in Ahmedabud, is Hs. 20 lakhs of which
Rs. 5 lakhs is initially raised by share eapital, and the balance
ig raised in the form of seven-year deposits for Rs. 5 lakhs
and the remainder Rs. 10 lakhs ig raised either through one-ycar
deposits or found by the managing agents themselves. The
seven-year deposits are attracted by the deviee of granting
a share to the depositor in the agency commission.  The manag-
ing agency is made into a limited concern with a nominal
capital of Re. 1,000 divided into 1,000 shares of rupoe one each.
A person who is prepared to deposit Rs. 5,000 with the concern
is given one share of the agency company and he is thus entitled
to one-thousandth part of the agency commisgsion. The value
of this one rupee share in the market is often about Rs. 700 to
Rs. 800. These shares can be sold off by the holders at their
will.

The deposite received by the mills mostly come from indi-
vidnals and vary on the average from Rs. 5,000 io Rs. 10,000,
Before the War, all the deposits used to eome from the public
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in Ahmedabad or the adjoining villages, but after the War, some
of the coneerns have accumulated reserves and these regerves are
now inter-deposited. The deposits from rural areas have fallen
becanse of the fall in the prosperity of the people and because
of Government competition. The Ahmedabad public regard a
deposit with a mill commpany safer than with a bank because of
the business integrity of the managing agents, Tn Ahmedabad
mills get little assistance from banks because the latter are not
prepared to invest their short-term resonrces in block capital,
and the former arc unwilling to pledge their stocks for advances
for short periods as this would ruin the whole fabric of their
credit. The managing agents get o commission for selling tho
products. 'The rates of interest offered on deposits in Ahmeda-
bad were as follows for a number of years ;:—

Per cent.
_ 123 . .
May, 1926 .. .. 5}
Janvary, 1927 .. .. b
October, 1929 .. . 5k

The rate which the managing agents c]nrgu on advances made
by them is never more th'm 6 per cent. and compares favour-
ably with rates on deposits, because the amount they can be
called upon to advance may sometitnes be very large. The
following statement shows how the mills of Ahmedabad and
Bombay get their finanee :—

{{n Lakhs of Rupees.)

Bombay Ahmedabad
Figures of (4 Mills Figures of 56 Mills
Percontage of Percentage of
Rs. total Ras. total
finance finance
Amount loaned by the
managing agents .. 5,32 21 6,64 24
Amount loaned by banks 2,28 9 42 4
Amount of public de-
posits . 2,73 11 4,26 39
Amownt of share capltal 12,14 49 3,40 32
Amount of debentures
1ssuned - . 2,38 10 8 1

It will be noticed that the amount of public deposits and
the amount directly loaned by managing agents are far more
important than the amounts loaned by banks. The system
of public deposits gpecially in Ahmedabad is commendable, and
without it the industry would not have made as much progress
a8 it has done. Like many other elements in Indian economie

! Made up of :—46 from managing asgents, 53 from bLanks and
139 from the pullic.
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life, the system is doomed. In times of depression public
deposits fall and the coneern may come to grief. From the point
of view of the depositor, the investment is safe as long as the
concern may be well-equipped and well-managed, but being
an unnsecured ereditor, the depositor might stand Lo lose,

In Caleutta the managing agency system mainly prevails
in jute, coal, cotton and tea industries where the powers of
managing agents are very wide. They are the [ounders of the
concerns, arrange for the finance in various ways, purchase
the raw materials, supervise the mannfacture, scll the
products and conduct the managemeunt of the concern in all
possible ways. They also give the guarantees when banks so
require, but the guarauntee in Calcutta is merely this that the
overdralts granted are always covered by stocks.

In Bihar and Orissa the managing agents are most active
in the cozal mining and iron and steel industries.  OFf the lesser
industries they support most of the cleetrical enterprises, the
lime factories and the larger mica mines and & good part of the
sugar industry. Their disadvaniages from a purely provincial
point of view are that ** they have concentrated mainly on
industries dependent on the exhaustible resources of the pro-
vinee and have not, save in the matter of sugar, developed
other industries, not so dependent.” (See Bikar and Orissa
Banking Commitlee Report.)

Though the managing ageney system has done a great deal
for the industrial development of the Dombay province it has
serious drawbacks. In many cages managing agents, in addi-
tion to managing their mills, have traded and speculated and
the consequent weakness of their position has reacted upon the
finances of the mills, beeause banks have recalled loans even
from sound industrial concerns owing to the deterioration in
the GLinancial position of the managing agents. It is truc that
in times of erises, they have incurred extensive losscs as a result
of financing the mills under their control, but in many cases
these loans have been turned into debentures, and the control
has passed on to them im place of remaining with the share-
holders who have lost all their capital invested In industries.
The managing agency system works well in good times when
the managing agents may themselves supply finance. In bad
times, however, the managing agents are not able to cope with
the financial requirements of the industries.

Mr. Manu Subedar, in his Minute of Dissent to the Central
Banking Committee Report, sumimarises the disadvantages
thus: * The system is old-fashioned and it has outlived its
utility. Tt is disadvantageous to the shareholders, whose in-
terosts always come second to those of the managing agents.
It has now held the field in industry to an alarming extent.

F
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New industrial capital could be drawn and new concerns could
be promoted with ease only through the great established firms
of managing agents. Outside of them they would have an
uphill taslk. This is not a healthy situation as it does not augur
for extensive development of industry. Managing agentq
have contracts with provision not only for long periods, but
for their perpetual renewal and often the managing agents
could not be got rid of, except when they resign.  Sowe of the
contraets involve payments to them on purchase for the com-
pany, and some en sales and sorme on both. In some cases
the managing agents get their commission on production
without any reference to the condition of the company.” In
this way a large portion of the profits of the concern are absorb-
ed by the managing agents and the industry is made less atirac-
tive to the investor. Henee the system checks the flow of
vapital  intoe 1he indostry. They speeulate on  the stock
exchanges in the shares of their own concerns and take advan-
tage of a rise of prices ** to boom their shares and unload them
4t top level, leaving the publie to hold the baby.”” In this
way they give Lo industry » bad name.  The managing agency
contracts are sold withoul any reference to sharcholders and
the shareholders, who huve purchused the shares on the personal
reputation wnd efficiency of some purtners in the irms of manag-
ing agends, find their investments in the haudy of young and
incompetent hands who may be eornpletely untit to carry on tho
work. The managing interest often represents promoter’s
charges which ought not to be a drag on the enterprise for ever.
It sometimes represents a capitalized goodwill which 4 new
party purchases with the idea that he gets a fall right to use
the concern to his wdvantage within the law.  With the passage
of time, it is inevitable thal under the system the concern
should pass on into ineapable hands and involve Indian
industry into bad times.

The Bombay Shareholders’ Association, In its memorandum
before the Tariff Doard, complained that the estraordinary
powers conferred upon the managing agents turned them from
managers into masters and that the supervision of the board
had beconie a farce. The gathering of personal intercsts around
the orbit of mills militates against the attainment of internal
economies and improvements in organization. 1t was urged
by the association that office allowances and commissions on
production and sales should be abolished and that the commis-
sion on profits should be confined ro business profits only and
should be charged on profits after providing for depreciation.
Objection was also tak n to the clause empowering the agents
to obtain compensation in case of winding up. References
were made to cases where managing agents required thier
companies to convert their rupee indebtedness into gold dollar
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liabilities, thus involving the companies into an extra liability
of about Rs. 85 lakhs on the basis of the prevailing rate of
exchange. Cases were mentioned to show how managing
agents acting as selling agonts had utilized for their personal
benefit the funds of their companies, Tho managing agents
do not refund to their mills commission or rebate on insurance.
{Sce Bombay Sharcholders’ Association’s Memorandum pre-
sented to the Tariff Board.)

It is thus clear that attempts should bhe made to make
industrial enferprises in India less dependent on the system
for future development.  The foreign experts who collaborated
with the Tndian Banking Commitlee write: “ The managing
agency system is open to eriticism. There oughtf to be siill
another finaneial ageney to meet the requirements of industrial
firrns, which would make industry less dependent on that
ingtitution. A company with a proper board enjoying friend-
Iy sympathy and banking advice, ought: to be in a position to
manage its own affairs.”” (See Faclosure TT on page 635,
Central Banking Commitlee Report.)

The system of the transler of control of industry by here-
dity or by sale without. the congent of the sharcholders
to parties not approved of by them must be put an end to by
law and when the Indian Companies Aet ig revised, reforms
should be made 1n this direction. Turther, the managing
agency econtracts should he limited to a certain number of
vears and should be good during that period only. Some
restrictions will have to be placed on the existing agencics.
Speculation in the shares of the mills managed by the manag-
ing agents will have to be stopped to promote the flow of
capital into indnstry. In paragraph 693 of their Report the
Indian Banking Committee write : *° We, accordingly, recom-
mend that the Dank Act should prohibit the organization of
a bank on the managing agency system and provide further
that any arrangement made subsequently {or conducting the
management of & bank under such a system shall be void.
The object we have in view is to prevent long-term agency
coutracts being given to firms or individuals creating, so to
say, a hereditary title to the agency.”



CHAPTER X.

The Managing Agency System.
(Continued.)

THE working of the managing agency system with parti-
cular referenee to cotfon mills has been examined in some
detail by the Indian Tariff Board, 1932, 'The main features of
the system have becen enumerated in their Report as below :—-

(1} Period of .Agreement.—In Bombay and Caleutta a
managing ageney agreement is xed for a specified initial period
at the end of which the diseontinnance of the avreement is
dependent on an extraordinary resclution of the company
to that effect. The usual period of the agreemoent varies from
30 to 40 years in Bombay awd {rom 10 to 20 years in Coleutta.
In Ahmedabad the agreements are not subject to any time
limit and are gepnerally described as being permanent and non-
<hangeable.

(2) Payment 1o Agenis.—The payment consizts of an
office sllowance fixed on 8 monthly basis and also of a commis-
sion based generally on a certain percentage of the profit.  The
office allowance is intended 28 a eontribution by the constituent
company towards the expenses incurred on its hehalf at their
head oftiee by the managing agents. In Bombay the allowance
exceeds the actual out-of-pockel expenses and assumes parti-
ally the form of an additional remuneration to the managing
agents. The profit on which commission is caleulated is taken
to mean gross profit before making provision for depreciation.
There is no office allowance in Ahmedabad and the payment
consista of a commission on sales and in some eases on produc-
tion which may be fixed according to the option of the agent
at a certain percentage of the valne or at a definite amount per
unit. In Bombay the commission is snbject to a certain
minimum ranging from Ra. (6,000 to as much as Rs. 1,20,000
per year,

(3) Subsidiary Services.—The managing agent is entitled
to work for and contract with the sompany in respect of various
services such as purehase of materials, the sale of linished goods,
the insurance of building, plant and stock, ete,, for which addi-
“tional remuneration is received by the agent.

{4) Control by Directors.—The managing agent is subject
to Lhe supervision of the directors of the cumpany in respect
of the work of managing the company’s business. 'I'he
duties and obligations of the managing agents are stated iu
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detail in the agreement and the residual power is vested in the
directors, In some cases the residual power i8 conferred on the
managing agent.

(3, Nomination of Directors by Managing Agents.—The
managing agent hag the richt to nominate one or two persons
for appointment on the board of dircetors of the company.

{6) Agent’'s Claim to Cnmpf’nmtwn -—The managing uazent
has the right to coutinue in office if the business of the company
is translerred during the pendeney of the agreerment Lo another
party.  Tn case of refusal hoe is entitled to elaim compensation.
In eage n company is wound up, the managzing agent i3 entitied
to claim compensation on a scale equivalent to the comnission
earncd by him during the previous {ive years. In many cases
the manazing agent is also entitled to compensalion if the
ggeney is terminated by mutual agreemeoent,

(7) Assignment of Interests and Funeclions.—In Bombay
and Ahmedabad the agreements provide that the managing
agent may assign te o third party his interest or dobies anlw
the agreement without the sanction of the direclors. In some
eases tho agreements provide that the muanaging agent ean
assign at hiz will not only his interest in earnings but also the
whole agrecrcent.

1t is necessary to point out that a deseription of
the managing agency system based on agreements and articles
of association does not necessarily correspond with the system
as it is found in actual operation *and that unless the aceoant
given above is gqualified with reference to its actual working,
the impression conveyed may be misleading. Sinee the prin-
-ipal eriticisms directed against the system. .. refer rather
to ifs actual working than to its teehnical ftea,t.urr‘b it i3 to this
aspect of the quoﬂtwn that we desire mainly to devote onr atten-
tion. In doing go, it is necessary first of all to refer to the [une-
tions perform( d by or atmbutul to managing agents in the
industrial economy of India.”” (Eeport of the Indian Teariff
Board, 1932, page 81.)

IMUNCTIONR,

It is sald that managing agents perform three main fune-
tions : firstly, the pioneering of new industrial enterprises in the
genge of prospeeting, rescarch, efe., secondly, the provision of
finance and thirdly, fhe day-to-day management of industries.
Regarding the first function it may bo said that leavinz oat
a few industries brought into existence by the Govermmont,
nearly all big industrial enterprises owe their existence to the
-enterprise of managing agents. The leading managing houses
still maintain a tradition of healthy and eantious development
of industries, which i3 one of the most important influences
favouring the econtinunanee of the managing agency system
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in this country. Of course, every managing agent cannot
claim the ability, prudence or resources of the great business
houses by which the system was founded. Tn the ease of nearly
all well-established industries in the country, there is no longer
any necessity for the services of a gpecial agency for the work
of pioneering and initial development. The first of these fune-
tions has, therefore, little application to the well-established
industries under the present cireumstances.

The provigion of finance is the principal service rendered
by managing agents. They lend money to mill companies
under their control from their own resources and loang from
banks are almost invariably secured ou the signatares of manag-
ing agents.,  The lending banks require two signatures in con-
neetion with loans that they advance and this practice i3 so
generul as to necesgitate the services of the managing agency
system. It is through the managing agent that the public
deposit system has been very suceessful  in Ahmedabad.
In several eases a considerable part of the share capital is held
by the managing agent himself, *° 1t will be seen, therefore,
that taking condilions as they are, in the great majority of
cases the managing agent plays so important a part and holds
so large w stake in the provision of Hnance that his presence
must be regarded as indispensable {o the industey.’””

The eonditions whielt are indispensable for the financing
of the industry according to the managing agency system -will
jose their forge under two cirenmsfances ; firstly, if the bank-
ing system of India is so re-organized as to meet more adequn-
tely the Imancial requirements of industries and secondly, the
State may grant protection so that investment will be more
attractive than in the past. Tn {his connection the Heport
of the Tarilff Board referred to ahove remarks that ° Both
these are for the present hypothetical conditions and their
possible reaction on the uselnlness of the managing agency
system it is impossible to forecast. Tt has been suggested
that if before a new company is allowed to be started, it is laid
down as an obligatory condition that a reasonable proportion
of capital againat working expenses should be provided in the
form of subseribed capital, the services of a managing agent
will become of much less importance to a company. This is
undoubtedly so. But the proposition assumes either that the
necessary proportion of working eapital in addition to
fixed capital can ordinarily be provided by means of share
capital or that it is better to restriet industrial development
than to permit the formation of more companies on the present
lines. Neither of these assumptions can be accepted as valid

1 Report of the Tariff Board vegarding the grant of protection to
the cotton textile industry, 1932, para. 71.
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under present conditions. In our experience of Tndian indus-
tries, we have seldom come across a case in which suflicient
funds for working as well as fixed capital have been found in
the form of paid-up share eapital, even where a firm is started
under the augpices of a reputed managing agent,”  (Tage 83 of
the Tieport.)

DISADVANTAGES GF THIS SYSTREM 0F FINANCE,

The financial methods of managing agents are unsonnd
because they provide finanee on wrong lines. It is heeanse
the proportion of short term funds in the total capitalisation
of the companies renders their finance exceedingly unstable,
The Tarilf Board do not seem to agree with this view as is clear
from the following statesnent in their Report on page 84—

“ Although theoretically the system i from i {inancial
point of view unsound, it seems to have effectively stood the
test of experience up fill now. The eovils of the system will
not: be apparent so long as the management is in earcful and
competent hands and i3 able 1o show anceessfal resulls,  Bud,
once this condition veases 1o wpply, the system will inevilably
break down. ... Like many other agpectys of the manaving
ageney systein the suceess of its financial arrungements deponds
farcely on the personal factor. Unifess this is borne in mind
no jwdgment regarding the managing ageney system ean he
other 1han misleading.”™

The practice of inler-investment of funds among concerns
under the same management iz disadvantageous. Surplus
funds or funds raised on the credit of one company may be
invested in other companies under the same managing agents.
Debentures issied by one company may be subseribed to en-
tircly or mainly by other companies in the same group or in
which the managing agent hag sn interest. The Tarill Board
condemn this practice in the following words :—

“There is in our opinion little justification for a practice
of this kind. XNot merely does it involve gerious unfairness to
shareholders in the concerns whose funds are thus transferred
but the practice often tends to the perpetuation of thoroughly
insolvent concerns which it wonld be to the interest of manag-
ing agents and of the industry as a whole to have closed down.”

The managing agent is substantially interested in the share
capital of the company. The proportion of the total share
capital held by Ahmedabad agents is generally 40 to 50 per
cent. In this respect two general considerations are involved.
Yirst, the larger the holding of a managing agent in the share
eapital of the company, the closer the identity of his interests
with those of the company. On the other hand, where the bulk
«of the eapital is held by the managing agent, the rest of the
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sharcholders are left with hardly any effective voice in the
management of the ¢company, the control of which remains en-
tirely with the managing agent. Under such circumstances,
if the management is in inefficient hands, the preponderant
holding of a managing agent may prove disastrous for the
company because the voice of the sharcholders is ineffective.
Where the managing agent represents a high standard of ability
and sense of responsibility, it may makelittle difference to the
company to what extent the managing agent is interested in
the share capital ol the company.

The third function of the manuging agency is assoeciated
with the day-to-day management of the industry. Much of
the eriticism against the system refers to the manner in which
the currenl management of mills is earried on. The main
agpect of the current management of mills which has come
under eriticiam is the way in which managing agents have dis-
charged their obligations in respect of various subsidiary
servicey undertalien by them. 1t is an inevitable feature of the
managing ageney system that the agent may contraet for the
performance on behalf of the company of such services ag the
purchase of materials and machinery, the sale of finished goods,
the insurunce of fixed and liguid goods, ete. This may lead
to a conflict of interest between the agent and the company
which in praclice may amount to the subordination of the
interests of the company to those of the agent. The manag-
ing ugent may have a financial interest in the supply, salés or
insurance ageney ad the ease may be.  The Tarilf Board have
summarised these defects as below :(—

“ Tt is, however, a legitimate inference that a situation in
which & managing agent i3 Anancially interested in serviees
performed by him for his company is one which may lead to
serious abuse. The abuse may oeccur in various directions.
In purchase of muterials, stores and machinery, it may take
the form of purchases at unreasonable times, in excessive quan-
tities and without due regard to guality, suoitability and com-
parative cost. In sales of finished goods, where the selling
agent is required to guarantec the mill against losses on out-
standings, it may lead to slackness in enforcing the obliga-
tion of the seclling agent and consequent accumulation of out-
standings. In respect of insurance, it may prevent the mill
from taking advantage of the low rates of premia which may
prevail at times of intense competition among insuranee com-
panies and in cases where the managing agent is interested in
a foreign insurance company, it may prevent the mill company
from supporting Indian enterprise if it wighes to.” (Para. 75
of the Report.)

The bencfit of any discount, rebate or commission which
the managing agent may receive on account of purchases, sales
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or insurance on bhehalf of the company properly belongs to the
company. Except some out-of-pocket expenses, the whole of
this benefit should be eredited to the company’s account,

The way in which managing agents are remuncrated is
also open to eriticism.  The Tarifl Board in 1926-27 pointed
out that payment by commission on profits was the most satis-
factory method of remuncration® and the Tariff Board of 1932
concur in this view as follows :—

“ Taking managing agents in India ag 2 whole we helieve
that the prevailing practice as well as opinien among them
favours this system of payment except in cases where a special-
ized service is required or where the maintenance of output
happens to be a2 factor of prime importance.... A point
in this connection which has been debated before us a great
deal is whether the protit on which commisgion is caleulated
sliould properly include depreciation or not. ... The ideal prac-
tice 18 to regard profit strictly as pelt profit and to cstimate
the managing agents’ remuncration with reforence to it, ... TG
would he more in harmony with the trne natare of depreciation
as a charge on production fto exclude it from prolit before the
Iatter is divided between the managing agent and the ghare-
holders.  The point, however, does not appear to us to be of
any gread practieal significance since it iy generally admitted
that if profit were taken to mean nett profit, it would be reason-
able to allow the managing agent a hisher rate of commission
than is allowed under existing agreements,”  (Pages 87, 88
of the Heport.)

The question of office allowance is a very controverdial
point in connection with methods of payment. Oflice allow-
ance a8 o reparate. item of payment does not occur where the
remuneration of the managing agent is based entirely on sales
or production. Mostly it occurs where the remuncration is
calculated as a commission on profit. 1t should he regarded
a8 an allowance towards expenses incurred in maintaining
the ofiice and not as a form of remuneration. *° The idea which
prevails among some managing agents that the office allowance
or some portion of it may be regarded 3s an additional remu-
neration for the agent is to be deprecated.”

There ig another weak point in this system of management
that a managing agent is often in charge of more mills than
he can effectively control and it is, therefore, difficuls to give
adequate attention to the details of management. This is
more true in Bombay than elsewhere. In Ahmedabad the
number of mills under a single managing agent is usually fewer
than in Bombay and the managing agent is consequently in

2 Report of the Tariff Board, 1920-27, page 87.
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closer personal touch with the affairs of his mill, The Tariff
Board in 1926-27 observed that that was one reason why
Abmedabad had fared so muech better than Bombay.  This
point seems to be independent of the managing ageney system
as it may arise under any system of management., ° Detter
reauits are likely to be aitained from close personal attention
than from large-scale production or management ; and it I8
significant that v ot of the irregularities brought to our notice
have ovecurred in mills ineluded i large groups.”

Regarding the existing practice of transferring interest
in the managing agency agrecnient the Tariff Board recommend
that thiz “should be subject to the approval of the sharehold-
ers,  No transfer of the agreement itself should be valid with-
out the consent of the company. There is little justifieation
for the payment of compensation to the managing agent on the
winding up of the eompany.”  (Rceommendation 5%, page
251 of the Tieport.)

The nieve faet that objectionable features are present
in an agreement does nol necessarily mean that the svstem
operates badly in that ease.  Fhe Tariff Board point out that
agrecments are drafted by lawyers who make extravagant
provision for the safety of their clients, Buat the fact that
abuses do exist cannot be controverted. These abuses can
best, be cheelied by the influence of the better mianaging agents
themselves and of the Millowneis' Associations, and by inereas-
ed co-operation between managing agents and  associations
representative of the interests of investors.

The Tarili Board recommend that though in the last resort
the most efleetive means of checking the abuses of the manag-
ing agency system is organized volunlary aection on the part of
those concerned, it is necessary to supplement it by legislative
measures.  The unduly long periods for which In many cases
managing agents are entitled to hold office unconditionally
muy render them free of control for all praetical purposes. In
the discharge of his duties the managing agent is subject to the
confrol and supervision of company directors, but as this control
lacks the sanction of removal from office, it may prove ineifec-
tive in case of scrious incompetence. Legislation is, therefore,
desirable in order to deline the extent and nature of the control
and supervision to be cxercised by the directors and share-
holders of the company over the managing agent.

The Tariff Board have emphasized the appointment at an
early date of a committee to report on the manner in which
the Company Law should be amended. The relevant portion
of their reccommendation may be quoted in this conneection
which i8 as below -
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“We consider that a committee representative of the
various interests concerned should be appointed as carly as
possible to enqaire into the necessity for amending the Com-
pany Taw in this regard. We recognize thal a good deal of
preliminary investigation will he required before final decisions
arc arrived at....The State hag an inherent duly In every
counlry to salegunard the interests of investors and this duty
is rendersd more imperative whenever a policy of protee-
tion is in forece. Tinless reasonable gteps are taken to ensure
that the inveslor shares the benelits of proteetion, the progress
of industries which is bound up with the confideuce felt by
the investor will be necessarily hampered. We, therefore, think
that there should be ne avoidable delay in instituting the
enquiry we have proposed.” (Para. 82 of the Reporl.)



CIIAPTER XI,
Financing of Foreign Trade.

INDIA’S total import and export trade amounts to about
Ra. 600 crores a year, The bulk of this trade is in the hands
of non-Tndian banks which are about 15 in number. Two
of these, Messrs. Thomas Cook & Son and the American
Express Company Incorporated, deal mostly with tourist traffic
and the Chartered Bank of India, Australian and China, the
National Bank of Tndia, the Mercantile Bank of India, the
P. and O. Banking Corporation and fhe KEastern Bank have
a considerable portion of their business in India, The remaining
cleven are hranches or agencies of large banking corporations
doing a major portion of their business abroad. Kight of these
have {heir head offices in England ; three in Japan ; two in
Frolland ; two in the UM A, ; one in France ; one in lortugal
and one in Holland.*

The following table gives figures relating to their deposits
and casht balanees in Tudia for a scries of years® :—

Capital Cash
No. ol Resorvao Deposits Balances
Banks, and Hest. in India. in India.

£ £ £

(1,0000 (1,000} (16,000)
1913 (Dre-war Year) ..o 12 37,825 23,276 4,411
1919 .. . .. 11 53,070 55,769 22,487
192) .. .. .. 15 90,217 56,105 13,331
1921 .. .. .. 17 111,632 56,397 17,675
1929 . .. .. 18 112,221 55,038 12,132
1923 . . .. 18 140,103 51,332 10,859
192 .. .. .. 18 130,464 52,976 12,275
1925 .. .. .. 18 138,311 52,909 7,062
1926 .. .. .. 18 148,003 53,458 8,046
1927 .. i, .. 18 180,919 51,647 6,093
1928 .. .. .. 18 187,923 53,354 6,012

The financing of this foreign trado generally consists of
two operations, viz., {1} The financing from the [ndian port to
the foreign port or vice versa, and (2) the financing from, or to,
the Indizn port to, or from the up-country distributing or col-
lecting centre,

1 Cenlral Banking Enquery Comsniee Report, pp. 310 and 311,
2 fbid., p. oLl
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MECIANTISM OF FINANCE.

The port to port trade of India is mostly in the hands of
the foreign exchange banks which monopolise a large part of
the sceond operation also of that frade.®* With regard to the
financing of exports, the procedure is this: the London
importers of Indian produce open eredits with the London banks
and finance houses, and send advice to Tndia through exchange
banks. Three months’ sight DA, or D.P. drafts are drawn
against such eredits.  The exchunge banks purchase those
bills, send them Lo London, get them accepted by the banks
concerned, endorse them and diseount them in the open market.
For purposes of rediscount of paper with the Bank of England,
two British signatures on such paper are neeessary. Thus the
exchange banks receive hack in sterling the equivalent of their
rupee payments in [ndia.  They may also hold the purchased
bills tilt maturity when trade i8 not very brisk and they do
not expect an inunediate employment of these funds. M these
bills are sent for collection through exchange banks, the fudian
exporter has to wait for the maturity of the bill before he gots
his money.  The bulk of these bills between Tndia and Europe,
America and the rest of the Colonies is in sterling, while the
dratts from and to Japan are in yen and those with China in
termns of rupees.

The import trade is inanced by {#) 60 days’ sight DT, drafis
drawn on Indian importers and (b) London Banks' acceptance
of ‘house’ paper. In the latter ease the London exporter
draws a bill on the London office of a foreign bank which
aceepts the bill and the drawer discounts it in the London
money market, The aceepting bank forwards the relativo
dosuments to its branch ahroad for collection of the procceds
from the foreign office of the exporting {irm and the proceeds
are sent to London before the bill matnres.

Both these instruments are in sterling, and in the former
case interest is payable at 6 per cent. from the date of the bill
10 the date of the arrival of the funds in L.ondon. In the latter
case the bill is discounted in the London money market at a
Jower rate, and importers who have London houses of the
standing to arrange for acceptance of their paper benefit by
this process.

$ Phe Kxchange Banks' Assoctation furnished a statemcent bo the
Central Banking linguiry Committee regarding the paiticijation of
Indians and non-lodians in lnoia’s foreign trade wineh shows that
Indians have a Iarger share than 15 per cent. and that the share of
Ioudians is increasivg, (Appenaix 11, of the Volume of Written Evi-
dence hafore the Indian Banking Committee.) My, Satker is inclined to
betieve that the actual proportion of this trade tinapced by Indian
concerns comes to about 20 per cent. (P, 550 of his Minuie of
Dissent). The Indian Chamber of Commerce, Calcutta, estimated this
shars at 15 per ceat. which is accepted by the dissenting members of
the Inlian Banking Committee,
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With regard to the second operation, t.e., the financing
from, or to the Indian port to, or irom the up-country distribut-
ing or colleeting centre, the process iz different. The export
trade or the movement of the produce from the village to the
mandi i financed by zemindars, money-lenders, indigenous
bankers and co-operative socictics, The Imperial Bank and
the joint-slock banks aiso help in financing in villages, because
they lend money in mandis against stock in the godowns of
commisgion agents and exporting houses. The latter in turn
lend to village producers againgt the latters” contracts to deliver
goods at subsequent dates.  The exchange banks take a direct
part when the produce is moved from the mandi to the port.
In mandis {he cxporters take delivery of the produee through
a Shroff who tinances the payments and gets u commission of
4 to 1 per cent. over the transaction. The shroff is paid by
means of demand dralis on Lhe exporter’s firm at the port and
gigned by the {irm’s representative at the inland centres.
These drafts are purchased by the Imperial Bank, the indige-
nons bankers and the exchange banks, and the shroffs thus get
money fo finance further transactions. The import trade
from the importing centres to the digtributing centres in India
is generally financed by commission agents, siroffs and Tondian
joint-stock banks. At important centres like Amritsar, Cawn-
pore and Delhi the D.P. drafts are usually patd on or hefore
maturity by the importers.  They get loans from the exchange
or joint-stock banks against a margin of 20 per cent. of the
value of the goods plus all import charges and have to pay
interest at the Imperial Bank rate.

The exchange banks also linance the imports of gold and
silver bullion. The majority of the Bombay bullion importers
are members of the Bombay Bullion Exchange, Limited.
These dealers place orders directly or through the exchange
banks. As soon as an advice ig received from London or New
York of the purchase of bullion, arrangement is made with
an exchange bank for remittance by purchasing a bullien T.T.
This contract between the bank and the dealer is made through
certified brokers. The bank is instructed by the dealer whom
to pay in London or New York against complete shipping
documents. The bank instructs its agents to make the neces-
sary payment. As the bullion arrives in Bombay, the bank
clears the consignment and stores it in its strong rooms and
the dealer has to take delivery within seven days. Interest at
the Bank of England rate, subject to a minimum of 4 per cent.
per annum, is payable from the date of payment in London or
New York to the date of payment in Bombay.

INaABILITY OF INDIAN BANKS.

Indian joint-stock banks are not legally prohibited to take
part in the financing of foreign trade. When the National
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Bank of India was established it did take up the business. Some
of the now detunet Tndian joint-stock banks have at one timea or
another done this business, and the instanee of the Aliance
Bank of Simla whieh Tailed in 1923 muay be cited as an iflustra-
tion. During it six years’ carcer the Tata Tndustrial Bank
also took np the forcign exchange business frecly. The main
reagsons why Indian joint-stock banks do not undertake thig
profitable business are as follows :—

(LY The competition of well-esiablished non-Tndian
exchange hanks with huge resceves and capital.

(2) 'T'he absence of branches of Indian panks at important
financiid eentres in foreign countries which prevents them from
taking purt in arbitrage and direct exchange husiness,

(3) The employment of Indian bhanks' resources in
internal trade.

(+) Tt is difficalt for an lndian bank to egtublish u braneh
in London, beeause the bank must have a very large capitul
to command eredit in the London discount market, and it
should be in a position to beur a loss of Ks. 5,000 svery month
for at least three years.* 1L must have a trained and reliable
stall with knowledge of international exchange, and the floating
resoirees of the bank should be large enough to permit o hig
turn-over.  The bank can hardly expeet to receive in London
local deposils or other business [rom  the  Hritish  publie.
Besides the above difficuities, exchange banks in india have
been so well established and so well provided with  funds
through their Indian branches and the TLondon disconnt market
atb cheap rates that it would be diffienls for an outside insti-
tution tu compete wilh them.  Some of these diflicultivy are
such that they cannot be removed even by the Government,

The Tmperial Bank is prohibited by its charter to under-
take che business of financing forciga trade apparently because
it holds Government balances and shoald not tuke up risky
business,

RuprL IMPORT BILLS.

The bulk of both imports and exports is financed by means
of sterling bills. 1In casc of exports, it is to the advantage of
the Indian trader to draw bills on London so long as credits
can be opened there and in this way have aceess to the discount
facilities at the internatiopal financial centre. ln the case of
imports, a very small part of the trade is financed by bills which
get the advantage of the London money market ; because the
import bills are mostly D.P. drafts. Rupee bills should, there-
fore, be introduced in this conpection. 'The exehange banks’
representatives say that this is a matter of settlement between

* Central Banking Commetice tieport, p. 312,
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the exporter and the importer and that the bulk of the import
bills coming out are for relatively small amounts, and in their
case the chances of creating a discount market are not great.’
It shonld be said that the present time is very opportune for
insisting on rupee import bills being drawn, beeause the foreign
manufacturcrs are very keen on disposing of their manufactur-
ed goods in India.

The foreign experts pointed out in this connection that
the improvement in the inland bill and money market was the
primary problem to be solved before progress to an appreciable
extent could be expected in the use of rupee bills for settling
foreign transactions. These bills will be drawn in the currency
of thut country where the interest rate was the lowest and the
best discount facilities were provided. Both thesc conditions are
wanting in India at present., Under such circumstances,
enforcing foreign exporters to draw rupee bills would hamper
trade and indusiry by raising the cost of imported goods.

The foreign experts assumed that India’s import trade
was financed in the cheapest way, but this assumption is
unjustifiable. Import bills are mostly 60 days’ D.P. drafts on
which the Indian importer has to pay interest usually at 6 per
cent. from the date of the bill to the date of the arrival of the
proceeds of the bill in London. This rate is raised when the
Bank of England rate is above 6 per cent. [t is thus elear that
ilic rate paid by the Indian importer is not based on the epen
market rate of discount in London and so long as this state
of atfairs cdntinunes the natural bill market for the import
business of India is India and oot Ingland. Further, the
exchange banks should change their method and accept the
bills instead of purchasing them.

ACCEPTANCE CREDIT.

As regards the export trade, the system of bank acceptance
eredit should replacoe the cash credit system prevailing at pre-
gsent in India as the latter is inelastic and interest is charged
generally on at least half the amount of the loan whether it is
tully taken advantage of or not. Under an aceeptance credit the
exporter would draw on the bank for the amount of the credit

5 Phis contention of the exchange banks that these bills are in
very small amounts and are of no use for a discount market cannot
be conceded. ** If the exchange banks can lend as much as 30 crores
to Indians on tleir local advances, including advances against iniport
bills, in spite of the bills being in small amounts, surely, a discount
market could do the samme and if it wanted to borrow on them, it might
rediscount them in parcels to make up sufficiently large amounts. It
is not, therefore, the size of the bills which stood in the way of the
creation of a discount market in India, but the reluctance of the banks
to part with the profits of the business.”” Mp. N. R. Sarker’s Minute
of Dissent, p. 558.
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and this ‘would make it possible for himn during the life of these
drafts to send the goods forward, drawing an export.draft on
his eustomer and offer it for sale to his hanker in LHquidation
of the obligation at the maturity of the rupee draft to which
the banker has given his acceptance under the credit.” This
would considerably lighten the burden on the exporter during
the period his merchandise is stored.® Thig is what America
did after the war. In India acceptance credit is used only
to a limited extent for the following rcasons :—

{#) the practical non-existence of documents of title such
a8 warehouse warrants and railway receipts in suitable form,

(5) the efficicney of the cash credit system,

{c} the high stamp duty on bhills, and

() the difficulty of introducing a suitable bill form for
the whole of India.

ExIsTING FACIITIES.

The Exchange DBanks’ Assoeciation informed the Central
Banking Committee that *“ merchanis are at present able fo
obtain from the exchange banks all the assistance they require
to finanee their export and import trade provided they are of
good reputation and possess means in reasonable proportion
to the trade that they do.” They further said that no soivent
business-man experienced any difficnlty in obtaining finance
only if he furnished the necessary information in the form of &
balance-sheet, and & suggestion was made that Indian business-
men should adopt the business-like practice of having their books
regularly audited by a recognized auditor and a balance-sheet
in correet form drawn from time to time.” The Indian merchants,

8 Memorandum submitted to Indinn Banking Commitles by 8ir
Basil RBlackett.

7 This demand relates to ‘Balance-Sheets aud PProfit and Loss Ac
count ' audited by anditors approved by the {exchangn) banks. "We
consider such a demand to be an extravrdinary one, We believe
that. every respectable Indian customer of the Bank would be prepared
to furnish the bank with full and reliable information abowt his financial
position if his connection and dealings with the Bank justified such
information being supplied...., it may be regavded as 3 tall order
from a Bank, advancing a casual loan, asking the enstomer to disclose
his fullest position to it. We disagree with the statement made by
the experts that ** secrecy about business affairs secms much more
<cherished in India than in other countries”. The fact of the matter
is that managers of non-national banks, not being either willing
or able to keep in touch with their Indian customers.... rely for
reports about the standing and financial position of their Indian custo-
mers on either their subordinates or third parties like brokers. ...
and hence the ultra-conservative estimates of the credits deserved
by Indian customers...., we feel that such an extraordinary demand
as that of having balance-sheets audited by approved auditers is, by
itself, sufficient tu make out a care for a change in the monopoly of
the finance of India’s foreign trade.—Minufe of Dissent to the Banfcing
Commillee Report, pp. 583, 584,
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however, find that the state of affairs is guife unsatisfactory
from the poinl of view of business and trade of India, 'The
following are the grievances of the Indian traders againgt
foreign exchange banks:—

(1) The Indian importers are compelled to do business
only on D.I', terms and they seldom get DA, terms which is
attributed  to  unsatisfactory bank references given by the
exchange banks although the latter deny this fact.

(2} Tn order to get a eonlirmed letter of credit opened,
even firat clags Tndian importing firms have to make a deposit
of 10 to 15 per ceni. of the value of goods with the exchange
banks, while Iuropean houses in Caleutta are not reguired
to make such deposits.

{3) Satisfaetory bank references are neot supplied by the
exchange banks to overseas merchants, though in the case of
foreign merchants with considerably lower resources, the banks
of foreign countries supply very good references.

(4} The Tndian merchants have no opportunity of knowing
under what rules ihe vwembers of the Exchange Banks™ Associa-
tion work and that they are not consulted with regard to altera-
tions mude therein from lime to time.

{3) The exchange banks charge a penalty for the late
comnletion of exchange contracts.  The penalty is high and is
capable of reduction. .

(63 YWhen a foreign cxporter draws a bill on an Indian
importer and the draft is with an exchange bank for colleetion,
the Indian importer has to pay the bank in rupees at the bank’s
selling rate for demund drafts and he is not allowed to pay it
either by the demand drafts of another exchange bank, which
may be had at more favourable rates or by his ewn cheque on
his London agent. These banks do not accept demand drafts
in payment, becanse they will not get in this way any com-
mission for bill collection.

{7y The exchange banks discriminate between Tndian
and foreign insurance companies and they are forcing Indian
exporters to insure their goods with foreign insurance com-
panies.  As a result of this attitnde of the banks India has
been paying annually insurance premiums to the extent of
nearly its. 2 to Rs. 3 crores, 1t is desirable that the Exchange
Banks’ Association should lay down standards to which the
insurance companies should conform for obtaining the con-
fidence of the exchange banks and the names of those Indian
and non-Indian companies which conform to such standards
should be published whose policies must be accepted by all
exchange banks without limit. In this connection the majority
of the Central Banking Committee write that ¢ the fact that no
bank has ever incurred a loss on an Indian insurance policy, we
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trust that .the establishment of more cordial relations bsetween
the exchange banks and Indian insurance companies may be
gpeedily effected,  With this end in view we suggest that gome
understanding might be arrived af by the exchange banks in
consnltation with representatives of the Tndian insurance
companies similar to that between the Linperial Baok of Tndia
and these institutions.”®

{8) At present when u draft comes to an Indian importer
through an exchange bank, the former merely gets an informal
note asking him to go to the bank and examine the documents
although in the case of some Huropean firms the facility of
sending the documents to their offices is sllowed.  The reagon
given by the exchange banks is that the parly is notl svailable
until after six or seven rounds ave made.  This may be true
with regard to petty Tndian merchants and dealers, but “ we
doubt, however, whether it applies to big Indian merchants, for
example, those in Chve Strect, Caleutla, or in the Tort,
Bombay.”

(9y  Although the exchange banks purticipate in the profits
of our foreign trade, yet they do not employ Indians and do
not make any provigsion for their training., ** We are impressed
by the fact that though the exehange banks have been operat-
ing in India for more than hall a century, they have not
employed a single lndian in the guperior grade of  their
serviee.” [t cannot be that thess banks have not heeu able to
find a single Indian competent to be cntrusted with a superior
post in their business.

The majority of the Banking Conunittee say thal = speak-
ing from the point of view ol trade alone, it may be said that
the facilitics available at present for financing India’s forcign
trade, both import and export, arc sufficient.” Mr. N. I, Sirker
and his other colleagues in their separate Minuwtes of Dissent
do not accept this contention and rightly point out that to have
adequate resources is one thing and to ufilize them impartially
between Indian and European traders i3 quite another thing.
These banks do not utilize their vast resources in granting
equal facilities to Indian traders and the low proportion of
our share is due to the helpful advice and financial and other
assistance granted to non-Indiang, which however is not avail-
able to Indians to the same extent. There is racial diserimina-
tion exercised by foreign exchange banks whose representatives
them%clves a,dmltted befmc the In(lmn Banking Committee

3 Mr. N 3. Sarker su;_gosts that the proper allocation of insur-
ance business between Indian and non-lndian companics should be
gsettled by a meeting of representatives of the banks and the Associa-
tion of Tndian Insurance (ompanies. But if they cannot come to
an agreemoent the (Government will have to step in and arbitrate.’—
Minute of Dissent, p. 502.
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that through soeial intercourse their Furopean officials had
more opportunities of obtaining intimate knowledge of the
integrity and rescurces of foreign clients than that of Indians.

The cxtent of a nation’s participation in foreign trade
depends upon the facilities provided by the banking system.
Japan made special progress during the last 50 years in this
respect because of the special assistance provided by the Yoko-
hama Specie Bank established in 1880. The share of the
nationals of the Japanese foreign trade increased from about
one per cenb, in 1874 to 69.6 per cent. of exports and 86.6 per
cent. of imports in 1922, The exchange banks finance our
inland trade also on account of goods or produce in transit
prior to export or immadiately subsequent to imports and if
they continue to finanece this frade they will prove a menace
to the development of national banking., These banks are
condueting their operations without a proper regard for our
national interests and this has hindered the development of
the monetary organization of the country. They opposed the
first Central Bank proposal of 1900 and in 1904 they again
opposcd the propesal to allow the Presidency Banks to borrow
in London to relieve monetary stringeney in India and this
continned up to 1920 when the Imperial Bank Act was passed.*®
* These are in brief the problems confronting us, namely, firat
that the Tndian exporters and importers are seriously handi-
capped by the step-motherly treatment of the foreign banks ;
secondly, that our general economic development is being jeo-
pardised Dy their present mode of operations; and thirdly,
that these are matters in which onr nationals do nof receive
duc encouragement. The situation demands immediate inter-
vention by the Government particularly as the forcign banks
are now holding a predominant position in the banking world
of India.”

REGULATION OF THEIR (JPERATIONS.

(1) Restrictions proposed.—The exchange banks should
confine themselves to port towns and mainly to foreign
trade finance. They should not open any new branches in
the interior. Thig is neeessary for the development of existing
Indian banks and for the suceessful working of new ones. The
exchange banks will then utilize the services of Indian hanks
for their business in the interior which will strengthen the posi-
tion of the latter. Mr. Sarker quotes in this connection the
Proeecdings of the International Conference on the Treatment
of Foreigners held in Paris in 1929 and gays that * In the course
of the discussion it was accepted that the right of international

¥ Present-Day Jupun, p. 138, quoted by Mr. Sarker,
10 Minule of Dissent, by Mr. Sarker, p. 557.
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commerce would not apply to the retail trade or hawking and
peddling and that every nation could reserve to its own nationals
these subsidiary trades.”

In this connection the praclice of foreign exchange banks
iz also significant in other countrics. They are confined fo the
chief financial contres like Paris and Berlin or to the port fowns
as in Iigypt, Australis, Brazil and Argentina. The muajority
of the Central Banking Committee do not accept this sugges-
tion on the ground that this will imply dizerimination and that
it will interfere with the facilities for Indian {rade.

(2)  Licensing of Foreign Banks—Ioreign exchange hanks
shonld be required (o take out licenses for earrying on their
business in Tndia. A6 present they are not subject to any
legal restrietions in India and do not even publish their balancg:
shects showing their Indian business separately from their other
business. Some control over them i4 necessary on broad national
grounds to prevent them from excreising wndue diserimination
against [ndian concerns. Such provisions exist in the laws of
foreign countries also. In Japan the Finance Minister is author-
ized to impose restrictions on the issue of licences to foreign banks.
The majority of the Indian Banking Commitlee recomunend
in this connection that all non-Indian banks wishing to do
hanking business in India shonld be required to take out u
licenee from the Reserve Bank when it i established and that
lieences should be freely granted to the existing exchange hanks,
These banks should furnish to the Reserve Bunk annual state-
ments of their assets and liabilities and of their Indian and
non-Indian business. On the basis of reciprocity some further
conditions migzht be included in the licence ag is done by the
Bank of lingland when it insists on two British signatures
before rediscounting commercial paper. There cannot, however,
be any question of reciprocity belween foreign and Tndian
bhanks. Reciprocity should imply ‘give and take’ principle,
but we are so heavily handicapped that we cannot  take ™ any-
thing from others although we can ‘give’ them as freely as
we like, It should also imply mutual influence which is not
possible for India. Reeiproeity should imply mutual advan-
tage, but no advantage can accrue to any Indian bank in a
foreign eountry in return for forcign banks being allowed
uncontrolled domination in India., I1f licences are freely
granted to them, there will hardly be any use of those licences.
The licences should be for a fixed period and should eontain
gome conditions which will make them really effective.’*

(3) Restrictions on their Deposits.—Foreign banks in India
get deposits at lower rates than are paid by Indian banks and
compete with this money with national banks in India. These
restrictions will encourage joint-stock banks and indigenous

1L Minute of Dissent, by Mr. Sarker, p. 560,
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banks in India as they will be able to get deposits for their
business. The majority of the Indian Banking Commitiee
object to restrictions on deposits as it will interfere with the
facilitics for trade and with the freedom of Indian depositors
and -hey further say that if the indigenous banks require to be
protected againgt forcign exchange banks, it is because the
former lack experience and adequate reserves, and that both
these things will take time to be acquired and that the pace
cannot easily and safely be forced. The majority also hold that
there has practically been no change in the respective propor-
tions of banking deposits of the Imperial Bank of India, the
Indian joint-stock banks and the exchange banks during the last
ten years and that, as comparced with the pre-war year 1913,
the share of the exchange banks has not ineveased appreciably.
If the tendency countinues unchanged in future, they do not
think any neceessity of restrictions on deposits of foreign banks.
They fear that such a course might initiate other countries
in {the matter of restrictions imposed by India on foreign ex-
change banks, Mr. Sarker in his Minute of Dissent does not
accepd Lhis contention of the majority that the deposits raised
in Indin by foreign banks have been stationary., 1le shows
that the deposits of Tndian banks have come down from 70.63
crores in 1921 to 55.16 crores in 1928, while exchange banks
have been able Lo maintain their deposits very nearly, the ligures
being 85.73 erores and 82.33 crores reapectively.  Ile further
points to the increase in the deposits of the Allahabad Bank
Trom 955 lakhs in 1920 to 11,19 lakhs in 1928 as a sign of the
movement of 1he funds which may become an inducement
to - ther Indian banks in the future to get themsclves amalga-
mated with the Dritish banks.??

TIe further points ont to the unequal competition of the
foreign banks with the indigenous institutions both in the port
towns and in tho up-country centres where the foreign banks
have branches, and points to the fact that the foreign banks
together with the Allahabad DBank have been able to gather
nearly 80 crorves of deposits as against the same amount in the
case of the Imperial Bank and 55 crores in that of the Indian
banks. e therefore says, “Our problem is: how to give the
Tndian banks a fair field for their development and extension
by confining the foreign banks to their proper sphere in the
port towns and the mecasures proposcd should be designed to
aecomplish this purpose.”

(4) Registration of Exchange Banks with Bupee Capital.—
Foreign banks should not be allowed to do business in India
until they register themselves with rupee capital and have an
Indian directorate. The majority of the Indian Banking

1z Majority Report of the Cenlral Banking Commitlee, p. 338,
Minute of Dissent, by Mr. Savker, pp. 554, 555.
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Committee are against this proposal hecanse the aceess to the
London money market will be lessencd, the rupee companies
will have fo pay a high amount for good-will and the depositors
will not have the security of the existing international resourees
of the exchange banks, They observe,  The real intention
behind the proposal seems to be to provide in the near fulure
that a majority of shares in the new institetion shouald be held
by Indians. Thiy iy part of a larger question, namely, how far
restrictions can be placed on the lawtul (rading activities of non-
Indians in India....” The Indian members in their Minules of
Diggent quote the cages of Spain, oumania, Sweden, Norway,
France, ttaly, Japan and Ameriea in support of these vestrie-
tions and they alse guote the recommendation ol the Canliffe
Committes to the loHowing effeet (— Several of our witnesses
have called attention to the eonditions under which it is open
to foreign banks to establish themsclves in this country. We
augeest, that this iv a matter which should receive the carly
attention of His Majesty’s Government.”

8y  Training and Employment of Indians.—The exchange
banks shonld provide facilities of lLraining and employment
for Tndixns for they get himee profits from their fndian business,

he majority have recommended a scheme of probationary
assistants on the model of the Toeperial Bank of Indin's scheme,
Thig does noy go tar enongh.  In italy foreign banks ean hardly
appoint their own pationals as managers of loeal offices and in
Turkey there is a provision that half the superior officers of
foreign banks should be Turks. The International Conference
on the Treatment of Foreigners alse contemplated that one or
two foreigners could be imported into 4 conntry as managers,
ete,, of lorveign coneerns.  Some such scheme should he adopted
for India and ineludéd in the terms of licence. The appointment
of stail should not be regarded as a right of sharcholders only.
This qguestion sliould not be lelt merely to the discretion of
the forcign banks, but should be embodied in the terms of
Heences which should be revoked for failure of compliance of
this condition.

It may be said that these suggestions may involve diseri-
mination. Ho long as the intention is not to diseriminate as
sueh against foreigners, but to set right the banking machin-
ery of India, ¢ this cannet be called discrimination. If the
indireet eonsequence is some discomfort to foreign intercsts,
then it must be regarded as unaveidable and inevitable in the
process of making nup for some of the evil eftects of the policy
pursued in the past.”

THE ScupyMl 0rF AN INDIAN EXCHANGE BANK.

The financing .of foreign trade of India should not be left.
to be financed solely by foreign concerns. Germany, Japan
and other countries took measures to inerease the participation
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of their banks in foreign trade. It is not, therefore, desirable
that India should rely for all time to come on the facilities
provided by foreign cxchange banks for financing our foreign
trade. The majority of the Indian Banking Committee have
recommended that Indian joint-stoek banks should first be
encouraged to open foreign connections useful to their clients
and this was what was done in Germany. On the establish-
ment of the Tleserve Bank the Imperial Bank of India should
be induced to take up the foreign exchange business subject to
the following conditions :—

(1) 75 per cent, of the directors on the Local Boards and
A majority of those on the Central Boavd of the Imperial Bank
should be Indians, and (2) the Imperial Bank ghould not make
any further recruitment of non-Tndians to its staff except in
specinl cases with the consent and approval of the Finanee
Member of the Government of India,

This deviee is open to many objections :—Firstly, the
Tmperial Bank iz doing commercial banking business by provid-
ing banking facilities within the country and it is not desirable
to divert it from this business even in part. Secondly, shares
of the Bunk are mostly held by non-Indians and even if the
condition of 75 per cent, directorate being Indians is accepted,
w major portion of the profits would go outside India. Thirdly,
regponsible positions in the Bank are oceupied by non-Indians
and cven if further reeruitment of non-Indiang iz stopped,
it will be long before Tndians will be able to replace them. Just
possible ihe Imperial Bank may not agree to the conditions
laid down by the majority.

If the attempts to securs for Indians their legitimate share
of foreign trade finance in the above two ways are not suceessful,
the majority of the Indian Banking Committce have recom-
mended that a separate Indian Exchange Bank should be estab-
fished after the Reserve Bank comes into existence, with a
capital of three crores of rupees, in the first instance, two crores
to be raised in the first year and another one crore in the next
two years.'” This capital could be increased when neccssary.
The subseription shouid in the first instance be open to Indian
joint stock banks, failing which the Government shounld pur-
chase the capital or as much of it as is not taken up by the
joint stock banks. The Government should have a predomi-
nating voice so long as it holds more than 50 per cent. of the
capital and further details are to be framed in consultation
with the Reserve Bank.

13 Thakur, Organization of Indian Banking, p. 262, e proposes
a capital of Rs. 10 crores which he says might be reduced to even five
croves if considered excessive. Also see Annexure A by Mr. Sarker,
Indian Banking Convmittee Report, p. 571.
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JOINT BANKR.

The majority have also recommended a scheme of ¢ Joint
Banks’ involving co-operation between foreign and Tndian
banks, IForeign trade implies two parties and if is nccessary
that no one party should have a dominant voice in defermining
the eonditions of finance and trade. It is, therefore, suggestod
that joint-stock banks and forcign exchange banks should ens
deavour to find some method of amalgamation which would
involve co-operation in place of cut-throat competition and
would avoid the eriticism that only one party was dominating
in the matter. This matter iz, of course, within the prnrview
of the directors and sharsholders avnd no compulsion can he
introduced."?

11 will be elear from the above that if the existing facilities
do not bring an increased share of foreign frade into the hands
of Indian banks, a forcign exchange bank—a purely Tndian
concern—is recommnended to be brought into existonee by the
Majority after the Reserve Bank has come into exislence,

In the Minute of Diswent, the signabories propose that
the State shouald immediately start an exchange bank with a
capilal of three crores of rupees all to he taken up by the State,
This bank should be allowed to finance foreign trade like
any cxchange bank now. Al remittance business of the State
should be done by the new Exchange Bank pending the eatablish-
ment of the Reserve Bank. The staff appointed by the Bank
should be Indian except that for a few vears a non-national
may be employed il the Finapce Minister of the Government
ao advises. This bank can be checked {rom competing with
Indian joint.-stock banks and it will be able to handle the
enormons liabilities of the Government of India abroad which
annually amount to 40 c¢rores of rapees. With regard to the
argument that foreign exchange banks may put up a tough
competition against the Bank, the members say that this con-
tingency operates with even greater foree against the successful
working of cither the Imperial Bank or the Sharcholders’ Bank
as proposed by the Majority. They recommend this step for
foreign trade alone because in other fields of banking there are
no powerful vested interests as in that of the finance of foreign
trade which render delay in taking remedial measures equally

¥ With rezard to this suggestion it must be remembered that
foreign countries have their own banks in India and they will not
enter tnto the schenie unless some form of compulsion is brought in
becanse they will not have any additional ad vantage thereby. 1nfact
it will mean their practical exciusion from India. Such a bank will
require a very high amount of rupee capital and at least about
Ry, 2 crores will be required for each such bank from Indians. it is
extremely improbable that cven four such banks will be adequately
Ananced by Indians with regard to their share.

5
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detrimental to mnational interests. They have, therefore,
recommended the establishment of the State Exchange Bank
even prior to the establishment of the Reserve Banl,

Exrort CREDIT BOHEMES.

In other countries Government takes a very active part
in providing facilities for merchants engaged in foreign trade.
In England there are private organizations like the British
Trade Indemnity Company working for a long time and doing
uselul service in proteeting exporters and bankers against the
logs due to the failure of foreign importers in paying their debts.
"Yet the Government have initiated a number of Credit Export.
Sehemes themselves, These agencies help the exporters in finane-
ing their shipments to those conntrics on which bills are not
considered safe by private banks. 1n Germany the Govern-
ment is elping the private companies by re-insuring the whole
of the *eatastrophic risk ’. In ¥ranee the Trench National
Bank for foreign trade was started by the Government for
enabling the exporters to obtain advances against their shipments
by drawing bills on the Bank to be discounted in the open
market. In Japan, the Japanese Exchange Banks enjoy special
credit facilities with the Bank of Japan in conncetion with
purchasges of export billa. Thus foreign banks have practically
been excluded from Japanese export trade.

The Government in India could ercate an Export Credit
Board to guarantee the bills of Tndian exporters on suitdble
geeurity. These bills would then be cagerly sought for by the
exchange banks instead of being taken for colleetion as now and
the Tndian exporter would net have to wait for funds for a
number of months. This will also incrcase the participation
of Indians in foreign trade to a very great extent.



CHAPTER XIT,
Bill Market.

It is gencrally accepted that from the point of view of
a discount market bills in India are scarce. The Tioyal
Commission on Indian Currency and Fipance dealing with
the provigion by which the currency authority in India s
allowed by sfatute to issue curreney nofies up to a maximum
of Rs. 12 crores against internal bills of exchange, refer Lo
the scarcity of such bills and write that *“this provision has had
benelicial effects in practice, but it is not in our opinion
incapable of development and  improvement in connection
with a reorganization of the bases of Indian carrency. Aoy
such prevision depends for itz proper operation on a plentiful
supply of genuine trade bills, Tub in India for a variety of
reasons most of the internal trade is financed by a  system
of cash credits or by the advance of money againgt demand
promissory notes. It has, therefore, been found difficult
to secure an adequate volume of hills as cover against the
seagonal inereage.’”  The Indian Banking Commitice make
the same complaint and they do not think Lhat “this is due
to a lack of knowledge on the part of people of the utility of
this form of eredit, or to an unwillingness {0 make use of 15,7
Reference has been made by Drv, L. €. Jain in his excellent
work on Indigenouns Banking in India to the use of ITundis
a8 early as the 12th century A.D.®

The following table shows the investments of various
banks in India for 1928 :°

The Tmperial Six Indian Joint-
Bank of India. Stock Banks.
Rz, in Lakhs Rs. in Lakhs
LIABILITIES +—

Capital and Reserves - 10,85 6,66
Current and Depogit

Accounts . 79,25 52,20

ASSETS 1 —

Investments . .- 19,04 20,06
Bills .. . . 12,47 1,23
Advances . . 41,85 33,42
Cash .. - . 10,65 6,83

1 Report of the Royal Commission on Indign Currency and Finance,
P 9, para. 18

2 Indigenows Banking in Indig, by Dr. L. . Jain, p. 10.

3 Repurt of the I'ndian Banking Commitlee, p. 408, para. 591.
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The table shows that a very large portion of assets is
locked up in investments. It may be because banks in India
have to maintain a relatively stronger liquid position than in
Western countries or beeause the yield of the Government
geenrities 18 more attractive than that of bills, There are
other reasons also for this state of affairs,

(1) Banks usually do not discount their bills with the
Tmperial Bank of India because if they do so their
credit is likely to be adversely affected. Redis-
counting is regarded as a sign of weakness by the
market. Besides, these Dbills cannot find a ready
sale in the market so that they cannot be converted
into money very readily.

(2) Joint-stock banks prefer loans on the security of
Goverpment paper to bills of exchange from the
Imperial Bank, The reason ig that in some respects
the Bank competes with other commercial banks
and the latter will not like to give away the secrets
of their bill portfolio to their rivals.

(3) The system of cash credits is advantageous both to
the bapker and to the borrower. The lending
banker can withdraw credit if the financial position
of the borrower deteriorates and the borrower has
to pay interest only on the amount taken advantage
of by him. This system stands in the way of the
developmoent of the bill habit in India.

(4) The Imperial Bank is prepared to discount bills
approved by it, but it has not laid down any
standards to gunide the banks by which the latter
can know whether a bill will come under the cate-
gory of approved bills or not. The joint-stock
banks cannot, therefore, depend upon rediscount-
ing facilities heing extended to them and they do
not, therefore, discount bills of higher amounts
than their own resources allow them.

(5) It is also suggested that the Imperial Bank charges
the same rate for discounting bills from joint-stock
banks, shroffs and merchants. If special facilities
are allowed to joint-stock banks, questions of pres-
tige will not stand in their way and they will take
to rediscounting with the Imperial Bank.

SUGGESTIONS FOR DEVELOPING THE BILL MARKET IN INDIA,

(1) The Central Banking Committee recormnmend that
when the Reserve Bank is established its published
rate should be the minimum rate at which it is
prepared to discount first class trade bills of member
banks and the Bank should have full discretion
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with regard to rates for open market operations.
“To stimulate the use of bills the Reserve Bank
should use its discretion to charge a higher rate for
demand loans against authorized sceurities and it
may find it useful to have a larger margin betwecn
these rates at the outset than will be nceccessary
after the bhill market has doveloped. Bhould the
Reserve Bank find it necessary to discount the
paper of the public without bank endorsement, it
should consider whether it should not in the first
few years at any rate charge a higher rate of dis-
count to the public than that charged to member
banks and bankers.”’

(2) Discounting charges are high at present and if they
could be lowered, the use of bills would be facililated.
This happeng when a person wants to discount a
bill with a bank. The latter will c¢harge & highor
commission if the bill iy payable at a place where
the discounting banker has no branch and it will
have to colleet the bill through another banker.
The banks in such ecascs should shure the single
commission between themselves equally in place of
charging double commission. This can reduce dis-
count rates.

(3) The Reserve Bank when i is cstablished will he g
bankers’ bank and will not compete with commerical
banks in ordinary commercial banking business
and its position in relation to joint-stock banks
will thns be different from their present position in
relation 4o the Imperial Bank of India. This will
dispel the present prejudice on the part of joint-
stock banks against discounting their bills with the
Imperial Bank of India.

(1) The establishment of warehouses or godowns in
various parts of India would encourage the use of
the bills beeause the finance bills would be replaced
by doeumentary bills which would be more popular
with banks.

() The stamp duty at present on bills is 18 pies per cent.
which works out at 9 annas per cent. per annum
as the bills are usually payable at 61 days. This
in & very high rate which discourages a greater
uge of bills. The Royal Commission on Indian
Curreney and Iinance had recomymended the aboli-
tion of stamp duty on bills of exchange and this
recommendation has been endorsed by the Indian
Banking Committee. The latter Committee have
further suggested that it should be given effect to



134 THE INDIAN MONEY MARKET

within a period of five years to enable the Local
Governments to make good the loss of revenue.
They have algo recommended that as an initial step
the stamp duty on all bills of exchange of less than
one year’s usance should be reduced to two annas
per one thousand rupees.

(6) Printed bill forms should be made available in post
offices hoth in English and the local vernacular.

(T) Customs governing Hundis should be standardized in
varions provinecs so that their circutation may be
promoted. Tf necessary, legislation may be resorted
to in achicving the object.

(3) The noting of dishonour and protest by recognized
asgociations of bankers and shroffs should be
validated to avoid trouble and expense to the owner
of the mstrument,

The finance of agricultural industry can be promoted by the
use of bills. 1t can be divided into finance required for grow-
ing crops and that vequired after the crops have heen gathered.
With regard to the latter it may be suggested that agriculturists
mixy become members of co-operative godown societies, The
latter may draw four months’ bills upon the owners of produce
and the societies can discount such bills with central co-opera-
tive banksand the latterin furn with other banks. The owners
of produce will get finance from the godown societics.

A suitable form of agricultural paper will take a long
time to develop to finance the growing crops. The borrower
may not grow the erop or natural calamities may destroy the
crops if they are grown, Thus there does not seem to be any
immediate prospect of the development of agriculfural paper
to [inance the growing crops.

Indigenoug bankers and eco-operative banks should
co-operate to finance village bankers. This ean be done if
indigenous bankers use commereial paper which is acceptable
to the commercial banks. Usance bills ean thus he encouraged
for the finance of village bankers by shroffs. The absence of
satisfactory documents of title will in the beginning prevent
their use, but if the parties to the bills are worthy of credit,
such bills will be discounted by banks in course of time.

There will be a diffienlty regarding the financing of culti-
vators by village bankers. PBills with fixed dates of maturity
will not be suitable in this connection because cultivators
can pay thege bills after selling their produce and the sale
of crops will depend upon the season ; while the maturity of
the bills will be fixed. Renewals of bills will thus be necessary
but the process will be expensive and disliked by diseounters.
In such cases dates of maturity may be fixed with reference to
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approximate dates on which the produce may be brought to
the market for sale and a good margin may he provided.
“There ig little doubt that the ercation of the Tleserve Bank
with the resultant co-ordination of the various elements of
the money market and a unified control of eredit and currency
should do mueh to develop the use of commereial bills and
uitimately create an active and efficient discount market in

India.”™*

% Report of the Indion Banking Commitlee, p. 418, para. 604,



CHAPTER XIII.
Investment Habit.

Banwiva development depends very largely upon the
growth of investment habit. The latter in turn depends upon
the wealth-producing capacity of the people of a country and
upon their will and their power to save. Wealth production
in Indiw s very meagre and the natural resourees of the country

_are not properly utilized a8 to angment the national dividend.
The agriculturists who constitute the bullk of the population of
Tndia have little surplus even in normal times and those who
have any savings prefer to invest them in land and gold and
silver ornaments. The fall in the price of silver has robbed
the ealtivators of Indis of a great deal of their savings because
the value of their silyver hoards has fallen tremendously. Most
of them have parted with their silver hoards to pay off the
land revenue, rent and interest on money in the present depres-
sion as the real burden of these charges has inereased immensely
with the acute fall in prices, specially of agricultural commodi-
ties. The few wealthy agriculturists who may have a surplus
prefer to investin land or jewellery to investing it in interest-
bearing securities about which they know preciouns little. The
aalaried middie-elass invest their suvings in post office savings
banks, postal cash ecertificates, ete. The commercial com-
munity prefers to invest its surplus funds in treasury bills or
short-term deposits,  Share capital and debentures are also
purchased by people of this class and this was specially the
case during the war period,

Investment in land appeals to Muhammadans also because
the Xoranic injunctions forbid interest. Appreciation in
capital value 18 not regarded as interest and, therefore, real
estate i3 the only means of investment for the orthodox seetion
of the Muslim community.

Next to land, jewellery iz the most common type of
investment for all classes of people in India, This is a practice
rooted in ancient custom and uwsage. Hindu women are
debarred from receiving any share of immovable property
and, therefore, the giving of pgold and silver ormaments to
them as Stridhan at the time of marriage has become commeon.
Various economic and social caunses in the past have influenced
the investment of savings in the form of jewellery., The lack
of banking facilities in the early days, and the absence of suit-
able means of investment ensuring safety and easy realizability
of savings have promoted this habit.

With the introduction of the banking system and the
apread of education, a reduction in expenditure on ornaments
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and jewellery has been discernible. The Punjab Banking
Committee confirm this view when they write that *° the
immemorial eustom of pulling savings, and also a proportion
of borrowings, into jewcllery is beginning to weaken. For
the moment the change appears more marked than it really
ig, since mueh of it iz due to trade and agricultural depreasion.
But below this strong surface current may be cloarly discorned
an undercurrent flowing in the same direetion and generated
by decper and more permanent forces. Amongst Lhe latter
are education, the rising standard of living with ity greater
demand for money and wider facilities for investment.”™ It
will thus be seen that the preference for jewellery is nol
permancnt ; bul by means of education and sustained propa-
ganda of banking habif, the prejudice in favonr of jewellery
can be removed gradunally.

The prevalence of hoarding hahbil is a great impediment
in the way of the development of banking habit in India.
India has been called “the sink of precious metals™ and this
impression is very strong both outside and inside India,
‘IToarding’ is a term which is loosely used and no distinetion
is made by those who refer Lo it hetween the locking up of
surpluses in gold or silver bullion or coin and the industrial
use of precious metals. The views of committees and commis-
sions of experts do not contirm the view thal hoards in Todis
are unduly large. 'The following extract from the Report of
the Babington Smith Committee of 1919 may be quoted on
the point :—

"1t has frequently been alleged that an undue proportion
of the world’s gold supply is absorbed by India. It must
be remembered, however, that the population of India cxeceds
315 millions, and that the use of gold. ... plays an important
part in social eeremonies sanctioned by religion and tradition.
Presents of gold or silver ornaments are obligatory at weddings
and on other ceremonial occasions and this custom is supported
by the practical consideration that a woman, whether Hindu
or Muslim, who possesses gold and silver ornaments, or coing
converted into ornaments, i entitled to hold them as her
personal property. It has also always been the habit in India
to use the precious metals ag & store of value, and to hold
savings in this form ; nor, until banking and investment
facilities have been extended, and the habit of wsing them has
been acquired by the people of India, is it easy to sec in what
other form savings can be aceumulated. We do not, therefore,
consider that the quantity of gold taken by India for all pur-
poses in the period before the war was disproportionately
large in relation to her economie conditions, and it must be
assumed that so long as existing conditions prevail, India will

1 Punjab Banking Commitiee’s Keport, para. 226.
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continue to require a considerable guantity of gold for the
purposes named above,’’*

The Fxternal Capital Committee of 1924 expressed =
different view when they wrote that India possessed a large
amount of potential capital which was locked up in gold and
jewellery, and they were of opinion that as the net imports
of gold and silver sinee 1913 amounted to 182 crores, it was
enough to show that large resonrces were still being hoarded.”
The Royal Commission on Indian Currency aund Finance also
held the same view and sadd that India’s demand for gold
was not confined to monetary uses, but gold was largely used
for purely social purposes. Their recommendation for the
introduction of savings certifieates payable in gold was designed
to attract “"stores of wealth, great in aggregate, and at present
Iying wastefully inert, to their right function of meeting the
needs of Tndia for productive capital expenditure.

This question also caumoc before the Gold Delegation of
the Financial Committee of the League of Natlons who in
their interim report, made the following reference to the ques-
tion of the absorption of gold by India :—

“From time immemorial, the popuiation of India has
purchased very considerable quantities of gold. During the
war years India was unable to salis{y her needs, and she
congequently effected exceptionally heavy purchoses about
1924, In the last four or five years, however, her demand
has dropped back to between 80 and 90 million dollars per
annum—a rate of consumption rather less than that of the
last pre-war quinquennium. We understand that attempts
are being made to extend banking and investment habit in
India, hut we do not think it would be safe to anticipate any
material reduction in the Indian demand for many years to
come,’™®

The Finanece Member in his Budget Statement which
he presented before the Legislative Assembly in February 1933
remarked on the point as helow :--—

“I wish to remind the House that even though the
amounts exported have been wvery large, the figures are still
small in relation to India’s resources..... From September
1931 up to the end of December 1932 India had exported
glightly over 14 million ounces of gold. As compared with
this the imports between April 1926 and September 1931
exceeded 15 million ounces so that in spite of the enormous

2 Report of the Bubington Smith Conmmidiee, para. 83,

® Report of the Exiernal Capital Commillee, para. 8.

+ Report of the Royal Commission on Indian Currency end Finance,
1928, paras. 64 and 68.

5 Intertm Report of the Gold Delegotion of the Financial Commiltee
of the League of Nualions, pp. 13 and 14.
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amounts hitherto exported, we are not yet back to where
we were in April 1926.  1f we go further, the results are still
more striking. The net imports from April 1922 to March
1930 exceeded 28 million ounees, and this means that Tndia
can go on cxporting gold until the total guantities have risgen
to three times the amount of what has already been exported
and still have more gold in hand thun she had eleven years
aigo-;)(‘.

The view of the Indian Central Banking Committee on
the point is as below :—

“faving examined the question in the light of the informa-
tion available to us, despite the absenee of complete and
reliable statistical information, we see no justitication for
the widespread belicf that Indis has absorbed and still absorbs
an undue proporfion of the world’s gold supply and that the
accumulated treasure of centuries has been lying in hoards
buried deep in the ground or hidden in the houses of the
people. In the days when life and property were nof safe
and whoen banking facilities were not avaiiable, lioarding was
inevitable. Hocial and cconomic conditions also influenced
the predilection  of the people for the precious metals.
Circumnstances have, however, altercd materially during recent
years and there is little evidence of hoarding of precious metals
in these days apart from ihe use of ornaments.””

The {ollowing table shows the value of imports and
exports of gold to and from India for 2 number of ycears.”

Value of Imports and Fxporlts of gold coin and bullion for
dmport 4
cach gringuennium (average) from 190001 o 1924-25 and
for each of the official years from 1925-26 to 1929-30.
{Lakhs of Rupees.)
Net
Imports Exports imports—
or exporta--

Average for 1900-01 to 1904-06 .. 15,07 8,84 — 6,23
" 1905-06 to 1909-10 .. 17,50 75 11,75
" 1910-11 to 1914-15 .. 29,92 4,58 —25,34
" 1915-16 to 1919-2¢ .. 19,65 6,2 —13,42
" 1920-21 to 1924-25 .. 36,45 7,74  —28,71
1925-26 .. s .. 35,23 38 —34,85
192627 o . .. 19,50 10 —19,40
1927-28 .. - .. 18,13 3  —18,10
1928-29 .- ‘e ..o 21,23 2 —21,20
1929-30 . . Lo 14,23 1 14,22

8 See the Indian Budget Statement for 1932-33. Also my article
in The India To-morrow, Wednesday, 21st June 1933 for further
information and criticism.

T The Report of the Indian Banking Commitice, p. 437, para, (638,

8 Report of the Condroller of the Currency, 1929-30, p. 50.
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The table shows that gince the year 1925-26 gold imports
are declining and the yearly Report of the Controller of the
Currency for 1929-30 shows that ““the net private consump-
tion of gold in Tndia may be considered to have fallen from
twenty-one crores in 1928-29 to sixteen and threc-quarter
croreg in the year under report.  The low prices realized by
Tndia’s crops naturally reduced fhe surplus available for the
purchase of the precions mefals and later in the year the
heavy fall in the price of silver increased to u certain extent
the demand for it instead of gold, The low rates of exchange
which prevailed throughout fthe year also made the price
slightly dearer. Apart, however, from thesc obvious factors,
there does appear to be a steady decline in India’s tendency
to import gold for private use.”™

Ex1ENsIoN OF FACILITIES FOR INVESTMENT.

Though the {faet of the existenee of large hoards in India
may be doubted, the neeessity of developing deposit-banking
in the eouniry must be emphasized. The remarks of the
Indian Panking Cowmmittee in this connection deserve quota-
tion. They write, “We should like to emphusize.... the
possibilifics. of developing deposit-banking in this country.
The few existing branches of joint-stock banks and co-opera-
tive ingtitutions in the cities as well ag in the motussil have
been suceessful in drawing out small savings of small people
in urban as well a8 rural areas. A good deal, however, yet
remains to be acecomplished. The man in the remote interior
has yet to be reached. Slender savings of small men every-
where have yet to be garncred. We have no doubt that if
systematic propaganda lor stimulating savings and cultivating
the investment habit iz carried on throughout the ecountry
gnd if the facilities for investment are extended, small men
with savings would not be slow to respond. BSavings Associa-
tions founded on the lines of similar agsociations in Great Britain
will undoubtedly be of great assistance in carrying out sys-
temnatic propaganda for the development of the investment
habit....” (Paragraph 612 of the Report.)

SUGGESTIONS FOR PROMOTING THRIFT.

(1) Post Office Savings Banks can promote thrift and
investment hahit to a much greater extent than has been
the case so far. Their principal object i3 to ineuwleate habits
-of thrift among the working classes and the lower and middle
sections of the people in India. Labourers and artisans and
the peasantry specially, have not developed the habit of
depositing their savings in the Poat Offices.

® Report of the Coniroller of the Currency, 1929-30, para. 12.
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At predent the limit of deposits and the total balance
that can be helid by a single depositor are Rs. 750 and Rs. 5,000
respectively. The maximum balance that can be had to the
accounts of minors i3 Rs., 1,000, These limits can be raised
to higher figures, say to 1,000, 10,000 and 2,000 respoectively.

(2) Post Office Savings Banks can open current swcounts
with or without interest and canr allow deposilors to withdraw
money by cheques. The indian Banking Commitiee do not
favour this proposal, but they suggest that “,.erzons having
savings aceounts shouwld be aliowed to operate on these wevounts,
and to make deposits by means of cheques, the procecds of
cheques in the latter cage being eredited to the depositor’s
account on collection. The system muay be first, introduced,
a8 a tentative measure, in selected Post Offices and gradually
extended a8 experience may justifly.  Accounts may be allowed
to be opened jointly in the names of two persons payable to
-either or survivor. Ti would be @ great convenience if the
depositor were allowed to name a nominee to whom payment
of the deposit should be made in the cvent of his death. The
present procedure neeessitating an examination of the legal
position of heirs entails delays, ™ (Paragraph 616 ol the
Report) There does not scem to be any reason why Post
Oflices should not open eurrent aecounts and allow withdruwals
by cheques provided cheque forms are available printed in
local vernaculars. The services of clerks having expericnce
in banks may be availed of or the Imperial Bank may depute
its own men on paymenl Lo work in the Post Offices and this
experiment may be tried in selected Post Offices and extended
if it is found to work satisfactorily.

(3) Postal Cash Cerlilicates can form another medium
of the developmacnt of investment habit. Thoy have drawn
out a considerable amount of gavings of small people to whom
they have proved attractive. Their popularity could be
increased if a holder of them were allowed to nominate a reci-
pient in case of death. The maximum investment in them
cannot execed Ks. 10,000 at present in the case of a person
and this limit can be considerably raised to advauntage. The
provident fund of a large number of employees is deposited
m Post Offices in the name of the employers and the limit of
Rs. 10,000 forbids any larger portion being invested in cash
certificates. If an exception could be made in such cases,
it would be of great advantage to employees. Some people
suggest the abolition of these certificates. The yield on them
is higher than on deposits in banks and, therefore, they compete
with banks. This view does not seem to be sound.

(4) Suvings Certificates payable in gold.—The TRoyal
Commission on Indian Curreney and Finance in 1926 recom-
mended the issue of “ ‘on tap’ savings certificates, redeemable
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in three or five years, in legal tender money or gold at the
option of the holder. They might be issued in denominations
of one tola and integral number of tolas, and sold for legal
tender money, rupees and notes, at 2 price which would give
the holder an attractive yield in interest. It would add to
the attractiveness of the certificates if the holder were given
Incilities to obtain payment therefor at any time during their
currency at a discount reckoned at varying rates according
to the date of eneashment, but until the date of maturity, it
would be paid in legal tender eurreney and not in gold.”

“The offer of such certificates should constitute a power-
ful incentive to investment and a powerful antidote to hoard-
ing. When this certificate matures, the holder of the maturing
certificate will receive a striking demonstration of the advant-
ages of investment and of the solidity of the gold basis of the
rupee. T is  legitimate to hepe that the certificates will
greatly assist in an ultimate solution of the problem of India’s
hoards.”** The Indian Banking Committee support these
proposals, but they doubt whether it would be feasible to
give effect to them under present conditiona. (Paragraph
649 of their Report.)

(3) Moncy can be invested in Government sccurities also.
A person ean invest through the Post Office in any loan issued
by the Government of India bearing interest at 31 per cent.
or upwards. The total amount, after deducting any sum
sold through the l'ost Office, which may be invested through
the Post Office by an individual in a year fromn the 1st April
to the 31st March is Ks. 5,000. The Post Office also sells at
the current rate, and free of expeuses the whole or any portion
of any Government promissory notes which may have been
purchased for bim through the Post Office, whether held by
himself or by the Deputy Accountant-General, Posts and
Telegraphs for him, provided that the investor is alse a Savings
Bank depositor at the time of application and also that, if
only a portion is specified for sale, the balance of securities
left after sale is of the nominal value of Rz. 100 or a multiple
of Rs. 100. No fee, commission or brokerage is charged for
the sale, purchase or safe eustody or delivery of Government
securities bought through the Post Office or for realizing or
remitting interest on them. The interest on them is free from
income-tax so long as the securities purchased through the Post
Office remain in the custody of the Deputy Accountant-General,
Posts and Telegraphs. TIf such facilities are exfended to all
small investors whether they are savings bank depositors or
not, it will attract a large amount of dormant capital.

10 Report of the Royal Commission on Indian Currency and Finance,
paras. 67 and 68,
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Banks alse can popularise the gilt-edged securities to
a greater extent than they do now by reducing their charges
for the purchase and sale of serips, collection of interest,
safe custody, ete. They ean also offer easy terms for the
purchase of gecurities in instalments as iz done by the Imperial
Bank of Tndia to promote new floatations.

(6} Imvestment in indusirial secarities iz made by o wide
cirele of people. Al over the world there are people who are
not satistied with a low yield and are prepared to take risks
by investing money in share capital and debentures of concerny
which offer the prospect of a higher yield than that of pilt-
edged gecuritien and in which the value of capital can also appre-
ciate. In normal times no diffienlty is experienced in finding
out capital for joint-stock eoncerns in ludin provided there
are good prospects for the concerns ; but there ig no regular in-
vestment market in the counlry. Tnvestment banking institu-
tions which can investigate into the possibilities of industrial
concerns do not exist here. The faeilities of underwriting
shareg and of marketing industrial securities are not very good
in this country, The promolion of sneh institutions will help
in Hoating sound concerns and in marketing their securities
and will also inspire public confidence in such forms of invest-
ment. There are stock exchange markets in Bombay, Calentta
and Madras which direct the flow of capital Lo industrial enter-
prises by providing a market for the purchasce and sale of
recognized serips. They do not exist in other provinees,

(7) Insurance companies in every country are a good
means of promoting thrift and saving and also of directing
the investment of capital into industries. In India, such
concerns are non-Indian, and the question of investment of
their funds is one of peculiar interest from the point of view
of devcloping the banking resources of the country. A large
portion of their income is invested outside India and they
should be compelled by legislation to invest a fixed portion of
their premia in approved Tndian securities and to place
an initial deposit with Government. The Central Banking
Committee recommend, “We consider it essential for the
economic development of the country that all insurance
companied doing business in it, whether Indian or non-Indian,
should, by a judicious investment of their funds, assist in the
promotion of public utility undertakings and the finance of
the trade and industry of the country generally. We, there-
fore, recommend that legislation may be undertaken to render it
-obligatory on all insurance companies, Indian as well as non-
Indian, to lodge an initial deposit with Government and to
invest, and keep invested, a fixed proportion of their premia
fundsin approved Indian securities.” (Page 445 of the Report.)

(8) Many private and public employers have started
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provident fund benefits for their employees which are as noces-
sary as insurance companies, All possible encouragement
should he given to promote savings from this source.

{9) The cheqne habit should be promoted among people
in India. The abolition of the stamp duty on cheques since
Angust 1927 which was done in response to the recommenda-
tions of the Hilton-Young Commission has been responsible
for the growth of the cheque habit in the country. The Indian
Banking Committee write in this connection, “Evidence is
forthcoming from all dircetions of a substantial increase in
the number of cheques which daily pass through the Clearing
Houses. The recent abolition of the stamp duty on cheques
appears to bave contributed materially to a more extensive
use of the cheque not only in the Presidency towns and other
big commerecial centres but also in the mofussil. The co-
operative banks also recorded a rise in the number of new
accounts opened and the chegues issned by them. There is,
however, still a large portion of the population to whom the
cheque system is a mystery. It has yet to understand and
appreciate the facility and the seeurity a cheque ecurrency
affords both to the drawer and the payee.” (Paragraph 663
of the Report.)

The illiteracy of the people slands in the way of the deve-
lopment of the cheque habit, The cheqne system necessitates
an elementary education and a knowledge of reading and wiit-
ing. A single erasure on the cheque form vitiates the chegue
and as cheque forms are printed and are required to be written
in the Inglish language stands in the way of any wide adoption
of the cheque habit. 1tis, therefore, very necessary that cheque
forms should be printed in local vernaculars also side by side
with English. Other reeommendations of the Central Bank-
ing Committee to promote the use of the cheque system in the
country may be quoted in extenso. They write, * Government
can assist materially in spreading the cheque system in rural
areas by accepting frecly payment of land revenue by cheque.
Such payments are now, under certain conditions, accepted
at treasuries which are managed by the branches of the Imperial
Bank of Tndia. Very few people are, however, in a position
to avail themselves of this facility. The number of such
branches is limited and they are gituated mostly at district
headquarters. It is, therefore, suggested that the facilities for
payment of land revenue by cheque may be extended to
taluga sub-treasurics and district treasuries. We support
this suggestion. It is also suggested that all material pay-
ments should be made by Government by cheque.” (Para-
graph 665 of the Report.)

Local bodies can similarly encourage the use of cheques,
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The Indian Banking Committee ¥ recommend that all munici-
palities and other loea! bodies should be asked to consider
the feasibility of making and accepting payment by eheque
on account of sularies to some of their employess and other
items of receipts and disbursements.”

Banks can encourage the use of cheques by giving adequate
facilities for prompt encashment over the counter.
Merchants and businessmen ghould alzo as far as possible nse
cheques in place of currency notes and rupees in Lhe getile-
ment of transactions and in moving crops in the country,
If the cheque habit widely develops in these markets, banking
habit will increase to a great extent with small traders. The
cirenlation of cheques in the money markcet and the mohility
of the banking resources of the country depend largely on the
facilitics provided by banks for {ransfer of funds from place to
place,

(L0) Savings associations oughti to be started in Tndia
to stimulate thrift and savings among the people. Such assoeis-
tions were started in England during the war to promoete
the issuc of war loans and their activilies have been continued
in the post-war period on account of thelr success.  There
i3 now a Natiohal Savings Commiltee in England, guiding a
large number of National Savings Asgociationsin the conutry.
These latter associations have been formed 1o help their
members to invest in the National Savings Certificates.  Such
organizations, if widely scattered in a country, have imporiant
educative effects and render immense gervice to the develop-
ment of banking, They cncourage small gavings by aclive
propaganda and by providing means for the collection of such
savings and by getting them invested in good securities. The
formation of such associations should be encouraged in this
country.



CHAPTIIR XIV.

Regulation of Banking.

BANKING ingtitutions are sntrusted with the cash resources
of the people and, therefore, they exercise a very powerful
influence upon their cconomic life. Banking business is of a
quasi-public nature and the interests of depositors, upon
whose confidence the growth of banking depends, must be
protected by legislation. Tn some form or other restrietions
are imposed upon banking business in all countries according
to their regquirements. Some countries like the U.S.A. and
Canada have speeial banking laws ; whereas othefs like England
and India regalale their banking business by Company Law, In
Euglaod, matters not eovered by the Company Law are governed
by tradition amd convention which have grown up in course
of time.

PositioN I8 INDIA.

Tn india banking business is governed by Company Law.
Various matters connected withh the promotion, audit, balance-
sheet, winding up, ebe., of banks are regulated by the Indian
Companies Act.  In certain respects, the Act differentiates
between banking corperations and non-banking concerns -and
some ol ity provisions apply specially to banks.

Section 4 of the Companics Act provides that if the number
of partners in a partnership business exceeds ten, they cannot
carry on banking business without Tbeing registered as a
comnpany. Scetion 32 requires the preparation of an annual
iist of members and its filing with the Registrar and Form £
requires banking companies to show a list of all their places of
banking business. Section 132 provides that the balance-
sheet of & bank should conform to IForm [7 as nearly as possible
and with regard to book debts, secured and unsecured debts
have 0 be shown separately and the banks need not show
the provision they make for bad and doubtful debts. Accord-
ing to Section 136 a limited banking company has to make a
statement in Form G in the Third Schednle before commencing
business and thereafter half-yearly. The Government is
empowered by Section 138 to appoint inspectors to examine
the aflaira of a banking company in case members holding not
less than one-fifth of the shares issued apply for it. The provi-
sion in this respeet for other concerns is different. According
to Bection 145 the auditor should have access to the books of
branches outside Indisn of banking concerns and it is sufficient
if access is allowed to extracts from books sent by the branch
to the head office. Section 259 requires a banking company
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which was in existence on May 1, 1882, to inform acconnt holders
of its intention to register as a limited company at leazt 30 days
before registration.

There iy a good deal of truth in the statement that the
Indian Companies Act touches only the fringe of the problem
of banking legislation and there should be some legislative
control over the operations of these banking concerns which
do not come under the Indian Companies Aet. In 1913 tha
Government of India consulted the Loeal Governments en
the point. It was not intended to regulate industrial banking
but to regulate only such concerns as partnerships and
individuals which were carrying on banking business on un-
sound lines. The replies reesived were in favour of legislation
requiring that institntions calling themselves “banks” ghould
be registered under the Indian Companies Act and that they
should conline themselves to banking business only,

Commenting on the need for a special Bank Act for Tudia,
the Indian Central Banking Committee write, “We are nol in
favour of elaborate banking regulations and restrictions deal-
ing with matters which had best be left to the diserction and
sense of responsibility of the directorate and the management ;
such restriction is at times Iikely io do morc harm than good
and to hamper the aclivities of banks. At the same time,
we are of opinion that the existing provisions in the Tndian
Companies Act governing banking companics are inadeguabae.
Several important matters having a vital bearing on guestions
such as the initial organization of banks, their cfficient
management. and stability, provisions [for supervision and
examination and publication of accounts, the safety of share-
holders and depositors and the development of hunking generally
on sound lines remain to be provided for. We do not
suggest that it is necessary to provide for all these matters
by legislation. Some can he met by suitable provisions in
the Memorandum and Articles of Asgociation of the different
banking companies according to their respective requirements,
subject to the approval of the Registrar of Joint-Stock Com-
panies ; some might, be left to the control of directors and the
supervision of auditors ; while some would be within the pur-
view of the Reserve Bank when it is established. Nevertheless,
there will remain certain matters which, in our opinion, will
have to be provided for by legislation.’™!

The existing regulations can be amplified in two ways:
firgtly, by a special Bank Act and sccondly, by amending the
Indian Companies Act in a suitable manner and eclearly the
former alternative is more desirable. This view has been
taken by the Indian Banking Cowmmittee also.

L Report of the Indian Central Banking Commillee, pp. 450 and
451, para. 671.
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The Act should embody provisions of the Indian Companies
Aet which now apply to Banks specially and certain additional
provisions relating to organization, management, audit, inspee-
tion, liquidation and amalgamation of banking eoncerns.

(1) ORGANIZATION,

Tf a banking concern is incorporated under an Act of the
Legislature, it must comply with ecertain general reqmirements
as may be Iazid down in the Act. Such provisions imply a
minimum standard of elliciency though they cannot prevent
frand or mismanagement. The term banking has not been
defined in the Companies Aet though it lays down that there
cannot be more than ten persons in a partnership to carry on
banking business. The question is whether any and every
concern should be allowed Lo call itsell a bank.

The new Act should, therefore, lay down the definition
of @ bunker in broad general ferms. It may be said that no
hard and fast defirition of “hanker’ can be evolved and it has
not been o in any counntry. In Canads according to the Bank
Actl, the ferm *bank’ means “Any bank to which this Act
applies”.  In England the Bills of Exchange Act means by
a banker “ua hody of persons whether incorporated or not who
carry on the business of banking™, Section 3 of the Indian
Negotiable Instruments Act of 1881 defines the term bankers as
“algo persons or u corporation or company acting as bankers’’,
Rir Johun Paget in hiz “Law of Banking’’ says that nobedy,
corporate or otherwise, can be a banker who does not take
deposit accounts, current accounts, deoes mot issue and pay
cheques drawn upon him and does not collect crossed and
nnerossed cheques for customers. According to the same
authority a person doing the above type of business may not
be a banker unless the following requirements are satisfied :—

“(1) banking must be a part of the man’s known occupa-
tion,
{2) he must hold himself out as a banker and the
public take him as such,

{3) there must be an intention generally to get a living
by so doing, and
(4) the banking business conducted must not be sub-

gidiary or ancillary to another business or other
businesses carried on by the same concern.”

“The only true road to safety both for the public and the
banker lies in the scheme propounded by those best gualified
to judge, of an anthoritative and conclusive register of bankers,
This, completed after investigation by a legally qualified tri-
bunal and amended by the same as occasion may require, wounld
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supply & means of ready reference and prompt decision, open
to the bank eclerk and public alike.”?

The Royal Commission on Indian Currency and ¥inance,
19268, sugwested that “the term ‘bank’ or ‘hankers’ shonld be
interpreted ag meaning cvery person, firm or company using
in ity description or title ‘bank’ or *banker’ or ‘banking’, and
every company accepting deposits of money subjeet 1o wilh-
drawal by eheque, draft or order,’”

The Cormunission did not think that indigenous banking
should be covered under banking regulation withoul [urther
consideration of the subject. “What ix really needed is a
register of bankers without a hard and fast definition and we
are of opinion that the situation in India as regards indigenous
bankers will best be met By an arrangement for the enrolment
of guch bankers as members of a recognized assocdation.”
(Report of the Indien Banking Commitiee, page 455, paragraph
681.)

A Bankers' Association should be formed and the members
of thai association may add to their name the appellation
“Member of the Bankery® Association’ which will give recogni-
tion to the members ag bankers.

Licensing of Banks.

It was suggested before the Indian Banking Commiticc
that all concerns carrying on banking business exeepl Tudian
joint-stock banks and co-operative banks shouwld take ous
a lieence whieh would impose certain obligations on their
working. The Indian Banking Committee do not favour
this suggestion as it would be unfair to the indigenous bankers
who now supply a.good deal of {inance in India. They recom-
mend that banks, Indian or foreign, wishing to do banking
business in India should be required to take out a licenee from
the Reserve Bank when it is established. This will give the
Bank some control over the banks in India. ILicences should
be freely granted to the existing bankers in India and it would
be the duty of the Keserve Bank to see that the terins of licence
are complicd with.

The object of the proposal “is to ensure a systematic deve-
lopment and extension of joint-stoek banking and not to
mpede in any way free competition. Having regard to the
present stage of literacy of the people, we eonsider it essential
that a bank should be organized on certain reeognized princi-
plea of banking and {hat no institution ecalling itself a bank
should start operations without obtaining a licence from the

2 ¢ Law of Bunking’, by Sir John Pagel, quoted by the lndian Bank-
ing Conmnuttee on pp. 453 and 454 of their B oporl,

3 Report of the Royal Commission on Indian Currency and Finance,
19268, para. 162,
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Reserve Bank. Having regard also to the present stage of
development of banking in the country, we consider it cssential
that there should be a policy of encouraging expansion of
banking in arcas where there is need for it and discourage the
multiplication of banking institutions beyond the needs of
business in partienlar localities, We have no doubt that the
Reserve Bank would be willing to encourage the expansion of
banking as much as possible and that its policy in granting
licenees would be influenced zolely by the considerations of the
cconomie interests of the country,” (Report of the Indian
Banking Commlittee, paragraph 685.) The opening of 2 now
braneh by an cxisting bank should be subject to the permis-
sion of the Teserve Bank.

The Aet ghould further provide that any institution
operating in India, barring foreign banks, should have a
majority of direcetors whe are Indians. This is necessary
to prevent the control and management of a service of national
iniportance a8 banking pasging into the hands of forcigners,
TL would not be posstble to follow a pelicy in the interests of
India unless non-nationals are prevented from having a pre-
ponderating voice in the management of banks in India. No
new bank other than a forcign bank should operate in India
unless the majority of its sharcholders arc Indians.*

The contbination of banking business with other activities
should be prohibited beeause banking and trading cannot go
on side by side successfully, Many banking institutions
failed in the past in India because they combined trading
operations also with their banking activities and the case of
the Alliance Bank of Simia can be cited on the point.

The Bank Act should specifically prohibit the organiza-
tion of a bank on the managing agency system and subsequent
arrangements for conducting the management of banks aecord-
ing to the system should be made null and void.

The Aect should prescribe a minimum amount of ecapital
for a banking company without which it should not be able
to commence operations. There should also be some definite
refationship between the authorized and subscribed capital

* Paragraphs 689 and 690 of the Indian Banking Commillee's
Report. Some of the membery of the Indian Banking Committee did
not agree with this view and held that no restrictions should be laid
down hy law on the rights of shareholders to choose their own directors
and on the Lransference of shares and that these matters mav be pro-
vided for in the Articles of Association. In this connection it may be
gaid that if provision of these matters in the Articles of Association is
compulsory, the effect iz the same as if the provision were made
by law. [If it is not compulsory, Indian interests will nol be served
by lack of provisions in the Articles if no provision is made there.
Legislative provision 1is, therefore, better than provision in the
Articles of Association.
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and between the subsecribed and paid-up capitul. In this
connection a very high minimum should not be fixed which
may prevent the formation and growth of smull hanks in arcas
which are not served by banks at present. In the existing
stage of development of bapking in the country a minimum
e.mpita] of s, 50,000 should he suflicient, A new bank should
not be registered under the Act unless it has a paid-up capital
of Ry, 50,000, The anthorized ecapital of a bank should not
be more than double the subseribed cupital and the paid-up
eapital should be at least 50 per cent. of the subseribed capital
before commencement of business. At present the Indian
‘Companies Act does not make provision in these respeets and
the result is that concerns can start with a veey hirh anthor-
ized capital to mislead the public with regard to  their
resources and paid-up capital is  uvsually very amall, In
1927, “six out of the sixteen banks that fasiled or went into
liquidation had practically no paid-up capital.””  Thege provi-
siong of minitum capital should apply to coneerns with limited
liability only.
Register of Members,

The Indian Companies Act provides {hat u register of
members should be maintained and an annuaal list of members
prepared.  The new Act should provide for the muintenance
of o separate index of fhe names of members of a banking
conapany to facilitate ready reference and inspeciion by share-
holders as is dene under the kKnglish Companies Act.

The new Act should alse provide that banks doing their
business in India should keep a scparate register of shares
owned by non-nationals,

Registration of Transfer of Shares.

According to the Articles of Association, directors can
generally refuse to register the fransfer of shares without giving
any reason, Some witnesses suggested before the Indian
Banking Committee that this power ghould be denied to the
directors in case of fully paid-up shares or that they should be
compelled to assign reasons for their refusal. The Indian
Banking Committee do not wish to restrict the discretion
.of the Board of Direetors, but suggest that this provision can
be ingerted in the Articles of Association if the promoters or
.sharcholders think it necessary to restrict the powers of directors
with regard to registration of transfer of shares. (Paragraph
699 of the Report.)

The Articles of Association of banking companies prohibit
4 member from being present at a meeting to exercise the
power of voting unless he has been in possession of shares
for a certain period of time before the meeting. Some people
think that the period should not exceed six weeks and that
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the directors should be prevented from unduly putting off
registration of fransfers to bring a sharcholder within the
purview of the claunse. The Indian Banking Committee in
this conneclion write, “We are of opinion that it is for the
company to provide in the Articles of Association the period
during which a member should have held its shares before
being entitled to take part in its proceedings. In order, how-
ever, to prevent unnecessary delay in the registration of
transfers, we recommend that there should be a provision
in the Bank Act requiring the directors to decide within two
months of the date of presentation of transfer deeds to the
bank whether the transfer shall be registered or not.” (Para-
graph 700 of the Tndian Banking Commitiee’s Report.)

Registration of Mortgages and Charges.

According 1o Section 109 of the Indian Companies Act
particulars of charges and mortgages created by o bank on
ity own assets have to be registered with the Thegistrar. Such
documents should also be registered with the Registrar of
the province where the bank has branches to enable people
who deal with the branches to have a better means of ascertain-
ing the nature of such transactions which affect the eredit of
the bunk and this suggestion hug been endorsed by the Tndian
Ranking Committee in Paragraph 701 of their Zeport,

il 2 bank acquires assets subject to a prior charge and if
those assets are such that a mortgage on them would have
been required to be registered according to Section 109 with
the Registrar in case such property were owned by the bank,
the bank should get the particulars of such prior charge
registered. It makes no difference whether the bank itself
creates such a charge or acquires assets suhject to a prior
charge. This provision should be introdueed in the Bank Act.
The recording of the satisfaction of a mortgage before the
Registrar under the present law is not compulsory. This
ghould be made compulsory.

(2) MANAGEMENT,

Proviston of Reserves.

The soundness, stability and reputation of a bank depend
upon the alloeation of a portion of its profits to the building
up of strong regerve funds which may be utilized in times of
need. In varigus countries, banks are compelled by law to
allocate a certain portion of their profits to reserves before
distribution of dividends to sharehelders. In America under
the National Bank Act every bank has to allocate 10 per cent.
of it3 net profits to reserve until the latter reaches 20 per cent.
of the capital. The Bank Act of Canada lays down that the
rate of dividend cannot exceed 8 per cent. per annum until
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the reserve fund is equal to at least 30 per cent. of the paid-up
<capital. In Japan the Act of 1927 provides that no dividends
can be declared until one-tenth of the profits is appropriated
to reserve fund. In Todia also something should be done in
this conncction. The Indian Banking Committee write, “We
cannot too strongly cmphasize the fact that Lhe frst easenlial
«of a hanking system iy sound management and that if that
is  wanting, no legislative provision for strengthening its
regerves or ity financial position generally would be of much
avail. In view, however, of the faet that banking in {his
-country is yet in its infancy, we recommend that there should
be no distribution of dividernd in any year until a bank hus
-set aside, for being taken to the reserve fund, an amount equal
to at least 2} per cent, of ity paid-up cupital and that this
restriction should be in eperation until the resceve fund equals
the paid-up capital.””  (Page 463, paragraph 704 of the Report.)

There i3 also a very great necessity for the formation of
gecret reserves which can be utilized to meet unforescen losses
without touehing the reserve fund diselosed in the halance-
sheet. The minimmm preseribed by law s regarded as the
maximum for safely by banks and that ix the reagson “‘why
the legislature geperally shrinks from regularizing by law
matters guch as these, thereby taking off the shoulders of the
management their responsibility in regard thereto.’ Considera-
tions of sound management require that managers of banks
should not remain satisfied with the allocation of the minimum
.amount provided by law to be carried {o the reserve fund.
They should add to the rescrve fund adequate amount after
reviewing the position from year to year.

1 osition regarding Cash Rescroves.

Cash reserves of an adequate amonnt should be kept
by banks to ensure solvency and to prevent a run on them
by the depositors. Demand Habilitics must be promptly
met ; otherwise solvency might be endangered. America is
the only country where minimum rescrve requirements for
commercial banks have been lald down by legislation. Statu-
tory provision on the matter is not necessary boecause the
.statntory minimum may be regarded as the maximum by
the authorities of the banks and legal requirements can also
be evaded in many ways. The question of inter-relation of
reserves, deposits and loans and the maintenance of adequate
fluid resources to meet the day-to-day requirements and %o
meet time liabilities are matters which have got to be left to
the discretion of the directors of banking institutions. On
the establishment of the Reserve Bank, the member banks
will be required te keep a deposit of a certain percentage
-of their time and demand liabilities with the Bank in addition
to their till money. This will be a very great improvement
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on the existing position regarding the maintenance of cash
reserves and it will also give the neceessary mobility to the
cash resourees of various banks.

Regulation of Loans.

Prudent banking requires a sound poliey regarding loans.
Many suggestions can be made to achieve this object. The total
clean advanees made by a bank or advances against immovable
property should not exceed its paid-up capital. There should
be o Hmit to the advances granted to an individnal without
gecurity. More than s certain amount should not be lent fo
an individual or a business coneern and the limit shonld be
absolute. This is to ensure a wide distribution of risks.
These matters cannot, of course, be subjected to hard and fast
rules and should, therefore, be ¢ left to the discretion of the
management and the control of the Board of Directors.”

Lioany should not be made on the sceurity of its own stock
by a bank. Such loans can lead to abuses which have proved
disastrous in India and other countries as well. No bank
ghould be allowed to commence business until it has collected
a eertain amount of eapital. The Articles of Association
should prohibit the granting of leans by a bank on its own
stock. Loans to directors, managers and members of the
atafl of a bank should alse be similarly limited and provisions
to this effect should be made in the Articles of Association.

Advaneces to auditors or to firms of auditors which audit
the accounts of a bank should not be granted by the bank.
The Indian Banking Committee are very emphatie on this point
when they write, “We are, therefore, of opinion that as a matter
of public policy advances to an auditor or a member of a firm
of anditors of a bank, either jointly with other persons or
severally, on short or long term, with or without security,
should be prohibited. If any person after being appointed
an auditor of a bank becomes indebted to i, his office should
thereupon become vacant.” (Paragraph 711 of the Report.)

Restrictions on Borrowing Powers.

The directors should not be allowed to borrow unlimited
amounts on behalf of the banks and there should be some
relationship between the paid-up capital and borrowings of
banks. Provigion fo this effect must be made in the Articles
of Association; but there should be a statutory provision
prohibiting the mortgaging of the uncalled capital of a bank
ad it is the security of a hank’s ereditors,

The directors and other paid servants of banks who
are also sharcholders in the banking concerns should not be
allowed to hold proxies for the purpose of voting on behalf
of any other sharecholder ; but their own rights as shareholders



REGULATION OF BANKING 1565

should not be taken away from them. Articles of Association
should make suitable provisions on the point.

Individual sharcholders should not be allowed to have a
very large number of votes as to acquire a very great eontrol
of the concern into their hands. The Tndian Banking Com-
mittee recommend that the matier should be left to be incor-
porated in the Articles of Association ; but there does not
feem to be any reason why it should not be provided for by
aw,

The chairman is usually the sole judge of the valdity of
the votes tendered at the poll and the Articles usually provide
that objeetions to the validity of the votes tendered at a
meeting should be raised at the time of the poll. This is rather
a hardship because shareholders may not come to know the
invalidity of votes fendered at the time of the poll and,
therefore, the Articles should provide thal objections can be
raigsed later on also.

Audit and Inspection.

According to Seection 144 of the Tndian Companies Aect,
no person can be appointed as an auditor of a company other
than a private company unless he holds # cortificate from the
local Government empowering him to aet as an  auditor.
The Governor-General in Conneil ean, by a notification in the
fazcite of India, declare that members of an institute or asso-
ciation shall be entitled to be appointed and to act as auditors.
The appointment of auditors rests with the shareholders, but
the management has considerable influence with regard to
their appointment or reappointment. The Indian Banking
Committee have not recommended any change beeause the
powers of shareholders under the present law are unfettered.
They recommend that ““there should be a specific provision
of the law rendering oiticers or auditors of a bank liable for
omisgion to state material facts in their reports and in the
presentation of the accounts of a bank.” Section 282 of the
Indian Companies Act makes an auditor liable to fine and
punishment for making deliberately false statements in the
reports. It iz the usual practice that the Artielos relicve
directors and aunditors from Hability for negligenee in the
«discharge of their duties.

The shareholders should have full discretion over the
payment made to the auditors by way of remuneration or by
way of any addition to their remuneration for doing accountancy
work, ete.

According to Seetion 138 of the Indian Companies Act
ghareholders of a bank holding one-fifth of the shares issued
<an apply to the local Government Ifor investigation by
inspectors. The proportion may be reduced to one-tenth as
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it is very high, but the Indian Banking Committee are not.
in favour of any change in this respect, because credit institu-
tions should be protected against any proceedings which
muay shake the confidenee of the publie.

Balance-sheets of banks shonld give more information
than is the case at present.  Formm B of the balance-sheet
preseribed by the Indian Companies Act is not considered
comprehensive enough, lven those who understand accounts
cannol, gauge the actual position of the assets and liabilities of
a bank in many cases. People, therefore, hesitate to rely
. upon balance-sheets of banking institutions. More detailed
information should be given regarding book-debts, loans
to directors and officers and investments.

Loans granted by a bank to a limitcd company whose
dircetors are also the directors of the lending bank should
be shown separately, Further, loans granted to a limited
company in whieh any of the directors of the lending bank
are members of the firm of managing agents of the borrowing
company should also be shown separately. Loans granted
by a bank to its dircetors, manager and secretary including
the sums repaid by them during the cmrrency of a financial
year shoubl be separately stated in the balance-sheet and
ghould not be shown in one heading only.

At present banks are not required to show their invest-
ments at cither cost or market value and the result is that
investments are shown in some cases at a valuation which
may be neither the cost nor the market value. The foreign
experts who collaborated with the Indian Banking (Committee
were of opinion that the wvaluation should be at cost or
market price whichever is the lower. If this suggestion were
accepted banks could net build up secret reserves because
they will be prevented from showing the valuation at a figure
even lower than the cost or market price. The Indian Banking
Committee in this connection write, “We are, therefore, of
opinion that in order not to take away such option from them,
the prescribed basis of valuation of securities should be that
the valuation should not be in excess of cost or market price
whichever is the lower.” (Paragraph 729 of the Report.)

The following is the form of balanee-sheet which may
be adopted in place of the existing one™ :—

5 Report of the Central Danking Commillee, pages 474, 475.
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FORM OF

BALANCE-SHEET AS AT

Rs. A. P Hs. A, P
CAPITAL AND LIABILITIES,
CAPITAL—
Authorized Capital. .. .shares of
Rs......s each e e

Tasued Capital. .. .shares of
Rs.......eath

Subsceribed Capital. ., ,shaves of
Rs....... each e e e

Amount called up at Rs.....per share .. ..
FLess—Calls unpaid

Adil —Forfeited shares (amuunt paid-
up)d . . . Ch e e e
T.0ANS ON MORTGAGE OR MORTGAGE DEBENTURE
BoxXps .. .. . ..
RNESERVE
{Ietails of wp.uate funds 1[ anw ,
may he given.)

TAARILITIES----
Currend and Savings Bank Deposits ..
IMixed Deposils ve . e e

Debtls due to Banks, Apents, ete, fully
secured ngainst sceurities per contra ..

Pebts due to Bwnhs, &gents, cle.,
unsecired er s

Bills Payable *

Sundry (reditors e ch e e

Unclaimed Dividends . e e e e

ACCEPTANCES FOR (CCUSTOMERS per conlra

Birrs ForR COLLECTION BEING BILLS
RECEIVABLE per conlra

PROFIT AND LOss—
Balance as per previous Balance-Shecet
Less—Appropriation theveof

Balance brought forward .. ‘e
Profit since last Balance-sheet -

CONTINGENT LIABILITIES e .



BATANCE-SIHTEET.
................ LIMITED.
................ 19

PROPERTY AND ASSETS,
CASH—
Cash in hand and at Bankers ..
Deposits at Call and Short Nomu
Bullion in hand e -
INVESTMENTS—
Gilt-edged and Trustee Scouritics .
Tlehentures . o ..
Other items .. . ..
{N.I.--}t should be stated here
that the above-mentioned securi-
tica have been valucd on the
basiz that “the valuation i«
not in excess of cost or market
priee, whichever is {the lower”
If the securities stand al o value
in excess of that basis, the
amount by which fheir value ex-
ceeds thatb basis should be piven.)
BiLLs KReRIVABLE per contra
LoANS AND OTHER AUVANCRS—
Clash Credits and Demand Advances
Loans . e ..
Bills Discounted .. .
Sandry Debtors and Debit Balances . .
(N.B.—The following stalement
shiould  be appended here :—
“These Loans and Advances are
shown after deducting fall provi-
sion for doubtfal debts.”

If this has not been done, any
balance of doubtful debts not
fully provided for shounld be
shown in (3) below.]

Included in the above-mentioned total
are the following :——
(I} Debts due by directors or
officers of the Bank
(2) Other debts for the r(,pa.yment
of which a director is respons-
ible as guarantor or otherwise
{3) Doubtful debts not fully pro-
vided for .. e
Dux rFroM CUSTOMERS FOR ACCEPT-
ANCES per condra .. ..
LAND aND BUlLDINGS (at cost} .

FURNITURE AND FIXTURES (at cost}
Less—Depreciation written off .

OTHER ASSETS

Pror1v AND Loss (gwmg in the case of &
debit balance details as far as possible
as in the case of credit balance) ..

LR



CHAPTER XV,

Law and Practice of Negotiable Instruments.

CreQUEs, bills of exchange, promissory hotes and Hundis
may be  called negotiable instruoments which are wused in
business. In India cheques and Hundis ave used in facilitating
tho settlement of transactions. These decuments possess certain
characteristics which entitle them to be called negotiable
instruments.

A negotiable instrument possesses two characteristics:
firstly, rights in it arc transferred from the transferor to the
transferce by endorsement and delivery or by delivery alone.
Secordly, in some cases the transferce can get a better title
than that of the transferor. When the transferee is o “‘holder
in due course”, his title is pevfectly safe even though the title
of the transteror may be defeetive and he can sue the drawee
for payirent in his own name.  Any instrument whieh possesses
these two characteristics is called a negotiable instrument.
These instruments are, therefore, called negotiable instru-
ments.  1f A has a cheque with him and owes some money to
B, he can discharge higz debt hy handing over that chegue to
B. This means that the right of A in the chegue to demand
payment from the drawee is passed on to B to whom the
cheque has been transferred ; but it is the exact right of A
that is transferred and B's title cannot be said to be better
than that of A, But B is o holder in due course when he
obtains & bill or an insirument for value, complete and regular
on the face of it, on or before the due date of payment and
without knowledge of the defect in the title of the transferor
if the transferor’s title iz actually defective. If A has stolen
a bill of exchange and passed it on to B for which B has paid
an adequate value to A and there is no irvegularity on ifs face,
i.e., payee’s name, etc., is not erased, B can be a holder in due
course. Larther, B must not know that A stole that bill of
exchange, for if ho knows this fact, he cannot get a better
title than that of A. Thercfore, even if the title of the trans-
feror is defective, the transferee, in order to be a holder in due
course, must be absolutely innocent of the defect in the title
of the transferor, otherwise he will not be a holder in due
course. This applies to the defect in the title of the immediate
previous transferor only. If there is a defect in the title of
any transferor previous to the irmnmediate transferor, the title
of the transferee is not affected thereby unless the transferee
was himself a party to the fraud. A transfers a bill of exchange
to B which he had stolen and B is an innocent party. B
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transfers it to C who is aware of the defect in the title of A ;
then € will he a holder in dune course unless he was a party
to the fraud committed by A. A holder must not only he
honert but must act with due diligence and caution, i.e., if
he takes up a bill wanting in any material particular, he
cannot acquire & good title to it.

The privilege of a holder in due course is that his title
to the instrurment is pericetly good and he is entitled fo get
payment in his own name even if some other person is claiming
such a right of getting the payment of the instrument.

Creouns.

When a person opens a current account with a bank,
he has to sign his name in an autograph book of the bank and
is snpplied with a cheque book, free of charge, containing
a number of cheques varying from about 20 to 100, Moncy
is drawn from the bank through a chegue. It may be quite
in order to write an order on a piece of paper to the banker ask-
ing him to pay the money to 4 certain person ; but to maintain
uniformity and security againat fraud, banks make payments
only through cheques.

SPECIMEN o1 CHROUL,

No. 2A 68307 o No.2A 68507
Dated 15th Nov., 1933, The 15th November, 1933,
sy : ImPERIAL BANK OF INDIA,
In farour of : CAWNPORE BRANCH,
Mr. Ram Kunar . T Poy to Mr. Rax KUMAR or order

. Rupees Two hundred and fifty only.
Rs, 260-0-0. :
SRI KRISIINA.  ; Rs. 250-0-0. Sr1 KRISHNA,

The above is the specimen of a cheque. The right hand
oblong portion is the cheque form which is filled in by the
drawer, the customer of the bank. It iz torn off at the per-
forated end and handed over to the creditor or the payee in
whose favour it is drawn. The drawer must sign his name
at the right hand bottom corner in the same style and spellings
with which he has signed in the autograph beook of the bank.
If the signatures of the drawer on the cheque form do not agree
with thoge in the autograph book in spellings or style, the
banker will not pay the cheque.

The left hand portion is called counterfoil and remains
in the cheque book. It contains all the information with
regard to a cheque issued to a person and ean provide details
«of particulars if the cheque form is lost.

8
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It is through a cheque that the customer can withdraw
money from his current account in the bank., A cheque is,
therefore, an order upon a certain banker asking him to pay
on demsnd, 2 certain sum of money to, or to the order of a
certain person, or to the bearer of the instrument. There
iz 1o econdition attached to this order. Its main characteristies
thus are :(—

{1) It is an order without any condition.
() 1t is drawn upon a eerfain banker.
(3) The bankoer has always to pay it on demand.

(1) It is payable to 2 certain person or to his nomince or
to the bearer of the instrument.

The person who draws the eheque, i.e., the customer of
the bank is called ‘drawer’ and he must sign his name on the
right hand bottom corner. The bank upon whom the cheque
iy drawn is known as ‘drawee’, and the person to whom it is
made payable is known as the ‘payee’. Sometimes the drawer
makes the ¢hiegue payable to “self” when he wants to withdraw
money from the bank for himself,

T DRAWING OF A CHEQUE.

All cheque forms together with counterfoils are numbered
and the name of the bank together with that of the branch
with whom the drawer has an account is printed in bold letters.
There is a space left for inserting the date. The drawer must
be very eareful in filling in a cheque form.

(1) It must bear the date on whieh it is drawn. If the
date of a subsequent or following day is put in, the cheque
ig post-dated and will not be paid by the bank till the date
mentioned therein. An anti-dated cheque, i, one bearing
2 date previous to the date on whiech it is drawn will be paid
by the banker unless it is six months old, when it is known
as a stale cheque and will not be paid by the bank.

(2} The person to whom the cheque is made payable
is known as the payee. Ilis name must be written legibly
in the body of the cheque and should not be erased ; because
the least irregularity will compel the banker to refuse payment.

(3) The amount must be written both in words and in figures.
to avoid mistakes. The writer should not leave any room
for changing the amount by a subsequent party to the chegue,
otherwise he will be responsible for the loss if the bank pays it
in good faith. The amount in words and figures should be the
same, otherwize the bank will refuse payment.

(4) The drawer should be ecareful in signing his name
at the right hand bottom corner and this must correspond to
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his signature in the autograph book of the bank, failing which
the bank will refuse payvment,

{6) The counterfeil must be filled in before the cheque
form is torn off and handed over to the payee. I o number
of cheque forms are to be written at one time, the coanterfoil
of every chegue form must be filled in belore writing a subse-
quent cheque form to ensure caution and avold mistakes.

From the point of view of negotiability or transferability,
a cheque may beran Order Cheque or » Bearer Chegue.

A Bearer Chieqne can be frunsferred by the payee without
his endorgsement or his signature on the back thercof. It
may be delivered fo the transferee with  the intention  of
transfering the rights in it. The hanks in practicec require
the last holder of a bearer chegue to sign hiz pame on the
back although i 18 not necessarv according to the Indian
Negotiable Instruments Act.

An Order Cheque ghould be endorged before it can be
transferred, The rights in it will not be transferred to the
transferee unless the payee or the transferor of the cheqgue
as the case may be endorses it.  Both endorsement and delivery
are necessary in this case to make the title of the transferce
safe. A cheque not bearing the words ‘or bearer’ or ‘or order’
will he treated as an Order Cheque.

It is the drawer only who can strike out the word ‘order’
and write the word ‘bearer’ in its place and this alteration
requires to be signed by him,

CrossEn CHOEQUES.

A crossed cheque is one on the face of which two transverse
parallel lines are drawn with or without certain words in them
whose effeet is that the payment of the cheque ean be made
by the drawee banker to some other banker and the payee
or the holder eannot get cash on the counter of the drawee
banker.

A cheque may be crossed gencrally or specially. In case
of a General Crossing two transverse parallel lines across the
face of the cheque are drawn and certain words as ‘& Co.’
may be written. The effect is that payment of such a cheque
can be obtained through a bank only and the payee or the
holder cannot get payment in cash on the counter of the bank,
If he does not have 4 banking account, he must hand it over
to a friend who has a bank account. He can get cash
from his friend and the latter will send the cheque to his bank
where his account will be ecredited with the amount of the
cheqgue, Hxamples of a general crossing are as below —
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Special Crossing.—When inside the two transverse parallel
linex across the face of a cheque, the name of a particular
banker iy written, it is known as Special Crossing. The effect.
of such & crossing is that the cheque can he paid by the
drawee bank only to the banker whoese name has been
mentioned inside the crossing. The holder cannot get payment
throngh any and every bank, but only through the bank
named in the erossing, Such & erogsing is done at the instance
of the payee.

The advantage of crosging a cheque is that it becomes
gafer than an open or uncrossed chegue. A specially crossed
cheque is better than a gencrally crossed cheque from the
point of view of safety, beeause its payment can be made only
through the bank named therein. Even if it is lost by ‘the
payee, he does not stand to lose anything because the drawee
bank will not pay it except through the bank named in the
crossing.

A chieque can be crossed by the drawec or by any sub-
sequent party and similarly a general crossing eaun be turned
into a special crossing. If a cheque has been crossed by
mistake, it can be opened by the drawer only, and not by
any other party, by writing the words ‘pay cash’ within the
crossing. This requires the initials of the drawer. Cheques
sent through post should always be crossed to avoid loss.

A banker should not disregard a crossing and if he does.
g0 and makes the payment to a wrong person, he will be
personally responsible for the loss.

Not Negotiable.—At times, the words “Not Negotiable’
are written inside the gcneral or the special crossing as the
case may be. They cannot be written on an open or uncrossed
cheque. The effect of these words is that the transferce, i.e.,
the person to whom the cheque is transferred cannot acquire
a better right in the cheque than is the case with the transferor.
If the transferor has a safe and good title, the transferee for
value can also have a safe and good title, but if the former
has a defective title, the latter cannot have a better one.
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These words do not prevent the transferability of a cheque
which can be transferrcd without any difficulfy, but the
transferee cannot get a better right. They do not impede
transferability, but impede negotiability, i.e., the transferor
cannof transfer a better righi, but can transfer only his title,
defeetive or good as it is.  In the absence of these words in
the crossing of 4 cheque, a person who reecives a cheque in
good faith, for proper value and in a proper form can acquire
a good title even if the title of the transferor is not good.

The words' “ Aceount Payvee only” imply @ direclion teo
the eollecting banker that he ghould credit the account of
the payee with the amouni of the chegue and should not pay
cagh for it at the counter,

A stale cheque iy that which has become six months old
and will not be paid by the drawee banker without being
referred to the drawer.

A mutilated cheqgue is that which is torn into pieces, but
pasted afterwards and if it iz presented to the bank, its
payment will be refused.

A marked cheque is one which has been signed by the
drawee banker., Tt means that on the date of its presentment
for the drawec bhanker’s signature, there are sufficient funds
in the account of the drawer to meet it.

ENXDORSEMENTS.

In case of order cheques, bills of exchange and promissory
notes, the transferce ean acquire property only when they
have been endorsed by the transferor or the payee. Endorse-
ment means that the payee should sign his name on the haeck
of the instrument in order to enable the transferee to acquire
title in that instrument. The person who signs his name
on the baek of the instrument is known as the endorser and
the person to whom it is transferred is known ag the endorsee,

The payee must sign his name exactly as it has been spelt
by the drawer in the cheque form, If the spellings as written
by the drawer are different from what the payce usnally writes,.
the Jatter shouid first put down the incorrect spellings as given
by the drawer and beneath them he can if he so likes write
his name in the usual way,

Kinns or ENDORSEMENTS,

(1) Blank endorsement or general endorgement is one
where the payee or the endorser simply writes his own name
on the back of the cheque and does not write the name of the
transferee. Of course date should be put down. The effect
of this endorsement iz that in future the cheque becomes pay-
able to bearer, i.e., the transferee while transferring it to
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somebody else need not himself endorse if. After a blank
endorgement an order cheque is treated as a ‘bearer cheque’.

{2) Special endorsement or endorsement in full is one
where the enderser specifies the name of the endorsee in addi-
tion to writing his own name on the back of the instrument
as follows :—

Pay to Mr. RAM NARAIN LAL or order,
RAM PRAKASH,
15-10-33.
If Bam NWarain Lal transfers it to a creditor or wants to get
payment from the bank he will have to make his own endorse-
ment, Thege fwo forms of endorsement are very common,

(3) Restrictive Endorsement is one which restricts the
further negotiation of the instrumoent, I{f the endorser adds
the word ‘only’ after Lhe name of the endorsee, the endorse-
ment becomes restrictive as helow :(—

Lay to Mr. RAM NARAIN LAL only,
RAM PRAKASI.
3-10-33.

(4) Bans Recourse Eundorsement 18 ohe where the endorser
does not want Lo incur a eontingent liability if the instrument
is dishonoured on presentment. Endorsement implies a con-
tract hetween the endorser and the endorsec and all subsequent
parties whereby the endorsee must present an instrnment for
payment on the due date and the endorser engages to make
payment if it i3 refused by the drawee in due course. Where
the endorser does not want to incur this contingent liability,

he can place a sans recourse endorsement as below :(—

BANS RECOURSK RAM NARAIN LAT,
Secretary,
The Muslim Book Shop.

A cheque must be presented for payment upon the drawee
banker by the holder personally or through a bank within a
reasonable time. He will run the risk of losing his eclaim
against the drawer if he causes undue delay and if in the
nicantime the bank becomes insolvent. The holder will then
become an ordinary creditor of the bank. This will be the
case only if the drawer had sufficient funds to his credit to
meet the cheque.

CONDITIONS UNDER WHICH PAYMENT WILL BE REFUSED.

The drawee banker will refuse payment of the cheque
on presentment in the following cases and the cheque will
then be said to have been dishonoured by the bank :—
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{1) When the customer or the drawer eountermands
payment, i.e., asks the banker noi to pay the cheque.

(2} When the customer becomes ingolvent and the banker
comes to know of it.

{3) When the drawer dies or becomes Insanc and the
banker comes to know of it in lime.

(4) When a Garnishee Orvder is served on the banker by
a law eourt. A Gurnishee Order i8 an order served
by the conrt upon the banker asking him not to
touch the bank balance of the judgment-dehtor.

() When the drawer hag not sulficient funds to meet
the chegue in hig banking aceount. In such cages
the banker will write I/t or n/f, meaniug insuflicient
funds.

{6} Mutilated chegues and cheques having some irregular-
ity on their face will also be dishonoured.

BiLis or KXCITANGE.

A bill of exehiange is an instrument in writing, containing
an unconditional order, signed by the maker, directing o certain
person to pay a certain sum of money only to, or to the order
of, a certain person or to the bearer of the instrument.

It iz the creditor who draws the hbill of exehange and
directs the debtor to pay a certain sum of money either to
self or to somebody else. There are three parties to a biil
of exchange, the drawer, the drawce and the payce. The
drawer iz the person who writes ont the instrument, i.e., the
creditor or the seller. Drawee is the party upon whom the
bill of exchange i drawn and who is directed to make pay-
ment according to the terms mentioned in the instrument.
Payee is the person in whose favour the instrument is drawn
and he i the creditor of the drawer,

It is the seller of goods who draws a bill of exchange upon
the buyer and the latter pays cash after the goods purchased
have been sold in the market. The drawer can keep the bill
till maturity, get it discounted or pass it on to a creditor in
payment of debt.

There are two kinds of bills of exchange, inland and foreign.
Inland bills of exchange are those which are drawn and made
payable in the same country, é.c., when the drawer and the
drawee reside in British India, the bill is known as an inland
bill. Attention must be paid to the following pointg in draw-
ing an inland bill ;—

1. Tt must be correetly dated because in some cages the
date of maturity is ealenlated from the date on which the
bill is drawn.
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2. The period of payment must be clearly stated in the
Bbill. It is known as the tenor or the term of the bill. A bhill
may be payable so many months after sight or date or so many
days after gight or date. Month will always mean a calendar
month for the purpose of caleculating the date of payment. In
case of o bill payable after sight, the date of payment will be
¢aleulated from the date on which the bill is accepted and in
the other from the date on which it is drawn.

3. Amount must be mentioned both in figures and in
words. Tt must be in fignres in the left hand top corner and
in words in the body of the bill.

4, The name of the payee should be specified in the body
of the bill and the name and address of the drawee in the left
hand beftom corner. The drawer should sign his name in the
right hand bottom corner.

H. It should be properly stamped. Bills of exchange
payable on demand require only an anna stamp ; whereas
those puyable at days or months after date or sight require
atamps according to value.

6. At the end of the body of the bill it is usual to add the
words “value received’ which means that the drawee has
received some equivalent value for it.

ForM oF AN INLANT BILE.

Bombay,
The 15th December, 1933,
Rs. 300-0-0.

" one anna On Demand, Pay to OUR ORDER the sum of

Bupees Three hundred only, value received.

Mz, RAM PRASAD,
15, Kalbadevi Road,
Poona. For A. B. & Co., Ltd,,
E. JAMES,
Director.

If the bill is payable otherwise than on demand, the assent
of the drawee to pay it on the due date must be obtained.
This he does by writing something on the face of the instrument
which indicates that he is willing to pay it according to the
terms and conditions mentioned by the drawer therein. This
agsent of the drawee iy known as acceptance.

Acceptance may be general or qualified. In the former
case the drawer agrees to pay the instrument as it is drawn
without attaching any conditions from his side as in the case
giver below :—
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Accepted payable at the Imperial Bank of India,
Cawnpore Branch,
Ram Prasawn,
20th December, 1933,

Qualified acceptance is one where the drawee is willing
to pay it subject to cerfain conditions. He may accept it
to pay when his goods have been sold ; he may make it payable
at a certain place and there only ; he may agree to pay it for
Rs. 200-0-0 only, though it may be drawn for a higher sum or
he may exiend the time of payment.

It may be negotiated before heing accepted by the drawer
and the holderis not bound to accept the “qualified acceptanee'”,
He can treat it as dishonoured and inform ke parties prior
to him of this fact ; but if he accepts such an accepiance with-
out the consent of the previons parties, they will all be relieved
of their engagements to pay the amount of the bill to him in
cage of dishonour. The drawee can retain the bill for twenty-
four hours when it is presented o him for acceptance.

Foreign Dbills of exchange are those that are drawn in one
country and made payable in, or drawn upon a person resident
in some other country. These bills are gencrally drawn in
sets of two or three. Tach copy is numbered and hag a refer-
ence to others and all the three are sent by different mails.
Such bills are stamped twice,

ForMm OF A ForuleN BILL oF EXCHANGY,

PARKER STREET,
£55-6-0 London, the 15th November, 1933.
T Ninety days after sight of this firat of exchange
9 d. (second "and third of the same tenor and date un-
L | paid) pay to the Allahabad Bank, Litd., the sum

of fifty-five pounds and six shillings, value received.
For A. B. & Co., Ltd.,

To H. ANDREWS.
MEesses, Karoor & Co., Manager.
Meston Road,
Cawnpore, India.

Foreign bills of exchange are usually accompanied by
documents, e.g., bill of lading, insurance policy, invoice and
letter of hypothecation. They are sent through banks and
the banker does not give the documents to the drawee before
the latter has accepted or paid the bill as the case may be.
Without getting the documents and assigning them in favour
of the shipping company, the buyer in the importing country
cannot get delivery of goods. These bills are known as
documentary drafts,

Every bill of exchange should be presented for payment
to the drawee in due time and in the usual business hours.

b
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The date of payment is caleulated by adding three days of
grace to the period of time mentioned in the hill on the expiry
of which the ingtrument is made payable. Those payable
on demand do not require any days of grace. Tf the date of
payment falls on a holiday, the bill is payable on the next
preceding business day.

Bills of exchange the aceeplance or payment of which
is refused require noting and protesting, NWoting is enough
in case of an infand bill.  An official known as the Notury Public
gets the particulars of the bill neted on the bill itself or on
4 separate piece of paper and gives the reason for dishonour.
This becomes a proof of the fact that the instrument was
presented for acecptance or payment and that the same was
refused.

In ecase of a forcign bill, protesting is necessary. A
protest is @ formal deelaration under oath that the bill wag
presented for aceeptance, payment or better security as the
case may be and that the drawee refused to comply with the
demand of the holder. ‘The particulars of the bill together
with the date of presentment and the reply of the drawee
are written therein.

Usance is the customary period of time allowed for
drawing bills of exchange between two different countries
and it dcpcnds upon the dlstfmce and the facility of u)mmum-
cations between them.

A bank draft is a bill of exchange drawn by one banker
upon another in which the drawee is directed to pay the sum
of money mentioned therein to the order of a specitied person
or to bearer on demand. The bank issuing the draft charges
eommission and the money at the provailing exchange rate
has to be deposited with the issuing banker. ltoreign pay-
ments are made through bank drafts and as they are payable
on demand, there is no necessity of getting them accepted.

ForM oF A FOREIGN BANK DRAFT.

No. 4/89.
CHARTERED BANK OF INDIA, AUSTRATIA AND CHINA.
Exchange for £1,000. Cawnpore, 1st December, 1933.

On demand pay this SEconD of EXCHANGE (Ifirst being
unpaid) to the order of 8. P. BHARGAVA, Bsq., the sum of
ONE THOUSAND POUNDS STERLING, value received,

“To
W. BARTER, Esq., For THE CHARTERED BANK OF INDIA,
Agent. AUSTRALIA AND CHINA.

CHARTERED BaNk oF INDIA, C. JowEs, Agent.
AUSTRALIA AND CHINA, W. BROWN, Sub-A4ccountant.

6104 44, Beaver Street,

T.nxnnw
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ForM oF AN INLAND BANK DRAFT.
No. 2/13,
ALLAHABAD BANK, LIMITED.
Cawnpore, 29th BMarch, 1933.

On demand pay to Prof. X. L. Govit, M.A,, the sum of
rupees Two HHUNDRED only.

To -‘ For Tur ALLAHABAD BANK, LIMITED.
8. Jouw, Esq., T. Jamms, Agent.
Agent, E. Bauri, Accountant.
ALLAuArAD Bawk, L,
MADRAS.

Hundis are like bills of exchange and are very widely
used by the traders in Bombay, Caleutta, Delhi, Cawnpore,
etc. They are governced by customs and usages prevailing
in the mercantile community and in some cases they are also
governed by the Indian Negotiable Tnstruments Act. They
are drawn in Mundie in Northern India. They are either
payable on demand or after sight. In the former case they are
ealled Darshani Hundis and in the latter Miti Hundis.

A promissory note is an instrument in writing containing
an unconditional undertaking signed by the maker, to pay a
certain sum of money only to, or to the order of, a certain
person, or to the bearer of the instrument. It is not the same
as a bank note or a currency note, It does not need accept-
ance and there are only two parties to i, the maker or the
drawer and the payee who is the creditor of the drawer.



Defects of the Indian Money Market.

THE Indian money market i3 not as efficiently organized
a8 the money markets of Western countries. There is no
contral  eo-ordinating agency in the Indian banking system.
The Imperinl Bank of India does not act as a true bankery’
bank. Owing to the speecial privileges enjoyed by it, the
joint-stock banks regard it as an unfair rival. Foreign
exchange banks also are regarded with suspicion by the
joint-stock banks on account of their large resources and
abitity to sltract funds at lower rates. Their penetration into
inland business, both at the ports and in the interior, is regarded
#8 an encroachment by Indian joint-stock banks. The primary
vredil co-operative socicties do nol. come into coutact with
any constituent of the 1ndian money market except the central
co-operative agencies,

The provineial and central co-operative banks keep small
current accounts with the Imperial Bank and the provincial
co-operative banks have also cash eredit facilifies with the
Imperial Bank. The latter has recently insisted that the
co-operative paper shonld  be replaced by government
securities as a basis of cash credit facilities. The co-oper-
ative banks are doing commercial banking also, e.g., opening
current aceounts, purchasing commercial paper, selling remit-
tance, ete., and hence they are regarde.l as competitors by the
Imperial Bank, the joint-stock banks and the indigenous
bankers.

There is no regular connection between the indigenous
bankers and the co-operative banks except that money-lenders
have recently begun to keep deposits in the eentral banks
and some of them also act as directors of central banks. There
i3 no close connection between the Tmperial Bank and the
Jjoint-stock banks, and though the latter keep their balances
with the former there is no legal provision compelling them to
do so0. In times of stringency they capnot depend always
upon the Imperial Bank. The shroffs also do not ordinarily
keep accounts with the Imperial Bank, and if they do so it is
with a view to facilitate remittance or to facilitate payments
of bills drawn upon thermn by outside merchants. In the
busy season, a temporary link ig established hetween the
shroffs and the Imperial Bank when the former cannob
independently handle all the hundis without the help of the
latter. The rediscount facilities are also subject to certain
maximum limits based upon the financial standing of the
approved shroffs.
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The result of thiz loose organization between the various
constituents of the Indian money market is that the Tmperial
Bank rate iz not as effeelive ar the bank rate in the London
money market. This ean be eclear by a comparison of the
important features of the London money marked with those
of the Indian money market. The Bank of England exercises
a powerful influence over the value of money in the market
because the stock of money controlled by the Bank of England
forms an important part of the supply. Further, the people
who deposit money with joint-stock banks regard the bank
rate as the basiy for the interest they expeet to get from the
outside banks.

The rate for short deposits allowed by the joink-stock
banks rises and falls with the bank rate. [f there is a pressure
for money, banks call in their money lent out al call or ab
ghort notice. Tf the pressure continues, they will eilher not
diseount at all or refuse o discount eommercinl paper for
cash. The possessors of bills then apply to the Bank of England
for assistance which in turn meets the requirements of Lhe
discount houses, the biill brokers and others by discounting
“approved bills of exchange” which have only a short time to
run before maturily. When this happeas the Bank of England
is in a position to cxact ifs own terms and s rate is alwuys
higher than the open market rate, Further, the Bank always
insists upon the loans heing taken for a full week at hall per
cent, over bank rate and it has thus a very effective control
over the market. A rise in bank rate lessens the demand
for loans for business purposes, checks expenditure, lowers
prices, discourages imports and encourages exports and turns
exchanges in favour of Ingland. It also lessens the outflow
of gold from Kngland in normal times and a lowering of the
bank rate has the reverse effects, The following table shows
the relation between the warious money rates ruling in the
London money and discount murkets :—

1921 1931 1931 1931
March March 12 March 19 March 26
% % % Vo
Bank Rate . .03 3 3 3
Banks’ Deposit Rate A | 1 1 1
Clearing Banks’ Rate for
money at short notice .. 2 2 2 2
Market Rate for 3 months’
bills .. .. 2% 28 29/16 29/16

Conditions in India are much different. There is no
fixed relationship between the banks’ deposit rate and the
Imperial Bank rate. With regard to the distribution of the
total assets of the various banks, stock exchanges have vary-
ing effects in different centres, being more important in Bombay
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probably, than in Caleutta. They are not a very serious
factor to be reckoned with. TUnlike the position in the London
money market, holding of bills is not on a very large seale.
When purchased, they are regarded as a definite investment
and are not {requently re-discounted. Export bills are
generplly placed on the London dizgcount market, while import
bills are held till maturity by the banks. Inland bills some-
times, specially in the busy scazon, go to the Imperial Bank.
The Imiperial Bank rate has a different significance from
the bank rate in the London money market. It is the rate
al, which the Imperial Bank is prepared to grant loans on
government securitics, The kundl rate is the rate at which
the Bank is prepared to discount or re-discount first class billg
of 61 days’ date. The hundi rate is sometimes higher and
sometimes lower than the Twmperial Bank rate; while the
London money market rate iz always lower than the bank
rale.  The following table shows the differences between the
buzar rates, the eall money rates and the Imperial Bank rate :—

{'all lmperial 1ill Bazar
Bank Maney late Bank Rate
Rate Calcutta Bombay ITundi Caleuitn Bombay
Rate
April 1, 1926 to March 1, 1927,
% % % % % %
Avpril .. 6 fl% 51 () 10-10% 9%
May .. 6 4 435 6 10-10; 9%
June i. B 2 4 4 10-104 7%
July 4 21 2% 4 10 7%
August 4 1 1 3 10 63
September 4 1 1 3 10 63
October 4 I 1 3 10 63
November 4 3 + 3 10 63
December 4 2 3 3 10 63
January 5 4 4} 4% 10 83
February 6 43  5-b1 6 11 93
March 7 6 Gi-62 7 11 104
Aprzl 1, 1929 to March 1, 1930.
April & 6 s 1192 11
May 7 21 31} 7 10-11 8%
June 6 11} 3} 6 10-11 64
July b 14 1% b 10 55,
August 5 Nil 14 59 10 55/,
September b 11 11 b 11 6
October b 2% . 3-3% b 11 T4
November 0 2 2% 7 11 83
December 7 14 44 7 11, 9.
January T 3 b 7 11 9 .
February 7 43-51 0% 7 11 9%
March 7 5 4% 7 11 9.
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The bazar rates are those of small traders’ bills. The
Caleutta bazar rates are higher than Bombay bazar rates, the
former varving between 10 and 11 per cent.  The Tlombay bazar
rates seem to have some remoie connection with the call money
rate and the bank rate. “The fact that a call rate of ¢ per
ecnt., 2 hundi rate of 3 per cent., a bank rate of 4 per cent., a
Bombay bazar rate of 63 percent., and a Calecutia bazar rate
of 10 per cent. camn exist simultaneously indicates an extra-
ordinary sluggishness in  the movement of eredit bebween
the various moncy markets.”

In India the call money rate is independent. In other
money markets of the world the Tates for day-to-day loans, shorb
loans, emergeney money, “night’ or “bad’ money, are much
lower than the bank rate, because call money is lent for abou
twenty-four hours and is repayable either at the option of the
borrower or the lender. Advances on bank rate are for a gpecille
period repayable at the option of the horrower only, Therefors
the bank rate is always higher than the rate on day-to day
loans. The latter tends towards the raie af which banks
attract demand deposits or current account deposits.  'Fhese
deposits are with banks for the time that the depositor pleases
and the latter can get them from the bank on demand.  Henee
the amount of such deposits cannot be lent by banks [or a
specific period of time and as such it can be lent ab very low
rates of interest, about, £ per cent.  Tn Indis the case is differ-
ent. In the slack season call money is unlendable at any
rate in tle abscnee of treasury bill issue, but in the busy season
it is not available at bank rate even. In other countrics, the
central banking agency takes away surplus funds from the
market and supplics’ funds to the market when necessary. In
India, owing to the absenee of a central bank, the money
market is not properly controlled.

In India tiere are two money markets, the Indian bazar
for small traders’ bills and the market controlled by institutions
run on western models. There is no discernible link
between the two, because the bill business is not developed
in India. 'The Bank of lingland controls money rates in Lon-
don as well as in targe centres. In the pre-war days the Bank
of Bngland controlled the money market by relieving it of
surplus funds, by taking upon itself the mantle of the borrower.
“What Bank of lingland did was to sell Consols for cash and
to buy them back for the ‘account’, the ‘acecunt’ being the
monthly settlement day which used to rule on the stock
exchange before the War. Purchascrs of Consols for cash
were required to pay for them the following day aund, the pay-
ments being made in the usual way by cheques on their
bankers, the net resnlt was that, after the cheques had passed
through the London clearing, the bankers’ balances at the
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Bank of England wounld be correspondingly reduced....with
the supply of money reduced to that extent, borrowers would
go unsatisfled unless they paid the higher rates, since the
remaining money would have a searcity wvalue.”” (See The
London Money Market, 4th Edition, pages 101 and 102, by
W. T, Spalding). During and after the War the treasury bill
gales of the Dritish Government have been a ready and
effcetive means of absorbing any surplus funds of the market.
Tn India there ia considerable divergence in rates in provinecial
towna.

The banks’ deposit rates in London follow the bank rate
automatieally ; but that is not the case in India because of
a lack of highly-organized money market in our country.

The seagsonal monetary stringency in India is sought to
be removed by the Government by placing, at the disposal
of the Imperial Bank, a loan amounting to R, 12 crores against
91 days’ first class bills. No issue can be made until
the bank rate rises to 6 per cent. The loan bears interest
at a minimum rate of 6 per cent. for the first 4 crores and
7 per cent. for the next 8 crores. The fixing of arbitrary
rates for the issue of additional ceurrency unnecessarily
penalizes trade and eommerce. To think that the seasonal
monetary stringency in India is inevitable and that it must
bring about a wide range of interest rates is fundamentally
wrong and is due to the defective system of control and credit.
The Reserve Bank, when established, will keep sufficient cash
reserves in the slack season o supply the needed curreney
in the busy scason at reasonable rates. The present system
of issuing emergency currency ab stated rates is responsible
for the existing position.

The Government controls the Indian money market to
a very great oxtent. The Hoyal Commission on TIndian
Currency and Finance, 1926, wrote as follows :—‘The Govern-
ment controls the currency. The credit situation is controlled
as far as it i8 controlied at all by the Imperial Bank. With
divided control there i3 likelihood of divided counsels and
failure to co-operate.” It may be said that in recent years
the Government has been controlling credit also through the
sale of treasury bills. Sinee 1925-26 about Rs. 180 crores of
treasury hills have been sold by the Government at varying
rates of interest which, except on the last issue, have been
very high. This has raised the price of credit and penalized
trade and industry. The Finance Minister of India said as
follows before the Federation of Indian Chambers of Com-
merce in Dethi on April 8, 1931 : “The chief basis of criticism
is that in India it is the Government that is the chicf currency
authority, while, in other countries, it is the central bank,
Government’s actions are liable for criticism much more than
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those of a bank and more so when there i3 a so-called alien
Government.”’

The foreign experts have summarized the defeets of the
Indian money market as follows ;" According to the unanimous
opinion of all who have expreased their views on the subjeet,
the Indian money market shows several defects. Tt cannot
be eompared with the highly-developed money markets of
Western countrics.  As a4 matter of fact, two money marketls
exigt in India, the central money market and the bazar money
market. They have their own agencies and different rates
of interest without sufficient co-ordination. The central market
is to a large extent domginated by the Government, which
controls the currency and exercises a decisive influence on
the bank ratfe.

E‘I’lW

he control of currency and of eredit in India ig in the
hands of two distinet authorities, the Central Government
and the Imperial Bank. 'This system results in a serious lack
of elasticity and stability of monetary conditions ; the fact
that the annual range of interest rates in India is wider than
in other countries proves she defects of the present system.
A range of 3 per cent. is quite ordinary in India, and this must
have a detrimental effect on the economic life of the country.

“It geemns to have been aceepted as an axiom that scagonal
monetary stringency is inevitable and that this stringency
must bring about such wide ranges of interest rates as are
expericnced.

“In our opinion this conception is wrong. It is one of
the tasks of a preperly managed and well-organized Reserve
Bank to tide over busy periods when money is in strong
demand without unduly raising the bank rate. The absence of
a mechanisi, which by expanding eredit can meet the seasonal
demand for money, is mainly responsible for the variations in
the bank rate.

“In this respect the position of the Imperial Bank ought to
be consgidered ....It i3 the Government banker and in connec-
tion herewith its task is limited by law. The most important
restriction consists in its being shut out from foreign exchange
business. The bank acts as the bankers’ bank without having
the right to issue bank notes as the currency is controlled by
the Government. This results in the Government practically
dominating the bank rate and the money market.” (See
Enclosure IV, page 648, Central Banking Committee Report.)

The obvious remedy for these defeets of the Indian money
market seems to be the establishment of a Reserve Bank as
early as possible. The Indian money market will then in
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course of time beecome like those of Western countries, with
an effective bank rate. To what extent will the type of Reserve
Bank that iz soon going to be established in this country be able
to remove these deleets and bring the Indian money market
to the level of the money markets in Western countries will be

krown in course of time.



CIAPTET XVIIL.
Reserve Bank.

THE nceessity of the establishment of the Reserve Tank
in India at an early date cannot be over-emphasized. It is
caleulated to help India ‘to tnove forward towards that linancial
and cconomic development with the granting of additional
finaneial and banking facilitics for Tndian agviculture, Indian
commerce, and Indian industry, which has been the theme
of one Commiggion and Committee after another. We shall
seo the development of a discount market and aceeptance
business, of increased facilitics for the marketing of produce
and, in short, a gradual mobilization of India’s immense
potential capital for the development of TIndia’s own
regources’.t  The cstablishment of sueh a bank is widely
desired in India so much so that the establishment of All-
India I'ederation has been made conditional upon the estab-
lishment and proper funetioning of a sound Heserve Bank in
the country.

Iisrory.

It will be well to refer briefly to the history of the question
of 2 Reserve Bank for India. In 1836 2 number of merchants
interested in the East India Company submitted to the Court
of Dircctors a scheme for a great banking establishment for
British India and claimed certain advantages for it. It was
expectel to facilitate the usc of British capital and to finance
English commerce.; it was to give stability to the Indian
monetary system and it was to be of great convenience to
the HWast India Company in connection with its financial
arrangements, specially in relation to the management of
revenue receipts in India and the remittance of ‘Home
Charges’. This scheme did not materialize. The idea of
the establishment of a Central Bank for India found favour
with Indian public opinion seriously after 1920 when the
International Financial Conference that met in Brussels in
1920 passed a resolution to the effect ‘that in countries where
therc is no central bank of issue, one should be established.’
Since then, new central banks of issue have been established
in many civilized countries of the world and the old ones have
been thoroughly overhauled.

A Central Bank of Issue is necessary for the development
of the banking resources of the country. In times of need
banks will be able to obtain larger resources from it and a

1 Speech of Sir Basil Blackett introducing the Reser.e Bank Bill
in 1927.
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national control over sound and elastic currency and credit
gystem would he secured through it, because the Bank is expect-
cd to be wholly free from the influence of domestic or foreign
potitical pressure. Tt will have the monopoly of note issne and
will, therefore, act as the channel for the output and intake
of the legal tender currency. In the new bank paper, the
country will find the bulk of legal tender money in circulation
and the Government will be freed from its control over currency.
It will hold the Government treasury balances, currency
reserves and statutory reserves of other banks and will thus
he able Lo pool all the cash resources of the country which
now lie widely seattered without any systematic and unified
contrel. Tt will provide emergency eurrency by rediscounting
approved bills of cxchange or by granting advances on
approved promissory notes of the commercial banks and will
thus provide the necessary elastieity to the Indian carrency
systern which is the sine qua non of o stable monetary system,
The temporary pressure to which the small banks are liable
will he relieved and sound banking cstablishments will be
promoted.  Tis seli-denying ordinance in the matter of
dividends, ifs insistence on a high standard of banking, its
effictent management of currencey, and its detached eminence
from the ordinary commereial banks of the country, would
coable it to regulate our national monetary and finaneial
matters in the real interests of the country. Desirable changes
in bank reserves, currency, cheque collections, Govermment
finance, eredit- policy, gold movements and the money market
can bo secured only through the instrumentality of a Central
Bank of Issue. The starting of a Central Bank would soon
enable the country to realize that the bank rate and a wise
discount poliey can shower such inestimable advantages as
credit expansion, suitable both in point of time and degree,
stable foreign exchanges, regulation of gold movements and
maintenance of price-levels at a reasonable stability.’®
Inequality in the rates of interest in the different money
markets in India will be obviated by transfercnce of money
from place to place through the instrumentality of the Bank.
CAN THE IMPERIAL BANK BL TURNED INTO A CENTRAL BANK ?

The Hilton-Young Commission definitely rejected the
idea of turning the Imperial Bank into a Central Bank of Issue
in India. In this conncction the Commission wrote, *‘The
idea of utilizing the existing organization of the Imperial Bank
is tempting at first sight, but on close consideration it will
be found that, whatever advantages there may be in this
course, the disadvantages outweigh them.”

“Tf the Imperial Bank were required to discharge the
duties of a frue Central Bank its Charter would have to be

2 Present-Day Banking in {ndia, by Dr. Ramachandra Rau, p. 63.
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amended radically in the dircetion indicated. Ti would thus
be precluded from undertaking o great many tasks which it
now suceessfully performsg as a commercial bank. The
eountry would then lose the henefit of the claborate and wide-
spread organization which has been set up, throusgh the length
and breadth of India, to make wvailable {o the community
the increased ecommercial banking faeilities, which are so
urgently needed, and to assist in fostering, among the pcople
a8 a whole, the habit of banking and investiment. Thig con-
gideration alone megatives the iden of disturbing the present
funetions of the Imperial Bank. It suggesis, on the contrary,
that that bank should be freed altogether rom the restrictions
which its present charter imposes wpon it, and which clearly
have their origin in the hybrid character of the funitions
which were originally assigned to il. When those of a puarely
ceniral banking character are taken over—ag they shonld
he—by the new Central Bank, there is no longer any reason
why the Tmperial Bank should not be ag free and unencumbered
in its sphere of activity as any other of the commercial banks,
Its important {ask of giving Tndia the widespread bhanking
facilities which it needs will thereby be facilitaded.”

“A middle course which has been suggested, and which
has for its objeets a gradual process of whal may be Lermed
‘decommercialization’ of the Tmperial Dank is equally un-
attraetive. The propesal is to confine the Bank’s functions
to those of a true Cenfral Bank in the centres where adequate
commercial banking facilities exist, and to permit it 1o do the
ordinary commercial banking business in all those localities
where apart from the Imperial Bank, there is no other reput-
able bank established. It is proposed that only when in these
localitics onc or two commerical banks have opened their
establishments should the business of the Imperial Bank’s
branch be restricted to that of a Central Bank. This proposal
suffers in the main from the same disadvantage that atftaches
to an immediate and complete conversion of the Imperial
Bank into a Central Bank, Under it the Imperial Bank
would be eliminated from the field of commercial banking
in all the important ecentres.... and the wholesome competi-
tion it provides would thus be lost, while its hybrid character
would be likely to weaken its functions both as a Central Bank
in the impertant centres and as a commercial bank in the
smaller centres.”

“We come, therefore, to the conclusion that the proper
courge to take is to entrust the eentral banking functions to
a new organization endowed with a charter which wholly
conforms to the requirements of a true Central Bank.'*

2 Report of the foyal Commission on Indian Currency and Finance,
pp. 35-36.
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The Hilton-Young Commission recommended the creation
of a private shareholders’ bank having local head offices in
the chiel business centres managed by local boards elected
by sharcholders of every centre separately. The Central as
well as the T.ocal Boards were to be independent of political
confrol and a small minority was to be nominated by the
Government. The Central Board was to consist of 14 members
of whom nine would be elected by shareholders, a maximum
of three woull be nominated by the Governor-General in
Couneil snd a Managing Governor and Deputy Managing
Governor were also to be nominated by him. The Govern-
ment was to be entitled to nominate an official member to the
Board without having a right of vote. The 14 members were
to be appointed as below :—

{w) ‘Phe TPresidents and Vice-Presidents of the ILiecal

Toards and one mwore elected member from every
T.ocal Board for a period of two yoears.

(") A wholetime Managing Governor and a Deputy Manag-
ing Governor for tive years to be appointed by the
Governor-General In Couneil, their remuncration
and allowance to be determined by the Contral
Board.

{¢) A maximum of three to be nominated by the Governor-
reneral in Council to hold office for one year only.
They could not be Government officers and were
entitled for remuneration.

A fully paid-up ecapital of Rs. 5 crores was to be
raised and the sharcholders of the Imperial Bank were to be
given the first opportunity to purchase the shares of the new
Bank. The amonnt of the capital recommended was small for
two recasons. Firstly, the shareholders should get as good a
return as possible and if the amount of eapital was great, a
good return was not poessible. Secondly, the Government
were t0 be entitled to a share in the profits of the Bank after

Sir Purushottamdas Thakurdas did not agree with this view and
favoured the conversion of the Imperial Bank into a Central Bank.
He did not think that the course would retard the development of
commercial banking and branch banking in India which he regarded
as very necessary, but that other commersial banks would do that
business in place of the Imperial Bank, He also pointed out that if
two Banks-—a separate eserve Bank and the Imperial Bank—existed
side by side, enough husiness for the Reserve Bank would not be
found. HKither it would not get enough bills to rediscount unless
it competed with the Tmperial Bank and the Central Bank and the
Imperial Bank would compete with each other or the former would
not find sufficient scope for business to employ funds., ‘“Why
multiply, if it can be avoided, institutions, supported by Government
balances 7" See Paras. 61-84 of the Nofe of Disgent by Sir Puru-
shottamdas Thakurdas, to the Report of the Hilton-Foung Commis-
sion,
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the sharcholders had got a fixed preferred dividend. TIf the
capital was to be very large, the profit whiek would accrue to
the Government would be considerably reduced on account of
the preferred dividend on non-earning capital,

in accordance with the Resolufion of the International
Finanecial Conference of Drusscls (1920} and of Genoa (1022)
to the effect that “ Banks, and specially Banks of Issue, should
be free from political pressure and should be conducted solely
on lines of prudent finance,”” {he Commission recommended
that a private coneern should be cstablished. As it was to
rediscount bankable bills held by commercial banks, the
Board of the Dank could not congist of representabives of
commercial banks,

No sharcholder was to have more than ten voles and
thiz provigion was recommended Lo prevent w certain seclion
of the sharcholders from acquiring « monopoly of control,
The Local Boardy were Lo be investod with powers to approve
or refuse 1o approve fransfers of shares to prevent Lhe maulii-
plication of an individual’s voting power by transfer to nominees,

The profits were Lo be divided as follows :—

After making provision for bad and doubtful debts,
depreciztion in assets, and all snch items as are usually provided
for by bankers, and after payment oul of bhe net profits of a
cumulkative dividend at the rate of 5 per cent. per annum on the
paid-up eapital, there should be allocated to the reserve fand,
until such reserve fund is cqual to 25 per cent, of the paid-up
capital, three-quarters of the surplus, and one-quarter to the
Government.  Thereafter, until the Reserve Mund is eqnal to
the paid-up capital of the bank. one-halt of the sarplus should
he allocated to the reserve fund aud the other half to the
Government.  When the reserve fund is equal to the paid-up
capital of the bank, one-cighth of the surplus, but not execed-
ing three per cent. of the paid-up eapital, should be paid to
the sharcholders, and the balance to the Government.” {(Beport
of the Hilton-Yowng Commiission, page 10.)

The Commission rejected the fixed fiduciary issue system
of reserves because it would not provide the necessary clasti-
city to the currency system in the country. ln Lingland it
had done so owing to the development of chegque habit.  The
proportional reserve system was, therefore, recornmended. The
minimwin  percentage of gold or gold securities conld be
exceeded for a temporary period on the payment of a tax on
the deliciency and with the consent of the Government,

The Bank Act was to include provisions requiring every
bank or banker transacting banking business in India to keep
with the Keserve Bank minimun balance cqual to ten per
cent, of demand liabilities and three per cent. ot tune liabudities.
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BUSINESS OF THE BANK.

The Bank was to perform the business ordinarily under-
taken by Central Banks of Tssue in other countries. The
Bank was not to wndertake open market operations, but the
charter was to include provisions authorizing the Bank to
apply to the Government for power to buy and sell in the
open market, bills of exchange, promissory notes or other
commereial paper ariging out of bona fide commercial or trade
transactions bearing two or more good signatures and having
a maturity not exceeding 90 days. The Governor-General in
" Council was to give due consideration to the effect npon other
interests concerned of his refusal or permission to enable the
Bank to do so.

The Reserve Bank was to be entrusted with all the remit-
tance operations of the Government in India and in London
and the Government was thus to cease to deal in the exchange
market. This power was necessary for the Bank to rmnaintain
the external value of the rupee. The Secretary of State was
to furnish to the Bank in advance through the Government
of India, periodical information as to his requirements which
could be approximate only and not cxact.

With regard to the method of remittance that has to be
employed by the Bank, the Commission did net like to fetter
the discretion of the Bank but left it free to follow the most
suitable method. The sterling pnrchase system in India in place
of the sale of Council bills in London was introduced befure
the Commizssion made its recommendations. It could be
made privately and through public tender also. The former
involved secrecy and favouritism and the objection against
the latter was that it was conducted by the Secretary of State
in London. The Commission held that the method of publie
tender could be employed in India with as great a convenienes
and facility to the commercial public as the public tender
gystem in London. The Commission did not recommend
any definite method to be pursued by the Bank, but left it to
its discretion.

In 1927 the Government framed a Bill along these lines
proposing a shareholders” Bank with comrmercial directorate
and & new agreement with the Imperial Bank. It was referred
to a Select Committee the majority of whom favoured a State
Bank because a shareholders’ bank would involve domination
of the Bank by big capitalists in the cities and that only a
State Bank could inspire confidence among the people
in India. Difference of opinion arogse on the question
of directorate also. The majority proposed a Board of 15
Governors and one officer, with a majority of Indian elected
members of the Legislature and another threc to be similarly
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elected by the Provineial Legislatures to represent agricnliural
interests. The Governor and Deputy Governor were to be
Indians as also the two directors to be appointed by the
rovernor-General in Council. Two direcetors were to  be
elected by the Associated Chambers of Commerce, iwo by
the Federation of the Indian Chambers and one director was
to be eleeted by the provineial co-operative hanks.  The
nominee of the Governor-General in Council was not to enjoy
voting power.

Tn August 1927, the scheme of 4 State bank was incorpo-
rated in the Bill, but no agreement could be reached with
regard to directorate. The Government wanted to disqualify
a member of the Legislature from being a direetor of the
Bank and the [Touse was strongly opposed to the proposal
of the Government to delete the recommendation of the
Seleet Committee that the Governor and the Deputy Governor
must be Indians. The Government refused to proceed with
the Bill as there was no agreement on the guestion of the
directorate of the Bank.

In 1928 the Government published a2 new Bill embodying
a scheme of a shareholders’ bank. It provided for a wide
distribution of share eapital by limiting the face wvalue of
shares to one hundred rupees and by limiting the amount to be
subseribed by an individual. The members of the Legislature
were 1ot to become the directors. The president sprang a sur-
prise on the ouse by refusing to eall upon the Finance Member
to move the Bill on the ground that the rules of parliamentary
procedure did not allow him to do so unless the old Bill was
formally withdrawn or had lapsed. The Government then
decided to proceed- with the old Bill of September 1927, but
later on announced that they had no intention of proceeding
with the Bill in view of the uncompromising attitude of the
ITouse. Subsequently the Central Banking Enguiry Com-
mittee with Sir B. N. Mitra as chairman was appointed to
make an exhaustive banking sorvey. The ruling of their
chairman prohibited them from laying down the constitution
of the Reserve Bank, but they proceeded to recommend the
creation of a Reserve Bank on the following assumptions :—
‘(1) The Reserve Bank would be established by an Act
of the Indian Legislature.
(2) The capital of the Bank would be provided by the
State.
(3) The Bank would be under Indian control, and
{(4) The Bank would be free from interference from
executive or legislature (Indian or British) in its
day-to-day administration.”
They further wrote as follows :—
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“Tt must be clearly understood that all the recommenda-
tions in our Reporl which envisage the establishment of a
Reserve Bank are based on these asgumptions. We may
add in this eonncction that the foreign experts have expressed
the opinion that a Heserve Bank ean be run on sound lines
whether if, is formed as a Stale Bank or as a Sharclolders”
Bank, provided that the Bank is kept {ree from interference
by Government in its daily administration.”™

RECOMMENDATIONS oF ROUND TABLE CONFERENCE.

The Federal Structure Sub-Committee of the First Round
Table Conference recommended that “with a view to ensuring
eonfidence in the management of Indian credit and currency,
efforts should be made to establish on sure foundations and
free from any political influence, as carly as may be found
possible, a Weserve Bank which will be entrusted with the
management of curreney and exchange.” The Finaneial Safe-
roards Committee of the Third Round Table Conference made
the establishment of federation dependent upon the estab-
lishment and proper funclioning of a Reserve Bank in India.
They recommended thal ©The Committee arc of opinion that
the proposals to be submitted te Parliament should be based
on the assumption that such a Reserve Bank would have been
ercated prior to the inauguration of a federal constitution,
and recommend that steps should be taken to introduee into-
the Indian Legislature a Reserve Bank Bill conceived on. the
above lines as soon as possible. Certain requirements must
be satisfied before the Reserve Bank eould start operations
with a reasonable chance of successfully establishing itself ; in
particular that the Indian budgetary position should be
assured, that the existing short-term debt hoth in London
and India be substantially reduced, that adequate reserves
should have been accumulated and that Yndia's normal export
surplus should have been restored.” TIn the Report of the
Committee it was also placed on reeord that ‘the Secretary
of State undertook that representatives of Indian opimion
would be consuited in the preparation of the proposals for
the establishment of the Reserve Bank including those relating
to reserves.’

The Reserve Bank Committee was appointed in response
to that undertaking and it made its recommendations on the
strength of which the Reserve Bank Bill in the Legislative
Assembly was introduced on September 8, 1933, and subsequent-
ly referred to a Sclect Committee,

MAiy RECOMMENDATIONS OF THE RESFRVE BANK COMMITTEE.

A private sharcholders’ bank free from any political
control should be established.

+ Report of the Indian Central Banking Enquiry Commitiee, para.
606, pp. 418-419.
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The shares of the Bank should he of Ra. 600 cach and
on this basgis they recommended ‘that the minimum voting guali-
fieation should he two shares which must have been held for
at least six months and that the maximum numnmber of votes
that may be excreigsed by any one shareholder should be ten.’
With thig limitation on the voting power the Committee did
not think it necessary to place any restriction on the amount
of the eapital to be held by any oune shareholder.

The majority of the Doard of Directors should derive
their mandate from the sharcholders and Lo ensure the
representation of all important elements in the economiec life of
the country, they recommended ‘that a rainority of the Board
should be nominated by the Governor-General in Council
under the present eonstibution and by the (Governor-General
at his discretion under the new constitution, it being under-
stood that this power would be exercised to redress any such
delicieneics.”  There were Lo be fiftecn or sixtesn members of
the Board as follows :—

8 Directors to be representatives of Shareholders,

4 Dircetors to be nomimated by the Governor-tiencral
in Couneil,

1 Governor,

1 or 2 Deputy Governors with no voting power,

1 Officer of the Government wilh no voting power.

APPOINTMENT OF DIRECTORS.

It involves the division of India including Burma into
five areas, ecleetion by shareholders resident in each arca of
members of the local board and selection by the latter from
among themselves of the directors fo represent their respective
areas.

APTOINTMENT oF GOVERNORS AND DeEPury GOVERNORS,

The Committee emphasized the importanee of appointing
the Governor and Deputy Governors of the Bank in such a
way that they must command general confidence both in India
and abroad. The majority of the Committee held that the
Governor-General in kis discretion should be the authority to
appoint the Gevernor and the Deputy Governor or Governors
when the new constitution came into force. Before appointing
them the Governor-General would ascertain the views of the
Board of the Bank. The minority held that these appoing-
ments should be made by the Board of Directors, subjeet
to the approval of the Governor-General. 1t was finally recom-
mended that in order to harmonize these views it was necessary
that the Governor and Deputy Governors should be appointed
by the Governor-General after consideration of the recommend-
ations of the Board of the Bank. KExcept four, all members
aceepted this solution,
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SHARE CAPITAL AND SHARE REGISTERS,

The original share capitatl of the Bank was recommended
to be Rs. 5 crores divided into shares of Re. 500 each which
should be fully paid. A separate register should be main-
tained in each of the five areag and the shares should be trans-
ferable from one register to another so that there would be
a free market in them. Rut sharcholders should only be
entitled to vote in respeet of the areas in which they are resident.

DuTiEs oF LocAL BoARDS,

The Local Boards are to be a sort of machinery to appoint.
the directors and their duties are those as may be delegated
to them by the Central Board. They would be purely advisory
bodies, but they would play a valuable part in the scrutiny of
eommereial power. Their funetions would be analogous to the
functions of the Disconnt Committees in Bulgaria, Belgium,
Japan and Lithuania. The Central Board should be empowered
to nominate Lo cach local board not mere than three additional
members who are to be full members of the Board except
thal they should not be eligible to be returned as representa-
tives of the area on the Central Board and are not to take
part in the selection of such representatives.

BraNCH IN LONDON.

The establishment of London Branch of the Bank is made
optionul unlike the provision of Clause ¢ of 1928 Bill and if
the Bank of England is employed as its London Agent by the
Reserve DBank, the Bank of England is expected to employ
the Reserve Bank as its agent in India.

STRUCTURE OF THE BANK.

Like the Bank of England, the Reserve Bank is to be
divided into two departments, the Issue Department and the
Banking Department.

BUSINESS oF THE BANK.

The Central Banking Enquiry Committee in paragraph
607, pages 418 and 420, recommended that an additional provi-
sion should be made enabling the Bank to make loans and
advances on the security of moveable goods, wares and
merchandise as well as aganist warchouse warrants and
warehouse receipts representing such goods. The Ilondon
Comimittee did not recommend any such provision becanse
in their opinion it would tend to render the Bank’s resources
less liguid and might involve it in undesirable competition
with commereial banks (Paragraph 17 of the Report.) The
Central Banking Enquiry Committee had written in this con-
nection as follows :(—
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“This provision may perhaps be criticized ag likely to
encourage too much competition between the Reserve Bank
and the other commercia! banks in the country. We agree
that the Heserve Bank should not ordinarily eompete with
commereial banks for profit, but in our opinion it ought tu he
in a position to operate in fhe open market and compete with
the commercial banks so us to make its policy effective. We
contemplate that the Reserve Bank need not necessarily avail
itrelf of this provision to o large extent, but the mere faet
of its existence will enhance ity influenee on the level of inlerest
rates. We might also draw attention to the fact thal a number
of the recent maodifications to the South Alriecan Reserve Bank
Act have been on the above lines, the object being to render
its working more effective.””  (Paragraph 607, pages 419 and
420 of the Report.)

OrEN MAREKLRT OPRERATIONS.

The Bank should undertake open market operations.
According to the Bill of 1928, the meeting of the Board on
each occasion was necessary to utilize such powers. The
Committee recommend that the Board eun delegale to the
Governor powers in this respect and a mecling of the Board i
not always necessary to determine the guestion of iilizing open
market operations. (Paragraph 18 of the Report.)

EXCHANGE OBLIGATIONS OF TIIE BANK.

The Committee lay down that in the present state of
monectary disorganization in the world, it is impossible to
incorporate in the Bill provisions which would be neceszarily
suitable when monetary systems generally have been recast
and stabilized. Thé sterling standard is eonsidered the best
standard for India and the exchange obligations are to be in
accordance with the rupec sterling ratio existing at the time of
the introduection of the Bill. There is to be no change in the
de facto situation by the mere coming into operation of the
Reserve Bank, The majority of the Indian delegates regard
the question of a suitable exchange ratio as one of the essential
factorg for the successful operation of the Reserve Bank and
in their view it is for the Government of India and the Legisla-
ture to examine the relevant considerations to see that minimum
possible strain is placed on the currency system of India. The
Committee lay down that the whole question of monetary
standard best gnited to India will have to be reviewed when
the international monetary position has clarified itself and
become sufficiently stable to make it possible to frame more
permanent provisions. The practice to which the public
has at present become accustomed is recommended to continue
and the position as if the rupee was still on the gold basis.
has been assumed ag correct.
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ASSETS AND 1JIABILITIES OF ISSUE DEPARTMENT.

The rupee redemption fund is recommended to be dispensed
with as in the opinion of the Committee the future return of
Tupees over a series of years is likely to be considerably less
than in the past years. The scheme given below is to be
adopted -

(1) The amount of rupees transferred to the Bank at the
oulset should not exceed rupees tifty crores.

(¢) The surplus amount of rupees which the Government
is to remove from the reserve ag a result of this arrangement
should be held by the Government in a separate sccount and
silver i8 to be held as bullion, not a8 coin.

{3) 1n any year in which the minimum holding of silver
rupees by the Bank exceeded fifty croves or one-tenth of the
total amount of the reserve, the Bank should hand over the
gurplus te the Government to an amount not excceding five
crores of rupees in any one ycar. The Government would
pay [ull value for these rupecs. Forty per eent. of this value
can be paid in sterling or foreign assets acceptable to the Bank
provided the Danks’ external assets did not exceed 50 per cent,
of its totul reserve at that time.

(4) If in any year the Bank’s maximum holding fell
below the amouunts indicated above, the Government should
have the right to sell rupees to the Bank up fto a maximam
of rupees five -erores in any one year. As the specific rupee
redemption fund is to be omitted, the Committee think it neces-
sary that at the outset the reserves of the Bank should provide
an ample margin over the statutory amount.

According to clause 33 of 1928 Bill gold and sterling assets
initially should not be less than 50 per cent. of the amount
of the liabilities of the Issue Department. The Committee do
not propose any alteration, but suggest that the case should
be examined by the Government of India in the light of all
prevailing circumstances.

GOVERNMENT OF INDIA RUPEE SECURITIES.

The Committee recommend that the guestion of the
holding of the Government of India rupee securities should
be further considered in India as it was suggested that the
limits proposed in the second provise of clause 31 (3) of 1928
Bill, may be unduly restrictive of the Bank’s open market
operations policy.

The remainder of the reserve should consist of sterling
securities and gold coin or bhullion. Gold securities should be
replaced by sterling securities as the holding of the former
would be inappropriate to the sterling standard and might
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be a possible source of weakness in the existing state of
uncertainty. Sterling sceurities and gold eoin or bullion are
to be 40 per cent. of the total reserves of the Issue Depart-
ment as proposed by the Hilton-Young Commission and
embodied in 1928 Bill,

PROPORTION OF STRRLING SECURITIES AND GOLD,

The Committes recommend a minimam gold holding
of rupees thirty-five erores which represents about 20 per cent,
of the present note liability. The Commitiee argue that as
long as the ruped iz not based on the gold slandard, there is
no logical necessity of prescribing a minimum holding of gold
and further as gold carries no interest, gold holdings will
unnceessarily reduce the profits of the Bank. For these reasons
a subsgtantial amount of sterling ix always Lo be kepl Lo fulfil
gterling obligations. But as there iz a widespread feeling
in Tndia in favour of a gold holdine as the most reliable form
of reserve the Committee recommend s minimurn gold holding
of rupees thirty-five crores.

The existing gold assets arc to be valued at the existing
old parity which would provide a cover against loss by a wide
margin. The Bank in this way might obtain a large premium
on the gold handed over to it by the Government. If sales
take place in the intermediate period pending the revaluation
of gold, the Committee hold that in principle such profits
should belong to the Government. ‘But our view is that this
unrealized margin should in some way or other be kept avail-
able for strengthening the position of currency reserves. We
recommend that the detailed proposals should be worked
out by the Government of India for consideration during
passage of legisiation on this subject. -

SUSPENSION OF RESERVE REQUIREMENTS.
The Committee recomnmend a suspension of reserve require-
ments and the utilization of minimum reserves whenever
necessary subject to the payment of a tax,

RESERVE TTUND AND ALLOCATION OF SURPLUS.

The Committee approve the provisions for reserve fund
and allocation of surplus as laid down in clause 46 of the 1928
Bill subject to certain modifications in respect of distribution
of dividends, The rate for fixed dividend muast depend to
some extent on the return on comparable securities at the
time of issuing shares. The Governor-General in Council
is to be empowered to fix thiz rate subject to the maximum
of 5 per cent. The dividend is to be gradually increased up
to the maximum of 6 per cent. as laid down in the 1928 Bill.
In determining the fixed rate of dividend account is to be
taken by the Governor-General in Council not only of the
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vield of long-term Government securities but also of the pos-
sibility of attracting the small investor in the mofussil and
thereby securing a wide distribution of shares.

SCHEDULED BANKS.

According to clause 44, sub-clause 7 of the 1928 Bill the
Governor-General in Council has the power to include in the
First Schedule any company which comes under section 2
of the Indian Companies Act and which is carrying on banking
business and has a paid-up capital and reserve of an aggregate
value of not less than three lakhs of rupees. Such banks are
known as Scheduled banks. They are to maintain with the
Reserve Bank a minimum balance of not less than 7} per cent.
of the daily average of the demand and 2§ per cent. of the
daily average of their time liabilities in India. The Committee
recommend that the question ¢f minimum balance and whether
the criterion should be based on the amounts of deposits rather
than on the paid-up capital and reserves should he considered.
{Paragraph 28 of the Report.)

RreErarions oF RESERVE BANK wird IMPERIAL DBANK,.

The Committee recommend that the Reserve Bank
ghould be required to enter into an agreement with the Tmperial
Bank according to clause 45 of the 1923 Bill, but the period
of 25 years is considered too long and this guestion is t¢ be
further considered by the Government. The agreement is
to be fermindted on several years’ notice on either side. Its
eontinuance is to be dependent on the maintenance of sound
financial position by the Imperial Bank. It has been further
recommended that the imperial Bank should be the sole agent
of the Reserve Bank at all places in British India where there
iz a branch of the Imperial Bank of India and no branch of the
Banking Department of the Reserve Bank. It applies to
those branches only which exist at the time the Act comes
into existence. The Reserve Bank should be under no obliga-
tion to entrust the agency business to branches of the Tmperial
Bank which come into existence in future and'is to be free
to make its own arrangements. 1t was suggested to the Com-
mittee that a part of the share capital of the Heserve Bank
should be allotted to the shareholders of the Imperial Bank
a8 a sort of compensation, but the Committee have not recom-
mended any special allocation of the Reserve Bank shares
to the gharcholders of the Imperial Bank ag it would be incon-
Bistent with their scheme of a wider distribution of shares.
They admit that the question of compensation should receive
due eonsideration, but there should be some other form in
which it is to be paid if admitted. (Paragraphs 29-31 of the
Report.)



RESERVE BANK 193

POWERS OF THE GOVERNOR-GENERAT.

Special powers are recommended to be given to the
Governor-General to intervene if on any oeccagion his special
respondibilitics are involved.

NOTE OoF IMSSLRT OF Sk PURUSITOTIAMDAY THAKTIRDAS.

Sir Purushottamdas Thakurdas writes a Note of Dissent
to the feport of the London Commities. Tirstly, he does
not agree with the method of appointing the Governor and
Deputy Governors of the Reserve Bank. He does notl accept
that the Idrectors of the Bank who will be seleeled for their
high position in the country and will have a vivid concern
in the sound working of the Bank owing to their financial
stake therein will suggest unsuitable persons for the high office
of the Governor and Deputy Governors of the Bank. There
is no ground to suppose that they will allow a difference of
opinion regarding the merits of some individuals to proceed
to the stage of a dead-lock. There is also no reason to suppose
that the IFederal Government will have less interest in the
sound working of the eoncern.  ““To override both these respon-
sible authorities,”” he continues, " and to make the Governor-
‘General in his diseretion the appointing authority for the
Governor and Deputy Governors of the Bank, is in effeet to
rest the final word in the Governor-General. Can it be said
in such circumstances that the Reserve Bank will be free from
political influenece ‘onr both sides of the seag’ ?  The Governor-
General is constitutionally honnd to act under the orders of
the Secretary of State for India, himsclf a member of the
British Cabinet, and as such subject to the great political
influence of the majority of the Imperial Parlinment for the
time being.”

Hecondly, he does not favour the cestablishment of the
type of shareholders’ bank which is not free from political
control on both sides of the seas and disagrees with the Com-
mitiee’s recommendations in  this eonnection. Ie writes,
“Tor the reasons expressed above, if Hiz Majesty’s Govern-
nient is not prepared Lo agree to the complete immuonity of
the Reserve Bank from political influence from or through
the Scerctary of State for India in London, it is only fair to
mect the strong feeling in India infavour of making the State
Bank the Central Curreney authority. There should be only
two alternatives : either a shareholders’ bank completely
free from political influence on both sides of the seas, or a
State Bank direefly subject to the control of the Federal
Government. I did not preas in the Committee for the estab-
lishment of a State Bank, relving on the undertaking given by
the Secretary of State at the Third Round Table Conference,
but I am convinced that the qualification introduced by the

7
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SBeeretary of State in his reply to question No. 8599 undermines
the foundations of the agreement arrived at, and if it is persisted
in makes the consideration of the alternative of a Bank an
imperative necessity.”®

Thirdly, he refers to the growing feeling in England that
there should be greater control of the Bank of England by
the Government ard that the constitution and conventions
of the Bank of England should be changed and that the
mangaeenient of the curreney should not be substantially inde-
pendent of the political feclings of the general body of the
community. Referring to these teelings he says that * they
should exist is a significant fact ; should they gain foree and
he expressed in legislation, what will be the position in India ?
My country will have a real grievance if, on what may he the
approximate eve of a change in thoe historic relations between
the Government of the day and the Bank of England leading
to greater political control of the Bank, India finds herself
closely tied to a systern which England from experience has
to reject.” He mentioned thiz fact for the guidance of
the Joint Select Comumittee that it is undesirable to create
in India the feeling that the conniry is being irretrievably tied
to 2 systemn which is under critical examination in England
and when there is thiz stronz movement for a change.
Obviously he seems to favour a State Bank or a Bank subject
to political control in India.

Fourthly,- he is opposed to the vesting of the (}overnt)r-
General with special responsibility for the financial stability
and credit of the Federation. The day-to-day management
of the Reserve Bank should be the duty of the RBoard of
Directors and of the high officers working under them, The
policy can only be laid down by legislation. This legislation will
be subject to the approval of the Governor-General under the
new constitution. But once it is so, its praetical application
i3 to be the concern of the Reserve Bank and should not he
the responsibility of the Governor-General.

Further, he is opposed to the sale of any part of the silver
now held in the Currency Reserves ag even now the popularity
of Currency Notes depends upon the belief of the people
that they are convertible into rupees. This firat line of defence
should be preserved nnimpaired. “This is especially the case
when the financial world is still disturbed, and time must be
allowed for the Reserve Bank to command confidence in action.”
The sales of surplus rupees will only command in sterling about
one-third of their face value and the transaction would, therefore,

5 The Secretary of State, in his reply No. 8599, qualified the broad
rinciple that the Heserve Bank should be free from any political
influence by the words, ‘so far as we can make it’.
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involve substantial losses, because the silver was bought for
coining at prices much higher than prevailing now. There may
be an unexpected demand for coining rupees and as there is a
movement for raising silver prieces, just possible the Curreney
Authority may have to purchase silver at very high prices,
According to him, the Joint Select Committes should not leave
the guestion of the sales of silver held in the Currency Reserves
in India to the discretion of the Government of India,

GouLD MINIMUM HESERVES.

The whole of the present gold holding of Rs. 441 crored
shonld be earmarked as the minimum gold reserve against tho
Note issue. He differs from the majority in this respect who
iay down that Rs. 35 croreg should be the minimum and the
Bank may do anything it likes with the excess of Rs. 9} crores,
If the minimum figure of Hy. 35 crores is accepted, he suggests
an alternative that a percontage of not less than 15 per
cent. gold to the Note issue or Rs. 35 crores should be
laid down whichever is higher and he prefers the first alter-
native. This he has recommended with a view to avoid the
difficulty of requiring the Reserve Bank to buy gold at a pre-
mium should the currency recovery of the world be slow and
difficult, The most progressive countries have conserved
their gold reserves by putting an embargo against gold export
or increased them by purchasing gold at a premium, i.e.,
above par of gold (85 shillings) even to the extent of 50 per cent.
There is a widespread feeling in India in favour of holding
gold as affording ultimately the mest reliable form of Currency
Reserve.

In paragraph 26 of their Report the Reserve Bank Com-
mittee recominend that “We approve generally of the provisions
of Clause 41 of the 1928 Bill, relating to the suspension of reserve
requirements and the connected tax provision., We think
it would be well to bring Clause 41 into a closer conneection
with Clause 31 in order to make it clear that the ‘minimum’
reserve can, anid should, be utilized whenever this is called for
by the circumstances.” e dissents with this view and points
out that if the mininium reserve ean be utilized, it does not con-
stitute a true reserve and the figares indicated in paragraph 24
of the Committee’s Report have no significance then.

THE RUPEE-STERLING RATIO.

Bir Purushottamdas Thakurdas regards a suitable ratio
a8 one of the essential factors for the successful working of the
Reserve Bank. He does not agree with the view of the Com-
mittee that the question of a suitable ratio for Tndia should be
left for consideration of the Government of Tndia and discus-
sion by the Legislature. The suggestion of the Committee that
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‘the exchange obligations incorporated in the Bill must neces-
sarily be in accord with the rupee-sterling ratio existing when
the Bill is introduced’ is not aceeptable to him., A review
of the ratio ix absolutely necessary before the inaugnration
of the Reserve Bank., Tle writes that “ No other Dominion or
agricnliural counfry has been able to maintain the pre-war
parity of its internal curreney at its original standard.
Australia and New Zesland have depreciated their domestic
currencies belween 10 and 25 per cent. while other agrienltural
countrics have defaulted.  The Tndian ratio has been main-
tained at 1s. 6d. with considerable deflation of currency in
India befween 1925 and 1930 and with the fortuitous export
of gold from Tndia to the extent of more than £120 million
sinee September 1931 to date.”

* Kyery major conntry has either been at its pre-ware parity
for exchange or hag been forced to go lower.  TIndia is the
one country which is above it. Comprehensive measures
hawe been taken in the U.8.A. to raise prices by the inflation of
currency ; further the executive has been armed with the power
to devalae the dollar 1o the extenl of BO percent, of ity gold
content. For India there is a strong and strengthening opinion
that a lowering of the existing rafio of 1s. 6d. will give much
relief to the caltivator. [t Is axiomatic that it will put less.
gtrain on the currency system of India should world conditions.
be slow in improving.”

The Reserve Bank Bill was referred after debate
in the Assembly to a Seleet Committee. The trend of the
debate showed that a majority of the elected members of the
legislature favoured a State Bank to a Shareholders’ Bank,
or if the latter, they wanted the Bank to be absolutely free
from political control in England and India. 7The Select Com-
mittee was expected to make certain modifications so that the
Bank as Sir George Schuster in his speech on Thursday, the 14th
September, 1933, said ‘mnust become a trusted part of Indian
public life’; and that ‘it must be an Indian institution command-
ing the confidence of Indian opinion, otherwise the whole
purpose of this propoesal would be lost.”

The first thing is that the Bank should be free from
political infinence not in India alone but in England also.
The Bill as based on the recommendations of the Liondon Com-
mittee would not be free from political influence in England as
shown in his Note of Dissent by Sir Purushottamdas Thakuardas
gquoted above. Mr. G P. Singh in the course of the debate in the
Assembly on the Bill rightly pointed out that “ political influence
was not being eliminated because the Governor-General was
representative of the largest political party and his powers
would be exercised on behalf of the Secretary of State who
was in the hands of the City of London.” The Bank under
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these circumstances could not be free from political influence in
England and the Seleet Committee was expected to see thab the
British political influenee also was climinated.

The Bill does not provide that the Governor and Deputy
Governors and the majoriby of dircetors should bs Tndiaos.
Under the scheme of 1928 Bill. there would have beecn a
majority of Indian dircetors, while under the present B#ill
even if the gharcholders exervise their voles properly, ndians
could only be half of the directors. Il the Bank is not to he
free from British politieal inflaenee and f a majority  of
Indians are nof its directors, the raison d'etre of shareholders’
bank i8 gone. The Committee of the IFederation of [ndian
Chambers of Commerece i of the opinion that a shureholders’
bank might be aceeptable, provided complete natioual control
was assured and not less than three-fourths of the directors
with voting power were natural born Indians and 756 per cont.
of the paid-up capital was reserved for them. Sir Purushot-
tamdas Thakurdas whose view has been quoted above does
not aceept o sharehiolders’ bank without gualifications.?

STATE Vs, SHAREHOLDERS' BANK,

An analysizs of the constitution of the Central Banks in
other countries shows that therce are purely shareholders”
banks, State banks, and banks with mixed ownership as the
following table will show’:—

¢ Mr. Manu Subedar points cut in his Minority Report that by the
Ruling of their Chairman the Indian Banking Committee were pre-
cluded from laying dbwn the constitution of the Bank. In this connec-
tion he writes, “ As the tenets of public procedure demand, I submit
to this ruling and refrain from making any recommendations on the
constitution of the Reserve Bank.”

“The importance of decision on these matters may, however,
be indicated. ‘The Reserve Bank ig going to be the most powerful
instrument affecting the economic life of this eountry. s errors
and accomplishments will tell on the collective welfare of millions
of people. Its action will be unseen, but not unfelt. The layman
would never be able to put at its door the consequences, which may
have inevitably and certainly followed from its actions. Tn the eyes
of the world outside, anything which the Rescerve Bank of India will
do, will be the index of the mind of India. The Reserve Bank could
caunse tension and create animosities. It is, therefore, essenlial
in India’s intevests, that the Reserve Bank should reflect in all
respects the Indian nation, such us it is.”  Minority Report of the
Indian Banking Commitiee, p. 206,

7 See Present-Day Ranking in Indid, by Dr. Ramachandra Rau,
page 72 and Cenlral Banks, by Messrs. Kisch & Tlkin, Chapter I1.
Also see the Chapter on ‘Central Banks’ of my book *‘Currency and
Commerce : A Survey of Fundamental Principles and their Application
to Indian Problems” for merits and demerits of Shareholders’ and
State Banks.
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Pure #hareholdera’
(luentral Bank

The Austrian Nation-
al Bank

The National Bank
of Belgium

The Bank of Fngland

The Bank of IFrance

“The XHeichsbank of
Germany

The National Bank
of Hungary

The Bank of Italy

The Bank of Japan
The Netherlands Bank

Pure State-owned
Central Bank

The Commonwealth
Rank of Australin
The National Bank

of Dulgaria
The Bank of Esthonia
The Bank of Minland

The Bank of Latvia

The Bank of Poland

The State Bank of
the RS F.S.R.

The Swedish  Rika-
bank
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Mixed Ownership

The National Bank
of (zechoslovakia
The National Bank
of Copenhagen

The Bank of Mexico

The Central Bank of
Chile

The Bank of the Re-
public of Columbia

The Tank of
Lithuania

The Federal Reserve
Banks of the U.S. A,

The Swiss National
Bank

The Bank of Greece

The Norges Bank The South African

Reserve Bank

The Bank of Spain The Bank of Albania

MERITS OF 4 SHAREHOLDERS' BAKNK.

(1) It can be free from political pressure if it 18 managed
by competent businessmen and it ean secure independence
from the interference of the Executive in the dayv-to-day
control of its business regarding ite banking policy.

(2) A sharcholders’ bank can work efficiently as it will
be governed by motives of self-interest and ‘““the State is too
wooden and soulless to succeed in gauging aceurately the
monetary requirements of business people.”

(3) The knowledge and experience of practical business-
men are likely to keep them on the right path and banking
i8 & kind of trade in which the State should not take part.

DEMERITS OF A SHAREHOLDERS' BANK.

(1) Anybody can become a shareholder and will have
a hand in shaping the policy of the bank which will deal with
technieal matters of currency, exchange and banking.

{2) The control of the shareholders over directors is
never real and in fact the shareholders themselves are under
the eontrol of directors and secretaries.

(3) A private shareholders’ bank will concentrate attention
on making profits and in case of a Central Bank of Issue the
policy of hankering after profits will defeat the objects with
which such a bank is started. In order to pay a dividend
10 the sharcholders, the South African Reserve Bank had to
perform additional functions. For this very reason, the Irigh
Banking Commission disapproved of the idea of the private
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shareholders’ bank.  All the private shareholders’ banks of
issue except the Bapnk of England and the Reichsbank of
Germany are under the rigid control of the State.

(4) TIn poor countries, it may be unwise and upcconomical
to pay a high rate of dividend derivable from the use of the
currency reserves to the Bank’s sharcholders when capital
can be easily borrowed by the CGovernment al a low rate of
interest.

{3Y The starting of a private sharceholders’ bank in
counfries where capital is not sufficiently developed will
lead to a bid for ascendency in the practical management of
the banking and finaneial system of the country, between
the foreign and the indigenous capitalists. TForeign influence
should always be eliminated from the management and control
of the Central Bank of Tssue.

{6) 1t is difficult to reconcile the idea of a privately owned
bank with the State guaranteo for its notes.

{7) Such a Bank may not be sufficiently representative
of all the interests in the country. These arguments cannot
be said to be very cenclusive in favour of State ownership
of the Banks of Issue and in practice Governmental interfer-
ence in geveral ways can Imitigate the evil effects of private
ownership. Arrangements can be made to eliminate foreign
dominance by laying down that a majority of the directors
should be the nationals of the country to which the Bank
belongs. The Government of the day can secure a wide
representation of all interests in the country by reserving
to itself the power of nominating a certain number of directors.

The Government can tone down the evil effeeta of the
shareholders’ Banks of Issue in the following ways :—

{¢) by limiting dividends to sharcholders ;

(b) by allotting shares to small investors scattered all
over the country ;

{¢) by restricting voting power to ““one man one vote;

{d) by the prevention of the right to vote by proxy ;

(¢) by the prevention of manipulation of votes by
big sharcholders ;

(f) by limiting the functions of open market opera-
tions ;

(¢) by enabling the State to participate in the Bank’s
profits.

ARGUMENTS FOR A STATE-OWNED BaANK.

{1) In India people look to the Government to lead
any new movement and very great weight attaches to a Bank
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founded upon the eredit of the Government. Evenr Ricardo
advocated the creation of a State Bank for England in 1817.

(2) The State Bank in India would do away with the gqnarrels
on the part of the varions banks for having a share capital
in the Bank, A State Bank would avoid the fear of control
by foreign ecapitalists.

(3) The Government keeps a very large sum of money
cvery month with the Imperial Bank without inferest which
it can utilize to liguidate a portion of its debt or to reduce
taxation if it aects as a Central Banker,

(4) A private Central Bank can casily hecome subser-
vient to the British commercial community which controls
the Indian banking of to-day to a very great extent. The
main reason why Indians are so persistent in giving control
to their Legislature is that the Indian Executive will have full
control over the loan policy, ete., of the Bank. If the Exeeu-
tive is made responsible to the Legislature this insistence would
not be demanded as it will cease to be necessary,

DEMERITS OF A STATE BANK,

{1) The Bank may become a mere department of the
Government and will refleet the opinion in its policy of the
majority party in power which may be against the best
interests of the country.

{2} A State Bank can also be used for inflationary pur-
poses by finance members to balance their budgets. The
Bank of Amsterdam was used for such purposes.

(3) It is possible that public bodies might not get as
much credit at the hands of the State Bank as from a Share-
holders’ Bank. In England there i3 3 keen competition among
banks for securing the accounts of various guasi-public bodies
and if the State acguires control over the Bank they fear that
they would receive less favoured treatment. Many BState
Banks as in Russia, Bulgaria, ete., have met with failures,

(4) A State Bank may nof be in a position to weed out
the weak and inefficient banks by refusing to re-discount their
commercial paper. Incompetent banks may be nursed and
well-managed commercial banks may not be developed.

(6) It may not be able to train an adequate nomber of
men who may be able to run banking institutions successfully.
This criticism is unwarranted and in India specially a Share-
holders’ Bank may not be able to do so as the Imperial Bank
has not done, but a Statec Banl is the only institution in India
which can be depended upon to achieve this object.

Taking all these considerations into view it is a State
Bank which is more suitable for Indian conditions; but if a
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Shareholders’ Bank is started, very great eare ought to be
taken to free it from political control in Bngland. The State
Should have the right to purchase the shares of the Bank after
a period of 15 years if it is found out that the Shareholders’
Bank has not been able to rise to expectations. A certain
proportion of the capital must be reserved for people of Indian
domicile and a certain percentage of directors must also
belong to Indian domicile. Shares shouid he of the face value
of Ts. 100 each and not of Re. 500 in order fto prevent big
capitalists from . monopolizing shares and in order to secure
a wide distribution of shares. The Governor-General should
not nominate the direcfors. The utmost that the Secleet
Committee should have agreed to was that the directors should
be appointed by the Federal Government subject to the approval
of the Governor-General.

RELATIONR BETWEEN THE BANK AND OTHER BANKS.

Preference should not be granted to the Imperial Bank.
It should be placed on the footing of other banks. According
to the scheme of Sir Basil Blackett of 1928 the Reserve Bank
wag to keep a sam of Rs. 3 croves with the Imperial Bank free
of intercst. The present restrictions upon the Imperial Bank
are now to go and it will thus be able to ecompete with the
other bankers in India with the help of their own money as
they will be required to keep a certain minimum balance with
the Reserve Bank. This would be unfair to them. The
Reserve Bank shonld show some indulgenee to these indigenous
bankers. It may discount the biils of member banks ap to
50 per cent. of the paid-up capital and reserves of a bank apply-
ing for accommodation. In our country where hanking habit
is not well developed, the smallest rumour may cause a serious
run on a bank. A sympathetic handling of the situation by
the Reserve Bank would thus be of the greatest importance.
Indian banks on the approved list should gef re-discount
facilities at 1 per cent. below foreign banks. In hig editorial
comments, the Editor of the Indian Finanece wrote in this
connection that ““The term Bankers’ Bank which is usually em-
ployed in reference to a Central Bank, though, no doubt, useful ag
depicting the character of its normal working, tends to create
a misapprehension that the ordinary banks are, and ought
to be, the chief beneficiaries of the activity of the Reserve
Bank. Occasions might concetvably arise when the Reserve
Bank will have to carry out a policy which is opposed to the
narrow interests of the banks. In India, however, the immedi-
ate intcrest of the couutry lies in the spread of the banking
habit through an expansion of the banking service to all parts
of the country. It is obvious that in securing this need, the
Reserve Bank will have to take an active initiative; and

kQl
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the most handy inatruments are the indigenous joint-stock
banks. It is out of the question that the inducements neces-
sary for hanks to engage in this activity should be available to
foreign institutions.’ ™

Ags regards the agency business of the Heserve DBank,
there should be no favoured treatment of the Imperial Bank.
Tenders should be invited from banks on approved list for
competitive terms and contracts for agency should be
given after due consideration of all circumstances. The
Tmperial Bank should not, therefore, be the sole agent as
mentioned in the Third Schedule of the Reserve Bank Bill.
The guestion of special conceszion to the Imperial Bank as
proposed in the Bill doecs not arise if the Imperial Bank is
not the sole agent.

RECOMMENDATIONS OF THE JOINT COMMITTEER ON
RESERVE Bany or Ixpta BIoL.

The Committee recommended a Sharcholders’ Bank by
a majority.

Constitution.-—The Central Board should consist of 15
Directors as below :—-

(a) A Governor and two Deputy Governors, to be
appointed by the Governor-General in Couneil after considering
the recommendations of the Board in that behalf. The Com-
mittee accepted this proposal on the understanding that there
must be prior consultation between the Governor-General in
Councit and the Central Board before any recommendation is
made.

() Four Directors to be appointed by the Governor-
General in Council. The Committes were assured in this
connection that this power would be used to ensure that
territorial or economic interests “which have not seecured
adequate representation in the elections shall have such
imadequacy corrected by this means. ..., but we consider that
n the instrument of instructions to the Governor-General
a passage should be inserted making it clear that this power
shouid be exercised in the general manner indicated above
and in particnlar to seeure adeguate representation of the
interests of agriculture and co-operative banking if these
interests had not gecured such representation among the elected
directors.”

{¢) Eight Directors to be elected by shareholders, wiz.,
two for the Bombay register, two for the Calcutta register,
two for the Delhi register, one for the Madras register, one for
fhe Rangoon register and one Government official to be nomi-
1ated by the Governor-Geperal in Couneil. The latter shall

8 Indian Finance, dated September 9, 1933.
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not be entitled to wvote. The Nominated Idrectors should
hold office for five years.

There should be a Local Board for each of the five areas
to congist of five members elected by the shareholders and
three members to be nominated by the Central Board from
amongst the shareholders on the register of that arca. In
exerciging the power of nomination, the Central Board “shall
aim at securing the represenftation of territorial or economie
interests not already represented’ and particularly interests of
agriculture and co-operative banks.

Neo person should be appointed Governor of the Central
Board unless he is a person of fested banking erperience cover-
ing a period of not less than five years. The Government
members pointed out ‘‘that commercial banking experience is
not nceessarily an adequate qualification for the head of a
Central Bank, and that recent oxperience of other countries
affords many examples of extremely suceessful appointments
of men who would have been excluded by the words of our
provise.”” Many members of the Committee wanted to add a
provision that out of the three Directors, ¢iz., the Governor
and Deputy Governors, at least one should be an Indian. This
was waived when the official members in charge of the Bill
were ‘‘prepared to give a definite assurance in the Legislature
that the Government will take account of our representation
and that it will be its policy in making the first appointments
and thereafter that at least one of the three shall be a qualified
Indian.”

No person who has not some time been engaged in agricul-
tural, commercial, financial or industrial activities may be
a member of a Local Board. Salaried Government offieials or
galaried officials of a State in India, persons who are insolvent
or of unsound mind, an employee of 4 bank or director of a bank
other than a co-operative bank will not be entitled to become
members of a local Board.

Casual vacancies for the post of the Governor or a Deputy
Governor of the Central Board shall be filled in by the Governor-
General in Council after considering the recommendation of
the Central Beard.

(teneral Meetings of the Central Board :—A general meeting
shall be held annually at a place where there is an office of
the Bank and two consecutive meetings shall not be held at
the same place. There shall be one vote for every five shares
and voting by proxy may be exercised. The maximum
number of votes to be exercised by a person shall be ten,

Share Capital :—The original share capital is to be Rs. 3
crores and the nominal value of the shares has been recom-
mended to be reduced fromm Rs. 500 to Rs. 100 each. Free
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marketability of shares from one register to another is recom-
mended. I, contrary to our expectations, it is found that
one register is accumulating a large number of shares, while
apother iz being denuded by o really substantial percentage,
the Government should consider the question of bringing
forward suitable amending legislation in order to reectity the
position. ™

The nominal value of the shares originally assigned to
the various registers shall be as follows :—

Rs. L10 lakhs 1o the Bombay register,

Ts. 145 lalkhs to the Caleutta register,

s, 115 lakhs to the Delhi register,

Ru. 70 lakhs to the Madras register, and

Rs, 30 lakhs to the Rangoon register.

Right af Idscrimination :(—No person shall be registered a
gharcholder who is not—

{a) domiciled in India and an Tadian subject of His
Majesty or of an Indian State, or

(& “°A British subject ordinarily resident in India and
domiciled in the United Kingdom or in any part of His Majesty’s
Dominions the Government of which does not diseriminate in
any wuay against Indian subjects of His Majesty” or

{e) “A company registered under the Indian Companies
Act, 1913, or a society registered under the Co-operative
Societieg Act, 1912, or any other law for the time being in foree
in British India relating to co-operative socicties or a seheduled
bank, or a corporation or company incorporated by or under
an Act of Parliament or any law for the time being in force in
any part of His Majesty’s Dominions the Government of which
does not discriminate in any way against Indian subjects of
His Majesty, and having a branch in British India.”

The Governor-General in Council shall, by notification in
the Gazetie of India, specify the parts of His Majesty’s Domi-
nions which do not discriminate against Indian subjects of
Hig Majesty,

(lause 15 lays down that the first Governor and the first
Deputy Governors shall be appointed by the Governor-General
in Council on hiz own initiative and the first eight directors
representing the shareholders shall also be nominated by the
Governor-General in Couneil from the areas served respectively
by the vegisters. The non-official members of the Committee
made it clear ‘that they would not consider anything less
than 75 per cent. of the voting directors as affording a proper
representation of Indians. We have received an assurance on
behalf of the Government from the Government members of
the Committee that the Governor-General in Council will
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exercige hig powers so a3 to ensure the proper repregentation
-of Indians on the first Board.”

BUSINERSS WHICH THE BANK MAY THANSACT.

The Bank should do the following kinds of business :—

(1) the accepting of money on deposit with interest from,
and the collection of moncy lor, the BSecretary of Stafe in
Council, Local Governments, States in Tudia, Tocal anthoritics,
banks and any:other persons ;

() (e) the purchase, sale and rediscount of bills  of
exchange and promisgory notes, drawn on and payahle in
India and arising out of bonafide commercial or trade trangac-
tions, bearing two or more good signatures, one of which shail
be that of a scheduled bank, and maturing within 90 days
from the date of such purchuase or discount;

(b) the purchase, sale and rediscount of billg of exchange
and other commercial paper, which must be endorsed by a
scheduled bank, and which is drawn to finance seasonal agri-
cultural operations or the marketing of erops and maturing
within ninc months ;

{¢} the purchase, sale and rvediscount of ecommercial
paper bearing the signature of a scheduled bank and issued
for the trading in the securities of the Government of India
or a Local Government or of ecerfain States maturing within
90 days;

(3) (&) ‘‘the purchase from and sale to scheduled banks
of sterling in amounts of not less than the equivalent of one
lakh of rupees™

(5) “the keeping of balances with banks in the United
Kirgdom™ ; and

(e} “the purchase, sale and rediscount of bills of exchange
{including treasury bills) drawn in or on any place in the United
Kingdom and maturing within 90 days from the date of pur-
chase, provided that no such purchase, sale or rediscount shall
be made in India except with a scheduled bank™ ;

(4) making leans and advances for not more than 90
days to States in India, local authorities, scheduled banks
and provincial co-operative banks on the security of stock,
funds, gold or silver, bills of exchange and promissory notes
eligible for purchage or rediscount by the Bank ;

(5) the making of advances to the Governor-General in
Council and to such Local Governments as may have the
custody and management of their own provincial revennes, for
a period of not more than three months from the date of the
making of the advance;
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(6) the issue of demand drafts made payable at its own
oflices or ageneies ;

(T) the purchase and sale of Government sceurities of
the United Kingdom maturing within ten years from the date
of such purchase ;

(8} the purchase and sale of securities of the Govern-
ment of India or of a Local Gevernment of any maturity, or
gecurities of a local authority in British India or of an Indian
State as may be specified by the Governor-General in
Couneil on the recommendation of the Central Board :

“Irovided that securities fully guaranteed as to principal
and intercst by the Government of Indin, a Local Government,
a local authority or a State in India shall be deemed. ... to be
gecurities of such government, or authority or State.”

The amount of such securities in the Banking Department
ghall be regulated as below :

(e) the value of such securities maturing after one year
should not he more than the agoregate amount of the Bank's
share capital, reserve fund and three-fifths of the liabilities
of the Banking Department in respect of deposits

(b) the value of such securities maturing after one year
shall not be more than the total of the share capital, reserve
fand and two-fifths of the lLiabilitics of the Department in
respeet of deppsits; and

(¢) the wvalue of securities maturing after ten years is
not to cxceed the total of share capital, reseryve fund and
one-fifth of liabilitics of the Department in regpect of deposits;

{9) the custody of moneys, securities, ete. ;

(10) the sale and realization of the property that may
come into the possession of the Bank ;

(11) the acting as agent for the Secretary of State in
Council, the Governor-General in Council, any Local (Govern-
ment or local authority in connection with the following
business :—

{a) the purchase and sale of gold or silver, bills of ex-
change, securities or shares in any company ;

{§) the colleetion of proecceds by way of dividends,
interest, principal, ete.;

(¢) the remittance of such proceeds at the risk of
the principal by bills of exchange ;

(d) the management of public debt;

(12} the purchase and sale of gold coin and bullion;

{13) the opening of an account with or the making of
an ageney agreement jwith a bank which is the principal
currency authority of any country ;
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(14) the borrowing of money for not more than one
month for the business of the Bank from a scheduled bank in
India and from an outside bank provided the latter is the
principal currency anthority in the country. The total amount
of guch borrowing in India should not ¢xeeed the total capital ;

(15) the making and issuc of bank notes,
OpPEN MARKET OFPRRATLONS OR POWER oF DIRECT DISCOUNT.

The Central Board or the Commifttes of the Cenfiral Board
or the Governor, if, {0 the latter two, the power has been
delegated, is of opinion that a special oceasion has arisen making
it necessary for the purpose of regulating credit in the interests
of Indian trade, commerce, industry and agrieulture, the Bank
can do the following :—-

(¢} purchase, gell or discount bills of exechange and
promissory notes though the paper may not bear
the signature of 2 gcheduled bank or a provincial
co-operative bank;

(by make loans or advances repayable on demand or on
the expiry of tixed periods not exceeding 90 days
against certain forms of security a8 mentioned in
Clanse (4) of Scction 17 ;

{¢) purchase or scll sterling in amounts of not less than

the cquivalent of one lakh of rupees :

“Provided that a Committee of the Board or the Governor
shall not, save in cases of special urgency, authorise action ..
without prior consultation with the Central Board and that
in all cases action so authorized shall be reported to the
members of the Central Board forthwith.”

CENTRAL BANKING FUNCIIONS.

(@) The Bank shall accept money for account of the
Secretary of State in Council, Governor-General in Council,
and Local Governments who have the management and custody
of their own provincial revenues and make payments for them
and shall do exchange, remittance and other banking business
including the management of the public debt.

{b) These anthorities shall entrust the Bank with their
money, remittance, exchange and banking business in India
and shall deposit free of interest all their eash balances with
the Bank.

{¢) The Bank shall be entrusted with the management
-of the public debt and with the issue of loans on conditions
that may be agrced upon.

“In the event of any failure to reach agreement on the
conditions referred to, the Governor-General in Council shall



208 THE INDIAN MONEY MARKET

decide what the conditions shall be.” Such an agreement
shall be laid before the Legislature.

(A} The Bank shall have the sole right to issue notes for
a period to be determined by the Governor-General in Council
on the recommendation of the Central Board. Such bank
notes shall be legal tender throughout British India.

The QGovernor-General in Council shall supersede the
Central Board and entrust the work to some other ageney if
the Bank fails to carry out its obligations.

BUSINESS NOT ALLOWED T0 THE BANK.
The Bank cannot—

{1) have a direct interest in any commercial undertaking
except when it i3 necessary to satisfy its claim ;

{2) purchase its own shares or of any other bank or
company and cannot grant loans upon the security of any
such shares ;

(3) advance money on the security of immovable
property ;

{1) malke loans or advances ;

(5) draw or accept bills payable otherwise than on
demand ;

{6) allow interest on deposits or current accounts.

ASBETS OF THE ISSUE DEPARTMENT.

{1y The assets shall congist of gold coin, gold bullion,
sterling securities, rupee coin and rupce securifies whose
value will not be less than the total of the liabilities.

{2) The value of gold coin, gold bullion, and sterling

gecurities is not to be less than two-fiftths of the value of the
assetaq.

{3) The amount of gold coin and gold bullion is not to
be less than forty crores of rupees in value. The London
Committee had fixed it at 30 crores.

{4) The remaining assets shall be in rupee coin, rupee
securities of the Indian Government, bills of exchange and
promissory notes payable in British India as are eligible for
purchase by the Bank.

(5 The amount of Government of India rupee securities
shall not exceed one-fourth of the total amount of the assets
or fifty crores of rupees whichever amount is greater, or, with
the previous sanction of the Governor-General in Council,
such amount plus a sum of rupees ten crores.

(6) Gold coin and bullion shall be valued at 8.47512
grains of fine gold per rupee, rupee coin at its face value and
gecurities at their market value.
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{(7) Not less than seventceen-iwentieths of the gold coin
and bullion shall be held in British India.

(8) "The sterling securitics shall he of the following kinds
payable in the currency of the United Kingdom, namely,

{a) balances at the credit of the Issue Department
with the Bank of Tngland,

() bills of exchange having & maturity not exceeding
90 davs payable at any place in the United
Kingdom,

(¢) Government securities of the United Kingdom
maturing within five years.

TIABRILITIES OF THE I88UE DEPARTMENT.

The liabilities of the Issue Department shall he equal to
the value of the currency notes of the Government of India
and Bank Notes for the time being in cireulation. The Issue
Department is to take over from the Governor-General in Couneil
the liability for alt the eurrency notes of the Indian Government
under circulation. 1In exchange, gold coin, gold bullion, sterling
gecurities, rupee coin and rupee seeuritics shall be transferred to
the Issue Department equadin’value to the total ameount of the
liability. The total of gold coin, gold bullion and sterling
seeurities transferred shall not be less than 50 percent. of the
whole amount transferred and the amounts of rupee coin shajl
not exceed 50 crores:

*Provided further that the whole of the gold coin and gold
bullien held by the Governor-General in Council in the Gold
Standard Reserve and the Paper Currency Rescerve at the
time of transfer shdll be so transferred.”

If the amount of the rupee coin is greater than 50 crores
of rupees or one-sixth of the total amount of the assets, as
shown in the weekly accounts, whichever is greater, “‘the Bank
may deliver to the Governor-General in Council rupee c¢oin up
to the amount of such cxcess but not without his consent
exceeding five erores of rupees, against pavment of legal tender
value in the forin of Bank Notes, gold or securities.” If it is
less than 50 crores or one-sixth of the total value of the assets,
whichever may be greater, the Governor-General in Couneil
shall deliver to the Bank rupee coin up to the amount of such
deficiency, but not without his consent exceeding five erores
of rupees, against payment of legal tender value.

Ratio.

Clauses 40 and 41 have been recommended to remain as
they are, 4.¢., the Bank shall have the obligation to sell sterling

for immediate delivery in London at a rate not below 1s.5 %: d.
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per rupee and to buy sterling at a rate not higher than Is.
G 3/16d. per rupee : “Provided that no person shall be entitled
to receive payment unless the Bank is satisfied that the payment
of sterling in London has been made.”

RELATIONS WITH SCHEDULED BANKS.

The number of banks included in the second schedule is
27 and the daily balance shall not be below 5 per cent. of the
demand liabilities and two per cent. of the time liabilities.
‘Liabilitics’ will not include the paid-up eapital, the reserves
or any credif balance in the profit and loss aceount of the Bank
or the loans borrowed from the Bank.

If the Dalance iz below the minimum preseribed, the
scheduled bank will pay to the Rescrve Bank for each such
day penal interest at 3 per cent. above the Bank Rate on the
amount by which the balance at the Reserve Bank is less
than the minimum preseribed and if on the day of the next
return, the balance is still below the prescribed minimum,
the rates of penal interest shall be increased to 5 per ¢ent. above
the Bank Rate for cach subsequent day.

The Governor-General in Couneil shall direct the inclusion
of a bank in the list of scheduled banks if its paid-up capital
and rescrve is not lcss than five lakhs of rupees and ean exclude
a bank from such list if its paid-up capital falls below rupees
five lakhs. '

AGREEMENT wITH THE IMPERIAL BANK.

{a) 'The Reserve Bank should enter into an agrecment
with the Imperial Bank for a peried of 15 years and thercafter
until terminated after five years’ notice on cither side.

() The agrecment ghall be eonditional on the maintenance
of a sound financial position by the ITmperial Bank and if either
the conditions of the agreement are broken by the Imperial
Bank or it fails to maintain a sound financial position, the
Governor-General in Counecil on the recommendation of the
Central Board ean issue instructions to the Imperial Bank
and if they are disregarded, the agreement may be terminated.

The terms of the agreement as laid down in the Third
Schedule are o be as below :—

{1} The Imperial Bank of India shall be the sole agent
of the Reserve Bank of India at all places in British India
where the Imperial Bank has a branch which was in existence
at the commencement of the Reserve Bank of India Act, 1933,
and there is no branch of the Banking Department of the
Reserve Bank of India.
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(2) The Reserve Bapk in consideration of this scrvice
rendered shall pay to the Imperial Bank of ITndia as remuners-
tion a sum which ghall be for the first ten years during which
thin agreement is in force a commission ealculated at one-
sixteenth of one per cent. on the first 250 crores and one-thirty-
second of one per cent. on the remainder of the total of the
receipts and disbursements dealt with annually on aceount
of Government by the Imperial Bank of India on behalf of
the Reserve Bank of India. The remuneration shall be revised
after 10 years and the remuncration for the ensuing five years
shall be determined on the basis of the actual cost to the
Imperial Bank of India. At the end of cach quinguennial
the remuneration shall bhe subject to revision during the life
of the agreement. In case of dispnte regarding the said re-
muneration, the decision of the Governor-(reneral in Council
shall be final. e may require the Imperial Bank to furnigh
such information as he thinka fit.

{3) In consideration of the maintenanee by the Imperial
Bank of India of branches not less in number than those exist-
ing at the commencement of the Reserve Bank of India Act,
1933, the Reserve Bank shall, until the expiry of {ifteen years
from the coming into force of this agreement. make to the
Jmperial Bank of India the following payments:

(#) nine Takhs of rupecs annually during the first five
years,

() smix lakhs of rupees annually during the next five
years, and

{) four lakhs of rupees per annum during the next
five years.

{4} Without the approval of the Reserve Bank of India,
the Imperial Bank of India shall not open any branch in substi-
tution for a branch existing at the time this agreement
comes into force,

Powzrr T0 OPEN A BRANCH IN LONDON.

In this connection the Committee write, “ We considered in
this connection whether it would be proper to place a statutory
obligation on the Reserve Bank to open a branch in London.
We have noted that the present tendency among the Central
Banks of the world is not to establish branches outside their
own countries but to employ other Central Banks as their
agents at foreign centres. While we should be unwilling to
make any recommendation which could be construed as a
failure to appreciate the importance of international co-opera-
tion between the Central Banks of various countries, we ean-
not accept the view that the practice of other countries aftords
an exact parallel to the partienlar ease of India as regards
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representation in London. We, therefore, think that the
Board should have absolute diserction to open a branch in
London and we recommend that the provision requiring the
prior assent of the Governor-General in Council should be
deleted. ™

BrsurvE FUND.

The Governor-General in Council shall transfer to the
Reserve Bank rupee securities of the value of five crores of
rupecs to be allocated to the Reserve Fund. After providing
for bad and doubtiul debts, for depreciation and other contin-
gencies and after payment out of the net annual profity of a
cumulative dividend at sueh rate not exceeding five per cent.
per annum on the share capital, a portion of the surplus shall
be divided among the sharcholders as below :—

If the minimuom rate of dividend is five per eent. and the
capital is rupees five erores—

(@) if the surplus does not exceed Rs. 4 erores—mnil;

(b) if the surplus exceeds four crores of rupces——

(i) ouf, of such excess up to the first one and a half
crores of rupees—a fraction equal to one-
sixtieth ;

{(ii) out of each successive additional excess up to
one and a half crores of rupecs—one half of
the fraction payable out of the next previous
one and a half crores of aceess: “Provided that
the additional dividend shall be a multiple of
one-eighth of one per cent. on the share capital,
the amount of the surplus allocated thereto
being rounded up or down to the nearest
one-cighth of one per cent. on the share capital.

If the maximum rate is below five per cent.,
the said Iraction of one-sixtieth shall be
increased in the ratio of the difference between
six and the fizxed rate to upity. With an increase
or reduction in the original share eapital, the
fraction of one-sixtieth shall be increased or
diminished In proportion to the increase or
reduction in the share capital.

"MINUTEZ OF DISSENT.

There are many Minutes of Dissent to the Report of the
Committee and most of the ground traversed in them is more
or less eommon. The main points of the dissentients are
given below :—

(1) The proposed Bank should be a State Bank. In
1927-28 the Assembly accepted the principle of a State Bank
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and the Central Banking Enqguiry Committee also started on
the agsumpbion that it would be a State Bunk. A Share-
holders’ Bank does not secure freedom from political influcnce,
hecause the Bill does notl seek to remove the intluence of the
Secretary of State who represents politics as much as the future
Indian Minister and hence it does not secure the freedom from
political influenee which the Government claims. In either
case the Secrctary of State will have determining voice, but
in case of a Sharcholders’” Bank, he will be immune from tie
eriticisms of the Indian public and of Legislature,

(2} Several countries of the world, notably Australia
and Sweden, have State Central Banks. The foture trend
of the monetary policy and the working of Central Banks
cannot be predicted ; but the theory of Central Banking is in
the melting pot; and the other countries may have to follow
America in the Government taking active and effective part
in the control of their monetary poliey. ““Consequently, the
argument in regard to the example of other countries has
not much forece until the conditions of the world are settled
down and we know the nature and significance of the profound
-changes that are taking place. Evenin England, the Conserva-
tive Government are finding it necessary o effect changes
in the administration of the Bank of England with a view to
allow greater veice for the Treasury.” (Page 16 of the Keport.)

The arguments for a State Bank are summarised by them
as follows :—

(1) Tn times of crisis the Goverament assumes entire
responsibility of the administration of Central Banks. The
Central Bank functions smoothly only in normal times and for
gueh times shareholders are s much unnecessary 48 the State.
It is the Governor of the Bank that counts.

(2) 'The State Bank will always command a greater
confidence of the public than a Sharchelders’ Bank in a country
like India.

(3} Almost entirely the profit will be derived from State
support ; and it is therefore desirable that the tax-payers
should get the utmost benefit of the profits.

(4) Shareholders do not form a satisfactory electorate
as those who live at a great distance seldom come to attend
meetings.

{5) In the case of a private Bank there wili be no
machinery to demand and enforce larger recruitment of Indians
in the officers and subordinate grades. It isonly in the case of
a State Bank that the policy of Indianization ean be effectively
pursued. .
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The dissenticnts point out that if their scheme of a Btate
Bank is not accepted, the following changes should be intro-
duced in the Shareholders’ Bank scheme ;—

(#) 75 per cent. of the Directors or members of the Local
Boards must be native Indian subjects of His Majesty. This
condition was accepted by the External Capital Committee.

(b)) The Reserve Bank should establish its own branch
in London, which should hold entirely the foreign balances.
and reserves of the Government of India. Mr. Basu and Mr. Ram.
Saran Das disagree to this.

RESERVE.

Regarding the amount of Reserve and the nature of external
Reserve three important factors should be considered :
1. Paper notesin circulation amounting to Rs. 180 crores.
2, The silver rupees in eirevlation which are notes printed
on silver.
3. Annual external obligations roughly amounting to
70 crores of rupecs.

Tu view of these [aetors, it is suggested that the external
reserve should be sixty per cent. of the liabilities in place of
BO per cent, as proposed in the Bill. The Hilton-Young
(C'ommission had recommended the Reserve to be Rs. 118 crores.

Ag there is to be an obligation on the Imperial Bank to
offer free remittance to the scheduled banks from currency
chests, it is suggested that the latter in turn should make inter-
branch transfers for their constituents free of charge.

To give impetus to branch banking the Reserve Bank
should maintain a list of approved banks. They should be
banks registered in India and should satisfy some minimum
criteria regarding the capital and balance-sheet. Any such bank
opening a branch in a place where there is no branch of a
scheduled bank, should be entitled to an interest-free deposit
of Rs. 3,00,000 from the Reserve Bank for the first two years
and Ras. 2,00,000 for the next two years.

RaTIo.

They do not regard the ratio question outside the province
of the Reserve Bank Bill. The Reserve Bank will be responsi-
ble for maintaining the exchange within prescribed limits.
This ig particularly important in the case of India as she has
large remittances to make.

“This fact is being fully appreciated in devising the plan
for a Reserve Bank for New Zealand. Sinee England went off
gold standard, New Zealand pound has depreciated by 10
per cent. But in planning the scheme of the Reserve Bank,
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the authorities realized that in view of the Hank having to
fulfil the external obligations of the country, the depreeiation
of 10 per cenb. was not enough. It has now been decided to
have a further lowering of the ratio by another 10 per eent.
In the same way, the ratio is, we arc convineced, part and parcel
of the proposal to establish the Reserve Bank of India.”

“In our opinion the 18d. ratio hag done great harm o
the country. The gravity of the barm done can be realized
from the fact that India, which enjoyed, almost unintfer-
raptedly, a favourable balance of irade in merchandisze to the
extent of about K8, 80 crores per annum, had only a merchan-
dise surplus of Rs. 3,38 crores in 1932- 33 ”

“Out of the normal surplus, Indiz was finding it possible
to meet her recurring external obligations and also to import
treasnre for the requirements of the poputation. Our forcign
commitments are now being met by the export of “digtress
gold’. This export eannot conlinue for long. Tnless adeguate
measures are adopted to restore the favourable balance of
trade in merchandise to the level of our foreign commitments,
the Heserve Bank will be faced with an embarrassing siteation
right at the commencemncent as soon as the exports of gold
cease or fall off.”

“We are definitely of the opinion thab in view of Lhe
successful way in which countries like New Zealand and
Australia have brought about fuvourable balances of trade by
depreciating their currencies, India, too, should lower her ratio
before inauguration of the Reserve Bank.” Since September
1931, pound sterling has been allowed to depreciate to sueh an
oxtent as the British Monetary authorities regard suitable in
relation to their economic conditions. When the rupee is linked
to sterling, it is assumed that economie conditions are the same
in England and India. If this were so the movements in the
Index of wholesale prices in India should ecorrespond to the
movements in the Index in the United Kingdom. Really it
is not so. In the United Kingdom the Index of wholesale
prices has gone up by 3% points between September 1931
and August 1933. In the case of India, it has gone down by
3 points during the same period. This difference of 64 points
between the level of prices in the two countries conclusively
shows that the rupee is over-valued. In view of these facts,
the lowering of the ratio 15 regarded as the first step in raising
the level of prices.

RIiGHET 70 AMEND THE RESERVE BANK OF INDIA AcT.
In one of the Notes of Dissent by Mr. Sant Singh, a case
is made out for the faet that the Indian Legislature should

have the right to amend in future the Reserve Bank Act. “We
congider this right to be of sueh a fundamental character as
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to make the details of the Bill much less important. If the
Indian Legislature of the future is denied the right to take
gsuck matters into consideration as may be approved of or
permitted by the Governor-General on the advice of his
Ministers, the Neserve Bank will be fettered in laying down
the Curreney and Exchange policy of India.  Unless the matter
is cleared up to our satisfaction it will be our duty to advise
the Legiglature not to proceed with the consideration of the
Reserve Tank Bill.” (Extract from the Statement handed
over bo the Chairman by twelve members of the Joint Com-
mittee on Reserve Bank of India Bill quoted in the Minuie
of Dissent, page 20.)

AMENDMENTS MADE RY THE INDIAN LIUGISLATURE,

The Indian Legislative Assembly passed the following
amendments to the Reserve Bank of India Bill :(—

(1) “No person who having been duly registered as a
shareholder ceases to he qualified to be so registered shall he
able to exercise any of the rights of a shareholder otherwise
than for the purpose of zale of his shares.”

{2) The share eapital of the Bank can he inecreased or
decreased on the vecommendation of the Central Board with
the previous sanction of the Governor-General in Council
and with the approval of the Central Legislature to such an
extent and in such a manner as may be determined by the
Bank in a general meeting.

(3) The proposal for the compulsory establishment of
the T.ondon Branch was carried. If would thus be obligatory
on the Central Board to open a branch of the Bank in London
- at the commencement of its operations in India. The follow-
ing arguments were advanced in favour of the proposal :—

(a) The London Branch would provide valuable opportu-
nitics to Indians to get training in banking and to come into
contact with international banking experts.

() The London Branch would do more economically the
work in connection with Home Charges and other operations
of the Reserve Bank.

(¢) It would cause a great saving in commission and
other charges which India would otherwise be paying to
England.

(@) The absence of the London Branch might involve
dictation by the Bank of England. In this connection the
Government of India’s Despatch to the Secretary of State
was quoted in which it was stated that the Reserve Bank
Branch in London should work on lines approved of by the
Bank of lingland.
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The following arguments were advanced against the
proposal :—

{a} The progress in Tndia conld best be muade by interna-
tinnal eo-operation.

() It would ereate suspicion in London and lead to
undesirable repereussions.

{¢y The Bank of England would bhe prepared to give
much better facilities for training Indians than could be
provided by the Liondon Branch of the Reserve Bank.

(d) A branch of the South African Reserve Bank was not
considered fit to be opened in London though Sonth Africa
had an enormous business to transact in the international
financial centre. The proposal for the London Branch was
carried.

{4) The Bill as emerged f{rom the Joint Committee
contained a clause to the effect that the Governor of the
Reserve Bank shoulil be a person possessing tested banking
expericnce of not less than five years. This clanse was pro-
posed to be deleted and the amendment was carried. It was
pointed out in favour of the clause that the words “‘tested
banking experience” found place in the legislation recommended
by the Macmillan Committee for the Canadian Central Bank
and that the Bouth African Act went a step further in this
respect by stipulating that the Governor should be a resident
of South Africa. The motion for the deletion of the clause
was passed.

Amendments were also moved to lower the ratio and a
apirited debate took place in this connection. The protagonists
of the lower ratio, or of a change in the ratio, pointed out that
India’s gold resources had becn depleted, her balance of trade
had been considerably reduced and it had increased the burden
of rent and land revenue by lowering the prices of primary
commodities. A change in the ratio was consequently necessary
to provide relief o agriculfurists. The arguments advanced
againgt & change in the ratio were that it would increase the
burden of Home Charges and consequeutly higher taxation
would be necessary. The lower ratio would he beneficial only
to middlemen and cultivators would not gain and it would
be against the best interests of the workers. Bir George
Schuster referring to the ratio guoted the language of the
London Committee’s Report that provisions in the Bill were
degigned to make clear that there would not be any change
in the de facto situation by the mere coming into operation
of the Reserve Bank Act. The Iinance Member added that
“Government takes a stand on that Report. We cannot
regard the ratio as arising on this Bill at ail. If we had thought

Fhat mvn inmbnandnntion af Flha smanomn wranld hamaada an nnaasian
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for attempting to revise the present ratio position we should
never have introduced the Bill. The question which I have
to ask the Legizlature is whether they want the Reserve Bank
and not whether they want the present ratio. We do not
seek to get any new confirmation of that from the Legislature,
That already hag a statutory force and we don't seck or need
to strengthen it.” The Assembly endorsed the provision of
the Bill regarding the ratic and negatived the amendments
thereto,

CRITICISM OF THE SCHEME.

The Reserve Bank Scheme as embodied in the Reserve
Bank Bill is open to criticism in the following respects :—

(1) One of the fundamental provisions of the Charters
of Central Banks all over the world ig that every sharcholder
must he a person belonging to the nationality of that country
and even if non-nationals are allowed in some cases to hecome.
sharcholders they are not allowed to vote at general meetings.
Thig fundamental point was eonceded by Sir Basil Blackett
in 1928.

(2) The power of nominating directors should not have
been vested in the Governor-General, but should rest with the
Federal Minister of Finance subjeet to the approval of the
Governor-General, if necessary.

(3) The maintenance of the existing ratio intact is
obviously disadvantageous from the point of view of India.

(4) It should have been made obligatory upon the Govern-
ment to undertake the purchase of gold and to stop gold
exports. This iz what other countries have been doing in case
of necessity.

(p) The preferential advantages given to the Imperiak
Bank are unnecessary.



CHAPTER XVIIIL.

Indian Currency and Exchange.

Ix northern India since the time of Akbar, currency had
<come to consist of the gold Mohur and the silver rupec and both
weighed 170 grains troy. In southern JFndia gold was the
principal currency: a8 under the Hindu rule preference was
given to the yellow metal. After the downfall of the Moghal
Empire a very large number of small independent states sprang
ap which signalized their independence by adopting special
coing of their own. When the TFnglish East India Company
<came into power in India, a very large number of gold and silver
coins were in circulation in the country without any relation
to one another.® The result was that the gervices of appraisers
became indispensable to ascertain the value of coins. The
trade of the Company was greatly hampered by this state of
the Indian ecurrency system. Thus a serics of experiments
began in the currency system of India.

The higtory of Indian currency in the 19th century can
be divided into four periods® :—

(1) In the first period from 1301 to 1835 attempts were
made by the Company to adept a uniform rupee for their own
territory. Both gold and silver coins were simultaneously issued
with the stamp of the Company with a definite legal ratio
and weight and fineness. Owing fo the fluctuations in market
prices of the two metals, it was found impossible to maintain
the legal ratio. In 1818, the silver rupec of 180 grains, 11/12th
fine, was substituted for the gold pagoda in the Madras Presi-
dency. Thoungh the coinage of the latter was stopped, gold
coins could be issucd to suit the convenience of the public and
they were to be received and paid at all the public offices at
guch rates as were to be determined from time to time. In
1823 the Bombay rupee was made identical with the Madras
rupee and in 1835 the Indian rupee in its present form and
weight was issued which was identical with the Madras rupee
of 1818. It was made legal tender throughout the Company’s
possessions and mints were opened to its free coinage. The
Indian currency system thus beeame the silver standard in 1835
-and remained so till 1893,

(2) In the second period from 1835 to 1874 attempts
were made to introduce the gold standard, but in the latter
Yyear the proposal was definitely rejected by the Government

1 Macleod, Indiar Currency, p- 13.
? Findlay Shirras, Indian Finance and Banking, p. 3.
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of Tndia. The Government issued a Proclamation in 1835
authorizing the public treasuries to receive freely the gold
mofinrse ut their tace value at the rate of 15: 1, Owing to the
discoveries of gold in 1318 and 1849, gold depreciated in terms
of gilver. T{ beemmne cheap in the market as compared with
ita mint ratio. TPeople began to make payments in gold and
the Government had to withdraw their Proclamation of 1841.
Alter 1850 the production of silver did not keep pace with its
demand and there was a great scareity of money in the market.
A demand grew up amoung businessmen for a gold currency
and in 1864 the Government issued a Notification by which
sovereigns and half-sovercigns  were tfo  be  received at
Government Treasuries at Rs. 10 and Rs. 5 respectively.
The Mansfield Commission in 1866 recommended that gold
coins of the face value of 15, 10 and 5 rupees should be
issued  and that the carrency should consist of gold, silver
and paper,  The Government did not take any action
on the report of the Commission. By a Notification in 1868
the Government raised the rate for the receipt of sovercigns and
half-sovereions to Ts. 10-4 and Rs. 5-2  respectively. 'The
Government thus showed their ultimate desire for a gold cur-
rency. In 1872 Sir Richard Temple suggested a gold standard
and currency and urged the appointment of a Commission,
but in 1874 the Government decided not to accept the proposal.

(3) The third period from 1878 to 1393 ends with the
appointment of the Herschell Committee, During thiz period
the price of silver was falling and that of gold was rising very
much. With the depreciation of gilver the gold value of the
rupee was falling heavily so much 80 that exchange fell from 2s.
gold in 1871 to about 1s. 2d. in 1892, The white metal was
. being imported in large quantities and heavy coinage sent up
prices in India a good deal. From 1874 to 1878 there was an
agitation in India for closing the mints to the frec coinage of
silver with a view ultimately to the adoption of the gold
standard. In the latter year the Governmeni themselyes made
a proposal to the Sceretary of State for a gold standard for
India, but the British Treasury to whom the matter was
referred advised that ‘‘it was better to sit still than to have
recourse, under the influence of panic, to crude legislation the
result of whieh cannot be foretold and the effeet of which cannot
be measured.” India consequently supported bimetallism ;
but the scheme fell through as England was opposed to the
system,

(4) In the fourth period from 1893-1898 the value of silver
continued to fall and the American Government repealed the
Shermon Act according to which they were purchasing 54 mil-
Lion ounces of silver for annual coinage. This made the posi-
tion of the Indian rupee more precarious than ever before and
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in 1891 the Government of India apain approached the Seere-
tary of State with a proposal to close the Tndian minis to the
free coinage of silver in order eventually to introdnee the gotd
standard if the Brussels Conference which was then sitting did
not sneceed. The Herschell Committee to whom the proposal
was referred for investigation and report, approved of the pro-
posals of the Government of Tndia with certain modifications.
They recomumended @ sort of limping standard nnder which
there was to be no free coinage of gold or of silver. The rupee
was to continune to remain full Tegal tender and gold was to be
uged only partially for currency purposes during the period of
trangition, at the end of which steps were to be taken to
introduce gold standard.

The recommendations of the Commiltee were accopted
by Her Majesty's Government and in 1593 an Acl was passed
to amend the Coinage Act of 18370 and the Indian Paper Cuar-
rency Act of 1832, Tndian mints were to be immediately clos-
ed to the free coinage of silver, but fhe Govermment retained
power to coin rupees on their own account. On the 26th of
June 1893, three Notifications were issned, whereby arrange-
ments were made for :—

(1} the reccipt of gold at the rate of 7.53344 grains of fine
gold per rupec

(2} the acceptance of sovereigns at Ra. 155 and

(4) the issue of currency notes in exchange for sovereigns
or gold hullion.

The objects were to arrest the fall in the exchange value
of the rupce, to encourage the import of foreign caJpltal to
familiarise the people with the use of the gold sovercign and
finally, to discourage the imports of silver. The intention was
ultimately to introduce gold standard to link Tndia immedi-
ately with gold standard countrics, but a period of transition
was regarded as necessary before the actual introduction of
the gold standard.

In 1898 the Fowler Committee was appointed to consider
and report on “The proposals of the Government of India for
making effective the policy adopted by Her M ajesty’s Govern-
ment in 1893 and initiated in June of that year by the closing
of the Indian mints fo what is known as the free coinage of
gilver. 'That policy had for its declared object the establish-
ment of a gold standard for India.”™

PROPOSALS BEFORE THE FowLig COMMITTEE.

The Committee considered a nomber of proposals, and the
following were the chief among them :—

3 Fowler Commiliee Report, para 1,
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(¢} That of the Government of India.—The Government
of Tndia proposed that money should be borrowed in England
and a portion of it should be remitted to India in the form of
gold to serve as the basis of gold reserve. In order to raise the
gold value of the rupee to 12, 4d. a certain number of rupees
were to be melted after being withdrawn from circulation.
The silver bullion so obtained was to be sold for gold which was
to be added to the reserve and the Government were not to
part with any gold in their possession until the exchange valoe
of the rupec had come up to 1s. 4d. Till that time gold was

-not to be made legal tender though that was to be the ultimate

goul of the curreney policy. The TFowler Committee did not
ageee with the view of the Government that ** the rise in the
exchange value of the rupee was entirely due to the contrac-
tion of currency, ”’ and held that * the forces which affect the
gold value of the rupee are complicated and obscure in their
operation.’”  They did not recommend, therefore, the drastic
action of forther contracting fhe curreney as such action was
likely in their opinion to aceeniuate the stringency in the
Indian money market and provoke the opposition of the busi-
Tess community in India,

(&)  Q'he Lindsay Schenie.— Lindsay was the Deputy Secre-
tary and Treasurer of the Bank of Bengal and his scheme
though rejected by the Fowler Committee closely resembled
the plan adopted afterwards. Tts essence was to make the
rupee the cireulating medinm in India and gold was not to be
made legal tender. According to the scheme a long period
loan of £10 million was to be raised in London to be kept
there as Gold Standard Reserve., Sterling drafts were fo be
drawn on London in India for not less than £ 1,000 at the
rate of 1s. 33d. to the rupee and were to be met from the Gold
Standard Reserve. This was designed to prevent a full in the
value of the rupee below ls. 4d.

In London rupeec drafts were to be sold for not less than
Rs. 15,000 at 1s. 4 1/16d. to the rupee and were to he paid
at Calentta and Bombay. Tf as a result of selling sterling drafts
in India, there was an excessive accumulation of rupees here
and undue depletion of the gold reserve in London, theexcess

* The main causes of the rise in the value of the rupee were :—

(¢} the contraction of currency due to the closing of the mints
to the free coinage of silver ;

(b) the increase in the demand for money because of the expan-
sion in trade, railway development and irrigation works,
ete. §

{¢) the snapping of the link between the rupee coin and the
metal silver of which it was made, making it possible
for the former to rise in value while the latter was
depreciating.
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of rupees was to be sold az bullion and the proceeds were to be
credited to the Gold Standard Reserve in London. Tn cuse
the stock of rupees was not adeqnate to meet rupee drafis in
India, silver was to be purchased oul of the Gold Htandard
Reserve in London to be coined infio rupees in Tndis. They
rejected the scheme for two reasons. Firstly, it would check
the flow of foreign capital into Tndia, but foreign cupital was
very necessary to develop Tndian economie resonrees and
secondly, if made permanent, the plan would hase India’s goid
standard for all time on the gold reserve in London amounting
to a few million pounds sterling. There would bhe o liability
to pay gold in London for rupees tendered in Tudia to an
unlimited extent.

(¢} Silver Monometallism.—The Committes rejected the
plan becanse it had no advocates left now and persons like
Bir James Westland who in {8586 had vehemently opposed
the ciosing of the mints to the free coinage of silver were sirict
opponents thercof in 18035  The case for itg restoration was
rendereid very weak by itz actual discontinnance sinee 1543,

{ECOMMENDATIONS OF TITE Fowhinr CoMMITTEL,

The Fowler Committee ° Looking forward....to the
effective establishment in India of a pold standard and eur-
rency based on the principles of the free inflow and outow of
gold,” recommended the following measures® ;—

(1) The Irdian mints should continue closed to the
unrestricted coinage of silver and should be opened to the
unrestricted coinage of gold ;

{2, the sovereign should be made a current coin and
legal tender; .

(3) the ratio between the rupee and the pound sterling
should be Rs. 15 to the £ i.e., the exchange value of the rupee
should be 1s. 4d.;

(4) no legal obligation to give gold for rupees for merely
internal purposes should be accepted ; but

(5) the net profit on the coinage of rupees should be held
in gold as a special reserve and made freely available for foreign
remittances whenever exchange fell below gold specie point ;

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

The Committee thus accepted as their model the limping
gtandard adopted by the Latin Union and the United States

¢ See Kale, Vol. II, Seventh Edition, pp. 498-99.
8 Fowler Conunillee Report, pars. 54.
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under which both gold and silver were unlimited legal tender
with afixed legal ratio, but mints were thrown open to the free
coinage of gold alone.

These recommendations were accepted without qualitica-
tion hy the Secretary of State who on the 25th of July 1899
reguested the Government of India to make preparation for
the coinage of gold.

(i) GoLp CURRENCY,

Negotiations were set on foot for starfing a gold mint in
India, but they proved fruitless because of the opposition of the
British Treasury who asked the Secretary of State to reconsider
the whole question and said * that sovereigns were being
readily attracted to India whenever required, and that there
was no reason for believing that the position of the 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 manuafacture of gold coins in
the eountry. They further pointed out the practical difficul-
ties in the way of the cstablishment of a braneh of the Royal
Mint in India, an arrangement which they described as ano-
malous, and likely in praectice to give rise to inconvenience
and possible frietion.” The Governnient gave up the scheine
in the absence of an assurance that a regular supply of gold
would be available for minting as the chief Indian mining
companies had made arrangements for the regular sale of their
gold outside, the country and were not likely to alter those
arrangements at an early date.

In 1900 the Government made an attemnpt to lzsue sove-
reigns in cirenlation and instructed the railways and other
government bodies to receive and pay sovereigns for their trans-
actions. This was famine time and the attempt failed because
of the low purchasing power of people then prevailing through-
out India when the sovercign was unsuitable.

In 1909 the Government of India applied to the Secretary
of State tor a holding of about § 9 million liquid gold in the
Paper Currency Reserve, in order to make a gold currency pos-
sible and they pointed out that the popularity of the sovereign
was rapidly increasing till checked by the crisis of 1907-08
and that sovereigns were actually changing hands at a premiam
even in the chief commercial centres of the country, while for
ordinary purposes they were practically unobtainable. The
Secretary of State rejected the suggestion on the ground that
they might canse the periodical recurrence of a stringency in
the London money market. .

In 1912 the Government of India again urged the opening
of a branch of the Royal Mint in India and the Beecretary of
State got into touch with the Treasury and replied that if the
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two alternatives suggested by the Treasury °° are dismissed,
it will remain to consider whether it is desirable to produce
at one of the Indian Mints a separate Indian gold eoin of the
denomination of, say, Rs. 10; this course would be inexpen-
sive anid would avoid the interference of the British authorities
in your general coinage operations ” and that he would bo
prepared to sanction the issue of such a coin.

The Government of Indis accepted the proposal of the Secre-
tary of State and requested him to sanction tbe scheme, Tho
latter informed them suggesting that the nsual procedure for
eliciting public opinion in India should be followed before any
final decision was taken and later on he wrote that the gues-
tion of gold coinage should be left to he investigated by the
‘Chamberlain Cominission.

During the War the Bombay Mint was made a branch of
the Royal Mint for the coinage of sovereigng for 4 short period.
The Babington Smith Committee in Paragraphs 66 and 67 of
their Report recommended that ‘“‘the Branch of the Royal Mint
which was opened in Bombay during the War for the coinage
of sovereigns and half-sovereigns and has since been tempora-
Tily closed, should be reopened, and that arrangements similar
to those in foree in the United Kingdom should be made for
the reeeipt of gold bullion for the public for coinage. The
‘Government of India should announce its readiness to receive
gold ballion from the public, whether refined or not, and to
issue gold coin in exchange at the rate of one sovereign for
113.0016 grains of fine gold, subject to a small coinage charge.”

In January 1922 the Finanes Member in the Legislative
Assembly speaking on the Resolution of Sir Vithaldas Thacker-
say on currency and exchange gave a guarantee for opening
Indian Mints to the free coinage of gold when he said, * He
is well aware, Sir, that it was a cardinal feature in the policy
of the Babington Smith Committee that the Indian Mints should
be opened to the [ree coinage of gold. Indeed, one of the
intentions of the Committee in fixing the rupee on a gold basis
was to permit of the free use of gold curreney in India, and
the oponing of the Mints to the frec coinage of gold is an aid
to such a process, though of course it is not in itself an essen-
tial condition of it.”” In short, this iz the history of the various
attempts made by the Indian Government and the public to
get & Mint for gold opened in India as recommended by the
Fowler Committee,

(ii) GoLD STANDARD RESERVIE,

Another important recommendation of the Fowler Com-
mittee was that “‘any profit on the coinage of rupees should
not be credited to the revenue or held as a portion of the ordi-
nary balanee of the Government of India, but should be kept

Q
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in gold as a speecial reserve, entirely apart from the Paper
Currency Reserve and the ordinary Treasury balances.”™

The way in which the departure was made f{rom this
recommendation is described below.

Tn September 1900, the Government proposed to inaugurate
this special rescrve of gold. The profits of coinage for the
preceding year—for it was in 1899 that rupee coinage was for
the first time undertaken after 1893—amounting to £1
million were not available temporarily as they had been used
to meet the pressing famine demands.

The Viceroy and the Finance Member in 1909 disagreed
on the policy te be adopted with regard to the gold holding
in the Paper Currency Reserve and referred the matter to the
Secretary of State who gave o decision regarding the Gold
Standard Reserve and not regarding the actual holding of gold
in the Paper Currency Reserve, a matter which was referred to
him.

In 1907 in response to the recommendations of the Mackay
Committee, the Secretary of State decided that £ 1 million
out of the profits on coinage might safely be diverted from the
Reserve to be utilized on railway capital expenditure. This
was contrary to the recommendations of the IFowler Committee
and against the wishes of the Indian commercial community
who were not consulted on the point." Later on it was decided.
that half the profits on coinage should be spent on railway
eapital expenditure.

In 1908 the Secretary of State telegraphed to the Govern-
ment that the balance of the Gold Standard Heserve would be
lent on seeurity on short temporary loans. The Government
of India represented to the Secretary of State on the following
points in connection with the Gold Standard Reserve in 1909 : —

Firstly, the whole of the profits on coinage should be de-
voted to the Gold Standard Reserve and should be held in a
liguid form and that any failure to fulfil the * definite pledge
of our active support of the Gold BStandard....either
through the exhaustion of the Reserve or for other cause
wonld shake the public confidence in our carrency policy to a
degree which it would be difficult to estimate.” (Para 2 of
the Government of India’s Despatch No. 89 of the 1st April,
1909 quoted by Sir Purushottamdas Thakurdas in his Minute of
Dissent to the Hilion-Y oung Commission Report.) They pointed
out that it was the intention of Lord Curzon’'s Government to

7 Fowler Conunittee Lieport, para. 60,

8 Minute of Dissent of Sir Purushottamdas Thaokurdas to the
Report of the Reyal Commission on Indian Currency and Finance,
para. 23, p. 100.
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keep the reserve in liquid gold in India and that other countrics
were careful to retain the ultimate foundation of (heir credit in
bullion and that their strength in comnbating a low exchange
depended on their ability to reduce {the supply of rupees and to
simultancousty augment the supply of gold. ‘° At present we
-can only reduce the supply of rupees : for onr gold has already
heen put on the market; and all that is meant by realizing
it is the transfer of certain sceurities from Government to
another holder.” They also referred to the huge loss of about
£15 millien gold-which took place between 1907 and 1809
a8 a result of large sales of sceurities whese prices fell very
much.

Secondly, they requested him to reconsider his decision
of utilizing half the profits on coinage for capital expenditure
on railways and urged upon him the necessity of allowing the
future profits on coinage to pass into the Gold Standard Reserve
without deduetion, until the Reserve stood at a much higher
figure, The Secretary of State refused to accede to the requess
of the Government of India ““in view of the peenniary dis-
advantage of holding a part of the Gold Standard Reserve in
gold 7" and he accepboed the responsibility for realizing gold gecu-
rities instead of gold when occasions arose.

The Secretary of Sfate further informed the Government
‘that he would shortly revive the arrangements which were in
force in 1905, 1906 and 1907 for the purchase of gold in transit
to lingland as the stock of gold excecded £ 5,000,000. In
those years gold destined for India was bought in transit by
the Secretary of State frem the Exchange Banks, and diverted
to Hungland by Couneil Drafts which carried special rates thus
to attract gold.

Main departures from the recommendations of the Com-
mittee summarised :—

1. The idea of a gold Mint for India was dropped in 1902.

2. The coinage was resumed in 1899 and 1900 to meet the
needs of the publie,

3. Sovercigns were igsued in 1900, but could not cireulate
owing to famine conditions and the Government admitted
defeat very soon.

4, The Gold Standard Reserve was formed in 1900 ; but
profits on coinage of the preceding year were temporarily
unavailable.

B, In 1907 £1 million of gold out of the profits on coin-
age was diverted for railway capital expenditure to which
later on half the profits were to be diverted.
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6. A porilon of the Reserve sinece 1900 began to be in-
vested In short-terin gold securities and gold was located in
London and not in India.

7. Reverae Counecils were gold on London in 1907-08.

B. ““But when, in 1909, the Government of India reported
that sovercigns were in demand and at a preminm, the refusal
of the Sceretary of State to permit a substantial holding of gold
in Tndia, in order to make a gold currency possible, marked
a deliberate departure from the Government’s policy as laid
down in 1899.”

In taking these steps the Government diverted in a sub-
congeious and tentative measure in the direetion of the Gold
Exchange Standard. The offer of the Sceretary of State in
1904 to sell Council Billz indefinitely and the sale of Reverse
Couneils in 1907-1904 enabled the Government to come nearer
the Lindsay Plan and to move away from the path laid down
by the Fowler Committee, namely, the ultimate adoption eof
the gold standard.

MECHANISM OF THE GOLD EXCHANGE STANDARD.

The Gold Exchange Standard which remained in opera-
tion from 1898-99 to 1915-16 has heen summarised by Mr.
Keynes as below :—

(1) The rupee is unlimited legal tender and, so far as
the law provides, inconvertible.

(2) The sovereign is unlimited legal tender at £1 to 15
rupees and ig convertible at this rate, so long as the Notification
issued in 1893 is not withdrawn, 4.s., the Government can be
required to give 15 rupees in exchange for £ 1.

(3) Az a2 matter of administrative practice, the Govern-
ment are, as a rule, willing to give sovereigns for rupees at this
rate ; but the practice i3 sometimes suspended and large quan-
tities of gold cannot always be obtained in India by tendering
rupees.

(4) As a matter of administrative praetice, the Govern-
ment will sell in Calcutta, in return for rupees tendered there,
bills payable in Tondon at a rate not more unfavourable than
1s. 29/32d. per rupee.

The fourth of these provizsions is the vital one for support-
ing the sterling value of the rupee; and although the Govern-
ment have given no binding undertaking to maintain it, a failure
to do so might fairly be held to involve an utter breakdown
of their system.

Thus the second provision prevents the sterling value of
the rupec from rising above 1s. 4d. by more than the cost of
remitting sovereigns to India, and the fourth provision prevents
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it from falling below 1s. 3 28/32d. This meany in practice that
the extreme limits of variation of the sterling value of the rupec
are 1g. 41d. and 18. 3 29/324.°"

THE CHAMRERTAIN COMMISSION.

In view of the criticism of the currency and exchange
policy of the Government, w Commiszion was appointed in
April 1913 with Sir Austin Chamberfain as its Chairman and
it issued its report in Febroary 1914, The terms of refercnce
of the Commission included *° the measures faken by the
Indian Government aud the Sceretary of State tor Tndia in
Council to maintain the exchange valne of the rupee in pur-
suance of or supplemcntary to the reeommendations of the
Indian Currency Committec of 1898,

Irs MAIN RECOMMENDATIONS,

The Commission laid down that ““ The time has now arrived
for a reconsideration ot the mitimate goal of the Indian eurrency
system. The belief of the Committee of 1898 was that a gold
eurrency in active cireulation is an essential condition of the
maintenance of the gold standard in India, but the history of
the last 15 yvears shows that the gold standard has been firmly
gecured without this condition.

It would not be to India’s advantage to encourage an
increased use of gold in the internal circulation.

“The people of India neither desire nor need any consider-
able amount of gold for circulation as caurrency and the currency
most generally suitable for the internal nceds of India consists
of rupees and notes,

“A mint for the coinage of gold iz not needed for purposes
of currency or exehange, but if Indian sentiment genuinely
demands it, and the Government of India are prepared to incur
the expense, there is no objection in principle to its establish-
ment either from the Indian or from the Imperial standpoint :
provided that the eoin minted is the sovereign (or the half-
sovereign) ; and it is pre-eminently a question in whieh Indian
sentiment should prevail.

“#If a mint for the coinage of gold is not established, refined
gold should be received at the Bombay Mint in exchange for
currency.

“The Government should continue to aim at giving the
people the form of currency which they demand, whether rupees,
notes, or gold, but the use of notes should be encouraged.

“The essential point is that this internal currency should
be supported for exchange purposes by a thoroughly adequate
reserve of.gold and sterling.”

® Keynes, Indian Currency and Finance, pp. 6 and 7.
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Tt will be geen that the Chamberlain Commission gave up
the ideal of a gold standard based on a gold currency “ and
aceeptied in its place an exchange standard with an excrescent
currency of sovercign: not essential to the working of the
system’. No action was taken on it3 recomriendations owing
to the outbreak of the War,

TFFECTS OF THE YWAR OoN INDIAN CURRENCY.

The effects of the War may be considered under two
periods. In the first period from Aungust 1914 to the Autumn
of 1915, exchange became very weak, savings banks deposits
were withdrawn to a great extent, a demand for the encash-
ment of currency notes ensued and there was a great run on
the Indian gold stocks. These demands of the public were
freely met and the embarrassing situation disappeared at the
end of the period and on the whole it may be said that the
Government met the situnation boldly and successfully. Cur-
Teney notes were readily encashed as they were prosented and
adequate facilities for remittance abroad were provided to
the publie. Confidence was thus restored.

In the second period from 1915 to the end of 1819, there
wag a rapid rise in the price of silver and it was difficult to obtain
it for coinage. There was a large coxcess of exports over
imports. Indian exports were required by the Allies for the
prosecution of the War and imports declined, firsily, because
labour and eapital were diverted for the production of war
materials in foreign countries and, secondly, hecause insuranee
premia rose very high, The exchange thus hecame embar-
rassingly favourable to India.

The Government of India had te incur a huge expenditure
on behalf of His Majesty’s Government and between 1914 and
1919 £ 240 million had been spent on military equipment in
the castern theatres of the War and on civil expenditure in the
oceupied territory. The financing of purchases in India on behalf
of the Dominions and the Colonies had also to be done. Thus
a very heavy demand for Indian currency was ereated. Council
Bills on a very extensive scale had to be sold in London to pay
for Indian exports and the coinage of rupees became necessary
which sent up the price of silver. The rige in the price of silver
was due to the shortage in the supply of the mets], internal
disturbances in Mexico, unusually keen demand for it on
account of the shortage of gold and also because there was a
universal desire to congzerve the supplies of the metal. When the
price of silver rose very much, rupees began to be melted by
people notwithstanding its prohibition by law as the intrinsic
value of the coin cxeceded its bullion value. The cross rate
moved against England and was pegged or fixed at $4.76: £1
by the American and the British Governments. When in
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March 1919 the dollar-sterling exchange was decontrolied,
it went further against England and touched %3.40 to the £.
Silver was purchased in America and as the dollar-sterling
cross rate moved against Fagland, the price of silver rose.
Trom 27 pence per ounce in 1915 the price of silver rose
to 89 pence per ounce in December 1920,

MEASURES TAKEN BY TIE GOVERNMENT,

(a) The Governmnent controlled the exchange and fixed it
at 1s, 4}d. in January 1917. Council Bills were sold only to the
selected banks and firms and these were required to do business
with third parties at the prescribed rates applying their
resources mainly to sclected articles of export which were of
importance to the Allies.

(6) The Government could not go on selling rupees to the
public at 16d. when the cost of manufacturing a rupee became
much higher than 16d. as silver rose in price, In August
1917 exchange was raized to 1s. 5d. and the Sceretary of State
announced that he would base the rates of exchange on the
sterling price of silver. The result was a rise in the rate of
exchange continuously with a rise in the price of silver, the
highest point being 2s. 11d. in the early months of 1920.

(¢) Purchase of silver. The Government had to take
8pecial measures to increase the supply of currency and silver
was purchased from Webruary 1916, and from September 1917
the import of silver on private account was completely prohibit-
ed to remove competition. In 1918 the passing of the Pittman
Act in America enabled the Government of India to purchase
about 200 million ounces of silver at 101} cents. per fine ounce.

(d) Fcouomy in the use of silver was exercised. Notes,
gold coins and nickel coins of the denomination of 2 annas, 4
annas and 8 annas were issued,

(e) Currency was inflated. Notes were issued without
the usual metallic backing and there was a limitation on the
daily izsue of rupees to single tenderers of notes.

(fy Certain financial measures as increased taxation, the
lessening of capital and ordinary expenditure and the issning of
ghort-term treasury bills were undertaken. In these various
ways heavy demands for currency in India were met.

Tone BABINGTON-SMITH COMMITTEE.

The Seccretary of State on May 30, 1919, appointed a Com-
mittec presided over by Sir Henry Babington-Smith whose
terms of reference were to make recommendations ‘ ensuring
a stable gold exchange standard”. The Committee were thus
precluded from considering any alternative standard and “ this
change from a gold standard to a gold exchange standard was
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in absolutc contravention of the currency policy officially
adopted in 1809, binding on the Government and the country,
and still existing as the recognized monetary system of
Tndia,”°

Man RECOMMENDATIONS OF THE COMMITTEE.

{1) The rupee without any change in weight and fineness
wag to remain full legal tender.

{2) It should have a fixed exchange valuc expressed in
terms of gold at the rate of one rupee for 11.30016 grains of
fine gold, i.e., one-tenth of the gold content of the sovereign.

(3} The sovereign should be made legal tender in India
at Rs. 10.

{4y A gold mint at Bombay should be opened for the
coinage into sovercigns of gold tendered hy the public and the
import and export of gold was to be freed from Government
control as soon as the change in the statutory rate to Rs. 10
per sovereign had been effected.

(5) The Government Notifieation to give rupees for
sovereigns should be withdrawn.

{6) The prehibition of private import and export of
silver was to be removed.

(7) The Gold Standard Reserve should contain a consider-
able proportion of gold and the aim should be to hold the
remainder of the reserve in securities iasued by Governments
within the British ILmpire, other than the Government
of India, maturing within 12 months, Fifty per cent. of the
Gold Reserve was to be held in Tndia.

Winy THE COMMITTEE RECOMMENDED 2s5. Rate?

The Committee wanted to maintain the tuoken character
of the rupee and they thounght that at 2s. rate the rupee would
be once more established as a token coin,

A low rate would mean high prices which would have
been disadvantageous to the poorer classes and to those having
fixed incomes and, therefore, a high rate was recommended.
It was regarded as advantageous to Indian producers as it
would keep down the cost of imported materialz and machi-
nery in rupees and would keep wages low. The fear that exports
would be discouraged was not regarded valid by the Committee
because owing to the world shortage of raw materials and food-
stuffs, the demand for Indian products abroad was very great.

Finally, Government finances would improve a good deal
and savings in sterling obligations would amount to 12} crores

10 Minute of Digsent of Sir Purushottamdas Thakurdas to the
Report of the Hilton- Voung Commission, page 114, para. 44.
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of rupees if the old ratio were replaced by the new ratio of 2s.
gold. Of course there would be a loss in the revaluation of the
sterling investments and of gold in London in terms of rupees,
but it would be wiped out by savings in Home Charges over a
number of years. Taxation after some time would be reduced
owing to a surplus of revenue caused by the high ratio. It
should be remembered that the rupee was to be fixed in
relation to gold and not sterling.

MiNUTE OF DISSENT BY MRr. DIALAL.

Mr. D. M. Dalal differed from the Commitiee in nearly
all their recommendations and more especially in connection
with the Committee’s tindings for a high rate. In his opinion
the rise in the price of silver could be prevented by releasing
the embargo on its export and it wag after the War that the
greater part of rise in exchange wag brought about. A high ratio
was opposed by him beeause it would disturb the relations
between ereditors and debtors, eaunse dislocation and set-back
to various Indian industries and inflict losses on India’s exports
and might also turn the balance of trade against India. There
would be a loss on the revalunation of sterling securities and of
gold in terms of rupees and there would be a very heavy loss if
the sovereigns held by the public werc to be redeemed at the
statutory rate of Rs. 15.

The Government acceplted the recommendations of the
Committee and gave cffect to them. The various War time
restrictions except the export duty oo silver were abolished.
The sovereign was made legal tender in India at Rs. 10 by the
Indian Coinage Amendmeont Act No. XXXVT of 1920 and thus
the legal tender character of the sovereign and half-sovereign
which was suspended by Ordinance No. IIT of June 21, 1920,
was rstored. The Government sold Reverse Councils to a
great extent and Indian cxporters were anxious to discount
their export bills as quickly as possible to save themselves from
the expected rise in exchange. Later on, however, re-action
set in and the demand for sterling became very intense because
of the decision of the Government about the high ratio. The
firms and individuals who ordinarily would have waited for
months to make remittances to Bngland hastened to do so tu
take advantage of the high ratio, There was an era of company
floatation and orders for foreign plant and machinery were
placed on a Jarge scale. Their cost was remitted in advance
to take advantage of the high rate of exehange, 8o long as it
lasted. There was a speculation in exchange, for it was easy to
make profits by first converting rupees into sterling at the high
rate and then turning sterling baek into rupees when the ex-
change came down according to the expectations of specula-
tors .

F
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There was an adverse balance of trade after January 1920
which brought down the exchange rate to lower levels. Heavy
demand for sterling from speculators brought a rise in its vaiue
and a fallin the value of the rupee and sometimes the divergence
between the market and the official rate amounted to 3d. or
4d. which further stimulated the demand for sterling. By the
end of June 1920 the market rates had fallen below the parity
of even 2s. sterling. The Government then tried to maintain
the rate at 2s. sterling in place of gold. Reverse Councils were
met by selling sterling securities and treasury bills belonging
to the Paper Currency Ileserve. These securitics had been
bought at Rs. 15 to the £, but scld at Rs. 7 to Hs. 10 to the
£ and there was thus a loss of about Rs. 35 erores measured by
the difference between their buying prices which were higher
and their selling prices.

The fall of exchange was ruinous to businessmen also.
This implied considerable deflation as the total value of notes
in circulation had been reduced from T, 185 crores to 1s. 158
erores between February 1, and September 16, 1920, This
wase regponsible for a stringemcy of money and fall in prices
which inecreased the difficulties of businessmen who had to
sell off their stocks at very low prices.

The eommercial eommunity had thought that the Govern-
ment would maintain the high rate of exchange and under that
expectation had ordered goods, but exchange fell heavily by
the time they arrived. Businessmen did not cover their losses
against a fall in exchange and most of them were ruined.

Hirrox-Youne COMMISSION,

Tn April 1925 the exchange had reached 1s. 6d. or was
held there ag some people would puf it, since then. In 1921
the exchange had touched 1s. 3d. sterling or 1s. gold and the
92s, ratio remained inefieetive for purposes of tender of gold to
the currency office. By January 1923 the exchange came up to
1s. 4d. sterling and showed a tendency to rise. In October 1924
it reached the level of 1ls. 6d. sterling equal to about 1s. 4d.
pold. From that time till March 1926 it showed an upward
tendency, * but it was prevented from rising above 1s. 6d. by
free purchases of sterling on the part of Government.” In the
meantime sterling was restored to parity with gold and the
rupee remained in the neighbourhood of 1s. 6d. gold later on.

On August 25, 1925, a Royal Commission on Indian
Currency and Finance with Lt.-Commander Hilton-Young was
appointed and its Report was published on August 4, 1926.
Its recommendations fall under three heads: {e) Choice of the
Monetary Stendard ; (b} The ratio problem ; and (¢) the case
for a Reserve Bank.
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Before conzidering and propounding their own scheme
for a suitable monetary standard for India, the Comnmisgion
pointed out the defects of the Gold Exchange Standard and
after a due consideration of the alternative proposals recom-
mended the establishment of a gold bullion standard for India.

The Commigsion summarised the defecty of the Gold Bx-
change Standard as below :—

“{1) The system is far from siinple, and the basis of the
stability of the rupee is not readily intelligible to the unin-
strueted public.: The currency consists of two tokens in cireu-
lation, with the unnecessary excrescence of a third full-value
coin which does not cireulate at all. Oneform of token cur-
rency (into which there is an unlimited obligation to convert
the other) is highly expensive, and is liable to vanish if the
price of silver rises above a certain level.

{2) There iz 2 cumbrous duplication of reserves, with
an antiquated, and dangerous, division of responsibility for
the control of credit and currency policy.

(3) The system does not securc the antomatic expansion
and contfraction of currency. Soch movements are toco wholly
dependent on the will of the currency a-uthority.“

11 Writing about the l.u,k of automatic expansion and contrac-
tion of Indian currcney, the Commission observe as below in para. 16
of their Report :—

 The automatic working of the exchange standard is thus not
adequately provided for in India, and never has been. The funda-
mental basis of such a standard is provision for the expansion and
contraction of the volume of currency. As the reserve rises or falls
with a favourable or an adversc balance of trade the currency must
be automatically expanded or contracted, and the adjustment between
internal and world prices maintained. Under the Indian system, con-
traction is nol, and never has been, aulomalic. On occasions
the obligalion to buy sterling exchange has been diccharged by the
Government without any corresponding expansion of domestic cur-
rency : the purchases having in the first instance been made against
Treasury balances and the currency expangion has heen left to be
effected subsequenily at the discretion of the Government. More
serious has been the absence of contraction on occasions when the cur-
rency authority has had to sell sterling exchange, The following
table shows how far the sales of reverse bills in the past bave been
accompanied by contraction of currency i—

) . Rupees Amount. of
Years, ,AmT:nt‘ (])il received for  contraction
reverses S0l¢ Loy ersen sold effected,
£ Rs. Re,
Lakhs. Lakhs,
1907-08-09 ‘e .. 8,058,000 12,16 12,16
1900-10 .. v ‘e 156,000 24 Nil.
1914-15 .. . .. 8.707,000 13,16 1,05
1915-16 .. .. e A4808,000 7.38 3
1918-19 .. 5,315.0C0 7,08 Nil.

1919-20- "1 .. .. ?,.132 000 17,14 31,68 °*



236 TR INDIAN MONEY MARKET

(4) 'The system is inelastic. The utility of the provision
tor clasticity made on the recommendation of the Babington-
Smith Committee is affected by the methods of financing
Indian trade.” ({(Para 21 of the Report.) The reference in
the lagt point is to the provision of Rs. 12 crores of loans which
can be granted to the Tmperial Bank under an Act of 1923
against genuine bills of exchange.

OTiER DEFECTS.

(5) 1t did not eommand the confidence of the public
and a large measure of distrust was justified by the imper-
fections of the system.

(6) The bagis of the system was far from being simple,
certain and stable and though a substantial measure of stabi-
lity in the past was attained, it lacked certainty and simplicity
without which there can be no confidence.

The Commission considered the following alternative
systems -—

(¢} BTERLING EXCHANGE STANDARD.

The Gold Reserve and the Paper Currcney Reserve might
be constituted as one single reserve under the control of one
currency authority which might be required by law to sell
rupees for sterling without limit at the upper gold point of a
fixed parity and to sell sterling for rupees at the lower gold
point of the same fixed parity. Thus a perfect sterling
exchange standard both automatic and elastic in its contrac-
tion and expansion and efficient to securc stability might be
developed. Tt would require the least possible metallic reserves
and would be the most ecconomical from the point of view
of the Indian tax-payer. It was rejected for the following
‘Teasons :—

(1) The silver ewrrency would still be subject to the
‘threat implied in a rise in the price of silver and if sterling were
to be divorced from gold, the rupee being linked to sterling,
would suffer a similar divoree.

(2) Indian prices would have to follow sferling prices to
.any heights o which the latter might go or India would have
to absorb a portion of this rize by raising her exchange.

This was due to fear that the monetary stringency which would
have resulted from a full contraction would have dislocated business.
In 1920, there were revenue deficits and a large amount of maturing
-debt which made greater contraction difficult. *' However that may
be, it is clear that on such. occasions the exchange standard was not
being applied, and possibly could not have been applied, in a normal
manner. There was nothing in the Indian system to enforce such an
application. In 1920 the consequences were disastrous, There must
ever be danger of such disaster under a system which does not auto-
matically enforce contraction of internal currency concurrently with
the depletion of Reserves.” (Para. 17 of the Repori.)
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(3) There was a disadvantage for Tndia in dependence
on the currency of a single country, howover stable and firmly
linked to gold.

(b) TuE PERFECTION OF THE GOLD UXCHANGE STANDARD.

The curreney authority could undertake to buy and sell,
-at the upper and lower gold points respectively and to unlimit-
-ed amounts, the currencics of any of the principal foreign coun-
tries on a gold standard. Tn theory, the rupee would not be
stabilized in relation to gold. If the currencies of all such
countries with which the rupee was to bo related were to vary
in relation to gold, the rupee would also similarly vary in
relation to gold. En practice the rupee would be stabilized in
relation to gold hecause as the Commisgion thought it would be
improbable that there should be variations between gold and
the currencies of the gold standard countries. The advan-
tages claimed for the system were that the rupec would be
stabilized ag it would be convertible into international currency
at the will of the holder; the reserves would be simplified ;
the parity with gold would be established by law and the
systern would be as automatic as the systems of the U.B.A.
and England.

Tt was rejected on the following grounds :.—

(1) The silver rupee would vanish as soon ag the rise in
the price of silver exceeded the meiting point of the cein. Then
it would be necessary to stop the coinage of the silver rupee of
the present weight and fineness.

{2) It would not have the simplicity which is essential
to secure the confidence of publie opinion under present condi-
tions in India. The mechanism of an exchange standard is
refined and people see nothing tangible behind the token
currency to assure its value.

(3} There is a large body of public opinion in India that
i3 suspicious of the mechanism of an exchange standard.

(4) Without some backing more certain, simple and
golid, confidence in the stability of the currency will grow more
slowly than it should, if it grows at all, and progress in the
habit of banking and investmnent will be delayed. “ In the
present state of its development Indian public opinion will
have confidence in one thing only a3 solid enough for a backing
for its curreney and that is gold. It requires some link that
is real, and not only real but conspicuously visible, between
the currency of the country and gold.” {Para 31 of the Report.)

{¢} GoOLD STANDAED WITH A GoLD OURRENCY.

The Finance Department of the Government of India
prepared a scheme under which the silver rupee would cease
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to be legal tender, except for small amounts, after a period
during which it would have been convertible into gold currency.
The objects thercof were: {firstly, to simplify the constitu-
tion of the reserves by climinating silver from them and to
eliminate the threat to the curreney inherent in the possibi-
lity of a rise in the price of silver by dethroning the rupee from
its position as a standard coin of unlimited legal tender and
secondly, to promote banking and investment habit by assuring
the people that they will get gold in exchange for notes.

The reasons for rejeeting the scheme are given below :—

(i} The effects of India’s additional demand for gold upon
the future of the gold market would he very adverse as denoted
by the evidence received by the Commission from eminent
economists as Prof. Gustav Cassel and Mr. Joscph Kitchen.
A large extra demand from India for gold would cause increased
competition for gold among the countries of the world and lead
to a substantial fall in gold prices and a substantial curtail-
ment of credit which would be unfavourable to India also. It
was also pointed out that a large quantity of fine gold was not
available in America for Indian reguirements.

(ii) The Finance Department had estimated that the
initial demand for gold in India would amount to Rs. 50 crores
and the total demand which would he spread over a period
of ten years would amount to Rs. 137.2 crores. The Com-
mission did not accept this estimate as absolutely reliable and
pointed out that there could be no certainty that the demand
would be spread over ten years’ period.

(iil}y Fffects on the Silver Market would be very adverse.
The prices of silver would fall very much, firstly, because the
. European countries were meeting the demand for subsidiary
eoing by copper and nickel coins and secondly, India wounld be
meeting her demand by melting rupees ; but on the other hand,
the gupply of silver would not fall as silver is a *‘ by-produet of
the yellow metal and rich mines would not curtail production
while the poorer mines would continue to prolong production as
much as possible.”” Moreover, the inerease in the demand for
gold would further depress the gold price of silver.

{iv) The sffect upon Silver Hoards in India would be very
adverse. Those who had put their savings in silver, the poorer
classes, would be deprived of a large portion of their savings
by a fall in the price of the white metal and the Government
would also lose heavily as its reserves would depreciate. The
import duty might give some protection against this deprecia-
tion, but then the Government would be under a moral obli-
gation to maintain the price of silver practically for all time ;
for at the completion of the plan they would have sold nearly
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700 milion ounces of silver to the people at a price that was
possibly double the world price,

{v) The effect on Chinae would be that she might be inclined
to adopt the gold standard as the Chinese “ have for a long
time been trying to find some means of substituting gold or
some form of gold standard as the basis of their curreney,”
because the bulk of her trade was carried on with countries
on gold standard. *“The catastrophie fall in the price of silver
in terms of gold which would take place on the bare announce-
ment that surplus silver equal to the world produetion for
three years was for sale, would undoubtedly tend greatly to
accelerate the movement in China and might induce her im-
meaediately to set about sccuring the gold needed as a basis for
instituting some form of gold exchange standard.” That would
depress the prices of silver sfill further as China would also sell
silver.

(vi) IRaising the required credits would be very difficult.
The U.S.A. would not be willing to grant the requisite gold as
the country was muech interested in the price of silver, being a
great silver producing country. Great DBritain would not co-
operate with India without the help of the U.S.A. “Both authori-
ties view the proposal with alarm on the grounds that it would
retard the progress of monefary reconstruetion in Europe,
would upset world prices, and would be fundammentally harmfut
both to India and to the rest of the workd.... In these eir-
cumstances it appears that insuperable difficulties would be
encountered in obfaining the necessary credits.” (Para 51
of the Leport.)

The Commission did not also accept that the scheme would
attain the object of-edueating the Indian people in the habits
0f banking and investment more speedily than any other
Acheme would. For all these reasons, the scheme was rejected.

GoLp BULLION STANDARD.

The Commission recommended a Gold Bullion Standard
for India. They arrived at the conclusion that in order to
secure public confidence in India, the currency of the country
must be linked with gold in a manner that was real and conspi-
euously visible, or, in other words, that it was necessary to estab-
lish a true gold standard. They proposed that an obligation
should be imposed by statute on the curreney authority to buy
and sell gold without limit ab rates determined with a fixed gold
parity of the rupee in guantities of not less than 400 fine ouneces
and there wag to be no limitation with regard to the purpose
for which gold was required. This would secure the stability
of the gold value of the rupee and exchange would be stable
within the gold points.



240 THE INDIAN MONEY MARKET

The fact that the demand for gold in India is not
purely for monetary purposes was to be taken into view., Tt
is essential, therefore, that the conditions which are to govern
the sale of gold by the currency authority should be so framed
as to free it in normal circumstances from the task of supplying
gold for non-monetary purposes, In order to achieve this
object we propose to fix the selling prices of gold at rates which
will enable the bank to replenish its stock of gold without loss
by importation from London. Thus when exchange is at the
upper gold peint the selling price for delivery at Bombay will
be the par value, t.¢., Hs. 21—3—10 per tola. When ex-
‘change is below this point, the Bank will be required to scll
gold for delivery in London or Bombay at the option of the
purchaser at certain notified prices. These prices will he de-
termined by the cost at whieh gold could be respectively pur-
chased in London or laid down in Bombay from London when
exchange is at the lower gold point. The option to the pur-
chaser on the other hand to buy gold for delivery in London
at the prices determined leaves the margin between the upper
and lower gold points of the exchange as narrow as it could
be, having regard te the cost of moving gold to and from its
most convenient gold centre.””  (Para 65 of the Report.)

The legal tender quality of the sovereign was recommend-
ed to be removed. The obligation was to sell gold bars and,
therefore, no gold coin was recommended to remain in ciren-
lation.

Gold saving certificates payable in gold were to be intro-
duced because the obligation to buy and sell gold bars in quanti-
ties of not less than 400 ounces would have only an indirect
effect upon the people in establizshing confidence in the currency
as bankers and bullion brokers only would make direct use of
the provision. To bring home to the masses the faet that gold
would be the standard of value savings certificates were to be
issued, redeemable in three or five years in legal tonder money
or gold at the option of tho holder. They were to be issued in
denominations of one tola and integral number of tolas, and sold
for legal tender money, rupees and notes, at a price which would
give the holder an attractive yield in interest. The holder
was to be given facilities to get them encashed at any time
during their currency at certain rates of discount, but until
the date of maturity they would be paid in legal tender money
and not in goid.

These certificates were to demonstrate to the holders the
advantages of and provide an incentive to investment and
they were to be a powerful anfidote to hoarding. They were
expected to solve the problem of India’s hoards.
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This scheme was fo have the smne advantages as could
flow from a gold curreney. It would provide stability to the
currency systemn as people would have confidence that the
basis of eurrency was gold. It would be simple and certain
and would provide elasticity to the currency system. When
gold harg were given by the currency authority for notes or
rupecs, the earrency would be cxpanded. It would leave the door
open for the intreduction of a gold currency if in future it was
thought proper and practicable to introduee it. The experl-
ence of lMurope and the U.8.A. proved that a gold currency
was not necessary for a gold standard.

CONVERTIBILITY OF NOTES INTO SILVER RUPBES.

There was to he no obligation to convert the new notes
into silver rupees, but this obligation was to continue with re-
gard to the notes of the Government of India so long as these
notes were to remain in circulation. In praetice, however,
rupees were Lo be made freely available to people in order to
gsecure the latter’s confidence. One rupce notes were to be
introduced and notes of higher denomination were to be con-
verted into notes of smaller denomination or silver rupees at
the option of the currency authority. *° This statutory pro-
vision would in form leave it optional with the eurreney autho-
rity to determine the form of legal tender money to be supplied
but....we propose to ensurc that all reasonable demands
of the public for metallic currency shall be met in practice.”
The Paper Currency Reserve and the Gold Standard Resgerve
were recommended to be unified to secure simplicity.

CoMPOSITION OF THE CoMBINED RESKERVE.

The Committee proposed that in the first plave the com-
position of the combined reserve should be fixed by statute.
This would sceure the antomatie expansion and eontraction
of the currency. Secondly, it should be laid down that gold
and gold securities should not be less than 40 per cent. of the
Reserve, though the currency authority showld keep a reserve
ratio of 50 to 60 per cent. in view of the obligations imposed upon
it., If the proposed Gold Savings Certificates proved popular
the Government would require more gold to encash them on
maturity, but the extent to which more gold would be required
would depend npon experience.

The holding of gold was recommended to be raised to 20
per cent. as soon as possible from about 12.8 per cent at which
it stood at the time the Commission made its recommendations.
It was to be raised to this percentage in five years and to 25
per cent. in ten years’ time. “During this period no favourable
opportunity of fortifying the gold holding in the Reserve ghould
be allowed to escape.” (Para. 78 of the Repori.)
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The Commission recommended that though silver reserves
were oul of place in a gold standard system, yet to mect genuine
demands for purposes of eireulation, it was necessary to hold
a considerable quantity of rupees. 'This demand was expect-
ed to be reduced with the growing popularity of the notes.
The silver holding in the reserve was to be reduced from Rg, 85
crores to 18, 25 erores gradually within a period of ten years,
The balance was to be held in the Government of India rupee
securities and sclf-liguidating trade bills. The holdings of the
Government. of India rupee securities were to be limited to 25
per cent. of the Reserve or Rse. 50 crores whichever was less.

It was further recommended that “ the new Reserve will
have to maintain the external convertibility of a circulation
which includes hoth paper and silver tokens. Ag regards the
former, the liability will, of course, be equal to the total out-
standing note circulation. Dut in the case of the silver rupeo
such a cent, per eent. backing is neither possible nor desirable.
There is obviously an irredueible minimum below which the
rupee cireunlation cannot fall, if the business of the country is
to be carried on. Morcover, even of that pertion of the silver
circulation which is potentially contractible only the difference
between the face value and the realizable builion value need
be covered.  Any estitnate on such 4 subject must be largely
conjectural and subject to variations in the price and market-
ability of silver. We have fixed a more or legs arbitrary figure
of Rs. B0 crores as the assumed liability of the Reserve in
respeet of the contractibility of the rupee circulation.”
{Para. 82 of the Report.)

STABILIZATION OF THL RUPEE.

The Commission argued that the time was fully ripe for
stabilizing the rupce in view of the fact that the United
Kingdom, the Dominione and other conntries were returning to
the gold standard and gold priecs were more or less stabilized,
So long as there was no such stability, there would be lack of
confidence, commereial initiative would be discouraged and the
machinery of commerce would be elogged and hampered. The
Commission, therefore, concluded that it was safer to stabilize
the rupee than to wait. ** A stable exchange i3 an inestimable
boon,” and, therefore, the Commission did not think it desir-
able to postpone it for the sake of absolute security which was
unobtainable in the praetical world.

They recommended 1s, 6d. gold as it had been the pre-
vailing rate since June 1925. At this rate the prices in India
had attained & substantial measure of adjustment with those
in the world at large and any change in the rate would mean
a difficult period of readjustment involving widespread
economic disturbance. Their argnments were as below :—
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(i) From December 1922 to June 1924 the rupee remain-
ed fairly stable round 1s. 3d. gold, but the rapee price level
ranged round a mean of about 176.

(ii) Tn the following year, the rupee priee level fell below
160 while the rupee was rising to 1s. 6d. gold. The rupee had
risen to about 1s. 6d. gold by January and was held within
1s. 64. gold points since June 1925. Trom July 1924 to June
1920 the rupee price level fell from 179 to 157 and varied within
the Hmits of 163 and 153 sinee then. (I’ara. 182 of the
Report.)

(iii) Since then the rupec had hcen about 1s. 6d. gold
and the ropee price level ranged round a mean of about 153
with a tendeney to fall in sympathy with world prices.

The level of world gold prices was approximately the same
at the beginning of period (i) and at the end of period (iii),
showing thereby that a substantial equilibrium was attained
about the middle of 1925 and was since maintained,

The main argument of those who doubted the adjustment
of world prices to 1s. 6d. was that it was not till June 1925 that
the rupec had attained 1s. 6d. gold. Since then the rupee
prices had been practically stable in relation to world prices
and hence the adjustment had yet to take place. The Com-
mission argued that though the rupee did not definitely reach
184d. gold tilli June 1925, it had already traversed morve than 80
per cent. of its upward journey from 15d. to 134d. gold between
July 1924 and January 1925 and before June 1923 there had
alrcady taken place a heavy fall in rupee prices in relation to
world prices.

The fact that exchange had remained steady during the
preceding 12 monfhs was another indication of equilibrium
between external and internal prices. It was urged against
this view that exchange had been kept at 1s. 64. by Govern-
ment manipulation ; but the Commission argued that the
so-called manipulation was confined to an addition of nine crores
{o the note circulation duaring the husy season and a withdrawal
of 8 crores at the end of it.

The fact that there was no adverse effect upon exports
and imports was another indication of adjustment between
external and internal prices. ‘° All the above considerations
point to the same conclusion, viz., that after twelve months
of the 1s. 6d. rate of exchange, substantial adjustment of prices
has been attained ; and this conelusion is borne out by the
expericnce of other countries which have recently stabilized
their exchanges,”

Wages were also in adjustment with the prevailing level
of prices and exchange. DPrices react on wages sooner or later
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all over the world and it may take a longer time in India for
this adjustment to take place than in Western countries
having organized industries ; still the economic tendency exerts
its influence in the same direction. Tn Tndia a mueb larger
sum is spent on foodstuffs than in Western countries, ¢ and
therefore there is a very necessary ultimate adjustment of
wages to the price of food grains.”” Where exchange and prices
were steady for a considerable period it might be assumed
that wages were in adjustment unless there were any indi-
cations to the contrary. The Commission argned that the statis-
tics of foreign trade strengthened this assumption. In agricul-
ture, the premier industry of India, wages were rising, a tend-
ency that might be expected to facilitate adjustment to falling
prices which operate as a check to the rise in wages. In the
case of Government services also the Government had refused
incereases in pay because of falling prices. On the whole, the
Commission saw no reason to believe that there was any general
maladjustment in agricnltural wages or in wages in manu-
facturing indastries. The latter industrics were suffering from
foreign competition and not from high wages, To inflate cur-
rency to the extent of 121 per cent. would produce a concealed
reduction in wages of an cquivalent percentage. Iven if it
would secure the desired equilibrium, the Commission did not
regard it as a sound policy to use the currency as a lever to
reduce real wages. Any adjustment of wages thus brought
about would be arbitrary and temporary.

The effect on outstanding contracts was also considered
by the Commission. 1s. 6d. was not regarded as a hardship in
the case of land revenue because prices had risen to a great
extent since 1914 or since the time that such contracts were
entered into. With regard to other long-term contracts the Com-
migsion pointed out that the ratio had been in an unstable con-
dition for about a decade. It broke away from 1s. 44. gold in
1917 taking an upward direction and continued rising till it
touched 2s, gold in Tebruary 1920. Then it fell rapidly to
114d. gold in 1921 and rose since then till in June 1925 it reached
1s. 6d. gold and there it remained since then. A larger number
of contracts must have been entered into at the fluctuating rate
in the past nine years than at the old rate. Therefore, it was
impossible to do absolute justice and in modern times long-term
debts form only a small part of the total contracts outstand-
ing, the great bulk of them being short-term contracts which
must have been entered into at the fluctuating rate.

“ We conclude, therefore, that from the point of view of
contracts, as well ag from that of prices and wages, the least
disturbance will be caused, and the least injury will be done
to all the interests concerned, by adhering to the de facto rate.”
{Para. 196 of the Report.)
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Tour COMMISSION ANSWER THE ARGUMENTS FOR 1s. 4d.

The advocates of 1s. 44. pointed out that this rate was
- “natural” rate ; but the Commission did pot accept this con-
tention. They argued that * fluctuations in exchange are pro-
duced by the mutual interaction of internal and external prices,
and as the level of internal prices is determined mainly by the
volume of internal currcucy the only rate which can properly
be regarded ag natural is the figure at which these prices are in
-adjustment with the existing volume of currency and are also
in eguilibrium with external prices. ¥From this point of view
1s. 6d. appears to be clearly the “natural” rate under present
conditions. The term, however, appears to be loosely nscd
to denote the rate which would result if no attempt were made
-either by statutory cnactment or executive action to anchor
the rupee at a particular point. If such a policy were adopted
there can be no doubt that in a eountry like India where there
are wide seasonal fluctuations of trade, there would be similar-
ly extensive fluctuations in the rate of exchange amidst which
it would be impossible to distingnish any particular rate as
natural.”

Another argument of the advocates of the lower ratio was
that as it was gecured through Government manipulation, distur-
bances in it would be less harmful than disturbances in the other
rate. The Commission replied that when prices and other
-conditions were in adjustment with those in the world at large
.on the basis of an existent exchange rate, the question of the
means by which that rate came into existenee had no bearing
on the extent or violence of the economic disturbances whieh
would be caused by changing the rate.

It was also pointed ouf that the lower rate would reduce
the total demand for gold in connection with the introduction
of a gold standard and further that in case of the failure of the
monsoon, it would be easier to maintain the lower rate than to
maintain the higher rate as the latter one would require more
gold and sterling reserves. The Commission argued that the
lower rate would require an increaze in circulation of the mone-
tary unit by an equal percentage and, therefore, the same
reserve of gold would be necessary as at the higher rate. As
regards the second suggestion it was pointed out that if gold and
gold securities reserves were sufficient for effecting the necessary
contraction of the rupee cireulation, there was no ground for
thinking that it would be more difficult for the central currency
and banking authority, with full power to make its eredit policy
-effective, to maintain 1s. 6d. exchange than to maintain 1s. 44.
‘Tate.

The testing time would come in case of successive bad
‘monsoons, but the Commission suggested that it would come
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equally at the le. 6d., 1s. 4d. or any other rate and that the
ability to maintain the rate would depend not upon the rate
itself, but upon a proper utilization and maintenance of
adequate gold reserves.

Another argument for 1s. 4d. was that at that rate it would
be casier to meet foreign competition than at the higher rate.
The Commission argued that when foreign currencies were
stabilized, 1s. 4d. ratio would not leave Indin in a better posi-
tion and doring the period of instability of foreign eurrencies
it was desirable to apply other remedies than to manipulate
the currency. If other countries depreciated their enrrencies,
that was no reason why India should do so.

The case for the low rate was supported on the ground
that India absorbed abnormal quantities of gold because the
metal was cheaper at the higher rate than at the lower rate
and to put a check to this increasing absorption, the rupee price
of gold should be raized by lowering the gold value of the mone-
tary unit. The Commission argued that a change in the gold
value of the rupee would involve a cortespending change in
the rupee prices of commodities and that the mere lowering of
the ratio could not result in more than a temporary alteration in
the relative cheapness of gold and general commodities. Tt was
not possible to cure India’s appetite for gold by lowering the
exchange. The only safe method to eradicate this wasteful habit
was to stabilize the currency, establish confidence in its stability,
educate people in the habit of investment and extend banking
facilities.

Another argument for the lower ratio was that in case
world prices fell in future, 1s. 6d, ratio would accentuate the fall
in Tndia and make it specially embarrassing to maintain the
ratio. The Commission argued that the fall in prices in 1920 was
abnormal and was an aftermath of a world-wide upheaval, a
reaction from the enormons expansion of credit that took place
during the War and that it would be imprudent to base the
currency on the supposition that such conditions were likely to
recur. If stability was aimed, it must be assumed that the
period of catastrophic disturbances was over and that prices in
future would he normal.**  Further, it was a risk in the opinion
of the Commission to which India would be subjected at any
ratio.

EconoMmIi¢ E¥rECTS OF 1s. 4d. RATE.

The Comimission argued that the cconomic etfects of
1s. 4d. ratic would be very bad. The lower rate would

12 jn this case the advocates of 1s, 4d. ratio proved to be right.
The fall in prices sinee 1028 has been much more severe than the one
in 1920 and at l1s. 4d. conditions would have been better because
the higher ratio aceentuated the fall in prices in India.
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raige prices by 124 per cenf. which would be severely felt by
consumers in general, and by those with low fixed incomes,
i.2., by the poorly paid members of the literate class. Tt wonld
also mean an arbitrary reduction in the real wages of labour.

The adoption of the lower rate would induce the romitters
-of money to ¥ngland to make an endeavour to obtain the best
price for rupees which they could get until the rate annoaneed
were reached. The tide would then turn the other way and
there would be a very large demand for rupees at the new rate
which wounld be met by an offer to buy exchange without limit
at the gold import point, thereby making a.ddltmns to car-
rency. It would lead fto violent ﬂuctuatmns before exchange
settled down at the new lower rate. * Whether such ﬂuctua-
tions took place or not, the sudden fall in exchange might
easily create a boom which wonld be followed later by a
slump,”

ErrEcT ON PUBLIC FINANCES.

The Commission did not regard the effect on public finances
a8 decisive, but they could not ignore the fact that a reversion
to 1s. 4d. would lead to increased taxation and would give a
set-back to the nation-building departments. The net sterling
expenditure of the Government would be increased by about
three crores per annum and the railway expenditure also would
increase, It would either imply an inerease in raillway rates and
fares or o revision of the terms of the Railway contribution,
There would be some extra expenditure on stores purchased in
India and adjustment would be necessary in the salaries of Gov-
oroment gervants.  Of course, there would be an inercase in cus-
toms revenue. ‘“What is clear is that the immediate loss from
the standpoint of public finance would be considerable and
would require to be made up by increases in taxation, if the
budget were to be balanced, and by still further increases,
if further reductions in the provincial contributions or in exist-
ing forms of taxation were to be made.”

A reversion to the lower rate would lower the credit of
India in foreign markets ; because the financial credit of the
Government depended wupon the balancing of the budget.
The reversion to the lower rate would disturb the budgetary
equilibrium and would necessarily impair India’s ecredit with
regard to borrowing.

The melting point of the rupee would be reached earlier
at 1s. 4d. than at 1s. 6d. and the rise in the price of silver would
presgent the difficulties of preventing the melting of rupees to
2 greater extent at the lower rate than at the higher rate. At
1s. 4d. the sovereign is equal to Rs8. 15 whereas at 1s. 6d. it is
equal to Rs. 13—5—4, a sum which would be inconvenient
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if the sovereign were to circulate as money. FEven this objec-
tion according to the Commission was not as strong as it appear-
ed at first sight because a crore of rupees would be exactly three-
quarters of a million pounds. But when the legal tender
character of the sovereign was removed, the objection lost
much of its force.

Sir Purushottamdas Thakurdas made ont a very strong
ease for the lower ratio and some of the arguments advanced
by him have already been considered. e pointed out the
evil effects of the high ratio on producers and manufacturers
in India for it would retard the industrial development of the
country by enabling foreign goods to come c¢heaply into India
and it would neutralize protection to the extent of 124 per
eent. e did not accept the contention of the majority that
adjustment of prices had taken place at 1s. 6d. rate. He pointed
out the vital importance of the ratio in the following words'®:—

“T1 leok upon the question of the ratio in this Report as
being no less important than the question of the standard to
be adopted for the Tndiazn Currency System. T am convinced
that if the absohite necessity of the free flow of gold, which 1
have emphasized, is recognized, and steps taken to ensure it,
the gold bullion standard proposed will be the correet one, and
the likelihood of its breaking down under the strain of any
convulgions in the future will be as remote as it can reasonably
be. But I have very grave apprehensions that if the recom-
mendation of my colleagnes to stabilize the rupce at 1s. 6d. is
accepted and acted upon, India will be faced during the noxt
few years with a disturbance in her economic organization, the
magnitude of which is difficult to estimate, but the conse-
guences of which may not only hamper her economic develop-
ment, but may even prove disastrous. Such a disturbance
and its consequences my colleagnes do not foresee to-day.
But the possibility of their occurring cannot be ignored. Until
adjustment i3 complete, agriculture threatens to become un-
attractive and less remunerative than it is to-day, and industries
will have to undergo a painful process of adjustment, unna-
tural, unwarranted and avoidable—an adjustment which will
be much to their cost, and affeet not only their stability and
their progress, but in certain eases, their very existence. And
ghould Nature have in store for India a couple of lean years
after the four good harvests that we have had, during the period
of forced adijustment to a rate of 1s. 6d., the steps that the
Currency Authority will have to take to maintain exchange
at this rate may deplete the gold resources of the country to
an extent that may seriously shake the confidence of her people
in the currency system recommended.”

13 AMinute of Dissent by Sir Purushottamdas Thakurdas to the
Report of the fillon-Young Commission, para. 151,
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Referring to the effects of the higher rate on the debtor
class, he pointed out that “ A change to 1s. 6d. hits the
large bulk of the debtor class, to the benefit of the creditor
class. 1 cannot conceive of any valid or moral reasons for a
step caleulated to give the latter an unearned inerement at the
expense of the former. In India, perhaps more than anywhere
elge, the debtor class is the largest and the needicst, for whom
the Government has always evinced concern and solicitude,
What unavoidable reason, then, is there to hit this class ?
Throughout the eourse of our enguiries I have not heard of a
single argument, which T ean reasonably accept as sound, even
pointing to the incvitability, to say nothing of the justifiability,
©of imposing an additional burden on a class already over-bur-
dened.

GOVERNMENT’S ACTION ON THE REPORT.

Three Bills were published on September 16, 1927, embody-
ing the recommendations of the Commission: (i) a Bill fo
establish a gold standard currency for British India and to
constitute a Reserve Bank ; (ii) a Bill to amend the Imperial
Bank Aect of 1920, and (iii) a Bill to amend the Coinage Act
of 1906 and the Paper Currency Act of 1923 and fo lay upon
the Government certain obligations for the purchase of gold
and the sale of gold exchange. The third Bill became law and
came into force from April 1, 1927.

It established the ratio of 1s. 6d. by enacting that Govern-
ment would purchase gold at the price of Rs,21--3—10
per tola of fine gold in the form of bars containing not
lesa than 40 tolas, ahd would seil gold, or at the option of the
Government, sterling, for immediate delivery in London at
the same price after allowing for the cost of transport from
Bombay to London. A rate of 1s. 5 29/32d. was notified as
the Government’s selling rate for sterling to meet these obli-
gations. Conditions attaching to the acceptance of gold at
the Bombay Mint were also published. The rupee-sterling
exchange did not reach the upper gold point in 1927-28 and,
therefore, no gold was tendered at the Mint, Tn the busy
season of 1928-29, conditions in the money market were such
a8 to lead to the offer of gold in the form of sovercigns in ex-
change for currency.

Sovereigns and half-sovereigns ceased to be legal tender
in India by the same Act, An obligation was imposed upon
the Government to receive thego coing at all currency offices
and treasuries at their bullion value at Rg. 21—3—10 per
tola of fine gold, i.e., B8, 13—3—10 per severeign. In 1927-28
the Government received sovereigns to the value of Rs. 5,034.
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InpIAN CURRENCY HISTORY AFTER SEPTEMBER 1931.

On September 21, 1931, England went off the gold standard
and suspended gold payments. On the same date an Ordi-
nance was issued by the Government of India according to which
it suspended the appropriate seetion of the Currency Act of
1927 and withdrew the statutory obligation of the Government
to sell sterling or gold against rupees. The rupec was thus
divorced from sterling because according to the Ordinance
the Government was neither bound to sell sterling nor gold
against rupees tendered in India. Formerly the rupee was
finked to gold through sterling and sterling was equivalent to:
gold, Indian opinion welcomed the provisions of Ordinance
VI of 1931 because the rupee would then find its own level
and their expectations of a fall in the ratio might be realized.
It also implied that the ruinous exchange policy follewed by
the Government since 1927 had been given up.

The Secretary of State made a different announcement
in the Federal Structure Sub-Committee of the Second Round
Table Conference and linked the mpee to the sterling. When
this announcement was reeeived in India, the position was.
that the IMinance Member had taken action which meant one
thing and the Secretary of State had made a statement which
meant quite another thing. TUnder such circumstances the
banks would have to conduct their business in a state of uneer-
tainty when there was a conflict of views and policies. The
Government, therefore, declared the three succceding days as.
holidays under the Negotiable Instruments Aet.

Finally, Ordinanee VIT was promulgated on Friday,
the 25th September with the following provisions :—

(1) The rupee was linked to the sterling at 1s. 6d., d.e.,
the Government undertook the obligation to sell sterling at
1s. 6d.

{2) The sales of sterling were to be limited to require-
ments for genuine trade purposes, for fulfilment of obliga-
tions incurred prior to September 21, 1931, and for rcasonable:
domestic purposes.

(3} The sales were to be through the Imperial Bank only
at its branches at Bombay and Caleutta to certain recognized
banks.

This action of the Secretary of State was very much resent-
ed in India as the Assembly which was in session at that time
was not taken into confidence by the Government. A resolu-
tion was moved in the Assembly by Mr. (now Sir} Shanmukham
Chetty'* whe pointed out that the step was taken in the

14 Sen the relevant issue of the Indian Finance for September
1931 in which the speech of Mr. Chetty in connection with the mea--
sure was published in exlenso,
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interests of England and the intention was to introduce
imperial preference through back door, The talk of gtability was
dispensed with as being nscless because there was a ¢ phantom
stability * and real insolvency. ‘‘ The rupee is to follow the
fate of the sterling depreciating as the latter depreciates.”

Another disadvantage of the policy was that it would
deplete the gold resources and since September 1931 up to
August 1933 £ 120 million worth of gold was exported. The
course of action taken by the Government was againgt the
-definite recommendations of the Hilton-Young Commission.

The main argument from the side of the Government
‘was that it would involve a saving of about five crores of rupees
to which Mr. Chetty retorted, “Then again as for the budgetary
position you may save five crores in your deficit through this
policy, but this five crores is not to fall from the heaven. You
will get it by bleeding the agriculturist to the extent of 20
crores.”’

The Finance Member contended that India's external
‘obligations being largely in sterling, if the rupee was not link-
-ed to it there would be almost insuperable difficulties of raising
money in London or abroad to meet the normal sterling obli-
zations amounting to 32 million peunds, but that fortunately
they had the support of His Majesty’s Government. In this
-«connection, the oppositionists pointed ont that India could
get credit in London even otherwise as Xngland had been able
to get in Paris and New York.

RECENT CONTROVERSY ABROUT TRATIO.

India has been fecling the bad effects of the slump in trade
like other countries. The Government had to take certain
measures to maintain the 1s. 6d. ratio. Firstly, the deviee
-of eurrency contraction was adopted, the net amount of which
in 1929-30 was 1,080 lakhs of rupees. It was effected largely
by the transfer of sterling securities in the Paper Currency
Reserve to the Necretary of State for his sterling expenditure
against cancellation of currency in India and also the cancella-
tion of rupee sccurities in the Paper Currency Reserve and the
sale of silver in the reserve. Sccondly, treasury bills were
issucd to exchange banks and other purchasers to control
credit to keep the exchange firm. The Bank Rate of the
Imperial Bank was raised to 6 per cent. in October 1924 and
to 7 per eent. later on, This was an abnormal step as the
-cash balance of the Bank was then very large, being in the
neighbourhood of Rs. 30 crores and when call money was
available in Calentta and Bombay at about 2 per cent.

Mr. G. D. Birla in a letter to Manchester Guardian on 29th
Beptember, 1931, described the eurrency policy of the Indian
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Government as being responsible for many of the economie
ills of Tndia.'®* The disadvantages mentioned therein are as
below :—

(1) The fall in the prices of articles which India exports
has been much more serious than that in the prices of arficles
which ghe imports—in natural consequence of an appreciated
ratio. The fall in the prices of imported articles between
September 1929 and December 1930 was 16 per cent. ; whereas
that in those of exportable commodities was 36 per cent,
“ Warnings which were repeatedly given turned out to be
true.”

(2} The purchasing power of the agriculturists fell very
much and imports became as unsaleable as exports.

(3) Deficit budgets became the rule rather than the
exception,

{4) Gold resources were frittered away and debts con-
tinued to be piled up. A new debt of about 252 crorves * has
been contracted during the last seven years, and the rate which
has been paid for three months accommodation has been any-
thing from 1 percent. to 2 per cent, higher than the rate at which
banks have been able to obtain deposits for a like period. No
wonder that at times when mouney has been available in other
financial centres at 2 per cent. or 14 per cent. the Bank rates
in Caleutta and Bombay have been as high as 7 per cent.
or even 8 per cent. The net contraction of currency from April
1, 1926, to date has amounted to about 125 crores. Trade
hags suffered and so has industry. The Indian agriculturist.
finds himself at present unable to meet hig liabilities. He is
not, in a position to-day to pay either the Land Revenue or the
interest on the money he has borrowed. No doubt the world
depression is partly to blame, but it is the appreciated rupee
which has precipitated a crisis in his case.” 8ir Purushot-
tamdas Thakurdas had predicted this when he wrote in his.
Note of Dissent to the Eeport of the Hilton-Young Commission
a8 below :—** If gold prices fall—and Indian prices must follow
such a fall—India will be faced with a still higher fall—the
double effect of the operation of the present rate of 1s. 6d. and
also the world fall. I cannot but contemplate such a prospect.
with very serions misgivings, for it will hit the Indian producer
to an extent beyond his capacity to bear. In a word, it will
hit, and hit very hard, four-ifths of the population of the
country that exists on agriculture.”” (Para. 98, page 130 of the.
Report.)

15 Hee Appendix A to the Report of the Federalion of Indian.
Chambers of Commerce and Industry on the Second Round Table
Conference.
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The total interest bearing obligations of the Government
till March 1931 stood as below :—

March 31, 1934 .. .. 919.00 crores,
March 31, 1927 .. .. 1,006.19 crores.
March 31, 1931 .. .. 1,171.96 crores.
Mr. Birla further wrote in connection with the step taken
in 1831 to' link the rupee to the sterling as follows :—* The

effect of this policy may be disastrous in many ways. For
one thing, the rupee, even if depreciated to the extent of 50
per cent. in terms of gold, must remain at 1s. 6d. in terms of
sterling, even if sterling does not depreciate more than, say,
20 per eent. 1t can 8o happen beeause the British Government
hags already taken steps to see that capifal is not exported out
of Great Britain, and it iz impossible not to suspect that this
move ig designed to help the British investor to bring his money
back from India at 1s. 64. when suspending the exchange
standard entirely would have depreciated the rupee, not only in
terms of gold, though to a greater extent, but also in terms of
sterling.”’

REPORT OF THE RESERVE BANK COMMITTEE.

The Reserve Bank Committee in Paragraph 19 of their
Keport observe that in the present state of monetary disorgan-
ization throughout the world, it is not possible to incorporate
in the Bill provisions which would be suitable when nonetary
systems have been generally stabilized. In these circumstaneces
the only sound course for India is to remain on the sterling
standard. The Committee do not express any opinion upon
the merits or demerits of the present ratio, but point out that
there will not be any change in the de facio situation by the
mere coming into operation of the Reserve I3ank Act.

A considerable majority of the Indian delegates regarded
a suitable exchange ratio as one of the essential factors for the
successfnl working of the Reserve Bank. They were of the view
that the Government of India and the legislature should examine
all relevant considerations to ensure minimum possible strain
on the Indian currency system. Sir Purushottamdas Thakur-
das in a separate note has pressed for a change in the ratio
when he writes, “ My own view is that, in fuifilling some of
the prerequisites of the inauguration of a Reserve Bank, a
review of the ratio i3 absolutely necessary.” (For further
details see the Chapter on Rezerve Bank.)

Recommendations with regard lo Reserves are contained
in Paragraphs 21 to 26 of the Report. The Rupee Redemp-
tion Fund is to be dispensed with. At the outset a sum of not
more than Rs. 50 crores should be transferred to the Bank.
Any surplus above this amount which would be removed



254 THE INDIAN MONEY MARKET

from the reserves should be held by the Government as
bullion and not as coin. If in any year the minimum hold-
ing of rupeces by the Bank exceeds 50 crores or one-tenth of the
whole reserve, it can make over the surplus to the Government
to the extent of Rupees five crores in any year, and the Govern-
ment will have to pay full value for this to the extent of 40 per
cent, in sterling or other external assets acceptable te the Bank
if the Bank’s external assets at this timie did not exceed 5O per
cent. of its reserves. The Reserves of the Bank are to have an
ample margin over the statutory minimum and the initial
portion of gold and sterling assets must not be less than one-
hall of the liabilities of the [ssue Department.
RUPEE SECURITIES.

According to Clause 31 (3) of the Regerve Bank Bill of 1628
the amount held of the Government of India rupee securities
was not to exceed at any time one-fourth of the total Reserve
or Rs. 50 crores whichever was less and the Committee have
recommended that the provision should be further examined

lest it should prove too restrictive to the open market opera-
tions of the Bank.

Gold sccurities have heen recommended to be replaced
by sterling sccurities. Gold coin or bullion and sterling securi-
ties are to be 40 per cent. of the Reserve, There is to be a mini-
mum gold holding of Rs. 35 crores. 8ir TPurushottamdas
Thakurdas wrote a Minute of Dissent hecause the Committee
did not fix a minimum gold holding in relation to the note
issue. TTis view is that the whole of the present gold holding
of Rs. 441 croves should be earmarked as the minimum gold
reserve., In case Rs. 35 crores is accepted as the minimum,
the percentage of gold to the note issne should not he less
than 15 per cent. and he prefers the first alternative, i.e., of pre-
serving the present gold holding intact, because he writes that
““T appreciate the difficulty of requiring the Reserve Bank to
buy gold at a premium should the currency recovery of the
world he slow and diffieult,””  (For further details, see the
Chapter on HReserve Bank.)

INDIAN PAPER CURRENCY.

Before 1860 tlie three Presidency banks were allowed
to issue notes payable to bearer on demand subject to certain
regulations with regard to maximuom issue and reserves. In
that year a scheme for Government paper eurrency was intro-
duced and the right of note issue was taken away from the
banks. 7The Paper Currency Act of 1861 divided the country
into seven eircles of issue, namely, Caleutta, Cawnpaore,
Lahore, Madras, Bombay, Karachi and Rangoon, and notes
©f the denomination of Rupees 5, 10, 50, 100, 500, 1,000 and
10,000 were issued. They were to be issued without limit
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in exchange for rupees or British gold sovercigns to the public
and in exchange for gold bullion on the requisition of the Con-
troller of Currency. Within their respective circles of issue
they were declared unlimited legal tender at the Government
treasuries and in private transactions.

A certain fived amount of notes was backed up hy the
Government of India Rupee Securities as a suarantee for their
convertibility. Beyond this gum a reserve of bullion and
coin was to be kept to the full value of the notes izsued, Though
as a right, they eould be encashed at the head office of the
circle of issue only, notes of other eircles were encashed at
Government treasuries for bona-fide travellers and railway com-
panies. CGovernment dues could be patd in the carrency notes.
of any eircle,

In 1903 the first step was taken to abelish the circle system
ag it prevented the expansion and popularity of the notes.
The five rupee note was made universal legal tender exeept
in Burma and this restriction was removed in 1909. Notes
of the densmination of Rs. 10 and Rs. 50 were universalized
in 1810, of Rs. 100 in 1211 and the Chamberlain Commission
recommended the universalization of REs. 500 note also. This
led to a rapid expansion of their cireulation., Facilities for
encashment of notes were provided at GGovernment treasuries
in various places and the Presidency banks also provided such
facilitics, During the War the uncovered issue was increas-
ed, but further development in their expansion eeased. The
Smith Committee recommended the abolition of war time
restrictiong and the provision of cxtra-legal facilities for their
encashment to make them more popular.

PArER CURRENCY RESERVE,

The maximum f[iduciary issue fixed by the Act of 1861
was rupees four crores and the limit was increased from time
to time by special Aects. It was raised to six crores in 1871,
eight erores in 1390, ten crores in 1897 and twelve erores in 1905
Up to that time the securities were the rupee securities of the
Government of India held in India. The Act of 1905 authoris-
ed the holding of sterling securities in England up to two crores..
Since 1905, o part of the invested portion had been in sterling
securities. In 1911 the security reserve was raised to 14 erores,
four crores of which were to be in sterling securities.

Up to 1898 the whole of the metallic reserve was held in
silver coin in India, but aceording to the Gold Note Act of 1893
the Government could keep any portion of the metallic reserve
in gold coin and the Act of 1900 gave power to hold a part
of this gold coin in London. The Act of 1905 authorized the.
Government to hold the metallic reserve or any portion of it
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in T.ondou or India and in gold cein or bullion or in rupees or
silver bullion. All the rupee coin was to be held in India only.
As the note issue gradually expanded, an ever-diminishing por-
tion came to be invested and the proportion of the liquid reserve
increased to 80 to 85 per cent. The reason was that the liguid
portion of the reserve was used to support exchange when-
ever necessary and this was the first line of defence of the cur-
reney system. This was at the cost of economy and the pro-
portional reserve system would have served the purpose better,

Criticism of the pre-war composition of the Paper Cur-
Tency Heserve.

(i) The metallic reserve was unduly large.

{(if) It wasimpossible to inerease the fiduciary issue exeept
by resort to legislation,

{ili} A part of the Paper Currency Reserve was invested
in sterling securities in England. The first two conditions
made the system inclastic. The reason for maintaining & part
of the fiduciary portion in sterling securities was that they were
useful and that they were not likely to depreciate in value.
The arguments against the provision were that the maintenance
of the exchange value of the rupee was not the proper funetion
of the Paper Curreney Reserve which ought to have been to
ensure the convertibility of notes and that sterling securities
also could depreciate in a erisis in England. Public confidence
conld be seeured by keeping the whole of the Reserve in India.

XNote issue was entirely dissociated from banking and
therc was the Treasury system and large sums were locked up
in Government Treasuries producing a stringency in the money
market during the bugy season.

The internal currency was inelastic and it could not be
oxpanded except by importing funds from abroad by purchasing
Council Bills or by importing sovereigns. The cheque system
was not and is not even now much in use in India to relieve
the monetary stringency. In other ¢ountries special temporary
issue of paper currency is made against commercial bilis of
exchange and by placing Government funds at the disposal
of a Central Bank., The Smith Commitfee had recommended
the issue of emergency currency to the Imperial Bank against
90 days’ bills and when in 1921 the Reserve Treasury system
was abolished in India, Government funds were placed at the
disposal of the Impenal Bank which began to act as the
Government Bank.

The Chamberlain Commission had recommended that the
fiduciary reserve should be fixed at the amount of notes held
by the Government in the Reserve Treasuries plus one-third
of the note circulation, The Smith Committee recommended
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that the metallic portion shonld not fall bhelow a minimuam
percentage of the note isgue and the proportion suggested was
40 per ¢ent, though they emphasized the necessity of keeping
a subsbantial margin above the statutory minimum during the
busy season, These measures were recommended to remove
the inetasticity of the curreney in this connilry. In both cases
the liduciary reserve would increase automatically with the
inerease in eirculation and resort. to legiglation would become
unnecessary,  The Government aeccepted the suggestion of
the Smith Committee and fixed a minimum of 50 per cent.
Lrreers or Ton WAR,

In the beginning there was a great run on the Currency
Offices for the conversion of notes and in the tirst cight months
of the War, notes of the valiue of Re. 10 erores were returned ;
but as confidenee revived the note cireulation increased.  After
March 1415 the effects may be summarised as below 1—

(1)  Paper currency was inflated Lo o great extent owing
to incressed demand for currency.

(2% The fiduciary issue inercased from 14 erores in 19171 to
120 creores in 1919 by variour Acts and permanent and tem-
porary investments gradually increased to 20 crores and 100
crores respeclively.  This wag because the Government expe-
ricneed a great diffieully in finding enough coin to be held in
the reserve and hence the inerease in the invested portion.
The Goverment incurred in India o huge expenditure on
bebalf of His Majesty’s Government and on hehalf of the Domi-
nions.  Tlie recovery of this expenditure was mude in London
by the Secretary of State and investments were made in the
British Treasury Bills or short-term sterling securities.

(3) The metallic reserve fell from 78.9 per cent. in 1014
to 35.4 per cent. in 1919,

(4) Notes of the denomination of Re. 1 and s, 2} were
igsued in Deeember 1917 and January 1918 respectively.

{5y Lixtra-legal facilitics for encashment of notes were
abolished owing to the searcity of rupees and, therefore, notes
were at a discount in some places.  These faeilitics were restor-
ed in 1920-21.

(6) 200 million ouneces of American silver released under
the Pittman Act were imported into India to meet the Paper
Currency crisis of April 1918.

In Beptember 1919, by the temporary amendment of the
Paper Currency Act, the maximwmn limit to which the Currency
Reserve could be invested was raised to 120 crores and 100 crores
hiad to bo invested out of it in the British Treasury Bills. In
Mareh, 1920, these provisions were extended for another six
months. The restrictions with regard to the location of the

9
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reserves and their rupee or sterling character were abolished.
Thero was & great demand for remittances to London and it was
notipossible to meet it from the eash balances of the Seeretary of
State. Sterling gsecurities held in the Paper Currency Reserve in
London had to be sold to meet it. This meant the withdrawal
and cancellation of currency notes in India at the rate of
Rs. 15 to £1 to the extent of the rupee valie at whieh the
sterling securities were held in the Meserve.

On October 1, 1921, the Indian Paper Currency Amend-
ment Act was passed whose provisions were as given below :—

(a) Permanent provisions :

{i} The metallic reserve was to bhe at least 50 per cent.
of the total reserve. The Babington-Smith Committee had
recommended 40 per cent.

{iil) Barring Rs. 20 erores worth of securities held in India,
the remainder were to be held in ¥ngland and were to be short-
term securitics of a duration of not more than 12 months, This
was in accordance with the suggestions of the Smith Com-
mittec,

(iii) Fmergency currency eould be created by a loan to
the Tmperial Bank from the Paper Currency Reserve to the
extent of Bs. 5 erores, which limit was raised to Rs. 12 crores
in 1923, against 90 days’ bills of exchange at 8 per cent.

(iv) The Secretary of State was not to hold more than
five million pounds in gold bullion in London.

() Temporary provisions :

(i) The invested portion, for the time being, was fixed at
85 crores,

(i) Rupee securities known as ad hoe securities were
created by the Government which were to be gradually
replaced by sterling securitics. The funds for purchasing the
latter securities were not available in large quantities. The
income from the following sources was to be paid down into the
Paper Currency Reserve to reduee the created rupec securities ag
were above the permissible figure of Rs. 12 crores

(1) Interest derived from the securities in the Paper
Currency Heserve;

(2) profits on the fresh coinage of rupees;

(3) interest on the Cold Standard Reserve when it
exceeded £ 40 million ; and

{4) interest on commercial bills of exchange deposited
with the Controller of Currency.

These were the sources of income which were diverted fo
regserve except in 1921-22 when the exeess in the Gold Stand-
ard BReserve was used to cancel ad hoc securities.
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On April 1, 1927, the gold and sterling sceurities in the
Paper Currency Reserve were revalued at Rs. 13-1-3 to the
sovercign in accordance with the provisions of the Indian
Currency Act of 1927, From 1920 till 1927 they were valued at
R4, 10 to the sovereign. The result was an increase of Rs. 9.30
croreg in the holding of gold and sterling securities, This was
used to cancel an equivalent amount of Indian Treasury Bills.

The composition and location of the Paper Currency
Resgerve from 1925 to 1930 is shown in the following table ;-—

{In erores of rupees.)

.’g . SBecurities = - &

& & TE 32 2 Sgk

£ £ =2 £4& g e G

On 31st g = w2 =B 4 B A 23

Aarch, = O, ‘S g a2 v = w08 28 Efm

=5 Sz =% 38 58 ££ EE-

a3 2E mE e 2R Y BT S3E

¢s =23 22 kd Ta g8 4x £g%

54-4 EE'H L':v"Q 'CE: = am bE\’_‘ o &4

1925 Lo 18401 70020 23 5,7 57 20,1 8.0 40.8
19206 193,30 7.2 29 7.6 487.1 ‘)Sl 0 . 4.0
1T oo I8401 95,9 2204 8.5 49.7 H.D 2.4 3.1
1028 <. 18408 98,7 20,7 7.6 37.9 2.1 7.0 20.4
1929 .o IS8.00 94000 3n2 4.0 43,2 10,6 2.0 28.9
1930 S R - TR U172 0 B - ) 2.9 533.9 0.1 .. -
1931 o 1800 1ETL 25,9 7.0 10.1 ‘- . e

The composition of the Currency Reserve held against the
note eircnlation at the end of each month :—

(In lakhs of rupees.)
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1931,
March .o 1,60.84 1,17,86 25,85 4,94 10,19
April .. 1,860,140 1,18,20 27054 7,20 7.20
May .o L5479 1,150,061 20.21 7.83 7,14
June .. 1,582,584 1,22,44 17,14 7,59 5,37
July .. LBA6BS  1,25.66 16,06 6,90 6,03
August .. 1,583,858  1,26,94 12,37 5,11 4,10 .-
September . 148,74 1,246,581 4,21 5,748 0,49 2,50
October .. 1,59,70 1,24, (h 4,30 .92 23,88 -
November.. 1,682.36 1,21, 448 7.75 28,52 .
December . 1,79,30 1, l.',O 4.506 7.4 49,25 2,50

1932.
January .. 1,79,10 1,084,888 4,83 6,90 55,00 3,50
February .. 1,79,54 1,04,12 4,92 8,00 59,41 3,00
March o 1TE e 1,601,096 5,26 94,23 H7,94 3,75

(Indign Year Book, 1933, p. 877.)
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Grosy AND ACTIVE CIRCULATION OF NOTES.

Gross cireulation means the value of all notes that have
been issued, bui have not been paid off. Tt diminishes usually
in the busy season becanse the Imperial Bank and the Govern-
ment Treasuries send their notes for encashment to the Paper
Currency Offices when cash iy required for moving the crops.

Active circulation is the amount of notes issued minus
those held in Government Treasurics and loeal head offices
of the Imperial Bank of Tndia. It increases in the busy season
hecause notes are used in meeting the seasonal demand side by
side with cash,

Tur GoLD STANDARD RESERVE,

The creation of a gold reserve was recommended by the
Fowler Committee and the profits on the coinage of rupees
were to be set apart and kept in gold as a special reserve
in India. The Committee wrote, “ We also recommend
that any profit on the coinage of rupees should not be eredit-
ed to the revenue or held as a portion of the ordinary halances
of the Government of India, but should be kept in gold as a
special reserve entirely apart frem the Paper Currency Reserve
and the ordinary Treasury balances.”  The use of this reserve
a8 suggested by them was that it should be {reely available
for foreign rcmittance whenever the oexchange falls below
gpecie-point ; and the Government of India should make its
gold available for the purpose, when necessary, under such
conditions as the circumstances of the time may render desir-
able. For example, the Government of India might, if the
exchange showed a tendency to fall below specie-point, remit
to England a portion of the gold which it may hold, a corres-
ponding reduction being made in the drawings of the Sceretary
of Btate : and when it has accumulated a suflicient gold reserve,
and so long as gold iz available in its Treasury, it might
diseliarge its obligations in India in gold, instead of rupees.”

Thus its principal use was to maintain the external
value of the rupee and to prevent it from falling below the speecie
point in easc of an adverse balance of trade. Under such
circumstances gold was to be made freely available for foreign
remittance purposes. This gold was to be kept in India. 1t
was for the first time created in 1900 when coinage of rupees
was undertaken.

As moon a8 this Reserve was cstablished, the profits on
rupee coinage were sent to London and invested in sceurities
there. The Fowler Comynittec had recommended that it should
be kept in India, but it was taken to England. Tn case of an
unfavourable balanee, the Sccretary of State stopped selling
Council Bills in London which prevented any addition to the
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rupee cirenlation in India and for his various nceds the Secre-
tary of State could utilize this Reserve. At the same bine
Reverse Counecils wounld be sold in India on Tondon which
would mean withdrawing of rupees from circulation in payment
of these Reverse Councils. Both these measures would bring
about a risc in the value of the rupee,

At the same time India's unfavourable balance would also
be liquidated.  The payment of these bills would be made from
the Gold Standard Reserve by the Secretary of State., 1t
could also be ntilized to meet the 1lome Charges, because when
the deviee of Couneil Bills in the event of an unfavourable
balance of trade would not be available, the Seeretary of State
would meet the Home Charges fromn the Gold Standard Reserve.

AMOUNT, COMPOSITTON AND LOCATION OF THE RIESERVE.

As has already been noticed the Seeretary of State decid-
ed that the profits of rupec coinage should hbhe remitted to
Lonudon and invested in sterling securitics and this policy was.
pursued thereafter. In 1906 a slight change was introduced.,
To meet the sudden demand for rupees, a speeial reserve was.
created in India outside the DPaper Currency HReserve. It
was to be a part of the profits on rnpee coinage and was to he-
in the form of coined rupees.

There were thus two branches of the gold reserve, one in
London and the other in India in the form of rupees. This
Reserve was called the Gold Standard Reserve. As already noted
the Mackay Committee recommended that £ 1 million of the
Gold Standard Reserve should be utilized for railway capital
expenditure and in spite of protests from the Government of’
India and the Indian commercial community, the Secrefary
of State actnally diverted £ 1,123,000 on railway capital
expenditure. The Sceretary of State changed his deeision in
1907-08 when the Gold Standard Reserve was hit very hard
by the erisis and £ 8,053,000 was withdrawn to meet Reverse
Couneils,

The Government of Tudia, in their despatch of 1st April,
1909, pleaded for a larger holding of the Gold Standard leserve
and considered that the minimuam amount in the Reserve should
be £ 25 million, apart from the gold in the Paper Currency
Reserve and Treasuries and till that limit was reached, the
profits of rupee coinage were not to be diverted to capital
expenditure on railways. They also maintained that a sub-
stantial part of it showld be in a liquid form and not in seeurities.
and also urged the importance of holding a large amountin
India. The Secretary of State agreed to the minimum amount,
but he did not agree to keep a large part in a liguid form and
only £1 million was to be kept in aligquid form on short loans.
and in Bank Deposits,

GA F
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Jomyposition of Gold Standard eserve on 31st Mareh,
1913 «—

£
Gold at {he Bank of England .- .o BG20.000
Silver in Tredian branch Hs. 6 crores al 15 6d. .. 4,000,000
Securities .. .e L 1R 5,660

Monev at short notice 1.005.664

Total L 2271388

RECOVMENDATIONS oF THE (HAMBERLAIN COMMIBSION,

As regards its amonynt, the Commission pointed out that it
was required to meet the THome Charges and to liguidate an
unfavourable balance of trade and, therefore, its amount de-
pended upon the growth of [udia’s trade and Ghe extent of
deficiency that would be produoced by unfavourable conditions,
In the erisis of 1807-08, imports, ovdered in advance in times of
prosperity, continued to pour into India and adverse condi-
tions were further accentuated. OF courge, balance eonld
restore itself even at such times, but exchange would collapse
in the interval. The Commission wrote, ““ 1t is fto rnaintain
exchange in the interval hefore the balance of trade can right
itself that the Reserve exists, and its resources must be suifici-
ently liquid to be used at once and sufficiently large to meet
the most prolonged strain to whieh it may reasonably be anti-
eipated that they might be exposed.”

No hypothetical limit beyond which udditions to the
Regerve were to cease way, however, laid down, buat the opi-
pion was expressed that the snggested lumit of £ 25,000,000
wag not adequate and that all the prolits of rupee coinage
should be eredited to the Reserve,

As regards its composition their recommendations were
as below :—

(1) A mueh larger portion than the suggested total
should be held in actual gold. In case of an exchange crisis
in India, large-scale conversion of securities would mean a
fall in their value and consequently a great loss would be caus-
ed and, if in addition, there was a crisis in London, the loss
would be very severe. Ilence they wrote that India should
be independent of London in this respect as far ag possible.

2) A total of abeut £ 10,000,000 in gold could be secur-
«d at once by an exchange of assets hetween the Gold Standard
Reserve and the Paper Currency Reserve. This total should
be raised to £ 15,000,000 and thercafter, the aim should be to
kecp one-half of the Reserve in gold.

{3) The Bilver Branch of the Gold Standard Reserve
held in India was to be abolished and the rupees were to be
handed over to the Paper Currency Reserve in exchange for

zold. .
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As regards the location of the Reserve the majority held
London ay the most suitable place for it, "They pointed out
that * London is the eclearing-house of the world. India’s
chief customer is Lthe United }(m;_,llnm, and London is the place
where money is required both for the expenditure of the Seere-
tary of State on lndia’s behall and for payment of India’s
cormereial obligations to this country and the world in general.
If the Heserve were kept in India it would have to be shipped
to London to be used.  Thig wonld involve delay at 2 moment
when immediate action is essential.”

The silver branch of the old Standard Heserve was
abolished in 1915 and during and after the War, the Reserve
was largely held in sterling sceurvities,

The following table gives the ecomposition of the Reserve
between 1913 and 1919 :—

(4 Millions,)

1613 1917 1919
Mareh., March. Nov. 30.
Metallic Portion—

Gold @ In India .. 1 .
In London 11 .
Rilver in India L
Invested Portion—-
Seenrities .. . - 16 25 374
Money at short notice - 1 6
Total .. 223 32 371

RECOMMENDATIONS OF THE BABINGTON-SMITI COMMITIEE.
The Committee did not favour any maximnm limit for they
held that in the event of o sudden fall in prices, Indian trade
might be adversely affected snd a heavier call made on the
resourced for supporting the exchange than in the past.
(1t} 'The proits of rupee coinage were %o be credited
entirely to the Teserve.

{2y The Reserve should contain a considerable propor-
tion of gold. DBuat as conditions ol obtaining gold were not
favourable and gold was required to a great extent to support
notes, the Conunittee recommended that the Iieserve should
be kept as liguid as possible by holding securities with early
dates of maturity. The aim should be to hold all the invested
portion of the Reserve in securitics issued by governments
within the British Fmpire, other than the Government of
India, and having a fixed date of maturity of not more than 12
months,
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{3) A portion of the Reserve should be held in India to
secure confidence ; but the gold holding should not cxceed
one-half of the total and it should be made available only for
export purposes.

{4) The sterling investments of the Reserve should con-
tinue to be held in Liondon.

In 1920, the Government sold £ 55,382,000 of Reverse
Councils which were paid in London out of the proceeds of the
sale of sterling Securities and Treasury Bills in the Paper Cur-
rency Reserve. In 1921 the interest on the securifies in the
two Reserves was decided to be utilized for reducing ad hoc
gecurities in the Paper Currency Reserve. On 30th September
1921, the Reserve exceeded £40 million. In July 1923 it
was decided that £20 million should be in securitics not
exceeding 2 years’ maturity, £10 million in sceurities not
exceeding 10 years, and £ 10 million in securities not execeding
b years’ maturity.

On 31st July, 1925, its composition was as below :(—
Location. Amount,
£
Tn England—
British Government Seeurities .. 40,419,244

Cagh at the Bank of England .. 514
Total .. 10,419,758

RECOMMENDATIONS oF THL HILTOR-YOounGg COMMISSION.

The Commission pointed out the following defects in
connection with the Gold Standard Reserve :—

(1) There was no clear Hine of demarcation between the
purposes for which the reserves were to be used.

{2) Besides, the amount of the Gold Standard Reserve
and the time and manner of its nse were wholly within the
discretion of the Government. The Gold Standard Reserve
being built out of the profits of coinage, the amount actually
carried to the reserve depended on the price at which the
silver was purchased and not upon the liabilities outstanding.
Any estimate of the amount of the outstanding rupee eirenla-
tion was largely conjectural, it might be estimated at 350 to
400 erores, against which the reserve held at present was
only 53% crores. It was true that a portion of the reserve
against the silver rupee was carried in the coin itseif (in the
shape of its bullion value} but, it was admittedly ditficult
to make any immediate use of the metallic contents of the
silver rupees at the time when those rupees were seeking con-
version into sterling. (Para. 15, pages 7 and 8 of the Report.)
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The Cominission, therefore, recommended the unification
of the Paper Currency and the Gold Standard Reserves and
proposed that the proportion and composition of the eombined
Reserve should be fixed by statute,

The constitution of the combined Reserve recommended
was as below :—

(@) The liabilitics of the Bank were to consist of Hs. 185
crores of notes jssued, and Es. 50 crorves was to be set aside
a8 provision against conversion of hoarded rupees into gold.

{b) 'The assets of the Bank were to consist of—

(1) Golid and gold securitics to be at least 40 per cent. of
the liabilities but gold was ultimately to be 25 per
cent. of the liabilities and this limit was to be
attained in 10 years, with a minimum of 30 crores.

(2) TRupee securities should not excced 25 per eont, of
ligbilities with a minimum of 50 crores.

(3) A reasonable amount of rupees should be kept by
the Bank to meet the wants of the publie, though
no statutory obligation was imposed upon the Bank
to convert its own notes into rupees.

RECOMMENDATIONS OoF THE LoxponN COMMITTEE.

(See Chapter on ‘Reserve Bank’, pages 190, 191 and pages
253, 254 of this Chapter.)

RIECOMMENDATIONS OF THE RESERVE BANE SRLECT
COMMITTEE.

(1) The minimom gold holding in the Issue Department
ghould be raised to Rs, 40 erores.  'The Bill provided for Rs. 35
¢rores only. The existing Reserve with the Government is
Bs. 441 crores.

(2) Tor gilver securities the minimum of Rs. 50 crores
is aceepted as provided in the Bill; but this i3 to be raised
gradually by Rs.10 crores subject to the sanction of the
Governor-General.

Sir George Schuster and Mr. Taylor in 2 note accepted
the minimum of I%s. 40 crores of gold reserves, but held that
the statutory provision should not be so framed as to hamper
the discretion of the Bank to utilize its eurreney reserves in
a manner that was most effective For maintaining the stability
«©f the currency.
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Details of the Balanee of the Gold Standard Reserve on the
31st March, 1932,
In England— £
Estimated value on the 31st March 1932 of the
sterling securitics of the nominal value of

10,570,000 (a8 'per details belovs) . v 10,694,637
Gold In ¥ngland. . . . 2,152,334
g n India .. . c 27,153,000
Cash at the Bank of ]“nolfmd . . 29
Total .. 40,000,000
Details of Investments. Face Value.

£
British Treasary Bills - .- 4,220,000
Treasury 4 per cent. Bonds, 19‘51 33 .. - 850,000
Treasury 41 per cent. Bond%, 1932.34 . - 1,250,000
Treasury 5 per cent. Bonds, 1933-35 .. . 2,500,000
Treasury 4 per cent. Bonds, 1934-36 .. . 250,000
War Loan D per cent. 1929-47 stock .. . 1,600,000

Total .. 10,570,000

{(Indian Year Book, 1933, page 378.)

CouNCIL BInrs AND REVERSE CoUNCILS.

The system of Council Bills and Reverse Councils was
an important part of the Gold Exchange Standard system
during the pre-war period. The Governmment were never bound
by law to sell Reverse Councils or sterling bills and occasions.
for selling them have been comparatively scarce. Council Bills
or rupee bills were sold by the Secretary of State in Loondon
to banks which had to remit money to India. The Becretary
of State obtained funds in London in sterling. This practice
dated from the time of the East Tndia Company and up to 1893
the sale of Council Drafts was limited usually to the actual
requirements of the Secretary of State for meeting the Home
Charges. The Secretary of State could obtain funds at the
most “favourable rates in this manner and the system provided
convenient means of settling a part of the debts due o India
from foreigners on account of the excess of exports over imports
from India. The existence of this surplus in normal times made
the system of Council Bills and Drafts posgible,

For some years after 1893 their sales were stopped to foree
up the exchange value of the rupee and thus a negative use of
them was made. Rupees were thus iess freely available and
their value in sterling went up. According to Act II of 15893
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Couneil Drafts were sold against gold sct aside at the Bank of
England as part of the Indian Paper Carrency Heserve and in
India notes were issued to meet the Couneil Bills. The object
was not merely to obtain funds from India to meet the Tlome
Charges, but also to expand currency in India. Later on,
gold obtained in London by the sale of Counecil Bills was made
available for purchasing silver to be colned in India. Since
1904 the offer of Council Bills was kepi standing. Councit
Dirafts were also sold in 1905 and 1906 to attract sovereigns
to England which would have been sent from Egypt and
Australia to India., In 1909 and 1910 they were freely sold to
get gold in London in place of the large quantities of rupees
which had acecumulated in the Gold Standard Reserve in India
through the sales of Reverse Counecils in London during the
erigis. Thus the Gold Standard Reserve IFund was taken back
to Tondon. The objects of Council Bills became wider and
they bhecame a parb and parcel of the Government policy
regarding tinance, currency and exchange.

They were sold in London on Wednesdays to the highest.
bidders subject to a minimum price. On intermediate days,
Intermediate or Special Bills were sold at a somewhat higher
rate.

Reverse Councils were sterling bills sold in India upon
the Sceretary of State. They were sold in the crisis of 1907
to provide funds to the importers in India.

CRITICISM OF THE COUNCIL DRAFTS SYSTEM.

{1) Unnecessarily large amounts were drawn from India
to JTondon, specially since 1904. It was defended on the
ground that the SBecretary of State was enabled to strengthen
his financial position ; but why it was necessary to strengthen
the financial posgition was never explained, It was pointed
out that by drawing more money fhan was immediately
required by the Scerctary of State, a reduction of debt was
made possible.  These cxcessive drawings made possible
surplus budgets in India and fthe proper thing should have
been to reduce taxation than to avoid debts.

(2) Superfluous money was lent in London at very low
rates of interest to  approved ' borrowers whose list was main-
tained by the Secretary of State. Complaints were often
made that favouritism was shown in the administration of
these loans.

(3) Council Bills were often sold at rates below the specie-
import point even when funds were not urgently required
in London.

The system was justified on the ground that it was a great
help to the foreign trade of India. On the other hand, it is
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pointed out that trade could have taken care of itself and this
has been 8o whenever for some reason their sales have been
temporarily stopped. Thus there was no reason why the Gov-
ernment: should have gone out of their way to assist trade
in this manner. They ought to have made gold freely avail-
able for export whenever required.

The Chamberlain Commission pointed out that the sale
of Council Drafts mitigated the seasonal monetary stringency
in India. The demand for money arose in the (ivst instance
from the necessity of financing the crops up-country -accord-
ing to the Commigsion ; but the Council Drafts were taken only
when the produee was ready for export. Thus there was an
imporiant period during which the needs of the market were
not me$ by this system. The Commission remarked, “ 1t is
obvious that the sales of Counecil Drafts are affected by cir-
camstances quite independent of the Indian money market ;
a bigh bank rate in London, for instance, or the holding back
of produce in India for higher prices may resalt in the demand
for Council Drafts being slack in the busy scason, while revenue
collections are as heavy as ever. Tn this case the money so
collected accumulates in the Reserve treasuries and remains
locked np there.,” Thus Indian money was lent in the London
money market, and it was locked up in the Government trea-
suries in India in times of scaveity.

SYsTEM 0F GOVERNMENT PURCHASE OF STERLING.

In 1923-24, the sales of Intermediate Councils at higher
Tates were stopped and were replaced by the purchase of ster-
ling in India from banks and private financial houses who were
willing to sell their sterling resources in London for the offer
of rupcees to them in India. This was done by the Government
through the agency of the Imperial Bank. In 1924-25 the sys-
tem was further cxtended and the sterling purchase systern
wa# the principal mode of remittance. Since 1925-26 the
Council Drafts system has been replaced by the sterling
purchase system in india.

In response to the recommendations of the Hilton-Young
Commission the system of purchase in India by public tender
was introduced since April 1927. On Wednesday tenders
are received in Caleutta, Bombay, Madras and Karachi and
particulars of the amounts allotted at each rate are published
in each of these places on the following day. Intermediates
also are offered at the offices of the Imperial Bank at these
Pplaces at a rate 1/32d. above the highest rate accepted on the
previous day on which tenders have been received, The
Government can take advantage of the rising exchange and the
appreciation of the rupec is prevented above the point fixed
by the Government. Immediate course of exchange can be
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aceurately judged and purchages can be regunlated with refer-
ence to market conditions in India. Violent fluctustions can
be avoided with advantage to trade. The exchange banks
need not discount their bills in Tiondon as they can get funds in
Tndia by selling sterling bills to the Government asnd the
system, therefore, is very suitable from their point of view.

IDISADVANTAGES OF THE SYSTEM.

{1) The Government can increase theilr magnitude to
such an extent that free flow of gold inte India may be
prevented unless they sell such bills for their requirements
only.

(2) Foreign centres dealing with India are placed at a
disadvantage. When Council Bills werc sold in London, the
international financial centre, foreign countries could easily
compete in purchasing drafts on Indiz. That cannot be done
under the sterling purchase system in India and the Govern-
ment is prevented from obtaining the best possible price for the
rupee.  These evils will be avoided when the Reserve Bank
is established in India and entrusted with the remittance busi-
mess of the Government to the Secretary of State and with
maintaining the stability of exchange.



CIIAPTER XIX.
Case for Devaluation.

Tnr controversy regarding the ratio was started even
before the present economic depression and the disastrous
fall of gold pricex, breakdown of the gold standard and the
universal depreciation of the old currencies. Sir Purushot-
tamdas Thakurdas in his Miaute of Dissent to the Report
of the Royal Commission on Indian Currency and Finance of
1926 had made out an unanswerable case for the 16d. ratio.
The ratio controversy became a much-debated issue after
1927. Indian businessmen on the one side and the official
apologists on the other have been waging an endless contro-
versy on the unsuitability of the 1s. 6d. (gold) ratio. The
official case as presented by Sir George Schuster has been
that an increase of exports and other economic indices denote
a heaithy economic progress of the country. The conclusion
was drawn that if deflation of currency and cxchange stabiliza-
tion af 1s. 6d. (gold) ratio were really detrimental to the ccono-
mie interests of the country, they would hawve been rellected
in a reduction in exports. Indian businessmen and the
nationalist economists did not agree with the view that the
figures of export trade alone should provide the justification
of the higher ratio. It has been pointed out that “ the exports
of the country must continue from the country as long as
there are crops growing and the surplus erops can find outlet
only through exports for industrialized agriculture docs not
exiat in this country.” Maost of the cconomic ills of the
country have becn attributed to the 13d. ratio by the pessimists ;
while the optimists have held that the travails of the indus-
trialists were after all necessary to a period of adjustment.
Indian businessmen ¢onsider the deflationary policy and
exchange stabilization as regpongible for the gloumy economic
sitnation. They point to the heavy costs needed to maintain
the new ratio and hold that the ease for the new ratio is not
commensurate with the costa involved. The drastic fall in
prices and the consequent dislocation of the cconomic machi-
nery of the country naturally rivetted the attention of the
public to the disastrous consequences of the exchange stabili-
zation policy of the Government. A country-wide agitation
© was started to lower the exchange ratio when the Reserve
Bank Bill was being framed ; but all such efforts came to
nothing.

MEANING OF DEVALUATION.

Deflation, reflation, devaluation and inflation are some
of the current terms of currency which need not be considered
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in this Chapter in detail. DMonelary experts have suggested
deflation and devaluation for eurrency stabilization. Deflation
may be called z9 a foreible reduction in the price-level by
contracting the volume of currency so as to raise the value
of currency unit in gold or In terms of goods ; ‘devaluation is
a return to the gold standard saecrificing the pre-War par
of exchange and establishing a different and a lower one—
likewise the internal valunation of the currency might he
allowed to depreciate.” Several arguments have  been
advanced for securing improvement in trade, rise in prices
of primary products, revival of industrial activity and pro-
motion of cconomic progress. It is held that devaluation
can secure these advantages in the case of Tndia.

Tar ExaMpPLE oF OTHER COUNTRIES.

Most of the other conntrics have devaluated their currencies
during the course of the economic depression. The following
table! shows the percentage of depreciation among the coun-
trics belonging to the HBterling bloe :(—

- Percentage of
Name of the Country "

Depreciation
New Zealand .. .. a0
Australia .. .. . B0
Great Britain . . 35
Canady .- .- e 30
India ‘e . . 21

The classical illustration in this direction 1s the example
of the French Frane of 1928, The depreciation of curren-
cies in Japan and the United States of Awmverica should also
be taken into consideration. The imports from the former
country are literally flooding the Indian market. The Indian
Tariff Board of 1932 in their Report regarding the grant of
protection to the Cotton Textile Industry point out that
“with currencies divoreed from the gold standard in the
principal countries concerned, there is a serions risk of un-
expected developments occurring which may seriously react
on the level of prices.”® The Board are of opinion that if in
this respect “develepments occur which to any substantial
extent falsify the tentative conclusions we have formed,
there should be no hesitation to put in operation the provision
for offsetting dutics.””

1 Ree Rau's article *Should We Unsettle the Settled Ratio?’ in
March 1934 Number of the dysore Eeonomic Journal.

IReport of the Tariff Board, 1932, regarding the Grant of Protec-
tion to the Cotton Textile Industry, page 189, para. 199,

3Ikid., page 191, para, 201.
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Tiet. us gee how India has fared in comparison with other
eountries, speciully the agrienltural countries, which have
nol only abandoned the gold standard, but have also devalu-
ated their currencies.

Lercentage Decline in Import and Feport Dollar
Values since 19291

{'ountry Imports BExports
1930 1931 1932 1936 1931 1932

4 9 % Yo %% %
Argentine .. 25 ¥ 74 13 b3 64
Australia .35 72 74 29 47 55
(‘anada o2 53 69 26 49 G0
U.RA, L2 h2 69 27 54 69
Now Zealand .. 12 53 66 21 46 58
India .. o025 49 61 29 H3 70
Norway - 1 25 57 9 43 19
Denmark .. 3 23 ] 6 27 53

India's imports have deelined the least and her exports
have declined the most. It is not suggested that the depreeia-
tion of the foreign exchanges is the only cause of this state of
affairs, but it cannot be gainsaid that it is a very important cause
of this situatioen.

The percentage share of the world’s trade of some of these
countries may be compared with that of India.®

1929 1932
Imports Exports Imports Exports
Anstralia . 1.98 1.79 1.35 2.10
Canada .. 3.6b 3.71 2.R7 3.83
Argentine . 2,30 2,74 1.56 2.59
India .. . 2.54 3.54 2.53 2.79

The percentage share of the import trade of all countries
excepting India has decreased. The share of the export trade
of Canada and Australia has expanded, but that of India has
declined very much.

The following two tables show that there was a tendency
for a rise in prices from the date of depreciation of currency
and official suspension of gold standard in various countries

of the world® :—

4 League of Nations, World Economic Survey, 1932-33, page 214,
8 1bid., page 218,
8 Ihid., pages 222 and 523,
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INDEX-NUMBERS 0F WTTOLESATE PRICHM.
(Dase : 1913, 100.)

1930 1931  tus2 1933
Country E‘ gﬂ :‘f g ™ -

s P ¢ § £ f t » 3 =

s o4 &2 2 oz o2 & 2 2 3
Argentine 122 118 118 113 143 112 112 112 113
Australia 147 131 128 123 122 122 125 129 .. ..
Canada 135 113 104 100 99 101 102 105 106 110
TU.8.A, L 124 105 92 87 RGO OB 86 90 93 L.
Japan L. 137 116 111 140 136G 134 133 134 136 138
New Zealand L. 1453 133 126 125 130 129 129 130 130 ..
Denmark o130 114 113 117 124 123 122 123 123 125
United Kingdom 119 104 9% 100 99 98 97 99 102 102
India o116 96 86 88 &G 82 8’4 87 89 91

THIE ABANDONMENT OF THT (GOLD STANDARD.

Date of depreciation

in relation 10 gold . ; - .
ko Official susrension of Official imposition of

Country pold standard exchange control

Year Month

(Cowntries whose Currencies have depreciated in relalion {o (Gold))

1929 Nov. Argentine .. Dee. 16 1929 Oect. 10 1931
1930 March Australia .. Dec. 17 1929 ...
1931 Sept. Canada Lo 0et. 19 1931 ...,
1933 April U.8.A. .. March 6 1933 March 6 1933
1931 Dec.  Japan .. Dee, 13 1931 July 1 1932
1930 April New Zealand ..dJan, 1 1932  ......
1931 Sept. Denmark .. Sept. 29 1931 Nov. 18 1931
1931 Sept.  United Kingdom. . Sept. 21 1931 ......
1931 Sept.  Tndia .. 8ept. 21 1931 ...,

Comment iz needless ag the tables are self-explanatory.
As the Indian currency remained over-valued in terms of
- sterling, the indirect cffect on wholesale prices as shown
by the indices has been towards afall. This is not the case
with other countries where a tendeney to rise is shown approxi-
mately, roughly though, from the date of depreciation of the
currency and suspension of the gold standard.

1t may he argued that because our export trade has not
cxpanded with a 33 per cent. depreciation against gold, there
is no guarantee that further depreciation of our curreney in
terms of Sterling will stimulate it. The reagon is eagily under-
standable and this point has been very clearly explained by
Mr. Nalini Ranjan Sarker in the following words :—

" Ag will be admitted by even those who are against devalu-
ation at the present moment, TRupee was over-valued in
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September 1931 when, however, the linking of the Rupee with
the depreciated Sterling gave ns ne doubt some comparative
advantage as against non-British countries, though in relation
to Sterling, Rupcee has continued to be over-valued. But
along with Tndia moest of her great international customers
have also gone off gold and depreclated their curreneies and
exchange to nearly the same extent.  Thus while the relative
advantage of depreciation has been lost, the original handicap
of over-valuadion still persists. The depreciation of 33 per
cent. now remains only against gold countries 3 that advantage
is no longer available against non-gold countries, and this
latter group consists of countries to which about 75 per cent.
of our goods are exported.””

The following table shows the value of India’s foreign
trade in 1932-33 with various countries grouped under the
three broad divisions, Gold countries, Sterlingaria, and other
non-gold countries :—

Dizecrion or Ixpid’s Bxpowrr Trapkr IN 1032-33.

Value Hs.

Gold Countries .. .. ce 27,13,9:2,588
sSterlingaria . . lu,..T,;’h,.SOG
Other Non-Gold Countrics .. Co 38,0257 .043

Torarn .. 152,43,55,937

Thus the, Sterling bloe is the largest gronp of our export
customers and devaluation is the most potent means ol getting
advantages in these markets.

Drevaruariox Aaxp Risg I8 DPricwu.

It may be said that prices of agricultural produects may
not rige as a result of devaluation. This view scems to be
incorrect and other things being equal devalnation must bring
about a rise in prices. The following figures will prove that
& rise in prices was brought about as a result of devaluation.

INDEX oF DPRICES.

Jute
1931 Raw Manufac- Tew  Rico
tured
June . .. 45 67 64 74
July . P ¥ 6D 72 76
August - .. 46 68 65 76
September .. .. bl 69 63 73
October .. .. 62 &0 68 ™
November .. .. B0 83 75 76
December .. .. b8 ]7 63 7R

7 N. R, Barker’s statement on the Hatio Quegtion in the Mysore
Eeonomic Journal, December 1933,
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Prices rose immediately when the Rupee was devaloated
in terms of gold in Septemiber 1931, “Bat the advantage has
not bheen guite so well-maintained just beeause cven thongh
the Rupee was devaluated in celation to gold, it remained
over-valued in relation to SMerling at 184, The steps taken
by the Government in order 0 maintain this high exchawge
parity hawve further depressed prices, L along  with the
abandonment of the gold standard India bad also devaluated
the Rupee in termns of Sterling as some of the Dominions and
even coundries like Noeway and Sweden which have linked
their carreneies with Sterling have done, greater rise in priees
would have been achieved.  This is just what we should now
advoeate in order to receive the benelits that the abandonmment
of gold standard was expected to confer npon us.  The right
way of putiing if would be that the expected improvement
either in prices or in our export trade in view of the 334 per
cent. depreciation of the Rupee in terms of gold did not either
materialise or continue on account of the fact that the Rupee
was over-valued, and that no steps were taken to devaluate
it in terins of Sterling,  Devaluation in terms of Sterling also
is essentinl to ackieve an adeguate vise in prices. Our devalua-
tion has been half-hearted ; it stopped balf way. Let us push
it further, reduce the value of the Rupee in terms of Sterling and
we shall immediately witness a welcome vise in prices.”’

The fact that prices will rise as a result of devaluation
is proved by the experience of other agricultural countries
within the Sterling group where the currencies were devaluated
in relation to Sterling sinee England  abandoened the gold
staundard in September 10371,

ITovn: CHARGES,

It is pointed out that at the 13d4. ratio it will be easier
1o meel the Home Charges and other foreign obligations than
at the lower ratio, At first sight it so appeasrs that this argu-
ment is really correct ; because more rupees will be required
to meet the same mnount of foreign obligations at 1s. Ld. than
at 1s. 6d. In reality it is not so; though theorctically it may
he correct. [t is not enough merely to couvert our foreign
obligations or ITome Charges at various rates of cexchange
and say that at a certain ratio it would be cheaper to repay
them than at another ratio. One must go behind the mere
arithmetical caleulation and their annual or total value in
terms of rupecs. Ultimately we have to meet them out of
our balance of trade, that is, cut of our surplus of exports over
imports. In the absence of a favourable trade balance, they
must be met by exporting gold as is being done for the past
two years. It would be of no use io reduce their burden
artificially by maintaining the rupee at a higher value if the
trade surplug, out of which ultimately even the smaller amount
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of rupees must be found, is being reduced to a very great
extent thereby. The 18d. ratio encourages imports, dis-
courages exports, which necessarily means a shrinkage in the
favourable balance of trade. On the other hand, if the Ruopee
is devaluated exports are encouraged which necessarily means
a larger favourable balance of trade, out of which our foreign
obligations can be met.

“In the olden days when the Rupee was worth 16d. Tndia
had bumping favourable balances of trade, and the Govern-
ment found it so easy to repay their Tlome Charges. The
Home Charges never worried them.  And now when the rupee
is 18d. our trade balance has declined 30 dangerously that it is
insufficient to meet them, and we have, therefore, had to export
inereased guantities of gold to make up the defieit. During
the 1ast two years we have exported gold valued at the fabulous
amount of 127,61 crores. Quite & large part of it was distress
gold which had to be parted with because the export of com-
modities could not be maintained.”

It must be admitted that the depression is to a very great
extent responsible for the fall in India’s balance of trade;
but at the same time it would be futile to deny that the devalu-
ation of the Rupee would have stimulated exports, reduced
imports, helped India to obtain a much larger trade balance and
facilitated the payment of our foreign obhgdtlon“,

Even before September 1931 the Government of India had
to resort to the device of transfers through the Currency Reserves
or that of borrowing funds in the London Money Market to
enable the Secretary of State to meet the THome Charges. The
results have by no means been satisfactory. Our monutary
gold resources have been depleted, curreney has been contracted
0 a very great extent and our foreign obligations have been
inereased. During the five years before 1931-32, the Govern-
ment of India could hardly remit Rs. 20 crores per annum
on an average through the normal process as shown by the
following table :—

Remittances to the Secretary of State during the Years
1926-27 to 1931-32.

{In thousends of Rupees.)

Net purchase
Year of sterling

Transfers {hiough

Sterling Loans Currency Rescrves

1926-27 .. 89,02 e 93,43,00
1927-28 .. 37,77 "0 e 5,06,00
1928-29 ., 11,0 1 8,00, 00 .
1929-30 .. 20,39,12 8,00,0 15,77,00
1930-31 .. 48,82 5,32, 00 11,63,00
TOTAL .. 99,58,30 21,32,00 55,89,00

193132 ..  34,03,91 . 37,73,00
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In 1931-32 also, when the Government could remit as much
a8 Ry, 34 crores, they could not purehase Sterling in the market
until October of the same year and had to sell Rs. 19 crores in
order to maintain the exchange. As has been admitied even
by the Controller of Currency in his Report for 1931-32, had
it not been for the huge export of gold from India, the position
wounld have been stil worse,

It has to be admitted that devaluation would have affected
the Government’s finaneial position ; but the economnie interests
ol the country moast always be given precedence over the
financial conveniences of the Government. The finanecial
troubles of the Government would largely depend for their
solution on the improvement of cconomic conditions within
the eonntry, ou a rise in the prices and on the purchasing power
of the people.

During the Jast several years emergency faxation has been
piled up Lo a very great extent and still the Government finds
it very difficult fo balance the budget. Increage in income-tax,
surcharges and the levying of exeise duties on sugar and
matches hwve been resorted o to halancee the budget. The
budget estimates for 1031-35 show an anticipated surplus of
Rs, 1,29 lakhs only when nearly all emergency taxation pro-
posals have been maintained and there have been new excise
dutics imposed on matehes and sugar.  The railway budget
for 1934-35 discloses a net deficit of Rs. 7} crores for 1933-34
and » fall in the ineome for 1933-34 to 833 crores as against
the hndgeted amount of 89] crores. For 1934-35 the deticit
is estimated at s, 51 crores.

L6 does not mean that the high ratio is wholly responsible
for this state of affairs; but it will be correet to say that it
hag aceentuated the evil effects of trade depression and condi-
tions might have been better if devaluation were praetised.

BUurpuN oF INDEBTRDNESS,

The burden of agricultural indebtedness has increased
beeause of w fall in prices for which the 18d. ratio is to a
lurge extent responsible. The fall in exports has depressed
the prices of agricultural produee ingide the country also;
but the burden of rent, land revenue and interest charges
has not correspondingly diminished.

DEVALUATION AND CONSUMER,

In the arguments usually advanced in favour of the 184,
ratio prominence is given to its benefits to the consumer. A
litfle reflection will show the fallacy of the argument that the
consumer is benefited by the 13d. ratio, In reality society
cannol be split up into separate consuming and producing
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groups. Nearly all consumers are directly or indirectly pro-
ducers and if, therefore, they have to pay something move
for imported goods which they purchase, they will be more
than compensated by getting higher prices for what they pro-
duce. Consumers are also wage-earners and as such they
will be benefited in the form of better wages and full-time
employment under the regime of high prices. Wage-earners
lose in a period of rising prices. As consumers they get
increased purchasing power in a period of trade prosperity.
“When you consider further that on the whole we produce
more than we consume, and that the proportion of the neces-
sities of life that have to be imported to that whieh can be
found within the country is rather small, it would be clear
that on the balance the country as a whole stands to gain from
devaluation and the consequent vise in prices.” 1In this
connection, Sir Purushottamdas Thakurdas in his Minute of
LDissent to the oyal Commission on Tndian Curreney and
Finance, 1926, wrote that “regarding imported articles, the
benefit from a higher exchange is immediate ; but the propor-
tion of such benetit acerning to the masses is very small,
estimates ranging between 7 per cent., and 40 per cent. of the
imports.” (Para. 86 of the Report.)

In some quarters it is pointed ouf that the country should
not resort to currency manipulation, but wait for belier under-
standing between nations. This argument supposes that
lowering the ratio to 16d. would be currency manipulation.
In this respect any echange can he called manipulation. In
this connection Mr. N. R, Sarker in reply to Acharya Roy’s
statement pointed out that it is a matter of eommon know-
ledge that the maintenance of the 18d. Rupee is itself one of
the greatest acts of currency manipulation in recent times.
It is universally admitted how money, volume of currency,
transfer of funds from one reserve to another, in fact every-
thing....has been manipulated by the Government in their
effort to maintain an over-valuated Rupee Ratio.”

It is true that better understanding belween nations to restore
the price equilibria and currency systems is highly desirable ;
but to wait for it indefinitely would be a philosophy of despair.
1t should be called economic fatalism. I[very country must
do whatever it can to improve economic conditions and this
is what other countries have done. Japan, England, America,
ete,, did not wait for the rest of the world to intervene in their
behalf and cure their economie ills. They took steps which
they thought best guitable for their countries. India should
also do the same thing. Thereis no guarantee that if we wait
we are sure of achieving better understanding between nations.
As a matter of fact the nations of the World did meet and held
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the World Hconomic Conference in June 1933, but they dis-
persed without any substantial achicvement to their credit,
According to I'rof. Gustay Cassel “other countries by no means
peed to remain entirely passive,” and ““there is nothing to
prevent them individually proceeding on the right road and
introducing a rise in their price level.”

Tt is unfortnnate that even the ratio question has been
cousidered from the provineial point of view and it has been
asserted that “the move for the devaluation of the Rupee is
being taken o give indirecet protection to the Bombay Mill-
owners.”’ Tf the 16d. ratio would mean protection, it must
be equally for all millowners, be they in Bombay, Ahmedabad,
Nagpur, Sholapur, Cawnpore, Madras or Bengal. It would
give proteetion not only to millowners but to all producers
who have to face foreign competition. Dusivessinen through-
out India have been demanding that the ratio showld be lowered
and it is not the Bombay millowners alone who have put
forward that demand. The Federation of Indian Chambers,
consisting of varied Indian industrial and commereial interests,
have passed unanimous resolutions demanding the 16d. ratio.

It was pointed out by Acharya Roy that “from the stand-
point of Bengal industrial development, specially in the line
of textile, this devaluation meve appears to he more sinister.
Bengal is forging ahead in the matter ol industrial development,
but if this move suceeeds, it will inerease the prices of machinery
considerably and without importing whieh Bengal cannot do
at present, and all hopes for industrial development will be
doomed for ever.”

Of ecourge, the price of imported machinery would rise
ab the 16d. ratio ; Hut that would be applicable to Bombay
and Bengal equally. The disadvantage would be common
to all importers of machinery in all provinees in India. XNo
doubt that provinee which imports machinery of a larger value
will have a greater disadvantage because it will have to pay
a larger total sum, During the five years 1927-28 to 1931-32
the total value of textile machinery imported into Bengal and
Bombay was s, 92,93,167 and Rs. 7,65,41,644 respectively.
Bombay should, therefore, lose more than Bengal in this case,

If the starting of new mills is in the mind of those who
advance this argument, it may be pointed out that nothing
would prevent Bombay millowners from crecting their new
mills in Bengal.

Let us grant that a higher ratio will help Bengal by cheap-
ening imported machinery. Supposc Bengal starts a mill
with a machinery worth Rs. 10 lakhs at the 18d. ratio. The
machinery may be expected to last for 10 years and to produce
goods worth at least Rs. 10 lakhs annually. If the rafio were
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16d. the millowner would have to pay 123 per cent. on Rs. 10
lakhy, or 1.25 lakby more than at 18 3ut for ten years
he would be enjoying a 12} per eent. protection on annual
production of Rg. 10 lukls worth of goods, or Re. 1.25 lakhs
every year. In other words, the disadvantage of the purchase
of machinery under an 13d, Kapee would be wiped ount in the
very first ycar, and the protection of 12} per cent. would
continue to beuefit the industry for every succeeding year.

At 184, along with the eheapening of the price of imported
machinery, the price of imported cotton goods will afso be
lowered which will ipfensify foreign competition. People
would not care toinvest money in foture when at present they
find international competition to be very severe.  The clhieap-
ness of machinery reduces the cost  undoubtedly, but the
advantage given by it in resisting foreign commetition would
be far outweighed by the protection given by a lower ratio to
the goods prodaced by the machinery. It is thus clear that
the Bengal-Bombay controversy in this case is futile,

DEVALUATION AND SMALL INDUSIRILS,

The shghtly higher price that may have to he paid for
machinery with a lower exchange would give protection to
manufucturers of machinery and spare parts in India. 1%
would thus give employment to people who will be able to
invest their money in small industries.

1t is devaluation in terms of sterling which is necded and
devaluation in terms of gold will give us no advaptage in ouar
trade with Sterling bloe countries. These facts should be
clearly borne in mind in a consideration of the ratio guestion.



APPENDIX.
The Imperial Bank of India Amendment Act of 1934.

It has been recognized, since the plan of setting up s
Reserve Bank for India was first considered that, with the
transfer to a IResgerve Bank of the purely central banking
funetions which are at present performed by the Tmperial
Bank of lndia, the latter shonld be freed from some of the
restrictions which were so far imposed upon it. Therefore
when the Reserve Bank of India Bill of 1927 was introduced
on January 14, 1927, there was also sirnultancously introduced
an Imperial Bank of India Act (1920) Amendment Bill which
way designed to remove gome of those restrictions and to modify
the control of Government over the operations of the Bank.

The Tmperial Bank of India Bill of 1927 was referred
to a joint committee identical with that which examined
the Reserve Bank Bill in that year, and that committee
recommended certain amendments to remove defeets in the
administrative machinery of the Bank. These have heen
incorporated in the present Act whieh recelved the assent
of the Governor-General on the 6th March, 1931 and which
will come into force on such date as may be appointed by the
Governor-General in Couneil.

The more important provisions and amendments of the
Act are as follows :—

{¢) Section 10 of the Imperial Bank of India Act of
1920 has been replaced by another authorizing the Bank to
enter into an agreement with the Reserve Bank of India to
eonduct Government business as agent of the Reserve Bank.

() Bection 9 of the old Act has been repealed to remove
the limitation on the business which the Bank may transact
at its London office and to give apecific powers to the Bank to
open branches outside India, in London and elsewhere.

{¢) Certain amendments have been made fo give the
Bank extended powers in regard to its internal business and
to remove restrictions on the foreign exchange business which
the Bank may transact. ¥Yor instance, the Bank can advance
and lend money and open cash credits upon the security of
the shares of the Reserve Bank; upon debentures or other
securities for money issued under the authority of any Act of
a legislature established in British India by, or on behalf of
a muniecipal beard or committee or with the sanction of the
Governor-General in Council, upon debentures or other
securities for money issued under the authority of a Prince
or chief of any State in India and debentures of companics

10
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with limited liability whether registered in India or elsewhere
subject to the directions of the Central Board. It can also
lend money and open cash credits upon the sccurity of goods
which are hypothecated to it as security for such advances,
loans or credits, if so anthorized by the special directions of
the Central Board. According to the Act of 1920 the Bank
could not grant loans for more than siz months ; but the new
Act allows it to make advances for nine months for financing
seasonal agrieultural operations. It also allows the Bank
to acquire and hold movable and immovable property as
. gecurity for any loan or advance.

(d) The Bank is now allowed to deal in the foreign
exchange business. To bring this into cffeet the necessary
amendments have heen made in Part 1 of Schedule §.

The restriction that it could borrow money in India only
for its business Lhas been removed which means that the Bank
can borrow money outside India also for its own business.
It can generally do all such matfers and things as may be
incidental to the transacting of the variouns kinds of business
ineluding the foreign exchange business.

() Certain amendments have also been made in Part I
of Schedule I. TIn this part the kinds of business which the
Bank is not allowed to transact are mentioned. According
to the Act of 1920, the Bank cannot malke loans for more
than six months. It cannot also discount, buy, lend or
advance moncy on the security of any negotiable security
having at the date of the proposed transaction a longer
period to run than six months. According to the new Act
the Bank shall be allowed to lend for nine months in certain
cases and it shall be able to discount or lend money on the
security of any negotiable sccurity which is to run for nine
months from the date of the transaetion ; but this will be only
in case of bills drawn for financing seasonal agricultural
operations.

(f) Provision relating to the Constitution of the Bank.
The Central Board shall consist of the following directors,
nagmely :—-

(1) the presidents and vice-presidents of the Local Boards

established under this new Aet;

{2) one person to be elected from amongst themselves by
the members of each Local Board established by
this Act;

3) a Ma.nagmg Director to be appointed by the Central
Board for five years whose appointment may be
continued by the Central Board for such further
periods not exceeding five years in each case as the
Board may think fit;
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{4) such number of persons not exceeding two and not
being officers  of the Government as may be
appointed by the Governcr-General in Council,
They shall hold office for one year but may be
re-nominated ;

(7Y o Deputy Managing Dircetor who shall be appointed
by the Central Board ;

(6) the secrctaries of the liocal Boards; and

(7) “if any Local Board is hercatter established unider this
Aet, such number of persons to represent it as the
Central Board may preseribe.

The Deputy Managing Director and the seeretaries of the
Local Boards shall be af liberty to attend all meetings of the
Central Bourd and to fake part in its deliberations, but shatl
not be entitled to vote on any gquestion arising at any mect-
ing. The Deputy Managing Director shall have the right to
vote in the absence of 1he Managing Director. The Governor-
General in Council shall nominate an officer of Government
to attend the meecbings of the Central Board, and such officer
shall be entitled to attemd all meetings of the Central Board
and to take part in its deliberations buf shall not be entitled
to vote on any question arising at any meeting. According to
Seetion 28 of the Act of 1920 the Controller of the Currency
ig an er-officio member of the Central Board of the Bank and
four other members are nominated to the Board by the
Governor-General in Council. According to the new Act
the Coniroller of the Curreney will not be an ex-officio member
of the Board and the Governor-General in Council will have
the power to appoint not more than two members to the
Central Board., The control of the Government over the
operations of the Bank is thus lessened.

{g) Under Regulation 54 of the Act of 1820 the Governor-
General in Council iy entitled to require of the Central Board
of the Bank any information touching the affairs of the Bank
and the production of any documents of the Bank, and he
may algo require the publication of such statements of its
assety and liabilities in such form and at such intervals as he
thinks fit. This power of the Governor-General is removed
under the new Act, because the relevant provision is that
“the statement of the balance shall contain the particulars
and shall be in the form required by Section 132 of the Indian
Companies Act, 1913, and the provisions of Section 136 of the
same Acb shall apply to the Bank in like manner as they
apply to a banking compuny.’” It may, however, be men-
tioned that the provision by which the Governor-General in
Council may appoint auditors under Regulation 59 to examine
and report on the accounts of the Bank has been retained.

10a
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This means that the Governor-General in Council will be in
a position to examine the affairs of the Bank in case of
necessity.

It is to be noted that this last provision may be necegsary
to make effective Section 45 of the Reserve Bank Act to the
effeet that the agreement between the Reserve Bank and
the Imperial Bank shall be conditional on the maintenance
of a sound finaneial position by the Imperial Bank.
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