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PREFACE TO THE FIRST EDITION 

This little book needs no apology. While the subject is of the 
greatest importance, the available literature on it is disp.;:rsed in various 
journals and periodicals. Even a systematic presentation of the subject 
in one place would be of great help to the common reader. 

But the object of this essay is not limited to a merely systematic 
pre5~1tafoa of the subj!ct. I have tried to examine, as far as I could, 
the present Indian attitude towards the problem. It is for the reader 
and the critic to judge how far I am .correct, and any suggestions as 
regards correction are welcome. ,. 

• The subject of sterling balances cannot be discu'~Sed without refe. 
renee to the kindred subject of inflation. I have condensed my views 
on the subject, in Chapter Two. But for a fuller exposition of the 
subject 1 would request the reader to refer to the last Chapter of my 
book, A History of Indian Currency. 

The subject is too technical and in spite of my efforts to simplify 
it, some pa55ages might appear obscure to the general reader. I shall be 
grateful i( such passages are pointed out· and such suggestions made, 
which will enable me to bring the subject within the reach of the inte
lligent layman. 

In the preparation of this e5Say l have . received help from many 
~r3om. I owe spe:ial thanks to Mr. P. M. Shah, M A., of the Indian 
Merchants' Chamber for providing certain information, Principal L. N• 
Welingkar has taken interest in this writing and I am grateful to him 
for his criticism. My thanks are due to Prof. M. R. Palande who has 
been kind enough to read the manusccript and to make a number of 
valuable suggestions. My thanks are also due 'to three of my friends 
Mr. P. K. Garde, Mr. N. M. Ketkar, and Mr. G. P. Palekar who have 
helped me in various ways. 

R. A. Podar College } 
of 

Commerce and Economics. 
M. V. BHATAWDEKAR. 

October, 8, 1944. 



. , , , .. J>Rf:fACE TO THE SECOND EDITION 
' · . . • J Jt l ;_;;• ,_.,- ' 

. , 't11i~ : ,e~~y,·,_~as published ten months back by the Padma Pub-
·.l~cation~! .,BmJt~p· For the quick sale of the book the selling orga
_pisa5iO.~ 9~ ~htp,~blishfrs and the growing interest which people are 
taking i!l rnttt~€,!rs , economic are responsible. My thanks are due as 
(;nuch tg.the p"ubli~ as to the publishers . 
• : • ( 0 \ ; 1, { li -~; · ; .. ' - . 

. . , : c~uU']l,JR:i~e- of the quick sale of the book it is very difficult for me 
to say that ,the book has been well received. None of the leading 
fina~d!ll~~~~d~~s to wh@m the copies were sent reviewed the book, 
and thos~ th~t reviewed it, . I am sorry to write, failed to see the pur-r:"' ~ : > - ~ ; ! J: _ . , ,_) ~·-· 

. pose pf ~~e .~ook There was only one exception to the general 
·re~'~~·~~- Ji~~ ~ppeared in the press. The Marathi newspaper 'Lokmanya' 
cr\Ot' ~niy': .~e'cwnised the fact that the book hlld to throw new light on 

' _. t ( v' ; L} · ·, (, , )' _ , 

. the prol;llem. 'Qut the reviewer suggested that I must supplement my 
· : , ' ~. ' , :._.· r l 1 , 1 _ • •' 

argument .bY. p9inting out how the present attitude is inimical to the 
. ' ' . . " -! ' . '"· ., ' . 
interesrs of the common man. • 
. · : - ~ $iinil~~-~~g~~stions were ma::le by some readers and it was defini--

.. . •I . I --.t : :l ; ~: J . I • 

telyi!.?i9t~~:~.ut ,bY n~yfriends that without a supplementary chapter 
descyQJ~ng ;~~h~ .evils o( the present attitude, the book gave 11.n impres

·, sion .pfi · ~..,n; i;~;~.empt to employ the scientific reasoning in support of 
Government action. 
, ' , , l I , j.. j ;,:; ~ ;- 1 ! t . / 

I am not concerned at all with the charge of taking a pro--govern-
ment . at,tit~de , as long as it is not compined with another charge of 
p;r~e~i~g- ~he, ~rutli No reader, as far as I am aware, has made that 

'ch~r'ij. · ~J:~~~)herefor~, guilty of not having given full realisation 
of the truth about the sterling balance'' as I wanted to give. I must, 
,thereforen~ke this opportunity to bring hoFne to.every common man 
,how· ht; , i~, ;VJtiJ.llY concerned with the problem of 'sterling balances'. 

II 
· .. It .is:.- ,generally belkved that economic phenomena are too 
• .~ J .; · • • I( ,; _, .. ' 

co!llple;X feiJ. the eomprehension of the common man. Many times 
the, writing~ on such subjects are so obscure that a clear view of the 
probiem~ iS;~·endered impossible, and the belief that economic matters 
ar~ th~ f;o;~cern of the experts only gains strength. The problem of 
. '~terli~g b~lance<>' is believed to be not only economic but also tech
~ic~L , . tf~tu~lly, the common reader does not think that he is in any 
wa; ~~~~~r~~:d with the solution of the problem and so the attitude 

( , ./ . " .. . .L i.;.J ' . ~ 

he accep~Hpwards it is one of blank indifference. 
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For this state of afi'airs the writings on this subject are mainly 
sponsible: The obscurity that prevails in the discussion of this subject 

.-!manates from wrong representation of the subject. The discussion of 
India's sterling balances was preceded by the discussion of inflation. 
The increase in the amount of money that was taking place due to 
the favourable balance of trade was wrongly described as 'inflation'. 
It was confused with inflationary methods that are adopted to finance 
the war when the government cannot raise sufficient funds and the 
usual attacks on inflation followed. Going a step further it was 
pointed out 1that the issue of n~tes was backed by sterling securities 
which are nothing but paper. These sterling securities, so was the 
argument, are under the control of the Reserve Bank and since the 
Reserve Bank of lndi~ .was a State controlled institution, the 'sterling 
balances' was a problem between the Government of India and the 
British Government. Once this line of reasoning was adopted it was 
only a next step to suggest that since sterling balances represent a 
sum ·which the master country owe:; to the slave country, there was 
every chance of repudiation; And if not repudiation, there was every 
fear that the pound would· depreciate. Much of the writing on this 
problem thus centred round two points only: viz (i) raising fears of 
repudiation and if not of repudiation, (ii) of a loss of value on account 
of the depreciation of the pound. · 
. Because of the pseudo-nationalistic character alone the argument 

"'as bound to be popular. But since it was likely to be beneficial to 
certain classes of the community it was accepted and widely 
propagated. 

However, since the problem of sterling balances will be soon 
. pressing, this faulty reasoning should be thoroughly examined and 
abandoned once and for all. 

To have a clear understanding of the problem, the point should 
be firmly grasped that sterling balances are not a problem between 
the British Government and the Indian Government. It is essentially 
a problem between the Indian people and the Government of India. 
\Vhen His Majesty's Government were in need of goods and services 
·the G:>Vernmentoflndia undertook the responsibility to make purchases 
on behalf of the British Government. In order to secure goods from 
the Indian producers, the Government of India were required to pay 
hard cash in rupees. It was not necessary for the Government to tax 
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the Indian people to raise the rupee sums. After all the goods which 
would be sent to England were paid for by the British Government• 
But the payment was to be made in sterling. The problem before the 
Government was, therefore, to secure rupees for the sterling which they 
were receiving. Since the problem was that of conversion of sterling 
into rupees. the Government had to resort to the usual procedure• 
All the sterling sums were offered to the Reserve Bank and it was 
required to pay in rupees. It. was a statutory obligation on the Reserve 
Bank of India, to give rupees in exchange of sterling and even 
though many such demands on private accounts could be ruled out, 
the Government demand could always fatisfy the requirements of the 
exchange control. The Reserve Bank, therefore, using its power to 
issue notes against sterling, could satisfy this demand on the part of the 
Government. 

Once this mechanism of issuing additional currency is carefully 
understood many points become at once clear. Since the Government 
of India are required to pay sterling to the Reserve Bank of India they 
had to see that the amounts were secured from the British Govern .. 
Ment. Thus for all purchases not only were the Indian producers 
adequately paid, but the Government of India also were paid .. The 
sterling balances thus do not represent a sum which British Govern-· 
ment owe to Indian Government. If the sums are thus paid out, it 
should be clear that it is_ no longer a problem between the t~o 
.:overnments. 

Similarly, because the Government of India have paid the 
Indian producers, these sterling balances no longer remain on 
their accounti they have, therefore, no ownership rights over 
these balances. The major part of these sterling balances is held by the 
Reserve Bmk in the form of sterling assets, and these assets will be 
utilised only in fulfilling the obligation to pay back in sterling whenever 
rupees are offered. 

Now, it should become at once evident that all those people who 
can afford to offer rupees to the Reserve Bank will be able to acquire 
these sterling balances. The industrialists and the traders knew very 
well that, they alone had the rupee amounts and they alone would be 
able to acquire sterling balances whenever they will be released. 

But an e:uly release was in the interest of moneyed classes. There 
was e\·ery rossibiliry that national government might be established. 



Such a gowrnment at least to a certain extent was bound to pursue 
a policy that would not allow these people to utilise these balances for 
exp:mding their own private concerns but might use these sums for 
establi~hing su:h industries as would be government-owned nml. 
governmen~-:ontroHed. If the sterling balances had been released 
immediately it was certain that this ·class would have acquired those 
sums and succeeded in turnin~ this national property into private 
rroperty. 

The writin\!S on the problem were directly helpful to this class to 
achieve this objective. There were possibly two difficulties. Since 
tvople were made to suffer in order to accumulate these balances they 
would oppose this policy of releasing sterling and making it available to 
one cla'>s only. Raising the fear of total repudiation was useful to 
prevent such opposition to immediate settlement. No Indian could 
have objection to the gain of this class if it averted the possible loss to 
the country. 

But the second difficulty could not have been overcome by this 
argument. It was not possible to bring pressure on the Govemment to 
relax the exchange control by saying that there was possibility of 
repudiation. To induce the Government for immediate release it was 
pointed out that the p~mnd may depreciate in future and it would 
invoke loss in value. It was, therefore, necessary to release these 
b:1lances as early as possible-

Since the attitude taken by the writers on the problem wa5 thus 
favourable to the capitalist class it should be no surprise that it was 
accepted and popularised by such a financial weekly as the ' Eastern 

Economist '. 

In spite o( all this propaganda, however, the conditions of the 
Exchange Control were not relaxed and as yet these sterling balrmces 
have ROt been converted into 'private property'. It is not late, there
fore, for the common man to realise his position even now and esta· 
hli"h his own claim. 

Once the truth is known that there i.; no possibility of repudi· 
arion and that it is not a problem between two governments the entire 
attitude towards rhe problem changes. In order to accumulate these 
sterling balances expansion of currency was necessary. This continuous 
exransion caused enormous profits and the inwmes of the richer 
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cla5s:s were increasing day by day almost heyoud · measure. Htnce ' 
in spite of rising prices the richer classes did not suffer at alL In 
fact, they gained all the advantages ol the so--called inflat1on while all 
the losses had to be suffered by the masses. Becuse of the rising prices 
it was not possible for lower classes to keep up their . ordinary consu .. 
mption and they were even required to sacrifice the bart necessities 
of life. The creation of sterling balances thus owes its o~in to the 
vast sacrifices which were imposed on the masses. And it rs only 
natural that those alone who have suffered should gain the advantage 
of the accumulation. 

Any move on the part of the Government whereby sterling would 
be made freely available to the richer classes should be strongly 
opposed by those who have suffered because of • inflation'. The 
problem of sterling balances can be said to be •satisfactorily solved' · 
only when these balances are used for the amelioration of the masses. 
With this view in mind only I have suggested means whereby it would 
be possible for the Government to acquire Rs. 500 crores worth 
sterling without any withdrawal of currency. The Government should 
proceed to spend such money on developing hydro-electric power, 
irri~tion schemes, building dams, and building railways, etc. They 
will be of far ~reater help in stimulating the general economic deve
loptnent in the country and the resulting increase in the employment 
and the income level will be much greater. 

Apparently the suggestion does not bring out any striking 
oitference in the solution of the problem of . sterling balanc~ After 
al~ it might be argued, the private individual who will get the 
sterling will utilise it for expanditlfi the existing plants or establishing 
new industries. Such a procedure also is bound to result in increasing 
income-level and employment. There is thus no rearon to decry the 
Jemand for removing the exchange control and releasing the sterling 
~alances freely to all the individuals. 

lhere are two important reasons which should gain support for the 
policy outlined in this essay. In the first instance, the ~w nation 
building induitri~ will ever rernain the property of the nation and 
the danget\i of capital accumulating in the hands of the few will be 
averted. Secondly development of these industriet will give a stimullll 
to general economic development. Many new industries will be started 
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and our trade and commerce will flourish. The increase ln employ• 
ment aad income-levd is bound to be far greater than what private 
industries such as automobile industry or machine tool industry can 
provide. 

Ill 
Having made it sufficiently clear why the book was written for 

the common man, for the remaining part of the preface I can indulge 
in the academics of the problem. 

For my own part, I have only succeeded in proving that there is 
no budgetary problem . in connection with our sterling balances. 
Nonnally, there are two distinct problems connected with such pay
ments as are to be made by one country to the other. Usually such 
transactions take place between two governments and the debtor 
government is reduced to that position mainly because of two r~asons. 
A government might raise loans abroad and thus may place itself 
under the obligations of making payments to the other country 
or countries, or it might be required to make such payments because 
of war indemnities imposed upon it. Whether it is war indemnity or 
loan of capital from one gove.rnment to another, the government, 
~hich owes the suM and has therefore to pay the annual instalments, is 
required to raise the sum by way of ~axation or public borrowing. 
Thus the government must succeed in making provision in its annual 
budget of a sum equal to the value of the instalment to be paid to the 
creditor government Now it may ROt be always possible for the 
debtor government to raise the necessary sum. There are limitations to 
taxation and borrowing, and as ft is likely to hapren in case of war 
indemnities, the government will be unable to manage its huge budget 
and pay the necessary instalments. Again, even if the magnitude of 
the instalment may not be exceeding the limits of the budget, due 
to extraoradinary circumstances, e. g.. long and severe depression, 
the revenue o( the government might suffer and the same r~:sult 
will follow. When the budgetary problem thus becomes unsur 
mountable the only course open to the debtor government is to default. · 
Preciselr such a course was followed by England with respect to 
America when His Majesty's Government declared their inability to 
pay owing to the severe economic depression. 

In the case of India the problem does not arise at alL For all the 
purchases of goods and services which they have made His Majesty's 



Government have paid the sums and will not be required to ha\'e 
recourse to taxation and borrowing. 11ae Government have already 
taxed the people so as to enable themtelves to make these purchases. 
They are free from all payments and have not to face any budgetary 
problem. Hence there is no possibility of budgetary problem. 

This indeed is an advantage of the peculiar mechanism that was 
adopted to secure goods and services for His Majesty's Government. 
This advantage was never seen by the Indian Economists and they 
made suggestions which would have added to our difficulties. It was 
suggested in the manifesto issued by twenty-one Economists that in 
order to check and prevent inflation, Government of lntlia should tax 
the people and increase public borrowing to find . out the · necessary 
rupee amounts. It was further suggested that a loan should be given 
to His Majesty's Government. In all these ca~ the payments, because 
of the sub-ordinate position of the Government of India, would have 
been postponed, and we would have added one more. problem viz., 
budgetary problem, to many others which. already exist. It is indeed 
gratifying that these suggestions which amounted to creating problema 
for the country were not accepted by the Government. Because of 
the fact that the same arrangements were continued today we find that 
at least one of the two problems is already non-existent. 

The second problem is often referred to as "Transfer Problem.'' 
This term was used by Lord Keynes while discussing the problems o{ 

German reparations. In his article 'The German Transfer Problem' 
ln the Economic Journal he pointed out that even .though the debtor 
government succeeds in raising the required monetary sums it may not 
succeed in discharging the debts. Ultimately international payments 
are made in terms of goods and in order to achiev~ it the oountry shall 
ha,;e to create surplus export trade. It will be. possible to' create such 
surplus export, only if the producti~!l of export industries is increased 
and for increase in production it will be necessary to transfer Some of 
the labour and resources from home industries to export industries. In 
a capitalist economy such transfer can be brought about only by 
reducing the wages in home industry. Lord Keynes wanted to contend 
that t\'tn if the budgetary problem is solved there are certain circum
stan~ in which reduction in wages becomes difficult and eun 
imfWJs:sible anJ since increase in production of export industries 
~comes imrossible the country cannot succeed .in making the payment 
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in terms o( goods. He gives the circumstances in which wage--reduction 
may. ~orne impossible. He writes, "Such a reduction becomes difficult 
and may be even impossible in the following cases, + 

"(i) Where the output e. g. personal services or buildings cannot 
be exponed anyhow: 

u(ii) Where the world's demand for England's goods has an elasti
city less than unity i.e. whe~ a reduction in price stimulates demand 
less than in proponion so that the greater quantity sells for a less 
a~gregate sum: 

. "(iii) Where England's foreign competitors fight to retain their 
present connection by reducing their own rates of wages pari·pasu: 

"(iv) Where England's foreign customers, reluctant to allow 
Intensive competition with their own producers, meet it by raising 
their tariffs. " 

In order to find out whether the transfer problem with respt!ct 
to our sterling balances presents difficulties which cat~not be surmoun 
ted it must carefully be examined whether any of the above-mentioned 
conditions are present. The problem would be difficult or even 
unsurmountable if one or more of these conditions are in existence. 
On the other hand, if on· the application of these principlts, it is 
revealed that none of these conditions is present it must be said that 
there exists ·· no Transfer Problem in the sense that the necessary 
ch1nges in th! pro:luction in exp~rt industry can eac;ily be accomplished 

(i} I am not quite dear as to what is suggested by the 6rst condition 
But it seems to me that the condition only indicates that the expons 
of these two items are incapable of contributing substantially towards 
creating a surplus to the desired magnitude and consequently they 
will ever remain items on which a country cannot depend to create a 
surplus. 

Lord Keynes was writing with special reference to Germany and 
there it was natural to think in this way. However, it should be made 
very clear that the export o{ personal services is not as unimportant 
in case of India as it would be in other cases. 

t ec:oaomic Jooraal-March 1929 ·page 5. 
I have sabstitated fnglaad for Oenuny so as to make the quotation more 

suitable for the diKassion of Sterling Balances. 
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At present there are 72. 000 English men in the services of the 
Government of India.', .The number of su~.h people employed in 
private services e. g. in factories, banks etc. is not known. Further in 
years to come there will be rapid economic development in the country 
and for that India will be required to import •skilled labour' along 
with many other items. Taking into consideration this additional 
•export of personal services' in future, it may be said that it will turn 
out to be of considerable importance. 

There might arise one difficulty in the repayment of sterling 
balances in the case of •export of personal services'. If all the income 
which the foreigners receive is spent in this cou~try it will only have an 
tffect of not creating demand for sterling balances. It will not teduce 
the volume of the sterling balances and the interest payment shall have 
to be continued. 

To get over such a difficulty a definite plan shall have to be 
followed to reduce the volume of the sterling balances and consequen .. 
tly the burden of interest payment. His Majesty's Government will have 
to compelt these people to subscribe to the national debt. They will be 
required to surrender to the Reserve Bank a definite percentage of 
their income and the Reserve Bank will transfer sterling securities of 
equal amount to them. Thus in course of time the balances will be 
reJuced and the problem will be solved to that extent. 

ii} No elaborate argument is necessary to prove that the elasticity 
of demand for English eXJ,X>rts is not less than unity. Almost all of 
England's exports consist of manufactured goods and such goods do not 
have inelastic demand. 

It must be remembered that substitubility is not the only factor 
"·hich is rt:41ponsible for elasticity of demand. Among other factors 
change11 in income and the distribution of it are far more important. 
The demand for a commodiry might be increa~d more than prorortio
nately by slight reduction in the price if by that reduction the commod .. 
ity is brought within the reach of classes having lower income. Similarly 
the demand for a commodity might increase even if the price remains 
the same pro,•ideJ that the income of the lo\\'er classes is raised. The same 
result will follow even though the distribution of income remains the 
same but the income of the community increases. 

4 'lm~rir.li•m In l<'til'lll' by llsrgsret Pope. 
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The last two are likely to be the possibilities in India.· The distrib.
ution of income mav slightly change in favour of the lower classes. But· 
more certainly the income of the community will rise. Due to develop
ment of industries in post-war years employment and income in general, 
are bound to increase and this increase will result in greater demand for 
English goods, even at the prevailing prices. There is thus no difficulty 
in the way of creating surplus export trade because of the nature of 
demand. On the contrary the nature of Indian demand is such that it 
would make it very easy for Great Britain to create a surplus export 
trade. 

iii) For want of sufficient statistical data and other information 
it is very difficult to say whether the competition of other countr;es 
would prevent Great Britain from increasing her exports to India But 
some of the factors which indicate that there will be no great difficulty 
of this sort might be 5tated. 

The only powerful rivalno England are Russia and America. Both 
these countries are less interested in India and their keen' competition will 
be felt in Central and Western Eurore rather than in India. No doubt 
the percentage of these two countries in·our foreign trade will increase; 
But that means nothing. In the first instance, India's foreign trade is 
not in a static condition,· so that a gain by these two countries must 
necessarily mean loss to . Great Britain. On the contrary India's 
foreign trade will be growing rapidly. In these circumstances to draw 
a conclusion that England will not be able to increase her export 
trade with India it must be assumed that (1) England will not be able 
to capture even a per cent of our additional imports and (2) that even 
those surplies which India secured from Germany and Japan· and 
which it is impossible for her to secure from these two countries in near 
future, will be provided by Russia and America. When these factors 
are taken into consideration it seems almost inevitable that lnclia's 
imports from Great Britain are bound to increase by a considerable 
amount. 

In spite of all these factors if the costs are lower in Russia and 
America, no doubt it will be difficult for England to increase her 
export trade to the extent to which she can do so otherwise. No infor, 
marion regarding the· price-;rructure and co!lf.structure of Rus,ia is 
naibl-Ie. The economic structure of tbt country is entirely different. 
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In a planned economy as that of Russia the whole system is concentrated 
on home industries rather than on export industries:· Normally the 
planning authorities develop such exrort trade only as is necessary for 
internal development At present the country seems to be more busy 
with the internal problems and it seems very difficult that the planning· 
authorities would change the internal structure in order to secure foreign 
markets on which the country does notdepend to any significant extent. 

The economies of U. S. A. and Great Britain are alike and the 
New World has increased its productive capacity so much that 
development of foreign markets is es~.entiaL It does not, however. 
seem likely that America will be required to lower the cost structure 
in order to capture the Indian market or other foreign markets. For, 
in the first instance there are many other Asiatic markets which 
America can develop without any competition from Great Britain. 
Recourse to the markets where Engli:;h goods have already penetrated 
will be necessary only if other markets turn out to be insufficient for 
the increased exports of America. Again it should be remembered that 
Great Britain has succeeded in keeping her cost-~tructure on a low 
level by adopting various controls. The ~'hite Paper to which a 

reference has been made in charter four, indicates that Britain's costs 
are actually lower than that of America. If this report is true, a 
reduction in American costs would only mean, in the first instance, 
t>nablin~ that country to achieve parity with Great Britain. In any case 
it might be safely concluded that England's competitors do not create 
difficulties which would make it absolutely impossible {or England to 
repay her debt. 

(iv) The last factor deserves a more careful consideration -because 
it is generally feared that by using the rolitical rower such goods 
a lone \\'Ould be forced on India as would kill the existing Indian 
industries. If one takes into consideration the composition of our 
imports in pre-war days this belief gathers strength. The major part 
of our imports consisted of consumers' goods such as cloth, pastes, 
rowJer--, drugs etc. Almost all these goods are now produced in the 
country anJ hence if additional goods of these typea are imported it 

is Lkely that demand for home industries would suffer. Would not 
the repaynu:!nt of sterling balances, it might legitimately be ashd, be 
detrimental ro our induf>tries ! 
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It is not possible to find out a final answer to such a question 
unless the way in which the repayment of sterling balances will be 
effected is fully understood. 

At present almost all our sterling balances now worth about 
Rs. 1,300 crores are invested in the sterling securities. They will be 
released only ~hen rupees are withdrawn, not otherwise. The actual 
total amount which England will be required to pay will be determined 
by the amount of currency which Indian people will be prepared to 
withdraw. There seem to be two different methods of working out 
the magnitude of the probable withdrawal. The simplest and the 
easiest to follow is the one which is employd in making the calcula
tions in Chapter four. t Assuminf£ that the people are inclined 
towards the pre-war price-level the quantity of money needed for 
increased production will be in the neighbourhood of Rs. 300 crores. 
At present notes in circulation art: over Rs. 1,100 crores, which means 
that almost Rs.800 crores might be presented to the Reserve Bank in 
exchange for sterling. But this method cannot be relied upon as the 
safest method because it rests on the crude form of the quantity theory, 
ignores the possible increase in production in the next few years which 
might increase the demand for money, does not take into consideration 
hoards, and attaches too gr~at importance to psychological factors. 

Another method to work out the magnitude of currency withdra
wal is to work out the surplus demand for foreign goods. There will 
be a greater demand for imports in post-war years because both the 
firms and the individuals had to live on capital during the years of 
war. The probable demand on the part of industries is worked out at 
Rs. 15o-225 crores.x The various assumptions that have to be made 
are explicitly stated in chapter four. Here it is necessary to mention 
two more points. It ignores the machinery that has been imported 
during war,years, and the probable additional demand that might exist 
due to various schemes of expamion of industries. Due to want of 
information about the new schemes it is very difficult to calculate such 
demand. However, from the news that are published every day it 
might be said that the additional demand on account of new schemes 
would more tharr compensate the ignored imports of machinery during 
rhe period of war. Taking these two together it might be estimated 

f See page 20 X See p:lge 21 
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without much error ihat the demand on behalf of industries would 
be varying between Rs. 300 and 350 crores. 

In the case of individuals it is very difficult to calculate such 
demand. In big concerns and factories regular procedure has to be 
followed in replacing the old machinery. Such regularity is not 
maintained by the individuals. No doubt men had to go without 
houses, vehicles and many other durable commodities. But there are 
no regular depreciation funds r;et apart and it cannot be said that there 
will be additional demand equal to five times the average annual 
demand. However if 50% of this demand that has gone .unsatisfied is 
regarded as likely to arise from the replacement of individual capital 
&oods, the figure need not be considered erroneous. 

The average post~war demand ( 1918-39) for vehicles, instruments 
apparatus and appliances, hardware, building and engineering mate .. 
rials was Rs. 17, 61, 92,000. So thatthe additional demand which is 
likely to exist in immediate future may be somewhere Rs. +4 crores. 
Following the method adopted in case of industries, it cannot be said 
that because of higher price-level the total demand would be Rs.132 
crores. However, it may safely be said that individuals would be pr& 
pared to purchase goods at double the pre-war prices. So that the totai 
demand fo what might be termed as capital goods might be estimated 
round about Rs. <too crores. 

According to the first method the probable withdrawal would be 
about Rs. 800 crores while according to the second one it would be 
Rs. 400 crores. The ditference is indeed too great and while consi· 
dering the dangers of repayment to our existing industries this fact 
must always be borne in mind. 

Before proceeding further one important point must be stated. 
As long as the whole payment is not completed India would be receiving 
from England payments on two different counts. Since all our sterling 
balances are invested in securities we shall be receiving payment by way 
of interest; and when the balances are released we ~haU be receiving the 
sums as the payment of principaL Even at one per cent rate of inter· 
est the interest charges would be o~r £ ll,OO,OCX1. So that we shall be 
importing goods in payment of thia 5um and in addition to that :oods 
equal to the value of instalment which would depend UJX>n how 
quic\: ly the debt h repaid. Reasonably speaking it might nry betvretn 
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£ 50 million and·£ 100 million . .' .Of course as the principal is repaid 
gradually the interest payments would be scaled down. 

. When the positlon a~ regards. the ditTe~nt payments due from 
England is cleuly understood it becomes obvious that we have. to 
decide two different questiom. First we must try to find out how far 
England will go in forcing consumers' goods in payment of these sums. 

Clearly so far the demand for capital goods is concerned England 
should have no objection to give capital goods which are needed for 
replacement Before this war · these goods were supplied by England 
and since replacement of capital is essential and it does not mean 
expansion of Indian industries, there will be no restriction on such 
imports. But if the demand begins to exceed Rs. 400 crores it means 
that it is for further Industrial development and such imports may not 
be allowed. 

There is no reason to suppose that any rigid restrictions of this type 
will be found in practice. After all it has been realised that development 
o( Indian industries is in the interest of Great Britain. But for the 
sake of argument assuming that the old policy of checking India's 
industrial development is pursued, a policy might be adopted whereby 
sterling will not be released if it is likely to be conducive. to the indu
strial develo14ment of India. 

ln such a case the calculations made with regard to withdrawal of 
currency according to the first method must. be remembered. If the 
demand is just equal to Rs. 400 crores there is no problem. But if it 
begins to exceed that limit it is likely that the political power might be 
used and there would be danger to the existing industries. 

To determine whether such a course would be seriously dangerous 
the way in whi::h these re;Jayments will be realised must be understood. ' 
The interest payments will be received by th~ Reserve Bank of India. It 
means that the profits of t~e Reserve Bank will increas;:, as all the 
profits,-after due deJu€tions (the dividend is only 4~/o or it might 
be increased to 5% }- are taken ·over by the Government. In etTecr, 
therefore, payments on accomlt of interest charges will go to increase 
the revenue of the GJvemment and it will depend upon the gover~ 

nment action whether they would create any · trouble to Indian 
:ndustries. If the government decide to give relief to the tax-payer 
by way of red·Jcing indirect taxes, the income of the lower classes 
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will increase and since consumption will increase Pari passu, even 
if consumers' goods are given it will not affect the Indian industries. 
Again if the government docide not to give relief to the tax-paver but 
use sw:h sums for public works programme the same result will follow,. 

AJ against this if the gavernment decide to give relief' by .reducing 
taxes sw:h as supertax or if a policy o{ reducing the J,ublic debt by the 
same amount is followed, the inoome of the ti.chet classes· only would 
be increased. It will only mean that there will be a greater propensity 
to save and it may create some trouble. Since it is assumed that .()nly 
consumers' goods can be had from England there wUl be a tendency on 
the part of these classes to shift their demand from Indian industries to 
English industries. But, after all sush a loss will not be . of a serious 
nature because such demand shall be confined to articlet of luxury 
only. England cannot supr.lv foodstuffs and the other demands of 
these classes were never largely supplied by Indian industries. 

More probably, however, it will lead to hoardings. With higher 
lncomes consumption does not increase in the same proportion as the 
incotne and there will be a greater tendency to invest the increased 
iavings. But since by the assumption import o{ capital goods is prohi
bited it will mean sterilisation of our savings or increased speculative 
activity on the stock exchange. 

Similar effects would follow in case of additional payments of 
principaL Finding that nothing but ~nsumers' goods can be had there 
wiU be a tendency not to import these goods beyond a certain limit. 
The magnitude of the balances will continue to be more or less the sa~e 
and interest charges also will be the same. How long such. blocking 
will be conti :tued is not the point at issue. lt has been t:artly discussed 
in Chapter Four. From whatever has been mid it is clear that.repayment 
of these balances does not mean a great hann to our existing industry. 
Therefore, there will be no need of raising the tariffs to protect our 
industries and from that liOura: there "'ill not be: any difficulry of a 
ljfrious nature. 

Reviewing the whole di.icussion of the four {actora we find that 
the fiM r:hree are almost non-existent. ~o far the founh is concerned 
there will be some difficulties but they a.nnot be regarded as rende-
ring the whole transfer rroblem impossible o( solution. 
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IV 
Uptill now the argument with respect to the Budge.tary Problem 

and Transfl!r Problem was developed with a view to pointing out how 
extremely difficult it is for England to effect repudiation of our sterling 
balances. It was necessary to develop argument in this fashion because 
t>f the common belief that England is sure to repudiate these sterling 
balances. As it has been already pointed out, the writings and uttera
nces of officials and non-officials in England were largeJv responsible for 
such a belief. As a matter of fact English writers have always exaggerated 
difficulties of England and given rise to undue fears. Hence to 
complete the argument it is necessary to study the post-war position of 
Great Britain and find out whether the difficulties imagined by the 
British writers are really serious and whether it is in any real sense a 
hard task for Great Britain to repay these 5terling balances. 

First of all it is essential to have a correct idea about the Sacrifices 
which Great Britain will have to make in order to pay off these sterling 
balances. The national income of that country is estimated to be over 
£ 7000 million. The external debt of England amounts to £ 3000 
million. Supposing that England is required to liquidate all her sterling 
balances within ten years, the sacrifice which the country 5hall have to 

make comes to 4 per cent and a little more. If the calculation is 
confined to India only, it may be said that Britain will be required to 
pay over£ 600 million. On the supposition that the payment is spread 
over a period of ten years, Britain will be required to sacrifice hardly 
1 per cent of h~r national income. When the actual sacrifice involved 
in the repayment of sterling balances is so little, any argument attempt .. 
ing to give an impression that it. is r.ot possible for England to pay off 
these balances and hence they ought to be scaled down, must be 
regarded as almost meaningless. 

To give further support to this conclusion it is necessary to point 
out the additions to her national income which Britain is sure to make 
'in years to come. In working out the magnitude of Sacrifice which 
Britain shall have to undergo it was assumed that the external debt 
would be paid out o( her own national income earned by internal 
~reduction and external trade and investments. The enormous gain 
Nhich England has secured by way of reparations (rom Germany in 
this war was not taken into consideration. 
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The actual amount in terms of pounds is not known. But from 
the principles of Potsdam Agreement it is clear that it is found to be in 
millions of pounds. Even if Britain decidea to pay off sterling balances 
out of the;e reparations a large portion of her external debt would be 
paid off. , , ' 

In all these considerations the real national income has not hen 
taken account of. Before the war the national income of Great Britain 
was about £. 5000 million. It might be questioned whether there is any 
increase in the real national income of Britain or whether the rise is 
due only to higher prices. · 1( it is due · to higher price-level then the 
whole argument loses its force. · For, ultimately England can pay off 
her external debt only by increasine her export trade and thus creating 
a wide margin between her exports and imports, and the capacity of 
England to create a surplus export trade finally depends upon the 

' increase in the productive capacity of England. · ,The true importance 
of having an idea of an increase in the productive capacity of England 
can be realised only when the peculiar position of England is taken' 
into consideration. It is a well known· fact that Britain has to import 
almost all the raw materials which she requires for her exports. It ex• 
ports are to be increased it follows that imports must be increased. 
If, therefore, England decides to pay £. .300 million annually she· will 
have to increase her export trade by a greater margin. Tht probable 
productive capacity of England is, therefore, the most important 
question which must be answered satisfactorily. 

Unfortunately it is not possible to secure the necessary statistical 
data. However, from the information that has been made available it 
!ll!'tms beyond any shadow of doubt that the productive capacity of 
EnglanJ hns ~:ready increased. ·Even agricult~ral production which 
coulJ not be removed under ground was increased by 70%. With 
rt'i('I(.'Ct to inJustrial production World Economic Survey t for 1941-42 
~rates, ''ln the United Kingdom the unemployment was down to under 
15J,L\X) persons in march 1942, having been about 1l million in the 
5;me month of 1939 ......... The number of industrial women workers 
h..\5 bt-en increased 'by 4,000.000 ...... As a result of all these measurC'S, 
war production was doubled in the year from June 1941 to June 1942.'' 

J .a'""' ol Satlont hre IS. 
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Recently the London Times has published, •A Record of British 
War Production.' In this supplement Rt. Hon. Oliver Littleton. write~ 
•• Ol all the munitioN used by the anned forces of the British Common 
Wealth and Empire (8} million men in all) since the beginning of war 
no less than 70% was produced in the United Kingdom itself." 

To have a further idea as to how this increase in industrial 
production was achieved, use of the official division of industries 
might be made. The first group represented engineering and allied 
(munitions) industries. The second j!roup included the basic essentials 
such as public utilities, transport, shipping and food. The third group 
comprised the civilian industries such as building, textil~ clothing.
distribution and professional services. 

The number of workers in the first group increased from 
J,lOO,l\10 in 1939 to 5,2lX>,OJJ in 1944, that in :the. second group 
remained same while in the third group it decreased from 9,300,000 to 
6,(XX),OOO. It need not be supposed that increase in employment in the 
first group was secured. at the cost. of the third gtoup. For, uthe 
number of men and women employed in the forces, whole time Civil 
Defence and the women's auxiliary services rose from 550,000 in 1939 
to 5,250,000 in 1944" . 

·To sum up, taking into consideration increase in the agricultural 
production and gains from Gennan reparations there is no room for 
any doubt concerning the productive capacity of England. It is absolu
tely easy for England ro increase her exports so as to create a surplus 
export trade to the desired extent. and the policy advocated by the 
Labour party of increasing exports is in the right direction. 

The conditions of international trade also seem to favour Great 
Britain in making it easier for her to pay off these sterling balances. 
During the Great Depression and the years that followed it the agricu). 
tural prOduction increased more than prorortionately in comparison 
with the industrial rroduction of the world. This tendency is likely to 
be strt'ngthened in the post-war years. Even though it is a fact that 
industrial producdon in U.K. and U.S. A. has increased it must also 
be reme:nbered that agricultural production has increased ahnost by the 
~arne percentage in these countries. In addition to that while the a~ri

culrural production in Canada. South America and Australia has 
increa~d by a brge percenta!!e two important industrial countries 
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Germany and Japan have been defeated and plans are being prepared 
to turn Germany into an agricultural country and to kill Japanese 
industries. Generally speaking while the agricultural countries of the 
world have not been directly affected by war almost all the industrial 
countries were adverselyaffected by the war •. The result is inevitabler 
The increase in agric.ultural production is bound to exceed the. increase 
in industrial production and the terms of trade w~ll go against the 
pri~ary producer. ln such circu~stances it will be possibl~ for England 
to secure greater amount of raw materia li and fcod stuffs for the '5ame 
quantity of exports. Thus it wlll be possible for England to create the 
neceM>ary surplus export trade without· incr~;:a~ing her expo~ts to any 
~reat extent. Wheri thi~ fact is taken into consideration it become~ 
obvious that the difficulties of England are a product of the imaginati<'n 
of the British writers on the subject. . 

Lastly. one more factor which has some bearing on the problem 
might be mentioned. Any one who has read the famous reports ol 
london Chambar of Commerce and Federation of British Industries will 
be convinced about the revolutionary change that is overcoming the 
British industrialists. They have not only realised the fact that indus. 
trialisation of the Eastern countries is essential and inevitable but they 
are prrpared to help such a process by supplying capital goods. Two 
r(asons are re-sponsible for this changed out-look. Firstly it is realised 
by them that to en~ure increased demand for their t!rtater productivity 
the purchasin~ power of the Eastern countries must be increased. 
Secondly for technological reasons, it ts easier to carry out a change 
from war production to the pro4uction of capital goods. It is only 
t\atural that British industrialists should now be prepared to surply 
capilal goods when conditions are almost forcing them to do so. 

Reviewing the whole discussion it appears that it is extremely easy 
for England to repay these sterling balance& and any attempt to scale 
down these balances is without any basis. We should not allow 
oursdves to be c.arrid away by the systematic propaganda of the 
financial press in En~Zland and America. On the other hand we mu~ot 
bt on our guard to defend our position a~d tum down any demand 
on the pan of En)!land to reduce r~ sterling balances under one 
plea or the othtr. 
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v 
The preface has been too long. But in view of the fact that the. 

original essay was of a controversial nature, it would have been contra. 
ry to tradition to introduce changes in the body of the essay. Without, 
therefore, an apology for the monstrous length of the preface, it would 
be more appropriate to thank various gentlemen who have helped me 
in bringing out this second edition with the addition of this preface. 

Dr. S. K. Muranjan of Sydenham College and Prof. N. A. 
Mawalank~r of Fergusson College were kind enough to spare consi .. 
derahle time for discussion and I am grateful to them for their criticism 
and valuable suggestions. Mr. P. M. Shah, B. CoM. of Indian Mercha
nts' Chamber supplied information whenever. . I sought· it and 'my' 
indebtedness to him cannot be adequately expres~ed. Mr. G. V. 
Mahashabde. B. CoM. has given considerable help in correcting proofs 
and getting the book ready in a short time. I record my thanks for 
his unsparing efforts. 



OUR STERLING BALANCES 
CHAPTER ONE 

INTRODUCTION 

Not only the views expressed in this essay but even the title and 
the choice of the subject are likely to provoke some criticismj many 
other subjects, such as inflation, the methods of war finance, etc , will 
be discussed in the body of the booklet even though they may not be 
directly suggested by the title of this little book. The choice of the 
subject is likely to come in for criticism for to many readers the subject 
has become quite out-worn and they believe that no substantial 
addition can be made to what has already been said and written: In a 
sense it is true that this subject (and especially the allied subject of 
inflation) has been discusted so often that it has lost-if not its · signifi
cance, at lea<t its novelty. In spite of these facts a keen interest has 
betn aroused in this subject recently and once more articles are rouring 
in, in various economic journals and periodicals. 

The cause of this sudden interest is to be found in the recent 
events. The international monetary conference was held at Bretton 
Woods and news flashed in the daily papers that India's demands in 
respect of sterling balances were turned down. Soon after the Confe
rence, when questioned in the House of Commons, the Government 
of Britain chose to remain silent on this issue. Besides, the speech made 
by LorJ Keynes in the House of Lords and the general trend of articles 
and notes that arpeared in the Economist have brought about a com
rkte change in the Indian outlook on the question of sterling balances. 
The re.:.:ilt artides on the subject are an expression of the changed 
attitude. 

It would not be far from the truth if it is said that Indian opinion 
on the subject has always been a reflection of and a reaction to the 
Rrirish attituJe towards the war debts of England. The sterling bala
n('cS began to attract attention of the British peorle when the accumu
lation reached a figure that deddedly changed the position of Great-
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Britain from a creditor country to a debtor country. In June 1943 a 
leading article appeared in the Economist \x)asting of the generosity of 
the financial settlement between India and England. There was a 
reaction in this country against this attitude because the losses which 
the Indian people had to suffer due to inflation, not being very perce• 
ptible, were not taken into account at all. There was a general feeling 
in the country that the cost which India has to bear had already reached 
the maximum of her capacity and this feeling is to be found embodied 
in the scientific and convincing book Financial Burden o{ War on India 
by Prof. C. N. VakiL 

The inflationary method of financing war in India was continued 
and sterling balances went on increasing in magnitude. The total 
accumulation was in the neighbourhood of £ 2,000,000,000 of which 
£ 1,000,000,000 were credited to the Indian account by June 1944. This 
figure did not fail to create anxiety in Great Britain about the mounting 
war debts and instead of a feeling of generosity, there was now a feeling 
of nervousness and worry and the general attitude of the British 
politicians and the press underwent a change. There was a general 
demand for, the revision of the financil Sfttlement between Great 
Britain and India and it was further argued that since a part of the 
expenditure for defending India from Jaranese invasion was incurred 
by His Majesty's Government, India should bear the cost of defence 
on this account. The city editor of the M one hester Guardian said, 
" On balance India has become a creditor of England not through 
normal process of trade and investment but through negotiated division 
of defence cost. The Indian Government drove a very hard bargain 
with the Brit,ish Treasury only justifiable by regarding India as a semi
neutral "t Complaining about the agreement the Economist wrote, 
" India only pays for the cost o( air- fields constructed in India if they 
are regarded as necessary for the local defence of the country. The 
Asia Command and tho~ which are used by British forces are not 
provided for in the Indian budget estimates. This repatriation of 
financial costs-the true costs are in any case borne currently by India-· 
was agreed upon bt:fore Japan entered the war and before the scale of 
military operations in and around India could possibly have been 
foreseen. The financial agreements can hardly have contemplated a 
situation whereby the expenditure of the British Government alone in 

~ Eol.!&el'D Econcm~l- 2·'1"-43, pa.ge 21S. 
I 



( l) 

India would very considerably exceed the total Indian Government 
Budget." X 

These articles did not fail to create suspicion in the minds of the 
Indian people as to the genuine desire of Britain to pay those war 
balances. One of the monthly notes of the]ournal of the Indian Mer· 
chants' Chamber was entitled 'Repudiation?' in which the writer says, 
" The speech of Lord Keynes in the House of Lords has created and 
rightly •• a sort of righteous indignation in the Indian Commercial World 
over the question of our sterling balance ••• It would seem from the 
above observations of the Economist that the repudiation ball was set 
rolling before Lord Keynes openly said it in the House of lords." t 
The Easltrn Economist in its leading article comments, "Further in 
recent weeks, the danger of these balances being frittered away under 
one plea or another and under one arrangement or another, which had 
been somewhat remote is threatening to be imminent."= 

A general feeling of suspicion and distrust with regard to sterling 
balances is only natural, considering the fact that India is a subject 
nation that has not been given a fair treatment on many occasions. 
But this is only one aspect of the Indian attitude towards this que~tion. 
The other is more positive. It is generally believed that though Britain 
may not repudiate the debt she will yet give such goods in repayment 
of it as are not wanted by Indian people. After all these balances have 
been created by sacrifice and therefore, India must be able to use these 
forced savings in any manner she chooses. For the economic develo
pment of the country India needs capital goods which she should be 
able to secure with the help of tht.:.e sterling balances from Great 
Britain; and if England cannot supply these goods at comretitive prices, 
India must be free to change her sterling resources into any foreign 
.:urrency and purchase goods in any part of the world. In short it 
is considered that these sterling balances are the private property of the 
Indian nation and the country must be free to use it in any way that 
she thinks best. Voicing these feelings the Eastern Eccnomist in its 
leading article writes," The second problem to which however greater 
attention has been given is how to ensure that the sterli~g balances are 

X J.:conomi:>t-~.'i-3-H. 

t J"urn~l of theludilln Mmhants' Chamber, June 19H. 

:.· E..\iitAeru E~ouomi>t, H 43, page ~l"l. 
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available when we want and in the manner in which we want them 
and how to ensure against their depreciation in value" ~ 

The purpose of this essay is to examine critically the correctness 
o( this attitude and to see wJether it requires any further modification. 
In order to arrive at the right conclusion it is necessary to examine in 
detail ( i} whether it is possible for the British Government to repudiate 
aU the sterling balances, ( ii) whether even if there is no attempt at total 
repudiation-there is any likelihood of loss by way of depreciation of 
these balances in value or through enforced sales of goods which we do 
not want and (iii) whether there should be any restrictions on the use 
of our sterling balances or whether we shuld be quite free to use them 
in any way we like and at any time we choose. However, before any 
direct consideration of these points is undertaken, it is absolutely 
essential to sketch in brief the origin and the nature of our sterling 
balances. 

CHAPTER TWO 

ORIGIN AND N !TURE OF OUR STERLING 

BALANCES 

0:1 the 3rd September 1939 Engla~d declared war on Germany 
anJ without the consent of the Indian people India found herself invo. 
lved as a partisan in this war. Patticipation in the war on the side of 
the master country meant without doubt that all co-operation would be 
otfered by the Government of India to the Allied powers. India was 
not direcly threatened, and therefore the help which she could give, 
was n:-tturally confine.:i to th.:: provision of supplies and men for the • 
purposes of war. India was an important market for His Majesty's 
Government for the purchase of goods from Indian manufacturers and 
agriculturists and for the services of recruits. But to make these pur
chaSt.~ in lnJia it was ~>:;ential for the foreign government to pay in 
terms of rurees to the rroducers of goods and to the men who were 
ready to serve. 1he British Government, however, had no rupees. 
Normally, in peace time. purchases of goods alone were made and they 
cou!J nn.i the necessary rupees because there were at the same time 
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Indian importers who were ready to pay rupees in exchange for pounds 
sterling, which they needed .to pay to the English merchants from 
whom they purchased the commodities. It was essentially a two-sided 
bargain in which, in the first instance, rupees were exchanged for 
sterling and finally Indian- exports were paid for by English exports. 
But this mechanism could not work during the war because English 
producers being engaged in the production of war goods, the Indian 
people were unable to find the goods which they wanted. As there 
were no exports from England, exports from India also stopred; the 
Indian exporter would not have parted with the gcods unless he was 
paid in rupees, annas and pies. The English imrorten would not have 
been able to find the necessary rupee amounts because there were no 
imports into India and there was no surply of rupees a~~ainst the 
pounds sterling. It would have been impossible for the English imror
ters to secure the necessary commodities from India. But this conti. 
ngency was avoided by the Government of India by their undertaking 
to provide the necessary rupee amounts. The Government of India 
now act as agent for the British Government and make all the 
purchases on their behalf from the lndit~n rrcducers raying them in 
cash in Indian currency. But when the Government of India, so to 
say, re-sell these goods without profit to His Majesty's Government, 
they are not paid in rupees but in rounds sterlinf! at the rate r~f ls. 6d. 
for every rupee. 

When the Government of India receive rounds sterling ftom the 
British Government they deposit the whole sum with their bankers, 
viz., the Reserve Bank of India. The pounds srerling, therefore, first 
ap~ar in the Banking Department of the Reserve Bank as 'Balances 
held abroad.' I£ these balances are held in liquid cash thev do not 
yield any income and therefore they are constantly invested in Treasury 
Hills issued in England or in securities of the British Government The 
sums which are thus invested figure in the accounts ohhe Banking 
Derartment as Investment At the same time the Government of India 
hnve to ray to the Indian manufacturers from whom they have purcha
sed the goods. These payments are made by cheques on the Reserve 
l\mk of lnJia. When the cheques are presented to the Reserve Bank 
of lnJia through the banks it has to pay out of its own till If the 
'Sums "'hich are paid thus are pretty large there is a drain on the c.:1sh 
f'0rtfolio of the bank which is required to hold at least 10 crores of 
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rupees. When it tends to decline helow that level some of tht> securi
tiei, needed to replenish the till, ere transferred over (rom the Bank

. ing Department to the Issue Department as sterling securities against 
which new notes art issued. By a continuous repetition of ~uch 

transactions sterling securities are increasing simultaneously causing 
expansion of the Indian currency. 

One point must be made clear before proceeding further. It cannot 
be said that against every pound •which the Government of India 
receive, there is a r.orresponding expansion of currency in India. 
Suppose the Government of India make purcha~es on behalf of His 
Majesty's Government of goods worth Rs. 1,333-1/3 for which at the 
current rate of exchange they will be paid £ 100. Now it is not at all 
necessary for the Reserve Bank to expand the Indian Currency by 
Rs. 1,333-1/3 the moment it receives a deposit of £ 100 from the 
Government of India if it has a surplus sum over and above the 10 
crores which it must hold as minimum cash; in such a case even though 
the payment will be made in rupees, there will be no addition to the 
existing notes. Notes are not therefore issued against all the sterling 
balances which the Bank holds, but agamst only a part of them. This 
part of our sterling balances against which note~• are issued ceases to be 
liquid and in a sense is frozen because it will be released only when 
free individuals in India will tender notes asking for exchange and 
even then the released sterling amounts cannot be commanded by the 
Reserve Bank or by the Government of India because the Reserve Bank 
shall have to pay these amounts to the holders of the rupee notes and 
they will therefore be the owners of the5e sterling amounts. This part 
of our sterling balances is therefore quite important because it is of 
an entirely different nature from the rest. It is held as an asset against 
the notes issued and is therefore described as sterling assets as distingui
shed from sterling balances. The Reserve Bank has no right of owner
ship over these assets and it cannot tamper with them. They are 
owned by those who hold notes issued against them and who will be 
in a position to tender notes asking for exchange. The major part of 
our sterling holdings is sterling assets. Out of the estimated £ 1,000 
million approximately £ 800 million are held as sterling assets and 
£ 200 million as balances and investments. 

Just as the Government are required to find the rupees first and 
are paid afterwards in the English currency for all the purchases they 
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mah in India, similarly in the case of services, the expenditure is first 
made by the Government of India and then they are paid by His 
Majesty's Government in pounds sterling. But calculations are not so 
easy in this case. Very often soldiers are trained and equipred by the 
Government of India for their own requirements but have to be sent 
abroad whenever necessary. It is thus impossible to distinguish the 
expenditure incurred on behalf of the British Government. A settle~ 
ment has been arrived at between the two governments whereby that 
portion of this expenditure which is to be reimbursed from the British 
Government to the Indian Government was determined. This settle. 
ment lays down principles according to which the sum to be debited 
to the Indian account is to be determined. According to this settle
ment India has to bear ( 1) a fixed annual sum, representing the normal 
net effective costs of the arrr.y in India· under peace conditions, plus 
( 2) an addition to allow for rise in prices, plus { 3) the cost of such war 
measures as can be regarded as purely InC.ian liabilities by reason 
of their having been undertaken by India in her own interests and 
( 4) a lump sum payment of 1 crore of ruprees towards the rxtra cost 
of maintainin~ India's external Defence Troops overseas. It is quite 
riain that these clauses are capable of being interpreted in a way that 
is more favourable to England. It is this settlement that has provoked 
the British people to complain against its supposed generosity and to 
clamour {pr its revision. In the summer of 1943, the Finance Member 
raid a visit to England but finally it was decided that the settlement 
should not be dbturbed and that new items of expenditure should 
~ adjusted by an elastic interpretation of the principles of the settle
ment. It is in accordance with this agreement that the cost of aerodro
mes and other defence costs are met by the Indian Government because 
these measures are necessary for defending India against Japanese 
a).!gres-.ion. Because of this new interpretation the military expenditure 
of the Government of India has increased from Rs. 50 crores in 1939-40 
toRs.. lSZ-81 crores in 1943-44. The point to be emphasised is that 
the sterling balances accruing on account are flexible and their size 
can be conrrolled or chAnged by changing the fin.aocial settlement. 
while the amount which accrues on this account of purchases of 
~oods is determined by the prices of goods produced in India and 
have t.:> be pail in full by His }.bje)ty's G.>vernment. They cannot 
t'!~a~l' it. In {J;t ev:ry tirn~ p~r.:h1ses were made in India, Indian 
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producers were paid in hard cash, and the Government of India also 
have been paid in cash, and therefore at present there is no payment 
which is to be made in future by His Majesty's Government. All 
tran~actions have been cash transactions. 

This mechanism which made goods and services available to His 
Majesty's Government without any trouble has its bright side inasmuch 
as payments are made in cash and are not postponed without any secu. 
rity. The inevitable increase in the Indian currency to which it gives 
rise is 'the dark side of it. It was only natural that the dark side has 
become a target of criticism in this country. But it should not be for
gotten that the weakness of the Government in raising funds here 
alone, has led to accumulation of our stering balances. If there 
had been no inflation our sterling balances would not have existed ,in 
the from in which we see and have them today. 

This brighter side of the picture has never received due attention 
and to have a clear idea of the advantages which it has to confer on 
u~ it is necessary to contrast it with the alternative suggestions 
for meeting war finance in this coutry. Since it is well known that 
inflation has had its evil effects, nobody can deny that it is a l-ad way of 
financing war. But what were the other methods available whereby 
this huge expenditure could have been m~t ? 

' ' Various methods h1ve been suggested.t But taking a most reali&tic 
view of the situation it must be said that few of them were practicable. 
TM most popular suggestion was that India should have been raid in 
gold rather than in sterling. This is objeaionable on the ground that 
ir forgets the subordinate position of India. But even then did gold 
have any advantage except by way of providing a better cover for our 

f T~ other method.! sugge~~ted ~ (i) a:>king the British Gov.,rnment to find the rupee 

tin~o.:e for themselv~ in the Indian market (ii) payment to India in durable a>'ltts 

(iil) ru~ loans to r. I\. and \iV) liquidation of Britioh assets in India. Except the la~t one, 

Dolll! of &be llkl:l•Ure.~ need be coD..>idered becau.'!B it would have me;\Dt asking the 

Briti,b Go,~rnment to du !IOmething which would have directly interfered with the pro;e

cutioo of the wlr. The bill one of coor..e Wl.~ a righl !lllggt~Stion becawe it should have 

ato,Jad in!Ution b.•th in England and ludia. However it mui>t be temembered that thi11 

WlWI no& a pemunent cure. The Briti >h a,;,.,ct~ in India are valued at 300 million pound~ 

whi~b comes u:. -lOO crores of ru~ Their liquidation wouiJ h•ne postponed inflation for 

400 d..y;. But thU wa:~ a comid.J1:'4Lle period during which Indian people would have 

suif~red k!.s UJd BritWl people would h.ne 'l«Ured good;; at lower prices. 



currency? If we were paid in gold at the rate o( ls. 6d. per rupee, that 
would not have altered the situation in any fundamental respect. The 
Gevernment of India would have received gold instead of pound 
sterling and currency would have been issued against addition of cold 
instead of against the addition of sterling. 1bat would not have 
avoided inflation at alL I£ we had not been paid at this rate bur at 
the market price of gold, there would have been less inflation but there 
would have been the danger of gold dcpreciatina in valuei for war·time 
price of J(old is bound to be higher than its normal value. '!here was 
a third course open. Gold should have been imported and sold to 
the Indian people, so that there would have been no possibility of 
inflation. But it is a very moot question whether the people would 
have reduced their consumption and bought gold worth 1 crore of 
rupees every day. In any case this was not possible bec:a~ England 
had no gold to pay and India had no independence to 'ask for it. 

Realising the impractkability of receiving gold it was suggested 
that the necessary sums should be raised in India by taxation and 
borrowing and that purchases should be made with the sums thus 
raised.~ Even this would have meant suffering for the people because 
sacrifices would haue been imposed upon them through reduction of their 
incomes while at present it is imposed by keeping the incomes more 
or less fixed but by increasing the prices. (Of course it will be said 
that if rroper methods had teen fol'owed, there would l:ne been an 
equity and a justice which inflation lacks. Whether proper methods 
of direct taxation would have been followed by the Government 
which had to rlacate the Indian capitalists is very do~btfuL That 
nothing of the sort could have haprcned is rlain enough when one 
notes that the Government are not even prepared to raise excess profit 
tax to cent per cent. ) 

But the change which such a mechanism would have caused in 
the very nature of the sterlintr balar.ces is of fundamental importance. 
ut us suppose that instead of the present inflationary mechanism, the 
Government of lndia had raised funds by taxation aoo borrowing. In 
that case there would have ~n no necessity for the Government of 
India to ask for cash payment in· pounds sterling from the British 
Government. ln such circ•mstanccs the British Government, anxious 
to 1\'oid strain on their IUerTes, would hate postponed the payment 
and the Government of lndi.a could not hove taken any objection to 
au'h 1 course. ln the normal sense of the word Britain would have 

l ~lauif~o b.•lkld ~~~ Indiu F.cooomi..ts ( Puloli..hed till 1H·l9f3 ). 
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been indebted to India. Goods would have been delivered to Britain 
without receipt of any immediate payment and there would have been 
I mere pledge that Britain would· pay these sums at the end of the 
war-a pledge without any security from a master country to a subject 
nation ! In that case. it would have been very easy-if past history is 
any guidance to future events then it would have been a dead certainty 
..-for the British Government to repudiate the whole debt by observing 
corpplete silence over the issue. 

To illumate still more clearly the fundamental'distinction in the 
very nature of our sterling ·balan"ces in the two cases, an analogy might 
be useful. Let us suppose that there is a tenant occupying a flat in 
Bombay, that he is not on good terms with the owner of the house and 
that there is no Rent Act. Let us further suppose that in these days 
when rationing is in force the landlord with some genuine excuse comes 
and asks for rice, The tenant cannot refuse because he is in a subordi
nate position and therefore gives up the little quantity which he has 
secured on his own ration card. That he has to sacrifice his desire to 
eat rice is plain enough and that the ownt"r is indebted to him is equally 
evident. Now the transaction may be effe~ted in two ways. When the 
owner takes the rice he J;nay offer the tenant the cash price or give him 
an oral or written promise that he will pay at some future date. Now 
in the first ca~ the tenant suffers loss and has to sacrifice something 
due to his own subordinate position but he can use the cash obtained to 
purchase any other goods he needs. There is thus no chance, once the 
price is paid, of repudiation. But in the second case if the owner just 
keeps mum or does not pay, what course can the poor tenant follow ? 
His debt is completely repudiatt·d for he receive! nothing in return 
for his rir.e. 

The tr:msactlons between the Government of India and His 
Majesty's 0..1Vemment are of the first tyre. The Government of India 
have been paid in cash and in their own turn they have paid the Indian 
producers in cash. So that even if there is sacrifice and loss involved 
in it there is no possibility of complete repudiation. If the Government 
of India had sold the goods to His Majesty's Governf\lent without any 
immed1ate payment they would not have been able to recover the 
money from them ar a future date. It is, therefore, a decided advan
tage-to see the best in the present mechanism-that Britain cannot 
repudiate our sterling balances. 
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Under normal conditions, when the war ends and Eneland is free 
to sell goods which India normally imports. the Indian importers will 
go to the Reserve Bank to demand sterling in exchange for rupees. It 
is a statutory obligation-suspended at present becau.se of war condi
tions-on the ReserVe Bank to pay sterlinl in tertain amounts, if rupees 
are offered, at a fixed rate of 1 s. 6 d. So that those J'('ople who possess 
surplus Indian currency can acquire English currency which is legal 
tender money in England and can purchase anygoodstheyrequiresubject 
to the limitations of the market. If they do not r~ct:ive the goods they 
demand they can exchange sterling into dollar~ or any other currency 
avnilahle in the foreign exchange market and pun:hase goods in any 
part of the world they desire. 

The peculiar characteristic of the literling balances is that they do 
not represent a sum which His Majesty's Government owe to the 
Governmf'nt of India, for they have paid it. Neither do they rc:present 
a sum which the Government of India owe to the Indian public because 
the latter have been paid in cash. What remains to be. done is not 
payment but conversion of sterling into ~oc.ds; and to this, at least 
under normal conditions, there should be no obstacle. ,There seems to 
be no loss because the goods which will be rurchased by these imrorters 
will be the goods, which they feel, will sell in India because they are 
desired by the Indian people. Eut how is it that there is such glib talk 
of repudiation and loss and imposition of goods which India does not 
want 1 This is because, behind all the argument elaborated here there is 

an assumption that as soon as war is over the normal mechanism will 
be restored. But it may be argued that if the present restrictions 
continue and the Indian nore.holders are not allowed to convert notes 
into sterling there is a likelihood of repudiation and loss. 'What are 
those extraordinary cin:umstances that can be erated and what will be 
the possibility of repudiation or loss on account of such chan~esr· 

l:HAPTER THHEE 

POSSIBlLITIES OF TOTAL OR.PA'rtTIAL 
REPUDIATION 

The strangest characteristic of Britain's \\'at debt to India is that it 
has been paid in terms of money. lr differs from the ordinary loan in 
that even the monetary rayment is deferred in common loans. As 
long as, therefore, the pound continues to h:l\~ some pun::hasing po•·er 
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;n Great Britain India will be able to acquire some goods. There is 
thus a possibility of some loss because the second step in the Interna. 
tiona! debt, viz., conversion of money into goods 'is yet to take place. 

·But the first step, that of making payment in currency, is over and 
hence there is no possibility of repudiation! 

. The typical Indian mind revolts against such a conclusion which 
seems so stra~ge and ~hich it is never prepared to accept. It immedi
ately raises the que~tion I 'Is it impossible for the master country. to 
repudiate the whole debt?' The answer to such a question can be one. 
'No: it is not impossible for Great Britain to effect complete repudi. 
ntion.' In the realm of possibilities everything has a place by itself. But 
why repudiation alone 1 Everything is rossible under the Sun. The 
British Isles may sink in the sea due to an earthquake and we may come 
to grief. It is also possible, provided there are 400 million bullets ar.d 
a few ~ach!ne-gun operators to kill the entire populaticn of.India and 
we shall lose our sterling bal~nces since we ourselves will be lost. 
There are possibilities which ought to be accepted for the sake of 
argument and. yet everyone knows that nothing of the sort will ever 
happen. While considering total repudiation, therefore, such possibi· 
lities alone must be considered as have earthly chance of occurrence. 
Anei unfortunately such possibilities do exist even though they may be 
quite remote and need not be expected at all to be realised. ' 

. I' ' ' 

All the sterling which the Reserve Bank receivrs is invested mostly 
in the securities of the United Kingdom. This practice is followed 
because liquid cash earns no income while the securities yield ~erne 
income. All the money which is received by India is thus a part o( 

the public debt of Great Britai.n .which is well over £19,592 million at 
present. ·This is indeed a huge.debt which they cannot pay. Even the 
interest charges to be borne by the treasury would be too heavy. Espe
cially if there is any socialistic revolution in England, the Government 
may repudiate the whole debt and along with the other holders of 
£18,000 million securities India will come to grief. But there is no 

· likelihood of such events occurring. 

There is also anoth~r possibility. If Hi., Majesty's Government 
aucceed in imposing on the Government of India a forced gift equal to 
£ l,COO million to be paid, out of taxation, as contribution to war it will 
me.:m virtual repudiation, because Great Britain will be payina to India 
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a sum which they have already managed to secure from this oountry. 
It would really mean a payment of £2,000 million by India of which 
£1,000 will be returned. It means nothing shcrt of total repudiation of 
the existing debt. 

To support this it is generally pointed out that during the last war 
a gift of£ 100 million was pre!ented to the foreign power. But are the 
circumstances unchanged after 24 years 1 And will they continue to 

remain unchanged l What happened 24 years before is not likely to be 
repeated because even the present members of the Viceroy's U>uncil 
may not acquiesce in it. The sum also is so big that such taxation shall 
have to continue for years together during which the Indian Legislature 
and Government will not remain so weak as they are now presumed to 

be. Even during the war the revision of the financial settlement was 
opposed by the Finance Member because it was thought that the maxi
mum possible taxation has been reached in India. Taking into consi
deration these factors and especially the'political advance oflndia after 
the last war, it is not likely that the Government will succeed in any 
such attempt of total rerudiation. Undoubtedly, however, a partial 
repudiation is possible if this country is forced into making a gift. t 

There are other ways al50 through which partial repudiation might 
be attempted. At present, according to the Reserve Bank of India Act, 
the Bank is required to maintain 40°/0 gold equivalent as assets against 
the notes is~ued. The existing gold is valued at 8-47512 grains of fine 
gold per rupee, which comes approximately to Rs. 20 per tola. The total 
value of gold is +4 crores of rupees. If by changing the Act, this gold 
is revalued et a higher price, say Rs. 40 (allowing for the probable fall 

t It is desirable tha.t an estimate of the time required for aueh repudiation ahould 
bt (i..,u. Tbe 8udgel of 1944-4:5 e&tima.&.es the central re-.enoe kl be over B.a. 870 erores. 
The pre·w.r eipenditure of the Government of India was &. 120 crores. The plaDII ol. 
dt'moloili~~~~otion that are publi:ilied indica.te t.hit the Government a.re bent on reducing their 

'npendi&.ure. U theJiiucoeed in mlliutaiuing the \alation at the IAUl8 high level and 
ftlduciug the npouditure t.o t.be pre·war level it is potiSible to m~~oke a gift ol. R£.1100 erores 

"'·ithin five Y-1'1. Howe\'el' it llhould noi be forgot.ten thai in poat·nr yean when the 
t.ra.d.-.cth1ty would be sl.ek re'enue cu.n~ st.&nd at this high lave!. Nor will it be 
~ihlelor the Go"mmeut WI reduoe their expenditure tD the pre·war level. A.nd Jei. 
the ~ re.maina \hM reotntlv Government lave auwla it elel.r thai there will be no 
rel~ution in &au.Uon r.nd that Ia sufficient iO arouae IUipicioD 11llleaautemen\ Ia iilsued 
mt.kiuc i& clMr tbat Lbe 1111rplos lhu erea.t.eel will no& be utilised for JUkinc • (ift t.o 
Hi• Vajelt,r'• f.otemtunt. 
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in the price of gold), the same gold can net as cover for additional 
Rs. 44 crores of notes. There will be thus a surplus of sterling securities 
worth Rs. 44 crores which the Government might give up as a 
gift to the British Government l But fundamentally this surplus, 
thus created, is under the ownership of the Reserve Bank and if the 
Central Board stoutly oppo£es such a course of misusing power, it is 
not possible for the Government to dissolve the Central Board and 
utilise the surplus for giving the gift. Of course the Reserve Bask of 
India Act does make a provision whereby the Governor-General in 
Council may set aside the decision of the Central Board. But if the 
Central ·Board is dissolved it will shake the faith of the people in the 
Indian Currency and the whole monetary machine will come to 
a standstilL A crisis of this sort is as ruinous to the British Gover
nment as it would be to the Indian people. 

The same conclusion emerges even if we consider the other way 
of releasing sterling balances with a view to making gift. According to 
the Reserve Bank of India Act, the proportion of gold and sterling 
to-gether must be 40% of the total notes issued. · At present this 
percentage is far above the minimum. It is over 93%. It is possible for 
the Reserve Bank to replace sterling securities by Government of India 
securities because the original limit of Rs. 50 crores in the act has been 
removed by a special o;dinance. But ~:~uch a course though possible is 
not feasible because the proportion of sterling is not to be determined 
by legal requirements only. The stocks of sterling securities must be 
sufficient to enable the bank to fulfill its obligation to pay back 
sterling. If sterling securities are replaced by Government of India 
securities it is likely to lead to such demand for conversion of rupees 
into sterling that the reduced stocks of sterling would turn out to 
be inadequate to meet the demand and confidence in Indian currency 
would be shaken. 

It is again feared that by manipulating the exchange rate at least a 
partial repudiation will be effected. Clearly there are three courses 
open for the Government : (1) The exchange rate might be maintained 
at the existing level of ls. 6d., (2) The exchange rate might be lowered 
to ls. 5d.-4J .. Jd., etc., or (:i) The exchange rate might be raised to ls. 
7d . .sd.. etc. 

Very often it is asked whether the Reserve Bank will maintain the 
existing exchange rate or not. !t is difficult to give any definite answer 
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to such a question but what is likely to happen is evident when v.~ 
examine how far it will be possible for the Government to repudiate 
debt through manipulation of the exchange rate. Before t~t, atOther 
question which troubles the Indian people must be settled. It is 
doubted whether it will be possible for the Reserve Bank to maintain 
the existin~ exchange rate. The inability to maintain . the prevailing 
exchange rate during the years that followed the last world-war is 
largely responsible for this suspicion. But there is no possibility of this 
kind iR futur~ because the m:magemeRt of currency and exchange has 
undergone a great deal of cha~e. 

EveR in the most unsettled condition' ()f rudden rush the total 
demand for conversion of rupees into sterling will be Rs. 9,45,58,00,0CXl. 
Notes in circulation~+ Rs. 128,01,00,000 absorption of rupeestRs. 
42,08,00,000 absorption o{ small coint=Rs. 11,15,67,00,000. As against 
this issue of currency the Reserve Bank posse~ sterling securities worth 
Rs. 995,93,00,000 + Rs. 44.42,00,000 gold ooin and bullion=Rs.. 1040, 
35,00,000. The gold which the Resetve Bank lclds as asset is valued 
at a low rate of Rs. 20 per tola and hence in times of danger Hke the 
present sterling securities and gold at market value would be quite 
sufficient to enable the Reserve Bank to maintain the exchange rate at 
ls. 6d. Normally there will not be any such demand because the 
demand for sterling which will exist on account of imrorts will be 
more or less balanced by the supply of sterling on account of imports 
from India. The supply of and the demand for sterling will not be 
exactly balanced and there will be a grfater demand for sterling because 
of tl1e capital consumption during the pa~>t five years. Enough funds 
have been set aside for the repl2cement of capitaL With the help of 
these funds ordrrs for machinery will be placed. An estimate of the 
derreci.ation that has taken place is extremely difficult. But suprosing 
that it is 50°,'8 of the total capital invested in this country, the demand 
on this account should not exceed Rs. 500 crores. Again all the orders 
will not be placed simultaneously. Hence it would be quite possible 
{or the Reserve Bank to maintain the exchange rate at ls. 6d. 

t.,'l~~ B•n~ of India St.ati~tical Swnm&ry-Augllit 1944. 

f lkJ»rt oa Curtt~ncy &n4 l:'in&noe fur the ~r 1943-«, pa.ge 58. 'l'his figure takes 
into e.>noid.t!nt.tillll &b.iorptioo dlll'ing war ,.ara only. h won't be unreasocable io think 
that mort Uaa Lilia &mOWI.' may be wit.bdran in !.he utreme eireumota.noes for the 
li~o'UI\-. ol pn.>t\0116 &boiorpti11n ba\'t not boea u.li.e.a inw OOD$iderr.tioo. 



( 16) 

But whether it will do so or not is quite a different matter. For 
lowering the exchange rate will help the Government to enable them 
to make a.gift to the foreign government. If the exchange rate is 
lowered to ls. 3d. or even more the necessary cover for the notes will 
be much less in amount and once more there will be a surplus sterling 
with the Reserve Bank. At present the sterling securities which the 
Bank holds are worth Rs:828,32,00,000. At ls. 3d., 16-2/3% of these 
securities could be released and the necessary cover at that ratio will be 
provided. A total of rupees 138 crores worth sterling securities could 
be thus released. Of course once more the Reserve Bank possesses the 
right of ownership over these surplus securities and how far partial 
repudiation could be effected depends on the ability of the Central 
Board to take up a bold stand. If the Board does not take up a bold 
stand then we must have only ourselves to blame. 

Thus while the lowering of the exchange rate is profitable for the 
Government the raising of the rate is not. Besides if the rate is raised 
and if it is to be maintained it will need additional sterling resources 
and how is the Reserve Bank to command these resources? Clearly 
there can hf no direct gain in raising the exchange rate as there is in 
lowering it. 

But raising the exch~nge rate means depreciation of the pound and 
a higher rate is more favourable for imrorts into India. Besides it 
means that since the pound is depreciated our- sterling balances also 
suffer a loss in value. In terms of real goods England ~hall have to give 
less and therefore it is often believed that the exchange rate after the 
war will be at higher level. We will discuss later the grouncs on which 
this belief is based. But clearly raising the rate does not enable partial 
or total repudiation. For, the word has been used throughout this 
booklet in the sense of refusal to pay either in part or in full. If Mr. 
A gives Mr. B Rs. 100 and, say after 3 years when pricu have risen he 
recovers the sum back, we do not say Mr. B has r!!pudiated the debt 
because Mr. A is getting less in terms of real goods. The co-operative 
societies are to-day recovering their dues from their members because 
they receive better prices. These loans were given in pre-war days and yet 
this transaction cannot be described as repudiation because the co-ope
rative societies happen to receive less in value. 

There is still one source from which sterling assets can be released. 
In February 1943 the maximum limit for Government of India's 
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securities to act as cover for currency was removed by an Ordinance. 
The Reserve Bank: mty be forced to increase the proportion of Indian 
securities and lower that of sterling securities. At least at present that 
d.oes not seem to be the intention of the Government of India or the 
Reserve Bank because the percentage of gold and. sterling to the total 
notes issued is 92-3S. Such a high proportion is kept only because the 
Government of India are only too sure of the fact that if the proportion 
of the Government of lndia's securities is increased, the currency system 
in ln&ia will be in danger.. 

The possibilities of repudiation are thus not many and therefore 
they need not cause us any anxiety about sterling balances. 

But what matters to lndia, whether through repudiation or loss in 
value, is the loss incurred on this account and therefore maximum 
attention must be directed to the possibilities of the various means that 
might te devised to give India the least possible in the forms of goods. 

CHAPTER FOUR 

F()SSIBILITIES ()f L()SS 
It has been made sufficiently clear that if the normal procedure is 

followed and if any extreme course of action which will bring the 
monetary ma..::hine to a stand-still is not postulated, then there is no 
possibility of repudiation or even of a loss to any great extent. If, 
therefore, any attempt is going to be made at repudiation or at giving 
less in terms of real goods, it must necessarily assume either exchange 
control or political contro~ manipulation of monetai:y policy of England 
with objectives which will not be in the interests of India, interference 
with the monetary policy of India and such other things. No definite 
answer can be given as to which of these devices will be employed to 
~ffect indirect repudiation or inflict loss in value of our sterling balan. 
ces. Provided there is a definite gain for Grtat Britain, any one of 
these devices or even all of them might be employed. It is necessary 
to examine carefully the possible loss on account of our sterling 
balances. which will result from the adoption of such controls. 

Inasmuch as payment in terms of money has been made, there is 
no possibility of repudi:;.tion. But no international payment is finally 
completed unless goods actually leave the boundaries of the country. 
The conversion of sterling into goods is yet to take place and by making 
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c~nversion difficult it would be possible for England (i) to make it 
compulsory for India to confine all her purchases to England only, (ii) 
to compel this country to purchase only , such goods as Engla'nd would 
be willing to part with, and (iii) to manipulate prices in England in such 
a way that the real sacrifice which England would be required to make 
would be reduced to the minimum. There will be thus qualitative as 
wdl as quantitative loss. 

The last should he taken up first. It is generally believed that the 
pound will depreciate and it will mean a loss in the value of our sterling 
balances. When it is said that the pound will depreciate two things are 
hinted at. In the first instance it may be argued that the sum which we 
command is fixed while the purchasing power of that sum is liable to 
fluctuations. If the prices i ~ England rise in future, we shall be able to 
secure only a sm1ll amount of'goods. The value of sterling balances is 
thus bound up with the value of the pound sterling and that beir.g 
inconvertible paper currency its value is liable to wide fluctuations. 

There is no doubt that keeping our balances in sterling may involve 
some loss. But a disadvantage of this sort is bound to exist in any 
circumstances. The only alternative to holding balances in sterling is 
to convert it into goods immediately by an agreement, Since it is not 
possible to purchase and import goods at the present moment, to avoid 
loss due to flucmations in the value of the pound, an agreement might 
be made today with Great Britain fixing the total quantity of goods 
which England should give us in future. But such an agreement is not 
a simple matter and may turn out to be disavantageous to India. Sup· 
posing the quantity of goods is fixed today and that the pound · 
appreciates tomorrow, we shall be getting much less i~ terms of goods 
because of the agreement. Again such an agreement will mean giving 
a promise to England to make all purchases out of these balances from 
herself alone. This is highly undesirable. A future opportunity to 
change sterling into foreign c.urrency would be completely lost by such 
an agreement.: 

t The Bombay Chronicle of 27th September publishes the news that 'A mieliion to 
London to discu..s the issue of s*erling billances is expected to leave Iudia as soon &ll 
arr•ngdmenta for di:~eussiona are completed both in London and New Delhi. It is 
~mp~i~ld herll thas tlu i•sue i~ la1'gel1J of goods and Mt so mueh of money. The mission 
li el~ted to con>i>t mostly of officials with non·official advisers'. Whether the sentence 
in it"li~ means an a.greemeru of the sort that we ha;•e been discussing is not clear. But 
th.rt nood no~ ba any surpriae if it means the same thing. lh'hen there is a question of 
holdmg •ucb ba.l•mce.> our preference undoubtedlv must be for the most liquid assets and· 
DOl goods! • 
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Secondly the argument hints that the monernry policy will be so 
controlled by the British Government that there will be a deliberate 
devaluation of the pound .. To lend support to this argument it is funhet 
added that Great Britain shall have to create a surplus export trade to 
pay off these war debts; and for creating such a surplus a lowering of 
the exchange rate would be the most desirable objective. 

This argurr.ent is not as sound as it appears. The payment of the~ 
war debts will be a slow process. Reasonably speaking it will extend 
over a period of 25 to 30 years. The advantage& of a lower exchange 
rate are short. term advantages and to ·maintain the surplus export trade 
England shall have to manipulate her monetary policy in such a way 
that the exchange rate will be continuosly falling for the period of 25 to 
30 years. There is hardly any likelihood of this happening because the 
stability of the exchange rate is an essential condition for England's 
monetary and economic system. Besides, if the price levels of ditierent 
countries are compared,t it will be at once noticed that there is no 
likelihood of the depreciation of the rour.d i and when the price-level 
il'l England is so low (in many cases by 100 points) there is no necessity 
of lowering the exchange rate in order to create surplm nport trade. 

There are two possibilities with regard to the depreciat~on of the 
pound The rupee-sterling exchange rate might be raised from ls. 6d. to 

ls. 7d., Sd., 9d., etc. which will mean depreciation of the pound in 
temu of rupees. Or there is another possibility. The rupee sterling 
ratio might be maintained at the same level but the cross-rate will go 
against the round. In such a case the pound will depreciate in tenns 
of all other currencies though it will not depreciate in terms of rupees. 
But clearly there will be some loss even if the pound depreciates in 
terms of dollars only. Because in that case with the same amount of 
sterlint,: we shall be securing fewer dollars. · · 

T 0 say that the exchange rate will re at I higher level is tantamount 
to predicting the future exchan~e rate. It is very difficult to anticirate 
such things. Both the currencies are paper currencies and the exchange 

: On the b<LSi~ ol.l-\'1 1939-100 the wholeil&le price inde1 numbers for difieren~ 
oount~Wi for !\owmlJer 19-13 w~re reported Ali follows: lra.q 69-l; Iran 495; Pale;tine 
:1'.!5: Et>ypt m; India SlR; t. K. 167; Canada UO; Australia lSi!; South Africa 

I~•': l'. S. A. 135. 'HI~ figures are bkan from tht Eastern Economhl.t, 18th August 
1~6. Por tbe eomp.risioa ol U.S . .l. &ncl U.K. price ie'llels and the dolla.r;ierlin& 

partiJ &D ex:trACt from Commerce is qlkAei el•where which ia more relir.ble. 



(20) 

rate must express the purchasing power parity of the two currencies. 
Due to war restrictions even though the old rate is maintained it bears 
no relation to the purchasing power parity of the two currencies at the 
present time. Whether future circumstances will justify this ratio or 
not depends on the relative changes in the price levels that will take 
place after the war. As compared with the pre-war six months, the 
index number in England was 167 for November 1943 and in India it 
was 318. The exchange rate must be below 9d. to have some relevance 
to the purchasing power parity. But it is erroneous to work out the 
rroper exchange rate on the basis of war-time inflated currencies. To 
get some indication as to the future exchange rate some attempt must 
be made to calculate the probable changes in the two price-levels. 
Taking into considera'tion the small increase in the price-level and the 

difficulties and dangers of a deflationary course which she has learnt 
during 1922-31, it is unlikely that any fall in the price-level will be 
allowed in England. While in India, unless some positive action is 
taken to counteract the etfe;::ts, there will inevitably be a tendency for 
deflation. Assuming that the present rise in prices is solely due to the 
addition to the quantity of money, the probable fall in the price level 
might be estimated by the probable withdrawal of currency. There are 
two pointers. Assuming that people are accustomed to the pre-war 
price-level and would like to return to it, the quantity of money which 
will be withdrawn will be determined by taking into consideration the 
quantity of money in circulation before the war and the additional 
quantity necessary for the increase in production. The second method 
would be to estimate ·the demand that will exist on account of the 

depreciation of the machinery during the past five years. The total 
number of notes in circulation for the three years preceding this war 
was 208, 214 and 207 crores rt'spectively. Taking 210 crores as the base, 
the index number of notes in circulation is 347 for June 1944. The 
index number of prices was 300 for June 1944. The increase in 
production is estimated at 60% by the end.of June. Assuming that the 
people are inclined to reach the pre-war price-level, the total notes that 
would be required for the current production would be 350 crores. On 
this basis there would be a fall of 177 points. There will be a ~eavy 
fall in the price-level but it will not be a proportionate one. The rise 
in the price-level has not been proportionate to the increase in notes. 
!bides tht velocity of circulation will increase in post-war days. Hence 
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there would not be 1 correspondin'g fall in the price-level Depending 
on pure guess with the support d commonsense only, it may be said 
that the price-level may fall by 100.125 points. But with this much fal~ 
the price-level iR India remains at a higher level and there should not 
be any inducement for Great Britain to raise the exchange rate. If 
there iJ a proportionate fall in the price-level then alone will there be a 
price-level that will necessitate a manipulation of the ratio to create a 
favourable balance of trade. Otherwise, there is no ground to expect 
• deliberate depreciation of the pound. 

The same con.clusion emerges, and with greater force, if the 
probable withdrawal of currency is estimated by measuring the extra 
demand that will exist on account of depredation of machinery. If the 
prewar import of machinery (this includes machinery imported (or 
fitarting new industries, but to argue· on the safe side no such distinction 
is made) is taken as the index to depreciation, normally, machinery 
worth Rs. 10 to lS crores was imported every year. Taking imports of 
machinery to be zero for the duration of the war the total depredation 
comes to 50·75 crores of rupees and calculating it at the present high 
price lrvel the total demand comes to Rs. 150-225 crores. The fall in 
the price leveL in this case, will be much less than is anticipated and 
there will be no necessity for raising the exchange rate. 

Similarly there seems to be no possibility of a fall ia the value of 
the pound in terms of dollars.: In one of the articles publised in the 
Commerce of 12th February 1944, the writer says: ''For some time past, 
there has been considerable speculation in London about the sterling. 
Jollar parity in the post-war period. The conclusions arrived at by 
fiOme of the foreign exchange specialists in Britain on the basis of index 
numbers should be somewhat startling to those w_ho believed that, after 
the war, nerling was bound to depreciate in terms of dollars. Foreign 
exchange exvcrts m Britain have been contending that prices in U.S.A. 
have gone up to such an extent that the purchasing power of the dollar 
has sutfered heavily and that in consequence, at the present rate of 
4.02~ dollars per pound sterling is undetvalued. The Whitt Paper publi
shed by the Br.tiih Government on reciprocal lend-lease disclosed that 
the cost of u·ar mat.!ri..ll was SOO/t higher in U. S. A. than in Britain. 
On the baM.s of calculations made on this statement in the White Paper. 
iOme of tht foreign exchange pandits, not excluding d1e Economi•l have 
b..~n stating that the correct parity today is $6 per£.." 

·:-Solli>OUaute OD N' -------
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It should now be examined how far it will be possible for the 
British Government to compel India to purchase all goods from England 
alone. There are many points that need clarification. Why will there 
be any desire to enforce a bilateral transaction on India ? The only 
relevant argument that could be advanced is that if multilateral clearing 
is allowed India may not purchase goods in England but may convert 
her sterling balances into dollars and import goods from America. But 
what will America do with the pounds which she thus acquires? 
Pounds are useful to Americans only because they give command over 
English goods; and if America uses these pounds for importing goods, 
England should have no cause to complain. But Americans can use the 
pounds for other purposes than imports. They may use the sterling 
which they acquire from Indians for investment in England! American 
investment in England is an extremely intolerable prospect, especially 
to a country that is accustomed to send capital abroad ! I 

The best way to restrict India's trade to England only would be to 
block the sterling balances. Nobody would be allowed to convert his 
currency into sterling without licence and special permission. A list of 
various goods and commodities would be prepared and if the applicant 
is going to import goods and commodities from those in the approved 
list then he would be allowed to convert his rupees into sterling, other
wise not. If such blocking takes pbce the opportunity to convert 
rupees into dollars would be denied to India and the danger of Ameri
can investment in England will be avoided. 

~'hat would such an -exchange control of the type that was insti
tuted by Hitler in Germany, mean to India? Apparently this would 
enable England to force any goods on India. In this way alone it 
would be possible for England to give all consumers' goods to India 
and not capital goods. The second point is thus bound up with the 
first but its consideration must be postponed. ' 

Does such blocking render India quite help lees? If the Indians are 
not allowed to utili5e their ~terling balances (or imt:orts they can reta. 
liate against such a measure by getting sterling for investment purposes. 
Rupees will be tendered here to the Reserve Bank and with the sterling 
amounts that. will be received from the bank. shares of English compa
nies will be purchased or property will be secured or if there i~ enough 
enterprise ntw Indian concerns will be started in England ! To prevent 
all thi\ even if it is supposed that sterling would not be released for 
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such put"p()les, it would only mean that all our sterling balances are 
in\'~ed in U.K. securities. Even at 1°.'0 rate of interest England will 
have to pay £ 10 million annually as interest charges to India. A figure 
which well compares with our "Home charges" in the years that are 
now past! 

Avoidance of American investment is not the only objective for 
such an exchange controL After the war our import trade from 
England a· ill consist of goods imported as a payment for goods exported 
from India to England and of goods which will be given as a payment 
of a part of our sterling balanre;. If England iinds herself incapable 
of delivering the goods which India needs, there will be a change in the 
direction of our foreign trade. Before the last war our trade with 
England formed a major part of our total export trade. After the war, 
in spire of all the attempts of Imperial Preference and commercial 
agreements, our mde was diverted to U.S.A., Germany, and Japan. 
After this "'ar we can get goods worth £50 million or over from 
England without sending any goods to that country. If England proves 
herself inC3pable of providing the gcods which India needs, India will 
export goods to U.S.A. and import most urgently needed goods from 
that country. If England is at all concerned with maintaining her 
trade with lndi.a the only way open for her is to give those goods which 
India needs and to give them at competiti\'e prices. 

Great Britain may not be able to achieve this in the iirst years after 
the war. Much destruction has been cau:-ed by bombing and much 
capital has been consumed. As soon as war is over England will be 
anxious to put her house in order and will be unable to spare produ
ction for foreign markets. For the duration of such a transition period 
England will block the foreign trade of India to retain it in her own 
hands. During such a period the accumulation of sterling will be 
continued and simultaneously expansion cf Indian currency will also 
be continued. But the process cannot go on indefinitely for if the 
infi-tion ii carried on to dangerous limits, it will mean that the mone. 
tary nuchine will come to a stand-stilL And Brium Government is 
not prepared for this beuuse such a crisi5 may mean not merely the 
ruin of Briri:.h trade but that of the British Emrire in India! 

A cumplete rlock.ing of all of our sterling balances is thus a remote 
rus:sibility almo~ next to an im~ibiliry. A more logiC3l step would 
be to achieve rarti.al blocking by disti~'Uishing \\ar debts as a serarare 



( 24) 

category. The nonnal exx::ort and import trade will not be interfered 
with, but so far as conversion of the war balances is concerned an 
exchange control of the above mentioned type will be instituted. The 
list of goods and commodities which England can spare will be drawn 
up; and such a li3t may contain items of consumers' goods only. They 
might be goods such as Bata shoes, Valet blades, Maclean tooth paste, 
etc. It is a natural desire that these balances should be used for 
pur.:hasing m1chinery that will enable India to manu£acture machines 
here. If, therefore, the dominating power is going to adopt such controls 
as would permanently retard the fulfilment o£ su(·h a desire it may be 
legitimately complained that we are going to incur loss ~:m this account. 

The point needs seriou.; consideration. Is it really a fact that we 
do not need consumer5' goods at all? Before the war there was no 
compulsion on India to purchase any gaols in England and still we 
imported so many consumers' goods from that country, It can never 
be seriously maintained that no consumers' goods should be imported 
from England. If all our imports are to consist of machinery, are we 
in the meanwhile to go without consumers' goods? -As Sir Ramaswami 
Mudaliar recentl1 suggestd, in the fint few years when we shall be 
concerned with building up of capital goods, there will not be enough 
production of consumers' goods and there is nothing we should 
complain about or be sorry for if a part of the goods which we will import 
are not capital goods. 

It shall at once be agreed that nob.:>dy seriously wants to maintain 
that all the goods in the list will be of the type of shoes and pastes. 
The list might as well include tractors and fertilizers. No objection 
can be raised for such goods. For they are goods which India needs 
at present. And after all where is the line to be drawn between 
consumers• goods and capital ge>ods? If mill~machinery is imported it 
might be said that we want such machinery as would enable us to 
manufacture that machinery and for sm;h reasoning there is no end. 
The truth is that there is no hard and fast line between consumers' 
goods and capital goods. But granting that such an attempt is made 
what would be the loss which India shall have to suffer? 

In the post~war years our import trade will consist of two items. 
We shall be importing goods which constitute payment for the goods 
that will be exported and secondly we shall be importing goods on 
account· of the payment of sterling balances. If the latter part {whi€h 
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alone can be regulated) is so regulated by e~change control that we 
cannot import anything except consumers' goods, we shall import 
consumers' goods on this account and cent per cent capit'.tl goods on 
account of normal exports. ln the past since there was no such surplus 
,h~e to India our total exports · used to pay for consumers' goods and 
capital goods. Now all our ~xports can be used to pay for capital 
goodS. Thus by regulating imports of goods on account of sterling 
balances it will not be possible for the British people to impose consu• 
mers' goods at the cost of capital goods. There is one difficulty in 
such a procedure. If the annual instalment of the payment of sterling 
balances is, say,£ 50 million while the country needs consumers' goods 
worth only £ 40 million will it mean loss to the country or not? Of 
course in such a Cllse the rest £ 10 million would be turned into invest· 
ment and either England will have to tolerate Indian investment or 
modify exchange control. If England chooses investment inasmuch as 
it involves refusal to allow India to import capital goods it is certainly 
a~toW~ . 

It is worth considering whether England will be able to export 
goods equal to the normallndian exports and a certain amount of 
goods as a payment on account of war debt. \Vhile considering the 
c':apacity of England, in the absence of knowledge of conditions 
prevailing there, it is very difficult to say anything positive either way. 
Howe\·er, it may be pointed out that a country that could· not only 
maintairt but increase her production even when bombing was goini 
on with a view to causing total destruction, will certainly be able to 
increase her production in peace time and pay off her debt. If it is 
supposed that the payment of sterling balances is spread over a period 
of 20 years, every year Britain shall have to export goods worth £. 50 
million on Indian account anJ another £50 million for other countries. 
A country ha\'ing a national income of £ 7,384,00J,OOOt shoolJ not 
find it difficult to pay £ 100 million. 

1t may be argueJ in case of sterling balances. as it was argueJ by 
lorJ Keynes in resrect of German reparations, that to create a surplus 
to this tune, w~es in England must be lowered and there is a limit to 
the rtJuction in cost. It is saiJ, in recent years, that wages are sticky 
anJ rue price structure is growing more and more rigid. Without 
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entering into the details of the Keynes-Ohlin controversy over the 
German Reparations, it may be said at once that it has been now 
acknowledged that Keynes was taking into consideration only the 
supply side and even if the other extreme cannot be reached by saying 
that all the adjustments are brought about by a shift in the demand 
schedule, the truth lies half way. Cost reduction, therefore, need not 
be necessarily undertaken to a very great extent and to a certain extent 
costs can be reduced. When it is, therefore, known that not all the 
adjustments will be brought about by reducing the cost in England, it 
will be very difficult to demonstrate the inability of En~land to pay off 
the debt. 

The financial settlement between England and India has been the 
subject of displeasure for the British people. Even though it has not 
been disturbed till today it does not follow that it may not be revised 
at the end of the war when the need to appease Indians will be less 
urgent. The revision will be s'o managed that not only will there be 
greater burden thrust over India but the arrangements will be applica· 
ble with retrospective effect To the extent to which this burden will 
be accepted by the Government of India, our sterling balances will be 
reduced. The Government of India shall have to pay back this sum 
to His Majesty's Government which was paid through mistake com
mitted in the original settlement. If any such revision is agreed upon 
it will be a clear loss. For, it is only another way of compelling the 
Government of India to make a gift to the British Government. It is 
only a partial repudiation disguised in the form of revision ·of the 
settlement. If any such trick is played, India is absolutely helpless. 
What will be maximum possible loss which she will suft'er through such 
revision? 

In the second chapter a distinction was drawn bet ween the sterling 
accumulating on account of goods purchased by His Majesty's Govern
ment and the sterling accumulating by way of payments for 11ervices of 
troors. The financial settlement is applicable only to the latter part. 
If, therefore, the surplus of expons durin!: the war time is known it 
would be JX)ssibl~ to find out the magnitude of sterling balances that 
cannot be affected by the revision. The value of total surplus export 
trade by the end of February 1943, was 329 crores and the increase in 
nmes by the end of that period was 657 crores. This indicates that 
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2\00Ut 508/o accumulation of Sterling is on the account of services.~ 
The percentage need not have unde~ne any fundamental change in 
the past five months. lf, therefore, the revision is brought about and 
even if all the burden is throwR over to Indian Government. the 
maximum possible loss would be £ 500,000,000/-. It is impossible that 
the revision will be such as to transfer all the cost to India and the 
actual loss will be much less than is contemplated here. But in any case 
the probability of loss has to be reckoned with and if such an attempt is 
made there does not seem tQ be anything in the power of India to reta· 
Hate against such a measure, Sinc..e this seems .to be the only way in 
which the debt can be repudiated, let us hope that Britain will honour 
the pledge of her newly created Lord of Tilton and shall not attempt 
r~pudiation in this mean way. 

CHAPTER fi\'F: 

DISPOSAL OF STERLING BALANCES 

lnspite of what is said by the British news-papers, the impartial 
re,·iewer of our sterling balances must come to one conclusion only. 
They have been created by an i~mense sacrifice by the Indian masses, 
of the bare necessaries of life such as food and clothing. After al~ the 
richer classes had not to undergo much suffering because they had 
enou~h money to be able to live luxuriously even at higher prices. 
And if they have suffered any loss it has been fully compensated for by 
the huge addition they have made to the quantity of money of which 
they already had had suffidcent stocks. It is therefore, quite natural to 
feel that these sterlin~ balances should be used to etfect a rermanent 
impro\'ernent in the lot of the masses. 

lr is undoubtedly the property of the nation and the country must 
he free to use ir as she chooses. But this freedom to use the sterling 
halances neeJ not leaJ us to believe that we arefree to use them at any 
time we like and in any manner we choose. First of alL the way in 
which these balances will be utilised will be determined by the above 

! The eakuJMl()A is b&.'ll!!4 oo tbe iDerease in DoWS iD circulatioo only !Maulil it i& 

not fw away from th• lf'mh. The CJOrl'l!el e&ku.ht.tioa rau.c be buei on iLetlins boldiJISI 
of l.ht ~~rw JhnL. 
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mentioned objective, that of improving the lot of the masses. :But apart 
from this desirable limitation, we shall not be free to use these balances 
at our own sweet will. It must be our concern to see that we get 
maximum possible goods for the sterling amounts. If the maximum 
amount in terms of real2oods is to be secured the desired freeclom (i} 
':o use as much of these balances as we like at any time and (ii) to 
purchase ~oods outside England, will necessarily be limited. 

Sup~se that India is given full freedom to use her sterling balances 
in any way she likes. If India rushes to use big sums by way of regig.. 
tering demands for machinery since the supply of it cannot be increased 
suddenly, the prices will be forced up and we shall receive less amounts 
of goods. Instead of Great Britain raising prices by devaluing the round 
we shall raise the prices by a shift in the demand curve. Of course it 
must be admitted that inasmuch as the adjustment in international 
trade is brought about by a shift in the demand curve, to some extent 
the natural factors will force :us to pay higher prices. But we need 
not ajZgravate it by our own folly. If, therefore, any attempt is made 
to spread the payment of sterling balances over a period of 15 or 20 

· years there is nothing in it to which India should object. The extent 
of the period shall have to be determined by the capacity of England 
to lower the prices and the need of additional capital which can find 
profitable employment in India. The above mentioned fi2ure is only 
illustrative .. 

Similarly it is incorrect to believt that if Britain canno~ give 
us goods in sufficient quantities we should change our sterling into 
dollars and purchase goods in America. The exchange rate between 
the pound and the dollar is detennined in the London foreign exchange 
market. If therefore India will begin to supply pounds over and above 
the no mal needs of the market, due to an over supply, the value of the 
pound will fall in terms of dollars and with the same amount of sterl. 
ing we shall be getting less amount of dollars. There are thus natural 
restrtctions on our power to utilise these· balances and if in addition to 
spreading the payment over a period of time there is a bilateral agree. 
ment for the payment of a part of our sterling balances, not much loss 
will be involved. Our sterling balances, because they are the property 

.of the Nation, cannot be used in any way we like and we shall have to 
impose on ouNives two restrictions while using them. The first one 
would be of not raising prices to any appreciable extent. The second 
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one would be of converting only such amounts of these balances into 
dollars or into any other foreign ~rrcncy as would not entail loss on 
account of changes in the exchange rue. 

Starting from what the British Government will do the argument 
has come down to what w~ should do. While advancing the argument 
it has always been presupposed. thatthe political position oflndia is going 
to remein unchanged and that provided there is some gain for the Br't~sh 
people, any mechanism or controls will be tefiOrted to, to secure that 
~ain. It is now necessary to chan~ this assumption even though it is 
not suggested that this chanl!e is goi~ to come d..-:finitely. But events 
are fast developing in a manner which does not make us appear 
foolhardy for making assumption. of Independence-at .}east in the 
matter of dealing with monetary policy and sterling balances. Japan 
is yet to be defeated and as India is the only base for the offensive 
Amrrica i:r~ \'ery much concerned in gaining Indian support and it may· 
not be quite possible for the British Govemment to ignore the Ame
rican demand. Recently we received news that for the first time that 
there has been a clear majority in England in favour of reopening talks 
with Indian Leaders, in the ballot that was conducted by the. British . 
Institute of Public Opidion. It is for these reasons that although it may 
turn out to be a dream it is necessary for us to assume the independence 
of India :mJ outline a policy as to how we should proceed to utilise 
the:e sterlinft balances. 

It is imJX)ssible to give the outline of a policy for using the sterling 
balances without saying somethinf;! aoout the rost-war monetary rolicy 
ro he rursued in India. The 6.rst issue with which India will be faced as 
soon as she is left free t J determine htr mone~ry policy, will be whether 
the existing sterling link should be continued cr not. This is not the place 
to discuss the disadvantages of the dependent standard and the advan. 
ta~es of the independent standard. lndia has sutfered so gready owing 
to the dependent standard that she •·ould no more like to oontinue 
the rupee-sterlin~ link. Even the London Economist remarked that 
India would like to sur port her currency by gold rather than by S!erling. 
This cb.anj.!e might be desirable but it must not he forgotten that a hasty 
atep will not be without its 11dverse effects. For the time being at least 
it should not be the objective of our monernry rolicy to discontinue 
the l'\l('lC't· sterling link altogether. lbere \\'ill not be any serious disad. 
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vantages in adopting the link because it is to be· adopted for a short 
while only and during the first years at least, after the war, the predo .. 
minant part of our foreign trade will be with Great Britain for which 
reason sterling.lir.k will be advantageous. It will also facilitate the 
process of the conversion of sterling balances. Since we shall require 

\iterling to act as cover for our currency there will not l::e a sudden 
demand for conversio!l of sterling into goods. " ! 

The other objective of the monetary policy to be· decided in ·the 
immediate future, ls about the quantity of money in circulation. At 
present there is a gooo deal of surplus currency. Should the monetary 
authority adopt a deflationary policy ? Whatever the disadvantages of 
inflation may be, deflation ·is hardly a cure for them. During the years 
of the war, people have been suffering as a result of inflation. In postwar 
years they need not be made to suffer by deflation. Deflation produces 
'its own evil effects. It means low prices, less production, rtduction in 
incomes and unemployment. Many countries tried to deflate, after the 
last world war, and they did not succeed in putting back the clock of 
history. Those attempts only created a monetary chaos and the great 
depression, the. effects of which are still not defaced. It would, therefore 
be a mistake to adopt a deflationary policy. 

If a definite policy of keeping the same quantity of money in circu. 
lation is to be followed how is the release of sterling to be brought 
about? We can get the cue from the previous analysis given in Chapter 
Three. 

First of all the gold that is being held by the Reserve Bank as 'an 
asset should be revalued. At present it is valued at about Rs. 20 per 
tola and the total value is over# crores of rupees. If it is once declared 
as an avowed policy of the Reserve Bank to maintain the existing 
quantity of money in circulation the price of gold will be almost as high 
as it is to-day. So gold may be revalued at Rs. 50 and the total value 
will be 110 crores of rupees. There will be now the same gold acting as 
cover for an additional sum of 66 crores of rupees. and sterling to that 
extent can be released. 

Again if the present quantity of money is maintained the price 
level also will continue to be high and therefore ~here will be a great 
disparity between the internal value of the rupee and its external value, 
at the present rate of exchange. But keeping the rupee sterling.link 
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doeli not mean keeping it at this rate onlv. The present exchange rate. 
therefore, might be lowered almost to 1 shilling for a ~pee. The 
lowering of the rate has got one important advantage. for every rupee 
the Reserve Bank shall have to keep only one ihilling as. retierve and 
not ls. and 6d. as at present. For every rupee, therefore 6d. will be 
released. The total amount which can be thus released will be about Rs. 
280 crores. 

The lowering of the exchange rate has far reaching. consequence~ 
and it rr:ust be considered more fully. Since the existence of a National 
Government is assumed and since the entire sterling debt has been v. iped 
out, the Government cannot have any objection to such a coune of 
.action. Normally it is presumed that at least in the short run lowering 
of the l!xchange rote has a favourable. effect on the exports- of the 
country while raising the exchange rate increases imtx>rts and diminishes 
exports. Such practices are generally critici~ed bec;m~e the advantages 
are only temporary and an attempt to thrust your own commodities 
on the other nation is bound to result in retaliation. But, in spite 
of these short-lived advantages, this means has been tried by advanced 
countrie5 when the short term advantage which it give5 can be utilised 
to capture the market. When good!; are once introduced in the market 
people begin to buy them and they continue to sell even when the 
aJ,•antages of the lower exchange are no longer continued. India is not 
an economically advanced country and therefore lowering the exchange 
rate for simply getting first into the market would not· be 
justifiable. But the short term advantages cannot be denied ·and that 
one cannot be a gainer in the long run is no argwnent (or his not being 
a gainer in the short run. . 

To this it might be objected that in the immediate future, especially 
in the first years after the war, such lowering of the rate is of no we at 
alL ''For some years after hostilities cease, there will be a world shortage 
in almost all tho'ie goods which India will be in a position to export and 
as such there will be a good demand for Indian Goods."! India can 
export only food articles and raw materials and since Europe will be 
willing to purchase it at higher prices. there is no necessity for India to 
induce Eurore by offering lower prices. Further there ~·ill be certain 
other disaJ\"anta~es also. The writer from ~u:hom the above quotation 
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has been taken has enumerated aJl of them.: He argues that lowering 
the exchange rate means that the cost of i~ports' will increase and this 
is not at all desirable because India needs huge imports of capital goods 
in the immediate fut~re. It will also increase the cost of replacement, 
A reduction·in the imports will mean a fall in the revenue of the 
Central Government. W~ighing these disadvantages against the 
advantages the writer draws the conclusion that 11A careful consid~ra. 
tion of what has been stated above will show that depreciation of the 
rupee in the early post-war period, as suggested by Mr. Bal Bureau, ~ay 
not be quite adv~ntageous to this country." 

· It is indeed very strange that after having clamoured for almost a 
century and a half for a lower ratio, today when there seems to be no 
opposition from the Government, we should come to the conclusioPt 
that the lower exchange ratio is not desirable l One is almost tempted 
to ask wh!!t are those revolutionary changes effected by this war so as 
to suddenly reverse a conclusion that was applicable for such a long 
time? Surely there is a fundamental change in the respective rosition 
of the countries. · Shortag~ of raw-materials will give rise to a higher 
demand and India will not be in the same position as she was, in ~o far 
as ~he will not be required to cater for foreign markets by using artificial 
methods. Further, it also seems that India need not think of exports 
in order to increase imports because there is now the accumulated 
credit on which she can legitimately draw. Besides, since there is no 
need to rely on exports only, the preEent exrorts may be used for feed
ing the Indian populatiC'n that is starving and famine-stricken today. 
Again, rapid in:iu~trialisation will create an internal market for raw 
materials and India need not derend upon the for~ign markets. All 
these considerations strengthen the conclusion that India needs no 
lowering of the exchange rate in the immediate post-war years. 

Maintaining the existing ratio without any deflation is an impossi
bility and it has been shown that this course is not advisable. But the · 
new ratio of 1 shilling that has been suggested is not strictly sreaking 
lowering the exchange rate. It will be a rate that will only be nearer 
purchasing power-parity of the two currencies. On the general price 
level the ratio will be somewhere 9d. Even if the othet index numbers 
are taken int.:> consideration the ratio shows a· range between 9d .• t2d. 
There is no sanctity about the prewar exchange rate and there is no 
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sense in making attempts to reach ls. 6d. once more by heavy with. 
d.rawal of currency. Again the proposed ratio will be slightly higher 
than the purchasing power parity ratio and India should rest content 
with whatever advantages this margin has to confer. Variation in the 
exchangt: rate has its advantag~ but for that reason an extreme variation 
of such a margin of 6d. for 1s. 6d., almost 3r'/o, cannot be advocated. 
There 8eems to be no cause to fear any serious loss on account of the 
lowering of the exchange rate to ls. from ls. 6d. 

The National Government whose existence is assumed will ditfer in 
one important re~pect from the present Government. lt will command 
the confidence of the Indian people. The present Government in 
defining the assets, had originally to limit the issue of paper currency 
against Government securities to 50 crores only. Even· though by an 
Ordinance in February 1943 this restriction has been removed the 
percentage of gold and sterling to the total notes is 92-35. Such a high 
percentage has to be kept because if currency is issued against Govern 
ment of India securities only, a complete collapse of the monetary 
machine in this country will bt: within sight. The National Government 
need not fear any such contingency. There will be a third source for 
releasing sterling securities. It will be possible for the National 
Government to increase the backing of the govt. securities without any 
adverse effects. The necessary high percentage need not be maintained. 
It is very difficult to guess with any precision how much sterling the 
Government will be in a position to releas,e, in this particular manner. 
But considering the obligation to maintain the rupee~ sterling link at 
ls. it may be safely inferred that at least Rs. 150 crores worth sterli"'g 
could be thus relea:;ed. 

Government will thus be able to command almost Rs. 50J crores 
worth sterling without any withdrawal of currency. It will thus be a 
~um which Government can rroceed to utilise for the amelioration of 
the mas-.es by importing tho:;e goods which are of real use to India. It ii 
not su~e~teJ that the entire sum should be immediately spent. lt shall 
h:we to be useJ continuou~ty with a· view to getting the maximum 
~(lOJ out of it. 

Such a rolicy has one important advantage. Since the Government 
will have it in their rower to imrort any goods they chco~e, there will 
l"<' no n'-wssiry of instituting an exchange control to see that the Indian 
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capitalists import only capial goods and nothing else. Even granting 
greater freedom to the Indian importers to im~ort any goods it would be 
possible for the country to import capital goods, 

If there is thus a National Government not only will the loss be 
avoided but the sterling . balances will tum out to be a real boon to the 
country and she can soon afford to forget the sacrifices she had previously 
to make. It must, therefore, be the sincere desire of every man that our 
great leader should succeed in his endeavour to solve the present 
deadlock and win independence for the country. 
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