Tie Dethi Univerory Publicatiane—=Na. 3,

INDIA'S NATIONAL. FINANCE

SINCE 1921

Sir Kikabhai Premchand Readership Lectures
Delivered in 1932 at Delhi University

BY
Prof. V. G. KALE, mA.

Fergusson College, Poona

UNIVERSITY OF DELHI

1952



FINANCES OF THE GOVERNMENT OF INDIA
} SINCE 1921



The Delhi University Publications—No. 3.

INDIA'S NATIONAL FINANCE

SINCE 1921

Sir Kikabhai Premchand Readership Lectures

Delivered in 1932 at Delhi University

BY
Prof. V. G. KALE, MA.

Fergusson College, Poona

UNVERSITY OF DELHI
1952 Price Rs. 1.8



PRINTED AT
THE MADRAS LAW JOURNAL PRESS
MYLAFORE, MADRAS
1932



PREFACE.

Tue following pages contain the substance of the series of the
Sir Kikabhai Premchand Readership Lectures which, under the auspices
of the Delhi University, I was privileged to deliver in February and
March this yvear. The subject prescribed for the lectures was  the
Finances of the Government of India since 1921 ”; and as coincidence
would have it, it had to be discussed at a time when the Government
and the Legislature of India were called upon to deal with one of the
most critical situations in the history of the national finances of the
country. My previous investigations had already taken me over a few
important stretchesof that history (“ Gokhaleand Economic Reforms "
1916, « India’'s War Finance and Post-\Var Problems” 1919 and « The
Dawn of Modern Finance in India”, 1922,); and now these Delhi
University Lectures have enabled me to bring those studies up-to-date.
I am deeply indebted to the authorities of the Delhi University for
having given me this opportunity of reviewing the development of the
national finances of India during the last eventful decade.

The ten years 1921-31 witnessed remarkable vicissitudes in the
fortune of India’s finances. The period opened and closed with a
“crisis,” and only five years between the two ends were comparatively
free from disturbing conditions. I have attempted, in the following
pages, to give a connected account of the origin of the crises and of the
passage of the one into the other, showing how the transition took
place, at each stage. The situation, as is developed, has been analyscd
at every important step, and the changes in and the working of the
various factors involved, have been carefully explained. Thus the
course of events with respect to the different aspects of national
finance, such as revenue and expenditure, taxation and public debt,
currency and exchange, railway finance and provincial finance, has been
traced in detail and the total effect of these on the condition of the
people has been indicated. The relation between the internal state of
affairs and world conditions has been constantly kept in view, and
Government’s Policy underlying the management of the nation’s
finances has been explained and criticised.  Ample statistical material

has been supplied throughout so as to facilitate exposition and under-
standing.



ii

Post-War years have been a period of extreme difficulty for
almost every nation in the world owing to the general political and
economic instability as well as financial disequilibrium. India had her
full share in these troubles. We have had, besides, our special conditions
and special problems to face. I have thrown the searchlight of close
scrutiny on these developments and subjected Government’s measures
and policy with respect to them, to free and full criticism, having
considered financial administration from the point of view of national
interest and popular weli-being. The crisis with which the decade
under review closed, is siill with us; and constitutional changes of a
far-reaching character which have their repercussions on the system of
national finance and the political effects of which on financial condi-
tions are unmistakable, are impending. It is hoped that, in these
circumstances, the scientific and practical treatment of a theme of such
paramount importance, adopted in this book, wiil appeal both to the
students of finance and to the wider reading public interested in the
subject.

“ Durgadhivisa ”, Poona 4.

V. G. KaLE,
1st October, 1932. SALE
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FINANCES

OF

THE GOVERNMENT OF INDIA
~ SINCE 1921.

CHAPTER I
THE DECADE UNDER REVIEW.

THEX AxD Now.

1. Choice of Period to be Revicived.—It conduces to the con-
venience of a student of social developments to select his special facts
and periods of time, to isolate them and to concentrate upon their
scientific investigation. Only he must properly appreciate the inherent
limitations of this method of study and be cautious in deducing conclu-
sions.  For, events are so mixed up together and are so closely inter-
dependent that a chronological presentation of facts, their juxtaposition
in an arbitrarily chosen period and generalisation from them, may lead
anywhere or nowhere. DBut if these are examined in their appropriate
perspective, the results are calculated to prove instructive. Reviews of
events falling within comparatively long periods of time, ¢.g., a century,
are fruitful of substantial conclusions because there, intellectual and social
forces have sufficient scope to work themselves out, and in this way, the
19th century, for instance, has been sharply distinguished from its pre-
decessors in vitally important particulars. It is equally useful to draw
the houndary lines of epochs with reference to movements embodying
certain definite principles or policies or striking facts or tendencies which
mipart a unity to the periods over which they are spread.  The Industrial
Revolution, the Napoleonic era and the age of mercantilism, are examples
of tns second method.  Shorter spans such as a year, a quinquennium
or a decade, have this advantage that they lend themselves easily to an
mtensive study of facts lving within their limits though such investiga-
tons will often suffer from the defect of barrenness. For example,
Indian stanistics relating to economic conditions have been compiled
and published, in many instances, <o as to give a comparative view of the
events of the pre-war, the war and the post-war periods. The last
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of these, it was expected, would be a time of transition from abnormal
to normal conditions; but unfortunately, as will be shown in the course
of these chapters, the period has had an erratic career and has lacked
the anticipated unity. Nevertheless, the decade in the history of the
tinances of the Government of India, which we propose to review,
exhibits certain interesting features, an understanding of which may be
expected to provide guidance in tackling the difficult financial problems
which confront the country, at the present moment.

2. The Decade under Revicwe—Finance is ever a subject of absorb-
ing interest to the economic investigator, and it is intimately connected
with the vital interests of the citizen. The vear 1921 opened a new era
in the constitutional and the financial history of India, which, as we
hope to be able to show, is well worth a detailed examination. In
the decade 1921-1931 we witness in the general economic conditions
a3 well as in the financial situation in {ndia, a clear reflection of the
pesture of world affairs and can trace in them the working of the forces
set in motion by the war and the consequences of the peace which
losed it.  Curiously encugh, the decade begins in the midst of disturbed
conditions and also ends in a state of serious disequilibrium, with a few
vears of calm coming in between. Starting the journey through the
decade in discouraging circumstances, we clamber up the hill and hope-
fully view the landscape only to be dragged in a moment down the slip-
pery slopes of depression. To vary the metaphor, after all the trials
and tribulations of the early years of the decade, the ship of the financial
state of the Government of India finds itself at the close of the period, in
troubled waters again. External influences alone were not, however,
responsible for the misfortune. Internal causes largely contributed to
the result.

In 1930-1931, discussion had already started with respect to the
development of the country’s finances on an all-India federal basis and
to the reorganisation of the nation’s financial arrangements (which were
o include Indian States), calculated to have far-reaching effects. But
these coming events did not cast their shadows before in the sense of
influencing the prevailing system, and the already difficult situation was
not actualI_\ complicated by the introduction of additional elements of
disturbance. Ten vears before, however, in 1921, constitutional changes,
known as the Montague-Chelmsford reforms, had already come into
operation, bringing with them a new distribution of revenue and expendi-
ture as between the Central and the Provincial Governments, and throw-
ing upon the former the responsibility of doing away, in the course
of a few vears, with the contributions receivable from the latter, to
make up the deficit which the reorganisation had created in the central
budget. Though the obligation steadily to reduce and ultimately to
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wipe out the contributions from the Provinces would hang like the
sword of Damocles over the head of the Government of India, and
menibers of the central legislature representing provinces, that stood to
gain by this process, would give no rest to the Finance Member of the
Government of India in this matter, it was not a question of immediate
concern so long as the central accounts showed huge deficits from
vear 1o year. It would be a problem of practical politics only when
recurring deficits had been got rid of and surplusses had emerged in
the exchequer of the Government of India. Nor were the constitutional
reforms expected to exert any practical influence on the situation, as
in the government at the centre, the element of popular responsibility had
not been introduced, as it had been at least partially admitted into the
Provincial Governments.  Nevertheless, the Finance Member felt it
necessary in 1921 to emphasise the significance of the change which the
new dispensation of the Government of India Act had brought about in
his position vis @ 71s the Indian Legislature in as much as except for
certain specified items and subject to the Governor-General’s power of
certinication—by no means unimportant exceptions—all proposals for
expenditure embodied in the budget required the sanction of the Assem-
Ily and additional taxation could not be imposed without the assent of
the Legislature. The public debt and ways and means position was a
cause of anxiety as much in 1931 as in 1921, and the prospects for
railway finance, which had not yet been separated in the latter year
from the general finance of the Government of India, were far from
being intrinsically satisfactory, both at the beginning and at the end
of the decade though at the former time, railways were temporarily a
very productive source of revenue. The central legislature, particularly
the Assembly, was supposed, throughout the period, to exercise the
influence, though not the control, of popular opinion on the Government
administration of national finances over the entire field and was re-
presented as a sharer in the responsibilities as well as the powers of the
executive,

3. Popular Control over National Fingice—On the question of
the relation between the executive management and the legislative control
of the finances of a nation, it will suffice here to observe that however
efficient the technical administration of national finance may be, it
will not prove successful, in the broad sense of the word, unless it has
the approv al and the sanction of a popularly constituted legislature,
exercising control over a responsible executive, The reason for this
is obvious,  The expenditure of Government depends upon the number
and the nature of the functions it performs and the ideals and the
policies the State adopts. The resources of Government being pre-
dominantly derived from the sacrifices of the people, the revenues of



4 FixaNcEs oF THE GOVERNMENT OF INDIA CHAP.

the State will be adequate to its expenses only if those who determine
national policies and give effect to them, are fully supported by the
representatives of the bearers of the tax burdens. A complete accord
hetween the responsible managers of national finances and responsible
tax-payers, 15 an essential condition of the satisfactory administration
of the economy of the State. Every constitution, indeed, has its strong
and weak points, and the democratic form of Government has its dangers
as much as the autocratic. Money_may be expended where it should
not be and may not be provided where it ought to be. The objects and
the methods of taxation may likewise be unsuitable and undesirahble,
and public borrowings may be indiscriminate. Though a system of
popularly controlled finance and one which is not subject to democratic
control, both are liable to such faults, thinkers and practical statesmen
have shown a decided preference for the former in view of its unques-
tionable superiority. Francesco Nitti, the famous Italian Professor
and statesman, in his well-known work on the science of finance,
(Principes de Scicnce des Finances) has emphasised the proposition
that arbitrary government and bad finance will always go together,
while drawing pointed attention to the difficult problems which confront
modern democracies, in the management of national finance. Accord-
ing to him, there are three important problems to face: first, to effect,
in as large a measure as practicable, the separation of the three govern-
mental powers, the legislative, the executive and the judicial; secondly,
to have a stable and a technically well-ordered administration; and
thirdly, to ensure fiscal justice and proper financial organisation in
the distribution of national expenditure and of the burden of taxation.
Nitti puts in a strong plea in favour of the parliamentary control of
national finance and quotes Kant’s illustration of the bird which, in the
course of its flight, is tempted to curse the resistance of air, failing to
understand that without that resistance it would not be able to fly at
all, to demonstrate that the immense progress achieved by civilised
countries during the past fifty years has been the result of the resist-
ance to executive governments, of Parliaments, the press and public
opinion in modern democracies.

4. Sir V. Layton’s View~—That this discussion of the constitu-
tional aspect of the financial organisation of government in general is
not merely a digression into the realms of dry theory but has a \'itzlll
practical bearing on the position of national finance in this country, is
conclusively proved by the importance which Sir W. Layton, the Financial
Assessor of the Indian Statutory Commission (commonly described as the
Simon Commission), has thought it fit to attach to it, in his report. He
lavs down two propositions as the underlying assumptions of his conclu-
sions, namely, “that it is both possible and desirable to improve the
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economic and social condition of the Indian people by a substantial
increase in expenditure on the “nation-building” services, and secondly,
that it is possible, subject to the conditions already mentioned by him,
to raise additional revenue for this purpose. It is not relevant here to
ofter detailed comment on these views. As a matter of fact, large
additions have been recently made to the revenues of Government and to
the public burden of taxation. What is specially germane to our present
discussion, however, is the constitutional and political conditions in the
midst of which the finances of India have been managed and controlled.
In that connection it wiil be instructive to quote two passages from
Sir W. Layton’s report. According to him, the chief features of the
financial situation in India are: ““The mass of the people are extremely
poor; that the country is incurring expenditure on primary functions of
government, such as defence and the maintenance of law and order, as
high in proportion to its wealth as western nations; expenditure on
social services, such as education, health, sanitation, etc., on the other
hand, is far behind western standards, and, indeed in many directions, is
almost non-existent.  The insufficiency to provide adequately for the
latter classes of expenditure has been a factor of political importance in
that it has created dissatisfaction with the very small headway that it has
heen pussible to make in the direction of social amelioration under the »
Reforms.”

5. Non-responsible Exccutives and Powerless and Apathetic
Legislatures—~Among the reasons why little was done to increase taxa-
tion, as he would have it increased, Sir W. Layton gives the following :—
“In the first place, new taxes must either secure the approval of the
elected members of the provincial legislatures or of the Central Legisla-
tive Assembly as the case may be, or else must be raised by the exercise
of the exceptional powers of the Governor or the Governor-General.
Neither elected representatives nor the Government are willing to go very
far in this matter. So far as the former are concerned, members of
neither the provincial nor the central legislatures are willing to incur the
unpopularity of voting increased taxation so long as there are no means
of ensuring that the revenue will be spent on services which thev might
wixh to develop or so long as it can be argued that resources might be
obtained by reducing expenditure on services not under popular control,
such as the police in the provinces and army at the centre. On the other
hand, there is at present no provision in the constitution by which the
central government could use its resources to subsidise the social services
falling within the provincial sphere even if if wished to do so; and in
any case there are very definite limits to the extent to which an irres-
ponsible government can force increased taxation on a poor country.
Hence, neither legislatures nor Governnient have been willing to
take action.”  Without minimising the importance of the strictest
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economy in expenditure and of the necessary efforts to reduce existing
expenditure, particularly in view of the inevitable opportunities for
extravagance associated with the system of non-responsible government
at the centre and of dyarchical governments in the provinces, Sir W
Layton concludes that it is necessary so to order things that “respon-
sibility for imposing additional taxation is definitely laid upon thosc
who will have to incur additional expenditure.” Another handicap
from which Indian Finance has had to suffer, is a lack of harmony
between the distribution of functions on the one hand and the alloca-
tion of sources of revenue to the provinces and the Centre respectively
on the other. It has so happened that while revenues capable of expan-
sion have been assigned, under the Montague-Chelmsford Reforms, to
the Central Government, whose expenditure is expected to be stationary
or falling, the sources of the income of the provinces, whose expenditure
was hound to be on an increasing scale, were inelastic. And further,
as the provinces found themselves differently situated financially, atten-
tion was more concentrated on securing a redistribution of resources
rather than on increasing the total available funds. 1t is not necessary
to pursue the discussion of this subject here, especially in view of the
fact that provincial finance does not directly fall within the scope of
our enquiry. And it will serve the purpose of bringing out the special
significance of the question under consideration, if we briefly indicate the
main features of the constitutional and the financial position of the
Central Government.  The executive power of raising and spending
national revenues has not been under effective popular control, and,
therefore, the prospects of successful financial management have been
minimised; and this observation covers the whole range of national
finance, including railways, currency, exchange and public debt. As
a matter of fact, the Reforms of 1921 were regarded and often described,
as an experiment; and it was obvious that a non-responsible executive
confronted by a non-official, elected majority in the Legislature, would
not make the management of national finance, a success. This handicap
was associated with the administration of the finances of India through-
out the decade of our review. Under the Meston Settlement, there were
allotted to the Central Government sources of revenue which were cal-
culated to enable it not only to keep its normal business going but to
reduce and ultimately to forego the provincial contributions. This that
Government did succeed in achieving in the course of a few vears, but it
could do so mainly by first putting on additional taxation to meet
recurring deficits and then maintaining that high level of taxation even
when there was a general improvement in economic conditions.

6. Abnormal Conditions at Beginning and End of the Decade—
Another striking feature of the beginning and the close of the
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decade under review, is the fact that at both ends the management
of national finance has had to be carried on in the midst of abnormal
circumstances relating to affairs, international and national. Revenues
of Government depend, it should be noted, almost exclusively upon the
spending and earning power of the people, that is, of the tax-payers.
Sudden and marked changes in the price level, for instance, will set in
motion a chain of influences that must ultimately produce an adverse
effect upon the national exchequer. Rising prices will create boom
conditions; but this spell of economic and financial prosperity is often
immediately followed by a depression.  The fall in prices associated with
the latter, will affect the halance of trade, industrial profits and wages,
and will act adversely upon foreign exchange and internal currency.
It will tell upon railway traffic and receipts; and customs revenue and
the vield of the income-tax will suffer.  Government revenues falling
short of expenditure, there will be deficits in the national budget, and
additional taxation will become inevitable; and the State will be driven
to resort to temporary and permanent borrowing. Exchange and cur-
rency will have to be suitably manipulated to enable remittances to
London being effected, and horrowing in the London market will be
unavoidable.  And if the disequilibrium is due mainly or very largely
to international complications and world causes, the difficulties of the
internal situation are sure to be aggravated. It would be interesting
to ascertain how India’s national finances fared under the influence of
the chain of cause and effect set out above, at the opening and at the
close of the second decade of the current century.

7. A Short-lived Boom—The early vears of the decade were, for
[ndia, years of economic and political disequilibrium,—of a transition
from an industrial hoom to depression, deficits and dead-weight debts.
They were vears of uncertainty, anxietv and suffering. During the
period of a war, there is always an appearance of all-round prosperity,
prices and profits being high, and almost every one is found to suffer
from the delusion that the good times are going to last for ever.
Expectations and commitments are on a high scale, and when the inevi-
table crash comes, the disillusionment is painful in the extreme. By the
fourth vear of the Great War, the central revenue receipts exceeded those
of the vear 1913-14 by £22, of which about £915 millions was due to
additional axation, and of the remaining £12}, about two-fifths was
accounted for by increase in net profits on Railwavs.  In the meantime,
expenditure had increased by £19 millions, of which £9 millions was the
~hare of military charges, increased by war, and £6 represented interest
and sinking fund charges in respect of India’s war contribution to Great
Britain. - Payment in London for expenditure incurred here on behalf
of His Majesty's Government led to large accumulations of funds at
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that centre, which proved extremely embarrassing, with inevitable adverse
cffects on our currency. When the war was over in 1918, the transition
from the “unhealthy prosperity” associated with it, began. But the
process of normalisation was hindered by the general high level of prices
accompanied by scarcity in parts of the country and the calamity of
influenza which spread havoc over the Jand. A duty on excess pr‘oﬁts
- had to be levied to make the two ends meet during the year 1919-20,
Difficulties connected with the large increase that had taken place in the
paper and the rupee currency, and in the floating debt, continued to give
trouble in the meanwhile. ~ The budget estimates for that vear were
further disturbed by an unexpected war which had to be undertaken
on the north-west frontier of I[ndia to repel an invasion from
Afghanistan and to quell trouble among the border tribes, and a
large deficit was the consequent effect. It was likewise a vear of feverish
company promotion, industrial speculation and exchange instability,
which last was attempted to be remedied by the fixation of the rupee-
gold ratio at 2 shillings. ‘This high ratio, it was thought, would enable
Government to make considerable savings on remittance operations and
even to contemplate the entire extinction of provincial contributions
within a measurable time.

8. The Incvitable Depression and the Tale of 1Voc.—But the sky
became suddenly overcast in 1920-21, the financial situation was covered
with a thick gloom and the vision of sunny days vanished like a pleasant
dream. In March, 1921, the Finance Member stated that there had
been only two clouds on India’s financial horizon, viz., the legacy of war
finance and the continuance of internal high prices, necessitating a whole-
sale revision of pay of public servants; and it was hoped that with the
maintenance of the prosperity of the previous vear and the natural increase
in public revenue, the future could be faced without fear or misgiving.
While imports, the fruit of temporary war prosperity and boom specula-
tion, continued to pour into the country, the exports declined owing to
small demand abroad, and thus the balance of trade swung to the un-
favourable side. To add to this difficulty, the Indian monsoon of 1920
proved poor and disappointing.  The persistent attempt to maintain
the new exchange ratio, turned out a disastrous failure and only aggra-
vated the economic and financial uncertainty which prevailed all round.
Military charges, increased by frontier operations and by the legacy
of the war, resulting from financial obligations deliberately undertaken
by Government on behalf of India, were still on a high scale and the
return from the Railways was very poor. Nearly Rs. 19 crores had,
therefore, to be found by means of additional taxation to fill the gap
between the income and the expenditure; and the ways and means
could be provided largely with the help of the issue of paper
currency against ad hoc securities. The Finance Member had a dismal
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tale to teil of his stewardship, in March, 1922, The preceding vear, he
stated in his budget speech, would show a deficit of no less than Rs. 34
crores and the total for the four vears since 1918-19, would amount to
Rs. 90 crores. The deficit for 1922-23 was again estimated to mount
to Rs. 34 crores and the whole of it, it was not possible to cover even
by means of the additional taxation of all kinds that was proposed.
World economic conditions were discouraging and the internal economic
and political situation was equally bad. Government could only watch the
dark horizon with concern and wait for the clouds to lift. The public
could not, however, be expected to take up such a philosophical attitude
and remain content with the consolation that India was merely sharing a
world calamity and that there was nothing to do except to grin. The
situation had become so intolerable that drastic retrenchment in expen-
ditore was demanded, and then came the “Inchcape axe.”” Government
had to swallow the bitter pills administered by the Retrenchment Com-
mittee as its own actions could not, even at a distance, approach its
professions in favour of substantial cuts in expenditure. The nation’s
financial position slowly improved in the course of the next few years,
and the very yvear 1923-24 showed a distinct advance on the path of
recovery.

9. The Story Rcpeated in 1930-31.—We have observed above
that the close of the decade under review betrayed economic and finan-
cial conditions very similar to those prevailing at the beginning of the
period. The difference between the two is indeed one of degree rather
than of kind. The opening paragraphs of the budget speech of the
Finance Member in 1931 contain the following sentences:—“We meet
in circumstance of great difficulty and that the responsibility of which I
have to render account to-night is a heavy and perplexing ome.. ...
Times are bad . . . India is not alone in this economic adversity. It
is a condition through which the whole world is passing, and 1 am con-
vinced that the state of many countries is, beyond all comparison, worse
than that of India..... The country has been through such times
hefore.  LEconomic life, at least in the modern world, moves in cvcles
or with ebb and flow. We are on the ebb now, but it is a safe prophecy
that the tide will turn.” At the end, as at the opening of the decade, world
conditions and conditions within India, were disturbed, and reflected
the critical time through which this country, along with the rest of the
world, was passing. The Finance Member pointed out that in India
we had an additional complication, ic., that we were in the midst
of great political unrest and stood on the eve of a fundamental change
i the system of Government. There was an intense trade depression
and a heavy fall in prices, particularly those of primary agricultural pro-
ducts. Confidence in India, as a field for investment, both at home
and abroad, had been shaken, to the detriment of public as well as

F—2
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private finance. External and internal trade was in an unsatisfactory
state. Railway finance was in a bad way and was bound, indirectly, if
not directly, to affect general national finances, seriously. The upshot
of all this was that the anticipated small surplus was converted, accord-
ing to the revised estimates for 1930-31, into a deficit of no less than
Rs. 133 crores. For the year 1931-1932, after the results of all con-
templated economies had been taken into account, there was still a big
gap of another 13} crores between the estimated revenue and the esti-
mated expenditure, and there was nothing for it but to fill it with new
taxation. As in 1922-23, there was the talk, on the Government side,
about still further and more permanent economies that would be demand-
ed by the public and of a retrenchment committee to be appointed to
explore the possibilities of the reduction of expenditure; and the Finance
Member indicated the scope and the nature of the economies that were
practicable.

10. The Theory of Economic Cycles—In 1921, we were so near
the close of the War and were so involved in the complex of the con-
ditions representing the conversion of a big boom into a distressing
depression that a return to the normal was anticipated as a matter of
course, in a vear or two. In 1931 too, a similar view was taken of
the crisis through which India, along with the other countries of the
world, was passing. We shall have later something more to sav on
this subject of the universal crisis through which the world has been
passing since the end of the great War generally and during the last
three vears particularly. It will suffice to state here that the “ebb and
flow” theory of the crisis, which is the standard economic theory of
what are known as “Trade Cycles” or “Trade Fluctuations,” adopted by
the Finance Member, has only a limited application to the prevailing
economic and political conditions. It is true, as the Finance Member
has recently observed, (to repeat what has been already quoted) that
“economic life at least in the modern world, moves in cycles,” and the
faith breathed by his words, “we are on the ebb now, but it is a safe
prophecy that the tide will turn,” cannot be declared to be unwarranted,
when one is dealing with the ordinary course of mational and interna-
tional economic life and is referring to a short period of time. DBut
as experience has now convincingly demonstrated, the crisis of the past
few vears is a phenomenon of an entirely different character, and it was
exaggerated optimism in 1930 to have expected any thing more than
a mild turn of the tide in the immediate future. A Finance Member,
whose job requires him to think in terms of short periods and more
of the immediate position than of the near past and future generally
tempers caution with optimism, and will resist the drastic application of
the axe of retrenchment and economy with the plea that such an opera-
tion may do more harm than good to the permanent system of national
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finance while he will plead for additional taxation as an essential condi-
tion of sound and far-sighted finance. It was with this view that popu-
larly demanded retrenchment was described as indiscriminate axing
and was deprecated both in 1930 and 1931. In the latter year the
Finance Member ohserved as follows with regard to this subject:—
“In normal times expenditure inevitably grows from vear to vear.
Then, for some reason or other,—generallv an economic crisis with a
sudden drop in revenue— the hurden becomes too heavy to be borne
and there is a sudden demand for retrenchment. In such cases of emer-
gency, the axe is often wielded with a view rather to immediate than
to remote results. Indiscriminate cuts are made regardless of their
effects—officials are discharged, and thereby additional pension charges
are permanently incurred—and then when the sudden feeling of enthu-
siasm has calimed down, and the crisis is past, it is found that essentials
as well as non-essentials have been cut away.”

11. The Four-fold Problem.—As we shall have to travel beyond
the limits of the decade which it is the object of these chapters to review
and to tread upon the treacherous ground of the discussion of the con-
troversial topics of the day, if we were to deal here adequately with the
issues raised in the above remarks, we shall content ourselves with
observing that, since a reference to such topics is neverthe-
less essential for a clear exposition of the subject in hand,
though indiscriminate cuts in expenditure, which would ultimately prove
to be false economy, must be resisted, national expenditure has at any
rate, to be adjusted to the paying capacity of the people, ascertained

~ by a close observation of economic conditions prevailing in the country
for some time and of their probable trend in the near future. The Gov-
ernment of India could not have been unaware of this necessity and
of the full significance of the problem confronting them, though the
consciousness might not have been translated into action as expected.
The budget speeches of the Finance Member afford us glimpses of the
recognition that Government's difficulties in the crists at the close of
the decade had to do with the legacy of preceding vears, as well as with
the anxiety to prepare for the transfer of management of national
fmances to the hands of responsible ministers, under the proposed new
constitution.  Internal political troubles and external economic disequi-
librium were additional elements in the situation which tended to defeat
the hopes of successful financial administration; and these were repeat-
edly emphasised on the side of Government. There were thus four
different factors which invited consideration.  As regards the first
ingredient in the problem, the Finance Member, in 1930, raised the
(uestion “whether the gap caused by the final remission of the provin-
cial contributions in 1927 had been filled or whether the time had come
to recognise that it had not been filled and that it would be necessary
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to find some new source of revenue,” and he definitely answered it by
saying that the gap had not been filled. As to the second element, and
to the third which naturally goes with it, Government appealed for
all-round co-operation in the task not only of correcting the disturbed
financial equilibrium for the moment but of providing for prosperity for
the future, particularly in view of the clamant needs of the
Provinces when the transfer of responsibility came to be effected. The
discussion, in the early part of this Chapter, of the constitutional
and the political aspect of financial organisation and management has
already covered the relevant features of these issues. And whatever
views one may holkd with regard to them, the fact remains that financial
administration, however well-meaning, honest and technically efficient,
must prove unsatisfactory and barren of appreciable advance in the
path of progress, in the absence of a substantial accord between exe-
cutive government and public. opinion.  Disturbed conditions in the
outside world, over which we have no direct control, stand on a different
footing, but even here, Government have to try their utmost to adjust
national conditions to external changes by means of well-thought out
policies and bold and judicious methods. The: recent departure in Great
Britain {rom the hoary tradition of free trade may be an eye-opener to
some in this connection. To others, it is only a confirmation of an
old conviction. In any case, it points an important moral to adminis-
trators and statesmen in India.

12. Conclusion.—In the beginning of 1931, the Government of
India had not only to provide for additional income to meet an anticipat-
ed deficit but to face a difficult situation as regards their capital transac-
tions and their operations as the national currency authority.  The
position of railway finance was equally bad, if not worse. The revised
estimate for 1930-1931 revealed in the railway accounts, a deficit of
nearly Rs. 11 crores, including the annual contribution to general reve-
nues, amounting to half of that total. The separation of railway
finance from general national finance is often likely to obscure the
effect of deterioration in the former on the position and the prospects of
the latter. But it is obvious that an economic crisis of enormous magni-
tude like the present, is bound prejudicially to affect the State’s com-
mercial undertakings and to damage national finance as a whole. In fact,
the two are symptoms of the one and the same disease. When revenue
does not come in in accordance with expectations, and trade conditions do
not favour the easy remittance of funds to London, floating debt in-
creases and exchange and currency have to be suitably manipulated, with
the result that an additional burden is thrown on the exchequer and
private trade and industry are likely to be inconvenienced. The clos-
ing vear of the decade was full of these disturbing elements as much
as the opening vear, and there was little in the near prospect out of
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which reasonable hope could be extracted.  And the question upper-
most in the minds of many thoughtful people was whether the situa-
tion did not require drastic and determined efforts to retrieve it and
whether tinkering with it in the expectation that something would
turn up, would not lead to disaster.

In 1921, the Finance Member, (Sir Malcom Hailey), made the
following interesting remarks at the close of his melancholy tale of the
national finances, unfolded to the first Legislative Assembly:—“But for
myself the regret which I feel is not at having to announce a deficit or
propose fresh taxation: my regret is that this Assembly should at
the outset of its career be forced to face problems for which I feel that
it can find no solution which will not bring it some unpopularity in the
country. I believe wholeheartedly that the immediate political future
of India depends on the strengthening and’consolidation of the forces
now represented in this Assembly. It is an unkind stroke of fate that
circumstances should force us to place on this Assembly a burden which
would be no easy one for a body occupying a position compacted by
tradition and fortified by a long carcer of national service. But regrets
will not cure hard facts. Circumstances have turned against us, as
they have turned against so many countries last year and the circum-
stances must be faced. But let us bear in mind, that in proportion as
we confront our present difficulties with courage and with breadth of.
vision, by so much shall we justify this, the first Imperial Assembly,

to those who will come after us, the future Assemblies of a greater
India.” '

Addressing the Assembly in 1931, the Finance Member, (Sir
George Schuster), made the following appeal:—“We in the present
Government appreciate the task, but I would ask the public also to
appreciate our special difficulties at the present juncture. We are in
a sense in the position of managers of a business, for which a change
of management is under discussion. On the one hand, whatever steps
we take now will affect the position of our successors; on the other
hand, the value of the steps which we may take depends on how far
our successors will be guided by those principles on the maintenance of
which the success of any policy depends.  The transfer of management
can ot be immediately effected, and upon us rests the responsibility
of carrying on during the period of preparation for such transfer. In
such circumstances, in the case of a business, if I may continue the
analogy, the parties concerned, if they were upright and sensible men,
would surely say: “\We must co-operate during the period of prepara-
tion....... " Such co-operation is particularly necessary just now,
for the business which is to be transferred is having to face
very adverse world conditions and to go through very difficult times.”
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In 1921 and in 1931, we have thus practically the same economic
and political conditions in and outside India and the same appeal for
co-operation and harmony, addressed by an executive government, not
responsible to the representatives of the Indian people, to a legislature,
devoid of the power of control. In the earlier year, the assistance of
the public was sought on the ground that a great experiment in con-
stitutional reform had to be made successful in difficult times; and in
the latter year, the plea was based on the anticipations of further and
more radical reforms that were being discussed, in trying circumstances.
The financial situation, therefore, both at the beginning and at the
close of the decade of our study, was full of uncertainty and tension,
economic and political. We have attempted a very rough outline of
the decade, 1921-31 in this Chapter, and shall now proceed, in the next,
to fill in the more important features, undertaking, in the course of the
subsequent Chapters, the task of giving detailed touches to the picture.



CHAPTER IL

THE THREE DISTINCT PERIODS IN THE DECADE.

1. Montague-Chelmsford Reforms—It can be claimed for a study
of India’s national finances during the decade 1921-31, that its import-
ance lies, among other things, in the fact that it covers a period in which
the Montague-Chelmsford Reforms were in operation and at the close
of which a further constitional advance was anticipated. The Reforms
inaugurated in 1921 introduced into the constitutional and the financial
machinery of Indian Government, certain changes whose working was
calculated to provide an interesting subject for investigation, especially
in view of the further and more radical changes contemplated at the
end of the decade.  Such an enquiry, being also a statutory obligation,
was in fact, undertaken, by a commission for the information and the
edification of the British Parliament whose privilege it would be to
determine and sanction what it regarded as a necessary and a safe advance
in the constitutional and the financial organisation of India. A unique
interest has likewise been imparted to this subject on account of the
pussibilities that have been opened for the creation of an all-India fede-
ration, including Indian States, by the discussions at the Round Table
Conference and outside. The decade 1921-31 may indeed be usefully
reviewed from the above standpoint, but this cannot be done to the ex-
clusion of other aspects of finance; and the question relating to the remis-
sion of Provincial contributions including as it does, the problems of
central expenditure and taxation, has to be examined in relation to
others, viz.,, the management of the State Railways, currency and public
debt so as to obtain a comprehensive view of the whole system as it
has been worked in the course of the period. The economic and the
political developments in the country with which the state of national
finances is intimately bound up, will likewise claim our attention in so
far as they have exerted any appreciable influence on the peculiar trend
of the Indian Government’s financial management during the decade.
iconomic and political forces which are always in operation in the
country and outside, are seen powerfully to influence and complicate
the normal course of mational finances, and these are apt to render the
choice of the series of vears selected for examination, otherwise largely
homogeneous, arbitrary and barren of substantial conclusions,
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2. The Decade, 1921-31, not Homogeneous.—The choice of the
period to be surveyed, may be based on a variety of principles. The
decade is a conventional and a convenient span, neither too long nor
too short, and has reference only to passage of time and takes no account
of the character and the scope of social movements of the period. A
division of time may also be selected because its commencement marks
the initiation of some important reform or experiment in organization;
and it is intended to watch its progress during a definitely fixed interval.
Or, a period may be chosen for the fact that it represents the completion
of an economic “cycle” and may be distinguished from the preceding
and succeeding periods for similar “cycles”. The years 1924 to 1929
thus constitute a “cycle” in the history of Indian finance which has a
unity of its own. DBy the year 1924, the direct influences of the war
and the post-war periods had almost exhausted themselves and general
conditions were propitious for the work of stabilization and reconstruc-
tion. The next five years appeared to be years of normal growth,
undisturbed by abnormal conditions of a serious character and gave
promise of opportunities for a substantial measure of economic and
financial achievement. But in 1929, the influence of disturbing factors
began to be felt again, and it steadily grew in intensity till at last the
country found itself in the midst of a serious crisis in the course of the
next two years. With that year, a new economic cycle seems to have
commenced, and its progress and end are to-day shrouded in uncertainty,
It will thus be seen that the decade 1921-31 is not a homogeneous periad
of time and embodies no definite quantity or quality of results achieved.
It begins with the close of one epoch and closes with the heginning of
another, and between the two ends, there is sandwiched a span of
six years of comparative stability and quiet. As such, the decade is
nevertheless calculated to demonstrate the strength and the weakness
of India’s economic and financial position in varying circumstances, to
reveal the merits and deficiencies of her national policies and to point
the right path of healthy development and progress. The variety of
experience embodied in the decade affords interesting material for
fruitful study and will compensate for the lack of unity in the period.

3. Three Divisions in the Decade—The above narration of events
naturally leads to the conclusion that it will be convenient to divide the
decade into three distinct periods: the first, consisting of the vears 1921-
22 to 1923-24; the second from 1924-25 to 1928-29 and the third, from
1929-30 to the present day. It may be incidentally mentioned that, as
accident would have it, the three periods are associated with the names of
three different custodians of Indian finance. During the stormy period
of the first two vears, Sir Maclom Hailey was at the helm of affairs;
Sir Basil Blackett was in charge in the second, the most fortunate period
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of the three; and Sir George Schuster has been responsible at the close.
\We have now to see in what sets of conditions these Finance Members
had to work, what problems were set before them and how they tried to
solve them. The most convenient procedure to follow in this regard, will
be, first to take up the three periods separately and successively, to scruti-
nise the main aspects of national finance such as expenditure, revenue,
currency, public debt, taxation and so on, in each of them; secondly, to
follow these phases through the decade, as a whole; and lastly, to form an
estimate of the general, prevailing conditions, of the policies pursued
and the results which have ensued from them during the fen years
under review.  Ample material for this study will be found in the
annual budget speeches and financial statements of the Finance Members,
in the reports of retrenchment and other committees, like the Committee
on Taxation, on External Capital and on Railways, in the reports on
the management of the currency, the Reviews of the sea-borne trade of
India and in the reports of the Currency Commissions and Committees.

4. Difficulties of the First Period—Standing on the borderland
between the first and the second of cur periods, Sir Basil Blackett
summed up the situation as it was in 1924, in the following words,
which strikingly bring out the fundamental difference distinguishing
those two periods:—*Broadly speaking it may be said that both in the
provinces and in the Central Government the era of unbalanced budgets
has now been brought to an end. We have got rid of practically all
our embarrassments in regard to floating debt and can face the necessity
of meeting short-term bonds which mature in the next few years with
confidence. There is no longer any fear of our being forced to un-
desirable expedients such as currency inflation, in order to meet our
outgoings.  And if the time has not vet come at which we can replace
the present statutory, but inoperative ratio, this is due not to our inabi-
lity to maintain our currency in a sound condition but to a continuance
of economic instability in other parts of the world, which makes imme-
diate stabilisation unattractive.” Every sentence in the above passage
15 profoundly significant. It will be inferred from the recital of the
above catalogue of achievements, that the chief features which charac-
terised the first period were, (1) unbalanced budgets, (2) embarrass-
ingly large floating debt, (3) undesirable expedients such as currency
mflation, and (4) an unstable exchange. \Vithout going into details
at this stage, let us try to understand clearly the financial position of the
country as it struck the Finance Nember himself during the first period
and then 10 ascertain how the miracle, described in the words of Sir
Basil Dlackett, quoted above, actually happened. It may be stated in
general terms that the difficulties of the vear 1920-23 were mainly due
first, to increased expenditure occasioned by military operations on the
Erontier, secondly, to the unfavourable balance of trade and the depres-

F—3
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sion that had followed in the wake of the boom of the preceding years
and prejudicially affected Government revenues, and thirdly, to the
failure of the 2s. ratio and the consequent necessity to provide for the
loss on exchange. Reviewing the situation in his budget speech, in
1922, the Finance Member, having stated that the deficit for 1921-22
would amount to no less than Rs. 34 crores, gave the following further
particulars :—*If you carry yvour minds back to the history of the last
three years, the House will realise that this is now the fourth deficit
in succession. In 1918-19 it amounted to 6 crores; in 1919-20, mainly
due to the Afghan War, the deficit was 24 crores; our final accounts for
1920-21, swollen by many adjustments of arrear expenditure on the
Afghan War and the Great War, showed a deficit of 26 crores. Add-
ing the 34 crores to which I have just referred, the total excess of
expenditure over revenue in the four years comes to 90 crores.”” For
the year 1922-23, there was an estimated deficit of 31% crores, proposed
to be reduced to Rs. 25 crores by an increase in the railway passenger
fares.

S. Deficits and Additional Taxation.—A very important question
arose here. Were these deficits, recurring vear after year, due to
transient causes, so that they might be left uncovered in the hope that
before long the revenues would once more equal the expenditure as
normal conditions returned? Or was it wise and essential that the annual
revenue should be adjusted to annual expenditure by suitable measures
of taxation? In answer, the Finance Member stated that it had been
the deliberate and consistent policy of the Government of India to meet
the expenditure of each year by the revenues of that year and that this
rule was departed from only once, so far as he could see, in 1915-16,
when Sir William Mever budgeted for a deficit of about Rs. 4 crores
on the plea that the deficiency in the revenue could not be declared to
be of a permanent character. In 1922, Sir Malcom Hailey maintained
that he could not argue that in the then prevailing conditions, there was
any prospect of equilibrium being attained within a measurable period.
He was prepared to assume that with the liquidation of frontier com-
mitments, abnormal military charges would disappear and that the
revenues would respond to a revival of trade when it came and was
ready to take into account the fact that the sabilization of the rupee at
2s. would relieve the revenues to the extent of about 15 crores a year—a
vain hope as it ultimately turned out. But to him the problem did
not appear as one of carrying on till he turned the corner because the
turning was nowhere visible. The deficits were being met partly by
the issue of unbacked currency notes and partly by the sale of Treasury
Bills to the public—not a very advisable method of raising funds in
the circumstances. Other methods that would suggest themselves, were
calculated to be ineffective, and adequate additional taxation appeared to
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Le the only course left open, which it was decided to follow. The budget
estimates for 1922-23, as finally passed, however, had to leave uncovered
a deficit of over 9 crores, and it was estimated early in 1923 that the
fgure would rise to over 17 crores. All this, be it noted, was in spite
of heavy additions to taxation. To complete the narrative, it may be
mentioned that the deficit anticipated for 1923-24, of a little over
4 crores, was met by the doubling of the salt duty.

6. The Miracle of Transformation of Deficits into Surpluses—
The circumstances and the prospects being as black as they were painted
by Sir Malcom Hailey in 1922, how could the finances be so quickly taken
from the stormy seas into placid waters by his successor, who, as has
Deen shown above, could declare in 1924 that the era of deficits had been
left behind and that the embarrassments in regard to floating debt were
over? How had the transformation been suddenly brought about? The
key to the solution of the riddle is supplied by a glance at the compara-
tive statistics of foreign trade during the first few years of our decade.
Improved trade is a reliable index of economic revival and a fruitful
cause of increase in Government revenues. The Finance Member him-
self gave the following figures in the month of March in 1924 and in
1925:—*. . . . it seems likely that there will be in 1923-24 a record
surplus of exports over imports. During the first ten months of the
financial year, the surplus in the value of exports of merchandise amounts
to 10347 crores as against 62} crores in the corresponding period of
last vear and an adverse balance of 2960 crores the year before.” In
1925 the position was still better, and the exports for the year con-
stituted a record. “The total value of the exports of Indian mer-
chandise for the first ten months of the financial year 1924-25 was
297% crores, which is over 60 crores in excess of the figure of 1922-23
and 24 crores in excess of that of 1923-24. Imports have advanced
similarly, and the balance of trade in merchandise in India’s favour up
to the end of January, 1925, was 103} crores. After allowing for
a total import of bullion during the first ten months in question of 613
crores, there remains a net balance of 42 crores in favour of India, as
against 633 crores a year ago.”

7. Trade Revival —With the revival of trade and industry and
improvement in general economic conditions, the existing sources of
revenue hecame more productive, while, with the disappearance of ex-
traordinary military charges and owing to the cuts made on the recom-
mendation of the Inchcape Committee on retrenchment, expenditure
declined, with the result that it became possible for the Government of
India to begin the steady remission of provincial contributions and to
reduce the salt duty in accordance with the demand of public opinion,
very soon after it had been doubled. The transition from the troublous
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times of Sir Malcom Hailey’s administration to the easy days of Sir
Basil Blackett, may be seen reflected in the statistics of foreign trade,
of the vield of primcipal taxes, of the main heads of expenditure and
of the total revenue and expenditure of the Central Government. As
regards the value of the foreign sea-borne trade of India, we give below
quinquennial averages for the pre-war period (years 1909-10 to 1913-
14), for the war period (five vears 191415 to 1918-19) and for the
post-war period (five vears 1919-20 to 1923-24) ; and to take the story
to its conclusion, the figures for the two recent years, 1929-30 and
1930-31 have been added.
VALUE oF IxDIA’S FOREIGN SEA-BORNE TRADE.
(In Crores of Rupees).

Pnje-\\';xr 'War Po'stﬂ.\'ar 1929-30 1930-31
average. average. average
Imports, including
treasure. 1988 1983 3202 277°5 1999
Exports, including
treasure. 2325 2331 3196 3241 230'5
Total Trade. 4314 4314 6398 6016 4304

8. Transition [llustrated —1It will be noticed that in spite of
reduced volume, the war average is the same as the pre-war average,
owing to higher prices prevailing in war time.  On account of the
revival of trade and removal of restrictions, the post-war average is
higher by nearly 48 per cent., and the figure for the vear 1930-31, the
last vear of the decade we are reviewing, goes back to the pre-war level.

The transition from the first to the second of the periods of our
review, is brought out in the following comparative figures for revenue
and expenditure:—

Cerrary ITeMS IN THE CENTRAL ACCOUXNTS.
(In Crores of Rupees).

1921-22 1922-23 1923-24 1924-25 1925-26

Total Revenue. 1152 1214 1331 1330 1333
Total Expenditure. 1428 1364 1307 132°3 130°0
Surplus (+)
Deficit (—) —276 —150 423 + 56 -+ §'3
Customs Revenue. 4173 396 4§'7 477
Salt Tax. 68 10°0 73 63

Ailitary Expendi-

ture. 710 610 596 603
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9. High Level of Taxation and Reduced Expenditure—That the
explanation offered above, of the principal cause of the ease with which
the transition from the first to the second period of our review, could
be accomplished, is correct, is proved by the fact that Sir Basil Blackett
himself has expressed the same view of the phenomenon. In his Budget
Speech of 1925, he refers to the unhesitating co-operation which the
first Assembly gave to the Government in the unpopular task of making
heavy additions to taxation in 1921 and 1922 and to the increase in
the <alt duty in 1923-24 and speaks with satisfaction and pride of the
realised surpluses of substantial amounts both in 1923-24 and in 1924-
25, the latter having heen secured in spite of the reduction of the salt tax
to the figure at which it stood before the increase made the year before.
Government now felt so certain about a true, recurring surplus having
heen secured that they decided to go forward with the reduction of the
provincial contributions. The Finance Member found himself in the
happy but embarrassing position of having, year after year, a surplus
to dispose of, and even in 1924-25, he would have preferred giving
relief to the Provinces to the restoration of the salt tax to its old
level,  To whom was the credit mainly due for the fortunate position
in which he found himself? His answer is: “For this result we
must pay the tribute of thanks which is so justly due to those who went
before us. We are now able to appreciate in better perspective the
value of the achievements of those who carried the burden in the dark
and difficult vears immediately succeeding the War. We are reaping
to-day some of the fruits of the labours of the first Assembly, of Sir
Malcom. Hailey, my predecessor in the office of Finance Member, and
of the members of the Retrenchment Committee.”

10 Consolidation and Reform—This is not the place to appraise
the merits of the work of the two Finance Members and to compare
the skill with which each handled his job. Our task is the simple one
of describing the conditions in which they laboured and the results which
rewarded their efforts. Tt must, nevertheless, be said to the credit
of Sir Basil Blackett that though his lot was cast in more propitious
times than those of his predecessor, he utilised his opportunities to the
best advantage and sought to bring about a number of useful reforms
in the administration of Indian finances. The vears 1923-28 thus con-
stitute a period of stabilisation, reconstruction and progress as the earlier
emes had heen a period of depression, deficits and chaos. (1) The sepa-
ration of railway finance from general national finance, (2) the adop-
tion of the policy of fiscal protection, (3) the consolidation and the im-
provement of the public debt position and (4) the extinction of the
provincial contributions, which had been acting like handicaps on the
Governments of the Provinces in the development of nation-huilding
departments, are some of the outstanding achievements of this period.
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The Government of India’s exchange and currency policy and the size
and the method of its military expenditure have been problems of per-
petual conflict between the administration and public opinion in this
country; and in both these respects, there was keen disappointment and
dissatisfaction in the popular mind in this period. The controversy
regarding India’s monetary standard and the exchange ratio, has fiercely
raged throughout the decade, and we do not appear to have reached
the end of it even to-day. On the contrary, interest in the question of our
monetary system and policy has revived owing to the big constitutional
issues which are bound up with it. The same remark has to be made
in respect of the problem of a Central Reserve Bank for India, an institu-
tion which Sir Basil Blackett, it appears, would have liked to see soon
established as a measure essential for the success of the currency system
recommended by the Hilton Young Commission and as a fitting crown
on the work of his financial administration. The constitutional and the
political aspects of the management of national finances on which we
have dwelt at some length in the preceding Chapter, acquire special
significance in connection with the solution of these problems of such
vital importance to the economic development of the country.

11.  Optimism in 1928 —The Government of India was so over-
powered with a sense of responsibility to the Provincial Governments
in respect of the latter’s contributions to the central exchequer, that
they could not think of lightening or equitably distributing the burden
of taxation upon the different classes of the community till that obliga-
tion had been discharged. The recommendations of the Committee
on Taxation whose report was published in 1926, had, therefore, to
remain for the time being unnoticed. The remission of provincial con-
tributions did indeed place at the disposal of Governments in the Pro-
vinces more funds which they could usefully spend on social and econo-
mic development. But it did nothing to improve the system of taxation,
as the burden which the general tax-payer had to bear, remained un-
affected. This was a task left to be achieved in the third period of our
decade in circumstances which, it was fondly believed, would be favour-
able for the undertaking. Sir Basil Blackett, therefore, closed his
stewardship on a note of cheery optimism and wished his successor a
good time in reaping a plentiful harvest of prosperity and comfortable
progress. “Intrinsically,” he observed, “the financial position of the
Government of India seems to me to be sound and prosperous.” The
concluding sentences of his last budget speech, zvz., that of 1928, are
worth quoting in full as they provide us with suitable jumping off ground
for our passage from the second to the last period of the decade of our
enquiry:—“From 1929-30 onwards it will be the privilege of this House
and of my friend and successor, Sir George Schuster to find no out-
side claimant to the recurring surpluses which T hope it will be their
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good fortune to enjoy in the coming yvears, and they will be free to turn
their minds on the one hand to new directions in which money can be
usefully laid out for India’s advancement, and on the other hand to the
readjustment of the burden of taxation and to those reductions of
taxation, so welcome to tax-gatherer and tax-payer alike, which apart
from some minor cases and with the one big exception of the Cotton
Excise Duty, have been bevond our reach in my term of office. I
can not more fittingly close my statement than with the prayer that
no storm from without or from within may descend upon India to disturb
the bright prospects of financial well-being to which she seems to-day
to be justified in looking forward.”

12. The Brigint Picture Shows Dark Patches—But alas! The
vanity of human hopes! In the very next year after the retirement of
Sir Basil, the bright picture he had painted of the prospect of financial
prosperity, began to show, though faintly at first, some dark patches; and
his successor, in presenting his first budget, expressed doubts in relation
to the assured character of the normal excess of revenue over expendi-
ture which had heen assumed. On a close investigation he came to the
conclusion that “the gap left by the remission of provincial contribu-
tions,” had not been really filled and he was inclined to helieve that
it would be necessary to impose new taxation to balance the true revenue
and expenditure, But he decided to hold his hands at the moment, and
to watch developments, in the meanwhile attempting to tackle some of the
smaller but, in their own way, important questions relating to public debt.
The two years 1928-30 were comparatively speaking, uneventful. Signs
of coming trouble were, however, visible; and the rumblings of the
impending storm could not be mistaken. What a financial administrator
likes above everything else, is a calm political and economic atmosphere
in and outside the country, so that he may have a chance to employ his
skill of management with advantage. In the beginning of 1931, it was
telt that the reaction of political discontent in the country on business
conditions was, to some extent, an established reality. World conditions
were no less unfavourable and discouraging. While expenditure on
useful objects like the banking and labour enquiries and agricultural
research had to be provided for, there was deterioration instead of
increase on the side of revenue. To make good the anticipated deficit,
it was proposed to raise the revenue duty of 11 per cent. on the imports
of cotton piece-goods to 15 per cent, and to levy an additional 5 per
cent. as a measure of protection, against all cotton piece goods from
outside the United Kingdom. An increase in the duty on the import
of sugar was also proposed, and the rates of the income-tax and the
super-tax were likewise raised. An import duty on silver, of 4 annas
an ounce, completed the tale of new taxation. No comment on these
proposals 1s here necessary as we are concerned at this stage only to
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give a general idea of the development of the financial situation during
the concluding part of the decade which is the subject of our enquiry.

13. Gloomy Out-look~It is interesting to notice that in spite
of the signs of the times and the additional burden of taxation which
had been imposed, the Finance Member was not inclined to believe that
this state of things was anything but a passing phase which had its
origin in the disturbed world conditions, “There is reason to hope,”
he remarked, “therefore, that a recovery from the present economic
depression will not long be delaved.” He defended the policy of seek-
ing to raise more money than appeared to be immediately needed for
actual outgoings, on the ground of the paramount importance of creat-
ing reserves at a critical juncture in the country’s history, and second-
Iy, for preparing the way for a more generous allocation to the Pro-
vinces, of sources of revenue for nation-building services. This refers
particularly to the silver duty which, it was stated, was a measure chiefly
intended to serve as a margin of revenue from which a distribution
could be made among the Provinces of funds so badly needed by them
for nation-building services. \Who would have thought after such decla-
rations and protestations that the immediate financial prospect, though
not quite satisfactory, was bad, that Government would be driven, in
the short space of twelve months, to take a very gloomy view of the
whole situation, that there would be a deficit of over 13 crores accord-
ing to the revised estimates for 1930-31, that a wider gap between
revenue and expenditure would be apprehended for the succeeding vear
and that additions would again have to be made to the existing burden
of taxation? The total yield for 1931-32 of the proposed changes in
customs duties and taxes on income was calculated to amount to nearly
15 crores. If this estimate was upset by internal disturbances, interin
measures were to be taken to counteract the threatened deterioration.
Political and economic conditions have since continued in a seriously
disturbed state, to the grave detriment of the finances of the country;
and the Government has been confronted with one of the most critical
situations it has had to face for years together.

14. Official wiewe of the Crisis—Comparing the close with the
beginning of our decade, we showed, in the last chapter, how the finances
of India found themselves in an acute crisis at both the ends, and traced
the course of intervening fluctuations—the transition of the earlier
vears of deficits and depression to the conditions of equilibrium during
the second period and the reversion of the latter to a critical state. It
is futile to attempt a prophecy as to how things are likely ultimately
to shape themselves during the third period as the fate of national
finances largely hangs on political events and economic developments
in the outside world as well as in India. Nor can the limits appropriate
to a systematic treatment of the subject under discussion, permit deal-
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ing with the passing events of the hour and prying into a near future
so {ull of uncertainties and possiblities. Nevertheless, it is worth while
asking and attempting to answer the question whether the prevailing
disequilibrium is the usual depression phase of an ordinary “trade cycle,”
which may be expected soon to pass away and give place, in due time,
to a revival or whether it is an unusual phenomenon occasioned by
extraordinary causes of a fundamental nature and promising to run
an unprecedented course unless comprehensive, concerted and courage-
ous measures are taken by all concerned to direct that course into proper
channels and each nation adopts policies suited to the requirements
of the changed conditions. It may be recalled that we have
referred in this and also in the last Chapter to the different views which
three Indian Finance Members have taken relating to the crisis through
which the whole of the past decade has passed. In the beginning of our
first period it was thought that there were few chances of improvement
in the situation in India to be expected within a measurable span of time.
Thanks, however, to the effects of additional taxation, increase in public
debt, a revival of trade and somewhat drastic retrenchment, there was
a quick transformation of the scene, and the country appeared to have
entered upon an era of equilibrium, progress and prosperity. Then
once more came a depression which, it was believed at the time, would
pass away when it had run its brief natural course, but which persists
in an uncanny way at the present day. One obvious explanation of
this last phenomenon, which lies on the surface, would be the political
upheaval India has experienced during the past two or three years as
well as a sudden and enormous fall in world prices. No one can deny
that national finances cannot remain stable (and that much less can
they thrive) in the midst of internal political discontent, distrust and
disharmony, which only aggravate the prejudicial effects of a grave
cconomic and political disequilibrium in the outside world. And apart
from this political obstacle, it is not surprising that those in charge of
the management of India’s finances should have, from time to time,
taken what would strike a student of the whole problem as restricted
departmental and official views of the situation as they found it at the
moment. One traces in their pronouncements a tinge either of com-
placency or of desparation born of the consciousness of non-responsible
authority, lacking the support of public opinion. The Finance Member
dec]areq in his budget speech of 1931, for instance:—"“My main pre-
occupation is to run the business well while T am responsible for it and
to hand it over in sound condition with no hidden weaknesses and with
fmht wumpaired.”  This does not mean that the financial administrators
imore the constructive side of the technique of their work. Only,
n‘(‘»mpl'el?tnSi\'e and far-sighted views and courageous national policies
are denied to them. To a dispassionate and close student of world
F—
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conditions in general and of India’s finances in particular, who has to
take longer and broader veiws and to dip below the surface of things,
the whole phenomenon may appear in another light. Without concern-
ing himself with passing events and with particular activities of Govern-
ment and political parties, which, after all, have a transient interest,
he must envisage the position as a whole and put it in a proper
perspective.

15. The True Significance of the Crisis—An enquiry made on
this principle, would lead one to believe that the sight of occasional
ebb and flow or of a movement of a cyclic order in economic life in
India as well as in the world outside, during the past twelve years, has
been more or less of a deceptive character. We must guard ourselves
against being misunderstood on this point. An ebb and flow move-
ment in the currents of delicately interwoven relations of modern econo-
mic life is undeniable; and it is a matter of practical experience that the
power of recuperation inherent in the body economic, is capable of
restoring to it the health lost by deterioration occurring in it from time to
time. We have also observed already that wavelike movements did
show themselves in the flow of financial and economic developments in
India during the decade under review. But the important question for
consideration here is whether these quick movements can adequately
account for the phenomena we are engaged in examining and whether
there is nothing more enduring behind them. The condition of world
economy has been, in recent years, like the state of the health of a
patient suffering from some serious chronic disease and also subject
to the frequent attacks of minor complaints like cold. In this case,
attention is apt to he diverted from the major and permanent trouble to
the petty ailments which keep on coming and going. The occasional
succession of calm and ripples on the surface of economic life is sure
to create in one’s mind the impression that these are the only important
natural phenomena worth attending to, which follow each other in a
regular order like the seasons of the vear and that there is nothing un-
usual or abnormal happening behind or below them. It is, therefore,
necessary to emphasise that the trade fluctuations and other changes
which have taken place in the course of the last decade, have occurred
against the background of more profound, if less perceptible, movements
in the internal relations of the economy of the world. These latter may
not attract public attention which is diverted to superficial and dramatic
changes like a panic on the stock exchange and the failure of a big
banking concern. It is superfluous to point out that the structural or
organic changes exercise a silent but more durable influence on economic
affairs without a clear understanding of which our judgment about
the solution of problems that confront us, from time to time, may prove
to be onesided and faulty. National, like individual life indeed needs
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day-to-day adjustments to the difficulties and wants as they arise; but
this will be mere hand-to-mouth living if it is not animated with a fore-
sight in respect of coming requirements and a true insight into the mean-
ing of surrounding conditions which have a more or less permanent
influence upon it. It will, therefore, be readily conceded that the financial
management of the Government of India has to be studied not as if it
is carried on only with reference to the difficulties and the expedients
of the hour, but in view of the larger constitutional, cultural and eco-
nomic changes taking place around us if the administration of affairs is
expected to he conducive to the progressive well-being of the people.

16.  Structural Changes in 11orld  Economy and Prevailing
Crisis.—It will not be inappropriate here to state that a careful examina-
tion of the conditions of the world crisis, of which the Indian problem
is only a part or a phase, undertaken in connection with the Sir William
Meyer lectures delivered at the University of Madras, about this time
last year, on the subject of the “Problems of World Economy,” led us
to accept the conclusion of some of the German thinkers who have
made special studies in this domain, ziz., that the prevailing world mal-
adjustment is an outward expression of the radical structural changes in
economic organisation which have been caused by the great war and the
territorial and political adjustments made at the peace which closed it.
The Peace of Versailles had an unsettling effect of an unparalleled
character on the economic and the political organisation of the world,
the profoundness and the dimensions of which were not foreseen at the
time, though attention was drawn to the subject by a few critical ob-
servers like Prof. Keynes. It cut up old nations and created and
guaranteed the independent existence of new ones and prescribed huge
reparations pavments by Germany to the conquerors. As a consequence
of this, the old economic equilibrium of Europe and of the world, was
rudely disturbed, tariff barriers, newly set up on national frontiers,
impeded trade every where and markets and exchanges were seriously
dislocated. Power of consumption of the mass of the people was
unequal to the increased productive capacity of industries, improved
by rationalisation; distressing unemployment spread widely and the
burden of taxation became heavy. The old “division of labour” among
the nations of the world was altered in practice as well as in principle;
and local and national tendencies towards self-reliance and self-suffi-
ciency in the supply and consumption of necessaries, comforts and
luxuries, began to he strengthened. In the intensified international
struggle for existence which ensued, peoples were impelled by the motive
of self-protection and self-preservation, to resort to measures of a restric-
tive character which, having been the effect of the world’s economic dis-
equilibrium, have been the cause of further maladjustment.
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17. Universal Remedy sought for Universal Trouble—~The
universal disease, it was thought, obviously needed a universal remedy,
as the disturbance of the established economic relations between nations
could be cured only by international co-operation.  The international
conference at Genoa which suggested to the nations the desirability of
the balancing of their budgets as a step towards currency stabilisation,
the World Economic Conference of Geneva, of 1927, which recommend-
ed the lowering of tariff barriers as an effective remedy for the trade
and industrial depression, the famous Disarmament Conferences and
the joint efforts now being made to lighten the burden of Germany’s
reparations payments, indicate how the ideas of businessmen and states-
men have been moving in the direction of international, concerted
action to bring about an economic revival. The mal-distribution of
gold in the world, the consequent low level of prices and prevalence
of unemployment and industrial stagnation, are all found to cry for
international co-operation in the work of rehabilitation, While the
efficacy of the remedy is duly recognised, nations, however, find them-
selves in such a position that they have first to attend to their special
domestic conditions and problems and can think of international action
only in so far as it is felt to be compatible with efforts to overcome
their own internal difficulties. National hopes and fears have been
ronsed as a consequence of the great war, and the changed economic
and political conditions act and re-act upon one another. It would be
an unwarranted optimism, it seems to us, for nations to aspire auto-
matically to attain the pre-war economic equilibrium and prosperity
in the altered circumstances, and they will have to make the most of
the situation in which they find themselves.

18. Lesson for India—India’s financial problem will obviously
have to be discussed and solved in the light of these world movements;
and this country cannot escape the influences which are at work outside.
Great Britain, which has practised and preached free trade for genera-
tions, and has advocated it as an effective remedy for the world’s
economic ills, even in recent international conferences, has had to
abandon that policy as a measure of self-protection. The ups and
downs in India’s financial history during the past decade, represent the
country’s re-action to the time spirit, to the constitutional, social and
economic ideals which have swayed the peoples of western and eastern
countries since the war, as well as to the changes in prices, markets
and in demand for commodities. Financial stabilisation and improve-
ment can come only with the practical recognition of the facts and con-
siderations pointed out above. Patchwork methods have indeed to be
adopted at times, and they have their use as temporary expedients.
They can, however, vield no abiding results, which can be achieved
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only by a realisation of the significance of the profound changes occur-
ring inside and outside the country.

19.  Lines of Enqitiry conducted in following Chapters Indicated.—
The lines on which our enquiry will be conducted in the following
chapters, may now be briefly indicated. We shall take up, one after
another, the three periods into which the decade under review has been
divided, and the developments in each will be closely scrutinised under
different headings. Thus exchange and currency, central revenue and
expenditure, deficits and surpluses, taxation and public debt and capital
outlay and railway management will be separately studied in each
period.  The conditions, in which the passage of one period into another
was effected, will be described in appropriate places and their relation
towards the general world situation will be pointed out. The threads of
the varied developments in the three periods will be collected from
stage to stage so as to present a connected view of the position in
different spheres of financial management, and lastly, a general review
of the events and the tendencies of the whole decade will be taken.
The financial policy of Government in circumstances prevailing at each
stage of development will be commented on, and an attempt will be
made to indicate the lessons which the survey of the decade is calculated
to teach as guides for the present and the near future. In the midst of
prevailing uncertainties it will indeed not be possible to chalk out
definite lines of financial policy, but it will be extremely useful to be
closely acquainted with fiundamental facts and principles in the light
of which the national system of finance mav be directed and schemes
of improvement may he formulated.



CHAPTER III

THE FIRST PERIOD—DEPRESSION, DEFICITS AND
DEAD-WEIGHT DEBT

A
ExcHANGE AND CURRENCY.

1. India’s War Services and Help to Great Britain.—It was not
possible that our system of currency and exchange should have emerg-
ed unscathed from the terrible storm that overtook the financial and
economic conditions in India during the first period of our decade.
Were it not for the tragic events with which it is filled, the story of
the vicissitudes of Indian exchange and currency in the course of these
years, would read like a romance. In order to be able to appreciate the
gravity of the crisis and its far-reaching consequences, it is necessary
to begin the narrative two years before the opening of the decade. It
should be noted here that the financial embarrassment of India during
the War and the post-war era, were largely due to the active participa-
tion of this country in the prosecution of the struggle and the willing
and unstinted assistance which it rendered to Great Britain in bringing
it to a successful termination. One of the ways in which this assist-
ance was effectively rendered was the adoption of a system under which
the disbursements for war purposes made by the Government of India,
in this country, on behalf of His Majesty’s Government, were met by
the latter by repayment in London without provision being made for
the remittance of those funds to India. Our resources thus got
transferred to England on a very large scale, to the embarrassment of
the Indian Treasury. After setting off against the repayments, the
funds required for expenditure in London for “home charges” and the
purchase of silver for the coinage of rupees in Indian mints, the Secre-
tary of State for India found that large balances accumulated to his
credit on that side. How to transfer these accumulated funds back
to India to enable further outlay being made and the balance of trade
being liquidated, was a problem of the severest difficulty that taxed
official brains. There were limits to the imports of silver which had
already assumed huge proportions; and gold could neither be imported
nor earmarked in London against the concurrent issue of notes from
the Paper Currency Reserve in India, in the interest of the Empire.
How to get out of the impasse, was the problem to be faced.
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2. Indian Funds Locked up tn London—The situation was met
by the investment of a portion of our Currency Reserve in British
T reasury Bills instead of being held in the shape of ear-marked gold;
that is to say, these funds were lent to the British Government, for the
time being, just as the United States granted loans to the Allies to cover
the larger portion of their dishursements in America. A part of the
repayment was also written off as a war gift to Great Britain to the
extent of the proceeds of War Loan raised in India. This amounted
to a dead-weight debt incurred by the Government of India to meet 2
part of its war contribution while it made funds available for financing
war disbursements here. Some idea of the hugeness of the size of
these transactions may be conveyed, if it is stated that war expendi-
ture for His Majesty’s Government and analogous items, involved India
in a net outlay, in this country, of £128 million during the first three
and a half years of the war, and in addition to this, about £30 million a
vear on an average, had to be provided for Council drawings to meet
the internal demand of trade for fresh funds. It was estimated that our
investments in British Treasury Bills would amount, by April, 1918, to
£67 million. It will be seen from these figures that the main difficulty
encountered was how to convert the credit obtained from the British
Government in London for outlay on their behalf in this country, into
remittances which would release funds essential for use in India. The
situation was summed up in the Finance Member’s speech in 1919, in the
following words:—"“Gold was unobtainable and silver was scarce. Thus
the repayments of our war advances continued to bank up in London and
were of little help in meeting our expenditure here. Currency had to be
created and currency could take only three forms, notes, rupees or gold.
To issue notes freely without a strong metallic backing was obviously
unsound. To coin and issue our relatively small stock of gold would
have heen wasteful to a degree; the premium upon the metal would have
driven and did in fact drive, any coined gold out of circulation imme-
diately; it was an emergency ration than a currency medium. We had
no alternative but to provide silver rupees in immense quantity; and
this was the second aspect of the problem.”

Q2

3. Short Currency Supply—Silver Scarce and Dear.—The pre-
vailing high prices required a larger supply of currency to the public.
The supply of gold and gold coins being ruled out, the demand could be
met only by the issue of notes and rupees. The active note circulation
had already gone up from 50 to 82 crores of rupees since the beginning
of the War, and its further expansion was limited by people’s willing-
ness to use paper money and Government’s capacity to encash the notes
when presented. Owing to fierce competition in the world, even silver
was not available in sufficient quantities, and the price of the white
nictal rose steadily to unprecedented heights, threatening the stability of
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the Indian exchange. The position in the early months of 1918 was
critical and Government's stock of rupees had sunk in June to the peril-
ous level of 4 crores. It appeared as if there was nothing for it but to
declare the paper currency inconvertible, Government escaped by the
skin of its teeth from this catastrophe as a result of the release by
the United States of 200 millon ounces of silver for India’s use under
the famous Pittman Act and the feverish activity of our Mints in turning
that metal into enormous masses of rupees. The output attained, during
the month of December, the colossal figure of 834 lakhs of rupees,
which created a world’s record and together with the concurrent out-
turn of small pieces, amounted to over one hundred million pieces. To
safeguard the currency system against the possibilities of a collapse,
restrictions of various kinds had been imposed on the movement of
specie and to some extent on the free encashment of notes, whose net
circulation by March, 1919, had risen to Rs. 150 crores. Export finance
was similarly controlled, and the co-operation of Exchange Banks and
merchants was secured in supplying successfully the finance needed for
the export of the necessaries of war.

4. The Dearer the Silver, the higher was the Exchange Ratio put
1p—Reference has already heen made to the high prices and the scarcity
of silver and to the extreme difficulty experienced in the issue of rupee
currency in India. This development had an important bearing upen
the Indian exchange. The pre-war level of the price of silver was in
the neighbourhood of 26d. per ounce. From 1916, it steadily rose ard
along with it, rose the rate of exchange, the two being quoted at
42d. per ounce and 1s. 5d. respectively in the beginning of 1918.  To
prevent the rupee from going into the melting pot or being smuggled
abroad, it was necessary to put up the rate of exchange to ls. 6d. for
the sale of “council” drafts. This rate continued throughout the vesr
1918, and when it sagged for a few months, “reverse councils” were
sold to the public to the amount of £314 million. It is interesting to
note in this connection that the fact that the accounts of the Govern-
ment of India were maintained on the basis of a cerain ratio of exchange
and that the actual rate of exchange at which remittances were effected
in the course of a year, introduced into those accounts the heads of
‘gain and loss on exchange’, corresponding to the difference between the
two rates. The net profit thus accruing, after the loss due to the coinage
of rupees had been allowed for, was estimated for the year 1918-19 at
£4-3 million and it was hoped at one time that the first instalment on Gov-
ernment’s new war liability might be met in full out of a surplus accru-
ing largely from this windfall. Another aspect of this subject that may
he referred to here, relates to the funds Government had been borrow-
ing, in its difficulties, from the Paper Currency Reserve on the security
of its own promises to pay. The Finance Member admitted in 1919
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that Government's resort to the printing press and purchase of their own
Treasury Bills as a method of obtaining funds must not he used except
in aner;;ency and with the greatest caution. He was anxious to retire at
least that portion of paper which was represented by Government Trea-
sury Bills, though he felt it was difficult to go further and reduce the
owtstanding note circulation so as to put a stop to the preyailing discount
on paper currency in the countryside. The experience of the next twelve
months did not, however, lead Government to feel it safe to return to
the free and unrestricted issue of rupees at district treasuries through-
out the country though stocks of silver coin were now far from meagre.
The vear 1919-20 was a time of a boom; prices ruled high and both
imports and exports showed increases. It was a particularly remarkable
vear in the history of Indian exchange, though it was comparatively
uneventful regarding currency affairs.

5. The 25. Rupee-Gold Ratio—~In his budget speech in 1920,
the Finance Member went 5o far as to remark that the events of 1919-20
relating to our exchange formed a landmark in the history of that
interesting subject, and his words are worth quoting here:—"“The his-
tory of Indian exchange and the establishment of the gold exchange
standard, subsequent to the closing of the mints, has always had a fasci-
nation for economic writers and students. It seems likely that when
future text books are written or present ones are brought up to date, the
vear 1919 willy like 1893, stand out as marking the close of one well-
defined period and the commencement of another.” This appreciation
of the situation, we are afraid, has not been justified by events, and it
has, in fact, turned out to be colossal exaggeration. On the contrary,
Government’s policy in respect of the exchange during 1919-20 and
1920-2] has won an unenviable fame for its costly mistake and for its
disastrous perseverance in a wrong course of action. Let us now see
how things actually shaped themselves. The sterling-dollar exchange
having been unpegged early in 1919, the British pound lost the support
it had received as a war measure, and steadily depreciated, tll it
sank 1o the low level at which it stood in February, 1932, say, 4 -3 dollars
to the pound sterling. Owing to a combination of circumstances, of
which this was an important factor, the price of silver shot up to 130
cents per dollar, and the Indian exchange had to be pushed up, in sym-
pathy with sterling, to 2s. 4d., by December, 1919.  Uncertainty about
e prospect led to Huctnations in the exchange, and demand for remit-
tance to and from India rose and fell in succession. Then came the
Dabington Smith Committee’s report and the Secretary of State’s an-
nouncement of acceptance of 1ts principal recommendations.  These re-
Litud to the Iinking of the rupee to gold instead of to sterling and to the
mdeption of the 2o ratio.  As to the first of these measures, its theore-
tical importance is undeniable and has scarcely been denied; but the his-

F—5



34 FINANCES oF THE GOVERNMENT OF INDIA Cuar.

tory of Indian exchange and currency has demonstrated the practical un-
reliability of the paper fixation of the rupee in terms of gold. There
was really nothing new in this in as much as since the adoption of
the gold standard by India, the legal unit of value was a fixed quantity
of the yellow metal, and the only Indian member of the Babington
Smith Committee strongly protested against a change in this unit by
mere executive action. Our experience of the events of the past few
months is calculated to confirm the truth of this statement. The 2.
ratio was defended on the ground that through it, internal prices would
be lowered, to the immense benefit of the large mass of poor Indian
consumers who were restive under the pressure of the extreme dearness
of commodities that prevailed and that it would ensure the rupee against
its going to the melting pot as it would stand far above the melting point
of the silver currency of almost every other country.

6. Collapse of the High Exclange—Though the rupee was linked
to gold, with the further depreciation of sterling, Indian money was
worth more in terms of pence, and this proved a great incentive to
people to remit funds abroad. Government, which had undertaken re-
sponsibility for maintaining the rupee at the newly chosen level, had to
sell reverse councils in large amounts to satisfy the unprecedented de-
mand that arose for remittance; £.11 million sold during February,
1920, was insufficient to meet the public demand; speculators and pro-
fiteers came into the field; and a wide divergence arose between the gold
rate at which reverse councils were being sold and the actual market
rate. The sterling resources of Government were certainly not inex-
haustible, and the loss accruing from the revaluation of gold and ster-
ling portions of India’s reserves on the basis of the new ratio, was not
inconsiderable.  During the twelve months, March 1920 to March
1921, the story of Indian exchange took a dramatic turn.  The balance
of trade which had been largely in favour of India, suddenly became
adverse and materially added to the strain on Government’s capacity to
prop up the exchange. When Indian currency seeking conversion into
foreign money, exceeds the supply of the latter, (and this was the result
of the adverse trade balance), the value of the former expressed in terms
of gold or international currency, must decline. Thus, in twelve months,
the exchange rate in the market had come down from 2. 7d. to 1s.
+d. Government’s persistent sales of Reverse Councils in spite of the
heavy losses entailed and the ultimate failure of their declared policy,
were subjected to severe criticism. Their only defence was that the cir-
cumstances in which they had to work were bevond their control, since
they had undergone a sudden and unexpected change. There was, how-
ever, little that was reasonable, to urge in support of the persistence
with which the ruinous course of attempting the nmpossible, was pur-
sued, and Indian resources in London were frittered away, particularly
in view of the fact that the gap to be covered was too wide and that
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Government’s policy stimulated speculation and aggravated the difhcul-
ties of the situation. In September, 1920, all attempt to support ex-
change was given up and the rupee was left to itself till at last it
sank to ls. 4d. and Government frankly confessed that they had now
no definite exchange policy and contemplated no measures in relation to
the prevailing trade depression and the general feeling of uncertainty
existing.

7. "Wt and See” Attitude of Government to the Exchange
Cucstion —When it was asked to explain “how far the persistence in
the selling of Reverse Councils on the system first adopted was due to
our (Government of India’s) deliberate choice or how far the responsi-
vility lay with the Home authorities,” particular emphasis being laid on
the failure to adopt the system of sale by competitive tender, the reply of
Government was, in the words of Sir Malcom Hailey :—"I regret that it
is not within the power of Government to answer these enquiries.” This
was, at hest, enigmatic and could be interpreted according to one’s in-
clinations.  There is no doubt, however, that the Government of India
came later to wish that this chapter in the history of Indian currency
and exchange had mot been written. “Once bitten, twice shy”, sums
up henceforward its attitude to this question till after the recommenda-
tions of the Hilton Young Commission were adopted. In 1923, the pros-
pects were still uncertain, and Sir Basil Blackett held that the time had
not vet arrived when another effort should be made to stabilise the
rupee at a particular level.  He expressed the opinion that the attempt
of 1920 was an almost impossible one, “with all exchanges of the
world out of gear, with world prices moving up and then down with
unexampled rapidity, and with relative prices as between one commodity
and another fluctuating in an unheard of manner.” And world condi-
tions in 1923-24 were not much better to warrant the statutory fixation
of the rupee at any particular level. In view of the line of thought taken
on this question by the Government of India four vears later, it would
be worthwhile noticing what Sir Basil had to say il his very first budget
speech, in this connection.  His views may be briefly summarised thus:—
’I.‘here is no sanctity about any particular ratio of exchange; it is a ques-
tion of what suits India’s needs best. To look at it from a narrow point
of view of the Indian budget, Government would have a smaller sterling
debt at a higher rate than at 1s. 4d. and it would save a few crores on
ts remittances. Although the tendency of the rupee to follow world
prices rather slowly had, since 1920, ceased largely to operate, it could
not be maintained that internal prices in India had adjusted themselves
to a Ie\'el' corresponding to a ls. 4d. exchange so that if the exchange
were stabilised in 1923 at 1s. 4d., prices would have to goup. On the
m].xer hand, an attempt to force up exchange violently, would cause
stringency, which was undesirable from the point of view of everybody,
Any - policy, again, which threatens to restrict India’s export trade,
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must also be deprecated; *“and, trade, above all, desires stability of
exchange, perhaps even more than stability of prices. . . . Stahility
is our goal and we mean to achieve it at the first opportunity.”

8. Exchange and Currency—The chief features of exchange and
currency developments during the first period of our enquiry that
deserve special notice, are (1) the price of silver, (2) the prevailing
and the statutory rates of exchange, (3) the annual balance of trade
and Government remittances to London, (4) currency circulation, and
(5) the composition of the Paper Currency Reserve.  With regard to
silver, the price of that metal was, for some time now, the dominating
factor in the exchange situation in India, and it determined the external
as well as the internal value of the rupee.  Before our mints were
closed to the coinage of rupees in 1893, the steady fall in silver prices,
spread over a number of years, brought about a corresponding fall in
the Indian exchange. This close association between the price of silver
and the rate of Indian exchange, was destroyed by the degradation of
the rupee to the status of a token coin and the legal stabilisation
of its external value at 16d. The association was re-established when
Government was compelled, in War time, to coin large quantities of
rupees and the price of silver rose so high that the bullion value of the
rupee exceeded its legal or nominal value. The latter had, therefore,
to be raised from time to time in accordance with the rise in the price
of silver to save the coins, put into circulation, from being used as bullion.
Even then the market rates varied from those fixed by Government,
owing to the latter’s inability to control them through the usual means.
Before 1893, the change in the price of silver and, therefore, in the ex-
change ratio, was slow and steady. During the war period and after
it, the change was sharp and lasted but for a short time. In February,
1920, the price of silver had reached the record figure of 893d. an
ounce, in April, it slided to 72d., and it gradually declined till it went
down to 30d. in March, 1921. For months, the movements of silver
prices and of the rupee-sterling exchange were almost parallel.  Ex-
change stood at 2s. 4d. in April 1920, sank to 1s. 10d. in August, to
1s5. 6d. in December and dropped to 15. 3d. in March, 1921. The fol-
lowing table illustrates the parallelism in an interesting manner:—
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MarRseT RatEs oF ExcHANGE AxD BurLiox VALUE OF THE RUPEE.

1918—1919 |  1919—20 | 1920—21
R;tc of Bullion Ri:te of Bullion | Rate of | Bullion
e value " x= value of Ex- |value of
‘,}I‘f‘lﬁ of rupee ?ra;g: rupee | change | rupee
J
| l
pence pence pence pence pence pence
1st April .. 16'9 169 179 184 280 268
1st August .. 179 181 199 207 22'6 211
Ist November .. 179 183 242 243 193 196
1st January . 179 180 278 281 172 155
1st AMarch . 17:9 177 310 312 15°3 12°0
15th Mazrch .. 179 177 277 201 15°5 124

9. Price of Sileer and Gold Exports as Conirolling Factors in
Lxchaitge Ratio~It is worth noticing that the parallelism between
the rate of exchange and the price of silver was broken during the last
few months of 1920-21, and the exchange value of the rupee remained
at 2d. or more above its bullion value. This is accounted for by the
fact that in these months, there was export of gold on a large scale, which
propped up the exchange and prevented it from falling in sympathy
with the price of silver. The general principle underlying this phe-
romenon was neatly put in an Appendix to Mr. H. F. Howard’s Currency
Report for 1913-14 and was aptly quoted in the Currency Report for
1920-21. The following is the quotation referred to:—*“There remained,
however, the danger that in particular years when India’s debits exceed
her credits, a depreciation in the value of the rupee would still occur un-
less measures were taken to prevent this. For if she owes more abroad
than foreign nations owe to her, it is clear that her claims on foreign
debtors in the shape of foreign bills of exchange will be relatively scarce;
thus those wishing to remit money to London would have to pay a
larger number of rupees for bills on London for a specified number of
sovereigns.  In other words exchange would fall to the point at which
it would be more profitable to send gold than to remit by means of
bills.In practice, no gold might be available for export at such a
time, and in such a contingency the rupee might, in the absence of proper
safeguards, fall till it was worth no more than its bullion value at the
rate of the day.” During the second half of 1920-21, the export of
gold amounted to Rs. 21 crores as compared with about 6 crores of
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imports. The corresponding figures for the first half of the vear were
35 lakhs and 17 crores respectively. The total value of gold imported
in the whole of that year was Rs. 233 crores. This was less than one
half of the amount imported in the preceding yvear and it has been ex-
ceeded on seven occasions since 1900. The exports of gold, however,
in that vear, which amounted to Rs. 21} crores, were phenomenal, be-
ing far in excess of any previous year. These happenings have a
special interest at the present moment when India has exported over 50
crores worth of gold in the course of the past six months. The
following comment of the Controller of the Currency on the above
gold exports, is worth recalling here :—"In view of the charge common-
ly made that India is a ‘sink of the precious metals” her ahility to export
gold is not without significance.”

10. Balance of Trade and Exchange—Having decided to make
the 2s. gold ratio effective, Government continued, in 1920-21, the sale
of gold to the public, commenced in the previous vear, with the double
object of removing the prevailing premium on that metal and of sup-
porting the sagging exchange. Not less than 1214 million tolas of
gold were sold in the year 1920-21, and the importance of the bullion
market in Bombay was shown by the fact that out of this amount, nearly
10 million tolas were absorbed there. It should be added that “a large
proportion of the gold sold by Government was resold later. for export
at greatly enhanced prices and served as a support to exchange”™. The
figures for exports and imports of gold given in the preceding para-
graph should be recalled in this connection. When the first Govern-
ment sale of gold took place in September, 1919, the price of country
bar gold was over 32 rupees per tola.  Continued sales for twelve
months brought it down to Rs. 24 and with the cessation of the sales,
it once more rose till at last it shot up to Rs. 30 per tola, in March,
1921, Sale of ‘reverse councils’ had been undertaken in January, 1920,
in support of exchange and was continued till the end of September,
with the result that £55 million had been transferred to London and
the note circulation was reduced from Rs. 185 crores to Rs. 158 crores.
But it was all of no avail. Indian funds, accumulated in London, were
exhausted, and heavy loss was sustained on the remittance and on the
other measures taken to make an impossible exchange ratio effective.
After the exchange was left to itself, conditions steadied down gradually
in the course of 1922-23 and 1923-24, and improvement in trade and
industry was largely responsible for this result. The following figures
for the balance of trade will illustrate this change:—
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BaLsNCE oF TRADE.
(In Crores of Rupees.)

Average of 5 years ending

1918—19 [1919--20 {1920--21 {1921—22 {1922—23 {1923—24

Balance of trade
in merchandise ('ri-

vate) oo | 4763 | +1259 | =775 —209 | 4900 1446

Balance of tran-
sactions in treasure

(Private) .. 1 —108 —108 +12 —121 —060°2 —48'6
Total visible
balance of trade .. 65°5 1151 762 330 297 969

Remittance
through councils &c.. | —340 —36'8 .. .. —70 | =338

Sale of Reverse
Councils N +5'5 +18°5 +28°5

Balance of remitt-
ance of funds oo | =301 —198 +27°7 +12 —69 341

11.  Gold Movements—The change from the boom to depression,
from heavy excess imports to large net exports of merchandise, from
record export of gold to a heavy import of that metal, reflected in the
ahove statistics, signifies a decided tendency toward stabilisation of
economic and financial conditions. The imports of gold in 1922-23
and in 1923-24 were valued at Rs. 413 and Rs. 292 crores respectively,
while the exports of that metal in both years were almost negligible.
The imports of silver in the three vears ending in 1923-24 were valued
at Rs. 17-4, 209 and 221 crores respectively. Having dropped to as
low a level as 13d. in 1920-21, exchange was, later on, steady in the
neighbourhood of 16d.  The huge imports of the precious metals in
1922-23 were attributed to agricultural prosperity, especially in the
cotton growing areas where the crops were good and fetched high
prices, a feeling of insecurity due to the non-co-operation movement,
restricted purchase of piecegoods owing to high prices and the com-
parative cheapness of gold, the price per tola in Bombay having fallen
from Rs. 28-13 on Ist April, 1922, to Rs. 25-2 on 31st March, 1923.
During the yvear 1923-24, prices of cotton were abnormally high while
purchases of piece goods were restricted owing to unattractive prices.
The price of gold rose to Rs. 26-6 in the course of the year and put a
check on its imports, which amounted in value to Rs. 29-2 crores. The
Controller of Currency draws from the facts stated above, the interest-
ing conclusion that “in times of agricultural prosperity while a moderate
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rise in prices makes no difference in the capacity of the country to
import gold up to normal requirements, cheap prices stimulate its acqui-
sition for hoarding purposes and lead to imports attaining record levels.”
This observation, considered along with the gold movements at other
times, would suggest another generalisation, which has a special bear-
ing on the huge Indian exports of gold in the latter half of 1931-32,
and it is this: in times of agricultural depression, not only will the
imports and the consumption of gold in the interior of the country, he
restricted, but if the crisis is prolonged and becomes severe, gold, known
as ‘distress gold’, in large quantities will come out of the savings of
the mass of the rural population and will be exported on an extensive
scale, despite the prevalence of political unrest, which would ordinarily
encourage the hoarding of the vellow metal.

12. Absorption of Currencv—It was to be expected that
(1) during the war period, owing mainly to (i) prevailing high prices
and (#) Government’s financial difficulties, there would be a large expan-
sion of metallic and paper currency, (2) when war conditions dis-
appeared and the boom of 1919 was succeeded by depression, currency
would return from circulation instead of being ‘absorbed’ by the public,
as in normal times, and (3) as trade and industry revived, currency
absorption would start again: The following comparative statistics in
this connection, will be found interesting :—

ABsORPTION OF CURRENCY.
(In Crores of Rupecs) Return from ciréulation=(—).

Sovereigns
Rupees. Notes. Total. Y& half sove- |Grand total.
J reigns.

Total for 5 years

1909-10 to 1913-14 438 1502 588 54'5 113+4

Year 1914-15 .. —67 —6°0 —127 © 84 —42
Total for § years

1915-16 to 1919-20. 1370 1098 2460 20°5 267°0

Year 1920-21 .. 256 —59 315 —43 —359

, 1921-22 .. —10+4 93 —1r 27 10

o 1922-23 .. —95 38 —56 94 37

. 192324 L 70 79 155 67 223

In war time, owing to high prices and abnormal business activity,
currency has to be expanded and there is considerable inflation, large
quantities of notes being issued without the usual metallic backing.
The story of soaring silver prices and the difficulty of meeting the
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public demand for rupee currency experienced by Government in 1918,
has been already related. It will be seen from the table given above,
that while the average annual absorption of rupees and notes in the
five vears before the outbreak of the \War, was Rs. 88 and 3 crores
respectively, the corresponding figures for the five years, 1915-16 to
1919-20 were Rs. 274 and 22 crores. The average gross and active
circulation of notes in 1913-14 was Rs. 655 and 466 crores. In
1916-17, the figures were Rs. 761 and 593 crores.  Next vear, the
circulation suddenly jumped to Rs. 101 and 71 crores and in 1919-20,
the high water mark of Rs. 1716 and 1511 was reached.  Though
the note circulation slightly declined in 1920-21, it has not appreciably
receded from the advanced position whch had been reached as a result
of war conditions. And the figures for the gross and active note
circulation for 1923-24 were the highest on record, being Rs, 179 and
157 crores respectively.  The following table will show the whole
position at a glance :—

NoTE CIRCULATION.
(In Crores of Rupees.)

Year. Gross. | ey, | A aerage
1913-14 657 46 12
1915-16 641 480 £ 2006
1916-17 761 593 12
1917-18 1017 718 125
1918-19 1382 1138 419
191920 1716 15111 372
1920-21 163'5 128°% —122
1921-22 1738 1522 123
1922-23 1763 1532 10
192324 1790 1569 36

13. Paper Currency Reserve.—The familiarity of the public with
the use of paper money undoubtedly grew stead'ily during the war
period; and experience showed that the increase in note circulation,
which then took place, had come to stay. The expansion of paper
currency was rendered possible by the fact that Government adopted
the system, to which it was, of course, driven by necessity, of leaving a
larger portion of the issue of notes without metallic cover. Power
Was taken from time to time to increase the invested portion of the

F—6



42 Finances oF THE GOVERNMENT OF INDIA Cuar.

Currency Reserve, to invest a large amount of it in London in British
Treasury Bills, and even to hold a substantial part of it in the shape of
“created” or “ad hoc” securities, that is, promises issued by Govern-
ment to pay itself. The latter, which took the form of Treasury Bills
of the Government of India, had obviously no market value and were
a device intended to help Government with funds which it was difficult
to obtain by ordinary borrowing. The following extract from the
report of the Controller of Currency for 1923-24 briefly gives a useful
account of the origin, form and size of these securities:—"The issue
of currency notes against Treasury Bills of the Government of India
also commenced in 1918, and reached the maximum of 6134 crores at
the end of 1920-21, which included about 1834 crores of bills issued
in consequence of the valuation of Zs. per rupee of the gold and sterling
holdings in the Paper Currency Reserve in pursuance of the Paper Cur-
rency legislation of 1920. The rest of the Treasury Bills were issued
to fill a gap in Treasury resources caused by revenue deficits and by the
loss on the sales of Reverse Councils.  The holding of Treasury Bills
in the Reserve was reduced by 3,37 lakhs in 1921-22 and by 8,24 lakhs
in 1922-23 by a corresponding cancellation of notes and now stands at
4915 crores”. It was only when there was a trade revival and the
general financial position of Government imptoved, that the Paper Cur-
rency Reserve could be gradually restored to its normal state. And
the Currency Act of 1923 provided for the measures to be taken to this
end. It fixed the ratio between notes and the metallic reserve and
limited the amount of the holding of ad /hoc securities. The following
table shows the composition of the Reserve before, during and at the
close of the first period under review :—

CompositioN AND Location oF THE PaPErR CURRENCY RESERVE.
(In Crores of, Rupees.)

Coin and Bullion Securitics
In India In En-| 1In
: gland. | transit. ,
Date. | Nowin Gold | Gold | Gold |Held in |4
' Circulation. Silver | coin Silver | Coin|{ coin | India e
Coin. | and | Bullion | _and and
Bullion Bullion| Bullion
31st March ‘
1920 .. | 1745 332 443 66 .. 34 195 672
31st March | i
1921 .. | 1661 o1 | 241 | 41 | .. N T 83
31st March
1922 .. 1747 727 | 243 43 .. » 650 58
31st March
1923 .. 1747 824 243 45 .. .. 574 58
31st March
1924 .. 185°8 741 223 58 . B 575 139
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B. Derrcirs, DeBt AxD TaxaTiox.

14, Revenue and Expenditure.—Enough has been already said m
the course of the first two Chapters to give a fairly clear idea of the
general position of the finances of the Government of India; and we
may now proceed to invite special attention to its salient features which
may be summed up under the following heads:—(1) extraordinary
military charges; (2) the prejudicial effect of prevailing economic
depression on the revenues; (3) recurring deficits; (4) the imposition
of additional taxation; (5) growing public debt, floating and funded;
(6) retrenchment and reduction of abnormal expenditure; and (7) the
process of recovery. Relevant statistics will provide a telling expres-
sion of the acute situation in all the above respects. Let us take, first
of all, revenue and expenditure :—

AXNUAL REVENXTUE AND EXPEXDITURE.

(In Crores of Rupees.)

Year. Revenue. Expenditure. %‘igg;:s((_-?
1914-15 800 817 ' —17
1917-18 1187 106°5 +12°1
1919-20 1371 1607 —236
1920-21 1350 1616 —260
1921-22 1152 1428 —~27°6
1922-23 1214 1364 —150
1923-24 13311 1307 +2-3

These figures are eloquent. In the course of four years, 1920 to
1924, the expenditure, the pre-war figure for which, was only 75 crores,
came down from Rs. 160 crores to Rs. 130 crores, while the revenue
steadily declined, at the same time, from Rs. 137 crores to 133 crores,
in spite of increased taxation; and thus for four successivej years there
were considerably large deficits.  This excess of expenditure over
revenue is accounted for in a large measure by the huge military charges
that had to be incurred, particularly owing to the Afghan war and the
frontier operations, immediately on the termination of the Great War.
The following statistics in this connection, will be found instructive :—
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Miritary CHARGES.

(In Crores of Rupees.)

Year. Gross. Net.
1914-15 327 308

> 1917-18 46°S 440
1918-19 702 667
1919-20 8772 833
1920-21 882 818
1921-22 77°8 698
1922-23 710 652
1923-24 610 562

The net military charges, that is, the gross expenditure minus
receipts, rose from ahout 31 crores in 1914-15 to over 66 crores in 1918-
19. The highest level was reached in 1919-20 and then the figure steadi-
Iy declined to 56 crores in 1923-24. What wonder that the accounts
of Government should show large recurring deficits when the revenues
could not be made to keep pace with such unusually large demands on
the exchequer? The remedy was to increase the revenues and to reduce
the expenditure. Even with the disappearance of the extraordinary
charges in military expenditure, the total amount the Government had
to find for running the machinery of administration, both military and
civil, shows large increases over the pre-war figures and the figures
of the war period; and new taxation was resorted to for the purpose
of filling the gap. It is necessary to note that the excess of expendi-
ture over revenue which occurred in spite of increased taxation, was
defrayed, to a considerable extent, by borrowing through treasury bills,
both those issued to the Currency Reserve and those sold to the public,
that is, by adding to the floating debt.

15. “IFays and Means” Position.—Let us examine the situation as
it presented itself early in 1921. According to the Finance Member, the
problem was not only to balance the budget at any cost, but to provide
adequate resources to meet the commitments of the near future, e.g.,
remission of provincial contributions and clearing off of losses accru-
ing in remittance transactions which were carried to a suspense head.
Tt was, therefore, proposed that the deficit anticipated for 1921-22, of
over 19 crores, should be covered by means of additional taxation of
about the same amount; and the general import duty was raised, and
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matches, liquor, Railway and postal rates and income-tax, were all sub-
jected to increases. DBesides the current revenue and expenditure, it is
necessary to emphasise, we have to take account of the “ways and means”
position and of the capital expenditure of the Government in order to
obtain a full and clear idea of the state of national finances at any given
time. There are constant incomings and outgoings of various funds into
Government Treasuries, of which the ordinary revenue and expenditure
charged to it, form a part. For instance, capital has to be found for
the extension of railways, an advance has to be made or a loan has to
be granted to a provincial government, a central revenue deficit has
to be met and a short term debt has to be paid off. The resources out
of which these and similar other outgoings are met, are the various
funds which are in deposit with Government, e.g., the balances of the
Postal Savings Bank and Cash Certificates, advances taken from the
Imperial Bank of India, Treasury Bills sold to the public and short and
long-dated loans obtained in the money market here and in London.
It has been already pointed out that currency notes issued against Govern-
ment's own promise to pay, have heen frequently used for the same
purpose. A comparative statement showing the ways and means opera-
tions for India and England together, as thev appeared in the revised
budget for 1922-23 and the budget for 1923-24, which are given below,
will throw instructive light on this question:—

Ways axDp Meaxs QPERATIONS.

(In Crores of Rupees.)

Rl
Railway capital ontlay . 214 386
Delhi, Irrigation & Telegraph capital outlay .. 30 29
Discharge of funded debt, &c. .. 124 52
Discharge of Treasury Bills i~
With the public . 324 55
In the Currency Reserve .. 82
Loaus to Provincial Governments N 114 135
Central Government’s Revenue Deficit .. 17:3
Drawings of Provincial Governments .. .. 13
1061 070
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Met as follows:—

Central Government’s Revenue Surplus . - 2
Surplus Revenue of Prov. Govts. . 10

Rupee Loans .. 469 250
Sterling Loans (converted at 1s. 44.) .. 473 227
Net Receipts from Savings Banks deposits &c. 31 50
Miscellancous Items : . 2'5 22
Reduction of Cash Balances . 53 110

1061 670

16. Capital Expenditure and Increasing Rates of Interest Paid.—
The above table will amply repay a careful examination, inasmuch as
it is calculated not ony to illustrate what has been stated above regard-
ing the ways and means operations but to bring out the contrast between
the financial position of the year 1922-23 and the situation as it was
estimated to be for 1923-24. It needs to be mentioned in this place
that funds could hardly be provided during the war period for the
extension, repairs and renewals of the Indian railways which, however,
continued, for the time being, to yield very good returns. ~ The time
had now come, it was thought, when Government had to make up for
this neglect, and a special committee presided over by Sir William
Ackworth, which had been appointed for the purpose, recommended
various measures for their improvement, financial and otherwise. To
enable that object being attained, it was decided to provide Rs. 150
crores out of capital in the course of five years. During 1922-23, it
was not possible to spend the whole of the 30 crores allotted under the
five years programme, and including that balance, it was proposed to
provide for capital expenditure on Railways, the total sum of 386 crores
during the year 1923-24. These figures appear prominently in the
above table. In 1922-23, Government reduced the floating debt amount-
ing to over 40 crores, of which 32 crores consisted of a net discharge
of treasury bills held by the public and 8 crores of a cancellation of
treasury bills held in the Currency Reserve.  This was done by con-
verting that species of loan into securities of a longer term. The
enormous resources needed to meet outgoings on such a vast scale, con-
sisted of both sterling and rupee loans, each of which yielded about
47 crores in 1922-23. Little could be done in the direction of reduc-
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ing fioating liabilities in the shape of Treasury Bills during the preceding
vears so long as deficits persisted and fresh borrowing on a large scale
was essential.  Government was able to borrow in this country annually
amounts, the size of which would have been regarded as impossible in
pre-war days, owing mainly to active propaganda and the temporary
prosperity which war conditions had brought to a certain class of people.
Even then, the money had to be borrowed at steadily rising rates of
interest.  Before the war, the normal rate was 374 per cent. Higher
rates had to be successively offered, income-tax free; and in 1920-21,
as much as 6 per cent. income-tax free had to be offered to attract the
investor.  The principal securities had, likewise, undergone heavy
depreciation.  The effect of Government’s growing indebtedness is
seen clearly reflected in the progressive increase that took place in the
annual expenditure on interest, exclusive of what was spent for Rail-
way debt, and it is brought out in the following table:—

InTEREST CHARGES.

(In Crores of Rupees.)A

Yecar. E Charges Year. Charges
]
1917-18 .. 1 73 1920-21 152
1918-19 BN 81 1921-22 .. 159
1919-20 .. 115 1922-23 .. 161
i J 1923-24 . 173

17. Grozth of Unproductive Dcbt.—The decision to provide for
a large outlay of capital on Railways, was, at least in part, due to
the general impression in the public mind, which was shared by the
Government and the Legislature alike, that the termination of the Great
\War must inevitably be followed by an era of prosperity, and it so
happened, as has Leen pointed above, that the sums provided for railway
capital could not be actually utilised. It was not realised at the time
that the capital outlay would take long to bear fruit and that the anti-
cipations about its productivity might not materialice. It was, how-
ever, the unproductive debt which had been piled up, that constituted
a heavy burden which the tax-paver would find it partlcularl\ hard to
bear. The following table shows how India’s public debt, in its various
forms, steadily grew during the ten vears after the outbreak of the
War:—
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(In Croves of Rupees.)
31st March, |31st March, [31st March
, " A L 131
1914, 1918. 1922, Stlgégfd]’ 31“115\53@’

Eunded Debt in

India,
Rupee Loans 1456 2018 3051 3398 3588
Treasury Bills in

the hands of the

public . 135 539 215 21
Tote! Funded

Debt in India 1456 2454 3591 3614 3609
In England (at |

Rs. 13).
Sterling Loans .. 2656 2393 27773 3343 3608
Unpaid Dalance

of India’s war con-

tribution 960 303 29'5 289
Total Funded

Debt in England .. 2650 3554 3076 3639 3957
Unfunded Debt.
Post Office Sav-

ings Banks . 231 165 222 232 247
Post Office Cash

Certificates 83 43 31 84
Balance of Provi-

dent and allied

funds 109 190 329 302 390
Total unfunded

Debt .. 341 445 595 62°5 722
Capital value of

liabilitics undergo-

ing redemption by

way of terminable

Railway annuities. . 1059 100°2 937 919 901
Total Debt 5512 7456 8201 8799 9189
Distribution—
Productive Debt

1386 4587 519'8 5364 5362

—Railways
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31st March, |31st March, |31st March, |{31st March, |31st March,

1914, 1918. 1922, 1923. 1924,

Telegraphs .. 113 12°3 152 158 168

Irrigation .. 27 34 35 35 35
Total Productive

Debt . 4527 474°5 5386 5568 576°0
Ungroductive
Debt of (Ceutral

Gowvernntent .. 26°5 1940 2035 236°5 2435
Incurred on behalf
of Provincial Gov-

crnments .. 719 77°0 778 874 98-8

Total .. 5512 7456 82011 l 8799 9189

If the Indian Treasury Bills of the value of Rs. 4914 crores held
in the Paper Currency Reserve are included, the total unproductive
Debt of India at the close of the year 1923-24 stood at Rs. 293 crores.
Rs. 1814 crores out of this, related to the Treasury Bills issued to the
Paper Currency Reserve in connection with the re-valuation of the gold
and sterling securities held in the Reserve.  “The balance of unpro-
ductive debt amounting to Rs. 27414 crores is attributable to (i) the
war contribution of £100 millions, (i) the revenue deficits of recent
vears, and (7i7) the loss to Treasury resources which resulted from the
sale of Reverse Councils in 1920.”  The financial policy of Govern-
ment during the ten vears 1914 to 1924 will be judged in the light,
among other important things, of the addition to the unproductive debt
of the country, of nearly Rs. 275 crores, which means an average of
Rs. 27 crores per year. In this connection the critic will consider
Government's management of Indian finances in relation to (1) the
aperation of the system of exchange and currency, (i1) the ruinous sale of
Reverse Councils, (ii7) the exhaustion of national assets accumulated in
London, (i) the war contribution of £100 million which, along with
the proceeds of the Reverse Councils, was utilised to wipe out those
assets, (z) the increased military expenditure and (1) the resulting
licavy addition to the burden of unproductive public debt; and he will
form his estimate of the general situation in the light of the combined
etfect of these factors on the economic and financial condition of the
country in the coming vears.  Before taking leave of this subject, it
will be useful if we make a brief reference to the origin and the opera-
ten of Government of India’s Treasury Bills  This is 2 method, now
n common practice, emploved by Government to obtain funds by short-
termm borrowing from the public to enable them to adjust the incom-

r—7
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ings to the outgoings in the course of the financial yvear. Through this
form of ‘floating debt’ Government can, however, not only secure the
funds they need for temporary use but can control the money market
and the exchange and currency position by means of the influence the
dimensions of the operations can exercise on loanable capital and mone-
tary circulation. Sale of Treasury Bills to the public as a method of
Government borrowing, was started as an experiment in 1918, and it
has come to stay. In his budget speech in that vear, Sir William
Mever observed as follows on the subject:—“The drain on our resources
caused by heavy war payments for His Majesty’s Government and the
Secretary of State’s Council Bills led us, in the middle of October, to
introduce a new experiment—the issue of short-term Treasurv Bills,
which could be taken at option for periods of 6, 9 or 12 months. It
was suggested to us in some quarters that we might issue three-months
bills also, but this would then have been undesirable, as the bills would
have matured at a time when it would have been inconvenient for us to
iueet them.  Since January, however, we have heen ‘ssuing bills of this
Ceseription”. At the end of each of the four vears 1917-13 to 1920-21,
the outstandings of these floating liabilities amounted to about Rs. 43
crores. They reached the maximum of Rs. 61 crores in 1921 and stood
at Rs. 53 crores at the close of 1921-22. By the end of 1922-23, thev
were reduced to Rs. 2114 crores and to only 2 crores by the end of the
following vear. By July, 1924, they were cutirely paid off. It is
superfluous to add that a resort to this kind of floating liability on a
large scale is suggestive of the unhealihy condition of state finances as
well as the intervention of the Executive Government, as currency autho-
rity, in the normal operations of the money market.

18. .Additional. Taxation Imposed to weet Uz Deficits —It was
found in 1921, that in spite of the increases which had been effected
in the previous vears, in the amount of taxation, there was a wide gap
yawning between the revenue and the expenditure of the Central Govern-
ment: and further additions were made to the burden of the people in
order to bridge the gulf. The accounts for 1919-20 showed a deficit
of Rs, 157 crores, and according to the revised estimates for 1920-21,
the deficit for that vear was expected to amount to over 11 crores. To
meet the situation thus created, all possible avenues of income were
senvchied and the promising ones were tappel. Increases in railway
rates and in postal charges were effected in 1921, but reliance for addi-
tional revenue was placed mainly on the two comparatively elastic and
productive sources, viz., customs and income-tax. Customs vielded
Rs. 16 crores in 1917-18 and Rs. 173 crores in 1918-19.  The amount
realised in 1919-20 was Rs. 2174 crores. Though the budget estimate for
1920-21 was Rs. 2434 crores, the actuals turned out to be Rs. 31 crores,
thanks to the rush of imports ordered during the boom. In the hudget
for 1921-22, as much as Rs. 3734 crores was expected, the interest be-

ey
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ing due to the additions made to the import duties on liquors, sugar,
tobacco, matches, articles of luxury such as motor cars and the enhanced
general import duties which were raised from 74 to 11 per cent.
Owing to the sudden depression which had set in, however, the antici-
pations were not realised and the actual yield of customs was only
Rs. 3434 crores. \Vith another large deficit staring them in the face in
1922-23, Government decided to give another turn to screw. An all-
round increase was made in customs duties, ad it was calculated to
vield about Rs. 15 crores. The actuals for 1922-23 were, however,
fis. +1 crores as against Rs. 4514 crores, finally adopted in the hudget;
and out of this latter amount, 9 crores was expected to accrue from the
enhancement of duties effected.

Between 1919-20 and 1923-24, the customs revenue had increased
roughly by Rs. 20 crores, having risen from Rs. 21 to 41 crores, and
the rates of duty on almost all important articles of import had heen put
-up, luxuries being subjected to a duty of 30 per cent. Export duties
on hides and skins, on jute, raw and manufactured and on tea and
rice continued, and an excise on kerosene was newly added to the ex-
cise dutv on motor spirit.  The high tariff did not, however, produce the
anticipated results owing to the prevailing depression, and it was
certain, it should be noted, that if the enhanced rates were maintained,
the vield would automatically go up with the revival of trade and indus-
try. The second period, on a review of which we enter in the next Chap-
ter, will show this beneficial effect on the national exchequer, and it will
be seen how it facilitated the task of Sir Basil Blackett, the new Finance
Member, though of course, the tax-payer would continue to grumble at
the burden he was to be called upon to carrv. Like the customs duties,
the tax on incomes had been successively screwed up, particularly in the
rates on the higher incomes, and both in 1921-22 and in 1922-23, the
ordimary tax and the super-tax were subjected to increases on the princi-
ple of progressive taxation of incomes. The vield cf this source of
Government revenue had already risen from Rs. 93 crores in 1917-18
to Rs. 224 crores in 1919-20. But the storv of the customs revenue
was repeated n the case of this tax, and owing to unsatisfactory econo-
mic conditions, the higher rates did not vield correspondingly increased
returns. Dy the end of our first period, the limits of the two sources
of revenue appeared to be fixed roughly at Rs. 41 and 19 crores
respectively.



CHAPTER IV.
SECOND PERIOD—RECOVERY AND RECONSTRUCTION.

(A) GenerRAL AND RAILWAY REVENUES.

1. Economic Revival—It will be a pleasing experience now to
pass from a period of depression and deficits to an era of financial re-
covery and reconstruction. In this, our second period, we have balanced
budgets and surpluses; and opportunities are provided and utilised for the
reconstruction and the improvement of the machinery of national finance.
We find that during this period, important problems of development
and reform associated with railway finance, tariffs, provincial contri-
butions, taxation, exchange and currency and public debt were discussed
and solutions for them were attempted. The causes which favoured
these efforts were (4) economic revival, (ii) retrenchment and (i17) the
maintenance of a high level of taxation. Statistics of foreign sea-borne
trade may be taken to afford a good indication of improvement in the
economic situation. The following comparative figures in this regard
are interesting :—

Sea-BORNE TRADE OF INDIA.
(In Crores of Rupees.)

1920-21, | 1921-22. | 1922-23. | 1923-24, | 1924-25,

Total merchandise imports.. | 347°5 282'5 2461 237°1 2533
Total merchandise exports.. | 2677 2486 3160 3633 4002
Net exports of merchandise, | —79'8 | —339 4698 |+12671 |41468
Net imports of treasure .. 86 122 605 49§ 940

Excess of imports .. | —883 ~46°1 93 76'6 528

The swing of the pendulum of sthe balance of trade from a dis-
tinctly unfavourable to the decisively favourable side, is unmistakably
reflected in the above figures.  Another indication of the general
tendency of economic conditions to return to a normal and stable state,
is provided by the gradual change in the general index number of prices
in India.
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GeENERAL INDEX NUMBER OF PRICES.

(Prices in 1873=100.)

1914 - 147 1922 . 232
1916 N 184 1923 . 215
1918 - 225 1924 . 221
1919 . 276 1925 .. 227
1920 . 281 1926 .. 216
1921 .. 236 1927 . 202

2. Drastic Retrenchment called for in Military Charges and in
Ratlway Expenditure—\When it was assumed on the side of Govern-
ment in the beginning of the decade, that the depressed condition of
national finances was not a passing phase and therefore rendered con-
tinuous additions to taxation imperative, it was taken for granted that
there was little room for retrenchment in expenditure. The non-official
feeling in the legislature and outside, however, was different; and the
Inchcape Committee was appointed to enquire into the question. Great
credit is due to this Committee for the close scrutiny to which it sub-
jected the whole field of Government expenditure and the severe
strictures it found it necessary to pass against the prevailing careless
extravagance in the various State services.  Taking the budget esti-
mates for 1922-23 as the basis of calculation, it proposed a net total
reduction in expenditure of no less than Rs. 19 crores. It was recog-
nised that all the cuts suggested, could not be immediately and fully
given effect to. Even allowing for this factor, however, the Com-
rittee believed that its recommendations, if carried out, would go far:
“toward solving the problem of restoring India's finances to a secure
basis”™.  The public’s critical attitude on the question of retrenchment
was thus completely vindicated, and the weakness of the position taken
up by the spokesmen on the Government side, was thoroughly exposed.
One or two observations of the Retrenchment Committez may be use-
fully quoted here to illustrate the character of its comments on Govern-
ment expenditure.  Military charges have ever been a heavy drain on
the resources of the Government of India; and thovugh the vital
importance of providing for national defence on an adequate scale has
been admitted, it has been felt that the country cannot possibly stand
the prevailing scale of expenditure.  The Committee remarks on this
question as follows:—“The expenditure which has been incurred in
the past may have been inevitable, but the question is whether India can
afiord 10 maintain military expenditure on the present scale as an
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insurance against future eventualities. In our opinion the repeated
huge deficits of. the past few years, in spite of the imposition of heavy
new taxation, have made it abundantly clear that India cannot afford
this expenditure.” It should be remembered that as against 30 crores
oi rupees actually expended on the military services in 1913-14, the
budget estimate for 1922-23 put down the expenditure at no less than
Rs. 67 crores. The concrete recommendation of the Committee in this
behalf, therefore, was that the total net military budget for 1923-24
should be'fixed at Rs. 5734 crores, subject to such addition as may be
necessary on account of the delay which must ensue in carrying out the
proposed changes and that military expenditure, after a few vears, ought
to be brought down to a sum not exceeding Rs. 50 crores.  This goal
has not vet been reached even after the lapse of nine years and in times
of very low prices!

Another important element—and a very disturbing element too—
in the financial position of the Government of India was the finance of
the Railways, both managed directly by the State and by companies on
its behalf.  As this finance still formed part of the general finances of
the nation, increase in railway income and expenditure made all the
difference between financial prosperity and stringency in any vear or
period of time. The following statistics will show at a glance how
matters appeared in this respect at the stage at which we now stand:—

Rarnway FIvaxce.

(In Crores of Rupees.)

WI3-14 | 402100 | 192223 | 102321,
Actuals,
Gross traffic receipts .. 56°3 316 932 940
Subsidised companies .. ‘1 2 2 2
Total receipts . 564 818 934 948
Working expenses . 293 656 659 010
Surplus profits paid to com-
panies .. 0 10 ‘6 1'1
Interest on debt .. 10°9 166 16°3 175
Other items (interest on capital
contributed by companies, annui- ~
ties &c.) .. 84 86 93 87
Total expenditure .. | 492 908 921 88'3
Net receipts .. 71 —90 13 65
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* 3. Rwilway Finance and the Inchecape Conmumittec—Instead of
being a substantial asset, the Railways had become a heavy liability
for the nation and only aggravated the seriousness of the whole finan-
cial position.  The Retrenchment Committee came to the deliberate
conclusion, on a careful review of the relevant statistics, that both capital
expenditure and the working expenses were on a scale that was not
justified by the real needs. It laid down an important proposition in
this regard, which is worth quoting in full. It observed: “We are of
opinion that the country cannot afford to subsidise the railways and
that steps should be taken to curtail working expenses as necessary in
order to ensure that not only will the railways as a whole be on a self-
supporting basis, but that an adequate return should be obtained for
the large capital expenditure which has been incurred by the State. We
consider that, with economic working, it should be possible for the
railways in India to earn sufficient net receipts to vield an average return
of at least 534 per cent. on the total capital at charge. The average
return to the State during the three years prior to the war was 5 per
cent., and in view of the fact that large amounts of additional capiral
are being raised at 6 per cent. or over, we think a return of 5% per
cent. can not be regarded as excessive.” This was undoubtedly a sound
Dusiness principle which had to be strictly followed if the State’s com-
mercial undertaking of such dimensions and importance as the railways,
in which the Indian tax-payer’s monev had been invested on a lavish
scale, was to be a really paying proposition. [t is worthy of note {from
the point of view of the development of the mation’s finances that in
deciding the amount of the Central Government’s deficit which would
have to be made good initially by provincial contributions, it had been
assumed by Lord Meston’s Committee that the Central Government
would receive no less than Rs, 1034 crores as net annual revenue from
the railways. Failure in this respect goes a long wav in explaining the
part the railways played in coutributing to the perilous state of the
country’s finances during the decade under review. 1t is equally note-
vorthy that in the opinion of the Retrenchment Committee, the sug-
gested 514 per cent. return from the railways would “not merely go
{ar towards bridging the deficits of the Central Government, but should,
with the economies which we recommend in the case of other Depart-
ments, make it possible to give much-needed relizf to the Provinces by
a substantial reduction in the amount of their contributions.” Ve shall
return to this subject in a moment.

4. Results of Retrenchment Effort.—Effort was made to give
citect to the cuts in expenditure recommended by the Inchcape Com-
nttee, as quickly as and to the extent to which circumstances pérmitted,
and account was taken even mn the budget for 1923-24, of some of the
cuts which Government expected to he able to make in the expenditure
during that year. The Finance Member pointed out in his speech that
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a fair proportion of the total reductions recommended by the Commit-
tee were either automatic reductions on the 1922-23 figures or actual
retrenchment which Government itself had been able to effect in ad-
vance of the receipt of the Committee’s recommendations. . In the non-
military part of the budget, Government proposed to reduce expenditure
by a total of Rs. 66 crores against the Rs. 815 crores suggested by the
Committee. Military expenditure was taken at Rs. 62 crores, including
Rs. 1+6 crores for expenditure in Waziristan, and it showed a reduction
of Rs. 534 crores over the total of 6734 crores for 1922-23. Further
reductions in military charges and the question of the reduction of
troops, were being discussed between the Government of India and His
Majesty’s Government, and the Finance Member declared —“If these
reductions and the others which have been agreed upon could have been
fully and effectively in operation by the 1st of April 1923, the net
military budget for 1923-24 would be Rs. 577 crores but a sum of
Rs. 4:45 crores has to be allowed for special expenditure in Waziristan
and for the fact that the reductions can not be in full force throughout
the year.” The upshot of the efforts at retrenchment so far as immedi-
ate results were concerned, was that “as compared with the original
budget estimate of expenditure for 1922-23, of 21527 crores, inclusive
of the working expenses of commercial departments, our total expendi-
ture for 1923-24, taking sterling expenditure at the rate of exchange of
s, 4d. per rupee, is estimated to be 20437 crores, a reduction of 11
crores in spite of an increase of 134 crores for interest.” The follow=
ing figures will give a fair idea of the changed financial position:—

CENTRAL REVENUE AND EXPENDITURE.
(In Crores of Rupees.)

Accourts, | e | catimate, | estimie
1923-24. | 1923-24. | 1924-25.
Total Revenue . 1214 1349 1319 1312
“Total Expenditure . 1364 134:0 1298 - 1312
Deficit .. 150
Surplus .. . 8 - 20 003

5. Railway Contribution to General Revenucs—Indian finance had
often been described as “‘a gamble in rain” and also as “a gamble in
railways.” India being a predominantly agricultural country, its general
economic and financial condition in any given year, is governed by the
state of its principal crops which are, however, dependent on such an
uncertain factor as sufficiency and timeliness of the rains. The Finance
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Member who has to frame his hudget estimate far ahead of the mon-
soom and in ignorance of what is going to happen, has no definite data
to rely on, and his work must largely be of the nature of speculation; and
consequently, it is often likely to turn out to be a gamble, which, how-
ever, in the circumstances, can not be helped. As the net income from
the railways forms no unimportant part of the total revenue of the
Government of India, any unexpected change in the financial results of
their working, depending as they do, on general agricultural and trade
conditions, must cause embarrassment to the Finance Member.  Any
schieme under which the relations of railway finance towards the general
national finances, were so arranged as to ensure a definite annual con-
tribution from the former to the latter, would be welcome both to
Government and to tax-payers.  There was likewise a second aspect
of the subject. On behalf of the railway interests, as distinguished
from the interests of the ordinary citizen, it was contended that the
management of this large commercial undertaking of the State could
not be satisfactorily carried on so long as railway finances were mixed
up with the general finances and the railways were not masters in their
own house, controlling their capital outlay and running the concern as
a business proposition, without being subjected to the vagaries of the
national budget and accounts.  Sir Basil Blackett put the advantage
of the separation of railway finance from general national finances,
thus :—"I know of no reform which offers greater attractions and greater
benefits to our finances and our railways alike than a definite separa-
tion, 1f it can be achieved. The condition of affairs hitherto prevail-
ing has inevitably tended to an alteration hetween raids by the railways
on the taxpaver and raids by the taxpayer on the railways.” The new
settlement provided that instead of the whole of the incomings and the
whole of the outgoings of the railways being regarded as a part of the
general revenue and expenditure transactions of the Government of
India, the national revenues were to receive from the railways (1) a
sum sufficient to pay in full the interest on the capital invested in the
commercial lines, (2) an additional dividend of five-sixths of one per
cent. on that capital, and (3) a share of one-fifth of any surplus earn-
ings that may be secured in addition,  While this contribution was
definitely guaranteed to the national exchequer from the railways, the
latter were to be allowed to carry on as an independent business with
the right to retain any surplus over and above what s paid to Govern-
ment and to apply it to the creation of reserves which would be available
for the improvement of the service rendered to the public.

0. How the Contribution was worked out—The chief advantage
claimed for the new settlement was described in the budget speech of
the Finance Member in 1924, as follows:—“The taxpayer will receive
a regular and increasing contribution from his investment, largely in-
dependent of fluctuations in railway receipts and expenditure, and the

F—8
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railways will be able to spend money according to the real needs of
the railway system, unimpeded by the necessity for conforming to the

vagaries of budget figures and the requirements of budget accounting.
The railways w111 become a real commercial undertal«:mU managed on
commercial lines and the taxpayer will get the bhenefit of comrnermal
accounts and management”  The settlement was calculated to give
freedom to the railway management to utilise funds for building up
reserves and: to stimulate them to improve their whole working, without
being interfered with, though the general control of the Legislature over
the entire undertaking would remain intact. ~We shall have occasion
to show later on how the new system actually operated and whether
the hopes about its beneficial results have been fulfilled. It is, how-
ever, necessary to observe here that as the Indian railways are almost
wholly State property and are also predominantly under State manage-
ment, and as railway reserves and depreciation funds must form part
and parcel of the total liabilities of the Government of India, the capital
position, if not the annual revenue, of the one can not, in the last resort,
be entirely divorced from the financial situation of the other.  The
independence of the railways in the matter of capital outlay and borrow-
ing for that purpose, has its obvious limitation in view of the financial
position of the Government of India. The taxpaver, as the ultimate
gainer or loser, finds his interests thus intimately bound up with the
proper management of the State railways. The manner in which it
was finally decided to work out the railway contribution (with a slight
change in the arrangements described above), and the general position
of railway finances are illustrated in the following table :—

CoONTRIBUTION FROM RarLways To GExeraL REeveNUEs, 1927-28,
(Based on actuals, 1925-26.)
(In Crores of Rupees.)

Ks. l Rs.
1. One per cent. on capital of Rs, 600 crores at
charge, commercial lines . 06
2. (i) Gross trafhce receipts, commercial lines - 980
Interest on Depreciation and Reserve Fund
Balance 03
Dividend on investment in branch lines, etc.. 000
Subsidised Companies’ sharc of surplus pro-
fits . 03 986
(ii) Working expenses, commercial lines .. 626
Indian Slates’ & Railway Companies’ share !
of surplus profits .. i 17
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Rs. Rs
Interest.
On capital at charge, commercial lines. 218
On capital contributed by States &
Companies . 16
Land and Subsidy .. 004
Miscellaneous expenditure . 02
Contribution at 1 per cent, on capital at '
charge, commercial lines . 00 942
(#if) Surplus . 47
(iv) Contribution of one-fifth of surplus N 09
3. (i) Total contribution from railway revenues .
[1 ples 2 (iv)] .. 69
Deduct—Loss on strategic lines borne by
railway revenues:
(1) Interest on capital of 309 .. 1-3
(i) Loss in working .. 01 14
(i) Net payment due from railway to general .
revenue in 1927-28 . 54

(B) Pusric DEeT Axp CURRENCY SYSTEM.

7. India’s Public Debt—The state of a nation’s financial health
can be guaged, among other ways, by enquiring into its position with
reference to public debt, currency and foreign exchange. Since we have
characterised the second period of the decade of our study as an era of
consolidation and improvement, it is now necessary to turn our atten-
tion first to these questions, and the discussion of other and compara-
tively minor problems may be conveniently taken up later in the course
of this survey.  Now, with regard to the public debt, the chief points
for consideration are: (1) what is its size, (2) what portion of it is
productive and what portion is unproductive, (3) what is the rate of
mterest the debt bears, (4) what provision has been made for sinking
funds and repayment, and (5) to what extent efforts have been made
{and have succeeded) to convert debt so as to reduce the charge on
account of interest. India’s public debt before the war, as we have
shown in the preceding chapter, was small compared with the volame
1t has reached in recent vears; and most of it had come to be productive.
What with recurring deficits and with our war gift to Great Britain,
the unproductive part of the national debt gradually increased in size,
and with the high rates of interest at which money had to be borrowed



60 FinancEs oF THE GOVERNMENT OF INDIA Crar.

during the war period and a few after-war years, the burden of the
national obligations became heavy. It is needless to point out that
the productive debt represents mostly national investment in the rail-
ways and irrigation works. It would be interesting to recall here the
observations the Finance Member made, with an obvious glow of pride,
in 1915, in describing the country’s preparedness to face the crisis of
the Great War.,  He said :—'‘But more important still is the credit
which India has established, through good and evil times alike, by res-
tricting her outlay to her available means, and so avoiding the accu-
mulation of wasteful debt.  Almost the whole of her debt to-day
represents productive outlay, normally vielding a return far in excess
of the interest which she has to pay on the amount borrowed; sufficient
indeed to cover also-the interest on the small margin of debt which can
be described as unproductive, and still to leave an ample margin,  She
is thus entirely exempt from the deadweight of interest charges which
hamper the finances of most Western countries, and will hamper them
to a vastly increased extent by the time this war is finished.”  Little
did he dream then that in a few years’ time, India’s public debt position
would seriously deteriorate.

The total public debt of India at the beginning of the present century
was roughly £200 million, of which about £60 was unproductive or, to
give it its technical name “ordinary” debt.  On 31st March, 1914, the
two figures were respectively £272 and £12-8 million.  In that vear,
the total interest charges amounted to £934 million, and the return from
the capital invested in the railways and irrigation works, was £1514
million, so that there was a surplus of £6 million of revenue left from
the capital undertakings after the interest charges on the entire public
debt had been met.  If the debt position (all classes and kinds of debt
being taken into account) in 1925 is compared with that of the year
1914, the result is roughly as follows:—The total debt (this includes.
about 97 crores owed to the Government of India by Provincial Govern-
ments) in 1925 was a little over Rs. 1,000 crores, and this was double the
figure for 1914.  In 1925, the debt in India was almost equal in amount
to that in England, while in 1914, this proportion was one-third and
two-thirds.  The ratio of unproductive debt, which, it has been already
pointed out, was extremely small, increased between 1914 and 1925, to
one-third of the whole, When the era of deficits and depression had
passed away and the demand for expenditure on capital account for
public works, was keenly felt, it was essential that the public debt posi-
tion should be reviewed and consolidated and that provision should be
made to improve Government’s credit and to place it on a sound foot-
ing. Regul'ar sinking fund arrangements and debt conversions at suit-
able opportunities, are methods adopted to achieve this end. Very
soon after he assumed charge of the management of India’s finances,
Sir Basil Blackett turned his attention to the subject of the national
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debt, and the first question that claimed his attention was that relating
to the provision for sinking funds.

8. Sinking Fund Provision—Even then provision was being
annually made in national expenditure for this purpose, and it was
thought desirable to place it on a systematic and intelligible basis. It
is interesting to notice how this arrangement actually operated, and
the explanation will, at the same time, throw light upon the manner in
which India’s unproductive debt has heen reduced at a rapid pace. In
the words of the Finance Member himself, “so long as we have a con-
siderable annual programme of mew productive capital expenditure, any
provision for sinking funds operates, not to reduce the net total of our
debt but to reduce the amount of it which is unproductive, and the
amount provided becomes in effect a contribution out of revenue towards
productive capital expenditure.” The sinking fund was not a fund
allowed to accumulate at compound interest or a fund that was annually
used straight off to cancel Government securities. It was a provision
out of revenue which was utilised as part of the amount that would
otherwise have been wholly horrowed for capital expenditure; and to
that extent, the unproductive debt is shown as having been reduced,
while the total of the national debt is not thereby affected. The provi-
sioir that was made for the sinking fund in 1923-24, for instance, was
about 414 crores and consisted of 114 per cent. depreciation fund set
aside against two 5 per cent. loans, some railway annuities and so on.
The Finance Member proposed that the whole public debt should be
analysed into different classes, periods of repayment should be decided
upon in view of their nature and then the provision to be made annually,
should be fixed on the basis of such definite and purposeful considera-
tions, He also replaced the misleading term “sinking fund” by the
more significant name, “fund for reduction or avoidance of deht”. He
put the advantages of the system in the following words :—“It is essen-
tial that we should maintain our credit both internally and externally
unimpaired, if we are to carry through successfully the business of
renewing maturing debt and raising the new capital which we require.
Our provision for reduction or avoidance of debt assists us in this task
in two ways, for it not only reduces the amount that we have to
borrow, but it also gives confidence to our creditors and to those whom
we may want to induce to become our creditors in the security which
we have to offer to them, and thereby serves to keep down the rate of
mterest on our new borrowings.  Nor must the value of such provi-
sion as an emergency reserve he overlooked.”

In this and other reforms of this character, Sir Basil Blackett
brought his knowledge of the essence and the practical working of the
financial system of Great Britain, to bear on the solution of the financial
problems of India. Another such question, which he tackled, was in con-
nection with the establishment of the Provincial Loans Fund, the purpose
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of which was “to systematise the arrangements by which advances
are made by the Central Government to the Provincial Governments.”
Upto that time these advances were made direct to the Governments
concerned out of the balance of the Central Government, on terms and
conditions as to the rate of interest and the period of amortisation
decided in a piecemeal fashion. It was proposed to regulate these
borrowings according to some definite principles. The Finance Mem-
ber even looked forward to the day when the fund might be administered
by an Indian body corresponding to the National Debt Commissioners
or the Public Works Loans Commissioners in England.  Not only
advances to the Provincial Governments but also the railway debt of
the Government of India might ultimately be separated from the ordi-
nary debt and be raised, “subject perhaps to a Government of India
guarantee, not on the general credit of the revenues of India but on
the security of the assets of the Provincial Loans Fund and the railway
undertakings of the State respectively.”

9. Debt Conzersions.—As regards conversion operations, favour-
able conditions in the money market, ample supplies of loanable capital
and low or falling rates of interest, furnish a welcome opportunity to
Government to float conversion loans. In such circumstances, when
short term debt falls due for repayment, Government is in a position
to dictale terms to its creditors, if money happens to be cheap; and it
can reborrow the amount of the debt on better terms as to the rate of
interest and can ease the burden of the exchequer and of the tax-payer.
This procedure may be instructively illustrated by a brief account of
the relevant operations of the year 1925-26. The ways and means
position of Government during that year was very easy, and the in-
comings through various sources, reserve and depreciation funds con-
nected with the railways and postal cash certificates, for instance, were
larger than the outgoings, and the conversion of early maturing bonds
could be conveniently taken up.  Government wanted a market loan
of only Rs. 12 crores to meet its capital requirements, but it utilised
its opportunity to float a conversion loan which vielded no less than
Rs. 306 crores, which was devoted to the conversion of bonds maturing
in the vears 1925 to 1928 to the extent of over 2534 crores, into the 5 per
cent. income-tax free loan of 1945-55 and to the extent of 434 crores
into the new issue of 10-yvear bonds liable to the income-tax.  The
conversion certainly cost Rs. 876 lakhs immediately, but about Rs. 23
lakhs out of this amount, represented the premiums on 1925 and 1928
bonds which would have had to be paid in any case. As against the
balance of Rs. 64 lakhs, paid in cash, two advantages were secured,
viz., an annual saving in interest to the tune of 18 lakhs, as a result of
the conversion, and secondly, 434 crores of debt became subject to
income-tax instead of being income-tax free.  The conversion had the
further effect of reducing liabilities for the repayment of maturing
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loans during the next three vears by nearly 29 crores and particularly
a reduction of about 18 crores in the liability connected with 6 per
cent. bonds maturing in 1926.  This policy was consistently pursued,
and 1t was claimed that combined with the regular provision for the
reduction and avoidance of debt, the habit of borrowing for productive
purposes only, had the beneficent effect of lowering the rate of interest
and improving India’s credit in England.  In 1926, Government could
borrow in the Indian market at the rate of 4 -6 per cent. subject to income-
tax az compared with 6 per cent. tax-free in 1922 and the charge on the
budget for 1927-28 for interest on dead-weight debt was about 534 crores
less than it was in 1923-24.—a saving to the tax-payer considerably
larger than the provision for reduction or avoidance of debt.  The
conditions were generally so favourable that four vears after 1923, it
was found unnecessary to borrow in London and the Indian market was
able to supply such amounts as were required for the State’s capital
programme and for the conversion or redemption of national debt. The
debt situation in 1928 was this: Since March 1923, increase in aggre-
gate debt was 113 crores, the productive debt increasing by 189 crores
and the unproductive debt decreasing by 76 crores. It was hoped that
the whole debt due to the revenue deficits of the earlier vears would he
liquidated by the end of 1928-29 and that in another twelve vears' time,
unproductive debt would be entirely wiped out.

10. The Exchange Ratio.~Let us now turn to the problem of
exchange and currency. It may be recailed that after the lamentable
{ailure to maintain the exchange ratio at 2s. in 1920-21, Government
resolutelv refused to attempt stabilisation and decided to wait upon
events. Its accounts, however, continued to be kept on the basis of a
2s. rupee, and in consequence, the variation between that artificial or
nominal rate and the prevailing market rate had to be shown in the
hooks as credits or debits on account of exchange in respect of trans-
actions involving remittance of funds to and from the Secretarv of
State.  These “gains and losses” were first recorded in a suspense head
and then distributed over the appropriate accounts, and it was decided
from time to time how the balances were to be disposed of. For the
practical purposes of the budget, however, an average rate had to be
assumed in view of the prevailing economic conditions, and an element
of speculation entered into the calculation and the financial arrange-
ments, which was unayoidable. The average rate assumed for the
budeet for 1921-22 was 1s. 84, and the actual rate fell far below that
figure.  During the next two vears, exchange stood in the neighbour-
hood of 1s. 4d. and 15. 414d.; and for 1924-25, it was taken at 1s. 414
for purposes of the budget, but actually it worked out at an average of
17144, For nearly half of that vear, it was steady at 184, and that
figure was taken for the budget for 1925-26. The economic trend
indicated by the statistics of India’s balance of trade which we have
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quoted on a preceding page, may be supposed to account for the harden-
ing of the exchange rate at this time. As general economic conditions
were propitious, the question was asked by many, ‘had not the time
arrived for stabilising the exchange and was it not meet and proper
that it should be stabilised at the old familiar rate of 164. which had
been both the actual and the statutory ratio for a number of years and
which, therefore, appeared to be the natural ratio for India?’

1. Government’s Attitude to the Exchange Problem.—These
questions were actively canvassed inside and outside the Legislature, and
the Finance Member thought it imperative to discuss them and to ex-
plain at length the Government attitude towards them in his budget
speech of 1925. He put in a spirited defence of Government’s ex-
change policy against the vigorous attacks to which it was being sub-
Jjected, specially in view of two non-official bills, seeking to fix the rupee-
gold ratio at 16d., which were coming up immediately before the Legis-
lature. Indian currency and exchange has been a subject of perpetual
controversy between the Government and the people in this country,
and the budget speeches even of Sir George Schuster, including that
made on 7th March, 1932, had to deal with the problem at some length.
Sir Basil Blackett’s arguments in his budget speech of 1925 have a
particular interest for us in as much as they foreshadow the trend of
the discussion of the exchange question during and after the enquiry of
the Hilton Young Commission and likewise enable us to take in the
situation, as a whole, and as it developed in the course of the next few
years. It ought to be possible for us, as unprejudiced and scientific
students of economic problems, to appreciate at their true worth the
views that have been advanced on the two sides of the controversy. Fortu-
nately, there is complete agreement among economists as to the main
theory of international exchange.  Dispute, however, arises in deciding
whether a particular rate of exchange is justified by prevailing and
prospective conditions and what effects it will have upon the people
who are directly and indirectly affected by it.  In his very first budget
speech, Sir Basil Blackett put forward the various considerations that
have to be borne in mind in the discussion of the exchange question,
viz., (f) the sterling obligations of Government and private individuals,
(ii) the relative importance of stability of exchange and stability of
internal prices, (ii) monetary stringency and inflation that may be
necessitated by the adoption of a particular ratio and (i) the effect on
exports and imports and the interests of those who are associated with
them. Difference of opinion is due, in spite of agreement regarding
theory, largely to the fact that stress is laid specially on one or other
of the above points to the neglect of the rest.

12.  Sir Basil Blackett's Arguments—The attack of the Finance

Member in his budget speech of 1925 was chiefly levelled against what
is called the “hoary old fallacy” that “a high exchange benefits the
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importer of goods from abroad and a low exchange benefits the primary
producer and the exporter” and that this loss and gain can be anything
but a passing phenomenon which disappears with the adjustment of
prices,  According to the economic theory of foreign exchange, broadly
stated, the exchange ratio represents or registers the relation subsisting,
at any given time, between internal and external levels of prices or
purchasing power.  Obviously, alterations in the price levels and in
the ratio will act and react on one another.  \hen the ratio is fixed,
internal and external prices will adjust themselves to each other; and
when it is unstable, it will have a tendency to move up and down accord-
ing to the movement of prices before it settles down at a fixed point.
The adjustment is normally brought about by changes in the volume
of exports and tmports of merchandise and the movement of the
precious metals, particularly of gold. Our experience during the posi-
war period and also in recent months here and in the outside world,
amply demonstrates the truth of the general economic theory. Arguing
on this basis, Sir Basil Blackett pointed out that “when, as has been
happening in the last twelve months, world prices have been moving
up outside India and a natural stimulus has thus been given to the
world’s demand for India’s produce, the effect of a rising rupee exchange
has been in the main to keep rupee prices from rising in sympathy with
world prices,” and stated that during the same period, prices of goods
imported into India had gone up considerably in terms of sterling, while
remaining fairly steady in terms of rupees and similarly, prices of India’s
exports had remained fairly constant in terms of rupees while, at the
same time, going up in terms of sterling. He explained the meaning
of this phenomenon by saying that the exporter had been receiving a
larger amount of sterling for his exports, but when his sterling was
converted into rupees, the amount of rupees proved to be much what
it had been before.  To put it in other words, rising external prices
were prevented from influencing Indian prices by a rising and higher
exchange ratio, and if the ratio had remained at 16d., for instance,
instead of rising to 18d., internal prices would have gone up in sym-
pathy with sterling prices. In the result, argued the Finance Member,
the increase of about 1214 per cent. in the sterling value of the rupee
had neither discouraged Indian exports nor encouraged imports into
India, and if the latter effect had taken place, the value of the rupee
would have been brought down in consequence.

13.  His Plca Examined—The dispute in this matter really turned
not so much on the correct theory of foreign exchange as on the diver-
gence of view as to what was best suited to the conditions and needs of
India, taken as a whole. It could not be denied by the contending parties
that the economic condition of people is influenced by the ratio. The
capacity and the function of the national currency authority to mani-
pulate the exchange rate by expansion and contraction of monetary
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circulation are equally undeniable. In fact, Sir Basil Blackett, in his
budget speech referred to above, took credit to Government for having,
in the preceding autumn, intervened to make large purchases of sterling
in order to check the rise in exchange for the time being, and urged
this action as a refutation of the charge that it was Government of
India’s policy to push exchange up. What was mainly in dispute,
therefore, was the comparative effect of the rival ratios on the economic
conditoin of the people of India as a whole. It was contended on
behalf of Government that the loss on exports was balanced by the gain
on imports, and that the producer was benefiting in any event, by the
large imports of cheap gold. . And if the producer is also the consumer
of his own produce, he is not affected at all. The effect of a lower
exchange being a rise in the prices of most commodities, it was con-
tended that the producer has no right to make a gain at the cost of the
consumer, and possibly the same person may be both.  As to the chief
objection of the supporters of the 16d. rupee to the 18d. ratio, the case
of Government was almost given away when Sir Basil Blackett asserted
that it was owing to the saving Government made on its remittances at
the higher ratio that there were surpluses in the budgets and that but
for this, additional taxation would have been inevitable and the remis-
sion of Provincial contributions would have become impossible. This
was tantamount to the admission that the gain of the public exchequer
was purchased at a heavy cost borne by the mass of the population; and
it was not demonstrated beyond dispute that such sacrifice claimed from
the large producing classes and the industries of the country generally,
was imperatively demanded by paramount national interest. No Gov-
ernment measure is calculated to be either advantageous or detrimental
to all classes alike; and as in the matter of granting protection to cer-
tain industries, so in the case of the exchange ratio, the ultimate deci-
sion must turn upon a balanced view of what is in the best interest of
the nation generally.

14.  Royal Commission on Indian Currency, 1925-26.—~The above
discussion is calculated to clear up the issues which the Hilton Young
Commission had to deal with when it was called upon, in the middle
of 1925, to consider the existing currency system of India and to recom-
mend any modifications it thought necessary.  The position, in the
words of the Commission, at the time was this: “The 2s. ratio, passed
in 1920, remained on the statute book, and was ineffective for purposes
of tender of gold to the currency office. By January, 1923, the tide
had definitely turned; exchange recovered to ls. 4d. sterling, and showed
a general tendency to move upward. It reached the level of ls. 6d.
sterling in October, 1924, at which time it was equivalent to about
ls. 4d. gold. From that time till March, 1926, the upward tendency
of exchange continued, but it was prevented from rising above ls. 6d.
by free purchases of sterling on the part of Government. Meanwhile
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sterling was restored to parity with gold about the middle of 1925 and
during the twelve months which have since elapsed, the rupee has been
in the neighbourhood of 1s. 6d. gold.” On a review of the world’s
monetary conditions and in view of the fact that a large number of
countries had already returned to the gold standard, the Commission
concluded that the gold parity of the rupee should be fixed and that the
rupee should be stabilised at that parity forthwith. And it recom-
mended that “the rupee be established in relation to gold at a rate cor-
responding to an exchange of ls. 6d. for-the rupee.” The justifica-
tion for this recommendation was, in the words of the Commission
itself, as follows:—“The chief reason for this recommendation is our
conviction, which has been formed and cumulatively reinforced during
the progress of our inquiry, that, at the present exchange rate of about
Ls. 6d., prices in India have already attained a substantial measure of
adjustment with those in the world at large, and, as a corollary, that
any change in the rate would mean a difficult period of readjustment,
involving widespread economic disturbance, which it is most desirable
in the interests of the people to avoid, and which would in the end be
followed by no countervailing advantage.”

The statistical evidence on which this conclusion was made to rest,
consisted of the changes which had taken place in the rupee-gold ex-
change and the corresponding changes in the index number of Indian
prices in the course of the preceding three vears. During the eighteen
months ending in June, 1924, while the rupee was worth about 1s. 34.
gold, the rupee price level ranged round a mean of about 176. In the
succeeding year, while the rupee was rising to ls. 6d. gold, the rupee
price level fell below 160.  After that, while the rupee remained or
was held at about 1s. 6d. gold, the rupee price level ranged round a
mean of about 158, with a tendency to fall in sympathy with world
prices.  On the strength of this evidence, the Commission felt con-
vinced that “during the period of change, there was a mutual adjust-
ment of prices and exchange, and that a substantial equilibrium was
attained about the middle of 1925 and was maintained during the next
year.  Having persuaded themselves that internal conditions such as
prices, wages, etc., had been adjusted at the 18d. ratio, the Commission
held that an attempt to stabilise the rupee at 16d. as proposed by some,
was sure to cause unwarranted disturbance in all economic relations,
without being beneficial to any except debtors, exporters and employers
of labour, and that too, during a short period of readjustment, which
would have to follow the change.

15. The 18d. versus 16d. ratio Controversy.—There was a large
volume of opinion in favour of the 16d. ratio, and it was contended
that the currency authority should have and could have stabilised the
rupee at that level when it had been reached and that it was not yet too
late to do it.  Sir Purushottamdas, a member of the Commission, led
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the opposition to the 1éd. rupee.  His main argument was that full
adjustment of prices and wages had not yet taken place, as was being
supposed by the supporters of the higher ratio, and that if external
prices declined further, as there was every probability that they would,
the resultant fall in rupee prices would prove disastrous to agriculture
and other indigenous industries. The 184. ratio was not the outcome
of a natural process of adaptation but was the product of Government’s
executive action of currency manipulation. The plea, on the face of
it, reasonable enough, that it is wrong to change a ratio which has been
stable for some time and to which economic conditions have adjusted
themselves, was the strongest argument of the supporters of the 184.
ratio and it was repeatedly urged later whenever the restoration of the
16d. rupee was demanded.  But the real point at issue was whether
the Government and the Currency Commission were not carried away,
in 1926-27, by the momentary trade revival of the time into believing
that economic adjustment had taken place at the 18d. ratio and that
the rupee could be maintained at that level without inconvenience and
detriment to national interests. The determination to revive the pres-
tige of the pound and the London money market, governed the deci-
sion in the middle of 1925 to restore the gold standard in England when
sterling was yet 10 per cent. below parity, and the consequences of this
step were soon visible.  Similarly, though the catastrophic slump in
prices of 1929-30 could not have been foreseen in 1926-27, Govern-
ment’s faith in the 18d. ratio was of a piece with their general optimism,
and the effects of the higher rupee-gold ratio were not slow in making
themselves felt.  Sir George Schuster, later on, had to ask the critics
of Government, though not mecessarily in this connection, not to
consider the financial situation as it developed after 1929, with reference
to the years 1924-25 and 1925-26, which enjoyed special trade pros-
perity.  This was a virtual admission that the hopes about stability of
prosperous economic conditions entertained in 1926, were pitched rather
too high. We comment on the optimistic delusion of Government in
the next Chapter. The trump card in the hands of Government, in
the ratio controversy has, of course, been the one referred to above,
21s., that a change in the gold value of the rupee would have a grave
unsettling effect upon the finances of the country. In February, 1927,
Sir Basil Blackett delivered himself as follows on this point:—"It is
enough to observe that if the Government are correct in their conten-
tion that an arbitrary reduction in the exchange value of the rupee will
bring no permanent benefit whatever to India while inevitably involving
immediate and heavy sacrifices and losses, then surely the large sacrifice
involved in the dislocation of the budget, though not necessarily the
most serious of the sacrifices that would be incurred, is an important
relevant consideration which it would have been folly for us to ignore
or obscure.”  To confront one’s critics with an accomplished fact not
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justifiable in itself and then to challenge them to support a departure
from it, sums up the above attitude.

16. India and Gold—~—On the recommendation of the Currency
Commission, gold was demonetised and the gold bullion standard was
adopted as the monetary standard of the country in the place of the
prevailing exchange standard and of the gold currency standard as con-
templated by the Fowler Committee in 1898.  To ensure the success
of the new standard, it was proposed to establish a central Reserve Bank
which would take over from the hands of Government the function of
the national currency authority and combine it with its credit or bank-
ing function.  The Commission turned down a concrete scheme for a
gold currency standard prepared in the Finance Department of
the Government of India, on the grounds that it would be
a costly and needless experiment, which had scarcely any
chance of success since Government would not be able to
secure the gold required from the U.S.A., the only country in the
world which had it, and that it would induce a lowering of world prices
through the large demand it would set up for the yellow metal, while
reducing the value of silver hoards of the Indian masses. As a matter
of fact, the recent catastrophic fall in prices has been attributed to the
accumulation of huge quantities of gold in the U.S.A. and France,
while India by its fruitless self-abnegation, lost an opportunity of making
a heginning in building up an automatic and full gold standard, which
was within its grasp. As the irony of economic developments would
have it, Indian gold exports have, in recent months, gone to the rescue
of Western nations in their exchange troubles, the rupee-gold ratio
having once more collapsed together with the sterling-dollar exchange,
and the recommendations of the Currency Commission have not been
fully carried out.  Sir Basil Blackett was not able to place the crown of
the establishment of a Reserve Bank, which was the very pivot of the
recommendations of the Currency Commission, on his achievements in
financial reform; and his legislative proposal in this behalf was ship-
wrecked on the rock of difference of opinion between the Government
and the public as regards the constitution of the controlling authority
in that institution.  Here we have one more telling illustration of the
serious impediment which a lack of accord between the Executive and
the Legislature,~between the Government and public opinion,—places in
the way of essential national reforms in India. The development of
the currency, exchange, banking and fiscal policy of the Government
of India has, for generations, suffered from this grave defect from
which it is not free even at the present moment.

17. Prozvincial Contributions.—By the year 1928, the Government
of India was able to discharge its obligation to Provincial Governments
by finally and completely extinguishing the annual contributions which
the latter made to it in order to make up the deficit in the Central
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Exchequer, created by the Meston Settlement. The ability of the
Central Government to forego a total revenue of about Rs. 10 crores
in the short period of four years, demonstrates the anxiety of that
QGovernment to get rid, as quickly as possible, of the Provincial con-
tributions and also the decided improvement which had taken place in
the general fimancial situation in the country during the administration
of Sir Basil Blackett. (1) Revival of trade and industry, (2) main-
tenance of the high level of taxation which had been raised to meet the
difficult years of the beginning of the decade, (3) retrenchment in
expenditure effected on the recommendations of the Inchcape Com-
mittee, and (4) the saving on remittances rendered possible by a higher
rate of exchange, combined to place in the hands of the Central
Government, resources sufficient to enable it to relieve the Provincial
Governments of the burden of their contributions. Sir Basil summar-
ised the process of the extinction of this obligation in his budget
speech of 1927 in the following words:—“Each of the three budgets
laid before the Second Assembly was not only balanced at the time of
its introduction but has presented India with an appreciable realised
surplus of revenue over expenditure. The necessity of reducing the salt
tax from Rs. 2-8 to Rs. 1-4 per maund in the Budget of 1924-25 post-
poned the beginning of the remission of the Provincial contributions.
The Budgets for 1925-26 and 1926-27, relieved finally of the uncertain-
ties of Railway Finance by the separation of the Railway Budget from
the general Budget, effected a reduction in the Provincial contributions
amounting to Rs. 375 crores or, if the Bengal contribution be included,
a reduction from 9-83 crores by 438 crores to 545 crores. In addi-
tion, the Budget for 1926-27 signalised the demise of the unlamented
Cotton Excise Duty. In its first Budget this new Assembly has before
it proposals for the complete extinction, at any rate so far as the year
1927-28 is concerned, of the Provincial contributions.”

It would be worth while to draw attention to the constitutional as
well as the financial aspect of these contributions. It will be recalled
that the Montague-Chelmsford Reforms had introduced the element of
responsible Government in the Provinces while maintaining intact the
autocratic government at the centre. Now the success of these
reforms, partial and inadequate as they were, depended entirely on the
smooth working of diarchy in the Provinces where responsible minis-
ters administered “transferred subjects” which included such “nation-
building services” as education, agriculture, sanitation, public health
and so on.  Inadequate resources impeded the progress of these de-
partments, and most of the Provinces looked to the Central Govern-
ment for relief from the Provincial contributions. Sir Basil Blackett
described, in his budget speech in 1927, the situation most expressively
in the following words:—“Ever since the Reforms were inaugurated,
the Provincial contributions have been a millstone round the neck both
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of the Central Government and of the Provincial Governments, poison-
ing their mutual relations and hampering their very action.  Their
quality, even more than their amount, has strained the resources of the
giver and the patience of the recipient. They have brought curses, not
blessings, both to him who has given and to him who has taken. The
year 1927-28 sets India free from this incubus.”

The true financial and economic significance of the Provincial con-
tributions deserves to be clearly understood. (1) The scheme of the
complete separation of the sources of the revenues of the Central and
Provincial Governments was an essential feature of the partial Provin-
cial autonomy which was conceded under the Montague-Chelmsford
Reforms,  (2) The estimates underlying the financial redistribution
effected under the Meston settlement were too liberal to accord with
actual developments.  They, therefore, put an undue strain on the
resources of the Central Government. (3) Without fully satisfying
the demands of some of the Provinces, e.g., Madras, which had been
long smarting under a sense of injustice with regard to the treatment
they had received at the hands of the Government of India, the Meston
Award made them impatient of delay in the remission of their contri-
butions, especially in view of the pressure of the newly created diarchy.
(4) Other Provinces, e.g., Bombay and Bengal, which did not receive
similar accession to their spending power under the Meston settlement,
bitterly complained that their elastic sources of revenue had been taken
away from them and that they had been fmancially crippled by it.
(5) In effect, therefore, the increased spending power obtained by
the more fortunate Provinces, though it benefited their people imme-
diately, was really secured at the cost of the general tax-payer and,
therefore, particularly of people in other Provinces who received no
corresponding benefit.  (6) The financial management and the work-
ing of the Reforms in the less fortunate Provinces that had to bear a
heavy burden as also in the Central Government which had to impose
it, were confronted with grave difficulties which caused considerable
popular discontent in the country generally. (7) As the Government
of India had to keep up taxation at a high level to get rid of the obliga-
tion of the Provincial contributions, its resources could hardly stand,
without serious inconvenience, the strain of economic depression when
it soon descended upon the land.



CHAPTER V.
THIRD PERIOD—LULL BEFORE THE STORM.

1. Achievements of our Second Period Summarised. —Between the
era of stabilisation and consolidation which was associated with the
financial stewardship of Sir Basil Blackett and the economic crisis
which characterised the closing years of the last decade and through
whose ordeal we are passing at the present moment, there intervened
a short period of transition, in which signs of the coming storm were
dimly visible. In 1928-29, the general economic situation was not
certainly bad but it was not as good as it might have been expected to
be.  Not only could the pace of progress of the preceding few years
not now be maintained, but steady deterioration of the position ensued
from that year, and it soon appeared as if the ground which had been
gained, during the Blackett period, was going to be all lost.  What
were those gains? (1) The budget was balanced, year after year,
and there were substantial annual surpluses.  (2) The level of taxa-
tion was high enough to permit a continued excess of revenue over
expenditure, (3) and with improving trade and railway traffic, it was
capable of yielding progressively increasing income. (4) A regular
and systematic provision was. made for reduction and avoidance of
debt, out of revenue, the volume of unproductive debt was being steadily
reduced, and by the process of suitable conversions, the charges for
interest on the public debt were being lowered.  The credit of Govern-
ment in the money market, likewise, showed distinct improvement.
(5) The growing margin between the revenue and the expenditure
was utilised for the purpose of steadily reducing and ultimately extin-
guishing Provincial contributions, and (6) though the general tax-payer
received no relief by any reduction of his burdens, the notorious cotton
excise duty was abolished and thus a long-standing public grievance
was removed. (7) On the advice of the Fiscal Commission, the
country was committed to a policy of what is known as “discriminating
protection”.  Action taken on the recommendations of the Tariff Board
contributed to the increase in the customs revenue of the State
and enabled it to grant bounties to promising indigenous industries,
in exceptional cases. (8) The accounts of the commercial undertakings
of the Government were being kept on a business basis, and it became
possible to know the true financial position of the Posts and Telegraphs
department and of the Railways.  (9) Railway finance was separated
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from the general national finance, and ample provision was being made
for the supply of capital for the extension and improvement of the
Railways.  (10) Little difficulty was experienced by Government in
securing from the public in India liberal contributions to the loans
annually floated here, and, it was normally unnecessary to resort to the
London money market to finance its outgoings.  (11) Stabilisation
of the rupee-gold exchange at 18d. gave considerable advantage to the
State exchequer, and internal prices were steady with a slight down-
ward tendency.

2. Was the Optimism Well-founded ?—In order correctly to appre-
ciate the significance of the transition from the era of stability and
prosperity indicated by the above characteristic features of the develop-
ment of India’s finances in the course of the six years 1923-29, to the
period of depression, deficits and uncertainty that succeeded, resembling
the state of affairs which prevailed during the first period of our review,
it is necessary to bear in mind a few fundamental things. The
assurance felt and expressed with respect to the stability and the
strength of the superstructure of national finance, rested on the assump-
tion that (1) the standard of living of the people in India and the con-
dition of agriculture, trade and industry had been adjusted to the pre-
vailing high level of taxation and of the rupee-gold exchange, (2) there
would be a steadily, even though slowly, progressive increase in the
revenue of Government and the savings of the people would render
possible a readjustment and reduction of the tax-burden, (3) economic
and social development in India could be financed without difficulty,
and (4) the financial system, including the management of railways, ex-
change and currency, could absorb and survive without much trouble,
shocks of temporary economic disturbances, coming from within or out-
side the country.  Obviously, to the extent to which these assump-
tions were not based on an accurate estimation of the facts of the
situation and to which the anticipations of the immediate future were
oversanguine, the actual results were hound to prove disappointing.
This is largely the explanation of the gradual deterioration and the
ultimate debacle we have recently witnessed in the position of the
national finances of India; and the correctness of this diagnosis of the
trouble can hardly be challenged. It may be argued that the cheery
optimism of the prosperous years 1923-28, was perhaps justified, at
the time, by the circumstances; those who review developments over a
sufficiently long period and from a distance from the scene of action,
are, however, in any case, in a better position to form a correct estimate
of affairs than the people who were actually occupied with them. The
truth of the conclusion we have deduced is borne out by the fact that
only twelve months after Sir Basil Blackett had presented his glowing
picture, his successor had to express some hesitation in agreeing to the
view that the amount of the final instalment of Provincial contributions
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remitted in the previous year, had been permanently secured by a re-
curring surplus, and appeared half inclined to think that additional
taxation would be essential to fill up the gap which he saw created.
In 1930 he felt no hesitation in asserting that, “taking into account the
unavoidable increase in expenditure, and even making allowance for
the present depressed trade conditions the gap caused by the remission
of the Provincial contributions has not, on a normal estimate of revenue
and expenditure, been fully filled.” In 1929, however, the Finance
Member was not disposed to take such a pessimistic view of the situa-
tion which still appeared to his cautious mind as encouraging. He
said :—“When one considers all the revenue which has been sacrificed
by the Central Government in the past six years in order to give greater
latitude to the Provinces or to provide some economic advantage to
the country—nearly 10 crores of provincial contributions given up and
in taxation 134 crores on cotton excise, 85 lakhs on machinery,
1% crores on opium, to mention only the most important cases—and
when one then realises how the other sources of revenue have moved
towards filling the gap, I think one is justified in feeling confidence as
to the future.”

3. Government Hesitating and Undecided —The question at issue
here was whether this total loss of 15 crores of revenue had been made
good by a corresponding increase in the productivity of the existing
taxes and economy in expenditure and whether the future of the finances
had been assured as a consequence.  Though proposing additional
taxation in 1930, the Finance Member appeared yet to be undecided as
to the character of the depression, the effects of which were visible on
the economic conditions and the finances of the country. He defended
increase in taxation at the time on the grounds that further retrench-
ment and economy were not possible, that some of the existing sources
of revenue were likely soon to disappear, that some beneficial expendi-
ture had newly to be provided for, that the financial machinery had
been working, for the preceding three years, on a dangerously low mar-
gin and that the needs of the Provinces after the new constitution had
come into operation, had to be anticipated and cared for. As to the
general economic conditions, he had no serious apprehensions and
emphasised the view that the depth of the prevailing depression was
being exaggerated in comparison with the very special period through
which the country passed in the years 1924-25 and 1925-26.  He said:
“If we examine the trend of economic events in India since the end of
the war, we find that the volume of imports and exports has, on ‘the
whole, shown a steady progression with two exceptional periods, first,
as regards imports in 1920-21 and, secondly, as regards exports, in
1924-25 and 1925-26.” Prices both of imports and exports had, like-
wise, been steadily declining, except that in the above-mentioned years
high prices, combining with an exceptionally large agricultural produc-
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tion, created an exceptional peak of prosperity. The conclusion which
the Finance Member drew from these facts, was interesting and
is worth quoting :—“Public opinion as to the course of Indian trade
and general conditions, tends, I think at present, to be framed too much
with reference to this special period, and though I do not wish to mini-
mise the effects of the present depression, I think that if our view is
cast back along a longer period of India’s history, we shall find that
the present conditions are not, in comparison, so black as they are some
times painted and that the general economic course of the country has
been one of steady advance.”

4. Deceptive Prosperity of the Second Period—\Vithout attempt-
ing to read more than what lies on the surface, in the above expression
of the Finance Member’s views and without pinning him down to his
prophecy that “a recovery from the present economic depression will
not be long delayed,” we may examine critically the trend of his ideas
and of Government's financial policy in the crisis which descended upon
India and the outside world in 1931-32 and which, in fact, was in the
process of development during a few preceding years since the war.
It is true that there was a sharp and sudden fall in prices in 1929-30
and that the decline steadily continued into the next two years. The
Calcutta Index number of wholesale prices was 145 in 1928 and 142 in
1929. 1t fell to 116 in 1930, and in January, 1931, it was only 98.
It remained in the neighbourhood of that figure throughout the whole
of 1931, But to return to the opinion of the Finance Member above
quoted, viz,, that in taking a pessimistic view of the prevailing depres-
sion, the public was too much ohsessed with a comparison between
recent developments and the exceptionally prosperous conditions of
1924-25 and 1925-26 and that better times were sure soon to follow.
The question that suggests itself here is, was not the financial policy of
Government itself animated by a kind of feeling that the prosperity of
those years was going to continue, that trade and industry had adjusted
themselves to the world conditions of the times, that incomes and savings
of the people would continue on the same scale and that Government
would be able, with ease, to tap these resources through taxation and
public loans, and did not Government and the Currency Commission
make light of the objection of the opponents of the 184. ratio that Indian
wages, industrial costs and the general cost of living had not yet adjust-
ed themselves to the fall in prices and that a further decline in the
price level, if it was not prevented by means of a lower rate of exchange,
would have a detrimental effect upon industry and trade and the finan-
cial position of the Government? A careful review of the facts leaves
little doubt on one’s mind that the Finance Member himself, in his
budget speech of 1930, perhaps unconsciously, nevertheless with remark-
able accuracy and insight, placed his finger on the real dark spot when
he declared: “We have been working, in the past three years, with a
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dangerously low margin.”  Government's revenue and expenditure had
been indeed balanced and surpluses had been realised, but who ever
paused to consider whether these results had not been attained by put-
ting the country’s resources to an inordinate strain and by robbing the
national economic and financial system of all its elasticity?  Reper-
cussions of a world-wide depression on India could certainly have not
been avoided, but they could, in all probability, have been faced with
less difficulty if our resources had been more carefully conserved in
the earlier years. As it ultimately turned out, the illusion of the easy
optimism of the era of fleeting prosperity was shattered by the storm
of the world depression and political distrust and agitation which have
characterised the history of the last three years.

5. World Economic Crisis—No sensible and fair-minded critic
would assert that the Government of India ought to have managed their
finances in such a way that the country could have altogether escaped the
depressing effect of the economic crisis that overtook the world two vears
ago; and it is not surprising that the Indian Finance Member should have
attributed his troubles mainly to disturbed economic conditions in and
outside India.  In recent years, a vast literature has appeared, dealing
with the subject of the prevailing crisis as a world phenomenon, and
every thinker and businessman has given his own diagnosis and pres-
cription. We referred to this topic in an earlier Chapter, and it is not
necessary to discuss it at length here again. It will suffice if we make
a few observations, particularly with a view to indicate the bearing of
the world crisis on the financial and economic conditions prevailing in
India at the close of the last decade. The main question pertinent to
our present enquiry is, (the world depression, of course, lying beyond
our control,) in what state were our national finances when they were
caught in the storm and how has Government steered the course of the
ship of its financial management?  After the close of the Great War,
it took the nations of the world a few years to clear the wreckage and
repair the damage caused by the catastrophe. It was found that the
burdens of national debts were heavy, that international trade had been
disorganised, that currencies and exchanges had been thrown into dis-
order every where and that national budgets could not be balanced.
This was a state of affairs too dangerous to be allowed to continue, and
determined efforts were made to bring some order out of the prevailing
chaos. One of the most striking features of modern economic organis-
ation has been the dependence of the well-being of nations on the un-
disturbed course of international trade and on the maintenance of inter-
national co-operation in the midst of competition, peculiarly charac-
teristic of modern capitalism.  The international conference held at
Genoa in 1922, therefore, made two important recommendations, both
of which were quoted by Sir Basil Blackett in his first budget speech;
and these were:—“An essential requisite of the economic reconstruc-
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tion of Europe is the achievement by each country of stability in the
value of its c_urrency”; and “In each country, the first step towards re-
establishing a gold standard would be the balancing of the annual
expenditure of the State without the creation of fresh credit unrepre-
sented by new assets. The balancing of the budget is the first con-
sideration.” In the course of the next two years, a good
deal of success was achieved in both these directions in India as well
as in other countries, In our account of the management of India’s
national finances during the second period of the last decade, we have
shown how the rupee was stabilised in relation to gold in 1927 and how
the Indian budget was placed beyond the risk of deficits, in spite of the
loss of 10 crores of Provincial contributions to the central revenues.
Trade depression and unemployment, however, continued in all parts
of the world, and it was felt that an effective remedy to bring about
an economic revival would be for nations to free trade between country
and country from the shackles of protective and restrictive tariffs; and
the Geneva Conference of 1927 was convened to consider this ques-
tion.  The disarmament conferences have had a similar motive, 71z,
to reduce national armaments, the ruinous cost of which hampers econo-
mic recovery and which are both a cause and an effect of international
distrust.

6. Superficial and Deeper Causes of the Crisis—While these dis-
cussions have thrown useful light on the problems confronting the nations
of the world and some constructive work has resulted from the sug-
gestions emerging from them, appreciable progress has not heen possi-
ble owing to a lack of a correct understanding of the fundamental causes
of the disease. The famous memorandum of Sir Henry Strackosch
and the reports of the Gold Delegation of the League of Nations, have
laid special stress upon the accumulation of gold in France and the U.S.A.
and the consequent maldistribution of the yellow metal among the
central banks of the world, and the consequent narrowing of the basis
of credit, as the principal cause of the collapse of prices, trade and indus-
trial stagnation and unemployment. While the influence of the distri-
bution of gold on general economic developments can not be and has
not been denied, it must be stated that it has often been exaggerated.
What is, however, more important is that the causes of the maldistri-
bution are not sufficiently attended to, though quite recently, the
vital and urgent importance of finding a practical solution for the pro-
blem of German reparations and inter-allied debts has been recognised
as a condition precedent to the economic revival of the world. The
fact, however, that world economy has been disorganised owing to the
radical changes which the War and the Peace of Versailles have brought
about, has not received that consideration which it deserves. For
instance, economic revival is identified by many with the restoration of
the pre-war order of things by pre-war methods, whereas in the altered
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political and economic conditions of the world, it must be nothing less
than reconstruction and reorganisation.  Intense nationalism, a grow-
ing desire for national economic self-sufficiency, increased productive
capacity in the field of agriculture as well as of manufacture, alteration
in the volume, the composition and the direction of national imports
and exports—these constitute a powerful undercurrent in the economic
developments in the world, which are also influenced by occasional
movements of a comparatively mild character.

7. How they Operated in India—What is now the bearing of
this explanation of the causes and the course of the world crisis on the
question under discussion? It is this. With the termination of the
Great War, an economic cycle began, whose duration has proved in-
ordinately long; or it may be called an economic wave of unusual length,
whose movement has taken several years to complete its full course.
In the midst of this cycle or wave, subordinate movements have been
visible from time to time, and they have created the illusion that the
disturbed economic equilibrium was being restored.  This was the
kind of illusion that led Government in India to believe that in 1928,
economic and financial conditions had been brought to a stable equili-
brium and that they could confidently look forward to steady progress
and continued prosperity. But in reality the financial potentialities of
the country had, by that time, been pretty nearly exhausted by high rates
of taxation and the lending capacity of the people in India had been dried
up by the large and continuous drafts which had been made on it. And
when immediately after this, political discontent and uncertainty about
the constitutional future, came to be combined with a spell of depression
abroad and in this country, the financial organisation was found un-
equal to the strain. The assumptions relating to the productivity of
taxes and the capacity of the public to contribute to Government loans,
from year to year, proved to be too sanguine, and the third period of
the decade under review was left to make the most of this legacy. The
illusion, however, still persisted, as we have shown, to dominate the
policy of Government during the period of transition in spite of glim-
merings of the reality of the situation.

8. Statistical Comparison—How the delusion dogged the foot-
steps of the financial policy of Government and how expenditure was
maintained at a high level, when the resources available were insufficient
and inelastic, may be demonstrated by means of a few comparative
statistics :—
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REVENUE AND EXPENDITURE AND YIELD OF PrINcIPAL TAXEs.
(In Crores of Rupees.)

g g g 3 g Gross Ex-
Total =2 2% % & $ 2 penditure
Revenue. | S E &' ‘g % é Z on Military
<8 S5 O 4 services.
l:‘ —
1923-24 .. | 1331 | 1307 +23 396 182 610
192425 .. | 1380 | 1323 +5%6 457 160 596
1925-26 .. | 1333 1300 +33 477 158 1603
1926-27 .. | 1317 | 1287 +29 | 473 156 609
1927-28 .. | 1250 1272 -22 482 150 563
1928-29 .. | 1282 1292 —10 492 167 584
1929-30 .. | 1326 1324 + 2 512 167 590
1930-31 .. | 1245 136'1 —115 | 468 160 582
1931-32 .. | 1348 1348 +-01 564 174 564
(budget)
1931-32 .. | 1207 1344 —136 | 462 173 558
(revised)
1932-33 .. | 1299 1278 +21 523 1877 50'9
(budget)

It will be observed that national expenditure in 1930-31, a year in
which general economic depression had become a reality, was higher
than in the preceding six years and exceeded the expenditure for the
year 1928-29 by nearly seven crores! Even the revised estimate of
expenditure for 1931-32 was larger than for any vear between 1924-25
and 1929-30. Expenditure on military services was practically the
same in the budget for 1931-32 as for the year 1927-28, wiz., 56 4 crores.
Then the tax on incomes has shown little increase in the yield in spite
of additions made in recent years. It was 167 for both the years
1928-29 and 1929-30 and there was only a slight increase in the pro-
ceeds of the tax in the course of the next two years. Customs revenue
reveals a similar tendency, in spite of additions put on the import duties.
Customs yielded over 49 crores in 1928-29, over 51 crores next year
and were expected to give only 46 crores according to the revised
estimate for 1931-32.  So much about ordinary revenue and expendi-
ture charged to revenue. It is necessary to emphasise that in the two
years 1927-28 and 1928-29, there were actual deficits and the gap was
filled by drawing upon the realised surplus of 1926-27 which was
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credited to the “Revenue Reserve Fund” in 1927. And yet Provincial
contributions were wiped out in the fond belief that a permanent surplus
has been attained.  The position of the above Fund was as follows :—

Transactions. " Closing Balance.
1926-27 . 429 crores 29 crores
1927-28 N R 07
1928-29 N T .
1929-30

9. Capital Outlay and Public Borrowing—If we turn to the posi-
tion as regards the public debt and railway finance and try to ascertain
whether the pace of progress set in the second period, was either kept
up or ‘could be kept up, the conclusion appears to be irresistible that
here also, as in the matter of current expenditure, Government had
been living beyond the country’s means. When national ﬁnances hggan
.- to feel the severe strain of the growing economic depression in 1930
and 1931, it seems to have dawned upon Government that it had been
working on a very low margin and that-it could no longer meet its
normal expenditure in spite of the high level at which taxation was be-
ing maintained. The position with respect to capital expediture, public
debt and railway finance, affords ample evidence of this fact; and there
could now be no doubt that the fleeting financial flutter of the earlier
years had been delusive and a gamble in an uncertain future. “Lay
out funds liberally on productive enterprise” and “find the requisite
money in India itself,” used to be Sir Basil Blackett’s exhortation. His
optimism is fully reflected in his last budget speech, in which he ex-
pressed the hope that his capital policy would be continued successfully
in the coming years. He said:—“It is, in my opinion, well worth
India’s while to persist in the policy of spending money freely on capi-
tal development for productive purposes. The railway budget introduced
last week, with its big reductions in fares and freights, is evidence of
the value of the policy we have been following.” The aggregate capital
expenditure, including 24 crores for the ordinary railway programme
and 4 crores for the purchase of the Burma railways, was calculated
for 1928-29 at 40 crores while the net amount of debt falling due for dis-
charge would be 19 crores. Allowing for other capital resources avail-
able, it was expected that it would be sufficient to raise a loan of about
32 crores only, of which about 13 crores would represent new money;
and no difficulty was anticipated as regards the raising of this money
in India. : ‘
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Now, what is the picture which greets our eyes when we look
at the situation in 1929? Even before the. world-wide economic
depression had asserted itself, the machinery of national finance had be-
gun to betray signs of the strain it was feeling. It fell to the lot of
Sir George Schuster to discover the creaking of the machine in the
very first year of his administration, and he gave an instructive review
of the position in his budget speech of 1929. The figures he gave,
are worth quoting. Between 1st April, 1923 and 31st March, 1928,
Government undertook capital expenditure amounting to about Rs. 120
crores and roughly £50 millions.  Of this, only Rs. 12 crores and
£13 million formed the net proceeds of public loans, the halance of no
less than Rs. 108 crores and £36 million, being provided from other
sources, Of the total, Rs. 69 crores and £49 millions were for rail-
ways. The main sources which fed the large amount of capital ex-
penditure were the following :(—Post Office cash certificates and savings
bank deposits=37.crores; other savings bank deposits=19 crores; pro-
vision for reduction and avoidance of debt=22 crores; depreciation and
reserve funds=25 crores; reduction in opening cash balance in India
=16 crores; revenue surpluses=12 crores. Together with some
smaller items, we thus have a total of 152 crores and it was out of this
amount that the above mentioned 108 crores were found, and the balance
of £36 million was met by the remittance of the surplus of Rs. 44
crores remaining, with the addition of £4 million from the sterling
balances. The Finance Member put it mildly when he concluded from
a review of these figures that the resources which had been relied on in
the course of the preceding few years, would not be available in the
same measure in the future, and he gave the following reasons for
arriving at that conclusion:—“Government balances had been reduced
to the lowest reasonable level; budget surpluses for the future can
hardly be counted on to the same extent; the sale of cash certificates
shows a progressive diminution year by year, though as far as this
is concerned, the result does not necessarily indicate that the money
that was provided through this channel may not be available for invest-
ment in Government securities in some other form, now that the yield
on such other securities has improved relatively to that on cash certifi-
cates,”  The question of the use of railway reserves and depreciation
funds and of the maintenance of those funds on the existing scale, was
a matter of larger policy connected very closely with the question of
the railway convention based on the separation of railway finance from
the general finances of the country. It followed as a consequence that
Government had to be prepared now to raise a larger proportion of
their capital expenditure in the form of public loans and to limit that
expenditure by the possibilities of the money market.  Briefly, Govern-
ment’s motto had to be, as the Finance Member put it, enterprise com-
bined with caution or enthusiasm tempered with self-control. Masterly
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inactivity would be a more appropriate expression according to critics
of Government policy.

10. Drastic Cut in Railway Capital Expenditure—The Finance
Member’s summing up of the situation which has been already quoted,
affords a remarkable demonstration of the truth of the conclusion we
have drawn from our study of the conditions that obtained and the
policy Government followed with reference to them, wiz., that national
expenditure, taxation and capital outlay during the years 1924-25 to
1928-29 were on such a high scale that they outstripped the limited
economic capacity of the country; and consequently, when bad times
came, there were no reserve powers on which Government could draw
for meeting emergencies.  During those six years, tempted by a short-
lived revival, Government set up a standard of living which was far in
excess of its own and the country’s normal earning capacity; and the
fate which befell its finances was the same as overtakes an individual
who spends without foresight and pledges the future to meet current
outgoings. By anticipating developments a little, we may state that
capital expenditure on railways was severely cut down during 1930-31
and 1931-32; and for the next year, it practically came to a standstill,
when it is remembered that outlay on works in hand and on urgent
works could not be avoided. It was thus an irony of fate that pre-
cisely when owing to economic depression and widely prevailing un-
employment, a vigorous public works policy should have been pursued
by Government, it found itself forced to stop the financing of improve-
ments and new works.  The latest figures in this connection are most
illuminating. Railway capital outlay for 1931-32 is now estimated at
83 crores as against 11-4 crores provided in the budget for the year.
It was anticipated that a sutplus of 1-2 crores, with 41 crores taken
out of the Railway Reserve Fund, would make up the full figure of
Rs. 5-3 crores, the amount of the railway contribution.  The working
of the railways, however, showed a deficit of about 9% crores, which
had to be made good by means of a draft on the reserve and deprecia-
tion funds. There is a drastic cut in railway capital expenditure for
1932-33, the proposed provision being only Rs. 4°1 ¢rores as against
29-3 crores for 1928-29, 30°1 crores for 1929-30 and 8-3 crores for
the year 1931-32!

The Railway Convention.—Now that in accordance with the
separation convention which Sir Basil Blackett once described as one
of the greatest achievements in the realm of Indian finance, Indian rail-
ways are looked upon not as ordinary Government departments whose in-
comings and outgoings are metged in the general national finances but
as independent commercial concerns which are expected to earn enough
to pay interest on bortowed capital and also to build up a reserve and a
depreciation fund by annual conttibutions out of earnings. Let us see
how our Railways stand in this respect to-day, in view of the intimate
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relation that subsists between their financial position and the general
prospect of national finance, even in spite of the technical separation
of the two. It will be useful, for this purpose, to follow the Com-
merce Member in the Government of India in the review he presented
in his budget speech this year.in the Legislative Assembly. The years
between 1922-23 and 1929-30 were years of surpluses out of which
substantial contributions could be made in aid of general revenues.
But in the three years from 1930-31 onwards, there have been deficits,
ascertained or estimated, amounting to 3, 74 and 5% crores. This
position may be looked at from two different points of view. According
to the first view, the railways have failed to provide the full sum requir-
ed to be set aside if the future is to be safeguarded and our ability
ensured to meet fully out of accumulated revenues all sums required
for replacements in the future.” This state of things is not unlike the prac-
tice of commercial concerns to regulate “allocations to depreciation in any
particular year, not on theoretical grounds but on the basis of the actual
results of the year’s working.” In the second view, on the analogy of
ordinary companies which raise their capital in the shape partly of de-
bentures, with their priority of charges and partly of shares and which, in
times of difficulty, have to sacrifice the dividend first, provision for depre-
ciation next and prior charges last of all, Indian railways, whose capital
has been almost wholly raised in the shape of debentures, have no divi-
dend to sacrifice and must postpone making adequate provision for
depreciation and pay off interest on borrowed capital in full How
the Commerce Member wished that only a fourth of the capital of the
Indian railways had been in the form of ordinary shares instead of in’
the form of fixed interest-bearing securities, so that it would have been
possible, “in each of the three deficit years, to meet the depreciation
charges in full by means of a reduction in, or the total suspension of the
ordinary dividend!” And the consolation he had to offer to the Indian
tax-payer was that even when the country was passing through the
severest crisis the world had ever seen, what he had to face was “no
worse than that which an ordinary commercial undertaking has to
grapple with, when all obligatory expenditure can be met in full but
dividends on the ordinary shares can not be paid.”

11, What about Railway Contribution?—But the question remain-
ed: what about the railway contribution to general revenues? The
Commerce Member was inclined to argue that the railway contribution
might be regarded either as a measure of taxation imposed on the
railways or as being in the nature of an additional distribution of profits
which the tax-payer, in his capacity as the ordinary shareholder of the
undertaking, may fairly expect to receive in addition to the recoupment
of the interest he himself has to pay on the capital invested in the
undertaking.  In either case, in the midst of acute economic depres-
sion, the tax-payer cannot hope to receive anything from the. railways
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as. they cannot bear the one and cannot spare the other. In 1929-30,
the balance in the reserve fund accumulated to about 1814 crores, and
it was thought that this amount would be ample enough to tide the rail-
ways over three or four years of bad trade, but all such calculations had
been utterly falsified by the extraordinary- fall in prices and the stagna-
tion of trade which started its destructive career in 1929, Government
had to confess to a feeling of helplessness under the blow of the cala-
mitous crisis and had no definite ideas to work out.

Though it is true that the railways could mot have escaped the
disturbing and detrimental influence of the serious depression of the
past three years, one is led to make the same comment on their railway
and capital management as the observations we have offered on the
policy of Government with reference to general national expenditure,
taxation and borrowing. ~ While railway capital expenditure was in-
curred with a lavish hand, the working expenses and interest charges
showed a proportionately greater increase than the gross revenue.
Even comparing the two years 1926-27 and 1929-30 we find that while
the total receipts were Rs. 98 crores and 103 crores respectively, the
total charges were 88-8 crores and 9734 crores respectively in the same
time. ’ ‘

12. Another Proof.—Another proof of the exaggerated idea
entertained in 1928 of the elasticity and soundness of national finance,
is found in the inadequate provision that was made for meeting the
liability accruing steadily on the Postal Cash Certificates.  The amount
payable as interest on these certificates varied from year to year and
was less than the amount of the interest that had accrued and might
have to be paid at any time in the future. This accrued but undischarged
liability was estimated to stand at about 334 crores in Ocober, 1927
and about 5% crores twelve months later.  But provision was made
each year for actual receipts and disbursements during each official year
without any reference to the accrued liability. The Finance Member
was conscious of the fact that Government might be called upon to pay
the balance of the interest at any moment and that the revenue position
in 1928 did not permit any thing being done in the matter.  “The
liability,” he said, “is becoming too large for us to be content to leave
the full burden to fall on later years, when a sudden increase may
seriously disturb the equilibrium of the budget.”  This self-compla-
cency is characteristic of Sir Basil Blackett's administration.  His
successor stated two years later that the balance of the amount of the
cash certificates then was about 35 crores and he would have to make a
provision of Rs. 1+8 crores for the liability estimated to accrue in 1930-
31. And as to the accrued liability which was not included in the above
figure, he said:—“I have come to the conclusion that this accrued
liability must be regarded now as part of the Government’s debt.” The
consideration of the question of the provision for reduction or avoid-
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ance of debt, which was then due, was postponed, to be taken up along
with that of the Railway convention.

It is easy enough to see that in the state of national finances des-
cribed above, Government’s position in the money market and also its
budget must be seriously affected when the world-wide depression and
prevailing political troubles simultaneously exerted their influence on
it. Prices of Government securities steadily declined and it had to
borrow at high rates of interest. ~The Finance Member’s testimony
to the correctness of the view we have repeatedly advanced in this con-
nection, may be quoted here:—“It is clear now in retrospect, that from
1925 to the beginning of 1928, the full effects of the capital expendi-
ture launched by the Government were not felt. Such expenditure as
was incurred was met very largely from reserves, while the expendi-
ture itself had not got fully under weigh. When once expenditure got
going at the full rate and had to be met not from reserves but by fresh
borrowing, it was obvious that the prices of Government securities must
come down from the high peak to which they had climbed.” It may
be recalled that Sir Basil Blackett often spoke with great pride of one
striking line of economic and financial development in India and that
was the capacity of the people of this country to find all the funds that
the State needed for capital expenditure, from year to year. But with
depressed trade and industries and with the economic resources of the
public dried up by Government’s policy relating to expenditure, taxation
and currency, it became necessary for his successor to provide for
sterling borrowing on a considerable scale in 1930-31 and 1931-32, the
amount for the former year being as large as Rs. 35 crores.  The
position has thus been entirely changed for the worse and it will be
interesting to know the view which Government now take of it.

13, Government’s Credit Deteriorates—Deterioration in Govern-
ment credit during the short period of transition as compared with the
earlier years, is brought out in the following figures of the market
prices of securities, which are too eloquent to need any comment:—

MARkKeT Price oN 20TH FEBRUARY.
(In Rupees and Annas.)

Year, 5% tax-free loan, 1945-55 31 % loan,
1923 . .. 89-8 58-0
1924 .. 97-12 65-14
1925 .. 97-15 66-9
1926 .. 101-4 71-6
1927 .. 107-2 77-7
1928 .. 106-11 76-1
1929 . 103-15 726
1930 .. 100-0 64-1
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The view of the Commerce Member about the Railway contribution
to general revenues which has been given above, may be instructively
compared with the one presented by the Finance Member in his budget
speech in 1930 on the same subject. He would regard that contribu-
tion, of course, exclusive of the refund of the actnal interest which
Government themselves have to pay on loans raised for railway pur-
poses, as a percentage on the capital advanced to ‘the Railways. Thus
regarded, it represents the distribution of even less than 114 per cent.
on the Government debt, which forms the basis of the provision for re-
duction or avoidance of debt. The Finance Member remarked thereon :—
“In fact, I think it is, on broad lines, correct to regard the one as
balancing the other, and we shall arrive at a truer picture of what the
Government draw from the Railways if we realise that, in fact, the
Government get no profit but apply practically all that they receive apart
from a refund of their own interest payments, for the amortisation
of their capital. When, therefore, the contribution falls below a cer-
tain figure, the Government, if they made up their accounts on a profit
and loss basis, would actually show a net loss on the year.” Though
this view was urged as a plea in favour of the consideration of the
adequacy or otherwise of the provision for the reduction and aveidance
of debt along with that of the railway convention, owing to the inti-
mate connection subsisting between the two, it shows a wider vision
of national finances than the restricted railway business outlook of the
Commerce Member,  Reference may be made here, in passing, to an
improved method adopted by Sir George Schuster of compiling public
debt statistics, in which the total interest-yielding assets of the
State were recorded as against its interest-bearing obligations and cash,
bullion and securities held on Treasury account, the balance of interest-
bearing obligations not covered by the above assets, being separately
shown, to give a clear idea of the nation’s met liabilities.

The following table exhibits the totals of India’s national debt under
the chief heads, for a series of years, and shows how the public debt
position has deteriorated :—

INTEREST-BEARING OBLIGATIONS OF CENTRAL GOVERNMENT.

(In Crores of Rupees.)

On 31st March. 1923 1925 | 1927 1929 1930 1931

Interest-bearing ob- )
ligations in India. | 4764 5150 5537 6027 64873 6434

In England at 18d.
per rgupee .. | 4053 454-9 4524 4717 4882 517°0
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[

On 31st March, 1923 1925 1927 1929 J 1930 1931
T !
Total Interest-bear-

ing obligations .. | 8817 9700 1006°1 10744 11365 11604
Interest-yielding

assets .. | 6330 7166 7869 875°5 9137 9374
Cash, bullion &¢ .. 448 573 374 283 453 290

Balance of obliga-
tions not covered
by above assets .. | 2039 | 196°0 1818 1706 1774 1939

Attention may be drawn to the more important features of the
figures in the above table and to certain particulars which are not speci-
fically included in it. (1) The total interest-bearing obligations have
increased from Rs, 881 crores in 1923 to Rs. 1026 crores in 1928 and
Rs. 1160 crores in 1931, the increase in the last three years alone ex-
ceeding Rs 134.crores.  (2) There were no treasury bills in the hands
of the public during the three years, 1925 to 1928, but these amounted
in 1930 and in 1931 to Rs. 36 and 45 crores respectively. This is a
clear indication of disturbed financial conditions and of the worsening
of Government’s debt position. (3) Treasury bills in the Paper Cur-
rency Reserve, which amounted in value to Rs. 32 and 39 crores in
1928 and in 1929 respectively, dwindled to Rs. 29 and § crores in the
next two years. This fact has to do with currency deflation and the sale
of silver in the Reserve. (4) The total obligations in England amount-
ed to Rs. 405 crores i 1923, to Rs. 459 crores in 1928, to Rs. 488 in
1930 and to Rs. 517 crores in 1931 (sterling being converted throughout
at 1s. 6d. to the rupee). (5) Obligations not covered by assets stood
at Rs. 203 crores in 1923, at Rs. 172 crores in 1918, at Rs, 177 crores in
1930 and at Rs. 193 crores in 1931. The significance of the last two
items is obvious.

14. India’s “Hoarded” Gold.—It will be recollected that Sir Basil
Blackett laid great stress upon the success of his beneficial policy of
basing Government finance, as far as possible, on attracting rupee capital
in India, and Sir George Schuster paid a well-deserved tribute to his
achievements of stimulating “the fruitful emplovment of the savings of
the Indian public in the development of India’s resources.” But neither
the economic nor the political conditions were, any longer, propitious for
the continuance of the policy of restricting Government borrowings to
the Indian money market; and Sir George Schuster had to enter on an
claborate defence of the change which had been forced on him. He
argued, in effect, that there was nothing inherently wrong in a backward
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country borrowing abroad, that even nations like the-U.S.A. had done
it before the war, with advantage to themselves and that the burden of
the external obligations of India was exaggerated. And after all, it
was in the hands of the people of India themselves to render sterling
borrowing unnecessary, The Finance Member remarked :—“If all the
money which now goes to the import of treasure was to be made avail-
able for investment in, productive undertakings, India’s need for foreign
capital might well disappear. Even in the forthcoming year, (1929-
1930), with a large capital expenditure programme, we need to raise only
18 crores from the public against which may be set the fact that the
average net imports of treasure since the War, excluding the abnormally
high figures for 1924-1925, have been more than twice as large in value.”
This way of looking at Indian imports and consumption of gold, involves
a misconception as common as the alleged Indian prejudice against ex-
ternal borrowing. The world would not have cared for India’s imports
of gold if it had not been for the fact.that the vellow metal is the found-
ation of credit and currency in all civilised countries, while in spite of
our gold standard, it occupies in our currency and banking system, a
very subordinate place. It will be recalled how the Hilton Young Com-
mission, in spite of its desire to establish a visible relation between Indian
currency and gold, evinced considerable anxiety over the serious inconve-
niences which India’s proposed adoption of the gold currency standard
was, in its opinion, likely to cause to the credit and currency systems of
European countries. Self-inerest and inadequate appreciation of the
social and economic conditions in this country, on the part of outside ob-
servers, are responsible for the unfavourable comment that is usually
made on gold consumption in India; and it is unfortunate that even
Government officials here are often found to share in the prejudice.

15, Misconception and Exaggeration.—It is common ground that
on account of the illiteracy, ignorance and general backwardness of the
large mass of the population of India, such savings as the people annual-
ly make, take the shape, to a considerable extent, of gold and silver orna-
ments and that it is only with educational and economic progress that a
gradual improvement may be expected in this respect. It is, however,
difficult to understand why the non-monetary consumption of gold,
which passes almost unnoticed in the West, as “use in the arts”, should,
in India, become “hoarding” which is barbaric, if not barbarous.
India’s annual import of gold amounts, on the average, barely to one
rupee per head of the population, and it is used as a luxury, conventional
necessary and a store of value. Gold ornaments serve the double pur-
pose of an article of ordinary ware for the women folk and occasionally
for men and children, and as the basis of credit in times of domestic or
industrial and commercial financial difficulty. Foreign taste would con-
demn such use of gold as wasteful, and if the money devoted to its pur-
chase had been spent say, on cigarettes, liquors, gramophones and other
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articles yielding momentary pleasure, that method of consumption would
probably have been counted as a sure sign of an improved standard of
living and of progress! Sir George Schuster was not unaware of this
aspect of the problem, and he frankly observed in his budget speech of
1928-29 as follows:—“I fully recognise the difficulties, and that Govern-
ment can not expect to get the small men all over India to invest their
savings except as a result of a steady course of education and the provi-
sion of better facilities. This is a matter on which I hope our Banking
Enquiry will throw light.” That fifty crores of rupees worth of gold
came out of Indian stores of value, and was exported in six months,
shows that it had been saved to some purpose after all and that it must
have stood thousands of persons in good stead in times of dire need. In
his enthusiasm for promoting the conversion of India’s external debt into
an internal debt, and for satisfving all the capital requirements of the
country by tapping internal sources, Sir Basil Blackett used to hammer
at this subject, which was likewise discussed in his time by the Com-
mittee on External Capital. He went so far in his budget speech in
1926 as to join those who attribute India’s povery to her “‘uneconomic
tradition which does not recognise the production and accumulation of
wealth as being among man's legitimate aims.” This expedition into the
realms of economic philosophy was hardly necessary and its only signi-
ficance lay in the fact that the prevailing fmancial administration of
India was ill-adapted to the social and economic condition of the people,
being too costly for their means, in any event. ~While there is, to be
sure, some element of ignorance and misunderstanding at the bottom
of the popular prejudice against the contraction of external obligations,
the opposition is really based upon economic considerations, e.g., its
failure to promote indigenous enterprise, the exchange troubles it is apt
to create and the fact that the use of external capital is not under Indian
control as well as the constitutional and political difficulties it engenders,
as experience has amply demonstrated. Though he appreciated the
importance of developing the Indian money market and of making full
use of it for meeting the country’s needs of economic progress, Sir
George Schuster’s justification of sterling loans was the inexorable
requirements of his treasury, which felt the pinch of the prevailing
depression.

16. External Borrowing—Why it became Necessary.—The problem
of sterling loans is bound up, particularly during the years we are here
dealing with, iz, 1929 to 1932, with questions relating to (1) the
prevailing low level of prices, (2) contraction of currency, (3) flight
of capital from India, (4) weakness of exchange, (5) increased fioat-
ing debt in the country, and (6) the general difficulties of the national
exchequer; and a brief account of developments in all these respects
will be essential for a clear understanding of the situation as it shaped
iself at the close of the decade we have had under review. The bud-

F—12
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get speeches of the Finance Member during these years, may be read
with profit as they will be found to elucidate in a simple manner the
complexities of the financial tangle. In his budget speech of 1930,
Sir George- Schuster summed up public criticism of Government cur-
rency policy under four heads, viz, that it (1) created a shortage of
currency in the country, producing a fall in prices; (2) resulted in the
Government incurring a heavy floating debt, with serious loss to revenue;
(3) it increased the difficulties of the business world by the artificial
creation of dear money; and (4) it reacted on the credit of India and
led to costly sterling borrowing. Having explained the peculiar res-
ponsibility thrown on Government by the double role they have to play,
@1z, as (1) the currency authority and (#) operators in the exchange
market, he pointed out that Indian prices being largelv governed by
world prices, with a fall in their level, currency has to be contracted to
avoid an inflationary position and that the contraction actually effected
was by no means excessive.  \When currency is contracted, Government
lose the profit to be derived from the issue of currency. The amoumt
of treasury bills held in the currency reserve is also reduced as a con-
sequence, which means loss of profit in the shape of discount on the
bills and on the other hand, discount has to be paid to the public for the
bills sold to them. In 1930-31, in spite of a fairly favourable balance
of trade, difficulty was experienced in making remittances to London
owing to the flight of capital out of the country, due to political and
economic uncertainty. To support the sagging exchange, whose weak-
ness resulted from this cause, Government, as currency authority, had
to take measures to maintain the value of the currency,—“measures
designed, on the one hand, to make it difficult to obtain rupees for
conversion into foreign currency and to make it attractive for
foreign funds to seek employment in India.”  That is to say, interest
rates were maintained at levels higher than would otherwise be neces-
sary and surplus funds were drawn off the market by the issue of
treasury bills at expensive rates. Owing to weakness of exchange,
only a little over £5 million sterling could be purchased in the market in
India in 1930-31, and nearly an equal amount of sterling had to be
sold; and the Secretary of State’s requirements had to be met by other
means such as remittance through Paper Currency Reserve and borrow-
ing in London.  There were, therefore, three sterling issues during
the vear, totalling £31 millions. Temporary advances had, in addition,
to be taken from the London branch of the Imperial Bank of India,
to the extent of £6 million, and of this, only £2 million could be return-
ed before the end of the year. The entire holding of the Currency
Reserve in England, amounting to about £274 million and sterling
securities in the Gold Standard Reserve for 614 millions were trans-
ferred to the Indian treasury.

17. Illustrative Statistics—Statistics to illustrate the develop-
ments and operations described above, are given below:—
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1
INpEX NUMBERS OF PRICES.
(Wholesale)
Calcutta, Bombay. K?;‘;?:m
1927 . 148 147 141
1928 .. 145 » 146 140
1929 .. 141 145 137
1930 (April) .. 123 134 124
1930 (Sept.) . 1 120 116
1930 (Decr.) . 101 110 109
1931 (March) . 100 111 106
1931 (Sept.) . 91 . 99
1931 (Decr.) R . 105
InDIaAN INDEX NUMBERS.
i;:x‘l‘)ox"ted articles. Imported a&k&es.

1929 (Sept.) .. 217 167
1930 (Decr.) ‘ .. 138 141
1931 (Jan.) . 137 133
1931 (July) . 119 151
1931 (Decr.) .. 123
Fall in Sept, 1931 as compared

with Sept. 1929 47 17
Fall in Decr, 1931 . 43 10

Carcutra INDEX NUMBERS,

Fallin Sept. 1931 as compared

with Sept. 1929 47 20
Fall in Decr. 1931 . 30 17
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I

BaLance oF TRADE.
(In Crores of Rupees.)

CHAP.

1928-29 l 1929-30 J 1930-31

Balance of Trade in Merchan- +86°4 +789 +619
dise (Private)

Balance of Transactions fn Trea- —343 -~262 —24'4
sure (Private)

Total Visible Balance 45211 +527 +37'5

Purchase of Sterling in India, —410 —-20'3 —72
etc. .

Sterling Transfers on London +77
sold in India

Balance of remittance of Funds. —41'3 —210 —008

- III

ComposITION OF PaPER CURRENCY RESERVE.

(In Crores of Rupees.)

Silver g ;§ g _:5 5 %°_§§ v E e B
India Swmy g (2= [ 2 Mg ZEY
I°g” I “gl g 7T ¢®
March 1928 .. | 1848 987 297 76 37 379 70
Sept. 1928 . 1846 1040 297 28 5'6 423
Dec. 1928 .o | 1890 96°1 311 46 68 432 70
March 1929 .. | 18890 949 322 49 106 | 432 | 20
Sept. 1929 .| 1868 1080 322 49 24 391
Dec. 1929 . 1794 1037 322 4:2 18 373
March 1930 | 172 1081 322 | 28 01 338
Sept. 1930 | 1714 1159 322 58 18 155 -
Dec. 1930 . 1613 1146 317 53 96
March 1931 .. | 1608 1178 258 69 101
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IV o
ApsorpTION OF CURRENCY.
(In Crores of Rupees.)

Rupees Notes Total
1927-1928 —37 102 64
1928-1929 —30 3§ 05
1929-1930 —~217 —188 —40°5
1930-1931 —21'5 —112 —32:7




CHAPTER VI

THE STORM BURSTS—CONCLUSION, RETROSPECT
AND PROSPECT.

1. Falling Prices and Trade.—The storm which had been slowly
gathering strength, at last burst in its full fury in 1931-32; and the
true significance of the facts and figures quoted and the tendencies
indicated in the last Chapter, was clearly brought out by the budget
estimates for 1932-33. That the provision made in the budget for
1931-32 for increased revenue, was found to be insufficient and addi-
tional taxation had to be imposed in the middle of the year, the new
arrangement being made for eighteen months, is sufficient proof of the
wretched plight to which national finances had been reduced.  This
sorry state of things was attributed mainly to (i) bad world conditions
and (4) internal political troubles; and while giving a technical explana-
tion of Government’s technical financial operations, the Finance Member
assured the opposition in the Legislative Assembly that they could not
have acted differently in the peculiar circumstances if they had occupied
the official benches. Even admitting the half-truth contained in this
statement of the case, one is entitled to ask whether the results would
not have turned out to be less unfavourable if the financial measures of
Government had been more in keeping with the real economic conditions
and requirements of the country and had been directed in consonance
with public opinion. ~ Administration of national finances, though it
must be entirely free from political influence in its technical aspect, can-
not be divorced from national policy determined by a popular legisla-
ture. While the shortsighted extravagance of earlier years had come
to roost, Government, in the beginning, made light of the effects of
depression and were reluctant to make necessary adjustments in time,
hoping that all would be well soon.  They ignored the fact that the
earning and tax-paying capacity of the people had been steadily exhaust-
ed, and that the disastrous fall in prices since 1929, had made the posi-
tion serious.  The heavy reduction in exports, particularly the fall in
the prices of India’s staples, which was more steep than that in the
prices of imported articles, could not but increase the hardships due to
a high level of taxation; and the latter was, consequently, bound to .be
comparatively unproductive. ~ The following figures and the br1§f
explanatory comments thereon, taken from the “Review of certain main
items of trade during the calendar year 1931,” compiled by the Depart-
ment of Commercial Intelligence and Statistics, will be found instructive
in this commection. It should be stated that the table below shows
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(1) the recorded vaiues of imports and exports for the years 1930 and
1931, (2) the index numbers of prices of imported and exported articles
for 1913, 1930 and 1931, (3) the value of trade in 1930 and 1931
calculated on the basis of prices in 1913 and (4) the value of trade
in 1931 on the basis of the 1930 prices:—

ExTERNAL TRADE AND PRICES.
(In Crores of Rupees.)

Recorded Index Nos. of Indian (Value of trade, eliminat-
ef:«;r ¢ Prices ing changes in price-
vatues (1873 =100) level

03] @ 6)) ®
T8
Calculatedon | 5 98
the basisof | = o2
1930 1931 1913 1930 1931 1913 =%,
1930 1931 (O £°
1931
Imports .o {1847 | 1357 | 117 152 140 142 112 147
Exports .. | 2517 | 1645 | 154 172 7| 124 | 225 204 | 228

“The value of the trade in 1930 and 1931, reduced according to
the level of prices in 1913, indicates in some measure, the changes in
the volume of trade. It will be seen that the fall in the volume of
imports for 1931 as compared with 1930 was 204 per cent.; the fzll
in the volume of exports, on the other hand, was 93 per cent. This
greater fall in the volume of imports was to be expected. If the
value of exports goes down, the value of imports must go down also.
As the prices of exports fell much more than the prices of imports, the
same volume of exports could only buy a much smaller quantity of
imports.  The trade figures of 1931, calculated on the 1930 prices,
indicate the volume of imports and exports as compared with 1930.”
The fall in the volume of imports in 1931 as compared with the corres-
ponding volume in 1930 is heavier than the fall in the volume of
exports in the former year as compared with the volume of the exports
of 1930. This is significant from the economic as well as the political
point of view.

2. Effect of Trade Depression on National Finance—The speech

of the Finance Member supporting”his budget proposals for 1932-33,
was a sad recital of depressing events.  Though the year 1931-32 was
normal as regards agricultural production, Indian exports and imports
had fallen in value to a bare half of what they were two years before.
Exports of merchandise for the first ten months of 1931-32 amounted
to Rs. 134 crores as against Rs. 265 crores for the corresponding period
of the preceding year, and the value of merchandise imported, fell from
Rs. 201 crores to Rs. 105 crores.  The chief contributors to the decline
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shown by these “staggering figures,” were exports of jute and jute
products which fell from Rs. 69 to Rs. 2814 crores and of raw cotton
which fell from Rs. 81 to 2012 crores.  On the import side, cotton
manufactures came down from about Rs. 50 crores to about Rs. 16
crores and sugar registered a fall from Rs. 138 crores to about Rs. 5
crores. In spite of this enormous fall, it is interesting to note, the
favourable balance of trade, inclusive of the movements of treasure,
for the first ten months of 1931-32 amounted to Rs, 71 crores as com-
pared with Rs. 45 crores for the corresponding months of the previous
year.  The abnormal exports of gold which started in September,
were mainly responsible for this phenomenon.  An indication that the
limits of taxation had been reached and that it had begun to yield dimi-
nishing returns, we have the fact that Government collected during the
first ten months of the last financial year, viz., 1931-32, Rs. 29 crores
of import duties on Rs. 105 crores of imports, as compared with about
Rs. 33 crores of duties on Rs. 201 crores of imports for 1929-30.

The scope of our survey does not require us to discuss the provi-
sions of the budget for 1932-33 and we refer to them here to indicate
the general tendency of financial developments, at the close of the decade
of our review.  With the additional taxes authorised in- September,
1931, and with reductions in expenditure undertaken as special measures
of retrenchment, the Finance Member hoped to secure a surplus of a
little'over Rs. 2 crores for 1931-32 and 1932-33 combined. Civil charges
and military expenditure were both to be subjected to cuts and a saving of
about Rs. 8 crores was to be effected; and increases in the yield of taxes
like salt and income-taxes, were expected to offset reductions elsewhere.
No railway contribution was counted on either for 1931-32 or for
1932-33. * The roping in of incomes between Rs. 1,000 and Rs. 2,000
and the surcharge of 124 per cent. and 25 per cent. respectively in the
two years, on all rates of income-tax and supertax, were calculated to
contribute to improvement in revenue.  The position for the two years
is summarised in the following figures:—
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L
_Bupcers For 1931-32 axp 1932-33.
(In Crores of Rupees.)
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Supplementary Budget, Budget,
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Gross Revenue B 1330 1290
Gross Expenditure . 127°8 127-8
Surplus . +52 +2:1

3. Indian Cotton Mill Industry—Analysing the revenue side of
his budget, the Finance Member pointed out how the protective duties
on the imports of piecegoods and sugar, were having a restrictive effect,
which might have been anticipated. ~ With regard to cotton piecegoods,
he said in his budget speech:—*“To-day we cannot reckon on more than
about 900 million yards of imports, as compared with an average of
ahout 1,800 million yards for the post-war period upto 1929, and about
3,200 million yards before the war. It is on the present reduced
quantity that we must rely for collecting duties.  Taking the post-war
vears of normal prosperity and post-war prices, say, 1922-23 to 1928-29,
the average annual amount of import duties collected on cotton piece-
goods was about Rs. 634 crores.  To-day, even with higher duties,
we cannot, on the reduced quantities, reckon on a revenue of more
than Rs. 335 crores.” Government have already referred to the Tariff
Board for enquiry the question of the necessity of continuing the pre-

r—13



98 FINANCES OF THE GOVERNMEXNT OF INDIA CHaAP.

sent amount of protection to the Indian cotton mill industry.  What-
ever the outcome of that enquiry may be, we have to emphasise the
recent heavy reduction in the imports of cotton piecegoods as a striking
illustration of the radical changes in the structure of world economy,
which are responsible for the prevailing crisis. Government appear to
have paid scant attention to the economic and political implications of
that phenomenon and were disposed to minimise their significance.
During the past few vears, the pre-war industrial centres and markets
have undergone important changes, and manufacturing and trade deve-
lopments have taken new turns. The following facts and figures
taken from a useful little publication, “Statistics relating to Production
in the Cotton Piece-Goods Industry,” compiled by the Department of
Commercial Intelligence and Statistics, are extremely suggestive i—

Propucrion oF CrotH IN InpDIan CorroN MiLLs.

Year. Crores of yards. Year., Crores of yards.
J
1913—14 116 192425 197
1915—16 144 1925—26 195
1917—18 161 1926—27 : 226
1919--20 164 1927—28 236
192122 173 1928—29 189
192223 172 1929~ 30 242
1923—24 170 1930—31 256

The conclusions drawn from the above figures, are the following :—
“(a) Production in the cotton mill industry in India has gone on in-
creasing generally during the whole period examined, i.c., from the
beginning of the century upto 1931, (&) From a period of compara-
tively low production between 1921 and 1925 the industry in India has
changed over to one of relatively high production. ~ This is the posi-
tion in the industry at the present moment.  (¢) While textile produc-
tion in other important countries has fallen very considerably during
the last two years the same statement cannot be made regarding India
where the production has actually increased largely during that period.”
It is true that the phenomenal fall in the imports of cotton piecegoods
mav be attributed to the lowered purchasing power of the people, but
it fs undoubted, at the same time, that decrease in imports has heen
counterbalanced by 2 considerable increase in Indian production. Hi.gh
import duties, the abolition of the excise and the increased consumption
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of home-made goods are mainly responsible for the change, which is
also reflected in the comparatively smaller decrease in Japanese imports
as compared with the imports from the United Kingdom.  There is
little prospect of India’s foreign trade in cotton piecegoods reverting
to the old position unless the above factors undergo important modi-
fications.  The result of the impending Tariff Board enquiry, the deci-
sions of the Ottawa and the Round Table Conferences and the trend of
public opinion in and outside the Indian Legislature, will largely deter-
mine the economic and the financial future in regard to this whole
question. An automatic rehabilitation is out of the question.

4, Taxation of Luxuries and Necessaries—Sugar imports into
India averaged about 814 lakhs of tons per annum for a number of
vears but in 1931-32, only a little over one-half of this quantity was
imported and the estimate for 1932-33 did not exceed 5 lakhs of tons.
The decreased imports were not attributed to high prices, induced by
a high scale of customs duties, since the average wholesale price of
sugar did not appreciably rise owing to that cause and was almost steady
for three vears, as may be seen from the following figures:—

AVERAGE WHOLESALE PRICE OF SUGAR.
Rupees per Ton.

192627 . 312 1929--30 = .. ‘ 258
192728 . 289 1930—31 237
192829 | s 193132 l 255

(first half of year). '

)

In support of his conclusion that “it is a falling off in purchasing
power and not any rise in the price of sugar brought about by our in-
creased duties which has mainly affected consumption,” the Finance
Member adduced the fact that whereas for the five years from 1926-27
to 1930-31, the average amount of cash spent on the imports of sugar,
including the duty, averaged about Rs. 23 crores, it was calculated that
for 1931-32 and 1932-33, the corresponding amount would only be
about Rs. 1234 crores and Rs. 1414 crores respectively. With the
increased duty, the consumption of silver was expected to show a similar
decrease.  The policy of tariff protection applied to the Indian sugar
industry, it was calculated, would increase indigenous production by
about 60,000 tons per annum, and as there would be a corresponding
reduction in the imports, public revenues would lose about Rs. 1 crore
annually, In order that Government may recoup loss of revenue thus
entailed, the Finance Member suggested :—“It is also important to
realise that if the Central Government is to have properly balanced
machinery of taxation at its command, it ought to have means, either
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through the income-tax or in other ways, of recovering to itself some
Increase In revenue to counterbalance the loss which may occur in the
revenue from import duties as a result of a protective policy. That is

a point which those who are framing a new federal constitution should
bear in mind.”

While the above articles, which may be classed as comforts and
luxuries in India and to the list of which, liquors, tobacco and motor
cars may be added, showed a decrease in the volume of import and
consumption and in the customs duties levied on them, substantial in-
creases were yielded by taxes on necessaries of life—articles of con-
sumption by the masses; and the Finance Member, therefore, turned
hopefully to them.  For instance, he regarded kerosene as a reserve
since he expected to get from it, in 1931-32, from excise and import
duties combined, nearly Rs. 314 crores as compared with an average
Rs. 234 crores for the years 1928-29 to 1930-31. It was similarly
anticipated that a higher duty on salt had no effect on the consumption,
and the enhancement of 25 per cent. in the duty was expected to yield
over Rs. 114 crores, in addition to the normal revenue at the old rate.
The same consideration applied to betel nuts and spices. From a
review of the comparative consumption of different classes of articles
and yield of taxation accruing from them, illustrated by the figures
quoted. above, the Finance .Member. drew the. conclusion that. *if in
times of emergency he needs to raise extra revenue, then his most sure
and reliable course is to impose slight increases in the taxes which fall
on the masses of the population.” He went on to-observe: —"A few
annas per head from 300 millions is the most effective course, whereas
attempts to extract heavy taxation from a limited class seem almost
to have reached their limit. This is a conclusion which is not likely
to be popular, but all who share in the responsibility for maintaining
the financial position of India must face hard facts.”

S. Why was Pressure of Taxation increased?—This is a revela-
tion of the desperate state of national finance, and the statement not
only lays down an important principle of taxation but makes an interest-
ing declaration of official financial policy and as such, deserves to be
carefully noted. The Finance Member indeed explained that while
he took a heavy toll of the limited earning capacity of the mass of the
population, he had not omitted to levy a substantially large contribu-
tion upon the richer classes, through material increases in the rates of
the income-tax, which yielded even in the times of acute depression, as
much as 1834 crores as compared with an average of about Rs. 16
crores for the five years of comparative prosperity from 1923 to 1928
The implication of the statement that all classes of the population were
subjected to the burden of taxation with impartial severity, is not calcu-
Jated to carry much consolation to people who have to pay more even for
necessaries of life while suffering continuously from an unprecedented
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depression.  Much less can it be a convincing defence of the wisdom
of Government's financial policy of the preceding few years. Govern-
ment’s consciousness of this aspect of the situation is betrayed by the
need the Finance Member felt to enter on an elaborate explanation and
defence of his policy in relation to taxation, in his budget speech of
1932. The question that he asked and attempted to answer, was, why
had Government to increase the pressure of taxation so severely on the
people’  And the answer takes us once more to the consideration of
the comparative merits of the financial administration of the Blackett
period, and affords convincing vindication of the views we have advanced
on that subject in the preceding Chapters.

Government’s income consists of two main sources, w4z, tax
revenue and non-tax receipts, and the pressure of the incidence of
taxation at the close of our decade can be measured by the fact that
“whereas in the comparatively prosperous five vears from 1923-24
to 1927-28 the extent to which the Government had to rely on tax
revenue (less cost of collection) amounted only to an average figure of
about Rs. 6734 crores, we are endeavouring for 1932-33 in a period of
imexampled depression to raise from tax revenue about Rs. 77 crores.”
Government was driven to apply this pressure because the other, uiz.,
the non-tax sources of income, failed it very badly. These last averaged
Rs. 28 crores in the Blackett period, whereas in 1931 and 1932, they
were expected to yield only Rs, 9 crores—a drop of no less than Rs. 19
crores. The following table brings out this contrast:—

- Netr REVENUE AND EXPENDITURE.
(In Crores of Rupees.)

v =7
£o¢d =Ry
Y. e oL 2
v T E8 Other net | Total net g2 ¢ |Surplus(+)
ear. g o2 Revenue. | Revenue. Lo S Defcit (—)
b= o
X ow g oY .
G Y R
é J 28
i
1923—24 .. 60°6 340 1006 983 +2'3
1924—25 .. 67°5 319 99-4 ) 937 +56
1925—26 .. 681 281 962 929 +3:3
1920—27 .. 679 270 950 9270 +2'9
1927—-28 .. 681 191 873 895 —22
1928—29 .. 710 168 885 895 —10
1929—30 .. 717 206 924 921 +02
1930—31 .. 66°S 153 818 934 —115
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- L
g w
Year E § % Other net | Total net é‘_ﬁ § Surplus(+)
) W s Revenue. | Revenue, & ° 2 Deficit (—)
88 ’ $5s
3] ! =
193132,
(Revised) .. 68°9 87 7777 913 —136
193233,
(Budget) .. 769 92 86'2 | 840 +21

6. Results of Ill-adjusted Policy—Apart from the loss of Rs. 9
crores of Provincial contributions, there was deterioration on the three
heads, (a) net revenue from commercial departments, (b) finance
heads, and (c¢) opium receipts.  Then, military charges remained
almost steady in the neighbourhood of Rs. 55 crores whereas the amount
provided for meeting the liability as regards Postal Cash Certificates
increased from Rs. 23 lakhs in 1927-28 to Rs. 22 crores, though the
mean capital outstanding increased from about Rs. 29 crores to about
Rs. 47 crores,  To meet the situation, controllable expenditure, by which
is meant military expenditure and all civil expenditure, other than debt
services, extraordinary expenditure and the cost of tax collection, was
reduced from about Rs. 76 crores, the average of the five years, 1923-
1928, to Rs. 64 crores, and tax revenue, which averaged about Rs. 68
crores, was raised to the neighbourhood of ahout Rs. 77 crores in the
budget for 1932-33.  The Finance Member concluded with respect to
this development that “the need for increasing tax revenue has been
brought upon us not by swollen expenditure but by the tremendous
drop in the returns from the economic activities of the Government and
in the economic productivity of the country on which the revenue from
taxation depends.” When the realities of the situation, as indicated
by the Finance Member, are carefully studied in accordance with his
recommendation, what is the impression left on one’s mind?  Even
after making adequate allowance for the difficulties created by the world
depression, one cannot but feel that the financial administration of
India had not been directed, during and since the close of the Great
War, in full accordance with the economic and other conditions and
needs of the country and that instead of being cautious, it had been too
optimistic and sanguine for the resources of the people. ~V ascillating
between moods of elation and depression, Government’s financial policy
was ever out of touch with the real possibilities and requirements of the
population of the country and it had rarely the good fortune of receivipg
the support of public opinion, with the inevitable result that financial
equilibrium was hard to attain. It need not be repeated that all those
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features of successful financial management on which Government
prided itself in the time of Sir Basil Blackett, disappeared in three years’
time and it reverted to the unsatisfactory condition of the early years
of the last decade.

7. Effects Hlustrated —Look at it from any point of view you
like, and the financial machinery of India appears to be full of instabi-
lity and uncertainty at the moment.  Revenue and expenditure, taxation
and tariffs, currency and exchange, railway finance and public borrow-
ing, all share this characteristic, and solutions of vital questions of
national financial policy are made to hang on the decisions of His
Majesty’s Government, pertaining to the pending constitutional deve-
lopments. In the meanwhile, the Government of India has to carry
on as well as it may.  From the detailed account and illustrative statis-
tics given in this and the preceding Chapters, a sufficiently clear idea
will have heen obtained of the state of India’s finances, in their various
aspects, referred to above, at the close of the decade which we under-
took to survey and of the general trend of events as they are likely to
shape themselves in the near future. It will suffice to mention a few
more facts here.  The total public debt of India or the national interest-
bearing obligations on 31st March, 1932, reached the record figure of
Rs. 1,212 crores and compared with Rs. 1,026 and Rs. 1,136 crores in
1928 and 1930 respectively.  The unproductive debt or the balance of
total interest-bearing obligations not covered by assets, was Rs. 215
crores in 1932, Rs. 177 crores in 1930, Rs. 172 crores in 1928 and
nearly Rs. 205 crores in 1924, the last being the previous record in
the decade.  The net interest charges amounted, in 1932, to over
13 crores as compared with Rs. 11 crores, the average annual figure
for the five years, 1926-27 to 1930-31.  Government’s approximate
borrowing rate, which was 6 per cent. in 1923-24, declined to 434 per
cent. in 1927-28 and rose again to 614 per cent. in 1930-31.  The
halance on account of Postal Cash Certificates stood at Rs. 35 crores
in 1929-30 and it rose to Rs. 4414 crores in 1931-32 and was expected
to increase to Rs. 4914 crores in 1932-33.  The provision out of revenue
for the payment of bonus on the Certificates, amounted to only Rs. 23
lakhs in 1927-28, Rs. 73 lakhs in 1929-30 and to over Rs. 2 crores in
1931-32.  The sums similarly provided on account of appropriation for
Reduction or Avoidance of debt, were Rs. 5 crores for 1927-28,
Rs. 57 crores for 1929-30 and Rs. 6-8 crores for 1931-32.  The balance
of treasury bills in the hands of the public stood at Rs. 55-3 crores on
315t March, 1931 and on the same date in 1932 and was expected to
amount to Rs. 47 -8 crores on 31st March, 1933.  The amount of the
bills in the Paper Currency Reserve, which was onlv Rs. 58 crores on
31st March, 1931, rose to Rs. 492 crores on the same date in 1932, and
no change in that position was anticipated at the close of the next vear.
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8. Exchange and Currency Once More.~The Finance Member
had a good deal to say on the question of currency contraction and ex-
pansion, illustrated by these last figures, in his budget speech in 1932,
Government had been criticised for having contracted currency in order
to support exchange, in 1930-31, to the inconvenience of trade; and
now its policy of currency expansion was also adversely commented on
in 1931-32.  The charge the Government had to meet was that “the
recent expansion of currency is not justified by any rise in rupee prices
and that Government is in effect using the note printing press to meet
its own requirements, thereby causing a dangerous inflationary posi-
tion.”  The Finance Member protested that Government’s currency
policy was not dictated by revenue considerations, and that its difficulty
lay in the fact that it had a dual role to fill and to be the currency
authority as well. It had not, however, expanded currency beyond the
needs of the public, and if it had done so, its effect would undoubtedly
have been reflected in the exchange position, which, as a matter of fact,
had not weakened. The relation between exchange, currency, remittances
to the London treasury, rupee and sterling borrowing and Government's
revenue and capital requirements, is so intimate and the suspicion in
the Indian public mind about the exercise by the Secretary of State for
India, of his overriding authority in matters economic and finan-
cial, is so deep-rooted, that the Government of India cannot expect to
escape adverse criticism of its measures and policy in this connection.
Let us consider what happened in 1931-32.  During the first half of
the year, exchange was very weak, and instead of being able to pur-
chase sterling, Government had to sell sterling to the extent of £14
million, and that amount was found by drawing on the securities in the
reserves, £9 million more being found from the same source for meet-
ing the ordinary requirements of the London treasury. ~ With the sus-
pension of the gold standard in September, 1931, conditions became
favourable and purchases of sterling on a large scale became possible,
these transactions being estimated for the year at 3514 millions.

9. Latest Developments in that Sphere—During a vear and a
half preceding September 1931, revenue continuously fell “short of
actual outgoings, and floating debt had to be resorted to on a large
scale. At the same time, as currency authority, Government had to
draw off the market surplus currency in order to maintain stability of
exchange. This process reacted adversely on the budgetary position.
and according to the Finance Member, “made the deterioration in our
general financial position appear far greater than was really the case”.
With the turn in the wheel of fortune, after September, 1931, improve-
ment in Government’s position as currency authority, had a favourable
influence both on its general financial position and its budgetary equili-
brium. The Finance Member’s comment on this ran: “But we are
really doing no more than recovering a part of the ground that we
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lost last year, and we have not created a singla pie of currency hevond
what the public requires.””  Expansion of currency during 1931-32,
provided Government with net additional funds of Rs. 35 crores and
the contraction in the two preceding years had amounted to Rs. 4314
crores so that in the three ears, taken together, in performing its duty
as currency authority, Government had to lose resources of Rs. 814
crores.  Government was pleased with the beneficial effects of its
policy on its own financial position as well as that of commerce and
industry which received the currency they needed, the bank rate being
reduced from 8 to 6 per cent., at the same time.  As we have repeatedly
observed, such questions of technical management of financial affairs
must he considered not in isolation but in association with larger pro-
blems of national economic policy, e.g., the monetary standard, the
position of gold in our currency system and the development of the
trade and industries of the country.  Sir George Schuster essaved to
take such a view of the abnormal exports of gold from India and
attempted to show how that phenomenon was one phase in a process of
many years and how it was an important incident in the course of
international trade.  Beyond stating that our gold resources were
ample, he had, however, not a word to say about the place of gold in
the monetary system of India, even as recommended by the Hilton
Young Commission. Nor did he declare what Government’s attitude
was to the question of a Reserve Bank when he reiterated that it played
a responsible .and a difficult role as national currency authority, even
after a special Committee had reported upon India’s banking problem,
Financial managers in the Government of India, like that Government,
as a whole, are mere administrators and are not responsible ministers
of State who can formulate and carry out broad national policies. The
Finance Member’s grievance, therefore, that “our critics often speak
as though the interests of Government were somehow different to the
interests of the country in this matter”, has its origin in this defect in
the Government’s position. He is perfectly right when he says that
“the difficulties of Government, either as the authority for revenue and
xpenditure, or as currency authority, react on the public and zice versa”.
But that is the very reason why the public wants to have the power of
guiding and controlling financial affairs so that the interests of Govern-
ment and those of the people may be properly reconciled and safeguarded.
Here we touch the weakest point in the financial organisation and
management of India.

10.  Government's Achievements.—In a narrow sphere and for
the moment, the Finance Member very legitimately expressed satisfac-
tion at the achievements of Government; and they may be recounted in
his own words:—“\What are the signs at present? We are free from
lmmpermv measures of exchange control; exchange is strong; our credit
improved; we have reduced our external obligations and strengthened

F—14
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our reserves, thereby saving the tax-payer interest charges, and improv-
ing the chances for raising fresh capital when this is needed for the
development of the country; the bank rate has come down from & to
6 per cent., and, as a result, all who are engaged in trade and industry
have obtained great relief; while as another result, Govern-
ment securities are rising, a fact, which in its turn is
improving the position of all banks and investors. If any
one fails to see benefit to the public in all these signs he must
be blind indeed.” One would not like to deny to Government the
satisfaction it derived from the improvement which had taken place in
its financial position as a result of the huge gold exports from India
and the large remittances of funds it was possible to make to London.
Things have to adjust themselves somehow, and one has to make the
most of a changing situation. Even the darkest cloud has a silver
lining, and Government, like every one else, must extract comfort out
of such favourable signs as make their appearance on the horizon. The
question of paramount importance for us, however, is, how is the
country going to emerge from the economic and financial storm in which
it is plunged to-day? How is our whole financial system going to be
remodelled in accordance with the country’s requirements and condi-
tions? How are old mistakes going to be avoided and new lines of
policy going to be laid down? The immediate future is too much
shrouded in uncertainty to permit definite answers being given to these
questions though the path of reform and the principles of reconstruc-
tion are clear beyond doubt and have heen indicated in this and the
preceding Chapters.

11.  Ground Covered —Having now reached the end of our
journey, it will be useful if we take a bird’s eye view of the road over
which we have travelled and attempt to catch a glimpse of the prospect
of the near future. Though very tempting, the latter task is extremely
difficult. A review of the developments of the past few years is, how-
ever, calculated to prove helpful in the understanding of conditions as
they prevail at the moment and as they seem likely to shape themselves.
And this work has been facilitated by the procedure we have followed
in the discussion of the problem to which we set our hand. The selec-
tion of the last decade for a study of the events in the history of the
national finances of India, though it may appear arbitrary at first sight,
has a significance of its own. The opening of the decade is a landmark
in the history of Indian finance, first because it introduced an important
change in the organisation of the finances of the country, secondly,
because it synchronised with the inauguration of certain constitutional
reforms, which, though they 'did not materially affect the powers and
the functions of the Central Government, were expected to influence
its financial administration and thirdly, because economic conditions in
the outside world and in India were dominated by the effects of the
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Great War and the hopes and the fears the Peace concluding it, had
aroused on all sides. The close of the period has been equally exciting.
Further constitutional reforms are tantalisingly in sight, and they give
promise of radical changes in financial organisation, though at the
moment, Government and people are pre-occupied with several difficult
problems of a less fundamental nature, which confront them rather
than with what the near future is likely to bring with it. The atmos-
phere of uncertainty and distrust, political and economic in which
national finances are being administered, is most uncongenial to the
success of its management. Then, again, economic and political condi-
tions all the world over and in India itself, are as disturbed as they
could be; and the closing years of the decade have experienced the full
effects of the economic blizard which has swept over the whole world.

12. The Three Periods.—DBetween such ends lies the decade which
we have attempted to study both analytically and synthetically, We
saw that it can be conveniently divided into three well-marked periods
with peculiarities of their own. During the first period, lying between
1921 and 1924, all energies were directed to rescuing the national
finances from the chaos into which they had been thrown by a serious
economic depression that came in the wake of a boom, accompanied by
huge national expenditure, recurring deficits, heavy additions to taxa-
tion and embarrassing exchange fluctuations. Drastic retrenchment in
expenditure and the maintenance of a high level of taxation enabled
Government to balance its budget and to enter in 1924 upon our second .
period which lasted for about six years. The first period indeed opened
in a disturbed atmosphere, but it was an atmosphere surcharged with
cheery hopes of coming economic and financial prosperity. Under the
Meston Settlement, the Central Government was consequently saddled
with the responsibility of building up annual surpluses that would enable
it to remit the Provincial contributions in the course of a few years,
Government of India’s financial policy in the second period was very
largely influenced by the desire to discharge this obligation. The Pro-
vinces, in their own financial difficulties and in their anxiety to achieve
progress promised by the new Reforms, counted on relief from the
onerous contributions and constantly pressed for it. The financial
arrangements under the constitutional reforms were based on high-pitched
expectations about the possibilities of economic progress, which were
not fulfilled. The value of the Montague-Chelmsford Reforms lay,
in the public eye, in the opportunities that would be opened by them for
improvement in social conditions and the betterment of the lot of the
conmumon people.  This required the expenditure of funds which it was
not possible to raise by additional taxation in the popular legislatures.
Those Provinces, therefore, which benefited by the remission of their
contributions, gained at the expense of the general tax-payer; and
people elsewhere, ¢.g., in Bombay and Bengal, had to share in the bur-
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den of high taxation imposed and long maintained by the Central
Government, without participating in the advantage derivable from it.

13. Second Period —We have characterised the second period as
a period of consolidation and improvement in the machinery and the
management of the finances of the country and given the Finance Mem-
ber of the time, Sir Basil Blackett, due credit for the skill and zeal
with which he went about the business of reform.  Separation of
railway finance from the general finances of the country, outlay of
large funds for the extension and improvement of the railways and
irrigation works, reorganisation of public debt on a more systematic
basis, reduction in the burden of interest charges, stabilisation of ex-
change, and the total remission of provisional contributions, are the
principal achievements of the second period. During these years, how-
ever, seeds of the troubles of the third period were unconsciously sown.
Government’s exchange policy in 1920 was an admittedly costly failure,
and the people of India had to pay for it dearly. Insistence of Govern-
ment on adhering to the 18d. ratio in 1927 and persistence
in it in later years, was another mistake whose consequences,
though not quite apparent, have proved, nevertheless, equally
disastrous.  Though it may be argued with a show of fairness that
Government’s policy appeared to be correct in the light of the condi-
tions as they then prevailed and as they promised to remain for some
time, a retrospect of the events of the past few years, must convince
every careful observer that the critics of Government were right. Since
then, the subject of the exchange ratio has been frequently debated in
the Legislature; and particularly owing to the recent disastrous fall in
orices, Government has been pressed to repair its mistake. The pro-
posal about a change in the ratio has been consistently met with the
argument that tampering with it, was calculated to introduce into the
economic and the financial conditions in India a dangerous element of
disturbance and instability, calculated to prove detrimental to the best
interests of the country.  And to-day, the rupee having been divorced
from gold and being linked to sterling, the whole currency system is
surrounded with uncertainty, and another enquiry into it, is called for.

14.  Third Period —Instead of enjoying the apparently rich legacy
left by the second period, the last few years have had to suffer from
the consequences of the over-enthusiasm of that short spell of prosperity.
All the achievements of that period serve to-day as a reminder of the
human weakness of attempting to build hopes about the future on the
narrow and weak foundations of fleeting good luck. We have quoted
statistics from place to place to demonstrate the truth of this observa-
tion. Once more we have had a series of deficit budgets; the public debt
position has deteriorated; Government's borrowing rates have had to
be raised; instead of being reduced, taxation has been increased ; sterling
horrowing has been resorted to frequently; prices have shown an enor-
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mous decline; capital expenditure has been drastically cut down and
the public’s capacity to bear the burden of taxation and to contribute
to State loans, has been exhausted. e appear to have reached a situa-
tion very similar to that of the early years of the decade, and retrench-
ment and drastic re-adjustment seem to be urgently called for. These
facts and conclusions are writ large over the face of the Government
of India’s budget for 1932-33 and the speech the Finance Member
made in explanation of it.

Though, at the moment, the immediate future is shrouded in dark-
ness, it is already clear, even to Government, that the financial machi-
nery of the country needs thorough overhauling. The Provinces are
dissatisfied with their financial position, and with full provincial auto-
nomy, they would like to have a substantial accession of resources to
enable them to carry out their responsibilities. The position of the
Central Government likewise needs strengthening, particularly in view
of the demands of the Provinces and the possibilities of the Indian
States coming into an all-India federation.  This will mean a radical
change in the financial organisation of the country and in the distribu-
tion of resources. These questions are already being discussed in con-
nection with the momentous issues involved in the discussion now pro-
ceeding with respect to constitutional developments. The fate of the
Indian system of national finance, therefore, hangs on the decisions
that may be finally taken in this regard. The country obviously re-
quires that its finances should be organised on a federal basis, with
the Provinces and States occupying their proper positions in the system
and with a central administration responsible to a popularly elected
legislature. There is really small hope of substantial improvement in
India’s finances if the future constitution of the country is allowed to
suffer from the grave defect which makes it impossible to-day for the
executive Government to carry public opinion with it in the measures

it thinks it fit to take in the course of its economic and financial
administration.

15. The Prospect of the near Future—In the process of the re-
adjustment of world economy to changed conditions, this is funda-
mental so far as the problem concerns the future of our financial system.
A mere tinkering with it or superficial changes in the system, will not
serve the purpose. If the different aspects of the organisation of India’s
national finance are separately considered, the urgent need of a thorough
enquiry and of radical alterations in the existing machinery, appears
to be universally recognised. Lven the Government of India has had
a foretaste of what such reorganisation means. The proposed separa-
tion of Burma from India, the constitution of the North-\West Frontier
Province into a Governor’s Province like the old Provinces and the
proposed creation of Sind as a separate Province have raised issues the
importance of which cannot be mistaken. The incorporation of the
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Indian States in an all-India federation, is a step fraught with far-
reaching consequences to India’s finances; and it is essential that funda-
mental principles, to which, attention has been drawn above, should not
be lost sight of in seeking solutions of the various questions which
confront the country at the present moment.

The present level of national expenditure will have to be considered
with reference not only to the functions the Central Government of
the future will be called upon to perform but to the people’s capa-
city to bear the burden of taxation. Temporary cuts have been recently
made in Government expenditure, but the long-standing complaint that
the. Indian administration is too costly for the resources of the people,
will have to be carefully and impartially investigated and the nation’s
expenses will have to be adjusted to its economic condition. This is
a very ticklish question but it will have to be squarely faced in the hest
interests of the country if financial reform is seriously intended.
Indianisation of civil and military services and Parliamentary control
over them, through the Secretary of State for India, are controversial
issues involved in the solution of this problem of reduction of expendi-
ture, but there is no escape from them, and Indian public opinion will
have to be satisfied with respect to them. As regards sources of
revenue, they have developed in a haphazard fashion in recent years.
Taxes were levied and added to in accordance with the exigencies of
the time, and it has not been possible to attend to the recommendations
of the Taxation Enquiry Committee that reported years ago. The
lack of elasticity and the operation of the law of diminishing returns
in the case of certain sources of national income, have once more brought
the question to the forefront. It is doubtful, however, if anything
useful will be done in the direction of re-distribution of the incidence
of taxation until economic conditions show a decisive tendency to
stahilise themselves and the maximum national expenditure the country
can bear, is determined.

In spite of the frequency with which the Indian system of cur-
rency and exchange has been examined and adjusted to changed con-
ditions, it cannot be contended that a fresh enquiry into the existing
circumstances, is superfluious and that what it needs is to be left to
itself. Even in Great Britain, the question of the sterling-gold ratio
will have to be shortly considered and the pound will have to be stabi-
lised at a fixed level. Linking of the rupee to the fluctuating sterling,
is, at best, a temporary expedient, and a mere reversion to the position
as it was before the suspension of the gold standard, when the time is
ripe for it, cannot meet the requirements of the country. The import-
ance that was attached to the question of the rupee-gold exchange in
the discussions of the Round Table Conference, is peculiarly signi-
ficant, and reveals how intimately it is bound up with the economic,
financial and constitutional future of India.
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In matters of the public debt, capital outlay on productive works
and railway finance, Government itself has advocated the necessity of
enquiry, revision and re-adjustment. Provision that has to be made,
out of revenue, for appropriation for “reduction and avoidance of
debt” and the annual contribution to general revenues expected from
State railways, are closely associated, and the examination of the rail-
way convention has been already foreshadowed by Government. The
vital bearing of this question on the state of general national finances,
will be readily admitted, particularly when the proud declarations of
Sir Basil Blackett with respect to Government’s achievements in this
field, are recalled. The employment of foreign capital, sterling borrow-
ing for the purposes of the Indian Government and the mutual finan-
cial relations between India and Great Britain, specially with reference
to Indian debt held in the latter country, are big issues which have been
already raised in this connection; and they will need careful and impar-
tial investigation. Similarly, the fiscal ,problem in relation to the poli-
tical status and the economic conditions and requirements of India is
being discussed, and its tremendous constitutional significance cannot
be exaggerated. The fiscal convention and the proposed adoption by
India of a scheme of Imperial Preference, are matters of vital national
interest from the purely financial as well as the constitutional point of
view. The entry of Indian States into a federation of the Indian nation,
will add to the complexity of the position. It is needless to repeat that
financial readjustment and reform in India are inextricably bound up
with constitutional and political development and cannot be adequately
and satisfactorily dealt with if they are handled as mere technical and
administrative manipulations of the existing order of things. An
intelligent and sympathetic national outlook and a close contact with
and a clear understanding of the conditions and the aspirations of the
Indian people, are an essential requirement of the study and the solution
of the problem of the finances of the country.
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