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PREFACE

The years 1929 and 1939 constitute important landmarks
in the history of the world’s banking development. In 1939
the structure of central as well as commercial banking came
to be profoundly affected by a World War such as history had
never known ; in 1929 their very foundations had béen shaken
by an upheaval hardly less convulsive than a World War.
The pattern of banking developments in the post-depression
and the recent war-period has been so strikingly significant—
both theory and practice tending to drift away from their tradi-
tional moorings—that it is well worth while to recall a few of its
high lights. In the following pages an attempt has been
made to analyse and interpret the main trends in central
and commercial banking in the various countries of the
world during the post-depression and the war-period.
Against this wider international background, the Indian
banking situation has been particularly studied as a piece
in the whole mosaic. The period under review is packed
with such far-reaching banking developments; it has such
a wealth and variety of banking experience ; and the problems
"and the attempts at their solution have been so varied that
it will be profitable to consider carefully the lessons afforded
by them. The various features have been sought to be thrown
into bold relief by contrasting them with banking trends in
the period between World War I and the onset of the depres-
sion. Finally, an attempt has been made to review the banking
problems in the immediate post-war period and indicate -the
lines along which their solution may be reached.
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The materials for the work have been gathered' from
official and authoritative sources as far as possible. I have prin-
cipally depended upon Bank Publications, Government Reports.
and Studies of the League of Nations. A field enquiry

_ through the circulation of a detailed questionnaire has also been
conducted with bankers and government departments. In
this connection I must express my grateful thanks to Sir C. D.
Deshmukh, Governor of the Reserve Bank of India, for making
some useful suggestions. But I have been greatly hampered
in my study of Indian banking by the general reluctance of
the authorities to furnish the necessary information and the
entire non-existence of relevant statistics, while such informa-
tion and statistics are readily available for other countries.
In the circumstances, the comparative study which I
have undertaken has inevitably suffered {from some limita-
tions in its Indian sector. In some cases I have been at
great pains to obtain the necessary data. In some
important respects, relevant banking statistics are poor
or entirely non-existent. A few instances may be men-
tioned here. Statistics relating to the “Average Note” in
circulation, a concept which 1is being recently used with
profit to illustrate the international trend in the composition
of note circulation, and the percentage of note circulation to
the national income are not readily available for our country.
I have attempted to calculate the “Average Note” from
the available data. But official figures for the national income
do not exist and hence the relationship which the note cir-
culation bears to it can not be examined. Again, figures
relating to the proportion of government debt absorbed by
the banking system and even its distribution between the
central and commercial banks and those relating to ligquid
asset holdings of businesses and individuals are available for a
number of countries abroad but the relevant statistics are
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not ébtainable for India. Instances Teed not be multiplied.
The Reserve Bank of India has a department of statistics but
the statistical material published by it is not only meagre
but also several years in arrears. It is scarcely necessary to

point out that there is plenty of scope for improvement in
this direction.

TaeE UNIVERSITY 1

SARO] KUMAR BASU
Calcutta, 27th April, 1946 J
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CHAPTER 1

CENTRAL BANKING THROUGH DEPRESSION
AND IN WAR-TIME

INTRODUCTORY

It would be misleading to suggest that Central Banking
to-day has reached a settled and final status. As a
recent writer has well observed, it is in most of its branches
a relatively new art and is still in a process of development
and extension.t Throughout the nineteenth century down to
the outbreak of the First World War in 1914, the principles
of central banking had been slowly but steadily evolving
themselves. In the period intervening between that War and
the Great Depression, most of these principles carefully built up
during the past years came to be gradually modified in practice
and even deliberately discarded. The “plea” put forward was
the stress of emergent conditions.® It is in the post-depression
period, however, that by far the most remarkable departures were
made from the position as understood in the pre-war or even the
immediate post-war period. The theory and practice of central

1 A.F. W. Plumtre, Central Banking in the British Dominions p. 14.
2 Parker Willis, Theory and Practice of Central Banking with special
reference to the Federal Reserve System p. 56.
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banking showed a most +fimistakable trend to drift away from
the traditional moorings. The evolution of central banking was
still far from complete. The Second World War brought about
hardly less striking changes. At the present moment it is
not at all possible to predict what the ultimate phase of central
*banking would be. Central banking is still in a state of forma-
tion and flux. Ideas regarding its proper functions have differ-
ed widely from time to time and even from place to place. Its
methods have varied according as it has operated in one type of
monéy market or another,—in a broad and well-organised
money matket like that of London or New York ; in subsidiary
money markets like those of Berlin, Paris and Amsterdam; or
finally in narrow or ill-organised matkets like those of the
Argentine, India and the Dominions. Its organization, instru-
ments and objectives have been shaped from time to time by
upheavals in the political or economic world, such as revolutions,
war and peace, booms and depressions. Its development has
been influenced to no small extent by human elements in the
shape of its executive personnel. At one time central banking
was identified with Bank of England banking ; and the Bank of
England was copied in the statutes of central banks elsewhere
down to its minutest rules and practices, regardless of the
peculiar conditions of their money markets and oblivious of the
fact that some of these rules and laws themselves had become,
as Mr. Butlin has aptly remarked, “irrelevant anachronisms”
even in England.® The Bank of England itself in 1944, to quote
Sir John Clapham, was further from 1914 than 1914 was from
1844 and in some important ways further from 1914 than 1914

1 Inreviewing Mr. Plumptre’s book in the Economic Record December
1940 p. 286
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was from 1714.* It is being increasirf&l‘y recognised to-day that
Central Banking is not necessarily identical with Bank of England
banking. There is no universal technique of central banking but
a special problem in every clime and perhaps for every time.

The pattern of central banking development in the post-
depression and the recent war period has been so strikingly sig-
nificant that it is well worth while to recall a few of its high
lights. There was a persistent belief until the present time that
the developments in central banking that were taking place
since the end of the War of 1914 were a temporary aberration
and a resumption of old principles and practices would ultimate-
ly follow. But to-day after the War of 1939-45 there is hardly
any ground for believing that the current trends would be
reversed. Central Banking to-day is standing, as it were, at the
cross roads and the signposts unmistakably point further ahead.
There is no question of retracing its steps backwards. In the
following pages an attempt is being made to stress some of the
more important trends in central banking during the last de-
pression and the war which has just ended and draw lessons, if
any, from its experiences during the two periods.

II

The ten years preceding the outbreak of the War in 1939
witnessed a spectacular growth of central banking, As many as
fourteen new central banks were created in countries which had
none before, and there was hardly any civilised country which
was not yet equipped with a central bank. Brazil, Venezula and

1 Sir John Clapham, The Bank of England. A4 History, Vol II p 411
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the Irish Free State wereéfhe notable exceptions but even in the
case of all these countries, the establishment of new central
banks was under consideration. In the first two countries draft
bills had already been presented to the legislatures® while in
the case of the third the Banking Commission of 1938 recom-
‘mended the conversion of the existing Currency Commission
into a full-fledged central bank.®* By the law of September 9,
1939 the Central Bank of Venezula was established and it began
operations in October 1940.° The legislation establishing the
Central Bank of Ireland was passed on November 4, 1942 and
the new Bank superseded the Currency Commission on January
1, 1943.* The National Bank of Nicaragua was reorganised by
virtue of a law of October 26, 1940, as a’Central Bank.

A new spate of central banking activity was to be witnessed
in war-time, as one country after another was brought under
German military occupation. When Yugoslavia fell to Germany,
it was at once partitioned into Serbia (under German military
occupation) and an “independent state” of Croatia. The
National Bank of Yugoslavia was liquidated and in its place two
new central banks were created, one in Croatia and another in
Serbia. By a decree of the Chief of the “Independent State” a
State Bank was established in Croatia on May 10th, 1941. But
its statutes were not published till May 4th, 1943. In “Serbia,”
a “‘Serbian National Bank” was established by the German
Military Commander on May 29th, 1941.°  Earlier, the
Bratislava branch of the National Bank of Czechoslovakia had
been changed into a “National Bank of Slovakia” on April 4th,
1939 in the form of a joint-stock company with a share capital

1 Money and Banking (League of Nations) 1987-88 Vol II p 89, p 210.
2 Report of the Irish Danking Commission, 1988,
3 Money and Banking (League of Nations) 194042, p 196.

4 Federal Reserve DBulletin February 1948, p. 122.

& Twelfth Annual Report of the Bank for International Settlements p. 204,
Also Money and Banking (League of Nations) 1942-44 p. 220.
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of 100 million francs of which 40 millisnhs were taken up by a
German banking group and 51 mlllions by the Slovak
government."

A careful examination of the statutes of the central banks
created in the period between the depression and the War of
1939 is particularly revealing. Most remarkable departures will®
be found to have been made from the orthodox prescriptions
drawn up before the War of 1914 or even in the period imme-
diately following it. This is true not only of the new central
banking legislation but also of the amendments made in the
period under review to the statutes of a number of old estab-
lished banks. The years 1929 and 1939 constitute, indeed,
important landmarks in the history of central banking develop-
ment.

The structure of central banking came to be profoundly
affected by the Great Depression. The developments in the years
after the depression, no doubt, were partly its outcome but it
would be misleadlng to suggest that they were wholly the
product of an emergency situation.? Indeed some of the most
important trends had already been observed in the post-war
years ; they were merely accentuated in the years after the
depression. The new legislations, therefore, reflect currents of
ideas which had steadily gathered force. In many respects they
were the result of experience garnered by central bankers over a
series of years. Changes had been rapidly taking place in the
economic organisation—in the methods of financing domestic
and foreign business. Possibly to keep themselves abreast of
the times and to equip themselves properly for their task, the

1 Money and Banking (League of Nations) 1942-44 p 108. The German

held capital was repatriated in the beginning of 1844.
2 Sixth Annual Report of the Bank for International Settlements (1985-6) p 56.
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central banks were passi'sjg through a new phase of evolution.*
The effects of the world war which has just ended have been
no less remarkable and far-reaching changes have again been
brought about in the laws and practices of central banks.
These changes have been associated principally with the
‘following developments: first, the pressure on government
finances arising out of the enormous cost of modern warfare;
secondly, the urge for liquidity; and thirdly, increased need of
foreign payments for imports and other expenditures abroad.?
The rumblings of a revolutionary change could be heard again.

111

LEGAL COVER RATIOS OF CENTRAL BANKS:

One of the most striking trends in recent central banking
legislation is the reduction of the legal cover ratio with a view
to introducing greater elasticity in the employment of primary
reserves. In the years immediately after World War I, the
reserve ratio fetish had been greatly extended and during the
decade 1922-32 there was a general tendency not only to raise
the legal reserve requirements of central banks to 407, or even
more but also to include sight liabilities in the calculation.

Gold and foreign exchange reserves of central banks have
a two-fold function. One may be described as the" cover func-
tion"” and the other as the “international currency function’.
The former helps to ‘“‘support” national currency and credit
structures. The latter provides the international currency

1 Ninth Annual Report of the Bank for International Settlements—
{1988-39) p 119.

2 Tenth Annual Report of the Bank for International Settlements (1939-40)
p- 1092.
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which is needed as a “butfer stock” to meet discrepancies in the
ccuntry’s international balance of payments. The gold and
foreign exchange which the law requires the central bank of a
country to hold as “cover” against its domestic currency, clearly,

can not be available at the same time for use as international’
currency. For the settlements of its foreign indebtedness, only*

the excess over and above the legal cover will be available for
use. In the event of emergencies, therefore, legal minimum
reserves are useless and for all practical purposes immobilised
and frozen. The effect of legal reserve requirements, it has
been rightly pointed out, has been to withhold a certain amount
of gold and foreign exchange from the “international currency”
function and to set it aside for an altogether different use,
namely, the “‘cover function.”* Whenever central banks are
asked by law 1o increase their cover ratios, their position is not
necessarily strengthened. Except in the case of a major
cataclysm like that of a war, the public are practically in-
different to the question of the cover of bank notes: while in
the event of such an upheaval even a cent per cent cover would
not be able to sustain confidence in the notes. A legal
“backing” of gold and foreign exchange adds little to the
strength of a note currency in ordinary times.

Moreover, in an attempt to build up the large cover reserve,
the central bank is often unable to provide an adequate reserve
of international currency. It has already been noted that the
Surplus above the legal cover is the amount available for
meeting a deficit in the country’s balance of international pay-
ments. In practice_the whole of this surplus even is not

1 Imternational Currency Experimce‘(Les.gue of Nations) p. 95.
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frequently  available, A ‘‘cushion” so to speak is generally
provided by the central banks above the legal minimum lest the
law should have to be infringed. With a reserve ratio of 407,
for instance, the cushion may be another 5or 77, This cushion
will tend to be virtually as immobilised as the legal minimum
‘itself. It is the surplus reserve, therefore, which strengthens
the position of the central banks, but the surplus reserves of
central banks in the pre-depression périod were, as Keynes put
it, “uncomfortably small”." The entire amount of gold held as a
statutory reserve and even a portion of the surplus held as a
cuslnon were a dead asset and, in the picturesque language of
a recent writer, mxg,ht \amsh into thin air or lie at the bottom
oithe sea without any consequence, provxded no one knew.?
Howevér Baradomcal it may appear, the more strictly and con-
servatively the gold reserves of a central bank are sought to be
regulated by law, the weaker does it grow.® In other words,
the soundness of the position of a central bank depends not so
much on its “cover” reserve as on its international “‘currency”
reserve.
The _size of the central banks' _international . currency

e e iy

reserves is governeclﬂb_y_dth_rge;w important factors—the need for
thgy, the_desire to hold them and the power to qulg_ them up.
The “need” refers to the possible range of fluctuations of the
country’s balance of payments. Agricultural exporting countries
like India, Brazil and the Argentine would obviously need
relatively large reserves owing to wide fluctuations of their
balance of payments. But, being poor, they have been unwilling

or unable to hold an adequate amount. The relation between the

1 J. M. Keynes, Treatise on Moneg Vol. II p 271
2 A.D. Gayer, Monetary Policy and Economic Stabilisation pp 84-85.
8 J. M. Keynes, Treatise on Money Vol. II p 272.
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international reserves and domestic dssets of central banks
during the pre-and post-depression periods provides an interest-
ing line of stucdy. According to the so called rules of the gold
standard game there ought to be a positive correlation between
the international and domestic assets, the movements of the two
being parallel and concurrent. But as a mdtter of fact during’
most of the period 1922—1938 the correlation is found to have
been negative, international and domestic assets having moved
in the opposite rather than in the same direction. This inverse
correlation was particularly in evidence during 1925—1928, the
vears of the restoration of the gold standard, and was the out-
come, as in England, of a systematic policy of neutralization on
the part of the central banks. In some cases, however, the
negative correlation was due to the “inaction” rather than the
deliberate “action” of central banks. In some other cases, as in
Germany, Czechoslovakia, Austria and Bulgaria during 1924-29,
it was due to what has been called “equilibrating” capital move-
ments. Inafew cases, as in France, the neutralization was not the
result of a positive central banking policy but of “a whole range of
social, political and fiscal contingencies.”* Bulgaria furnishes a
unique case in the sense that it provides an instance of positive
correlation over a subsequent period of seven years (1929—1935).
The extreme unwillingness of the monetary authorities to part
with gold is a probable explanation of their determination to
reduce domestic assets and deflate credit concurrently with the
loss of gold.

In contrast with the trend towards negative correlation of
the pre-depression period, an actual increase in the {requency of

1 International Currency Expericnce (League of Nations) 1944 pp. 68-80.
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positive correlation is to be witnessed after 1933, particularly in
1936. But this reversal of the trend could hardly be intepreted
as a swing back to the rules of the gold standard game. In most
of the cases the relatively greater frequency was due to an increase
-in both classes of assets, domestic and international. Monetary
‘authorities took steps to promote recovery {rom the depression
just at the time when the world’s supply of gold was increasing.
This led to the simultaneous expansion of the two classes of the
assets, But in 1938 there was hardly any case of a reduction
in the international currency reserves of central banks not being
neutralized by an increase in their domestic assets.* Asa result
of the recession, a large number of countries e.g. India, Australia,
New Zealand, Peru, Sweden and the Argentine etc. experienced
an unfavourable balance of payments and a consequent diminu-
tion in their external reserves. But this fall (in gold and
foreign exchange reserves) was offset by an increase in the
domestic assets (securities, discounts and loans) of the central
banks concerned. Most of these countries were agricultural—
exporting countries and it will be interesting to examine the
manner in which the neutralization was brought about in some
of them.

In the case of the Commonwealth Bank of Australia when
during the recession of 1937-38, its foreign exchange reserve
was reduced, domestic assets equivalent to double the amount
of the decline were acquired. Such offsetting also took place in
some other countries, as will be evident {from the table given
below :*

1 International Currency Ezperience (League of Nations) 1944 p. 84.
2 Ibid Appendix IV p. 237 '
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Change in interna- Change in domestic
tional assets as- nasets as percentage
percentage of total of total interna-
1938 international and tional and domestic
domestic assets. assets.
Australia —1"1 + 21
Peru —63 +17°5
Switzerland —07 + 56
Sweden —26 + 66

But such neatralization in most of these countries was one-
sided as it was achieved in only one phase of the business cycle.
Perhaps it was ineviiable in poor agricultural countries. The
Argentine in sharp contrast offers a remarkable example of a
complete “‘cyclical neutralization” policy in both the boom and
recession phases of the trade cycle. The inflow of {oreign funds in
the export boom of 1936-37 was sterilised through the sale of
treasury bonds and certificates while the outflow of gold in the
slump of 1937-38 was similarly neutralized by repurchasing some
of the treasury bonds sold before with the result that the
expansion and contraction in domestic credit were slight
relatively to the changes in the balance of payments.*

In 1936 the Reserve Bank of India's gold reserves
amounted to Rs. 444,000,000 and its foreign assets
totalled Rs. 840,000,000; while its domestic assets were
Rs. 307,000,000. In 1938 the gold reserve remained unchanged
but the foreign assets declined to Rs. 606,000,000 while the
domestic assets increased to Rs. 470,000,000, as is evident

1 International Currency Ezperience p. 85.
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from the table given below.! Owingto an export boom in
1936-37 India’s active merchandise balance of trade had
increased to Rs. 77,13 lakhs from Rs. 29,86 lakhs in 1935-36.
In 1937-38, the position deteriorated considerably and there
was a passive visible balance of accounts in the first three
‘months of 1938. The exchange began to fall and the Reserve
Bank had to part with considerable amounts of its sterling
securities in the Issue Department in an attempt to maintain the
rupee-sterling ratio. But the deflationary effect of the loss of
sterling reserves was offset by a lowering of the reserve ratio
(ratio of “A” to liabilities). As Dr. B. N. Ganguli has shown,
the contraction of the total note circulation was not as great as
it otherwise would have been, as the percentage of “A” to note
issue was allowed to fall. Indeed during May 27—]July 22, 1938
contraction to the extent of Rs. 13,28,93,000 was avoided
through a lowering of this ratio from 57°19% to 53'61%.2

Reserve Bank of India® (000,000 Rs.)
Total domestic  Total gold Total foreign

assets. assets.
1935 328 444 842
1936 307 444 840
1937 356 444 830
1938 470 444 606

The Reserve Bank of India's acquisition of foreign ex-
change is found to have increased during June 1935 to March
1937. During the same period its holdings of domestic securities
are {found to have declined.

1 Money and Banking (1939/40) Vol I Table II p. 88.

2 B. N. Ganguli, Whither Rupee? pp 30-38.

3 Money and Banking 1936/37—1939/40 Vol.I (League of Nations)
p- 130. . 88.
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Reserve Bank of India®

Govt. of India Foreign

Securities. Exchange.
April 5 1935 481 605
June 1935 445 715
Sept. 1935 309 820
Dec. 1935 308 836
Mar. 1936 295 904
June 1936 294 841
Sept. 1936 290 742
Dec. 1936 297 839
Mar. 1937 300 1058

But it will be misleading to suggest from these meagre data
that the Reserve Bank deliberately pursued a policy of
cyclical neutralization comparable in nature and extent to that
of the Argentine Central Bank.

Opinion had been rapidly gaining ground in the early years
of the Depression that the statutory reserves should be substan-
tially reduced, if gold were to be used with full efficiency under
a reformed international gold standard. It was {rankly recog-
nised that a lowering of the percentage from 407, to 33%, or
even below it, would release a great deal of gold for active
employment, enlarging the operative reserves by that amount.
“The whole system of defined ratios,” observed the Gold
Delegation Committee, “has proved itself in the light of the
special circumstances of post-war years to be too rigid and
inadaptable......we are of the opinion that it would be advan-
tageous to reduce the reserve ratios from their present level."®

1 Money and Banking Vol II (Commercial Banks) 1936/37 p. 91.
2 Report of the Gold Delegation Committee (League of Nations) p. 53.
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The Minority Group of the Gold Delegation went further
and suggested that the legal regulation of percentage reserves
should be abolished.

Then came the Monetary and Economic Conference of
London in 1933. The qx@rgggpi recommengdation of the Con-

ference was that in order to 1mprove the working of a future
gold standarq_greater Cl&Sthlty should be 1mparted to the legal

Wa"s_—r'lmo permlt the bulldmg up of a larger superstructune of
notes and credits but to strengthen the position of central banks
by increasing their free reserves. This recommendation gave
.concrete expression to a principle which had been gaining
ground even before the Conference met. Experience had
-shown that even the country which possessed the largest stocks
of gold, the United States, had twice found that the legal pro-
visions were too inelastic in a period of sudden movements.
The statutes of a number of central banks had already been
amended so as to make provision for a lower legal ratio. In
August, 1932, the Austrian National Bank had reduced its
minimum legal ratio from 247, to 20%. In Poland the minimum
legal ratio against notes and other sight labilities which had
been 40%, of gold and {oreign exchange had been reduced under
the new provisions of February, 1933 to 30% of gold alone
-against notes and other liabilities in excess of 100 million zloty.?
'Since 1933 the tendency for central banks to adopt a lower
legal ratio is unmistakable. Not only have the statutes of
several old established central banks been amended to provide

1 Minority Report of the Gold Delegation Committee p. 71.

2 Annual Report of the Bank for International Settlements, 1936.

8 Third Annual Report of the Bank for International Settlements
{1932-33), p. 10.
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for a reduced ratio but the newer central banks have increasing-
1y adopted it at the outset. Under the Law of February, 1934,
the National Bank of Czecho-slovakia adopted a 25% gold cover
against sight liabilities in place of a 30% cover in gold and
foreign exchange which existed in 1930 and which would have
risen on the basis of the old graduated scale to 357 in 1935.*
‘When the Bank of Canada was established by Act of Parlia-
ment in 1934, a minimum statutory reserve ratio of only 257 was
adopted. By a decree of January 15, 1935, the reserve require-
ments of the National Bank of Yugoslavia which stood at 257
gold and 35% gold and foreign exchange were reduced to 207,
and 25% respectively.®* As a result of the amendment of the
statutes of the Bank of Danzig on 1st May, 1935, the legal
minimum of gold and foreign exchange to be held against notes
and other dues and liabilities was reduced from 407, to 30%.
According to the decree of 13th January, 1936, the legal mini-
mum cover in the case of the National Bank of Bulgaria was
changed from 3337 to 257 Under the original statutes of the
Latvian Bank (Art. 13) the Bank was obliged to secure by gold
or stable and sure foreign currencies at least 507, of the note
circulation, if the total circulation did not exceed 100 million
lats* In May, 1936, the minimum cover was reduced to 30% %
In terms of the provisions of the Act of July 12, 1907 (Art, 7,
paras 1-3) the National Bank in Copenhagen was required to
keep a metallic reserve cqual to 50% of the nominal value of
the notes in circulation. This reserve might consist of domcstic
legal tender gold coins, foreign gold coins and gold bullion.®
Under Sec. 10 of the New National Bank of Denmark Act,

1 Money and Banking (League of Nations) (1937-88), Vol. I, p. 89.

2 Federal Reserve Bulletin, July, 1936, p. 542.

r3 Sizth Annual Report of the Bank for International Settlements

(1930?6)’131}1'13;“:‘01: on Gold (League of Nations), 1930, Table III, pp. 18, 97.

& Federal Reserve Bulletin, July, 1936, pp. 544-45. Also Seventh Annual

Report of the Bank for International Settlements (1936-87).
6 Tegislation on Gold (League of Nations), 1930, p. 70.
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it was laid down that the gold fund should cover 257 of the total
active note circulation.® According to the Hungarian Monetary
Legislation of 1924, the minimum cover of the National Bank
was to rise to 287, in 1934, But such an increase was then
considered to be untimely and it was decided to continue the
"older ratio for a further period of four years. When a reform
of the central bank was effected by the Law of July 14, 1938,
the minimum gold and foreign reserve was fixed at 257, of
notes and other demand liabilities (excepting those to the
government).? Some of these countries reducing their legal
cover ratios were debtor countries who sought to obtain some
relief {rom the strain imposed by the depression on their balance
of payments by utilising a portion of their cover reserves. There
was not only a tendency to reduce the statutory reserves but
even a marked trend of opinion against the very principle of
reserve requirements. Both the Macmillan Committee and the
Australian Banking Commission (1937) favoured the adoption
of the system of note regulation known as the abso solute maxi-
mum” method prevalent in France till 1928. The Reichsbank of
Germany and the Bank of Italy suspended their legul reserve
requirements altogether m beptembel 1932 and ]uly 1933
respectxvely

The trend of opinion in {favour of abolition of legal reserves

was in close correspondence with the trend of fact. The supply
of domestic money was hardly influenced by the statutory
reserve ratios. It will be recalled that the practice of neutrali-
zation was widespread and persistent not only in the pre-
:‘depression but also in the post-depression period. The effect

1 “The National Bank of Denmark Act’—Federal Reserve Bulletin July
1936 p. 538,

2 Money and Banking 1938-39 (League of Nations) Vol II p. 102.

8 Ibid 1987-38 Vol I p. 89.
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of such neutralization must have been to weaken the link
between international currency reserves and national currency
and credit, if not to snap it altogether.

The need {or imparting greater elasticity into the reserve
requirements of central banks became urgent in wartime not
only for allowing increased lending to governments but also
for releasing gold and exchange reserves for making foreign
payments without a contraction of note circulation or banker’s
cash. Accordingly the statutes of almost all European central
banks came to be modified on the outbreak of the War in 1939
or shortly afterwards. In many instances the legal cover ratios
were relaxed or abolished altogether. In Germany, Italy and
Greece they had been abolished even before the War. In 1940
the ratio was suspended in Canada. In the case not only of the
newly created central banks but also in several of the older banks
in German occupied Europe, a most significant development was
to frame (or amend as the case may be) the regulations in such a
manner as to include Reichsmarks in the primary reserves against
the note issue. As an instance of the former, the Serbian National
Bank may be mentioned. The Reichsmark had come to occupy
such a predominant position in the European foreign exchanges
and central banks had adopted so wide-spread a practice of
granting advances against clearing balances that the original re-
serve provisions of a number of central banks had to be modified.
The Roumanian, Bulgarian and Nederlandsche central banks
are cases in point. Sweden attempted to provide elasticity by
inrcluding gold held abroad and by revaluation. The_stock of
gold in the reserves of many {en banks had been so

1 Eleventh Annual Report of the B. 1. S. 194041 p. 176.
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depleted and the note circulation had been growing at such a
tremendous ‘pace tlnt changes in cover provisions had perforce
to be ‘made. In Belgium where the gold holding had become
so negligible as to constitute a mere fictitious reserve, the
reserve provisions were suspended until further notice by a
decree of the German military commander in March 1942. In
countries having the fiduciary method of note regulation, the
legal limits were raised from time to time. In England the limit
was raised from £300 million to £580 million on the outbreak
of the war and the entire gold holding of the Bank was
transferred to the Exchange Equalisation Account. There
were thirteen subsequent increases which brought the fiduciary
issue to £1250 million in December 1934, The fiduciary
limit has to-day ceased to possess its original significance.
Formerly an approach to the limit was the signal for credit
restriction and higher money rates as the necessary
correctives. To-day the limit is exceeded whenever necessary.
The negllglble gold holdfng of the Bank of England also
demonstrated that reserve requxrements could be altered
w1;h ease without adverse _effects on the state of confidence.
During 1944 the reserve provisions of the National Bank
of Slovakia were relaxed and in the case of the National Bank
of Belgium the reserve requirements were suspended to enable
the Bank to use its gold stock for reconstruction purposes. But
the case which has attracted the greatest measure of attention
is that of the Federal Reserve Ratio. Under the F.R. Act
of 1913, a reserve of 407, in gold against notes and 35% in
lawful money against deposits was provided, with a graduated

1 World Economic Survey 1942/44 p. 208
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tax on reserve deficiencies. In 1933, the  existing reserve
requirements were permittedto be suspended without tax penalty.
In 1934 with the transfer of gold to the Treasury, gold certificates
came to be substituted for gold at the Reserve Banks. In 1942
Federal Government securities were allowed to be utilised in
place of gold for the “duration”. For convenience the Reserve
Banks show a combined ratio of reserves (almost entirely gold
certificates) against the total of notes and deposits. Ever since
the peak of 9087, was reached at the end of December 1940
and maintained till December 1941, the Federal Reserve ratio
has been declining continuously and even precipitately, as will
be evident from the table given below.

TasLE *

Federal Reserve Ratio.

1939 December  86.7 1944 March 616
1940 " 90,8 1944 June 56’3
1941 "” 908 1944 September 529
1942 " 763 1944 December 490
1943 - 62°6

The precipitous decline of the ratio from a high of 90’8 in
1940 t0 49°0 in 1944 caused a great deal of concern in many
.quarters. Although it was still well over the legal minimum, it
was perilously near the critical line, and it was believed that the
market in government securities would collapse, as on two occa-
sions before, when the reserve ratio had sunk close to the legal
minimum, once in 1920 at the peak of the boom and again
in 1933 {or a few days. The declining ratio is to be found in the
fact that upon the Reserve system chiefly has {allen the burden

1 Tourteenth Annual Report of the B.L.S. p 178.
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of financing the gigantic war. It has resulted in the creation of
an enormous quantity of new money in the hands of the public
in the form of deposits and currency. This monetary expan-
sion—to be precise, its nature rather than its total amount—
has been the principal cause of the falling reserve ratio.* The
expansion of currency was spectacular. Prior to 1941 a
continuous flow of gold had been replenishing the reserves of
the member banks {rom which they could meet the heavy
demand for currency. With the falling off in the gold inflow
during that year, the reserves of the member banks declined.
From 1942 onwards, therefore, the Reserve System has had to
shoulder the task of furnishing funds to the banks.* Several
methods were suggested {rom time to time to alleviate the
problem of the declining reserve ratio. But it was apparent
that most of them were temporary and inadequate solutions.
The real remedy lay in a reduction by statute of the reserve
requirements. By an Act of Congress, June 12, 1945, the
reserve requirements of the Federal Reserve Banks were
reduced to a uniform minimum of 257, in gold certificates
against Federal Reserve notes in circulation and deposit
liabilities.® -

In the cases of the war-time revisions of cover provisions
as in those of the post-depression period, the trend of ideas has
been to regard gold and foreign exchange holdings as a reserve
against payments abroad and to discard gold as an “internal”
reserve strengthening notes in circulation. Perhaps the greatest
damage to the prestige of gold as constituting internal reserve
was caused by the changed situations in England where the notes

1 Federal Reserve Bulletin March 1945 p 215.
3 The Economist, August 19, 1944, pp. 250-51.
8 Federal Reserve Bulletin July, 1945.
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have come to be backed by an insignificant reserve of gold and
in the U.S.A. where they are covered not by gold but by gold
certificates . . But the popular notion of an “internal reserve”
of gold for imparting strength to a central bank’s note issue dies
hard and in some quarters a belief in the utility of sucha
reserve is still entertained. It is interesting to note in this
connection how a central bank has found an “elegant,” though
perhaps an unorthodox, solution to the problem of internal
reserves. For some years in Persia the crown jewels have been
used to reinforce the metallic backing of the note issue and the
jewels are being exhibited in show cases where the public may
see them and be inspired with confidence. *

It must, however, be pointed out that the revisions of cover
provisions that took place in wartime can not in all cases be
regarded as measures of monetary reform. In many instances
they were measures of war economy. But one fact emerges
as of outstanding importance. ( The recent modifications.
of central bank statutes have taken this familiar pattern : the
cover requirements have been adapted to the increased note
circulation, instead of the circulation being adapted to the
legal requirements.? This is a definite break with traditional
practice and law) A most interesting reversal of the current
trend is to be witnessed in the new South African Reserve
Bank Act of May 10th, 1944. The Reserve Bank would be
under obligation to redeem its notes in gold, and an internal re-
serve of gold would be nesessary for the purpose of redemption. ®

Ip——the.-background of this pronounced trend towards a

lowermg of the reserve ratio, it will be interesting to examine

[——

1 Thirteenth Annual Report of the B.I.S. p. 302.

3 Twelfth Annual Report of the B.I.S. p. 205.

8 Fourteenth Annual Report of the B.I.S. p. 271. Also DMoney and
Banking (League of Nations) 1942-44 pp. 190-91.
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-whether the_ Reserve Bank of India has considered a reduction
of its minimum gold cover. Sec. 33 (2) of the Reserve Bank Act
of 1934 provides that no less than two-fifths of the total assets
of the Issue Department should consist of gold coin, gold bullion
or sterling securities, the amount of gold coin and bullion being
not less than Rs. 40 crores in value. The assets of the Issue
Department have been divided into two classes—' A ’ consisting
of gold coin and bullion and sterling securities and ‘B’
consisting of rupee coin, Government of India rupee securities
and bills of exchange and other commercial paper. This gives
us a ratio of ‘A’ to liabilities amounting to 407, Some element of
flexibility has been sought to be imparted to the statutory
reserve ratio by including sterling securities but there is the
minimum gold provision ; and the ratio of 407, ; may reasonably
be considered to have been unduly high in the Post depresswn
perxod A lowering of the ratio ‘would not only have given
greater élasticity to the reserve but would also have helped to
counteract, if necessary, a deflationary tendency.) The importance
of this aspect of the question has been clearly revealed in recent
years. It will be recalled when the Reserve Bank's attempt to
maintain the sagging rupee-sterling ratio led to a depletion of
the sterling reserves, its deflationary effect could be offset to a
considerable extent by reducing the ratio of * A’ to liabilities.
It was allowed to fall to a figure which was still nearly 107
above the legal minimum.* This afforded some scope for
avoiding contraction and even for expansion of note issue. But
that scope may be considered to be much too limited for
‘fnitiating an expansionist policy. In any attempt to injtiate

1 B. N. Gangunli, Whither Rupee?, p. 30.
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recovery of our country f from the effects of the recession, the
first "Step certainly was the provision of cheap and abundant
bank c”e‘aif"' This could not possibly be achxev_qd in a_system
where tﬁe central bank was constantly hhmperéil by_an anxiety
to mamtam large prescnbed reserves. ‘/If the legal reserve ratio
"could then be lowered from 40/ to 25 or 307, the scope for
expansion would have been considerably widened. .-

It may be pointed out in this connection that a revaluation
of the gold stocks of the Indian Reserve Bank might also have
afforded a wide scope for expansion.*” An examination of post-
depression central banking legislation discloses that greater
elasticity in the employment of the primary reserves was sought
to be imparted not only through a reduction of the legal cover
ratio but also through a revaluation of the existing gold holdings.
The United States was the first country to revalue the central
gold holdings in January, 1934. The American precedent was
steadily followed by an ever-increasing number of countries.
The National Bank”of Austria followed immediately. The
National Bank of Belgium revalued its gold reserves in the
next year, When the gold bloc ceased to exist in 1936, Italy,
Switzerland and France decided to revalue. The gold and
foreign exchange holdings of the National Bank of Hungary
were revalued by an amendment of its statutes in 1938. In the
same year legislation was introduced in Finland with a view to
revaluing the gold holdings of the Bank of Finland. The Eesti
Bank revalued in March, 1939.*  In the face of this remarkable
trend towards revaluation of gold holdings by central banks
throughout the world, the Bank of England which had continued

1 Ninth Annual Report of the Bank for International Settlements (1938-39),
pp, 69-70.
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to value its gold reserves at the old statutory price of 85s. per
ounce reconsidered her position in 1939.

The Currency and Bank Notes Amendment Act of 1939,
which came into effect on February 28, 1939, provided for a
revaluation of the assets of the Issue Department. According
to Sec. 2 (1) of the Act, “the agsets held in the Issue Depart-
ment shall be valued on the day on which the Act comes into
operation and thereafter once in each week.” * The Bank’s
return for March 1, 1939, revealed the incorporation of the
provisions of the Act. The_ gold reserves which stood at
£126°4 million on 22nd February, 1939, at the old price were
written up to nearly £221 million on the basis of 148s. 5d.
per fine ounce. Not only did a large number of countries
other than those mentioned above revalue their gold holdings
in recent years, such as the Argentine, Japan, Lalvia, Roumania
and Netherlands (March 1, 1940), but some of those cited
above revalued for the third or even the {fourth time (e.g.,
France).

The legislations relating to revaluation of. gold reserves
have, as Mr. Robertson has pointed out, increased to_an
important extent the wide powers of manceuvre already possess-
ed by the monetary authorities.” The Reserve Bank of India,
however, took no steps to revalue its gold stocks aifer the
manner of its confrercs in other countries. meg., to its failure

to revalue its gold reserves, the Reserve B'mk came

to be accused of bemg a party to deﬂatlonary tact ctics. In ‘many

quarters ; there was an insistent demand in the pre-war years
for a mild measure of inflation through the revaluation of gold.’ '8

1 Federal Reserve Bulletin April, 1939, p. 271.

2 D. H. Robertson’s Article in the Lloyds Bank Monthly Review May,
1939—*British Monetary Policy."

3 8ee Manu Bubedar’s Article “Financial Injustice to India’ in the
Indian Finance, February 24, 1940, p. 425.
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v

WAR-TIME INCREASE IN NOTE CIRCULATION

An almost universal feature of war-time central banking
has been a spectacular increase in its note circulation. This’
trend towards the expansion of note currency is to be wit-
nessed even before the outbreak of the War in 1939, It was
greatly accentuated after the outbreak and continued unabated
throughout the course of the war. As regards the pre-war
rise in note circulation, “higher amounts paid as wages and
spent on consumption goods, larger amounts carried as cash
by the individuals or held as reserves by commercial banks
and other institutions, and an increase of hoarding affected
perhaps by the new rates on deposits were among the most
important general {actors.””* With the approach of the War,
the central banks came to participate more and more in the
direct and indirect financing of their governments and the
demands for, liquidity on the part of the public also rapidly
increased. 4‘he violent impact of the war brought about a sharp
‘rise in note circulation. But the circumstances which led to
this rise in the months immediately {following the outbreak of
hostilities were not identical in all countries and should be
careully distinguished. In one group of countries, such as
the United Kingdom, Germany,the U.S.A and Japan, the
rise was merely a part of the general monetary expansion
caunsed by actual or prospective &ar expenditure accompanied
by increasing prices and turn-over. But in a large number

1 Eleventh Annual Report of the B,I.S. p. 181.
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of countries, such as Belgium, Norway, Egypt, Finland,
Sweden, Roumania etc. the rise in note circulation took
place not as the result of a change in the aggregate money
supply but of a change in its composition. } It was the outcome
of conversion of bank deposits into cash. This propensity
‘to convert bank deposits into cash was due to various
special factors such as evacuation of families tending to
increase the number of separate cash holdings, wave of retail
buying for purposes of hoarding, mobilisation of armed forces
etc. This demand for cash liquidity, however, subsided in some
countries after the first shock of the impact was over. In
Canada, Hungary and S. Africa the note circulation remained
unchanged between October 1939 and ]anu:&y 1940.

In war-time the following additional factors were respon-
sible for the increase in note circulation “The increase of
payrolls as a result of higher wages in the armament industries,
prolonged working hours, and the mobilisation of fresh labour
forces required more currency ; while soldiers were usually
paid in notes and family allowances gave rise to many small
payments : cash holdings of individual households increased
further and the velocity of circulation was generally slowed
down in trade and business circles by transport difficulties and
the curtailment of banking {acilities.”2

In some countries special {actors have been in operation.
The acquisition of new territories by Germany and the pay-
ments of wages to millions of foreign workers tended to
increase the note circulation of the Reichsbank in the earlier

1 World Economic Survey 193941 p. 20.
2 Twelfth Annual Report of the B.I.S. p. 208.
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years of the war. Like territorial changes, troop move-
meyts were an important factor making for an incyease. The
peculiar method of war financing adopted in"India served
to cause a phenomenal increase in the note circulation of the
Indian Reserve Bank.) The note circulation of the Bank
of France rose owing to the increase of special advances
to cover the costs of occupation. In England tax-evasion
and increased black market dealings, in addition to the
general factors, caused the sharp rise in the closing years of
the war.

The increase in the note issue of central banks was brought
about in different countries in different ways. In several cases.
the increase was brought about by the simple conversion
of large amounts of cash held in the form of deposits already
owned by private credit institutions. The basis of the increase
in note circulation was provided in many instances by ﬁx’creasing
the 'gorrowing facilities available to governments from central
banks, as in France and Germany. In yet other cases the basis.
was furnished by leaving the amount of gold reserves to the
discretion of central banks or by including gold held abroad in
the primary cover of the note circulation, as in Sweden in 1940.
Lastly, the i@(raluation of the gold holdings of central
banks provided the basis as in France, Netherlands and
Yugoslavia.

The general expansion of note circulation will be evident
from the table given below. Indices based on the average note:
circulation in the first six months of 1939 are available and will
be found in the table :—*

1 Tenth Annual Report of the Bank for International Settlements.
8 FKourteenth Annual Report of the B.I.S. p 272.
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(Indexes of Note Circulations)

1939 1940 1941 1942 1943 1944 (Sept)
U. K 112 126 154 189 223 237
Grmany 147 174 237 295 399 498
France 127 185 226 321 419 538
Canada 122 169 223 313 393 449
New Zealand 125 134 160 200 245 246

India 124 128 181 305 444 497
Australia 119 142 177 258 345 413
US.A. 111 127 163 225 298 345

Roumania 130 172 258 314 428 566

It will be intersting to notice that thie increase in the
circulation has varied from 312,422,0007 in Greece to 237
in Uruguay. At the top of the inflation spiral will be found
Greece and unoccupied China ; India,’ Iran and cduntries of
S. E. Europe fall within the range of a 500 to 10007 increase
followed by Germany. Australia, Canada and the U. S. A.
come next while the United Kingdom occupies/the lower
end of the scale® A number of factors like taxation and
borrowing from genuine savings plus a well organised
commercial banking system served to hold in check aa
inflationary increase in England while the “huge expenditure
incurred by India on behalf of the Allies especially after the
entry of Japan into the war in December 1941 caused the
circulation to reach such a high figure. The note circulation has
continued to increase in India still in 1944-45 but the rate of
expansion has been declining since 1943-44. The rate of

1 World Economic Survey (1942-24) pp. 205-207.
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increase fell to 237 in 1944-45 as against 377 in 1943-44
-and 697 in 1942-43 which was the highest rate of rise In
most cases the highest rate of increase of note circulation was.
reached about mid-1940 from which point a decline set in.
At the end of 1941 most curves were again rising.?

Composition of Note Circulation :

A striking feature of this increase in note circulation has.
been a shift in the denominational pattern of the notes in circu-
lation. In England, Australia, the U. S. A, “India and in
several other countries, notes of h\ghe{denommahons expanded
relatively to those of lower denominations. In the U. S, A,
the notes of higher denominations comprising of 50 dollars
to 10,000 dollars increased by 45 p.c. in 1943 and 39 p.c. in
1944 ; while those of the smaller denominations comprising
of one dollar to 20 dollars increased by 30 per cent and 19-
per cent respectively.| The 20-dollar note had shown the
greatest percentage increase compared with other denomina-
tions in 1941 but its place was taken in 1943 by the 50-dollar
and 100-dollar notes. i In Australia, denominations of £10
and £5 notes increased during 1939-44 by nearly eight and
six times respectively as agamst a fourfold expansion in the
total note circulation. §In Indxa, the proportion of Rs. 100

and Rs. 1,000 notes to total notes issued increased from 32.1
per cent and 5.9 per cent in 1939 to 34.9 per cent and 10.9
per cent in 1943. These two denominations together comprised
48 per cent in 1944 as against 46 per cent in 1943 and 38
per cent in 1939. §jRs. 5 and Rs. 10 denominations dropped

1 Report on Currency and Finance 1944-45. Reserve Bank of India
p. 85.
8 Twelfth Annual Report of the B.L.S. p. 219.
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from 61 per cent in 1939 to 53 per cent in 1943 and 51 per
cent in 1944, There has been an astonishing increase in
the circulation of 1,000 rupee notes. From Rs. 13,79 lakhs in
1939, the circulation rose to Rs. 90,99 lakhs in 1943 and
Rs. 100,93 lakhs in 1944.%

Notes of larger donominations in many countries have
been generally used as means of payment in “black market”
and other illegal transactions. Such notes are also hoarded
to avoid payment of income and excess profit taxes. With a
view to preventing “black market” transactions, evasion of
taxation and breaches of exchange control, steps have already
been taken in some of these countries tbo call in notes of
larger denominations and deprive them of their legal status.
As early as April 1943, the issue of notes of £10 and upwards
was discontinued in England. From 1st May 1945, outstanding
notes of such denominations have ceased to be legal tender.
In the Netherlands, the steps taken by the German military
authority in occupation were of a more drastic character. In
March 1943, all notes of the denominations of 500 guilder and
1,000 guilder were withdrawn and demonetised. The holders
of such notes received, on surrendering, their equivalent in
lower denomination notes only when taxes due from them
were paid and careful enquiries were made into their position.
It is interesting to notice that 730 million guilder out of a
total of 870 millions in large notes outstanding were surren-
dered, 140 millions or nearly 16 per cent of the total not
being tendered for exchange at all? The presumption must
be that the holders did not dare to surrender them as they

1 Report on Currency and Finance, Reserve Bank of India 1944-45
p. 86 p. 95.

3 World Economic Survey (League of Nations) 194244 p. 209, Also
Thirteenth Annual Report of the B.1.8. pp. 810-311.
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“must have been obtained through “black market” transactions
or were being hoarded to evade taxation.

Demonctisation of High Denomination Notes in India :

On January 12, 1946 the Government of India passed the
“High Denomination Bank Notes Demonetisation Ordinance,”
depriving notes of the value of Rs. 500, Rs. 1,000 and Rs. 10,000
of their legal tender character. As Sir Archibald Rowlands
subsequently stated in the Central Assembly, the principal
objects of the Demonetisation Ordinance were infer alia to strike
at the blackmarketers, to rope in the tax dodgers, to deprive
public servants, who had betrayed their trust, of some of their
ill-gotten gains and to bring under control a potential threat to
a sound monetary system.*® The Demonetisation Ordinance
was preceded by another ordinance, the Bank Notes (Declara-
tion of Holdings) Ordinance, which was promulgated earlier
on the same day. This ordinance was intended to help the
Government to form an estimate of the amount of notes of
denominations of Rs. 100/- and above held by the banks
relatively to the total circulation.

As regards the exchange of the “high denomination” notes,
the Demonetisation Ordinance prescribed an elaborate proce-
dure so as to reveal the nature of the transaction through
which the holder had obtained them. Every owner of a high
denomination bank note desiring to tender it for exchange
would have to sign a declaration form as prescribed by Sec. 6
of the ordinance. He would have to furnish in this form parti-
culars regarding his name, status, address, the amount of his

1 Replying to Mr. Manu Subedar in the Legislative Assembly.
The Statesman February 22, 1946.
2 Press Note issued by the Government of India dated 12 January 1946.
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salary, if he was a salaried person, the nature and place of his
business, profession or vocation etc, Reasons would also have
to be given why the amount was kept in the form of high deno-
mination notes rather than in bank deposits or securities.*

The activities in the black market and attempts at evasion
of income tax and E. P. T. have been widespread in the
country. It has been estimated that about Rs. 600 to Rs. 700
crores constitute the amount of ‘“black money” earned during
the last five years. Of this a large part, estimated at Rs. 300
crores, is believed to be held as "working capital of the black
market, most of which is held in the form of Rs. 1000 notes.? A
portion of the remainder had no doubt been -already converted
into gold, diamonds and real property but a part was certainly
being hoarded in the form of high denomination notes. The
ordinance will strike against the working capital as well as the
cash hoards of the black market and thereby tighten the ring
round it. Enormous amounts must have also been held in the
form of such high denomination notes to evade the taxation
authorites. It would no longer be possible to conceal the
holdings from the income tax department and the taxdodgers
would be brought to book at once. The Government have
taken a step in the right direction and the ordinance should be
welcomed. Indeed, it has been long overdue. '

Immediately on the promulgation of the ordinances, the
confusion and panic in the markets were very great. In the
initial bewilderment there was an apprehension in many quar-
ters that in a country where the banking habit was developing
slowly and where the people were just beginning to regard

1 Bec. 6 (2) of Ordinance III of 1946.
2 The Eastern Economist, Januray 18, 1946 p. 90.
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paper money not only as a medium of exchange but also as a

store of value, the effect of the ordinances would be to under-

mine their confidence in the currency system altogether. But

this ' contention can be dismissed at once when it is remem-

bered that Rs. 100 notes were reported to be selling at a
premium in Calcutta, Bombay and elsewhere. The subsequent.
easy and almost automatic conversion of the notes across
the counter by the Reserve Bank must have repaired any
damage that might have been caused to public confidence.

But there is another question on which there has been
considerable loose talk. Will the effect of the Demonetisation
Ordinance be deflationary in any way ? There is a feeling
that it will be so, for a large proportion of the “high denomina-
tion” notes may not be surrendered for exchange at all. Their
holders would prefer to keep them and lose, rather than invite
trouble by tendering them {or exchange. The income-tax
authorities, again, would at once pounce upon those who surren-
dered ; and a large amount of excess purchasing power could be
mopped up through taxation of undisclosed incomes and profits.
But to what extent the result will be deflationary will depend
upon a number of {actors. In the first place, a great deal will
depend not only on the proportion of high denomination notes
which will not be seeking exchange but on their proportion
to the total notes in circulation and even to the aggregate liquid
funds in the economy. } In the second place, attention will have
to be paid to the fact whether further expansion of the currency
is simultaneously taking place or not. | In the third place, it
should be remembered that purchasing power embodied in the



T RECENT BANKING DEVELOPMENTS

hoarded notes had, in any case, been immobilised.i The
holders would not have spent them upon ordinary consumption
goods at all. If they were spent, they would have been used to
purchase land, bullion, jewellery etc. It may be contended
that the notes would have come out of their hoards into the
market in the long run, if the ordinances were not passed. But
we are not concerned with the long period effects. In the
long run the problem of inflation in its present acute form may
notexist at all. On the contrary, now that the ordinances have
been enacted, a large portion of these notes will come out of
their hoards and be presented for exchange cither by their
rightful owners directly or by their "holdgrs" smuggling them
through devious routes. To meet this demand {for exchange,
the issues of lower denomination notes may have to be increas-
ed. There will thus be hardly any contraction in the total
volume of currency but merely a change in its composition. In
the circumstances, the immediate effect of the Demonetisation
Ordinance will be far from deflationary. The prices of land,
bullion, diamonds etc. will rise immediately for there will be a
flight from the high denomination notes into such goods. The
prices of consumer goods may also rise for a large amount of
postponable purchases would now be made as a result of the
ordinances. But for the ordinances the high- denomination
notes would not have been converted at all, at least for the
present, and purchasing power embodied in them would have
remained practically frozen. In the language of the Econo-
mists’ Manifesto, monetary hoards that were previously dormant
would now be made active.

1 Indian Economists’ Second Manifesto on Indian Financial and Cur-

rency Policy 4th February, 1946. 1he Eastern Fconomist February 15,
146 p. 276.
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As regards the proportion of the high denomination notes
actually surrendered for exchange hitherto, the Finance Member
revealed in the Central Assembly that the value of such notes
in circulation on January 11, 1946, the day before the promulga-
tion of the ordinances, was about Rs. 143,97,00,000. The total
value of the notes exchanged between January 12 and January 26
on the basis of the latest available figures was Rs. 19&?2,30,500.
On February 22, in reply to Mr. Manu Subedar he observed
that the amount so exchanged had by that time risen to about
Rs. 117,55,00,000." In other words 7067 of the total was
surrendered upto 26 January and 8_1_6], upto 22 February. In
quantitative terms, notes of the value of Rs. 26,42,00,000 have
not been surrendered for exchange and may be taken at the
worst to be the maximum amount which may not seek conver-
sion at all. As agains! this, it may be pointed out that the total
note issue of the Reserve Bank which stood at Rs. 10,39,58
lakhs on 12 January 1946 rose to Rs. 12,47,73 lakhs on January
25.) There has no doubt been a small contraction of the total
notes issued since, as will be evident from the figures of Rs.
12,4576 lakhs on February 1 and Rs. 12,41,83 lakhs
on February 15. But the deposits of the scheduled banks
have been increasing all the time as the following table will
show :*

[In lakhs of Rupees.]
4th Jan. 46.  25th Jan. 46. Ist Feb. 46.
Demand liabilities 681,31 703,18 709,10
Time liabilities 279,13 286,58 289,83

1 Sir Archibald Rowlands in reply to Mr. R. V. Reddiar and Mr. Manu
Subedar in the Central Assembly. The Statesman 13th February, 1946 and
The dwrita Bazar Patrika 23rd February, 1946

2 Reserve Bank of India’s 1 eekly Returns.
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In the background of the still increasing bank deposits and the
already existing enormous amount of inflation, the small con-
traction of currency that has taken place and the little more
that may take place in the near future, owing to some of the
high denomination notes not being surrendered at all or owing
to the absorption of some funds through taxation, will not be
quantitatively very important. Any talk of deflation due to the
demonetisation ordinances is ridiculous in the face of the enor-
mous mass of liquid purchasing power now existing in the
economy of the country which, it has been estimated, totals
more than Rs. 2,500 crores.*

The ordinances have been aptly characterised as a “key
move” on the part of the government, deserving public support
and sympathy. But in some quarters an attempt has been
made to discover a sinister move behind them. It has been
argued that the demonetisation of the high denomination notes
is an attempt on the part of the government not only to
accelerate the pace of deflation but also to scale down India's
sterling balances. The deflation, runs the argument, is necessary
to set free a substantial portion of sterling securities which
stand as a cover for the rupee currency, so that the same might
be written off in the long run.* The argument is ingenious but
highly misleading. Even if the motive of the government were
so sinister, the Bank Notes Ordinances would be entirely un-
necessary for the purpose of contracting the rupee currency in
arder that sterling securities might be safely written off. Three
reasons may be adduced :

(1) Sec. 33 (2) of the Reserve Bank of India Act, 1934,

1 The Eastern Economist January 18, 1946 p. 92.
* Cp. Statement issued by the President, Eastern Chamber of Commerce.
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provides that not less than two~/ﬁfths of the total assets of the
Issue Department should consist of gold coin, gold bullion or
sterling securities, the amount of gold coin and bullion being not
less than Rs. 40 crores in value. That is, the ratio of ‘A’ (gold
coin and bullion and sterling securities) to liabilities should not
be less than 40 per centp On the 30th March 1945, the per-
centage of gold and sterling securities to total notes issued stood
Zat 9343 and was not below 91 per cent throughout the year
1944-45. The percentage is well above the statutory limit and
a considerable amount of sterling securities could indeed be
written off before the statutory ratio was approached near
enough.

(2) The gold holding of the Reserve Bank is still valued
at the old statutory price of Rs. 21-3-10p. per tola which is far
below the market prices of gold. While a large number of
countries have in recent years re-valued their gold reserves,
India has not yet done so. A re-valuation of our gold reserves
at the ruling prices of gold would more than provide an ade-
quate cover for our note issue, even if a large portion of our
sterling balances were liquidated or repudiated.

(3) Lastly, it will be recalled that ever since the last
depression there has been a remarkable tendency for the legal
cover ratios of central banks to be reduced much below 40%.
Not only have the statutory reserves been reduced but there is
a defnite trend of opinion against the very principle of reserve
requirements. In the light of recent developments in theory
and practice, a 407, ratio may indeed be regarded as unduly
high and may safely be reduced to 307 or even 25%. If the
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.sterling balances are partly written off and as a consequence the
ratio of ‘A’ to liabilities tends to approach the critical line, the
remedy may be sought in the alteration of the statutory ratio
itself. In that case the ratio will be brought in line with that
prevailing in a large number of countries to-day.

It is fully realised that the pangs of deflation are sometimes
more painful than the processes of inflation. But the infla-
tionary forces have been so strong in the country and are still
going unchecked in such a manner that far more drastic
measures would be necessary to curb them. If the government
are really disposed towards effecting an immediate and com-
pulsory deflation, the Belgian experiment may be recommended
for their guidance. Between April 1940 and September 1944
the volume of bank notes and deposits had increased there
threefold. To bring the Belgian price level in line with the
Anglo-Saxon price levels, the Finance Member took the unpre-
cedented step of sterilising the greater part of the volume of

money by withdrawal and blocking.® All notes of the value of
100 francs and above had to be surrendered in exchange for
new ones. Any balance above 2000 francs due to a person was
"to be credited to a blocked account. Simultaneously all bank
deposits were to be blocked except for 107 of the depositor’s
balance. Of the balance 407, was to be released gradually and
the remaining 607, was to be blocked indefinitely.”

The initial effect of the experiment was to paralyse all sorts
of transactions. But the experiment does not necessarily stand
condemned by developments in Belgium. In the face of a
terrible shortage, the “provisional” government was not strong

.

1 The Statist. International Banking Section November 25, 1944 p. 6
2 World Economic Survey 1942-44 p. 209.
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enough to force down prices immediately. From the theoretical
stand point, the experiment is hardly unsound. The crux of the
whole matter is whether it is practicable. If the Government
of - India could enforce their co-ercive measures against the
producers and dealers and if the bitter pill could in some manner
be “sugared” for - the average man, there is no reason why the
prices could not be forced down. Those who principally
patronise the black market by paying its “fancy” prices will
wake up one morning to find that they are left with a few
hundreds out of a few hundred thousands they had possessed
the day before.*

The Concept of the “Average Nole™ :

To illustrate the shift in the denominational pattern of the
notes in circulation, the method that has been adopted by
the Reserve Bank of India is to calculate the value of the notes
of each denomination as a percentage of the total circulation in
each particular year. The table given below is taken {from the
Bank’s Reporl on Currency and Finance :

Percentage to gross circulation of all notes
“except Rs. 10,000.%

Re. 1. Rs. 2. Re.5. Ras.10. Rs. 20. Ra. 30. Rs. 100. Rs. 500. Rs. 1,000

1939 1 — 194 419 — 4 321 2 59
1940 1T — 183 406 — 2 334 1T 73
1941 1T — 183 397 — 2 333 T 83
1942 — — 183 374 — 1T 348 T 93
1943 — 7 171 363 — — 349 ‘1 109
104 — 10 148 361 — — 380 — 101

*. The substance of this section was published in the form of two articles
by me in The Natioralist, January 15 and 21, 1946. ,

1 Statement XL Report on Currency and Finance, Reserve Bank of India
1944-45 p. 140 [Rs. 10,000 notes are mainly used by banks for making
large adjusting payments.



40 RECENT BANKING DEVELOPMENTS

But this method is not quite satisfactory. It is much too
complicated and does not make international comparisons
possible. A simple and more recent approach to the question
is to be found in the concept of the “average note in circula-
tion" which is being used to illustrate this international trend

"in the composition of note circulation. The “average note” is
the quotient obtained when the aggregate value of all notes in
circulation is divided by the total number of notes issued. On
the base 1933-38=100, an index of the average note has been
constructed. It can be shoiwn that there has been an almost
universal increase in the value of the average note outstanding,
indicating a general shift in the centre of gravity towards the
larger denominations.

Value of the Average Note in circulation
Average note (all denominations)

France U.S.A. Denmark Hungary Sweden Switzerland Holland
1939 224 66 21°0 349 262 64'5 3273
1940 199 69 221 311 265 655 308
1941 215 73 220 337 26°6 647 335
1942 248 80 229 407 274 642 333
1943 265 88 250 47°2 29°1 629 266

Average note adjusted (omitting small denominations)
1939 281 135 24’5 349 312 823 323
1940 283 133 258 359 3273 838 308
1941 330 134 266 376 324 838 335
1942 379 135 276 410 334 86'4 333
1943 394 1473 295 47°4 355 878 266

1 Fourteenth Annual Report of the B.I.S.p 288. (The values are ex-
pressed in terms of national currencies).
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1939

Index of Average Noté adjusted ( 1933-38=100 )
122 104 117 116 118 103

1940 128 107 123 120 119 105

1941
1942
1943

given in the following table.

144 107 127 125 119 104
165 108 132 137 123 108
172 114 141 158 131 109

102
97
105
105
84

The value of the “average note" is not to be found in the
published statistics of the Reserve Bank of India. We have
calculated the value of the average note in circulation in
India from the data available in the Amnnwual Reports on Currency
and Finance. The value of the average note (all denominations)
and of that adjusted (omitting the smaller denominations) is

line with the war-time international trend in this respect.

(Yea

Value of the Average Note in circulation® [In Rs. ]
Average Note (all denominations).

r ended 31st December)
1939 . 11770 1942 . 1279
1940 w1221 1943 e 1286
1941 e 12738 1944 . 1327

Average Note adjusted (omitting Re. 1 to Rs. 5

denominations).
1939 17 1942 19
1940 e 18 1943 e 20
1941 18 1944 21

The trend will be found to be in

*The values have been calculated by the writer from the statistics relat-
ing to circulation of notes by denominations in every year.
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The effect of the withdrawals of large notes through the
ordinances will be reflected in a decline of the value of the
average note as it has been in the case of Holland where the
value declined from 33 to 27 florins.

«Bank Decposils vs. Bank Noles :

Apart from the changing composition of note issues,
another phenomenon of great significance accompanying the
expansion of note circulation is that although bank deposits
have shown an upward trend in war-time, they have every-
where declined in importance as compared with note circu-
lations. For a number of countries the percentage of bank
deposits to note circulations will be found to have declined.
This decline though temporarily reversed as in the U. K. and
the U.S.A. in 1940 is the continuation of a longer trend to be
noticed even in ths post-depression period.

Bank deposits ( Big Banks only ) as a percentage
of note circulations.”

152;?5371 US.A Germany Finland IFrance Swed
1935 455 320 151 505 34 294
1936 431 315 118 453 32 282
1937 402 500 115 414 32 265
1938 386 308 89 +42 3 262
1939 384 316 6Y 229 28 204
1940 391 318 77 214 28 194
1941 379 260 71 180 28 192
1942 336 217 H6 162 24 171
1943 319 196 57 172 22 174

3 Fourteenth Annual Report of the B.1.S. p. 290.
2 Twelfth and Fourtcenth Reports of the B.1.8. p 213 & p 298.
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The table given below reveals thek same declining trend
in the case of India :

Deposits (Scheduled Banks) as a percentage
of note circulations.”

1935-36  134'4 1938-39 1304 1942.43 799

1936-37 1307 1939-40 1170 1943-44 77°1

1937-38 1299 1941-42 1113 1944-45 804

The comparison between the rate of increase of note
circulation and demand deposits of scheduled and non-

scheduled banks in India is brought out in the following
table :*

Nole circulation

Percentage  August Sept. Sept. Sept. Sept. Sept. March
monthly rate 1939 1940 1941 1942 1943 1944 1945
of increase 22 20 70 %5 20 26
Demand deposits

( Scheduled and

non-scheduled banks)

Percentage monthly

rate of increase 12 26 43 38 24 —04
This war-time shift from deposits to notes is most remark- .

able as it has shown itself not only in countries where notes

constitute the principal means of payment as in India, France,

Belgium, Roumania etc. but also in countries where bank

money constitutes by far the more predominant portion of

current money as in England, Canada, the U.S.A. and Australia.

* (Calculated from the data given in the Report on Currency and Finance,
Reserve Bank of India 1944.45.

1 Report on Currency and Iinance. Reserve Bank of India 1944-45 p 98.
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“The factors responsible for this change in the composition
‘of total money supply are different in different countries. The
general factors which tended to increase the war-time demand
for note currency have already been indicated. The special
factors which have tended to increase the percentage of notes
to deposits in the total volume of money are the growth in
employment and in the share of the national income going
to the lower and middle income groups, who have typically
made little use of bank accounts. These have been particularly
important in the countries "where deposits constitute by
far the greater part of the total volume of money as in the
U.S.A, England and Canada. The decline in interest rates
which compelled banks not only to reduce deposit rates but also
to make service charges, hoardings of currency due to fear
and nervousness and the desire to conceal black market
transactions have also supplied the motive power to hold cash
rather than bank deposits.*

Comparison of Note Circulation with National Incomes :

A third striking feature of the war-time increase of note
circulation is that the percentage of the note circulation to
the national income has tended to rise, especially after 1941
as will be evident from the table given below.?

Note circulations as percentage of national income.
U.K. Canada Sweden U.S.A.  Switzerland

1939 102 63 97 100 217
1940 97 70 119 102 238
1941 95 78 112 1011 224
1942 106 80 113 107 230
1943 118 93 119 12'1 265

1 World Economic Survey (League of Nations) 1941-42 pp 127-28,
2 Fourteenth Annual Report af the B.1.S. p 281.
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But in none of these countries is the rise so pronounced as.
to preclude the possibility of speaking of a relative stability
in the proportion of note circulation to national income.

The Fourteenth Re}ort of the B.LS. has made an attempt
to bring out the trend in the relation between note circulation
and national income over the period 1920-45 in the course
of a graph. A definite uniformity in this trend is observable
in the case of a large number of countries. The graph reveals
falling curves in the 1920's, signifying that national incomes
were increasing faster than note circulations, sharp rises in
the early 1930's, when national incomes decreased without a
corresponding change in the note circulation ; a subsequent
decline lasting till about the outbreak of the war in 1939,
as national incomes increased once again more rapidly than
note circulation ; and lastly, an upward trend {rom this point.
This .pronounced war-period rise of the curves is of the
greatest significance because it occurred just at the time when
national incomes were rapidly expanding. It indicates an
even more rapid expansion of note circulation.®

The relation between note circulation and national income
in India is most difficult to find for there are no reliable
statistics of national income for our country.

1 Jbid p. 288,
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v

RELATIONSHIP BETWEEN THE STATE
AND CENTRAL BANKS

Perhaps the most revolutionary feature of recent central
banking development is the altered relationship between the
state and the central bank. This tendency stands in marked
contrast with that of the period before World War—or imme-
diately after it, when a great deal of emphasis was placed upon
the desirability of maintaining and strengthening the political
independence of central banks. There was hardly any other
principle of central banking which was so much stressed as
this freedom from state control and ownership. It was clearly
expressed in the resolutions adopted at the Brussels Conference
of 1920 and the Genoa Conference of 1922. It was embodied
in the statutes of most of the central banks established or
reorganised during the period of reconstrucfion after the first
Great War.

The history of the relationship between the state and
central banks makes an interesting study. That history reflects
the gradual rise and subsequent decline of the doctrine of laissez-
faire. After the principles of the laissez-faire philosophy had
been applied to the economic sphere, they came to dominate
several aspects of central banking unti] they pervaded the whole
field of it by the middle of the nineteenth century. An inevi-
table corollary of the principle of laissez-faire was that if there
was to be a central bank at all, it should be politically indepen-
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dent. The history of the Bank of England well illustrates the.
growth of this faith and philosophy. The improvident minis-
tries of the day courted as much the rich Old Lady of Thread-
needle Street as the Lady herself sought their favours. The
former were in quest of loans and the latter, of advantages at
the time of the renewal of the charter. From these relation-
ships between the Government and the Bank, certain incidents
were carefully picked out to demonstrate an inherent incompe-
tence of governments in the sphere of currency and credit
control. This, it was argued, led to the irresistible conclusion that
the central bank should be independent of government.® This
trend of thought continued to develop till the outbreak of the
War of 1914-18. In the vears after that war this habit of thought
gathered considerable force under the belief that the war had
exhibited in extreme terms the dangers of state control and
state direction of central banking.® Then “the tide strongly set
against granting the state power to interfere with the function-
ing of a central bank”, and almost all the central banks that
were established in the post-war period were made by statute
free from government control and ownership of capital. The
exposition of conservative central banking theory has stressed
this political independence of central banks as one of its primary
tenets.”

In more recent yecars it has come to be increasingly recog-
nised that governmental competence in currency and credit
regulation has been underestimated while that of the central
bank has been exaggerated. Instances of currency mis-
mangement and abuse by governments in the past have becn

1 American Economic Review Supplement March 1944 Art. by, K. R.
Bopp p 262.

2 Parker Wills Theory and Practice of Central Banking opemt

3 See Kisch & Elkin, Central Banks (1932) p 2, p 27.
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frequently quoted but it would be misleading to suggest that
political interference in the money market produced the
more important monetary debacles. The governments had to
interfere under conditions where orderly finance was impossible
and it may be contended that under fairly stable conditions,
state management of currency and credit would be no more
dangerous in its effects than a number of other state
activities.,' Indeed many instances may be found where this
power to issue money has remained with governments for long
periods but has not been abused. Incidents from the early
history of the Bank of England have often been used to
support the doctrine of governmental ineptitude and the central
bank’s competence. But Prof. Viner has pointed out that during
1800-1860 the Bank of England showed on several occasions “an
inexcusable degree of incompetence and unwillingness to fulfil
the requirements which could reasonably be demanded of a
central bank.”* It was the government which, on the other hand,
displayed its competence when it forced the Bank to reduce
its rate from 5 to 47 in the deflation of 1822 and took the
initiative in increasing the circulation in the same year.?

The history of central banking is replete with instances of
conflicts between governments and central banks. The
conflicts generally arose when the governments insisted on an
expansionary credit policy and the banks were disposed towards
contraction. When governments were forced to borrow
extensively from the banks in wartime and inflations were
generated, they were inevitably blamed. So long as depressions
were regarded as an “act of god ” or due to natural law, the

1 A.F.W.Plumtre Central Banking in the British Dominions.
2 J. Viner, Studies in the Theory of International Trade, p 254.
3 R. G. Hawtrey, 4 Century of Bank Rate. p 14.
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banks naturally escaped criticisms. In more recent years when’

easy money policy has been considered to be appropriate in
periods of depression, the governments have come out with a
much better record than the banks. Ever since the last Great
Depression, there has been, in marked contrast to the established
traditions, a major siving of the pendulum in favour of
increased control and ownership of central banks by the govern-
ment. It had become evident that monetary instruments by
themselves were quite ineffective in curing or preventing a
depression and to stimulate recovery more direct methods on
the part of the government were called for. Partly as a result
of the ineffectivenes of monetary instruments and partly as a
result of their characteristic attitudes and narrow perspectives,
central bankers had made many decisions which empirically
were unfortunate, “The economic indeterminateness of a correct
monetary policy for any specific situation had become apparent.”
In the formulation of monetary policy itself, a set of new
criteria, altogether different from those operating under tradi-
tional gold standard conditions, had to be substituted. The clash
between international and domestic interests came to be
resolved by subordinating considerations of external equilibrium
to those of internal economic stability. As a recent writer has
forcibly put it, the inevitable result was that the doom of the
independent central bank was sealed and the mirage fostered
so carefully in the 1920’s that in troublous times finance and
politics could be kept apart was destroyed by the Great
Depression.*

In the years immediately following the depression there

1 @&, G. Johnson, The Treasury and Monetary Policy 1938-38. p. 6.
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took pluce a remarkable movement towards state ownership and
»state control of central banks. This movement could be wit-
nessed in the conversion not only of old established central banks,
functioning hitherto as private shareholders’ institutions, but also
of newly created central banks, within a few years of their incep-
tion, into state banks.

The National Bank in Copenhagen originally founded as a
State bank in 1&‘_»}3 was changed into a private shareholders’
bank in 1818 and functioned in this form independently of the
State for more than 100 years. | By the Law of 7th April, 1936,
it was nationalised and transformed into Denmark’s National
Bank. The shareholders received as conmenmhon 54 million
kronor (which was equivalent to twice the nominal value of the
shares) in 47, bonds issued by the new Bank for this purpose
and guaranteed by the State. The Government provided a
general capital fund of 50 million kronor in the form of a certi-
ficate. By degrees as funds out of the annual profits would be
allocated to the guarantee fund, corresponding amounts were
to be written off the genera! capital fund certificate.”

The Reserve Bank of New Zealand is an outstanding
example of a nationalised central bank, if not because of its
subservience to the Government, at least because of the une-
equivocal way in which this has been laid down in the constitu-
tion.? When the Reserve Bank Bill was introduced for the first
time in 1932, the proposed Bank was conceived on orthodox
lines and, in accordance with Sir Otto Niemeyer's recommenda-
tions, was to be controlled by a Board “ entirely free from the
actual fact and fear of political interference.’” The Bank was

1 The National Bank of Denmark Act No, 416, April 7, 1986—Federal
Reserve Dulletin, July. 1936, pp. 537-40.

2 The Bankers' Magasine, April, 1939, “The Reserve Bank of New
Zealand''—Article by H. IR. Randerson, p. 580.
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established on August, 1, 19.‘;}, as a private shareholders’ bank
by the Law of November 27, 1933. But important departures
were made from Sir Otto’s scheme for the Act made provisions
for a substantial measure of political control. The Board of
Directors came to be composed not only of four shareholders’
‘ directors ' but also of the Secretary to the Treasury and three
State directors and the Governor and the Deputy Governor, all
of whom were to be appointed by the Governor-General in
Council. Although the Bank was established with wide
government powers over it, yet the monetary reformers were
not satisfied. The Labour Government, by passing an amending
Act on April 8, 1936, placed the Bank virtually in the position
of a Government department. § The shares were cancelled and
the holders were given in exchange Government stock or cash
computed on the market valuation of the shares. Every vestige
of private control was completely removed ; the Secretary to
the Treasury who did not previously possess a vote was given
one ; the Board of Directors were to serve at the pleasure of
the Government. All previous restrictions on the power of the
Bank to buy and sell long-term Government securities were
removed ; and the Bank was authorised to underwrite any New
Zealand Government loan, to advance the full amount of the
Treasury’s estimated revenue and discount Government bills.
The Bank of Canada was established in 1935 as an entirely
private shareholders’ bank. Under the Law of 23rd June, 1936,
the State assumed partial ownership of the Bank by increasing
its capital by issuing 102,000 shares of Class B at the par value
of $50 each to the Minister of Finance.® By the Bank of
1 Federal Reserve Bulletin, October, 1936, pp. 789.92. 8Bec. 17(1) The
Bank of Canada Amendment Act, 28rd June, 1986, ““The capital of the Bank
shall be ten million one hundred thousand dollars consisting of one hundred
thoussnd shares (Class A) issued to the public and one hundred and two
thousand shares to be issud to the Minister at (.l}’aér (Class B) to he held by him

on behaif of the Dominion of Canada and to paid for out of the consoli-
dated revenue funds.”
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Canada Amendment Act of June 1, 1938, which came into force
on August 5, 1938, the Bank was nationalised. Sec 17 (1) of
the Act provided that the capital of $5 million should be issued
to the Minister to be held by him on behalf of the Dominion of
Canada. Under Sec. 17A, the Minister was to exchange
IOQ%,CIass B shares out of 102,000 held by him for 100 shares
of the capital of the Bank which it had been authorised to issue.
The Bank was to pay to each holder of Class ‘A’ shares of the
Bank the sum of 59 dollars and 20 cents for each Class ‘A’
share. The Minister would re-jmburse the Bank the amount by
which payments made by the Bank to holders of Class ‘A’
shares exceeded the par value of such shares and such re-imburse-
ment should be effected by surrendering to the Bank for can-
cellation 2,000 of the Class ‘B’ shares held by the Minister,
having the aggregate par value of one hundred thousand dollars,
and by paying to the Bank out of any unappropriated moneys
in the consolidated revenue fund the sum of eight hundred and
twenty thousand dollars.’!

When a new central bank was formed in Paraguay by a
decree of 23rd February, 1936, out of the existing Bank of the
Republic of Paraguay, a privately owned commercial bank, it
was State-owned.? By the Law of 12th March, 1936, the Bank
of Italy was transformed into a “ public law " institution and
the private shareholders were repaid the old capital.

i e o

tion of Government control was broken by the Law of 1924.
The new Bank was created as a privately owned joint-stock

1 The Bank of Canada Amendment Act of 1st July, 1938—Federal Reserve
Bulletin, August, 1938, pp 652-54.
3 De Kock, Central Banking. v. 284.
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company to be controlled by its own Board of Directors and
the charter stressed its independence of State control.* But
when the statutes of the Bank were amended by the Law of
10th February, 1937, the provisions regarding its independence
were eliminated and its Directorium was placed directly under
the Fuhrer and Chancellor.” New law seeking to bring the
transformation of the Reichsbank, which had begun with the
Law of 10th February, 1937, to a conclusion in conformity with
the National Socialist principles was promulgated on 15th June,
1939. c. 1 (1) definitely laid down that the German
Reichsbank should be responsible to the Fuhrer and Chancellor
of the Reich.?

The trend towards State control of central banks during the
period under review is reflected not only in the ownership of
their capital but also in the increased participation in their
administration. ) In several instances where no alterations were
made in the ownership of the capital, a substantial measure of
direct and indirect State oartxclpahon in the appointments of
Governors and Directors of central banks is to be observed in
the recent amendments to the statutes. | In the Bank of Greece,
the Cabinet of Ministers began to appoint the Governor, the
Deputy Governor and the Sub-Governor from 1932, all of whom
previously had been elected by the General Meeting of share-
holders. The composition of the council in the case of the Bank
of France was radically changed by the Law of 24th July, 1936.
A General Council was substituted for the old Regency Council
and the State was empowered to make a number of appoint-
ments.* One of the three members of the Board of Governors

M. B. Northrop, Control Policies of the Reichsbank, p. 29

Sixzth Annual Report of the Bank for International Settlements, p. 95.
Federal Reserve Bulletin, September, 1939, pp. 737-42.

De Kock, Central Banking p. 286
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of the newly transformed State Bank of Denmark was to be
nominated by the King. He should also be the chairman of the
Board* In the U.S.A. all the members of the Board of
Governors of the Federal Reserve System are being appointed
to-day by the President ; and the appointments of the Presidents
and Vice-Presidents of the Federal Reserve Banks themselves
are also subject to the approval of the Board.*

This trend towards increased State control and participation
is manifested in a different manner in the growing interference
by the State in the policy of the central banks and in the
pressure exerted on them f{or financial accommodation. A most
interesting feature of this development has been that this
intervention has not heen resented by the central bankers as an
infringement of their {freedom and independence. On the
contrary, they have frankly expressed their willingness to mould
their policy in accordance with the wishes of their Govern-
ments. § There was hardly any central banking institution which
was legally more independent of Government control than the
Bank of England but we find its Governor assuring the Ministers
in the course of a statement made in 1936 that the Bank was
always willing to do loyally and with goodwill what they would
direct as if it was under legal compulsion.’ The Bank had
become the technical instrument for carrying out the monetary
pohcy of the Lovemment and a source of technicai information
and advice. This assurance was re-affirmed by the Governor a
year later in the following words. “We must look largely to
the Chancellor of the Exchequer, and we assure him that in all
matters his requests govern the conduct of our affairs.”*

1 Bec. 6, The National Bank of Denmark Act, 7th April, 1936—Federal
Reserve Bullmn, July, 1936, p. 537.

3 Article in the Journal of Political Economy, December, 1935, by H. H.
Preston—*The Banking Act of 1985."

8 Bee The Economist, 10th October, 1986.
4 Money and Banking (L of N), 1937-38, Vol. I p88 ft. note
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Apart from the domination of the Treasury in matters relat-
ing to monetary and banking policy, the central banks were
lincreasingly subjected to the constant pressure for extension of
financial {acilities to the State. The Great Depression and the
subsequent abandonment of the gold standard over almost the
entire world brought about a chaos in Government finances and
the central banks had to meet the increased demands for accom-
modation. On 14th April, 1938, a convention was entered into
between the French Minister of Finance and the Governor of
the Bank of France which increased by 10 billion francs the
amount of advancgs that might be granted by the Bank to the
French Treasury.' When the statutes of the Bank of Poland
were amended on 13th February, 1939, advances to the State
were raised from 100 million z1. to 150 million z. In Germany
the Law of June 15, 1939 concerning the Reichsbank removed
the limit which was fixed at 100 million RM. {or working credits
to the Finance Ministry and left that to be determined by the
Fuhrer and the Chancellor.? An examination of the balance
sheets of many central banks in the period under consideration
is particularly revealing. Large holdings of Government securi-
ties and Treasury bills as well as direct State debts will at once
leap up to the eye.

During the war, owing to its exigencies this trend towards

i state control of central banking came to be considerably accen-
tuated. This is reflected in the emergency powers obtained by
governments to alter by decree central banking regulations.
The Defence (Finance) Act in England and the Swedish Law
of December 22, 1939 furnish good instances in this respect.

1 Federal Reserve Bulletin August 1938, pp. 650-51.
2 Tenth Annual Report of the B. I. S.
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The -conttol of the government over the Reserve Bank of New
Zealand which had begun since 1935 was considerably tighten-
ed in war-tiiné with the passing of the Reserve Bank Amend-
ment Act as a part of war finance legislation. Under its
provisions the Governor and the Board of the Bank were
required to give effect to government decisions and
the Minister of Finance was empowered to vary the
reserve ratio.t

The trend towards state ownership of central banks
noticed in the post- depressnon eta is continued during 1939-40
and subsequent years. By the decree of August 3, 1939, the
Central Bank of Bolivia was nationalised. The government
which had previously owned nearly 607, of the shares of the
Bank now become the sole stockholders.® The whole character
of the Japanese central bank was changed by a law of March
1942 from a semi-official institution into an official state body
(although still with private shareholders).® The capital of the
Central Bank of Ireland established in February 1943 was
entirely supplied by the government.* ,

It is interesting to notice, however, that the feduction of
the formal \(ndependence of central banks has been compensated
to a considerable extent by an e€nlargement of the scope of
their activity. With the centralisation of authority in times of
emergency, the central banks have come to acquire new func-
tions which government departments are not as fitted to carry
out as the banks themselves are, because of their intimate con-
nection with money and exchange markets. Again when govern-
ment controls ramify into the previously uncontrolled sectors of

1 Tenth Annual Report of the B. I. S.

3 Money and Banking (League of Nations) 1942 44. p 91.
8 Twelfth Annual Report of the B. I. 8. p. 200.

4  Federal Reserve Bulletin February 1943 p. 122,
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national economy and pressing financial and fiscal problems
call for immediate solution, the role of the central
bank as adviser to the government becomes increasingly
significant. .

As in the depression period, so in wartime central banks
came to be subjectéd to increasing pressure, on the part of the
government, for financial accommodation. On the outbreak of
the war, the most important task of the central bank in belligerent
and neutral countries alike was to finance the special needs of
the state. As a consequence, central bank statutes and
practices were modified and the legal limits fixed in previous
years for granting advances to governments were raised in several
cases ; and the banks were authorised to extend further credits
to them. A most interesting instance is provided by the Bank
of Fragce where the limits fixed for special advances to the
French Government to cover the costs of military occupation were
raised successively from 50,000 million francs in 1940 to
426,000 millions in 19441 But the French method of
direct advances has not been the only means of financing
extraordinary state expenditure in war-time. The discounting
and rediscounting of treasury bills has been a frequent
method.

This trend towards State ownershxp and State control as
reflected in current central bankmg developments should be
carefully noted in our country. There has been a wide-spread
demand for State Banks in India for a long time and it may
be recalled that the first Reserve Bank Bill foundered on the’
rock of the question of independence of political control.

R

1 World Economic Survey 1942/44 p. 183.
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‘At that time State banking institutions in the world were very
few in number and this was one of the strongest points in
favour of the shareholders’ type of central banks. But circums-
tances have entirely changed since those days. The number
of State banks has been steadily on the increase and duriug the
last few years the trend towards State control and ownership as
shown above has been unmistakable. In the pre-war days
there were at least 12 central banks whose capital was fully
owned by the State Desides a large number where it was par-
tially owned. They were the Riksbank of Sweden, Bank of
Finland, National Bank of Denmark, National Bank of Bulgaria,
Bank of Latvia, Commonweath Bank of Australia, Reserve
Bank of Neéw Zealand, Bank of Canada, Centfal Bank of China,
Bank of the Republic of Paraguay, Bank of the Republic of Uru-
guay and the National Bank of Costa Rica® As we have
already noted, a few more have come to be added to the list
since the war.

The old and rusty weapons from the armoury of the State
bankers need not be brought out again to support the case for
a State-owned central bank in India. Recent developments in
foreign central banking should help to revise our notions in
regard to the constitution of central banks. Even if they {ailed
to afford any lesson to the protagonists of the shareholders’ type
oi banks, developments nearer at home, within our own country,
cannot certainly be ignored. fWhen the Reserve Bank of India
was inaugurated, the Government intended to make it a truly
representative shareholders’ bank by keeping the electorate as
wide as possible. Accordingly when the Reserve Bank

1 De Kock, Central Banking, p. 265.
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issued its capital, it accepted only applications for between 5
and 50 shares. The limitation to 50 shares of the maximum
voting power of an individual has the same thing as its
objective.

During the first years of the inauguration of the Reserve
Bank of India, the total number of shareholders declined {rom
92,047 to 57,192. The average number of shares held by
each shareholder increased f{rcm 847 8.77. Not only the
total number but the distribution of shares among the different
provinces under-went significant changes. There was an
increasing drift of shares.to Bomba;}. Her original holding
amounted to 140,000 shares. They increased to 205,500
mainly at the expense of Calcutta and Delhi. The holdings of
Calcutta declined from 145,000 to 122,800 and those of Delhi
from 115,000 to 90,000.

From the figures given above, one fact of startling impor-
tance at once leaps up lo the eye. The Reserve Bank is well
on its way to lose its status of a public institution. The
concentration of shares in the hands of a small number of
shareholders of a particular province will strike at the root of
the intentions of the government to maintain the electorate
as wide as possible. In a recent Report of the Central Board of
Directors of the Reserve Bank, a pointed relerence was made to
this tendency for the bank shares to be concentrated in the hands
of fewer people and the possibilily of domination of the central
bank from a particular centre. The Bank reported the position
to the Government of india and as a result of its recommenda-
tion that the number of shares held by an‘individual should be

1 Apnpual Report of the Central Board of Directors, Reserve Bank of
India for the year ended 31st December 1939.
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limited to 2 maximum of 200 and that no transfer should be
registered in the name of any individual in excess of that
amount, the Reserve bank of India Act was amended. It is
difficult to see how this tendency could be checked by legis-
lation. The Amending Act would hardly enable the Govern-
ment to attain the desired objective. Several members of
one family may buy up to the legal maximum and control of
the complete block of several hundred shares may remain
in the hands of an individual. As a matter of fact, the total
number of shareholders has continued to decline and the
number of shares on the Bombay area has continued to expand
at the expense of other areas in subsequent as in previous
years. The following table strikingly reveals the progressive
decline in the total number of shareholders and the increase
in the average number of shares held by each shareholder
since 1st April 1935.2

Number of shareholders.

April, 1935 June30, 1942 June30, 1943 June30, 1944 June30 1945
92,047 51,171 49,402 48,292 46,640

Average number of shares held by each shareholder.

5.4 9.8 10.1 10.4 10.7

The number of shares on the Bombay area has also

1 Report of the Eighth General Meeting of Shareholders ( Reserve Bank
of India) 10 August 1942 pp. 8—9.

3 Report of the 9th & 11th Annual General DMeetings of Shareholders
{ Reserve Bank of India) p. 9, p. 7.
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continued to expand at the expense of other areas, as will be:
evident from the figures given below.* '

April 1 June 30 June 30 June 30 June 30
1935 1942 1943 1944 1945

Bombay—

1,40,000  2,18,649 2,25,022 2,31,133 2,33,272
Oalcutta—

1,45,000 1,19,991 1,19,243 1,19,247 1,21,755
Delhi—

1,1500 85,762 87,163 85,137 82,930
Madras—

70,000 58,810 58,096 55,273 53,159
Rangoon—

30,000 16,838 10,476 9,210 8,884

5,00,000  5,00,000 5,00,000 5,00,000 5,00,000

Hence the entire purpose of the Act appears to have been
defeated. One solution—and we believe it to be the real
solution—at once suggests itself. The central government
should buy out the shareholders altogether and own the
Reserve Bank itself as has been done in the case of several
countries in recent years.

Apart from the question of the distribution of shares, the
functioning of the Reserve Bank during the past ten years has
not been such as to justify the claims put forward in favour
of a shareholders’ bank. The case for a shareholder’s type of

bank chiefly rested on the fact that it would ensure a free

1 Jbidp.9and p. 8.
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choice of directors. An electorate of shareholders electing
freely the directorate would keep it immune from political
interference. But as the Indian Finance has observed, it is clear
from the elections during the past decade that in actual practice
the directors have elected themselves as well as their successors.
Vested interests have firmly entrenched themselves in the
shareholders’ plan. The record of achievement of the central
board in regard to policy has not been such as to inspire much
confidence in their judgment. Finally, the manner in which
the personnel of the Bank have been selected suggests no
difference between the administration of currency and credit
through the old department of the Controller of Currency and
through the present Reserve Bank.' In the context of the
planned policy of a stable level of employment and production
to which our Government, along with Governments abroad, are
commited in the post-war years, the case {or the public owner-
ship of the Reserve Bank is certainly stronger to-day than
it has ever been belore. With the nationalisation of the Bank
of England, the last plank in the argument for {foisting a
shareholders’ bank upon India gives way.

1 Indian Finance, September 1, 1945, p.377.
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Vi

NATIONALISATION OF CENTRAL BANKS AND POST-
WAR POLICIES OF FULL EMPLOYMENT

With the end of the war, in the background of post-war
economic planning and {ull employment policies, the question of
the status and structure of central banks has assumed a new
aspect. Particular attention has come to be focussed on it, ever
since the British Labour Party declared its policy of “socializing”
the Bank of England. The party had long felt that there were
strong reasons for depriving the central bank of independence
in matters of policy. Such independence, it was contended,
would lead the Bank in the future, as it has led it in the past,
to take an exceedingly narrow view of its functions and
duties. Further, the old idea of keeping politics and finance
separate should be abandoned. it should be frankly recognised
that politics and finance overlap and their administration must
overlap. Lastly, no government could raise the nation's standard
of living, if the central bank stood in the way.® For a long time
it has generally been known that one of the first tasks of the
future Labour Governinent of England would be to nationalise the
central bank of the country.® In the closing years of the war
when “full employment” began to figure as the most important
objective of post-war economy, a new orientation was given to
the Labour policy in this respect; and true to expectations,
immediately after the assumption of office by the Labour
Government, the Chancellor of the Exchequer introduced the

1 A.B. White, The Nationalisation of Banking pp. 25.82.

2 Op. Lord Addigon’s Speech in the debate on the International Mone-
tary Fund in the House of Lords on 23 May 1944. “It is essential in the
future that the national control of finance policy should remain within the
government of the country and must not be the business of any semi-inde-

pendent private corporation.”
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“historic” bill for the nationalisation of the Bank of England.
The nationalisation of the Bank was to take precedence over
that of the mining, power and steel industries.

The Bank of England has been universally regarded as
the most, and perhaps the only, independent central bank of the
world at the present time. It has always prided itself on this
remarkble feature. In the circumtances, the Bank of England
Bill has inevitably excited a great deal of interest and not a
little controversy. The question of nationalising central banks in
the post-war economy of full employment may be best examined
in relation to the significant change that is being brought about
in the status of the Bank of England.

The Bank of England Bill, as it has been * demurely " put,
“ to bring the capital stock of the Bank of England into public
ownership and bring the Bank under public control ” was
published on the 16th October, 1945, two hundred and fifty one
years and three months after Sir John Houblon was chosen as
their first governor by the Proprietors.® Dr. Dalton's bill to
nationalise the Bank is no doubt the first public sponsored bill
but nearly a generation ago one Mr. Maxton had a bill for the
nationalisation of the Bank printed. The Examiner of Petitions
for private bills, however, found thatit failed to comply
with standing orders and it was thrown out.? The tentative
clauses of Mr. Maxton’s bill relating to the buying out of the
proprietors are of some interest at the present moment. Under
their provisions, the shareholders were to get a 5% stock, Dr.
Dalton’s bill has, however, provided that the proprietors will be
bought out in exchange for Government stock bearing interest

1 The Statist, October 18, 1945 P. 866.
2 8ir John Clapham, The Bank of England. A4 History Vol. 11 P, 420.
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at the rate of three per cent per annum and redeemable at par
on or at any time after 5th April 1966.> The amount of Govern-
ment stock to be issued to any holder will be such that the
" annual interest is equal to the annual gross dividend during
the period of 20 years ending on March 31st, 1945, On this
basis, the Government will pay £400 stock for each £100
stock of the Bank. The holders will be assured the same.
income they had been getting from the stock during
the last twenty-two years, namely 127, but henceforth
the guarantee of the state will be behind it.> The Governor,
Deputy Governor and the sixteen Directors constituting
the Court are all to be appointed by the Crown, i.e. by
the Ministry.> The governor and the deputy governor will
be appointed {or five-year terms and the directors for four-year
terms. The five-year term for the governor is a departure
from the traditional two years and under modern conditions
appears to be a healthy change.* The affairs of the Bank are
to be managed by the Court of Directors, subject to directions
given by the government in the public interest. But these
directions will be given only “after consultation with the
governor.”® Lord Catto, the present governor, reveals that it
was at his request that these words were deliberately inserted
in the clause.’® All these features of the bill have been rightly
characterised as features of nationalisation in its least unpala-
table form’ and have generally been non-controversial. But CL
4 (3) which seeks to give new powers to the Bank of England
over the commercial banking system excited a great deal

of controversy and even encountered serious opposition in

1 Cl 1(2) and (3) The Bankers' Maganne. November 1945 p. 293.
The Statist, October 13, 1945 p

Cl 2 él) and (2. of the Bank of Engl&nd Bill.

conomwt October 13, 1945 p. 514.

01 4(1)and ( J
8peech of Lord Catto in the House of Lords, Janunary 22, 1946. The

Statesman, 25 January 1946.
T The Economist, October 13, 1945 p. 532.
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several quarters. The clause runs as follows, “The Bank may,
if they think it necessary in the public interest, request infor-
mation from and make recommendation to bankers, and may,
if so authorised by the Treasury, issue directions to any banker
for the purpose of securing that effect is given to any such
request or recommendation.”

The question of the nationalisation of central banks raises
two important issues which should be kept separate. First,
will the change-over produce any material effect on the practical
working of modern central banks ? Will it not be simply
a dejure recognition of a defaéto state of affairs, particularly
in the case of a central bank like the Bank of England ? And
secondly, will not the change in status and Structure be neces-
sary to fit the central bank for its new functions in the post-
war planning for full employment ?

As regards the first question, it may be recalled how
intimate have grown the relations between the Treasury and
central banks in recent years. In the past the views of the
Bank of England carried considerable weight because it was
a separate institution, and not a Treasury Department. But
in the present times, there have been hardly any differences
between the Bank and the Treasury on questions of monetary
policy. On its 250th birthday, the Bank “in whose half
conscious and sometimes rather unwilling hands”, the principles
and practices of central banking were originally worked out,
had in the 1930's evolved into a position, as Sir John Clapham
has observed, “ closely analogous to that of a Port of London
Authority, an Electricity Commission, a Railway Board, if such a
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thing were ever made, the position, that is, of an organisation,
functioning in close contact with those in political authority
but not controlled by them continuously and in detail : neither
wishing nor needing to have its conduct affected by considera-
tions of maximum profit.” To-day, to quote the eminent
historian once again, it is already “a non-competitive public
institution with world wide connection and influence, not eager
for profit but anxlous......faithfully and honestly to demean
according to the best of its skill and understanding” and “to be
indifferent and equal to all manner of persons.”*

A careful examination of the Bank Bill makes it plain that
the Government have not been much inclined to effect any
revolutionary change. Every significant feature of the present
central banking organisation that is not incompatible with
government ownership of the Bank has been sought to be retain-
ed. Great pains appear to have been taken by the Government
not to impair the delicate central banking mechanism that has
been evolved over the past years. Indeed the basic merits of the
present system have been recognised in the decision to retain
the “Court” instead of replacing it by a panel of advisers as
in Australia. Further, it is evident that the inner reserves of the
Bank will not be raided by the government and it will be able
to accumulate fresh reserves as freely as possible. The only
payment that the Bank will have to make to the government is
the half-yearly equivalent of what the Treasury will have topay
to the holders of the new Government stock. The Bank will
also receive an agreed payment for management of this stock.

In the light of the position as analysed above, it may be

1 Bir John Clapham, The Bank of England. 4 History Vol. II pp. 426427
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argued, as the City Editor of the Evening News has done, that
the Bank of England is already in substance a nationalised
institution and the formal taking over by the state would make
no material difference. It would simply bring into legal form
what has for many years been the accepted practice, and as
Lord Bradbury has put it “do no more than put the saddle on
the right donkey's back.” The Economist has also contended
that the catalogue of changes are no changes and the Bank of
1946 will not differ significantly from that of 1945.%

But although the Government have hitherto had a great
influence in the affairs of the Bank, its whole tradition, as Mr.
Cole has observed, is that of “a great City institution, belonging
to the world of high finance rather than to that of Government
and proud of its independence vis-a-vis the State.”? The tradi-
tional power of the City to influence Bank policy through
proprietorship will be gone and the Governor will constitute the
‘sole “buffer between Whitehall and Threadneedle Street.”® The
relations between the Bank and the government have been akin
to those of a treaty rather than of subordination. In the event
of a clash between the government and the Bank, the word of
the former has not always prevailed. This was amply demons-
trated in 1931 when the Bank called upon the government to
reduce their unemployment expenditure. Even though the last
word might have been with Whitehall, politically the Bank has
been independent of parliamentary control. It is here that the
most fundamental change is likely to take place. Dr. Dalton
has observed that in the last resort as between the Treasury and
the Bank of England, the last word would have to be with the

1 The Economist, February 16, 1946 p. 259.
8 G D. Cole, Money, Its Present and Future. p. 198.
8 The Statist, October 18, 1945.
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Treasury after due consultation with the governor in case of.
disagreement. ‘

Another change, equally important and possibly of graver
significance, relates to the fact that henceforth the credit of the
Bank of England will be tied to the apron strings of the British
government. Dr. Dalton himself admitted that the Bank had
built up for itself a unique position by managing its affairs
prudently for so many years. But the record of the Treasury is
otherwise. To-day it has to borrow from the U. S. A, an amount
as large as $3,750,000,000, so that it may be able to balance its
budget and pay its debts abroad. The credit of the British
government and its reserves are far lower than they had ever
been before. If the credit of the Bank is tied in this manner
to that of the government it will, as Mr. F. W, erst emphatl-
cally observes, “suffer irretrievably”.!

But it is the provisions of subsection (3) of Clause 4 which
have caused the greatest perturbation in the City. Not only does
the City apprehend that they will bring about a radical
change in the structure of British banking but it also scents
danger lurking under them. The Central Bank under this
clause is given new and very wide powers over the commercial
banking system. The Bank has been empowerd to request
information from and make recommendations to bankers as well
as issue directions, if authorised by the government. No doubt
the Bank has made “requests” in the past and they have never
been lightly treated by the City. Indeed the whole fabric of
credit control would crumble to pieces, if the unwritten conven-
tions forming its basis could not ultimately be enforced. But the

1 F. W.Hirst, “The Budget and the Bank Bill." Art. in the Contemporary
Review, December 1945 pp 824-825.
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initiative for these “requests” and “recommendations” came
from the Bank, and not from the government. That part of the
clause which gives the Bank power to issue directions to
commercial banks with Treasury sanction has come under the
heaviest barrage of criticism. In the first place, it is feared
that it will infringe the legitimate secrecy of the banker-
customer relationship. In the second place, it is apprehended
that the reconstituted central bank is being endowed with
formal powers of control of jointstock banks in furtherance of
the policy of the Labour Government.

As regards the first point, Dr. Dalton has indeed assured
the House during the debates on the Bill that it is not aimed at
forcing the disclosure of any confidential information about pri-
vate bank deposits. Implementing his promise, by way of amend-
ment a qualifying phrase has also been added to the controversial
subsection : “provided that no such request or recommendation
shall be made with respect to the affairs of any particular
customer of the bank.” Although the government may be
genuinely inclined not to pry into private banking accounts,
vet, as the Economist has pointed out, the clause even when
amended will not prevent the Bank from taking action “with
respect to” a group of customers, however small.' Moreover, the
group may be so defined as to reveal in broad terms the
position of an individual customer. The section could be
improved by so phrasing it as to preclude the Bank from
framing its request in such a manner or form as to reveal
information about individuals. As regards the second point
which is much more serious and alarming, Mr. Hirst has

1 The Economist, December 8, 1945-p 838.
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contended that the aim is to reduce the whole banking system
into subjection so as to subserve the ends of the Labour
Government, to subserve, in other words, “the purpose of
converting what before the war was a free country intoa
bureaucratic socialist state.”' The Chancellor has no doubt
conceded during the passage of the Bill that no directions
would be issued without previous consultation with representa-
tives of the bank in question, who will always be able, when a
direction is in prospect, to contact the Treasury direct in the
presence of the Governor of the Bank of England. But Dr.
Dalton would in no case accept any limitation on the scope of
the powers themselves.

In the government’s view, the wide powers deliberately
conferred under the clause with the authority of the Treasury
behind it were essential to assure the successful working of
their five-year plan. “‘The Treasury, the central bank and the
clearing banks would have to pull well together.”” It is plain the
object of the Bill goes far beyond the central bank itself,
Requests, recommendations and directions are in law as well as
in intent very {ar from being restricted to the mere eliciting of
information. Dr. Dalton’s observations indicate that the powers
over the commercial banks aim, among other things, to ensure
priorities in the disposal of short-term funds corresponding to
the powers relating to long-term funds that will be sought when
the National Investment Board is set up. Banks may be
directed to devote their resources to particular lines of invests
ment which in the opinion of the Bank of England and the
government were necessary ‘in the interests of a planned

1 F.W. Hirst in the Contemporary Review op. cit.
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priority, with a view to securing full employment and building
up export trade and other necessary elements” of the national
economy.' Prof Laski in broadcasting to the U. S. A. on Labour
Policy on the eve of the election had used the expression
“socialization,” in preference to the more usual one of “ nationa-
+ lisation”, of the Bank of England. Even then one could read
into it an intention far more ambitious than the mere bringing
of the Bank under public control. What ever doubts there might
have been as regards the extent to which the Labour Govern-
ment were prepared to go, these have been set at rest by the
manner in which such wide powers have been taken over the
commercial banks under Cl. 4 (3). -

As regards the second question, from the point of view of a
planned policy of full employment, much closer relationships
between the government and the central bank than what obtain
under the system of private shareholders' banks are not only de-
sirable but absolutely necessary. Central Banks should become
Public Corporations, duly owned by the public and managed by
public servants appointed by the government with perhaps a
sprinkling of non-official representation. The buying out of the
Bank's proprietors is necessary not because the proprietors are of
direct importance but because in an ordinary shareholders’ type
of Central Bank, the Directors are formally responsible to them
and are formally appointed by them. Itis not intended for a
moment that the “socialized” Central Bank would be subjected
to-day-to-day control of the Treasury or of the Parliament,
Treasury interference must be definitely limited to what is
required for ensuring the Bank's agreement with the general

1 The Economist, December 22, 1945 p. 941. Also Feb. 16, 1946 p- 260.
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economic policy of the government. Monetary policy plays so
vital a part in government's general economic policies that it
«can no longer be kept “outside politics” to-day. The present
day role of the central bank as banker to the government
will be radically changed when in the post-war economy
it will have to ensure that the supply of the means of
payment should be adjusted to the need of their employ-
ment plan. The link to the government should be much
closer. It is well known what an important role has been
ascribed to-day to defiGit spending as a method of achieving
and maintaining full employment. One of the fundamental
problems related to the creation of employment by this method
is the question of maintaining the rate of interest at a stable
level. If the ratg of interest is forced up under the stress of a
budget deficit, th® stimulating effect of government spending
upon employment will be neutralised by a decline in private
investment. The rate of interest may be prevented from rising,
if a proper banking policy is followed. The essence of this
policy is for the central bank to expand the cash basis of the
member banks so that they may expand their deposits sufficiently
and maintain at the same time the prescribed or customary
reserve ratio. When the government is pursuing a policy of full
employment by means of deficit financing, it must be sure that
the rate of interest is definitely under its control and could not
be raised against it. The control over the rate of interest is
exercised by the government, not in its capacity as a “borrower"
but in that of a “controller” of the central bank.® The central
bank inevitably becomes a part of the government machine

1 See The Economics of Full Employment, ‘‘Three Ways to Fall

Employment by M. Kalecki p. 42; “Public Finance-Its Relation to Full
Employment" by E, P. Schumascher p. 112.
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~and this position of the central bank may be formalised by its
complete nationalisation.

But in such circumstances the connection of the Bank
should be with the Ministry for Planning and Develop-
ment rather than with the Treasury. The Chancellor of the
Exchequer is responsible for the budget dealing with tax reve-
nue and current expenditure only while the Planning Member is
responsible for the other one dealing with capital expenditure
and borrowing for economic reconstruction and maintenance of
employment at a high level, It is clear that the nationalised
central bank should be closely linked with the Ministry of
Planning and Development.?

In the post-war economy the question of nationalisation of
central banks will assume special importance. The position of
gold will have to the decided upon, the relationship between
the various currencies of the world will have to be settled, and
international agreements will have to be made. Such interna-
tional agreements will inevitably be between governments and
not between central banks. Now that the proposals for the I.M.F.
have been accepted, the position of the central banks will be
one of subordination to the governments. As Lord Keynes
has pointed out in the House of Lords, the International Mone-
tary Fund is an organisation between governments in which
central banks only appear as agents and instruments of their
governments.®> The positive co-operation of central banks
with their governments in the circumstances may have to be
ensured by ‘“‘nationalising” them so that they may form
an integral part of the public machinery of economic

1 G.D. H. Cole, Money, Its Present and Future p. 197.

2 Parliamentary Debates (House of Lords (1948-44) Vol. cxxxi (Speech of
Lord Eeynes iu the debate on the International Monetary Fund dated
23 May 1944) p. 843.
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regulation in the field of international as in that of national
affairs. .
The complexion of governments in the foreseeable future
in most countries is likely to be Labour and Socialist. There
is a-definite movement away from Conservative and Liberal
ideals and a swing towards the left. The policies of Labour
Governments and of central banks not subordinate to govern-
ments but privately owned and independent are likely to be in
conflict. The ditficulties that arose in England in 1931 with a.
Labour Government in power have already been mentioned.
Even more serious difficulties were witnessed in France during
the Blum experiment of 1936-37.

In connection with the New Deal of the Roosevelt
administration, it has even been suggested in some quarters that
the President’s banking reforms of 1933 had not gone far
enough and his inability to submit the banking system to closer
public control must have been largely responsible for the
failures of his policy. The essence of a policy of this type was
for the state to assume conscious control of the volume
of money in the economy; and public ownership and public
control of the banking system would have been its logical
corollary. There is no doubt that the uncontrolled political
power of Wall Street influenced to a considerable extent the
shape of events. !

Besides England some other countries have also taken
steps to effect important structural changes in the relationship
between the state and the banking system. The object has
generally been to fortify public control over the banking system

1 H. W. Arndt, The Economic Lessons of the Nineteen-Thirties pp. 86-87.



% RECENT BANKING DEVELOPMENTS

and in doing so to exclude the influence of sectional
interests.*

~ The Australian Socialist Government had already “nailed
its flag firmly to the mast of national control of the banking
system.” They had brought the Commonwealth Bank under
public control by passing the Commonwealth Bank Act in
August 1945. A Banking Act was also passed at the time. In
Australia, as in England, the commercial banks will remain in
private ownership, but will be subject to a large measure of
control exercised through the Commonwealth Bank. They
will have to furnish such information as will be required by
the Commonwealth Bank but a direction to give such
information shall not require the furnishing of information
regarding the accounts of individual customers. It is interesting
to notice that the corresponding clause in the Bank of England
Bill was inserted only after a prolonged debate. The
Commonwealth Bank may further determine the lending
policy of the ordinary banks which are themselvs precluded
from buying or subscribing to Commonwealth, state or other
securities listed on an Australian stock exchange. The Bank
has been divided into a number of sections, the various
departments being the Central Banking, the Note Issue, the
Mortgage Bank, the Rural Credits Dept., the General Banking
Division and the Industrial Finance Dept. *

The recent nationalisation of the Bank of France is
significant in that it came as part of a four-sided scheme
involving among others the nationalisation of four out of
the “Big Six" deposit banks. This is a step standing in

1 Fifteenth Report of the Bank for International Seitlements, p. 69.
2 The Statist, International Banking Section, December 8, 1945 p 18.
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sharp contrast to the procedure in England and Australia where
the commercial banks are to remain still in private ownership.
As regards the expropriation of the shareholders of the Bank of
France, the basis of compensation is also markedly different from
that adopted in the case of the Bank of England. Market values,
rather than dividends, have been chosen by the French Govern-
ment as the basis of compensation and the average value in the
year to August 31, 1945 has been fixed as a maximum. The prin-
ciple of capitalisation of past dividends was deliberately rejected
as it was calculated to produce a capital value wholly out of line
with the values of shares in war-time.* So long as governments
are socialistic, nationalised central banks, as nationalised
industries, will thrive well. But with a change in the complexion
of governments, they may not function so effectively.

In conclusion, it may be observed that it matters very little
whether the several thousand investors hold government stock
or bank stock but it matters a great deal whether nationalisation
will increase .or diminish the central bank’s capacity to do its
technical job. The more {ar reaching the government's general
economic policy and the wider the area of public control and
ownership of industry, the more important it becomes for the
Minister of Finance to have his finger on the pulse of the
private financial organisation. The central bank is that “pulse.”
The whole crux of the matter is whether the nationalised
central bank could continue to be the pulse in the same
degree.?

1 The Economist, December 8, 1945, pp. 835:886.
% The Ecomomist, Angust 4, 1945, p. 164.
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VII
OPEN MARKET OPERATIONS OF CENTRAL BANKS

Another significant trend to be observed in recent central
banking legislation is the extensive authorisation of central
banks to undertake open market operations. In the days before
World War I, it is well known, the Bank of England engaged
in few operations which would be termed ‘“open market” to-day.
‘Open market operations in the modern sense were practically un-
known. The practice of “selling consols spot and buying for the
account ” was never very frequent and was, hardly an impor-
tant addition to the Bank’s armoury. The Reichsbank of Ger-
many was the only other central bank which undertook opera-
tions bearing a resemblance to the modern open market opera-
tions. Although the Federal Reserve Act of 1913 had permitted
open market operations, yet they came to be developed as a
systematic policy only since 1923. It was only in the years after
the War of 1914-18 that open market operations came to assume
their significance and the Bank of England and the Federal
Reserve System began to place greater reliance upon this parti-
<cular method of credit control. In the Continent the scope of open
market operations was considerably restricted even in the years
after the War of 1914 and the French observers did not hesitate
to describe such operations as an “Anglo-Saxon vice.”* Indeed
a large number of the older central banks were still prohibited
by law from undertaking open market purchases and sales of
‘Government bonds, treasury bills and similar securities for their

1 Parker Willis, The Theory and Practice of Central Banking with
special reference to the Federal Reserve System. p. 178,
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own account. The central banks in Holland, Norway, Belgium
France and Germany were notable instances in point. In the
post-depression years the statutes of several old central banks
were modified so as to enable them to engage in open market
operations while in the case of the newly established central
banks provisions were made in their statutes in many cases for
powers to undertake such operations. _ .

It is only in recent years that the question of open market
operations as a method of credit control came to receive
attention in countries outside England and the United States.
The Reichsbank of Germany was the first among the older
central banks to be endowed with the power of open market
operations. In October, 1933, it was authorised to buy and sell
certain specitied securities, Though purchase and sale of bank
acceptances had been included under the discount business of
the Bank and had been a part of its regular business, purchase
and sale of Government bonds was denied to it as a control
device because such transactions were definitely restricted under
the charter of 1924.* It was not permitted to purchase Govern-
ment bonds on its own account ; it could purchase a limited
amount for the investment of its pension funds. But this
amount was too small to be of any significance. The purchase
of Reich short-term treasury bills had also been prohibited by
the same charter. By an amendment of the charter in 1926,
the Reichsbank was permitted to discount, buy and sell such
bills of not more than three months currency, up to the amount
of 400 million RM.; but the Reichsbank made no use of this
privilege until 1928. At any rate the total amount of short

1 Northrop, Control Policies of the Reichsbank, p. 35.
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term treasury bills permitted was too small relatively to the
total amount of money outstanding to be of any use for
quantitative control of the money market. Deprived of its
major prop viz. , open market operations, the discount policy of
the Reichsbank had become in its hands a blunt and ineffective
weapon of credit control. * The new Law of the Reichsbank
promulgated on June 15, 1939, definitely envisaged open market
policy as an instrument of central banking control for it
empowered the Reichsbank to buy and sell, in order to regulate
the money market, fixed interest-bearing securities which were
admitted to official trading on the stock exchanges as well as
treasury bills which were due within one year from the date
of purchase. > By an amendment to its statutes on February 6,
1935, the Bank of Poland was authorised to buy for its own
account public securities and mortgage bonds quoted on the
Woarsaw Stock Exchange up to 150 million z1. * By an amend-
ment to the statutes in 1939, the maximum was raised to 200
million z1. * By a law of 30th June, 1935, the Norges Bank
(Norway) was empowered to carry on open market operations.
Under the provisions of the Law of 22nd February, 1937, the
Nederlandsche Bank was given the power to engage in open
market operations. The operations were to consist in the buying
and selling of bills accepted by banks or bankers established
within the Netherlands and of treasury bills, the latter to be
bought from third parties. The Swedish Law of March, 1937,
authorised the Riksbank to undertake open market operations
by stipulating that the Riksbank might obtain short-term
Government securities from the National Debt office with a

1 Northrop, Control Policies of the Reichsbank, pp. 268 69.

2 Sec. 13 (1) Reichsbank Law of June 15, 1939, Federal Reserve Bulletin,
September, 1939, p. 738.

8 Sizth Annual Report of the Bank for International Settlements.

4 Ninth Annual Report of the Bank for International Settlements p. 121,
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view to selling them in order to withdraw surplus funds from the
market.'! When the statutes of the Belgian National Bank were
reformed by the Royal decree of July 23, 1937, the Bank was
authorised to engage in open market operations so that it might
fulfl its function as a regulator of the market. The technique
was new to the market and certain precautions were taken so
that it might not be diverted from its legitimate money market
purposes. Thus the maximum amount of short and medium
term securities that the Bank might buy was fixed at 500
million B francs, the total value of such bills not to exceed 200
million B {rancs for more than 12 consecutive months ; that of
long-term Government securities. was fixed at 1,000 million B
francs, the securities having been issued at least two years
before and quoted on the Bourse. In addition to the securities
which might be purchased by way of open market policy and
in addition to those which were held by Laws of December 27,
1930, and July 19, 1932, the Bank could buy public securities to
an amount corresponding to its capital surplus and amortisation
accounts. > When the charter of the National Bank of Hungary
was prolonged to 1963 in June 1938, a number of changes were
made in its statutes. The most important of the new provisions
was authorisation to undertake open market ojerations.
The total amounts which could be employed for such
purposes were restricted as in the case of the Belgian
Bank. ® .

A decree dated June 17, 1938, authorised the Bank of
France to undertake open market operations. “In order to
influence the volume of credit and to regulate the money

1 Money and Banking, (League of National), 1987-38, Vol. I, p, 86,
2 Federal Reserve Bulletin, October 1987, pp. 1003-06,
8  Ninth Annual Report of the Bank for International Settlements.
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market, the Bank of France was authorised in addition to the
operations enumerated in Art. 106 of the codification decree
of December 31, 1936, to buy‘\ in the open ‘market within the
limits and under the conditions fixed by the General Council
nogotiable short-term public bills and private bills eligible for
discount, and to re-sell without encorsement the bills previously
acquired.”* In no circumstances were these operations to be
carried out for the benefit of the public treasury or the issuing
bodies. . At the time of the currency reform of 1928, the Bank
of France had already certain powers of the nature of open
market operations. The Bank was authorised by Art. 9 of the
convention of June 23 between the Government and the Bank
to purchase bills and short-term paper for account of foreign
banks of issue.? By Art 3 of the convention entered Into the
same day between the Caisse Autonome Amortisement (Auto-
nomous Amortization Office) and the Bank, the latter was
permitted to sell in its discretion on the market and re-purchase
before maturity bills of the Caisse Autonome which had been
delivered to the Bank in exchange for treasury notes. From
the constant performance of such operations the Bank was able
to gather the experience necessary for carrying' open
market operations. Capital movements that affected the
Paris market in recent years amply demonstrated the need
of a more effective power of intervention. To that end
the powers of the Bank were extended. It was also
expected that the new method would reinforce its discount
policy.

In several other countries, during the period under review,

1 Federal Reserve Bulletin, August, 1938, pp. 650-65.
2 Federal Reserve Bulletin, August, 1928, pp, 578-75,
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the adoption of open market operations was under active
consideration. In Switzerland two proposals were put forward
with a view to the introduction of open market operations. The
Governor of the National Bank in its annual general meeting
of March, 1937, urged a revision of the statutes to enable
the Bank to buy bills, treasury bills and securities admitted
to re-discount. The Commission for Economic Legis-
lation also recommended the introduction of open market
practice.!

The power to undertake open inarket operations was
granted not only to a number of older central banks which had
not enjoyed such privileges before but was also provided
for in the statutes of several newly created banks. In the
Argentine, New Zealand, Canada and India, such powers
were included in the statutes of the central banks from the
beginning.

In some of these countries the necessary conditions which
have maae ‘open ‘market operatxons so successful in the London
and Amenman money markets were present. but mlothﬁzl,s they
\;e:é wrib; ""AS it was beeu pointed out by a recent writer, the
success of open market operations depends primarily upon first,
the existence of a broad and well-organised capital market and
secondly, the maintenance by commercial banks of a_relativly
stable cash ratio.” The absence of a wide and active market for
governmént securities and the maintenance by commercial
banks of an elastic cash ratio in several countries have caused
such operations to be practically of limited significance. Thus
we find that the Commonwealth Bank of Australia has not been

1 Bpeech of the President of the National Bank to the General Meeting
of Shareholders, March 12, 1938 (Money and Banking, 1937-38, Vol, I, p, 86
footnote),

2 A.F. W. Plumptre, Central Banking in the British Dominions p. 230.
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able to use its open market powers because the market for
government securities was rather narrow and because the
commercial banks were wedded to the practice of maintaining
unstable cash ratios. As we shall see in the next section, the
same, f; e factors have also_stood in the way of the Indian Reserve
Bank’s utxhsatxon of open-market operatlons as an effectwe
method of credit control. The deve10pment of an open
market for ffovernment securities is essential for strengthenmg
the power of the central banks to regulate credit. The Royal
Commission on Australian Banking urged the establishment
of an open market for treasury  bills in Australia so that the
Commonwealth Bank might more effectively control
credit* It is well worth while for the central banks of those
fcountnes where the money markets are either ill-organised
‘or non-existent to explore the {easibility of adopting
new and hitherto untried methods of credit control rather!
than habitually rely on the traditional devices.

O“b‘g;‘z» Market Operations in War-Time—

The trend to authorise central banks to undertake open
market operations is continued in the war period. Immediately
before the outbreak of the war, a new law for the National
Bank of Belgium in the {form of a royal decree signed by the
King on August 24, 1939 extended the permissible scope of
open market operations. The limit on the Bank’s holdings
of government securities (including short, medium and long
term obligations) acquired through open market operations

1 Report of the Royal Commission on Australian Monetary and Banking
Systems, August, 1937, p. 234.
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was raised from 1,500 million francs to a total of 5000
million francs. A new safeguard, however, was provided
against the unrestiicted use of open market powers in support
of government financing by requiring the Treasury to publish
quarterly statements of the public debt showing separately'
the short, medium and long-term obligations and by requiring
the Bank to report ou the same dates its holdings of the three
classes of securities.r In November 1939 the legal framework
of an open market technique was created in Spain when
taking the cue from the established practice of foreign
central banks, the Bank of Spain was authorised to acquire
in the market for its own account or possess or transfer state
and treasury securities with the sanction of the Minister of
Finance.® When the Irish Central Bank was established in
February 1943, it was specially empowered to buy, hold and
sell securities of the Free State provided these issues had been
offered for public subscription and had been quoted on the
stock exchange.® Many central banks were formally authorised
to acquire Government paper in unlimited quantities in war
time. In the countries occupied by Germany, German
occupation authorities had the -laws of central banks
amended and authorlsed them to buy long-term government
securities.

In war-time the obJectwes of open market operafions,..in
most of the bengerenl countrxes were, first, to Mserve > a pattern
of mterest rates and secondly to supgort the pnce o‘ { government
secqntles. The technique adopted in countries with highly
developed banking systems was to increase the reserve balances

1 Federal Reserve Bulletin, Feb. 1944. A

2 Federal Reserve Bulletin, May 1943. Report of the Bank of Spain
1936-41 pp. 405-6.

3 Bec 7 (b) and (i) Federal Reserve Bullecm, Feb. 1943 p. 122.

4 World Economic Survey 1942-44 p. 183.
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of the member banks so that they could subscribe to govern-
ment loans. It was essential that the banks’ customary or
statutory cash ratio should be maintained without difficulty
inspite of the large increases of their deposits as a result of their
purchases of government securities. Thus the Federal Reserve
Banks ‘bought large amounts of government secuntles prmcxpal]y
for the dual purpose of providing to commermal banks an
adequate amount of reserves to form ab 1s for ‘such’ putchases
of government securntles as were offered to them ana“ of mam-
tammg market qt’xbxhty In Enghnd the Bank of England was
vitally concerned in providing a basis of bank cash adequate
enough to “underpin” the superstructure of bank credit which
was the outcome of-deficit financing from the banking system.?
The Bank undertook to purchase government securities not so
much for meeting the requirements of the Government but for
preventing the cash reserves of the commercial banks from
being reduced as a result of the public’s increased demand for
currency. Thus although the deposits of the British commer-
cial banks sharply increased as a result of their purchases of
government securities, their cash ratio remained remarkably
stable, hovering round about the traditional level of 107. In
several other countries, however, open market operations. were
aimed at absorbmg an excess of liquid funds on the money
and capxtal markets The operations of the Riksbank of
Sweden and of the Central bank of the Argentine are cases
in pomt.
The extent to which government securities and direct
claims on government have come to figure in war time among

1 Federal Reserve Bulletin, November 1942; also World Economic
Survey 1941-42 p. 121.

3 The Economist, July 25, 1942 p. 113.

8 World Economic Survey 1942-44 p. 184.
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the assets of central banks in a number of countries is
strikingly illustrated in the table given belows :—

Table*

Direct claims on government and government
securities as?, of total central bank assets.

End of 1938 1944
Canada 45 89
France 26 81
Finland A 10 86
Germany . 81 96
United Kingdom 45 99
U.S. A, 17 49

The central banks’ financial assistance to governments has
been rendered not only in the shape of purchases of government
securities and direct advances but also in other forms. Move-
ments of government deposit accounts maintained with the
central banks have often been a fruitful source of finance.
As these balances were drawn upon and spent by the Treasury,
central bank credit filtered down to the private market in the
form of demand deposits or notes in circulation. In the
beginning of the war in a number of countries including Belgium
France, Netherlands, Hungary, Sweden etc. a sharp reduction in
government securities was to be witnessed indicating the effort
of the Treasury to meet the first strain on its position through
this method.”

Speaking of open market operations in war-time, a brief

1 World Economic Survey 1942-44 pp. I85.
2 Money and Banking (League of Nations) 1939-40 p. 54.
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reference may be made to the revolutionary change ,.in_ the
technigue of British open mmket ‘operations : after the outbreak
of the war. The mcre'lsed scope of open market operations
m-tlme and the enormous expansion of deficit financing
from the banking system brought out in a striking manner the
shortcomings of the pre-war technique. b It was a fundamental
prmcnple of the ,Bn‘ush credit, meqhamsm that the discount
market shOuld act as the intermediary between the central
bank _and the c.;lca.ruw banks, the latter as a result of long
estabhshed convention enjoying no nght of chrect 1ccess to the
former. “This tr‘ldxtloml barsier between ,th_g ceutr’tl i,llkd
clearmf? banks broke down  in  war-time. Instead of the
discount market actmg as a buffer between the Bank of England
and the clearing banks, the latter came to be used for
the first time in war-time as an intermediary through which
central banking assistance could he {urnished to the former.
When the discount houses were unable to take the treasury
bills they had tendered for in the week before, the Bank of
England bought short-dated bills irom the clearing banks
on the wunderstanding that they in turn would purchase
longer-dated bills {rom the discount market. It has been,
as the Economist has aptly observed, ‘“‘a curious and highly
significant reversal of the traditional machinery of credit
control in the country.”®

In India, as elsewhere, one of the most 1mportant
obJects of open market operations in w ar-txnigmﬁas fto mauﬂ{fam
'md keep unwthe “values of govemment opelatxous “The

WS Tk

Reserve Bank of India appears to have followed a cwrefully

1 The Economist, July 25, 1942 (**War-time Changes in the Technique of
Open Market Operations’ I).
2 The Economist, August 1, 1942 (*‘By-passing the Market" II).
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laid out plan for the purpose with a view to prepare the market
for new loans th’\t ‘might be Subsequeutly a.nmunced A close
study of the course of prices of some of the selected loans brings
out the salient features of the Reserve Bank's operations in the
open market. The 337, paper, for instance, was being quoted
up to June 2, 1942 at Rs. 91-1 and did not move up, although
the prices of other loans were going up. This was due to the
fact that the Reserve Bank was selling that paper at Rs. 91
until that day. The paper suddenly shot up to- Rs. 91-9 on
the next day because the Reserve Bank stopped selling on that
day. It is significant that the price of the security did not
increase further for some time in spite of a great demand for it.
The reason is to be found in a renewal of sales by the Bank.
Two other loans which were similarly rigged up about that time
by the Reserve Bank stopping their sales were the 3% 1963-65
and the 37, 1951-54.%

1 The Commerce, 13 June 1942.
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VIII
THE VARIABLE RESERVE RATIO.

In discussing the limited significance of open market
operations in narrow markets, a suggestion was made above
that central banks, in countries where money and capital
markets were ill-organised or did not exist at all, should explore
the possibility of utilising new and hitherto untried methods
of credit control. The time has indeed come for the central
banks to make a new inventory of their old arsenal of control
weapons with a view to finding out whether they would be
adequate for the tasks ahead or whether a bold rearmament
policy was called for. It is interesting to notice in this connection
a remarkable tendency for recent central banking legislation to
add to the armoury of central banks an absolutely new and
hitherto unused weapon of credit control in the shape of the
variable reserve ratio. Ever since the Federal Reserve Board
had suggested in their Annual Report for 1916, that they should
be empowered to increase in the case of an emergency the
reserve ratio of the member banks, the technique has come to en-
gage the attention of economists and bankers from time to time.
Mr. H. A. S. Chandler declared in 1926 that the suggestion was
so revolutionary that its adoption was out of the question.? It
is Mr. Keynes who among the economists has been mainly
responsible for popularising the notion by proposing in his
“Treatise on Money” the introduction of this feature into the
ideal central banking system of the future, Though revolutionary

1 Annual Report of the Federal Reserve Board for 1916 p 28.
2 American Economic Review Supplement, March 1926 p 819.
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some such power, he urged, should be given to the centrat
banks. So far as the British system was concerned, he wanted
the Bank of England to be given the power to vary the
prescribed proportions of cash reserves to deposits to a figure
between 10 and 207 for demand deposits and to a figure
between o and 67, for time deposits.® A similar technique was
recommended for use by the Bank of England by the Macmillan
Committee who urged the view that a statutory provision of
minimum cash ratios was unpecessary.® The Bank should
represent to the joint-stock banks the cash percentages which
it thought appropriate for the moment on the understanding that
the latter should vary their cash ratios in accordance with the
ideas of the central bank. '

The first country to adopt this new instrument of monetary
control was the United States of America. The power to
change the statutory reserve requirements of member banks was
for the first time conferred upon the Federal Reserve Board by
the so-called Thomas Amendment included in an Act of
Congress approved on May 12, 1933. It was modified and was
given a permanent, instead of an emergency, status by the Bank-
ing Act of 1935. Partly as a result of open market operations.
and partly as a result of the continuous gold inflows, the excess
reserves of the member banks had grown to unprecedented
proportions. It was estimated that 50 billion dollars would be
the amount of additional credit that could be created on the
basis of the surplus reserves. If account were taken of further
gold import and the large amounts which the Reserve Banks
and the Treasury could add to the huge reserves held by the

1 J. M. Keynes, 4 Treatise on Money, Vol. II, pp. 76-77. Also pp 260-261.
2 Report of the Macmillan Committee, para 860.
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member banks, astronomical figures would indeed be obtained. *
‘In the Banking Act of 1935, it was laid down that the Board of
Governors of the Federal Reserve System, upon the affirmative
vote of not less than four of its members, in order to prevent
injurious credit expansion or contraction, might by regulation
change the requirements as to reserves to be maintained against
demand or time deposits or both by member banks. But the
amount of the reserves required to be maintained by any such
member bank as a result of any such change should not
be less than the amount of reserves required to be maintained
by it on the date of enactment of the Banking Act of
1935 nor more than twice such amount. Between the summer
of 1936 and the early months of 1937 the Board of Governors
increased the reserve requirements of the member banks by the
full amount permissible under law. Ina somewhat spasmodic
attempt to stimulate recovery from the recession in the latter
half of 1937, reserve requirements were reduced by
about one-quarter of basic requirements in April 19382 In
November 1941, they were again raised to the legal maximum.
In New Zealand when the Reserve Bank Act of November
1933, was amended by the Act of April 8, 1936, the Governor of
the Reserve Bank acting with the authority of the Minister of
Finance was empowered to alter the reserve ratios of trading
banks {rom time to time asa means of maintaining effective
control over the credit situation. The minimum ratios of 7%
and 37, against sight and time liabilities respectively fixed by
the Act of November, 1933 set the lower limit to the scope of
variation.® In Belgium the Banking Commission which was
1 Article by H. H. Preston ‘“‘The Banking Act of 1935. Journal of
Political Economy, December, 1935.
2 Federal Reserve Bulletin, November, 1938, p. 950.

8 The Bankers’ Magazine, April, 1939. Article by H. R. Randerson. Also
Money and Banking, Vol. II (League of Nations), 1937-38, p. 20.
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authorised to fix cash ratios reserved the right to vary the ratios
as occasion demanded.* In Australia the Royal Commission
on Banking in their Report of August 27, 1937 recom-
mended that the Commonwealth Bank Board should be
empowered by Parliament to require with the consent
of the Treasurer all trading banks to maintain with
the Commonwealth Bank a certain percentage of their
deposits and also to raise and lower the percentage from
time to time within the limit fixed by the consent of the
Treasurer. ?

It may also be noted in this connection that in Sweden the
Rikstag passed an enabling Act in June, 1937, empowering the
Government until February 28, 1938, to authorise the Riksbank
at its request to require all joint-stock banks with own funds in
excess of 5 million kronor to hold their compulsory reserve of
257 against sight ’liabi!ities only in the form of till money,
balances with itself and sight claims on {oreign banks and to
prescribe at will the minimum proportion of balances with itself to
total rescrves. ® Provisions for flexible reserve requirements are
also ‘to be {ound in the case of some Latin American
central banks eg in Mexico and Costa Rica andto
a minor extent in Ecuador. The Bank of Mexico may
vary the reserve requirements of the private banks
between a minimum of 57, and a maximum of 50% of their
deposits.*

_ Central Banking controls may be classified under three
heads : quantitative, qualitative and selective. Direct quantita-
tive controls which undertake no responsibility to guide
1 Money and Banking, Vol. I (League of Nations), 1937-38, p. 99.
2 TReport of the Royal Commission on Australian Banking. August, 1937,
e ?Sgamy and ch‘k‘ing (Lea%ue of Nations), Vol. II, 1937-88, p. 165. .
obert Triffin, ‘‘Central Banking and Monetary Management in Latin

America.” Art. in Economic Problems of Latin America EQ. by S. E. Harris
p. 101. p. 110,
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<credit into specific channels are designed to influence the
wvolume of credit by changing the amount of available member
bank reserves. The traditional instruments in this group are the
discount rate policy and open market operations. The power
to alter reserve ratios of commercial banks belongs to this
group but in its effect on their free reserves, it should be sharply
distinguished from the other two. While the bank rate policy
.and open market operations alter the volume of free reserves
indirectly by influencing the total amount of reserves, the
variable reseve ratio does so directly. “Whereas the other
two methods are designed to bring about an actual quantitative
-change in reserve holdings and thereby in free reserves, a
change in reserve requirements serves to create or destroy free
reserves by a stroke of the pen.” '

It has been suggested that a very clear case for flexible
minimum reserves will be found in countries where the scope
of open market operations appears to be restricted owing to the
.absence of broad and active capital and money markets. A
recent writer has observed that the Dominions are just the
place where the innovation would be most valuable.r In the
case of’India, as Dr. J. C. Sinha has clearly shown, none of the
traditional weapons of credit control can be effectively
wielded by the Reserve Bank.® Credit rationing is out of the
-question for any attempt on the part of the Bank t6 ration credit
would make it liable to the charge of favouritism in its present
position ef strength and respectablity. Moral suasion cannot be
-expected to produce any useful result in India unless the
Reserve Bank were to attain the status of the Bank of England

1 Midland Bank's Monthly Review May-June 1937 “Cash Resexrves as &
factor in Monetary Policy.”
2 J.C. Sinha, Indian Currency during the Last Decade Lecture X.
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or the Federal Reserve Banks. Discount-rate policy of the
Reserve Bank is blunt for all practical purposes owing to the
existence of the indigenous bankers outside the fold of organised
banking. Open market policy upon which habitual reliauce
has been placed by central banks in England and the U. S. A,
would be of much too limited value on account of the absence
of a wide and well-organised market for Government securities
in India. Large sales cannot be effected without considering
their repercussions on the credit of the Government. If the
Reserve Bank of India with a view to checking incipient boom
conditions were to sell government securities to any extent, the
price of government stocks would decline and rates of interest
rise to the possible embarrassment of the Government. It
will be recalled that the Commonwealth Bank of Australia has
not been able to use its powers to undertake open market
operations owing to the same difficulties of a narrow market for
government securities.”  Keynes has rightly pointed out that
the effectiveness of open market operations is dependent on the
power of the central banks to have their portfolios stocked
with an adequate supply of “ammunition” in the shape
of open market securities available for sale.* Mr. Sayers has
also argued that in a country where extensive open market
operations by the central bank are subject to great difficulties,
the mere existence of the weapon of reserve variation
would add enormously to the influence of the central
bank. *

Is there any case for introducing the variable reserve ratio
into the central banking systm of our country as Mr. Sayers

1 Report of the Royal Commission on Australian Banking, August, 1937,
p: 217,

2 J. M. Keynes, 4 Treatise on Money Vol. II pp. 76—117.

8 R. Sayers, Modern Banking, p. 295.
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and others have suggested that thereis, for the Domi-
nions ?.In India, as in the Dominions of Australia, New Zealand
and S. Africa, money and eapital markets are narrow and ill-
organised and the Reserve Bank of India's supply of
“ammunition” is also inadequate. Scheduled banks again are
required by law to maintain minimum reserves with the
central bank. Would it not provide the Reserve Bank with
an excellent opportunity to regulate the credit situation by
altering the reserve ratio. ?

It is worth while to examine closely and carefully the
question whether the variablé reserve ratio would be an effective
instrument of credit control here, indeed a {ar more effective one
than in the U. S. A. In estimating the efficacy of this particular
type of control, the fundamental nature of the money markets of
the countries and the normal behaviour of the banks operating in
them will have to be taken into consideration. In narrow
markets the ordinary banks are likely to be wedded to the
practice of maintaining flexible reserve ratios. The same factor,
therefore, which stultifies open market operations in such
markets will render the variable reserve ratio a crude and
insensitive weapon of credit control.* This is particularly the
case in Australia, New Zcaland and to some extent in S. Africa.
The banks there maintain highly elastic reserve ratios and
possess large liquid assets in London. How variable the ratios
are in the case of the Australian tra'ding banks will be found
from the figures given below. During 1925-28 the average
quarterly ratio fluctuated between 18.47 and 21.247,. During
1932-35 it moved round about 15%. Between:1925-1938 it ranged

1 A.F. W. Plumptre, Central Banking in the British Dominions p. 218,
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between 13 and 10%. The London funds of the Australian tra-

ding banks are given below :(—* (£000,000’s)

1928 41.3 1936 23.5
1931 15.9 1937 272
1934 24.2 1938 25.8
1935 18.0 1939 16.6

In the circumstances they can afford to be indifferent
to the position of their local cash ratios. They can indeed
avoid the effect of raised reserve requirements upon their credit
policies by replenishing their reserve resources with the Central
Bank by selling to it a portion of their London funds. A policy
of changing reserve requirements will, therefore, be inopera-
tive so long as the banks are able to substitute their I.ondon
assets by increased domestic assets with the central bank. As
and when the cash ratio declines, a compensating movement of
foreign assets may occur as it did in Australia in 1936-37.
In India, too, the scheduled banks are not accustomed to
maintain relatively. stable ratios. As the following table will
show, the ratios have fluctuated within wide limits.

TabLE ®

Cash and Balances with the Reserve Bank
as percentages of total liabilities.

Average 1935-36 1936-37 1937-38 1938-39 1939-40
17.36 1403 1285 950 100

The ratios are sufficiently variable to be a real obstacle to
the use of both open market operations and the variable

1 A, F. W. Plumtre, Central Banking in the British Dominions p. 249.
Algo App. Table 1I pp, 482-33. .

8 International Currency Ezprience (League of Nations) p 68.

8 Report on Currency and Finance, Reserve Bank of Indis 1939-40,
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reserve ratio. In India no figures of the holdings of external
assets of commercial banks are published but they are believed
to have been important.?

Among the British Dominions Canada presents a somewhat
different case. The local money market is partly well
developed and there is no need for commercial banks to
maintain liquid assets in a foreign centre. The banks are
accustomed to fairly stable reserve ratios which as a rule have
varied- between 957, aud 11'4%. If the legal minimum was
raised beyond the customary line, it would not be possible for
the banks to replenish their'reserves by selling London assets
like their compeers in Australia and New Zealand. In the
circumstances open market operations haye been more successful
there than in the other dominions and there is also a strong case
for the variable reserve ratio. Those who like Mr. Sayers and
the writer in the Midland Bank’s Monthly Review are inclined to
believe that the new device would be highly effective in narrow
markets have failed to realise the insignificance of the local cash
ratios with the commercial banks, the insignificance beinga result
of the narrow market itself. In the case of such countries, as
Mr. Plumptre has aptly suggested, a more effective weapon would
be a variable minimum ratio between liquid assets as a whole
and deposits rather than between cash simply and deposits. *
The restrictive effect of increased minimum could not then be
neutralised or at least delayed by transfer of foreign funds. In
the Commonwealth Bank of Australia and the Reserve Banks
of New Zealand and“India, London assets are included
as a part of their statutory minimum reserves. There is no

1 International Currency Ezperience (League of Nations) 1944 p. 58.
2 A.F. W. Plumptre, Central Banking in the British Dominions
pp. 270-271.
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reason why this should not be the case with the commercial
banks also.

When such is likely to be the fate of the variable reserve
ratio in countries with narrow and unorganised markets which
have been considered to be its special habitat, what would be its
significance in the wide and well-organised market of the -
U.S.A. where it has already been applied ? The history of the
operation of the variable reserve ratio in the Federal Reserve
System, however, demonstrates that it has not yet developed ;
there as a delicate and sensitive instrument of control.;
It,has not certainly fulfilled the early expectations. A good
many bankers and Reserve officials have viewed it with
questioning, if not with positive disfavour and marked hostility.
Three major criticisms that have been levelled against it
are : it is clumsy ; it is discriminatory in its effect; and it is
inflexible.' First, as compared with open market operations,
it lacks precision in the sense that it is inexact and uncertain as
regards chandges not only in the amount of reserves but also the
place where these changes can be made effective. / The changes
in reserves involve far larger sums than in the case of open
market operations. The latter, again, can be applied to a
relatively narrow sector. / Secondly, it affects different banks
differently. Banks with a large margin of excess reserves would
be hardly affected while banks with small excess reserves would
be hard pressed. { Thirdly, it lacks flexibility in that changes in
reserve requirements would not be well adjusted to meet small
or localized situations of reserve stringency or superfluity. How
inflexible the device is was well illustrated by the Federal

1 Quarterly Journal of Economics, August 1944 pp. 555-556. Art. by C.
Whittlesey entitled ‘Reserve Requirements and the Integration of Credit
Policies".
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. Reserve System’s ability to use it only to a restricted extent to
relieve the reserve stringency in New York and Chicago which
was the outcome of war-financing in 1942,

Apart from inflexibility, inadaptability to fine adjustment
and inability to avoid undesirable disturbances and dislocations,
- there is another {eature which sharply distinguishes the
variable reserve ratio from open market operations as a control
device—a feature which is significant from the point of view of
central bank policy and Treasury financing, particularly in war-
time. Open market Operation_s tend to increase or reduce the
earning essets of central banks while the variable reserve ratio
has no such effect. The limit to the former is set by the
extent to which central banks are prepared to part with
their earning assets in combating an inflationary process.
When the surplus reserves of commercial banks bear a very
large proportion to the security holdings of the central
banks, as it was in the case of the American member
banks in 1940, the amount that could be sold in the open
market without impairing the payment of customary dividends
and covering expenses was hopelessly inadequate to absorb
the excess reserves. No doubt as a result of war financing,
the earning assets of the Reserve Banks expanded subsequently
and by 1943 became more than sufficient in relation to the
amount of excess serves which in the meantime had con-
tracted. But there is no guarantee that the trend will be
perpetuated. Inany case there is a serious limitation upon
open market sales policy for unlike the variable reserve ratio,
it is incapable of functioning without “ammunition”.
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It may be recalled that one of the most serious impediments
to oper. market operations is that large sales of government
securities would depress their prices severely. This criticism is
of particular force at the present time when commercial banks
have come to hold large blocks of government securities. If the
central bank sells long-term government bonds and the
commercial banks' portfolio consists of the same type of
securities, they will suffer a severe depreciation in the value of
their assets. But the variable reserve ratio is not entirely free
from the charge of excercising a depressing effect on the
security markei. When member banks are asked to increase
their reserve ratios, they may be inclined to sell their holdings of
long-term securities with a view to replenishing their reserves.
If sales are not confined to what is just needed to meet the
altered reserve requirements, which is very likely, there may be
an utter collapse of the bond market.

Mr. Whittlesey in a recent paper has suggested that the
integration of the two policies, open market operations and the
variable reserve ratio, rather than the independent and separate
use of each one, would offer an elegant solution for the principal
defects attaching to each instrument individually.® An increase
in reserve requirements, for instance, may be coupled, not with
an open market sales policy, but with a purchase policy, supple-
mented as far as possible by the purchase of treasury bills.
The joint application of the two policies will not be contra.
dictory in its effect but, as the Federal Open Market Commitee
pointed out in 1937, may be complementary.® Open market
purchases will be designed to maintain security prices and relieve

1 Quarterly Journal of Economics, August 1944. op. cit. p. 568.

2 Twentyfourth Annual Report of the Board of Governors (Washington)
1938 p 6.
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" local stringencies in the reserves of member banks rather than
increase the total volume of reserves. Member banks may tend,
in such circumstances, to restrict their sales of securities to just
what will be necessary to adjust their reserve position to the
changed requirements.

The extreme critics of the variable reserve ratio have
attacked it on the ground that it would endow the central bank
with power of life and death over particular member banks. But
the same could be equally spoken of any other instrument of
central banking policy, if it. were abused. Yet no one has
preferred a similar charge against any other weapon. It may
be a very powerful weapon and, if abused, may cause untold
damage. But if employed with caution and intelligence,
it has possibilities. A change in the ratio may be made
in such a manner as not to produce a shock which would
provoke a credit panic. As Keynes himself suggested, the ratio
might be varied with due notice and in small degrees.® The
central bank will have to proceed very cautiously and by stages.
The changes in reserve requirements may be made step by
step and to avoid shock and misunderstanding announcements
may be made in advance how far the bank proposed to go. A
higher differential advance may be applied against time
deposits relatively to demand deposits. Again, lower differentials
may be employed against the demand deposits of mofussil banks
as against city banks.® If the central bank is unwilling to
embarrass the least liquid banks, the increase in reserve
requirements upto any ratio may be on any fulure increases
of deposits.® In times of inflation, the elimination of the

1 J. M. Keynes, 4 Treatise on Money Vol 11 pp. 76-77.

2 Article by L. L. Watkins entitled ‘“The Variable Reserve Ratio' in the
Journal of Political Economy December 1936 pp 872-378.

3 Economic Problems of Latin America, Ed. by 8. E, Harris, p. 110
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vicious secondary expansion may thereby be made possible
under u system of fractional reserve banking. The American
Mission which recommended the setting up of a central bank
for Cuba proposed the adoption of some such measure. Most
of the defects of this new control device noticed above are,
however, not fundamental. Some of them are purely legislative
and not at all inherent in it, while the rest are faults of
application arising out of the banking community’s unfamiliarity
with it and the authorities’ inexperience of administering it.
The traditional theory underlying member bank reserve
balances was that their primary function was to impart
liquidity to the banks. The theory was challenged for the
first time in 1931 in the Report of the Federal Reserve Board's
Committée on bank reserves. The Committee denied that
liquidity was the primary function of the legal reserve balances
of the member banks. Indeed as we shall see later om,
liquidity is seldom achieved by them. Their primary functions
according to the Committee were first, to furnish resources
to the Central Banks and secondly, to limit and control the
rate of credit expansion. The new conception is that reserve
requirements of commercial banks serve primarily not as a
means of preserving their liquidity but as a medium through
which a contractionist or expansionist pressure can be exerted
on the credit situation. The conception has generally been
accepted in the United States where, as already noted, it has
become the principal instrument of monetary policy with the
Federal Reserve authorities in recent years' and in some
quarters is being regarded as “a battery of the most improved

1 Fedcral Reserve Bulletin, November 1938. Article entitled “The
History of Reserve Requirements’. p. 442,
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type” that a central bank can add to its arsenal® In the
British Dominions too the promotion of bank liquidity has
not been considered to be an objective of legal minimum
reserves. In India, however, neither the official sponsors of
"the Reserve Bank Bill nor the Legislature seemed to have
* any notion of the real purpose of the statutory balances
that the scheduled banks were being asked to maintain, as is
abunduntly clear from the debates that took place during the
passage of the Bill. It is satisfactory to notice, however, that the
Reserve Bank itself has recognised in a recent official publi-
cation that the primary purpose of the statutory balances
is not to impart liquidity to commercial banks but to enable
the central bank to exercise some measure of control
over them.?

Selective Instruments of Credit Control :

Recent developments have blunted the edge of some of
the best known traditional weapons of central banking
control, qualitative as well as quantitative. The effectiveness of
control has been sought to be reinforced not only by the
integration of the available techniques but also by the-appli-
cation of absolutely new and untried devices. Bank rate
policy came to be co-ordinated with opzn market operations in
the 1920’s. In the late nineteen-thirties the variable reserve ratio
sprang into prominence as a new instrument. While the
co-ordination of open market operations and the variable
reserve ratio is being canvassed for the future, a new technique
of credit control, which is neither quantitative nor qualitative,

1 Goodbar, Managing Peoples® bMoney, p. 442.
2 Functions and Working of the Reserve Bank of India (Published by
the Bank) 1943 p. 40.
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but known as the technique of “Selective Credit Control” has
been slowly evolving itself, particularly in the Federal”
Reserve system, which has indeed become a great laboratory
for testing the efficacy of various techniques. It has been
made clear in the preceding discussion that the crux
of the problem is to prevent a shortage of funds in the
market for government securities and a superabun-
dance of funds elsewhere. A severe decline in the prices of
government gecurities and an impetus to inflationary forces
have to be avoided at the same time. The question, therefore,
is how to evolve an instrument of credit policy which would
exert different degrees of pressure in selected areas—which
would absorb funds from areas other than the Government
securities market. In other words, what is needed is an appro-
priate technique of selective credit control. The concept of selec-
tive credit control owes its origin to the developments in the
security market in the nineteen-twenties. It received an impetus
from the experiences of the depression period when the effects
of the cheap money policy initiated by the Reserve Banks
in the US.A. for stimulating recovery were largely dissipated
in the excess reserves of the member banks. A fresh impetus
to this new technique was given in war-time. /Regulation of
marihs on security transactions developed as a selective credit
instrument after the speculative boom and crash of 1929-31,
while regulation of consumer credit developed out of a desire
to limit expenditures for non-essential purposes in war-time.
As a recent writer has pointed out, owing to the lack of
fluidity of money it has been possible to devise this technique
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of selective credit control for exerting pressure in particular
areas as oontradistinguished from direct quantitative and
qualitative controls which exert simply general pressure.t It
has often been contended that instruments of central banking
control are not at all powerful. But in the light of the pre-
ceding analysis, it becomes clear that there are conditions.
under which weapons of central banking control may become
much too potent to be used alone. This, again, fortifies the
case for a co-ordination of the various techniques available
to modern central banks.

1 American Economic Review, March 1944, pp. 274-275.
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IX

THE CENTRAL BANK AS THE CONTROLLER
OF THE VOLUME OF BANK CASH.

In one important respect the war which has just ended.
may be said to have brought about a revolutionary change
in monetary policy. The central bank has unobtrusively
“abdicated” from the position of the controller of the volume
of money. In the days before the war the public had to
accept whatever volume of deposits the central bank thought
fit to put in its hands. The volume of deposits in war-
time came to be decided not by the central bank but by the:
public. As the Economist has observed ‘“‘the real determinant
of the rate of growth of deposits has been the form in which
the public has elected to hold its savings.”* The government’s.
uncovered deficit in war-time is financed by sales of securities.
to four groups of buyers viz. (i) internal government funds (2)
central banks of foreign countries having an export surplus (3) the.
public and (4) the banks. “Given the amount of the Government
deficit and given the amount of the country’s adverse balance
of overseas payments, the movement of bank deposits depends.
solely upon the distribution of Government’s security sales to the-
public and the banks”. This distribution is determined by
the public. / If the public prefers to hold a considerable:
portion of its savings in the liquid form of bank deposits,.
there would be a corresponding expansion of deposits and
it is the banks which would have to lend the money to the

1 The Economist, July 7, 1945, p. 17.
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Govemment / But if the public chooses to hold a large part of
in “tap” issues of Governrnent ‘bonds and savings certificatés,
there will be a relatively small increase in bank deposits. If
the public is inclined to achieve liquidity by holding its savings
dn savings bank deposits, the same will also be true, for such
deposits are direct loans to the Government. It is clear,
therefore, that the trend of bank deposits has been determined
in war-time by the liquidity habits of the public.

This revolutionary change, -however can not be strictly
attributed to the War of 1939. Its beginnings in England may
indeed be traced to 1932 when the British Government adopted
a cheap money policy. The proposition that the level of
bank cash is determined by the public depends on the assump-
tion that a cheap money policy will be continued. From the
moment that policy came to be adopted, the Central Bank
lost its power of sovereign control of the volume of money.?
If in the post-war years, the same policy is maintained in
England and other countries, the central banks will not regain
their sovereignty. If the interest rates remain above the
level the authorities are aiming at, they can exercise their
powers of sovereignty. If interest rates have to be pushed
down, more money will be required and that money will be
created by them. But as soon as the rates fall to the point
at which it is desired to stabilise them, the volume of money
would have to be what the public desires it to be. The
appropriate monetary policy to be pursued in maintaining
cheap money is to see that the volume of bank credit is not

1 The Economist, July 7, 1945.
2 The Economist, Angust 4, 1945. p. 161.
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less than what the public wants. Otherwise there will be-.
frequent apprehensions of “dear money” brought about by the
pédic's liquidation of securities and the resulting pressure
on the giltedged market.

Indeed it is the need for the prote&ion of the é’iltedged
market which in effect has made the central bank surrender-
its autonomous control over the volume of bank cash and
make it over to the public. This principle had come to be
recognised even before the War of 1939 when a suitable techni-
que was evolved by which the level of domestic deposits
was sought to be stabilised during the influx of “hot money”
by expanding the cash of the joint stock banks in an
appropriate ratio to the increase in the borrowings of the
Exchange Equalisation Account.

A smilar technique was employed in war-time. It is clear,
therefore, that the monetary technique of war is not peculiar to
war and had in {act been employed long before it. That the
demands of finance dictated the level of bank cash and
Jherefore of bank deposits instead of bank cash determining the
level of deposits was well known in the years prior to the out-
break of the war. In financing the uncovered deficit of the
Government through the banking system, it had to be seen that
the banks were able to secure the necessary reserves. But the
creation of cash was dictated not by the Government demands
but by the need {or meeting them without abandoning cheap
money. If only interest rates were not held down,a large
portion of the Government’s uncovered deficit could be financed
by the public rather than by the banks. As the interest rates

3 The Economitt, August 4, 1945, p. 161,
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would rise, the public would be more inclined to hold assets
less liquid than deposits.

So long as cheap money is the goal in the post-war
economy, the task of the central bank would be to maintain
the amount of bank cash atthe level required to give the

- public whatever volume of bank deposits it wants. Pushed to its
logical conclusion, the principle requires that the public should
be given not only the kind of securities it desires but also in
the proportions in which it wants them. The smooth operation
-of a cheap money policy can not he effected by a mere rule of
thumb practice of assisting the gilt-edged market whenever it is
hard pressed but by the more refined technique developed
during the years of the war. As a former Governor of the Bank
of England put it more than a century ago, “Let the public act
upon the ‘circulation’ and never try_to make the circulation act
wupon the public.”*

1 The Econcmist, August 4, 1945 p. 162,
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X

ADVANCES AND DISCOUNTS OF CENTRAL BANKS.

The extension of the scope of discounts and advances is a
remarkable feature of recent central banking legislation. The.
traditional requirements relating to eligibility have been
considerably relaxed and paper which would have been frowned
upon by central bankers in the years after the first Great War
as lacking in security and liquidity have been declared
eligible. Central banks have also been empowered to accept
new types of securities as collateral for advances. But perhaps
the most striking development in this connection has been the
authorisation of central banks to grant direct industrial credit.
The motive power behind this tendency towards the enlargement
of central banking operations was supplied by a desire to help
the money market to tide over temporary difficulties, the need
to finance the growing expenditure of Government departments
by means other than an appeal to the capital market and the
neccessity to provide funds to certain branches of the economic
system which were not in a position to obtain them through the
usual channels. * Treasury bills and various kinds of special bills
were admitted for rediscount with the Bank of France.
In pursuance of the general principles adopted by the Board of
Governors of the Federal Reserve System, in the new
regulations on discount and advances of 1st October,, 1937,
finance paper, construction loan notes and consumers' paper
were made eligible for discount. It is significant that the old

1 Money and Banking (League of Nations) 1937-38 Vol. I, p. 83.



12 RECENT BANEING DEVELOPMENTS

provisions requiring the use of the proceeds of eligible paper
‘in the first instance’ “for the purpose of producing, purchasing
and carrying or working goods” find no place in the new
regulations. It will undoubtedly have the effect of rendering
a large amount of paper of commission merchants and finance
-companies eligible for discount. The recent provisions relating
to the type of securities acceptable to the Federal Reserve
Banks as collateral for advances appear to be more interesting.
The Glass-Steagall Act of Februvary 27, 1932 added two
new sections to the Federal Reserve Act, viz, Secs. 10 (a) and
10 (b) under which member banks singly or in groups of five or
more could borrow from the Reserve Banks on security other
than that heretofore defined as eligible for discount. Such
loans were to be made at a rate at least 17, above bank rate.
Previously mere eligiblity would not have admitted a paper as
collateral {or a loan ; it would have to be in addition acceptable.
The Glass Steagall Act for the first time made it possible for
member banks to borrow on any sound asset,—on acceptable,
if ineligible, paper and did away with the distinction between
“eligibility” and “acceptability’” which had been painfully buiit
up in the years after the first World War.* The Act was
intended to be an emergency measure to be in {orce for only
one year and facilities under its terms could be oblained only
under exceptional circumstances. With slight changes, the Act
was made a permanent feature by the Banking Act of August,
23, 1935, when the emergency clause was also removed.

Ever since World War I a remarkable change has been
taking place slowly and imperceptibly in the attitude of central

1 B.E. Harris, Twenty Years of Federal Reserve Policy, Vol. II, p. 695.
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banks regarding their relationship to business emergencies,
The post-war shortage of industrial capital and the incidence of
the last depression on several industries led central banks to
undertake many functions which were entirely out of harmony
with the traditional principles of central banking. They had
to conceive it as a part of their duty to the community to
preserve business from the consequences of its own blunders
and even to make direct loans to industry in the event of need.*
In several countries there arose an insistent demand that central
banks should make a permanent practice of lending to industry.

The outstanding example of a central bank associating
itself closely with industry and even taking a financial interest
in an industrial financing company is that of the Bank of
England when it organised the Bankers Industrial Development
Company in 1930. In a country which is the traditional home
of orthodox banking, such a departure from the recognised
canons of central banking must be highly significant. It may
indeed be argued that it was “an abnormal effort for an
abnormal occasion”—a step of an unusual character prompted
by a desire to give a helping hand in the promotion of the
general welfare of the country. * But such a step would hardly
have been taken by central bankers in the pre-war or in the
early post-war years.

The establishment of the Bankers Industrial Development
Company under the auspices of the Bank of England has not
been the only instance of the association of the Central Bank of
the country with industry. During the period 1922-30 the
Bank of England had already become associated with a number

1 P. Willis, Theory and Practice of Central Banking with special
reference to the Federal Reserve System, Ch. III.
2 Minutes of Evidence, Committee on Finance and Industry, Vol. II,
pp. 294-95.
Aleo 8. K. Basu, Industrial Finance in India, p. 60.

8



114 RECENT BANKING DEVELOPMENTS

" of industrial reorganisation schemes. The Lancashire Cotton
Corporation was the result of the initiative of Mr. Montagu
Norman and received the direct finanial support of the Bank.
The armament firm of Armstrong & Co, Ltd,, and the steel firm
of William Beardmore & Co., Ltd., received generous assistance
from the Bank in connection with their reorganisation schemes.
In the years after the depression, the Bank of England is found
to have associated itself with the “Credit for Industry, Ltd.,” a
specialist institution for financing small and middle-sized
industries, through the United Dominions Trust. The Bank
had become the largest share-holder of the U. D. T by the
acquisition in 1930 of 250,000 ‘B’ shares of £I each and it was
under the aegis of the U. D. T. that the “Credit for Industry”
was founded.!

Indeed in the years after the depression this tendency for
central banks to furnish industrial credit became praticularly
striking. In some countries provisions were even made in the
statutes of central banks authorising them to make direct loans
to industry. The Federal Reserve Bank Act of June 19, 1934,
is perhaps the most important piece of legislation in this
respect. Under its terms the Federal Reserve Banks were
empowered to discount or buy from “any bank, trust company,
mortgage company, credit corporation for industry or other
financing institute” obligations maturing within five years
entered into for the purpose of advances to commercial and
industrial enterprises. The financing institution must itself
advance at least 207, of the working capital or must be
responsible for at least the same percentage for any loss

1 Bee the present writer's Industrial Finance in India, p. 49, pp* 36-
567, p. 60.p. 62.
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suffered by the Federal Reserve Banks. In exceptional
circumstances, the Federal Reserve Banks must make direct
working capital advances to established private industries.
The aggregate amount of credit that might be outstanding at any
time was limited to the combined reserves of the Federal
Reserve Banks plus amounts paid to the Banks by the Treasury
for this purpose.* By December 22, 1937, the total applications
received in this connection amounted to 363 million dollars of
which 151 millions were approved.® The industrial advances of
the Federal Reserve Banks outstanding totalled 14 million, 39
million, 25 million, 18 million and 16 million dollars at the end
of 1934, 1935, 1936, 1937 and 1938 respectively.®

Under the provisions of the Act, the industrial loans of
the Federal Reserve Banks were to be made upon a reasonable
and sound basis. The Banks were left free to decide whether
they would demand collateral security or not. As a matter of
fact, few loans have been unsecured. Most of the loans have
been secured by first mortgages on fixed assets, assignment of
accounts receivable and chattel mortgages on machinery and
equipment. The loans, as a rule are repayable in annual, semi-
annual, monthly or quarterly instalments of equal or
approximately equal amounts.* The purpose of the loans,
according to law, is to provide “working capital” but the phrase
has not been defined by regulation. The interpretation has
been left to the individual Banks themselves. The Banks have
sought to control the disposition of the loan proceeds in various
ways. One of the ways has been to provide in the loan agreements
that the increase in the borrowers’ net current assets after

1 Money and Banking (League of Nations), 1937-88, Vor. II, p, 20.

¢ Money and Banking 1938-39, Vol. II, p. 188.

8 Money and Banking 1937-88, Vol. II, Table VIII, p.200. Also Vol. I.
fn. p. 86.

4 N. H. Jacoby and R. G. Saulnier, Term Lending to Business (National
Bureau of Economic Research) pp 84-86.
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disbursement of the loan but leaving out the loan from current
liabilities should be at least equal to the amount of the loan.*
The Reserve Bank of New Zealand was empowered by the
Amendment Act of April 8, 1936, to grant accommodation by
way of overdraft to the Government and to official organisations.
to finance the purchase and marketing of New Zealand produce,
with no defined limits to the total of Government overdrafts.
These provisions were used under the Primary Produce
Marketing Act of July, 1936, by virtue of which the Government
became the sole exporter of dairy produce and the Reserve
Bank the sole bank financing its export. > A distinct forward
step towards unorthodox methods of central banking was taken
when in March, 1938 a plan was put forward to involve the
Reserve Bank in an ambitious scheme of Government steel
production. A bill was introduced for establishing an iron and
steel industry as a state monopoly and authorising the Reserve
Bank to finance the project by investing in it a sum not
exceeding £5 million. * The Bank of Italy was authorised by
Art. 99 of the Law of March 16, 1936 “as a special measure to
carry out discounting operations during 2 period of three years
with a view to supplying the extraordinary credit needs of
certain branches of national production.” From 1933 the Bank
had been making advances to the Institute per la Ricostruzione
Industriale set up by the Decree of January, 1933, the second
section of which took over the accounts of the Instituto di
Liquidazioni and the industrial participations of credit
institutions. The Instituto di Liquidazioni itself had been
established in 1926 to take over from the “Sezione autonoma.

1 G.E. Morris, The Loans to Industry Programme of the Federal.
Reserve Bank of Philadelphia. Quoted by Jocoby and Saulnier.

2 Money and Banking (League of Nations) 1987-38, Vol, II p. 20.

8 The Bankers' Magasine, April, 1938, p. 621.
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del consorzio per Sorvenzioni Su valori industriale” the frozen
assets of the Banco di Sconto and other institutions.

In war-time central banks are found to have taken a yet
more important part in financing the countries’ industrial war
effort. The Federal Reserve Banks afford a very striking ins-
tance in this respect. By the President’s Executive Order 9112
of March 26, 1942 they were authorised to arrange loans and
guarantees thereof whenever they would be, considered to be
contributing towards the expeditious maximisation of war
production. In order that they might participate more fully
in the programme of war financing as contemplated by the
President’s Executive Order, the Regulation regarding Reserve
Bank loans to industry under Sec. 13 (b) (Amended) of the
Federal Reserve Act, already referred to, was revised by the
Board of Governors.” )

A close collaboration between central banks and post-war
industrial reconstruction is being contemplated in several
countries. It has been proposed in the U. S. A. that to help in
the provision of post-war industrial finance the scope of the
provisions of Sec 13 (b) of the F. R. Act should be widened and
the Reserve Banks should be authorised to guarantee financing
institutions against loss on loans made to business concerns
or to make commitments to purchase loans so made. Central
banks in at least two countries have already been associa-
ted with the special machineries that are being set up there
for financing industry in the post-war period. In Canada the
Industrial Development Bank established in June 1944 is a sub-
sidiary of the Bank of Canada which has subscribed -its

1 Money and Banking (League of Nations), 1938-89, Vol. II, p. 109.
2 Federal Reserve Bulletin, May 1942, pp. 428-30.
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authorised capital of 25 million dollars. The Bank of England
is also subscribing to the share capital of the British
ICFCand F.C. 1.}

The Reserve Bank of India, however, is inclined to follow
strictly the orthodox canons of central banking. The Bank took
‘up a highly conservative attitude in re]ation to agﬁ_;culturuj

atfitude is based upon the traditional conception of the func-
tions of a central bank as understood in the days before the first
World War. The activities of the Reserve Bank in the sphere of
agricultural financing have fallen far short of expectations and
have naturally come under a fire of criticism. Caution, no doubt,
is necessary but admittedly there is force in some of these
criticisms. As Prof. J. P. Niyogi in a recent work has
observed, the Reserve Bank has failed to distinguish between
one Indian province and another and between areas in which
co-operation has proved a success and in which it has not? In
its zeal to define its role of a strictly orthodox central banker,
it has unfortunately grouped the good and bad co-operative banks
together under one category. The most rigorous tests that the
Reserve Bank may choose to apply would undoubtedly be
satisfied by a large number of the banks.

When the Bank’s position with regard to agricultural
finance is so conservative, it is idle to expect that it will agree
to “dabble” in industrial financing. It will be recalled the
Bank of England played an important part in the reorgani-
sation and rationalisation of a number of hard pressed
British industries in the period of the depression tkat

1 See the present writer's Imdustrial Credit in War and Post.War
Economy, 1945. Chs. XIII and XIV-
2 J. P. Niyogi, The Co-operative Movement in Bengal, p. 141.
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followed in the wake of the first Great War and once
again in the years after the world-wide depression. Bpt
the Reserve Bank of India ever since its inception has stood
scrupulously aloof from industrial financing. In war-time
again while the Federal Reserve Banks were performing
very useful functions in financing the country’s war production,
the steps taken by our Reserve Bank in this direction’
were highly inadequate. Theé scope of its assistance was
limited to such simple rediscounts as formed part of the
business of central banks elsewhere even in normal times.
The structure of our Central Bank, as that of the
Dominions generally, has been shaped and moulded by English
influence and advice. Its personnel trained “in the "school of
5}1n§EJ)ggk'1xg has closely {ollowed the traditional precepts
oi the Bank of England, ignoring that the rules and laws of
the Bank of England are inapplicable in countries where con-
ditions in money and capital markets are fundamentally
different. In the difficult years coming ahead of post-war
industrial transition and reconstruction, the partihe Reserve
Bank will play will be observed with great interest. Apart from
the question of financing the retransfer of industry from a war-
time to a psace-time basis, it must be remembered that the tonic
of the War has already developed a number of new industries
and is likely to develop a few more in the near future.
Reorganisation, extension and replacement of plant and
machinery are also urgently called for in most of the old
established industries. In the immediate post-war period”
the demand f{or industrial capital, particularly for refitting,

1 Bee the present writer's Industrial Credit in War and Post-War
Economy. 1945, pp. 22-23.
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modernising and developing, will be greater than it has
ever been before. May not the Reserve Bank take, in the
words of the late Governor of the Bank of England, a step
of an unusual character prompted for the general welfare
of the country with a view to give a helping hand ? It
_may at least help in the establishment of a specialist institution
for financing post-war industries as the Bank of England
and the Reserve Bank of Canada are doing in connection with
the starting of special financial machineries in their own
countries. The Government of India are contemplating the
establishment of an Industrial Investment Corporation for the
provision of post-war industrial finance. The Reserve Bank
of India may take a leading part in stafting it and subscribe,
like the Bank of England and the Bank of Canada, to a
portion of its share capital.
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XI
OBJECTIVES OF CENTRAL BANKING POLICY

An interesting development of central banking in the
years after the depression is to be observed in the remarkable.
departure from the traditional definitions of the objectives of
central banking as outfined in their statutes. Priorto World
War I the statutes of central banks did not contain any
definition of the general objectives of the central banking
system. The primary functions of a central bank were hardly
mentioned at all. There was usually a list of the operations.
in which the Bank could or could not engage. /In the statutes
of the central banks created after the first World War,
definitions of objectives could no doubt be found but these
objectives were rather too narrow and were limited to the
regulation of the monetary circulation for the purpose of
securing a stable’ gold value of the currency.f:f The laws
relating to the Central Banks of Bulgaria and Greece are
good instances in point. The opening articles stated that
the first duty of the central bank should be to ensure that the gold
value of its notes remained stable and that to that end it
should exercise control within the limits of its statutes over
currency and credit. Statutes of central banks in countries
which witnessed inflation during the War of 1914-18 and
the early post-war period defined the principal objectives in
similar terms. The National Bank of Roumania and the Bank
of Poland furnish interesting illustrations.®

1 Money and Banking (League of Nations) 198788 Vol I Ft. Notep 79.
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The scope of central banking objectives has, however,
been considerably broadened in more recent statutes.
Regulation of the money market, promotion of the
best interests of the economic life of the community,
monetary policy, economic stability etc, form a wide range
of objectives.|| The Bank of Canada adopted in the preamble
to the Act of 1934 its objective as “regulating credit and
currency in the best interests of the economic life of the
nation, controlling and protecting the external value of the
national monetary unit and mitigating by its influence fluc-
tuations in the general level of production, trade, prices and
employment so far as may be possible within the scope of mone-
tary action.” * The Royal Commission on Australian Monetary
and Banking Systems recommended that the Commonwealth
Bank’s chief objective should be the reduction of fluctuations in
general economic activity in Australia. The policy would be not
to fix the exchange rate and to -require economy in ordinary
circumstances to adjust itself to that rate, but to keep the
economy reasonably stable and to move the exchange rate,
if necessary, as one means to that end® Sec. 10 of the
Amendment Act of 1936 defined the objectives of the Reserve
Bank of New Zealand as follows :

“It shall be the general function of the Reserve Bank,
within the limit of its powers, to give effect as far as
may be, to the monetary policy of the Government,
as communicated to it from time to time by the Minister of
Finance. For this purpose and to the end that economic and
social welfare of New Zealand may be promoted and main-

1 Ibid p &0
2 Report of the Royal Commission on Australian Monetary and Banking
Systerms, August, 1957, p. 231.
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tained, the Bank shall regulate and control credit and currency
in New Zealand, the transfer of money to and from New
"Zealand and the disposal of monies that are derived from
the sale of any New Zealand products and for the time being
are held overseas”. *

In a statement issued in August, 1937, the Board of.
Governors of the Federal Reserve System stressed the
inadequacy of mere price stability or exchange stability as a
criterion of monetary policy. According to them the broader
objective of economic stability, in the sense of the maximum
sustainable utilisation of the nation’s resources rather than the
narrower ones of price stablity and exchange stability should be
the goal of public policy.?

In recent years the question of mobility as against stability in
the value of the monetary unit as constituting a suitable objéctive
of monetary policy has attracted a great deal of attention.
While some economists are inclined to maintain stability
by keeping, the general price index horizontal and suffering
per capita incomes to move directly with changes in general
productivity, others would like to do so by keeping per capita
incomes horizontal and suffering the general price index to
move inversely in a similar correspondence.® But it makes
hardly any difference in principle whether we adopt the one or
the other. Lord Keynes appears to hold the same view for in the
“General Theory” he has expressed his preference some times.
for the one and sometimes for the other, although from the point.
of view of expediency he has argued the case in favour of keeping
atable the general price index.* Any way, modern central

1 Federal Reserve Bulletin June 1936, p. 413.

2 Federal Reserve Bulletin, September, 1987, p. 828.

8 Art. by F. D. Graham entitled **Objectives of Monetary Policy” in the-
American Economic Review, March 1940, Sapplement pp. 6-9.

4 J.M. Keynes, The General Theory of Employment, Interest and Money
pp- 270-71.
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banks may adopt either of these two principles as a criterion
of monetary policy.

Exchange stability as a guide to monetary policy has figured
'S0 promiinéniﬁrNiﬁ"»a”i‘scussions of central banking objectives in
India and the Dominions, that it may be interesting to inves«
“igate the real reasons for its advocacy. As it has been
already noted, foreign influence and foreign advice have been
responsible for shaping the structure and policies of central
banking in these countries. These influential foreign advisers
were internationally—shall we say imperially—minded, and they
envisaged the object of the central banks in the new coun-
tries as keeping in step with the outside world. But within the
countries themselves, advocates of monet;.ry management are
nationally minded and they believe that the object of central
banking is to mitigate the effects of booms and depressions,
especially those which have their origin abroad-i.e. the objective
is to break step, whenever the pace set by the outside world
does not appear to be suitable National monetary manage-
ment can go far only with flexible parities of exchange.

In the light of the above discussion, it is clear that Dr. J. C.
Sinha's suggestion that the “only” objective which currency
authorities should have in India is “exchange stability” * is not
only much too narrow but is also incd?ribatible with sound
national monetary management. The preamble of the Reserve
Bank of India Act has used the term “monetary_stability” as its
objective. But it is much too wide and not very precise and
may mean exchange stability, business stability or price stability.
The monetary policy of our central bank should be aimed at the

1 A. F. W. Plumptre, Central Banking in the British Dominions

Pp. 422-23.
% J.C. Binha, Indian Currency in the last Decade pp. 150-58.
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mitigation and, if possible, the entire elimination of cyclical and.
sporadic movements in the general level of prosperity. A policy
of a horizontal price level with per capita income fluctuating
directly with productivity or a policy of horizontal per capita in-
come with the price level fluctuating inversely with productivity,
if adoped as an objective of monetary policy, may remove some.
of the root causes of cyclical fluctuations. [ A secondary
objective of monetary policy should be to avoid the wide
fluctuations in the foreign exchanges which impede international
trade and investment but not necessarily to be pledged to rigid
parities.* The parities should be moved whenever the stability
of the domestic economy calls for such action. The internal
structure of income, wages and prices cannot be permitted to be
deflated to meet the requirements of a rigid exchange rate.
In these days when even the I. M. F. proposals which are
avowedly aimed at maintenance of exchange stability have:
left room for adjustment of exchange rates for correcting
disequilibrium, fixed parities must be regarded as an old and
outworn dogma in monetary management.

In the present times emphasis has shifted from mere price:
stability or exchange stability to the broader objective of
employment and productnve acthty h‘ The maintenance of
fullest possible employment of men and resources is now the:
declared objective of the post-war economic system in every
country. This involves the reduction of fluctuations in
general economic activity., As the Australian Monetary and
Banking Commission observed, since the monetary and the
banking system was an integral part of the economic system,

1 Art. by. Dr. H. L. Dey in Economic Problems of Modern India Vol II
pp 244-45.
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its objective would be to assist in the attainment of these ends
with every means at its disposal® The objective of
stabilising domestic economic conditions and reducing or stopp-
ing booms and depressions can really be attained through
measures acting on domestic income, investment and effective
“demand, and not through measures acting on the foreign
balance such as exchange depreciation or import restrictions.
The latter might promote employment in one country but
at the cost of other countries and sooner or later will produce
unfavourable repurcussions .on the country adopting them.
But the pursuit of economic stability through national income
and investment policies may be incompatible with the mini-
mum degree of exchange stability necessary for any orderly
system of international monetary relations. As a recent
publication of the League of Nations has pointed out, the
inevitable clash between international and domestic stability
could be averted if all the countries spontaneously adopted the
same objective—"a stable level of good employment” or if
their policies for maintaining economic activity could be co-
ordinated and synchronised. *

1 Report of the Royal Commission on Australian Monetary and Banking
Systems.
2 International Currency Ezperience (League of Nations) 1944 p. 110.



CHAPTER Il

WAR-TIME TRENDS IN COMMERCIAL BANKING :
POST-WAR PROSPECTS.

I

GROWTH OF BANK DEPOSITS.

It has been observed that the traditional pattern of commer-
cial bank balance-sheets was distorted beyond recognition in
war-time. The sharpening outlines of this revolutionary
change were dimly discernible in the cheap money phase of
the post-depression period but they were brought into bold
relief only during the days of the War. To have a clear
perspective of the war-time trends, it will be necessary to
goback to an earlier period when the very foundations of
commercial banking were shaken by a convulsion hardly
less violent than that of a world war. The impact of the
world wide economic depression had during 1929-34 brought
about changes in the structure of the banks' assets and
liabilities which were no less significant than those produced
by the War of 1939-1945.

Perhaps the most outstanding trend in war-time has
been the spectacular growth of deposits in the case of almost
all banking systems. Deposit movements have shown a
markedly uniform upward trend. But the same observation
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" could not be made as regards the behaviour of bank deposits
either in the depression or in the post-depression period.
There was a remarkable lack of uniformity in the movements
of deposits. During the period 1929-34, there was at first
an increase in the volume of deposits (1930) but it was followed
.by an abrupt decline in the years immediately after. In
France, Germany, Canada and the U.S.A., the deposit indices
(with 1929=100) fell in 1932, and the fall was projected into
the next year (1933). In most cases the recovery took
place in 1934 and was well marked in 1937. In Australia and
New Zealand, where the indices had also declined, the
recovery was perceptible even in 1933. The United Kingdom
and India appear to be remarkable exceptions not only because
the rise took place even earlier, that is, in 1932 but also because
the rise was well maintained in subsequent years.

TasLe*
Deposit Movements (1929 = 100)
1932 1933 1934 1936 1937

USA. 71 63 72 97 109
Germany 61 58 60 62 67
France 99 87 82 77 —_
Canada 83 83 88 101 102
Australia 95 96 101 101 110
New Zealand 94 109 110 116 118
United Kingdom 108 107 108 122 123
India 106 108 111 112 113

1 Money and Banking 1936-87 Vol I Table III pp. 114-117. Also Money
and Banking 1987-38 Vol I Table III pp. 110-121.
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The lack of uniformity in the movements of deposits in
different countries is strikingly brought out in the table given
above. Itis due to the fact that different causes worked in
the different countries. In some places currency policies
were the determining factor ; in others it was the terms of
trade. In Poland, Roumania and Bulgaria, the Eastern and
South Eastern debtor countries of Europe, which borrowed
heavily abroad in the pre-depression years, and in which
bank deposits were used as a form of investment, the contrac-
tion was parti%xlarly severe :(—

TasLE * (1929 =100)
Movements of Deposits.

1931 1932
Bulgaria 64 56
Poland 67 59
Roumania 59 —

In the first few years of the depression, the decline in
the export value in many countries had not only the direct
effect of deposit reduction but by depleting the gold and
foreign exchange reserves of their central banks also brought
about an indirect but multiple contraction of deposits.® In 1931
and 1932 currency hoarding was responsible for the reduction
of deposits in the U.S.A. In France, however, the contractionist
pressure exerted by the same factor on bank deposits was
neutralized to a considerable extent by inflows of capital.

The situation in the war-period offers a sharp contrast to
the trends in the depression period as stressed above. The
continuous and persistent trend of deposits to contract during
1929-32 was definitely reversed after 1939. Deposits began to

1 Commercial Banks ( League of Nations) 1925-1988 p. 11. Also App. 1.
3 The Eastern Economist, September 28, 1945, p. 484,
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increase rapidly from 1939 onwards and the pace of expansion
in the years of the second World War was altogether of a
different nature from that of the earlier period. In the years
after World War I, the expansion could be attributed, as it has
tbeen observed, “to the banks themselves in the performance of |
 their traditional job—the collection of savings.” But the growth
during the war of 1939 was brought about by a variety of
special factors. The increase in bank deposits has been the
counterpart of increased national productivity, a rise in national
income and growing liquidity preference of the public. The
whole motive power be/hind this unprecedented expansion has
been provided by deficit financing and the rise in deposits is to
be chiefly attributed to bank purchases of government securi-
ties. The deposits of the London clearing banks which stood
at £2278 million on September 1939 rose to £2441 million in ~
December 1939. In December 1940 the deposits rose by £359
million to £2800 million i.e. by 15%.* The 1943 and 1944 returns
show an increase by more than £900 million in the two years.?

The tendency for deposits to expand in war-time in
England, the U. S. A. and a few other countries is brought out
in the tables given below :—

TabLE I®
London Clearing Banks U.S.A.MemberBanks
(In millions of £) (In millions of )

1939 December 2441 —

1940 " 2800 56,430
1941 " 3329 61,717
1942 " 3629 78,277
1943 " 4032 92,262
1944 " 4545 1,10,271

1 Eleventh Annual Report of the B.I.S. p. 152.
2 Fourteenth Annual Report of the B.I.S. p. 181.
8 Federal Reserve Bulletin May 1945 p. 448 p 512.
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TasLg I1*

131

(In 000,000's of national currency)

Australia

Canada

New Zealand

(9 Trading Banks) (10 Chartered Banks)

1939 December

1940
1941,
1942
1943,
1044

1939 December
19490
1941 "
1942 "
1943 "
1944 "

3307 32486
3592 32093
3793 3566°5
4194 4202
4880 5049
535’1 5458
(August) (September)
Germany
(Big Berlin Banks)
7596
10,417
13,221
15,409
18,244

732
791
830
997
1141
122°0

Japan

19,794
24,389
29,406
35,738
43,132
47,229 (March)

In Sweden and Switzerland, the behaviour of bank deposits

is strikingly different.

In the first two years of the war,

the expansion was insignificant. Indeed an actual decline

took place in Sweden.

was not as spectacular as elsewhere.

In later years the increase in deposits

1 Money and Banking (League of Nations) 1940-42 and 1942-44 Table V.
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TasLE I1I*
Sweden  Switzerland  (In 000,000’s of
1939 December 4401 9,872 national currency)
1940 " 4321 9,898
1941, 4879 10,097
1942 , 5157 10,382
1943 " 5762 10,826
1944 - . 6357 11,178

(August) (March).

The two countries have a number of features in common.
Though their important overseas connections were disrupted,
their exchange rates were well-maintained, fixed as they were
on the dollar and their exchange position actually became very
strong in the latter half of 1940. In Switzerland the returns of the
banks show that whatever budget deficit there was, it was.
covered practically without credit expansion. The aggregate
balance-sheets of the seven big banks increased by 100 million
francs only and purchases of Government securities including
Treasury bills were neutralized by the reduction of other assets.
The National Bank’s holdings of such assets also declined. Its.
reserve of gold and U. S. dollars increased and there was less.
than a 37, expansion of the note issue.?

Effects upon the Banking Situation in the U.S.A. :

The enormous growth of deposits had a remarkable effect
on the banking situation in one country—the US.A. In a
sense it might be said to have brought about the termination

1 Tbid.
2 Twelfth Anual Report of the B.I. 8. P.160.
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of one episode in the history of American banking and to
have introduced a new era. Deposits expanding along with
currency under the influence of the country’'s war effort
caused a reversal of the almost uninterrupted tendency of the
excess reserves to grow over a long period.! The reversal
was spectacular : the familiar problem of ever expanding
excess reserves being suddenly changed into one of dwindling
reserves.  Monetary authorities who had in the post-
depression years been concerned in formulating devices to check
the growth of surplus reserves constituting a potentiat threat
of inflation now became busy in adopting measures designed
to offset the various factors which were tending to reduce
the surplus reserves. On June 29, 1940 the excess reserves
(monthly average) of member banks stood at $6,696 million
but in four years they dwindled by 847, to $1081 on June 29,
1944. An enormous banking expansion resulting from the
acquisition of Government securities to finance the war
effort had taken place in the country. In the process of
this expansion by far the greater proportion of the huge excess
reserves held prior to the war was used up. Roughly
speaking excess reserves are reduced by $1 million for every
increase of $5 million in deposits, and currency expansion
causes a dollar for dollar reduction. Demand deposits of mem-
ber banks had increased during December, 1940 to December,
1944 by $45,945 million while currency in circulation had ex-
panded during the period from $8732 million to $25,207 million.*
As a consequence a great deal of the excess reserves was no
longer “excess” but constituted merely “required” reserves.

1 The Economist, (Banking Supplement), S8eptember 19, 1942 pp 8-9,
% Federal Reserve Bulletin, June 1945, p. 578 p. 580.
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This decline in the excess reserve position of the American
banks to the low level indicated above evidences undoubtedly
a major landmark in the country’s banking development of
almost the same importance as the fall in the Federal Reserve

_ ratio itself.

War-time changes in the composition of the balance
sheets of the banks in India have been no less striking. The
growth in the volume of deposits during the war, thanks to
the increase in the note issue, has been as spectacular as in
any other banking system. The total demand and time liabilities.
of the Indian scheduled banks rose from Rs. 245,68 lakhs in
1939-40 to Rs. 778,92 lakhs in 1944-45 i.e. by Rs. 533,24 lakhs.

TasLe*  [In lakhs of Rs.]

1939-40 1940-41  1941-42  1942-43  1943-44  1944.45
245,68 268,84 31896 41049 599,41 778,92
(11,09* (11,86)*  (1546)*

The index of the total time and demand liabilities of
scheduled banks (with 1938-39=100) rose from 103.3 in
1939-40 to 327.5 in 1944-45.

Deposit Indices® (1938-39=100)

1939-40 194041 1941-42 1942-43 1943-44 1944-45
103.3 110.0 134.1 179.6 2520 3275

In sharp contrast to this war-time increase, deposits
during the pre-war years 1935-36 to 1938-39 rose from
Rs. 220,56 lakhs to Rs. 237,83 lakhs i.e., by Rs. 17,27 lakhs only,
the index having risen from 92'1 to 1000.

1 Reporton Currency and Finance, Regerve Bank of Indis. 194445,

Btatement XXV. *Burma figure.
% Ibid. Btatement XXVI.
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Composilion of Deposils :

A striking feature of the war-time expansion of bank
deposits in almost all countries has been a preponderant growth
of demand and sight relative to time and savings deposits. In
the case of the English clearing banks, in the three and half
years upto December 1943, more than 807 of the rise in their
deposits was in current accounts and less than 207, was in time
deposits® In the U. S. A.during 1940-1944 the demand
deposits of member banks rose from $33,829 million to $79,774
million i. e. by 135.87, while time deposits increased from
$12,178 million to $19,259 i. e by 58.1% only.®

This war-time shift from time and savings deposits to
current and sight deposits is almost universal and is to found in
a marked degree in Australia, Canada and New Zealand.

TaBLE ?
Commercial Banks (000,000 Currency Units)

1939 1940 1941 1942 1943 1944 Fereentage

Increase
Current and Sight AUSTRALIA.
120.2 1385 1578 193.7 2587 3202 166.6
Time or Fixed—
205.6 2164 2117 1971 2012 2225 8.3

Current and Sight— CANADA.

1033.0 11634 14355 1984.0 2446.8 136.8
Time or Fixed—

1741.1 1641.3 1669.0 1673.2 1947.8 11.8

Current and Sight— NEW ZEALAND.

38.4 46.6 53.7 61.5 77.1 85.1 124
Time or Fixed—

29.9 31.3 28.6 28.4 28.6 29.7 0

1 Fourteenth Annual Report of the B. I. S. p. 18T.

2 Calculated from the data given in the Fed. Reserve Bulletin, May 1945
p. 448,

8 Money and DBanking, (League of Nations) 194244 p. 83, p. 95, and
p. 156.
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In the case of the scheduled banks in India, the demand
liabilities rose from Rs. 139,65 lakhs in 1939-40 to Rs. 584,80
lakhs in 1944-45 i.c. by 318.77, while time liabilities during the
same period increased from Rs. 106,03 lakhs to Rs. 194,12 lakhs
i.e. by 83% only. The detailed figures for the various years are

* given below :—

INDIAN SCHEDULED BANKS
(In Lakhs of Rupees)

1939-40, 1940-41, 1941-42, 1942-43, 1943-44, 1944.45.
Demand liabilities—

139,65 16390 211,35  306,28. 456,63 584,80
Time liabilities—

106,03 10494 107,61 104,21 142,78 194,12

The continuous and considerable increase of demand lia-
bilities over the whole period is the most striking feature of
the table given above. During the first three years there was
hardly any increase of time deposits. A definite trend towards
their increase is to be witnessed from 1943-44, but the demand
liabilities continued to increase at an equal or larger rate till
October 1943 when the highest proportion of demand to time
liabilities was reached at 77.3. Thereafter the proportion
declined and for the first time the rate of increase of time
liabilities became greater than that of demand liabilities. In
March 1945 the index of the latter rose from 358 to 465 while
that of the former from 127 to 204. These trends indicate a
preference of time over demand liabilities for the first time
since the outbreak of the war and a reduction of the growth of
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the inflationary potential. It appears that public confidence
in the general economic situation was being gradually restored
and a measure of financial and economic stability was being
attained.?

DerosiT InpIcEs.? (1938-39=100)
Indian Scheduled Banks.

1939-40, 1940-41, 1941-42, 1942-43, 1943-44, 1944-45.
Time 983 973 998 966 1324 1800
Demand 1074 1261 1626 2356 3513 4499

These war time trends may be contrasted with the situa-
tion as it stood in the years after World War I and the
Depression. In marked contrast with the trends during
World War II it is found that during 1920-29 while both
demand and time deposits had grown, the latter increased at a
definitely higher rate than the former. There was an un-
mistakable tendency towards a relative increase of time as
against demand deposits in a large number of countries mcludmg
the U. S. A,, France, Canada and Japan. Figures showing the
deposit indices of commercial banks in some of these countries
are available and they clearly indicate / this general post-war
tendency of deposits to shift from sight or short term to savings
or longer termJj Thus in the case of the national banks in the
U. S. A. the index for current accounts rose from 100 in 1913 to
136 in 1929 while that for savings and time deposits increased
from 100 to 1086 during the same period. The table given
below strikingly illustrates the tendency :

1 Report on Currency and Finance, Reserve Bank of India 1944-45 p. 77.
2 JIbid. Statement XXVI p. 124.
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DEeposiT INDICES.?

, 1913 1920 1925 1926 1927 1928 1929
U.S. A—
Current Accounts ... 100 74 115 121 124 139 135

Time and Savings
) Deposits 100 279 811 882 976 1,068 1,086

FRANCE.—
Current Accounts ... 100 70 72 80 97 119 124
Time and Savings
Deposits 100 43 32 36 41 66 129

Tables exhibiting the same tendency may be given {for
other countries as well. A tendency towards increase of
demand as against time deposits is witnessed in Norway and
a few other countries but they are not real but merely {formal
exceptions. §§Dr. Muranjan has argued in a recent publication
that the war-time change in the composition of deposits is.
the continuation of a process initiated during the first World
War.® In the light of the foregoing discussion his contention
does not appear to be quite correct. This change in the com-
position of bank deposits was {urther accompanied by a parallel
movement in the composition of credits. The credits came to
shift from shorter to longer accounts. This parallelism was a
remarkable phenomenon and appeared to reflect a change in the
very status of commercial banks.®

This trend for current accounts to dechne in importance
relatively to time deposits was pro;ected into the first years of
the depression. In 1931 and 1932 there was a remarkable

1 Memorandum on Commercial Banks (1918-29) League of Nations. Table
V pp 30-32.

2 8. K. Muranjan, Economics of Post-War India p. 66.

8 Memorandum on Commercial Banks (1925-88) League of Nations 1934
p. 7. Also the writer's Industrial Finance in India Ch. IV.
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shift of deposits from current to time and savings accounts in/
mary countries including the U. S. A., British Dominions,

Switzerland and Sweden.

As percentages of Total Deposits.*
1932 1933 1936

1929

U. K. Current Accounts ... 54.0
Time Deposits . 450
(London Clearing Banks)
U. S. A. Current Accounts... 55.2
Time Deposits ... 44.8
(All Banks)

Canada Current Accounts ... 30.4
Time Deposits ... 69.6

Australia Current Accounts  33.3
Time Deposits ... 66.7

Sweden Current Accounts... 18.9
Time Deposits ... 81.1

Switzerland Current Accounts 27.5
Time Deposits... 72.5

1931

50.6
49.4

53.2
46.8

29.5
70.5

311
68.9

17.2
82.8

15.5
84.5

50.7
49.3

53.3
46.7

240
76.0
32.1
67.9
17.6
824

17.2
82.8

53.0
47.0

57.9
42.1

25.1
749

33.8
66.2

18.6
81.4

174
82.6

56.0
44.0

65.9
34.1

27.7
72.3
35.0
62.8 (1935)
23.3
76.7
13.8 (1935)
86.2 (1935)

The decline in demand deposits came to be arrested in a.
number of countries when the central banks there began to
make large advances to their Governments to help them to meet
budgetary deficits and also to increase the cash basis of the
commercial banks. Instances in point are furnished by Mexico.

Columbia, Ecuador, Chile and Brazil.

In the case of India also

1 Roney and Banking 1986-87. Vol. I. (League of Nations) Table XI

pp 150-51.
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/éemand deposits appear to have recovered in 1932 as will
be evident from the figures given below :—

As Percentages of Total Deposits.

1929 1932
‘India (Six Banks) Current Accounts 320 420
Time Deposits 680 580

The remarkable shift noted above from time and savings
accounts to demand deposits in the years ,gf the War of 1939-45
was due to a variety of factors having different degrees of
importance in different countries. As the World Economic
Survey has pointed out, these factors were chiefly the overall
preference for liquidity, low and declining interest paid on time
deposits and a change in monetary turn-over. Conditions of
uncertainty and emergency generated by the war tended to
increase the Tiquidity preference of the people who showed a
marked desire to hold their savings in the form of current
accounts. War-time controls and rationing brought about a
significant alteration in the monetary turn-over.* The volume of
currency and deposits created by the banking system and spent
by the Government increased on the one hand but physical con-
trols, on the other hand, restricted the quantity of goods avail-
able for private consumption. In the circumstances idle funds
tended inevitably to accumulate in the hands of the consumers
and business men. In other words, the “velocity of circu-
lation” declined. The spread of barter meant a further decline
in the average velocity of circulation.

1 World Economic Survey (1939-41) and (194142) League of Nations
Geneva p 99 and p 131.
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IL
CASH AND LIQUIDITY RATIOS.

On the assets as on the liabilities side, the distribution of
banking assets underwent equally remarkable changes in war-
time. Such changes, however, were not uniform in all’
banking systems and even showed marked divergences from one
year to another in the same system. First, as regards the cash
or primary ratio, the London clearing banks showed a practi-
cally unchanged cash ratio, not only during war-time when
deposits sharply increased but also as compared with the normal
pre-war period. The ratio has fluctuated between 10 and 117,
as was usual in pre-war time.

TABLE"
Cash Ratio (Cash Reserve as 7, of Deposits.)
1939 1941 1942 1943 1944

Mar. Sept. Dec.
London Clearing 11 11 11 10 11 10 11

Banks.

As the Economist has pointed out, such steady cash ratios
over the war period indicate that the authorities took good
care to create as much bank cash as would underpin the struc-
ture of credit on which the banks' participation in deficit
financing depended. But apart from cash, there has been a
revolutionary change in the composition of the quick assets,
which make up the total used for calculating the liquidity ratio

3 Fourteenth Annual Report of the B. I. 8. p. 186.
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of the banks ; and this liquidity ratio has steadily mounted to a
height unknown and unattained in the pre-war days. In the pre-
war period a liquidity ratio of 30 7 was considered to be quite
a desirable mean. At the beginning of the war the ratio stood
at 2857, Over the next four years it rose to a peak of 4797,
_in September 1943. Although the cash ratio remained practi-
cally unchanged since 1939, the percentage of short loans to
deposits fell from 6 to 7% in 1939 to nearly 4% in 1943 and that
of bills discounted to deposits declined from a pre-war range of
12—16% to 6%. The make-up of the quick assets has been
revolutionized by the emergencfe of a new item—the Treasury
Deposit Receipts which came to represent 267, of deposits in
September 1943 and closed the gap shown by the above figures.
Ever since their debut in July 1940, the centre of the stage
of “qujgk_assets" has been dominated by them. In 1944 the
secondary reserve ratio (proportion of total liquid assets other
than cash reserves to deposits) rose to 407, two-thirds of which
was made up by the T. D. Rs,, and the total liquidity ratio
(including cash) shot up to 507, a degree of liquidity quite
unprecedented in the banking history of England.®
Now that the Treasury Deposit Receipts are wellnigh on
the way to occupy the front rank in the structure of the liquid
assets, it is worth while to examine their claim to be included as
a component of true quick assets. They are non-negotiable and
they can be encashed only under certain conditions, that is, they
can not be encashed to relieve a strained .cash position. These
two features qualify their liquid character. They can no doubt
be discounted with the Bank of England but this provision is

1 The Economist, Banking Supplement, November 18, 1948 p.- 1
2 Fourteenth Annual Report of the B. I. S. p. 187.
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not considered to be practical politics by the banks. Above all,

the freedom of the banks to adjust their cash position by arrang- -
ing their T. D. R. maturities is limited, for the initiative in

determining the payments made week by week in new T. D. Rs.

is beyond their power.

The peculiar feature of by far the most preponderant coms_
ponent of their liquid assets has obliged the banks to increase
the liquid character of their other quick assets. They are
increasingly growing concerned about the currency of the bills
they will purchase and are as a rule inclined to take only bills of
particularly short curtency. In the pre-war days or even in the
early war years bills having run a week or so at the discount
houses could be resold to the clearing banks; while in the
present times bills must have run at least four or six weeks
before they would be attractive to them. Bills would not be
bought to-day if they had oa the average to run more than six
weeks, not to speak of the twelve weeks which was the practice
until 1941. The new technique of open market operations
which has cut at the very roots of the traditional relationship
between the Bank of England and the clearing banks is a factor
distinctly favouring the holding of short-dated papers by the
banks. When the Bank of England to-day buys bills from the
clearing banks in the course of its open market operations to ease
the credit situation, it usually prefers very short-dated papers. By
holding short-dated papers itself, the banking system fits well
into the framework of the central bank's new technique of open
market operations. Apart from the fact that the T. D. Rs. haye
grown to be the most important component of the banks’ liquid
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assets, its existence furnishes a ready means for controlling
the supply of loanable funds and in the post-war years
is likely to provide us witha new instrument of monetary
control.*

In sharp contrast with the maintenance of steady cash
ratios by the London clearing and Canadian banks,® com-
" mercial banks in a large number of countries have work-
ed with mounting cash ratios in war-time. In Australia
and New Zealand, cash ratios tended to increase during
1938-44.

TagLE®

( Cash as %, of Total Deﬁosits )

1938 1940 1941 1942 1943 1944
Australia
(9 Banks) 11.0 119 125 251 337 411
New Zealand
(Trading Banks) 154 231 217 232 231 311
The same trend of steadily increasing cash reserves is to
be witnessed in the case of the Indian scheduled banks. Their
total cash and balances with the Reserve Bank of India rose
from Rs. 24,51 lakhs in 1939-40 to Rs. 116,56 lakhs in 1944-45,
During the same period the proportion of this item to total
deposits increased from 9.987, to 14.96% and the index
of the percentage (with 1938-39=100) shot up from 105.1
to 157.5. The following table gives the details from year
to year.
1 The Bankers' Magasine, September 1945 p. 178,
1989 1940 1941 1942 1948 1944

* Canada— 10-2 1111 109 104 119 129
2 Money and Banking 1942-44 ( League of Nations ) 1945 Table VI p. 65.
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TaBLE?

Scheduled Banks in India

1939-40. 1940- 41, 1941-42, 1942-43, 1943-44, 1944-45
Percentage of cash and balances
with the Reserve Bank to total
deposits. 9.98 16.66 14.58 16.73 14.05 14.96
Index of the percentage of cash and
balances with the Reserve Bank
to total deposits (1938-39=100).

105.1 175.4 153.5 176.1 147.9 157.5

Between cash and balances with the Reserve Bank, the
Iatter have increased at a far quicker pace than the {ormer
which has been less erratic and more steady.

As regards the liquidity ratio of Indian banks, the compo-
sition of the quick assets which make up the total for calcula-
ting it is different from that in England. Such assets in
England are made up of cash, short loans and bills discounted.In
war-time, it may be recalled, to these has been added a new item,
the T.D. Rs., which is occupying the front rank in the list of such
assets. In the Continent law has given such assets a varied form
and these include gold, government securities etc_.r In the
absence of any law upto the present the practice of Indian
bankers has been to regard ‘“the total of cash, free investments
and bills” as constituting the liquid assets.” From this point of
view the liquidity ratio i.e., the ratio of cash plus investments
to deposits in the case of the Indian scheduled banks was
fairly high on the outbreak of the war and rose during

1 Statements XXV and XXVI. Reporton Currency and Finance, Reserve
Bank of India 1944-45.

2 Statement of Mr. G. D. Birla, Chairman, Uuited Commercial Bank
Ltd., to the Share-holders Meeting, 28th March 1945.

10
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the course of it. From 56% in 1939 it increased to 75.37%
in 1943. “The ratio of liquid assets to deposits in the case of
some individual scheduled banks stands to-day at the
level of 66% and even 83%.*

The cash ratios in the U. S. A, however, rapidly declined
and, as already indicated, gave rise to new problems.

TapLE®

1939 1940 1941 1942 1943 1944
Member Banks— 31.6  33.2 269 213 17.4 15.7
The post-depression trends in commercial bank cash
ratios may be contrasted in this connection with the war-time
trends. While in England as a result of tustom and tradition,
cash ratios were maintained at a stable level, in other countries
variations in the reserve ratios of commercial banks were
{airly wide. As a result of gold influxes the commercinl banks’
cash ratio increased in the Netherlands from 7°2% in 1930 to
19°'0% in 1932. In the United States also the same factor of a
gold influx served to increase member banks' cash reserves in
excess of the legal minima from $866 million in January 1934 to
$3,084 million in January 1936. The cash ratio rose {rom 212%

in 1926 to 23'3% in 1934, 27.27 in 1935 and 2807 in 1926.%
The rules of the ¢old standard game required that changes
in central banks’ international assets were to be reinforced by
concurrent changes in the domestic assets. As a malter of fact,
however, in the inter-war period, it will be recalled, central
banks’ domestic and international assets irequently moved in
the opposite- rather than in the same direction. It is

1 Statistical Tubles relating to Banks in India and Burma 1912-43.

* Cf.The United Commercial Bank (85.2%) and the Bangal Central
Bank Ltd.

2 Doney and Banking (League of Nations) 1942-44 Table VI p. 67.

8 Bee Money and Banking 1983-39 Vol I (Lesgue of Nations) App
Table IX.
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interesting to mnotice further that in many instances move-
ments in central banks' international reserves were offset
in the sphere of comimergijal rather than that of central banking,
through the accumulation of idle cash reserves by commer-
cial banks. If thes central banks' domestic assets were
very small at the beginning, automatic neutralization
could not occur within the central bank but only outside it}
It is clear the central bank in such cases could offset an
increasc in its inlernational reserve only upto the amount of
the domestic assets held by it. Once these assets began to
sink to or near zero, its power to neutralize disappeared.
Such automatic olfsetting in the sphere of commercial banking
took place in the Netherlands, Switzerland and Sweden
where the domestic assets of the central banks were small to
start with. The cash reserves of the commercial banks were
increased as a result of influxes of gold but no additional credit
structure was built upon the increasing cash reserves and the
gold inflows were practically offset.

1 Interrational Currency Experience ( League of Nations 1944 pp. 70-71,
pp. 80 81.
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I

ADVANCES AND BILLS DISCOUNTED.

In the war-time structure of assets, the reflex of the
movements in cash and balances with the central bank was
for a long time represented by advances and bills discounted.
The latter in many countries exhibited, for a long time
after the war, converse movements to those of the former.
It is in respect of these that the most significant changes
have taken place. As the Eastern Economist has observed,
“It is difficult to disentangle the effects of seasonal changes,
ups and downs of business, panicky war developments and
recent control measures from the basic trend. Nevertheless
the distinct trend of the declining importance of advances is
discernible ”.* The advances of the London clearing banks
dropped from £1,002 million in December 1939 to £754 million
in December 1944. It will be found from the table given
below that there has been a progressive decline in them.?

London Clearing Banks (In millions of £)

1939 1940 1941 1942 1943 1944
1,002 .906 807 773 743 754
Slight recoveries could be witnessed in some parts of the
years (as in the first quarter of 1942) but they were really
temporary deviations from an unmistakable downward trend
since the outbreak of the war. This decline in advances
affected all categories of loans and overdrafts.

1 The Eastern Economist, January 14, 1944 p. 48.
2 Fourteenth Annual Report of the B, I. S. 1943-44 p. 186.
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“In India the behaviour of “advances and discounts” in
war-time has to be carefully examined. In line with Great Britain
these no doubt dropped but the fall was neither so great
nor so continuous and persistent as there. A close examination
of the behaviour of advances and discounts in the Indian bank
portfolio will reveal that it was highly irregular, panicky war
developments and seasonal factors influencing it to a consider-
able extent. Immediately after the outbreak of the war,
trade and commodity prices experienced boom conditions
and the volume of advances registered a sharp rise from
Rs. 1093 crores in August 1939 to Rs. 163°10 crores in March
1940. There was a persistent decline thereafter with the
exception of the first three months of 1941. By September 1942
the downward trend of advances and discounts was over and
the process of recovery definitely began thereafter. From the
total of Rs. 80'12 crores in that month, the fgure rose to
Rs. 28772 crores in March 1945, an increase of 2597,. Their
percentage to total deposits increased from 196 to 34°9%,. The
annual averages were, however, 23'8%, in 1942-43, 277 in 1943-44
and 30727 in 1944-45. Although the level of bank advances has
remarkably shot up during 1942-45, it is not reflected in the
rising percentage to deposits for the concurrent increase in the
latter has been remarkably heavy. But it sharply contrasts with
the pre-war (1938-39) percentage of 5087, +/

In seeking an explanation of the irregular, almost erratic,
behaviour of this item in the balance-sheets of Indian banks, it
should be remembered that the country’s war-effort reached
its peak from 1943 onwards. The inflationary marking up of

.1 Report on Currency and Finance, Reserve Bank of India. 1944-15 p. 77.
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commodity prices was no doubt an important factor but the
principal factor making for the remarkable growth must have
been the rising tempo of economic activity since 1943.* There
were also other factors contributing to the rise. Speculative
elements must have been responsible to some extent. Further, the
- compulsory deposits under the E. P. T. and the “ pay as you
earn ” scheme of income tax may be presumed to have induced
business concerns to seek accommodation from their banks
which they would not otherwise have done.*
The figures for the scheduled banks’ total amounts of
advances and discounts and their percentages to total time and
demand liabilities are given in the table belqw®

Total Advances Percentages to
and Discounts. total liabilifies.
[ In Lakhs of Rs. ]

1938-39 120,71 50'75
1939-40 131,14 53'38
1940-41 12597 46°86
1941-42 125,13 3923
1942-43 97,86 2383
1943-44 161,73 2698
1944.45 235,38 3022

The declining trend of advances and discounts is also notice-
able in Australia and Canada.

Discounts and Advances as 7, of Liabilities.*

1939 1940 1941 1942 1943
Australian Banks 681 632 598 510 425
(11 Banks)
Canadian Banks 313 328 330 26’4 229
(5 Banks)

1 The Euastern Economist, December 21, 1915 p. 909.

2 Journal of the Indian Institute of Bankers January 1945 p. 25.

8 Report on Currency and Finance, Reserve Bank of India 1944-45.
Statement XXV p. 123, -

4 The Economist, Banking Supplement, October 28, 1944, p. 9.
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Decline in Bank Comncrcial Financing :

The causes of this declining importance of advances and
discounts are to be found in England as in India in the loss of
overseas markets and war-time restrictions on exports and
imports, the reduction in the stocks of many manufactured and
semi-manufactured commodities, the growth ol liyjuid assests in
the hands of individuals and business firms which have led to
repayments of bank loans and on the industries’ part to seli-
financing, climination of middlemen, the concentration of trade
and industry and the direct fnancing of war industries by the
Governments themselves.” In India, however, nowhere did we
witness the same concentration of industries, limitation of civilian
trade and the elimination of private finance from all Government
controlled internal and external markets as was familiar in Eng-
land. The system of “progress payments” under which war
industries were tinancially assisted by the state was not develop-
ed to the same extent in this country as in England. In such
circumstances the fall in advances was not so steep here as in
England. Not only was the drop much less severe but the declin-
ing trend, as it has already been noted, was reversed {rom
1942, It must also be pointed out that though their percentage
to deposits registered a marked decline, their absolute volume
did not, only with the important exception of a period of
10 months from April 1942 to February 1943, fall below the
pre-war level of Rs. 120 crores in 1938-1939. For the
greater part of the period it was above this level and towards
the close of the war it was distinctly upward? Any way,

1 The Statist, Banking and Commercial Review (Half yearly) August 29,
1942 pp. 1—3.
2 Tie fastern Economist January 14, 1945 p. 44.
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the position cf advances in the balance-sheets of the banks
has definitely shifted and this is highly significant,

The altered position of “advances” in the bank balance-

" sheets had the immediate effect of producing a loss of revenue
in the shape of interest and commission coupled with an enor-
mous rise in general expenses that the banks had to face. But
this decline in revenue was more than compensated for by
additional income from the holdings of Government securities.
In fact, as we shall presently see, there has been a remarkable
switch-over {rom advances to. Government securities in the
structure of banking assets. This replacement of advances by
securities reflects a fundamental change  in the traditional
function of commercial banks. Their business appears to be no
longer the financing of trade and industry but the running of a
specialised investment trust in all manner of Government
securities.” They have been transformed from providers of
short-time capital to industry to providers of long-term funds for
Government.

The decline in the private sectors of business activity and
the increasing intrusion of the state into the field of trade and
industry in war-time strikingly illustrate the reduced importance
of commercial banking in Germany. In 1942 commercial bills
and loans represented one-third of their assets as against 60
to 707, before the war. Advances on goods which accounted for
1/5 of the assets in 1929 practically sank to nil. | Self-financing
and thc provision of credits by various Government departments
to the war industries rendered them independent of bank
assistance and the importance of commercial banks as a

1 The Statist, Banking and Commercial Review (Half-yearly) Augunst
29, 1942 (Bank Advances and Industry) p. 1.
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traditional source of industrial credit greatly declined. The field
of activity remaining open to the banks came to be increasingly
narrowed and the banks were compelled to initiate a “concen-
tration” movement and explore other convenient and profitable
avenues of activity.® The closing down of 2600 branches in
1943 as part of the drive for rationalisation and the prdgramme
of geographical expansion aiming at “Germanisation” of business
firms in occupied and annexed territories were some of the
notable steps taken in self-defence. Dr. Funk, announcing certain
changes in the method of financing armament orders in a speech
in 1942, had raised hopes in the minds of German bankers
that they would be able to resume their business of indus-
trial credits on a normal scale® But these hopes remained
unfulfilled still in 1943 alihough the practice of advance
payments on munitions contracts had been suspended a year
earlier.® ,

This downward movement in advances has been a feature
which has been viewed with profound disquiet, if not alarm,
by bankers cvery where—in England, Germany, the U.S. A.
and India. It has, as the Economist has remarked, cut at the
very root of a type of asset which is at once most remunerative
and most representative of genuine commercial banking
tradition.* Bankers are looking forward to the day when they
will be able to hold more of these assets.

1 The Statist, July 4, 1942 pp. 492—493 (“War-time Bankingin
Germany”). .

2 The Statist, International Banking Section, November 28, 1842 (**Bank-
ing in German ").Ip. 8.

S The Statist, International Banking Section, November, 27, 1943, p. 14
(‘*German Bawks in Total War’’).

s The Economist, Banking Supplement September, 20, 1941.
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Iv

BANKS AND WAR FINANCING

The part played by the commercial and central banks
.in war financing depends on the extent of the preference of
r the public to hold bank deposits or bank notes. In countries
like England, the U.S. A. and the British Dominions, where
the public hokis a large amount of its money in the shape of
bank deposits, the commercial banks have furnished a greater
proportion of the loans and the direct share of the central
banks in war financing has been relatively small. In the highly
developed banking systems of England and the U. S. A, the
increase in the central Dbanks’ holding of Government
securities while meetling the demands for currency in circulation
was mainly designed to furnish an adequate cash basis to the
commercial banks so that they might themselves take up
the Government loans. || Open market operations and reduction
of reserve requirements were the devices adopted to provide
the increased reserves to the commercial banks. | In countries
where the public is accustomed to hold large sums of
money in the {form of cash rather than of bank deposits, the
central banks have taken up a greater proportion of the
Government debt than the commercial banks. Bulgaria and
Finland are cases in point, where the relatively larger
participation of central banks in the financing o Government
loans was reflected in the increase in note issues as compared
to bank deposits.*

1 World Economic Survey 1941-42 (League of Nations) pp. 120-121.
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Generally speaking, the commercial banks in most of the
eiligesent countries were called upon to take up not only that
portion of the short-dated Government securities which the
central banks had not taken up but also to purchase large
blocks of long-dated securities issued by the Governments.
As the central banks were exempted in many instances {rom
the existing legal limits on the amount of their direct loans
to Governments, the commercial banks in their turn in some
countries came to be statutorily obliged to maintain a portion
of their assets in Governinent sccurities.

Detailed figures {for the distribution of the ownership
of government debt are not available {or all countries. But for
a number of countries it is possible {o estimate approximately
the proportion of the Government debt absorbed by the
banking system and even its distribution between the central
and commercial banks. (In the case of almost all countries
involved in the war the percentage of Government debt
absorbed by the banking system has been {airly large) But
this percentage has differed from country to country, being the
largest in Japan and being larger in the case of the U. S. A.
than in that of the U.K. Within the banking system itself again,
the percentage of absorption by central banks has been greater
in some countries than in others.

The war-time balance-sheets of commercial banks almost
universally reveal the domination of the gilt-edged security in
the composition of their assets. Ever since the outbreak of the
war there has been a progressive increase in their “investments”
of which the bulk has consisted of treasury bills and Govern-
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ment securities. By 1941 British banking had passed a significant
milestone in that the combined total of “loans and advances”
came to be exceeded by “investments” for the first time in that
year.' By the end of 1944 the London clearing banks’ hold-
ings of Government securities (Treasury Bills, Treasury Deposit
Receipts and Government long-term securities) totalled £2979
million. Two thirds of the banks' deposits came to de covered
by Government securities and the banks may be said to have
partaken of the character of investment institutions in some
respects.” In 1941 the trading banks of New Zealand increased
their holdings of Government securities by 31%, the commercial
banks of South Africa by 367, and those of the Argentine and
Sweden by 1007,. In the same year in Germany the holdings
of treasury bonds and Reich loans constituted 567 of the total
assets of the five leading commercial banks as against 287, in
1939.%

In the following table will be found the progressive rise in
the holdings of Government securities among the ‘‘Investments”
of commercial banks of a number of countries.

TaBLE*
Commercial Banks' Investments.
(In 000,000's of National Currency.)

United Kingdom (Joint Canada. New Zea- South
Stock Banks in England land. Africa
and Wales.)

1939 Govt. Securities 548 1524 152 521
Other ” 85 122 03 42

The Economist, Banking Supplement. September 20, 1941.
Fourteenth Report of the B. I. S, (1948-44! p. 187.

World Economic Survey 1941-42 p. 124.

Money and Banking (League of Nations) 1942-44 Table V.

[
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United Kingdom (Joint Canada New Zea- South

Stock Banks in England land. Africa
and Wales.)
1940 Govt. Securities 712 1432 17°5 735
Other 82 99 0’5 37
1941 Govt. Securities 949 1670 230 1005
Other 71 89 08 37
1942 Govt. Securities 1072 2210 343 124'8
Other 9 69 83 10 41
1943 Govt. Securities 1102 2867 36'1 1864
Other ,, 72 72 19 47
1944 Govt. Securities — 3372 36’1 1940
Other “ — 78 2’5 41

The case of the American banks' participation in war finance
calls for a somewhat delailed investigation. There has been an
undercurrent of feeling that the Treasury was highly successful in
its war loan drives and had to depend relatively little on the com-
mercial banks. The banks' participation in war finance appears to
be small and the Treasury's policy, it has been urged, has been

“remarkably non-inflationary. But a careful examination of the
position will at once reveal the large extent of deficit financing
undertaken by the banks in the country. Between October
1942 and December 1943 the holdings of U. S. Government
securities on the part of commercial banks increased by $25,000
million ; and those of the weekly Reporting Member Banks
increased another $2,646 million by February 1944. Besides,
large loans were granted for purchasing and carrying securities,
mostly issues of the Federal Government. During October
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1942 and February 1944 such loans granted by the Reporting

Member Banks increased by nearly $2,000 million. During
these sixteen months the commercial banks’ financing
of the Federal deficit amounted to more than $30 billion
which exceeded 337, of the increase in debt. The banks,
though appearing to have participated only to a small extent,
actually participated very largely. The explanation is to
Le found in the fact that although the greater part of the
debt was primarily distributed to non-bank buyers, there took
place a “leakage’ or secondary .distribution of the larger pro-
portion of it to the banks themselves.” In the process of acquir-
ing such a large part of Government debt, the commercial banks
involved themselves in providing the general public with lrge
amounts of cash. | As a conscquence, the reserve position of the
commercial banks became considerably strained and the excess
reserve declined sharply. The table given below shows the
American member banks’ holdings of Government securities.

TabLE®
Member Banks' Invesiments. & (500,000's)
1939 Government 17,029
Other 2,950
1940 Government 3,336
Other 2,97
1941 Government 22,629
Other 2,871
1942 Government 40,511
Other 2,654
1943 Government 55,677
Other 2,294

1 The Economist, April 22, 1944 (“American Banke and War-Financing’)
p- 529.
2 Money and Banking (Lieagus of Nations) 1942-44 p. 203,
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More than 707 of the total earning assets of the com-
mercial banks in the U. S. A. came to be made up of Govern-
ment securities in 1944. About the same percentage of the
earning asscts was composed of such sccurities in Germany,
France and Belgium. In Canada it was 50%." As regards the
percentage of Government debt absorbed between the central
and commercial banks, the Japanese commercial banks easily
top the list with an absorption of 822%. Next come the
commercial banks in the U. S. A, Canada and the United
Kingdom with 33'9%, 1697, and 162% respzctively. The
central banks in all these countries took up a far smaller pro-
portion of the Government debt as will be evident {rom the
{following fizures.

ercentage of  Percentage of Percentage of debt
Govt, debt  debt absorbed  absorbed by
absorbed by the by Central Commercial Banks.

Banking System. Banks.
U. K. (1959-41) 247 &5 1672
1. S. AL (1939-44) 41'8 79 339
Canada (1939-44) 3172 143 169
Japan (1939-43) 97°6 154 822
Finland (1939-43) 592 386 206

It will be seen that the paiticipaiion of the British baaking
system in the absorption of Government debt was smaller than
that of the American. It implies that large amounts of Govern-
ment loans must have been taken up by non-bank investors. As
a result of the liquidation of foreign assets, private investors in

1 World Economic Survey 1942-44 p. 186.
2 Ibid p. 179.
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. But the conclusion should not be hastily drawn from the
figures given above that the Reserve Bank of India played a very
small part in war financing. The picture will not be complete
unless account were taken of the Bank's holding of sterling
securities. The truth is that the Bank has played an important

. part in financing not only the war expenditure of the Government
of India but also that of the British and Allied Governments.
Direct loans to the British Government have been camouflaged
as foreign assests of the Reserve Bank. A sharpincrease in these
assets has taken place in war-time. A considerable portion of
this increase represents in effect British Government debt held
by the Reserve Bank. The total sterling assets of the Issue and
Banking Departments amounted to £1066.85 million or
Rs. 1432.46 crores on the 30th June 1945. These are maintain-
ed in cash and investments in short-term British Government
securities renewed from time to time.® It is clear that a large
amount of the sterling assets—the portion that is maintained in
cash—is an interest free loan.

The following table reveals the enormous growth of sterling
assets during 1938-1944. *

Sterling Securities plus

Balances held abroad. Rs. (000,000%s)
1938 December 608
1939 " 1,130
1940 " 1,987
1941 ) 2.892
1942 ) 4,758
1943 y 8,554

1944 September 11,390

1 Report of the Eleventh Annual General Meeting of Shareholders, August
1945. Reserve Bank of India p. 26.
3 Money and Banking, (League of Nations), 1942-44, Table II, p. 39,
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The almost universal increase in commercial bank.
investments just noticed is in sharp contrast with the decline
in bank advances discussed before. The two are not, however,
entirely unrelated to each other. Traditional banking practice
would lead one to suppose that the fall in advances was the
cause of the rise in investments. As a recent writer has
suggested, “In view of the necessarily limited scope for
advances, banks have had to expand their investment
portfolios”.! But this is hardly correct. The banks purchased
investments not because they could not employ their money in
any other manner. But they did so asthe outcome of the
decision of public policy that they must buy investments, first,
to bring down interest rates to a low level, and thereafter, to
furnish funds for the Government's war expenditure. Accor-
ding to the Ecomomist, it would be more correct to say that
the rise in investments was the cause of the falling demand for
advances.® ,

This dominance of Government securities in commercial
bank balance-sheets in most of the countries has far reaching
implications. It is clear that the banking systems in England,
the U. S. A. and elsewhere have been geared to the financing
.of the war machine in a manner unknown before. As it has
been well observed, the banking systems have become
complaisant, if not willing, instruments of improvident
Government war finance.> The banks, as we have seen above,
invested an overwhelming proportion of their resources in
Government securities of one kind or another. This portends
the perpetuation of the banking system's subordination to the

1 Journal of the Indian Institute of Bankers, January 1945, p. 25. ,
8 The Economist, February 14, 1942, (The Banks in Transition ITI), p. 228.
8 The Statist, International Banking Section, November 23. 19044, p. 8.
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financial policies of the Government. It must also be recognised
‘that medium-dated Government loans, even when they are
protected by maturity dates, do not constitute the ideal
-counterpart to short-term deposits of commercial banks.
Especially when the investments dominate more than 31% of
the deposits in England and 507, in India, a situation is created
which gives cause for concern, if not alarm. As the Economist
has pointed out, from the point of view of the nation as a whole
or of that of their customers, there should be a saturation point
to the banks’ holdings of even medium-dated government stock.!
In such circumstances it is .satisfactory to note the reduced
rate of increase of the banks’ investments in England in 1943,
as compared with 1942. In India also there appearsto be a
tendency on the part of the banking system in recent years not
to accumulate more of the gilt-edged, if not to reduce its
holdings actually ?

As the banks to-day are in the grip of the gilt-edged,
they must be vitally concerned in keeping down the rate of
interest and preserving the value of their capital assets. A rise in
the rate of interest will mean a decline in the prices of
Government securities and severe capital depreciation for the
banks. This is a powerful factor which must induce future
Governments to keep money rates down and gilt-edged
securities up. The portfolio of investments of most Indian
banks is well stocked with medium-dated Government stock.
In the case of individual banks the proportion of such
investments is said to be 20 and even 257, of their capital and
deposits. But as we have already seen, such securities are not as

1 The Economist, Banking Supplement, November 18, 1948, p. 8,

2 Art. entitled “War-time Banking" in the Eastern Zconomist, December
21, 1945, n. 909, )
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liquid as they may appear. Even the floating debt of the
Government is a liquid form of asset only in the legal sense.
Moreover, a number of banks are known to hold long-dated
or undated securities in such high proportions as 30 and even
35%. This practice should have been discouraged, as Dr.
Muranjan has suggested, by compelling the banks as in the
U. S. A. to purchase only dated loans in war-time.*

1 8. K. Muranjan, Economics of Post-war India. p. 17.
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\

RATIO OF CAPITAL AND RESERVES
TO LIABILITIES

AVith the continued expansion of deposits in war-time as
a result of increasing Government expenditure and deficit
financing from the banking system, the proportion of capital
and reserves to total liabilities came to be considerably
depressed. Indeed the propdrtion had been falling for a long
time and the war merely accentuated the decline. /Between
the War of 1914-18 and the onset of the depression the move-
ments of this proportion bear a striking resemblance to those in
war-time and show an almost universal trend towards reduc-
tion. In the United Kingdom the ratio had been shrinking even
before the first World War., The principal causes of the
falling ratio during the period 1900-1914 were, first, the banking
amalgamations, tending to reduce paid-up capital and secondly,
the steady decline in the price of Government securities, neces-
sitating the utilisation of surplus profits in writing down invest-
ment holdings.* The period between the outbreak of the War
in 1914 and the depression is a record of the efforts of the Bri-,
tish banks to improve the ratio by increasing their capital resour-
ces to be frustrated by the ever-growing liabilities. The ratio
which bad stood at 997, in 1914 dropped to 67, in 1919. The
banks made determined efforts to increase their capital and
reserves and in the post-war slump there was also a moderate
contraction of deposits. But in 1925-26 the ratio was only 87,

1 The Bankers® Magasine, October 1945, pp. 242-243.
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against 9'9% of 1914, although capital and reserves totalled 60%

above the 1914 figures. The banks continued their efforts and’
by 1930 their capital and reserves became twice as much as the

total in 1914. But still the ratio was only 847 for the liabilities

had been more than doubled in the meantime. There was

a temporary recovery to 867 inspite of a reduction of capital.
and reserves, when during the liquidity crisis of 1931, foreign

deposits were withdrawn. Thereafter with the return of foreign

deposits and expansion stimulated by cheap money policy

since 1932, the ratio steadily fell to 717 in 1939.* Ithas

been further reduced as a result of the expansion inextricably

bound up with war financing, as will be evident from the

figures given below.

Excluding the Bank of England.*

1939 1940 1941 1942 1943 1944
Proportion of Capital 71 63 5% 49 45 40
and Reserve to
liabilities.

As in England, so also elsewhere, during 1914-1929 there
was a reduction of the ratio of the banks’ own resources to their
public liabilities. In the U.S. A. it dropped irom 1987 to
1567, in Canada from 17°5% to 9°'8%, in South Africa from 1627
to 12°2% and in Australia from 22°2% to 20'2%. Perhaps the most
striking reduction took place in Germany where it dropped from
30°3% in 1913 to 7'57 in 1929.° This decline in Germany was
highly significant. The banks there were wedded to the
practice of maintaining very high ratios of capital and reserves

* A slight reversal of the trend towards a lowering of the ratio bhas been
brought about by amalgamations in recent times, where these have been

carrled through by acquisition of the capital of the purchased bank without
loss of its identity.

1 The Bankers’ Magazine, October 1945, p. 244.

v 2 %zmorrmdum on Commercial Banks (Leagne of Nations) 19818-29 Table
p. 26, :
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to deposits and as such constituted “Industrial Banks” in a sense
unknown in England. This sharp fall in the ratio must reflect
a change in their status. They were shedding their pre-war
character of investment banks and growing akin to English
deposit banks. In the post-depression years banking legisla-

. tion, aiming among other things at the maintenance of minimum
capital requirements, must have been responsible for arresting
this downward trend. During 1929-34 the trend was reversed
in 2 number of countries. Indeed in many cases, there was a
progressive rise, as in Germany, France, Belgium, Denmark, etc.
The rise can not, of course, be attributed in all cases to banking
legislation ; to a considerable extent, it awas due to deposit
contraction in the depression period, as the fall in the ratio in
the previous period was the result of deposit expansion.

TaBLE"
Percentage Ratio of Banks' own Resources to Liabilities.
1929 1932 1933 1934

Denmark 17'5 19°'1 190 192

Germany 109 158 17°5 182
(all Comm. Banks)

France (Deposit 192 28’5 285 309
Banks)

U.S. A. (all banks) 154 18'8 1772 16'1

Canada 98 12'3 112 10'8

Belgium 256 286 295 .-

But increased ratios remained below the 1913 level. The
movements, again, were not uniform and were downward in
many countries, notably in England where the ratio dropped
from 74 in 1929 to 6’7 in 1934. In 1936 the ratio, once again,

1 Money and Banking, (Lieague of Nations) 1937-38, TableXVI, p. 162.
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began to fall as in the pre-1929 ddys. During the War of 1939
this fall was sharply accentuated owing, as already noted, to the
tremendous growth- of deposits, the “counterpart of monetary
inflation.” The tempo of decrease was much faster during
1939-43 as compared with 1920-29.

Capital and Reserves as %, of Liabilities®
1930 1940 1941 1942 1943

England and Wales. ... 52 4% 40 37 34
Canada 74 76 6°9 67 51
France 6'4 44 39 39 38

As regards the ratio of capital and reserves to deposits in
the case of the Indian banks, their experience is in common
with banks in other countries owing to the same cause, the
enormous increase in deposits as a result of Government
expenditure. The conventional ratio is between 10 and 12 but
there bas been a marked decline in the ratio, specially since the
phenomenal expansion of deposits in 1942 and 1943.° The
Imperial Bark's ratio dropped from 127 in 1939 to 5'3 in 1943
while that of the scheduled banks fell from 127 to 74. The
table given below strikingly illustrates the declining trend.

TaBLg*
(Ratio of Capital and Reserves to Deposits).

1939 1940 1941 1942 1943
Imperial Bank 127 119 103 69 53
Other Scheduled Banks 1277 119 104 8’5 74

A peculiar feature is to be found in a move among many
banks to increase their own resourses by new issues of shares
with a view to maintain a proper ratio between them and

1 The Eastern Economist, September 28, 1945,
2 The Economist, October 28, 1944, p. 8.

8 8ir C. D. Deshmukh'’s Presidential Speech at the 8ydenham College ot
Commerce and Economics, Banking Association, 21st January 1944, Journal
of the Indian Institute of Bankers, April 1944, p. 21.

4 Calculated from data given in Statistical Tables Relating to Banks in
India, 1989-48.
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deposits. The Government of India have accorded sanction to
~ such increases of capital wherever justified. The old establish-
ed banks like the Central Bank of India, the Bank of India etc.
taking advantage of market conditions issued their shares at a
premium and thereby augmented their reserves considerably.*
The smaller banks, with a view to attain the status of scheduled
banks, also made fresh issues of capital.

In many quarters, however, this tendency on the part of
banks to increase capital has found no support. It has been
argued that banking rests on the confidence of the people
and an adequate amount of sound assets, carefully distributed,.
rather than on large capital. An inflated capital structure would
induce risky investments and prove a dead weight on earnings.
This view appears to be held by many Bank Chairmen in India
and banks, in several cases, having deposits amounting to 16-20
times their paid-up capital, have been reluctant to improve their
capital deposits ratio.® The question of the desirability of a high
capital-deposits ratio will be discussed later on in the context
of banking legislation. At the present moment, it may be simply
observed that the proportion of capital to liabilities is of no
mean significance {or two principal reasons. In the first place, it
serves to inspire confidence among its customers ; and in the
second place, it {urnishes a guarantee that the obligations under-
taken by the bank, as a trading business, will be met. When a
bank incurs losses, these are borne exclusively by the proprietors
and have to be made good out of current or past profits accu-
mulated for the purpose and therefore, constituting a portion of
the capital employed in the business.®

1 Cp. Speech of Sir Homi Mody, Chsirman, Central Bank of India,
27th March, 1946.

2 Journal of the Indian Institute of Bankers, January 1945, p, 26.

8 The Bankers’ Magazine, October 1945, p. 241.
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VI
BANKING EXPANSION IN INDIA AND ABROAD

The expansion in Indian banking presents a sharp contrast
to war-time trends elsewhere. Banks in other belligerent coun-
tries, particularly in England and Germany, were confronted
with a formidable array of problems which were spared to their
more fortunate confreres in India. Evacuation, decentralisation,
departure of the clearing from the metropolis and frequent
bombing raids leading often to destruction were factors which
did not very much affect Indian banking. There was further
the question of rhanpower shortage with which banks elsewhere
had to contend. All these phenomena were to be observed in
Germany on a large scale and they restricted the growth and
activities of German banking to a considerable extent. Air
bombardments damaged most of the Berlin banks in 1943-44
and in many cases their head offices, were destroyed. Their
underground treasuries, however, generally escaped destruction
and the payment mechanism could be got into working order
almost immediately. As a result of evacuations, deposits tended
$o shift from one part of the country to another. At the same
time there was a movement towards decentralisation, higher
officials being brought to the main branches in the provinces
which settled their accounts directly among themselves.
and with the local branches of the Reichsbank! German
banking was affected not only by the air bombardments but
also by the closure of branches. This closing down

1 Fourteenth 4nnual Report of the B. I. S,. p. 207.



172 RECENT BANkING DEVELOPMENTS

of branches began as d voluntary measure in 1942 and
was completed in 1943.

The banking system of India not only withstood the strain
of the war and showed “remarkable resiliency” but also in sharp
contrast to the position in England, Australia and Germany
gave evidence of a vigorous growth. One of the most outstand-
ing features of war-time banking in India has been the large
number of new flotations and the opening of new branches by
old banks. Indian banks, particularly some of the South Indian
banks, were no doubt affected by the fall of Malaya and
Singapore to Japan but this was only a passing phase. The
total number of offices of scheduled banks. including head offices,
branches, pay offices, etc., which stood at 1252 in September
1939 rose to 1454 at the end of December 1941. This number
declined to 1405 on the 30th June 1942 but recovered to 1600 on
the 30th June 1943, 2141 on 30th June 1944 and 2715 on the
30th June 19452

Although this pictu{e of banking expansion is generally
healthy and encouraging, yet it discloses certain undesirable
trends. Some of these trends were discernible indeed even
before the war but, thanks to the plethoric monetary conditions
in war-time, they have been aggravated in recent years.
According to the Governor of the Reserve Bank of India, they
are sufficiently wide-spread to-day to call for caution. If un-
checked, they are likely to produce undesirable repercussions
on the post-war structure of Indian banking. Sir C. D.
Deshmukh has summarised these tendencies under three broad
heads. In the first place, some banks are inclined to acquire

1 Reports of the Ninth and Eleventh Annual General Meetings of Share-
holders, Reserve Bank of India, August 1943 and 1945, p. 24 and p. 20.
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control of non-banking companies ﬁy purchasiug their shares,.
without any regard to the price and yield and the effects of the
transaction on their own financial position. Closely connected
to this practice is that of interlocking of interests between banks.
and business concerns and the holding of large parcels of shares
of companies in which the directors or the management are
interested and even the flotation of investment trusts for such
purposes. All this clearly amounts to the utilisation of the
depasitors’ money for the benefit uf the management against the
traditional canons of safety, yield and liquidity. In the
second place, some banks are resorting to indiscriminate branch
banking in places, which are already well banked with a view to
attract deposits at high rates of interest. The practice will
inevitably lead the banks to assume undue risks so that they
may be able to make larger profits. In several cases the expense:
incurred on running branches is out of all proportion to the
resources of the institution or the capacity of the head office or
the availability of the requisite technical personnel. In the:
third place, the excessive “window dressing” at the time of
balance-sheet publications practised by a few banks gives an
altogether erroneous picture of their financial positiou. It
szxould also be pointed out in this connection that several banks.
have frittered away their “windfall profits” in making large
dividend payments instead of utilising them in building up
their reserve position.* If the banks abandon these practices.
and confining themselves to the pursuit of sound policies are not
impatient to show spectacular profits for every branch, they can
well stand the strain of the post-war period. The Governor has.

1 Address of the Chairman, Reserve Bank of Indias, at the Eleventh
Annual General Meeting of Shareholders, 6th August 1945.
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given his assurance that the( Reserve Bank will always be ready
to extend its assistance to them in the post-war period whenever
they will be involved in difficulties not of their own

‘making.*

1 Bpeech of 8ir C. D. Deshmukh (Sydenham College of Commerce, 818t
-January 1944).
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VIi
BANK EARNINGS

In ordinary times banking profits are chiefly derived from
commercial loans and overdrafts and investments in Govern-
ment securities. In war-time the principal factors that affected
the gross profits of banks were the enlargement of banking
resources and the reduction of business loans and advances. If
the banking resources had not been swollen as a result of deficit
financing, profits would have touched a critically low point in
the war period. The increases in income-tax have, however,
lowered the published profits to some extent.

But the stated protits are scarcely a suitable guide to pro-
fitability in any one vear. Because of the high rates of incomes
tax, an accounting factor has to be taken into consideration.
Banks might have adopted either of the two following methods.
They might have appropriated the gross amount of dividend
plus tax on it. Or they might have charged their profits with
all the tax due and appropriated from them the net sum required
to pay dividends. The latter method would show smaller
profits and lower dividend payments than the former.' Again
percentage changes of profits in the case of individual banks
from one year to another would not, under the present condi-
tions, reflect relative profitability but would merely indicate the
general attitude of the Directorate and their inner reserve
policy.?

The banking extension in India reviewed above must

1 The Bankers' Magasine, August, 1945, pp. 83-84,
8 The Economist, January 12, 1946, p. 70.
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dismiss the idea of a general decline in bank earnings at least
for our country. At the bottom of this extension there must
‘have been the prospect of remunerativeness. In spite of the
various war-time restrictions on their activities the banking
system has made high earnings not only in our country but also
elsewhere. There 1is one remarkable point of contrast
between the Indian and British banking systems in this.
respect. British banks have made large profits® but they
have not been liable to the E.P.T., although their earnings must
have touched the border line." Unlike British banks, however,.
some of the Indian banks have fallen under the E. P. T. axe.

The tendency of British banking profits to approach the
critical level and just avoid liability to the E. P. T. raises an
interesting question. To what extent does the E. P. T. affect
banking policy relating to the choice between liquidity and
profits ? In normal pre-war times the point of equlibrium between
the need for safety and the desire for extra profit was settled
merely by a set of established conventions. In the circums-
tances banking policy was hardly influenced by changes in
opportunities of profit. After the outbreak of the war and the
imposition of the E. P. T., the situation was completely altered..
‘When established rules were no longer in operation, there
might be a tendency for banks, as soon as the E.P.T. line was.
touched, to place considerations of liquidity far above those of
extra profit® As a recent Report of the B. I. S. has observed,
“the choice between liquidity and yield would seem to be pushed
to the point where the former has been preferred at some sacri-
fice of the latter.”® The progressive decline in new investments.

* British Bank Profits. ( £ 000's )
1943 1944  °/, Increase 1945  ©/, Increase
8even Banks 8,729 9,095 42 9,285 21
1 Fourteenth Annual Reportof the B. I. S., p. 245.

2 The Economist, August 12, 1944, p. 225.
8 Fourteenth Annual Report of the B. I. S., 1944, p, 248.
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of Buitish banks during 1941-44 has already been noticed.
That decline was no mere accident but highly significant. It is
also interesting to notice in this connection that long-term Reich
securities were purchased by the Big Berlin Banks upto 1941
but were sold on balance in 1942 and 1943. Moreover, the
aggregate taxes paid by them (which afford a good measure of
bank profits) did no longer rise but significantly fell for the first
time in several years.'

(In millions of RM)
1939 1940 1941 1642 1943
Taxation paidby 78 109 127 161 156
five Big Banks
of Berlin.

In the U. S. A, however, there was a continuous and per-
sistent tendency for bank earnings to expand as is reflected in
the figures of net profits of member banks during the period
1942-1944. They increased from $ 383 million to $ 649 million.
In the earlier stages of the war, profits were moderate and stood
at $ 347 million in 1939 and $ 349 million in 1940. In the
early thirties, as a result of the decline in earning assests and in
interest rates, the profits had been sharply reduced and the year
1932 even showed a negative profit or loss of $ 255 million.
Steps had indeed to be taken during this period to reduce
expenses and increase -earnings. Banks ceased to pay interest
on demand deposits and introduced and increased service
charges. The large increase in war-time earnings of American
banks, as elsewhere, is principally due to the enormous holdings
of Government securities on the part of the banks. Member

1 JIbid.

17
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Banks' holdings of Governfnent securities amounted in 1944 to
about 70 billion dollars which was nearly four times the 1941
average level of $ 18 billion. In 1941 such securities cons-
tituted half of the earning assets, in 1944 they constituted three-
fourths. In the earlier stages of war financing banks were
inclined to hold low rate short-term securities, but in the later
stages there was a tendency on their part to switch over to the
highest coupon securities that might be available, particularly
the 2%, bonds outstanding. An analysis of holdings of Govern-
ment securities of member banks reveals that Government
securities maturing within five years comprised 407, during 1940
and 1941 of the total of holdings, but 567 at the end of 1944.
As bank- earnings have been increasing much faster than
expenses, the reduction of maximum coupon rate of interest on
new issues in the Seventh War Loan drive will not burden the
banks unduly. A large proportion of the banks’ increased earnings
has been added to capital accounts in recent years. But the ratio
of net profits increased from 677 in 1941 to only 9°7% in 1944.*
As regards. the earnings of Indian banks in war-time,
relevant statistics are not available. The Eastern Economist
has recently estimated that the total earnings rose from Rs. 725
lakhs in 1938-39 to Rs. 166 crores in 1943.44. By deducting
the interest allowed on deposits (at an average rate of 2% upto
1941-42, thereafter at a flat rate of 13%) from gross earnings,
gross profits have been estimated at Rs. 919 lakhs in 1943.44.%
The net profits are, however, considerably less than this
amount owing to the sharp rise of administrative expenses.
Figures relating to the net profits of Scheduled Banks are

1 “Member Bank Earnings’ Art. in the Federal Reserve Bulletin, May
1945, pp, 429-81.
3 The Eastern Economist, November 10, 1944, p. 503.
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given in the “Statistical Tables Rélating to Banks in India™
1941-44 published by the Reserve Bank of India If the
figures are totalled up, they will indicate the extent of net
profits made by this class of banks. These figures, of
course, are’ not comparable to the estimates of the Eastern Econo-
mist given above, for the exchange and non-scheduled banks are
not included here. The profits of the banks in question rose
from Rs. 206'1 lakhs in 1941 to Rs. 249°3 lakhs in 1942 and
Rs. 393.8 lakhs in 1943, the iigures for the deposits being
Rs. 237'9 crores, Rs. 352'8 crores and Rs. 5342 crores respec-
tively. It is clear profits have not increased in the same propor-
tion as deposits. The rate of return on paid-up capital works out
to 15'4%, 14'87, and 1847, in the three yvears. Taking the extent
of monetary expansion into consideration,. it does not appear
that the banks have made much too excessive profits. Gross
earnings of Rs. 166 crores on deposits of Rs. 600 crores and net
profits of Rs. 3938 lakhs on deposits of Rs. 534'2 crores are not
unduly high. The expense ratio in India must have increased
relatively to that in other countries. The cost of material in
India has been much higher and the number of offices has con-
siderably increased while branches have been closed elsewhere.
The opportunities for profit making have also been severely
curtailed. Restrictions on advances against commodities and
bullion and on movement of goods, progress payments by the
government, self-financing on the part of industry, reduction in
rates earned have all stood in the way of excessive profit
making. Nevertheless the banking system as a whole has made
more, not less profits.

1 See Statistical, Tables Relating to Banks in India Table No.10. (Lia-

bilities and Assets of the Indian Joint Stock Banks as published in their
balance-sheets).
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VIII

POST-WAR PROSPECTS AND PROBLEMS

The apalysis of the war-time pattern of bank balance-
sheets as given above inevitably raises the question : the distor-
tion may have been beyond recognition but do the war-time
changes represent a permanent orientation of the structure of
banking assets and liabilities ? Banking and financial circles,
whether in England, India or the US.A., are at the moment
deeply concerned about the nature of the problems the future
holds for them. Among the multitude of questions that must be
exercising their minds, the {following easily stand foremost: In
the first place, will the persistent expansion of bank deposits.
witnessed during the past six years continue or be stopped and
even reversed 7 In the second place, will the government
securities continue to dominate the investment portfolios of
commercial banks in the same manner as in war-time? In the
third place, are the banks likely to lose on their investments
after the war? And in the fourth place, will loans and
advances of commercial banks be restored to their pre-war
importance ? .

Banking trends in the immediate post-war period will
depend on a variety of factors. The state of economic activity
and employment in the period of transition and the economic
and monetary policies of the Government related to them will
inevitably affect these trends. Whether public expenditure
rather than private investment becomes the dominant feature of
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post-war economy, whether economi,& activity and employment
are simultaneously increased and whether prices are deliberately
forced down to an optimum level—all these factors will have an
important bearing on immediate trends in banking.?

An important post-war banking problem in India as in the
U.S.A. and elsewhere is the question of a re-adjustment to a
Jlower level of deposits or depreciation of assets. As regards
deposits, it is hardly likely that there will be a contraction of
total deposits. In countries like the U.S.A., where the banking
system is not modelied on multi-branch British lines, com-
pulsory shifting and concentration of war industries may have
produced an uneven regional growth of deposits which may be
modified by a reconversion to peace-economy. But even there,
as Mr. Goldenweiser has observed, there will be no total con-
traction of deposits, the loss in one area being compensated by
a gain in another. Mr. Goldenweiser is convinced that deposits
will stand at a high level for many vears after the war.®* The
outlook for deposits does not appear to be uncertain and dark.
Reconversion, rehabilitation, full employment and various other
problems of peace economy indicate a government spending
programme far ahead of tax revenue for many years to come.
Is the circumstances, deficit financing is sure to continue for the
next few years This is broadly true not only of the United
Kingdom and the U.S.A. but also of India.

In war-time there was an enormous expansion of the
resources of the banking system. The war-expanded resources
—the total volume of bank credit—will not probably shrink
very much from the peak reached in war-time. One lesson

1 The Eastern Economist, December 21, 1945, p. 910.
2 Federal Reserve Bulletin, S8eptember 1944, Art. by Mr. E. A. Golden-
weiser entitled ‘‘Commercial Banking after the War.”
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learnt from the first Great 'War is that credit is seldom destroy-
ed. Inspite of deliberate deflation and a fifty per cent fall of
prices from their post-war high point and a long period of
industrial stagnation, there was a withdrawal of credit amount-
ing only to 837, of what had existed at the peak.! In the
present post-war period, Government must be making strenuous
efforts to prevent deflation, maintain the maximum of
employment and keep low rates of interest. In such circumst-
ances post-war economy is likely to be re-oriented to a further
creation of credit, rather than its destruction.

‘While all these factors are likely to maintain the level of
deposits in India, as elsewhere, in the pdst-war period, there is
one feature peculiar to the Indian situation which may bring
about a shrinkage of bank deposits. The feature is to be found
in the likelihood of a post-war adverse balance of payments on
international account. Now that the war has ended, India
will require vast quantities of capital goods for the development
of industry and agriculture, for the reequipment of her mills
and factories, for her railways, hydro-electric and irrigation
projects. The imports of these capital goods would tend to
contract her external resources as well as her bank deposits.
But these imports would lead to speedy and intensive industsi-
alisation of the country and would in due course stimulate
economic activity and employment. The increased demand for
bank finance that would thereby be created would more than
neutralise the effects of a declining trend in deposits. In a
country like India, where, as Sir C. D. Deshmukh points out,® a
large amount of industrial slack has to be taken up, fears of a

1 The Economist, February 14, 1942.

1 Speech of 8ir C. D. Deshmukh (Sydenham College of Commerce,
Banking Association) Journal of the Indian Institute of Bankers, April 1944,
p- 20.
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reduced level of bank deposits may be discounted with the
development of the capital expenaiture programme and the -~
rising tempo of industrial progress. The prospects of a serious
decline in the volume of bank deposits due to panicky with-
drawals or monetary contraction are also largely illusory.
Even though the war has stopped, bank deposits and note
issues have been maintaining their npward trend, as will be
evident from the figures given below® :—

(In lakhs of Rs.)
20th Nov. 7th Dec. 22nd Mar.
1945, 1945, 1946.
Reserve Bank of India 11,88,54 12,00,54 12,38,29
Total Notes’
Scheduled Banks Demand 673,74 688,03 700,99

Deposits
{Time 273,15 275,00 296,44

As regards the composition of the bank deposits in India it
will be recalled that there was in war-time a remarkable shift
in favour of demand as against time deposits, During the six
years of the war the former had increased by 4127 while the
latter rose by only 1777,. Recent trends, however, indicate that
this wide disparity is being gradually reduced and the public’s
preference for liquidity is manifestly growing less.”

It does not appear that the banks will be able to reduce
their holdings of gilt-edged investments in the near future. Such
reduction ceuld have taken place to an appreciable extent only
if the banks could sell them extensively to the public or if the
public debt could be reduced. There is no prospect of

1 Weekly Returns of the Reserve Bank of India.
2 Speech of 8ir Homy Mody, Chairman, Central Bank of India, Ltd., ab
the Thirty-fifth Ordinary General Meeting, 27th March, 1946.
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large-scale sales of government securities to the public in the
immediate post-war periocf. The public will then have many
other uses of their cash rather than the purchase of government
paper. The banks themselves might be disposed to keep them
for they are their most stable non-cash asset. Government
securities in the circumstances will continue to dominate the
peace-time pattern of bank investments as they did during the
war. This dominance of Government securities, as briefly
noticed before, has far-reaching implications. - Banking has
been traditionally regarded as the “handmaiden” of industries
and trade. But the “handmaiden”, as the Statist has observed,
to all intents and purposes left her traditional job and enlisted
in state service for the duration of war.* It would have been
well if it were only for the “duration”. The immediate
prospects are of her continuing to be “in commission” still.
Banking will hardly be able to resume its normal function of
financing productive effort of all kinds, until demobilisation has
proceeded further and controls have been relaxed still more.
In the strenuous economy of the war, the banks, as already
noted, had become the complaisant, if not entirely willing, pro-
viders of state finance. In the peace economy of the future
they will continue to run the same specialised investment trusts
department in government paper. There is hardly any likelis
hood of a significant modification of their subordination to the
dictates of Governments’ financial policies.?

A feature of banking common to many countries in war-
time has been the very important place obtained by the invest-
ment portfolio as against “advances and loans”. A crucial

-} Tae Statist, British Banking Section, June 1945 (“Banking in the
Doldrums”), p. 6.
2 The Statist, International Banking Section, November 25, 1944, p. 8.
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question is that of the restoration of the pre-war importance of
the banks’ “loans and advances”. It is a question which is
fraught with special significance for the banks not only because:
they constitute their most remunerative asset but also because
they are used for providing working capital to industry which is
of the essence of banking. On the one hand, war-time bank
balance-sheets have assumed o semi-investment trust like
character ; on the other hand, balance sheets of corporations
have grown markedly liquid. A great deal of the enormous
increase in total net deposits has accrued to industrial and
business accounts. In the case of Great Britain the following
figures relating to the London clearing banks disclose illu-
minating trends :—

London Clearing Banks.
(In millions of £)
June 30, Dec. 31, Dec.31, Dec. 31,

1940, 1941, 1942, 1943,
Total Net Deposits 1507 2522 2856 3289
Personal Deposits (net) 617 692 820 972

Other Deposits (net) 890 1830 2036 2317
Figures {or the liquid asset holdings of businesses and individuals
‘are available for the U.S.A. In the five years from the end of
1939 to the end of 1944 the holdings of these liquid assets com-
prised of cash, deposits and Government securities increased
from $66 "billion to $ 194 billion. Businesses have added
tremendously to their holdings of such liquid assets during
1939-44.

1 Source: ‘‘An Analysis of the sources of War Finance and Estimates
of the National Income and Expenditure” (cmd. 6520),



186 RECENT BANKING HEVELOPMENTS

Liquid Asset Holdings* (In billions of $)
1939 1940 1941 1942 1943 1944
Dec. Dec. Dec. Dec. Dec. . Dec.
Total

Business holdings 175 203 242 370 516 660
. Total
Personal holdings 484 51'3 579 757 101'% 127°6

The liquidity of industry is likely to be further enhanced
by post-war refunds of E.P.T. and fortified by tax relief'in the
form of income tax concessions and reductions and aboli-
tion of the E.P.T. Moreover, there is every where a definite
trend for industry to rely on self-financing. In such circumst.
ances the role of the banks as suppliers of working capital to
industry will grow less important and the outlook for loans and
advances does not appear to be bright. Mr. Geoffrey Crowther
holds the view that the “advances” of British banks may at least
recover the level lost during the war but no more. Business.
concerns will be likely to dispose of a portion of their large
holdings of Government paper in the event of their need of
cash. Indeed they would be induced to sell their “gilt-edged"
rather than borrow against it owing to a differential of a signi-
ficant percentage between the yield on ‘“gilt-edged” and bank
interests. Although bankers might eagerly look forward to a'
resumption of their traditional business on a large-scale, their
hopes are not likely to be fulfilled in the foreseeable future.

But although it may not be possible to paint 4 very rosy
picture of “advances and loans”, yet the future need not be so
sombre and bleak. A note of quiet optimism rather than one of

1 Federal Reserve Bulletin, June 1945, p. 588,
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unbridled pessimism may, perhaps,sbe more appropriate in this.
respect. In an industrially progressive and dynamic society,
there would be no lack of energetic producers and traders who
would seek to expand their scale of operations with the help of
extra temporary capital. The business unit is, no doubt, tending
to grow in size and self-financing is becoming increasingly easy -
and has to be reckoned as an important factor in the trend of
bank advances. Nevertheless, there still exists a considerable
scope for banking assistance to business men of vision and
directive abilities whose scale of enterprise exceeds their capital
resources. To believe that the trend of bank advances will
either be downward or static is to believe that all progress will
be throttled and the entire economy will be stagnant, But the
indications are that we are just on the threshhold of an era of
extraordinary national and world economic expansion.

It should also be remembered that stocks have heavily run
down, obsolescence and depreciation of plant have seriously
acc:umulate‘d and vital replacements and repairs have been in
arrears during the past six years. The problem has nowhere
been more acute than in India. All these deficiencies must

- have to be made good at post-war prices. There is hardly any
Jikelihood of prices coming down in the immediate future.
Prices are believed to rise more. In the circumstances a
deficiency rather than a redundancy of working capital is
indicated. ,Here is plenty of scope for bank advances and
loans. As the Stalist has observed, there is a likelihood of a
fairly great demand for the service of the banks for assisting the
economic life of the nation in peace-time. Capital might be
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redundant in some of the war industries but there will be an
acute shortage of capital over a wide range of peace-time
industries. In some instances reconversion may be fairly easy
but “the potential economy of capital available in this way
would be limited."* A good deal of bank financing of indus-
.try is of what has been called the “rescue” description, helping
to carry stocks and tide over temporary difficulties.” - Few
business undertakings are able to escape such situations. In
their hour of need, they will inevitably resort to the banking
system. _ :

There is one factor in favour of resumption of the business of
loans and advances—the relaxation of war-time controls and
restrictions. A considerable amount of pressure is likely to be
exerted for the speedy unwinding of the war machine which
has been built up by the past six years' effort. A great deal
will no doubt depend upon the manner in which the con-
trols are demobilised. The war-time restrictions imposed
on bank advances, prohibiting banks from lending in
particular directions or against particular types of security,
are expected to be lifted. The normal channels of
trade may gradually be re-opened and a revival of foreign
trade may stimulate banking business.’® In India there are,
already in evidence signs of a gradual revival of this line
of business. The volume of scheduled banks' advances and
bills discounted registered an increase of Rs. 80 crores in
December 1945 as compared with December 1944. The ratio,
however, as noted before, is still substantially below the pre-
1939 level. How quickly the pre-war level will be reached

1 The Statist, August 29, 1942, (“Bank Advances and Industry”).
2 The Statist, International Banking Section, June 9, 1945, p. 7.
8 The Economist, January 22, 1944.
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will depend upon the pace with which economic planning
proceeds in the country. In the period lying immediately
ahead of us, however, the demand for bank funds may not be
very active because of the large liquid resources built up
by trade and industry in war years.

« If the forecast of the future of advances we have made is..
wrong and if the war-time decline continues well into the
post-war years, the banks must be undergoing a permanent
change of character, and not merely passing through a temporary
phase of abnormality. Indeed in many countries, the declining
trend in advances had been manifest even before the war and
it was merely accentuated during it. In such countries, the
change in character must have already set in long before the
present times. The commercial bank has been traditionally con-
ceived as a collector of savings of the public and a distributor of
these to finance the working capital needs of trade and industry.
That description of the commercial bank has long been
partially misleading. In war-time it has become almost wholly
incorrect. Deposits in war-time came into existence as the
result of conscious credit creation and as such can not be regard-
ed as savings. On the liabilities side of their balance-sheets
.the banks, therefore, are not to-day so much collectors of the
savings of the people as holders of their cash. On the assets.
side, again, they are providers of long-term finance to govern-
ments rather than of short-term capital to industry. As the:
Economist has pointed out, this remarkable change in their
functions must have far-reaching repurcussions on their
structure and operations. In the first place, banks will

1 Bpeech of 8ir Homi Mody, Chairman, at the Annual General Meeting of
Shareholders, Central Bank of India, 27th March 1946. The Capital, April 4,
1946, p. 606. :
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" inevitably seek an alternative outlet for their resources in the
long-term financing of industry. In the second place, the
liabilities instead of the assets of the banks may, henceforth,
have to carry the cost of business. With Government securities
predominating on the assets side, the banks have been

. earning on the average around 2 to 37, in place of the
former 57, when loans and advances were fairly large in
amounts. The holder of a current account deposit in the
circumstances is in effect accepting a service from the banks,
rather than rendering them one and must be prepared to pay
for it.* ‘, '

There is another important problem. *The banks may very
well desire to finance trade at 57, rather than hold the gilt-edged
at 237, but will they be free to switch over from Government
securities to advances without any risk of loss on their invest-
ments? A great deal will depend on the state of post-war
trade and the kind of economic and monetary policy pursued by
the governments. If the post-war economy is in the grip of a
slump and prices topple down and trade declines, the demand
for working capital may not exceed the war time “low”. In
-such circumstances the banks will find it convenient to hold
their government securities as the only suitable avenue for the
-employment of their funds. But if trade expands and there is a
consequent increase of demand for working capital on a large
scale, the problem of how to replace government securities by
“advances” without loss should engage the serious attention of
banks. Either the banks would have to part with their invest-
ments at a loss or their assistance to post-war trade will

1 The Economist, February 1, February 7 and February 14, 1942. (“The
Banks in Transition”.) .



WAR-TIME TRENDS }N COMMERCIAL BANEING 191

inevitably be restricted. But the glash between the interests of
trade and those of the banks may be averted if the Government
follows an expansionist policy in the post-war years. The
adoption by the government of a compensatory public spending
policy with a view to combat the post-war depression would
enable the banks not only to retain their gilt-edged but also to.
meet the trade demand for working capital by means of
increased deposits, then accruing to them. Further, as the
Eastern Economist has observed, the government policy of
funding their war-time debt must not be deflationary in effect.
Within three or four years of the end of the war, the short
loans that are likely to fall due for payment have been
estimated to amount to a figure of Rs. 300 to Rs. 400 crores.
The banks holding them might sell out or be repaid by the
government. But if the Government attempts to raise this
huge amount by issuing further loans, there will be the inevi-
table conflict between the demand of the government and that
of trade. Monetary stringency may develop as a result and
interest rates may possibly rise. It would be desirable to avoid
carefully such a deflationary policy. There should be no delay
in funding. The funding should be immediate, before money
Jhas begun to grow scarce and outlets for new industrial invest-
ment have increased rapidly.' Even if a policy of currency
contraction were followed, the banks will not necessarily be
injured. In such an event the banks would be simply holding
their government securities and meet the small demand for
current trade finance; for they would be able to satisfy the
demand for deposit withdrawals out of their own liquid assets.

1 The Eastern Economist, January 14, 1944, p. 45.
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But an expansionist policy ig likely to benefit the banks and the
community.

‘We are next brought to another subject which has been
increasingly engaging the attention of economists and bankers
viz., the role which banks should play in the post-war financing

. of industries. The unprecedented war-time liquidity of the banks
almost all over the world has raised the question whether they
can depart from “orthodoxy” and develop, with profit and
without risk, long-term lending policies to industry. We have
discussed the question elsewhere at some length.* It will be
sufficient to point out here that in the present circumstances of
their war-expanded liquid resources, and loss of their
legitimate sources of income, they are being urged to explore
new avenues for the employment of their funds by forging
closer links with industry in the post-war period. The trend of
opinion is remarkably similar in England and the U.S.A. in this
respect. Lord Wardington in England and Mr. Goldenweiser
in the U.S.A. believe that the banks would be justified in
“widening their horizon” and breaking new ground so as to
provide long-term and possibly permanent capital to industry.
A number of Bank Chairmen in India also appear to hold the
view that in the matter of finance for industries, the banks
should adopt a more liberal policy.® Official pressure has already
been brought to bear upon the British banks to undertake this
function jointly with reference to medium and small industry.
The London clearing and Scottish banks have subscribed to a
portion of the capital of the British I.C.F.C. In India the
inauguration of an Industrial Investment Corporation has

94; Bee the writer's Industrial Credit in War and Post-War Economy,

2 Cf. Sir Homi Modi (Chairman, Central Bauk of India)—*‘It seems to me
that the time has come for the traditional role of banking to be enlarged.”
8 h at the Annual General Meeting of Share holders, 27 March 1946. Mr.
Shanti Lal Mangal Das (Chairman, Exchange Bank of India and Africa),
‘The national interest calls for a broader conception of the place of banking
in relation to industry than hitherto.”” The Commerce April 6, 1946, p. §95.
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recently been announced by the Gpvernment. The proposed
Corparation should be not merely a financing institution but
also an agency for mobilizing the investible resources of the
country and for guiding and controlling investment.! The
Indian commercial banks, along with the Reserve Bank, should
be financially interested in this Corporation and thus help in:
the important task of post-war induvstrial reconstruction in the
country. If the shares of the Corporation are treated on par
with' government loans for the purposes of Sec. 17 (4) of the
Reserve Bank Act and carry a government guarantee of a
minimum rate of interest, they will prove very attractive
to the banks. In case of need the banks will then
be able to borrow {rom the Reserve Bank against such
shares.

In this connection the declining trend of the ratio of
capital and reserve to bank deposits in war-time calls for
comment. The war-time relationship between the two, if
projected on to the post-war scene, as it appears to be, can not
be viewed with equanimity. It may be contended that the
question of capitalisation is only of academic interest for_the
governments are heavily indebted to the banks. But it must be
remembered that the governments have not indemnified the
banks against loss and there is hardly any likelihood of their
ever doing so. Apart from the question whether an increase in
the capital-deposit ratio will or will not reduce the risks of
the depositors, a policy of long-term financing of indus-
tries in the post-war period which appears to be attractive
to a number of banks here and abroad requires that the banks

1 See Art. by the writer entitled “Post-War Industrial Finance” in The
Nationalist, Puja Special, 1945.

13
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!

should get themselves propgrly equipped for this task by raising
the ratio. In many instances to-day the ratios are much too
low to enable the banks to fulfil the new functions adequately

and without risk.
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1X

THE FUTURE OF THE INTEREST RATE

The future of the interest rate is a question of vital concern
for bankers in the post-war world. In England, the U.S.A. and
India as elsewhere, government securities occupy such a pre-
.dominant position in the assets of the banks that the post-war
trend of the interest rate has an important bearing on their
financial position. If the trend were downward or if the rate
were pegged at the current level, the bankers would be
protected against loss that would otherwise arise from a depre-
ciation of their investments. But if the rate of interest were to
rise and the decline in the values of government securities were
to be serious, the banks might incur severe losses. Admittedly
if the bankers had distributed the maturities of their securities
carefully,—if they had chosen for the bulk of their investments
papers maturing within a very few years and had generally
avoided longer term bonds,—they might be insured against such
losses to some extent. Thus the American banks are protected
to some extent against post-war depreciation of their assets as,
it will be recalled, nearly 607, of their holdings of Government
securities will mature within five years and only 14%, within ten
or more years.® But the quality of the securities chosen and the
careful distribution of maturities can not by themselves ensure
full protect'ion. Prospects of low interest rates have to be
assured in addition. It is worth while, therefore, to attempt a
careful study of the probable course of the post-war interest rate.

1 E. A. Goldenweiser “Commercial Banking after the War’" Art. in the
Federal Reserve Bulletin, September, 1944, p. 872.
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One of the most remarkable facts in the financial history
of the War of 1939 has been the continued prevalence of low
rates of interest in almost every belligerent country. In sharp con-
trast to the first World War, Governments have pursued policies.
of cheap and plentiful money during the second. In spite of the
extraordinary demands for war finance governments have been
able to maintain interest rates at a low level, indeed at a level
which is far lower than was ever attained during the War of
1914. The rise in interest rates witnessed in almost all belli-
gerent countries during that war was due to the fact that the
apparatus of control was not only imperfect but it was also
intermittently applied. During World War II the machinery of
control, both physical and financial, came to be perfected and
highly developed. By the allocation and direction of labour
and materials,‘by rationing of civilian consumption and by
restriction, or even virtual prohibition, of new capital issues,
capital development for non-essential purposes was kept down
to the minimum. Governments came to acquire what was practic-
ally a monopoly on their capital and money markets and this
enabled them with the help of the credits furnished by the
central banks to dictate the terms on which they borrowed.* The
result was a low level of interest rates. That such low interest
rates should have prevailed in a period of acute commodity
scarcity, rising prices and rapidly increasing share values is one
of the paradoxes of the War of 1939-45. It is well known
money rates of interest usually shoot up under the pressure
of actual or apprehended inflation. Owing to the physical
controls, monetary funds were generally unspendable except for

1 Fifteenth Annual Report of the B. I. 8., p. 140.
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purchasing securities ; and owing tp the financial controls, the
spendable funds flowed into the market for equities and there-
from tended to overflow into the market for debts, forcing up
their prices and pressing down interest rates® Apart from
these factors, the fall in interest rates was in accord with
deep-seated facts and tendencies. As the World Economic
Survey has observed, “Since in war economy savings are applied
to a purpose whose productivity is zero, it is natural and-desir-
able that the interest rate should be as close to zero as possible.?

The advantages to the state of low interest rates are well
known. The benefits occur not only because low interest rates
become immediately effective for current borrowing and
regarding outstanding securities as soon as they could be con-
verted, but also because they fail to filter down at once into the
fields of commercial bank advances, mortgage loans and similar
private borrowing transactions.

Monetary and central banking authorities in various
countries have declared their intentions of continuing cheap
money policies even after the war. As early as April 1943 the
British Chancellor of the Exchequer spoke thus : “Not only shall
we pass from war to peace with interest rates at a low level but
the country is expecting that reconstruction and developmeqt
after the war will have the benefit of cheap money. It is the
government's intention to maintain its present policy of cheap
money after the war for that purpose as well as in the interests
of the Exchequer itself.” ® The President of the Reichsbank of
Germany was also reported to have made a pronouncement on
similar lines.* The case for continuing a cheap money policy in

World Economic Survey, 198941, p. 114.

Ibid, p. 118.

Fourteenth Annual Report of the B. I. S., 1944, p. 249.
Twelfth Annual Report of the B. I. S., p. 16,

[ I I
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the post-war era was ably stated by the Governor of the Bank
of Canada in February 1944 : “The Bank should by reducing
its rate signify its intention to continue the kind of monetary
policy which has brought about the current level of interest
rates...... High borrowing costs would hamper new investments
- in plant, equipment and housing, would restrict the expansion
of employment and would seriously complicate the task of
government financing. There can be little doubt that the easy
money policy which has been pursued since 1935 assisted in
promoting recovery from the depression and facilitated the
adjustments which have been required during the war period.
Indications that the Bank intends to continue this easy money
policy should be helpful in making plans for the future.””
Assurances regarding the continuation of the pre-war trends.
towards lower interests are also to be found in the British
White Paper on Employment published in May 1944. The
post-war budget speeches of the British Chancellor of the
Exchequer and the Indian Finance Member have also envisaged
the continuation of the same cheap money policy. Even before
the war had ended, steps had already been taken in England
to provide for a continuation of the war-time trends of the low
interest rates in the post-war period. It was recognised that a
scramble between the various competitors of capital, central
government, local authority and industry, should be carefully
avoided. The demands made by all these parties on the
capital market should be co-ordinated in such a manner that
they were made at the times and by the methods most con-
ducive to general interests. It was proposed in 2 memorandum

1 Annual Report of the Bank of Canada 1948.
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of the British Treasury to ihe locv‘al authorities that the latter

should centralise their borrowings through the Local Loans fund

which would be provided by the Treasury with the necessary
financial resources raised on the credit of the central government.

Some such technique may be {ollowed by the Government of our
country to enable the financing of post-war capital expenditure
in a cheap and orderly manner. In the field of private economy
downwards adjustments weie also made to bring into line

the rates of interest prevailing in its different sectors. Rates .
for new mortgage loans were reduced in 1944 by the Agricul-

tural Mortgage Corporation and the largest of the London

Building Societies. Rates were similarly lowered in Germany

also.

An important question, however, is whether the authorities
would at all be able to project the pre-war and war-time era of
cheap moncy on to the scene of post-war economy, inspite of
their desire to do so. Ever since the policy of cheap money
was adopted by Great Britain in 1932, it has come to attract a
great deal of attention not only as a solution of budgetary
problems but also as a stimulant to trade recovery and employ-
ment. The policy no doubt served to force down the rate of
i.nterest and also promoted recovery from the 1929 depression
to some extent. But in the closing years of the period when a
substantial measure of recovery had taken place, it became
increasingly difficult to maintain low interest rates. Large
borrowers were often required to line up in a queue as it were
so that the terms of borrowing might not be disturbed beyond
the possibility of restoration.? In the post-war years when the

1 Fourteenth Annual Report of the B, I. S., p. 189, pp. 251-52.
2 The Statist, August 29, 1942,
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demand for capital for reconstruc'ﬁon purposes will be on an
unprecedented scale, when' heavy repairs and replacements of
plant held back by the war so long will become urgent, when
run down stocks will need replenishment, conditions will arise
which will make it extremely difficult for the unbroken spell of
cheap money to be eontinued.* The long reign of cheap money
can continue uninterrupted only on the supposition that a
sufficient volume of savings will be available to cope with the
enormous demand for capital. If there is an abundant supply
of genuine savings despite heavy post-war taxation, capital need
not have to be rationed between different uses and rates of
interest would very probably remain lo§v without any special
intervention, provided of course the general price level does not
continuously move upward.? During the war high rates of savings
have been witnessed in the U.S.A. and the United Kingdom.
But the future is particularly uncertain in this sphere. The
peace-time behaviour may be quite different from the war-time
trends. There would no longer be in operation the self-
restraint and special incentives of war-time. Many outlets
for spending, which were shut off, would no longer be so.
Taxation and particularly death duties may have their restrictive
effects on savings. Hence special steps may have to be taken
to obtain an assured supply of savings in the post-war years,
The difficulties of the situation are aggravated because the
enormous demand for capital noticed above will occur in a
world of acute capital shortage. Even apart from war condi-
tions, Mr. Colin Clark argued on a priori grounds in his
Economics of 1960 that an era of prolonged capital shortage

1 Twelfth Annual Report of the B. I. 8,, p. 16.
3 Fifteenth dnnual Report of the B. I. S., pp. 144-45.
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was likely to begin from 1945. The pressure to repair war
damage and reconstruct will, therefre, be strong and insistent
just at the moment when the world will be threatened with an
acute scarcity of real resources. Unless the borrowing require-
ments of the government were subordinated to the needs of
trade and industry, the two will clash much to the
detriment of national interests. But the governments of every
country are determined to go ahead with highly expensive and
much too ambitious schemes of social betterment which should
perhaps have awaited the {ull restoration of the productive
economic life of the nations.*

It should be remembered in this connection that the rate
of interest is not merely the price paid for the use of loanable
funds. It functions, as well, as a capitalisation factor determin-
ing the value of capital assets and further, as a factor influencing
under normal conditions the direction of production. In a war
economy profits are kept down by heavy taxation and the
priorities of production are determined by the needs of the state.
In the post-war economy of a serious capital shortage coupled
with heavy demands for capital goods, if the rate of interest
were to be pegged and assigned a merely static role without
being allowed to arrange the order of priorities for satisfying
these demands, the alternative will be thewontinuation of war-
time controls of capital investment and priorities.”

There is another consideration which tends to fortxfy the
case for the projection of rigid war time controls into the
post-war economy in the event of the continuation of a cheap
money policy. If the government were to peg the interest rate

1 The Statist, August 29, 1942.
2 The Economist, December 26, 1942.
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at a low level or were to push ii further down in the post<
war years, the banking syste‘m would be required to purchase
large blocks of government securities. But such purchases
could be possible only if the banks were provided with ample
cash balances as they were during the war. But there would
arise the very difficult problem of reconciling the existence of
continued surplus cash reserves with a high level of employ-
ment and business activity. The twin policies of credit
expansion and full employment can be permanently reconciled
without provoking a vicious spiral of inflation only with the aid
of a machinery of physical and financial controls almost as
rigorous as in war-time."

Inspite of the obvious fiscal beneht to the state from a
cheap money policy, there has been some recent reaction against
much too low rates of interest. This reaction is the outcome of
a widely held belief that low interest rates might discourage
savings and might adversely affect life insurance companies,
social funds, university endowiments and, through a narrowing
of interest margins, the banking system.? Money rates and
“margins” may be of more importance to the discount market
than the banks to-day. Nevertheless the influence of money
rates has been clearly discernible in the declining profits of the
British banks after ¥931. The influence of cheap money has
indeed been cumulative as the more highly rated loans and
investments were paid off and substituted by new loans or
investments at reduced rates.® The narrowing of interest rate
margins also pressed heavily on bank profits in Germany and
was responsible for the rationalisation movement among them.

1 The Statist, Oetober 27, 1945, p. 911.
2 Twelfth dnnual Report of the B. I. 8., p. 15.
3 The Bankers® Maganine, August 1946, p. 83.
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But it may be replied that the. loss f.rom depreciation of assets.
consequent on a rise in the interest rate would be much more
serious. It is interesting to note that in many countries to allay
such fears as had been expressed above, assurances were given
that further declines in interest rates were not contemplated.”
To encourage small savers, an increased remuneration coupled
with the advantage of tax exemption was also provided in some
countries.

To the uncritical admirers ot a cheap money policy, it must
be pointed out that a rise in interest rates has an important
function, that of acting as a check upon post-war inflation. It
is well known that the dangers of inflation are particularly great
in the immediate post-war period, when the pent-up purchasing
power of several years will be let loose almost in a flood to satisfy
the hitherto postponed demand for capital and consumption
goods. Theosetically, the check through taxation, as Mr. Hicks
observes, would be ideal but there may be political difficulties
of increasing taxation among a war-weary nation, wanting to
relax a bit with the cessation of hostilities. If the rate of
interest were allowed to rise, as it did after World War I, the
capital value of the business firms will depreciate. To cover
tp'ese capital losses, a portion of the profits earned out of war-
time inflation would have to be set aside. Again, business men
would be able to realize their investments only at a loss and
would consequently be deterred from sacrificing them. Both
these factors would restrict to a considerable extent the amount
of spendable funds business men could get into their hands and
thus hold the inflationary forces in check.?

1 Cf. An official statement made in Germany in July 1941 and a memo-
randum on monetary policy from the Directors of the Riksbank of Bweden
in 1941. *

2 J. R. Hicks etc., The Tazation of War Weéalth, (2nd Ed.), p. 17.
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The interest method, tt‘mugh a highly effective check upon
inflation, would clearly be a costly check. Once interest rates
go up, they tend to persist at the high level for some time. In
the circumstances the burden of the National Debt would be
increased and private industrial activity would be hampered.
It would probably be advisable for the belligerent nations to
place less reliance upon the interest rate in the future than in
the past. That would, however, make it particularly difficult for
their governments to combat post-war inflation.* ®

1 J. R. Hicks etc, The Tazation of VW ar Wealth (2nd Edition) p. 19.

* Loans carrying low rates of interest of 2149 and 234% have recently
been issued by the British and Indian Governments, implementing their
cheap money policy. While we are in press, we hear of the Government of
India’s announcement of the plan for the repayment or conversion of the
8%% non-terminable Loan. It is in pursuance of the same desire to
maintain a cheap money policy. A reduction in the Indian Bank Rate,
giving form and substance to the official cheap money policy, is perhaps
within sight, as a prelude to the conversion. But in the pzculiar Indian
conditions, such a reduction would be merely formal. (Cp. The Statesman
June 8 and 10, 1946). What is of more importanoe is whether the Government
are determined to embark upon a systematic process of unfunding rather
than of funding the accumulated debt. That would inevitably drive them
into increasing floating debt finance. BSo long as the Government are
prepared to face a mounting floating debt, the natural limits to a cheap
money policy can be prevented from being reached for a long time; and in-
terest rates would go down. But how far should they be reduced ? Itis
debatable, as the Economist has observed, whether the whole game will be
worth the candle. (Cp. The Economist, April 18, 1946 p 602.)



CHAPTER IlI

BANKING REFORM
I
BANKING LEGISLATION

Recent discussions of banking reform have principally:
centred round the twin problems of regulation by law and com-
plete nationalisation. A third and altogether novel approach to
banking reform which attracted a great deal of attention in the-
immediate pre-war years, at least in one country, #iz., the U.S.A.,
is to be found in the so-called “Hundred Percent Reserve Plan.”
This approach occupies the middle ground between self-policing
and outright nationalisation. Under it the commercial banks.
will be allowed to continue in private ownership but will be
made to undergo a radical change in their functions. Thus we-
find that the aim of legal regulation is to bring the commercial
banks more and more under state control and supervision, but
preserve at the same time their private ownership : while that of
fationalisation is to bring them in addition under complete-
public ownership. But “the hundred percent plan,” while seek-
ing to impose state ownership, does not propose to go so far as.
to leave the banks entirely under self-regulation. We shall be
particularly concerned in this study with the question of banking
legislation and that with particular reference to India. Only a
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brief incidental reference will be made to the political issue of
nationalisation of commercial banking.

There was a time when bankers used to be advocates of
'self-policing policies and frowned upon any attempt to regulate
and restrict their activities by law. But self-policing, it has
been frankly recognised, can be defended to-day neither on
logical nor on empirical grounds. In the case of countries,
particularly where banking development is yet in its infancy and
banking traditions are far from being established, self-regulation
is clearly out of the question. As a recent writer has put it, the
question in such cases is not whether there should be regulation
by law but how far and in what djrection that regulation
should go.!

Special legislation aiming at regulation of commercial
banking activities, which was exceptional and unusual before
World War I or even in the years immediately after it, became
the rule after the depression. In Germany (Law of Dec. 1934
-and Decrees of February and July 1935 and June 1936), Belgium
(Decrees of July, August and November 1935) and Switzerland
(November 1934 and Decree of February 1235), the most not-
able legislative measures were enacted. In several other
-countries a thorough revision of banking laws was effected. On
the inauguration of central. banking systems, the British
Dominions and the Argentine passed detailed regulations relat-
ing to commercial banks. The United Kingdom, France and
the Netherlands were the most significant exceptions in this
respect. Inspite of the wide disparity of the conditions leading
to the passage of this post-depression banking legislation, there

1 L. L. Watkins, Commercial Banking Reform in the United States,
pp. 898-399.
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are a large number of features which exhibit a remarkable simila-
rity. Three factors must have been responsible for this striking
resemblance. First,« through affiliations and amalgamations,
banking units increased in size to an unprecedented extent and
began to cultivate much closer relationships with trade and
industry. In the circumstances the banking system and hence
the country’s national economy became exposed to much more
serious risks in the event of a financial crisis. Secondly, the
lesson of the 1931 crisis was clear that “mixed banking” was
extremely undesirable in the existing structure of banking.
Lastly, where central banking systems were being inaugurated
for the first time, a co-ordination between central and com-
mercial banking policies had to be ensured.

Although there has been an under-current of feeling in India
that the Companies Act touched only a fringe of the problem of
banking legislation and although the question of legislation had
engaged the attention of the Government long ago, nothing
appears to have been done in this direction till 1936. In that
year when the Companies Act was amended, a few sections
(Secs. 277F-277N) were incorporated in that Act which would be
applicable specifically to banking companies. But the provi-
sions have been widely regarded as much too inadequate and
there has existed for several years a keen popular demand for a
full-fledged Banking Act which would protect the Indian
bank depositor in the same way in which the Companies Act and
the Insurane Act, both now suitably amended, are protecting
the stock-holder and the policy-holder. This popular demand
for a separate Banking Act gathered momentum after the failure

1 Money and Banking, 1987-88, Vol. I (League of Nations), pp. 92-98.
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in 1938 of the Travancore National and Quillon Bank, when
public attention came to be focussed on the very questionable
methods on which a number of the smaller banks in India were
conducted. In a memorandum to the Directors of the Central
Board, Reserve Bank of India, dated the 9th June, 1939, the
then Governor, Sir James Taylor, stressed the desirability of a
Banking Act for India, and outlined his proposals for such
legislation.* These proposals formed the basis of the Draft Bank
Bill of 1939 which was circulated by the Government of India
at the request of the Reserve Bank for eliciting public opinion.
Owing to the war developments, however, it was decided to
postpone for the time being the consideration of comprehensive
legislation and to adopt instead some urgent interim measures
designed to improve the administration of the law relating to
banking companies.

In October 1942, Sec. 277F of the Companies Act relating
to the definition of a banking company was amended as an
interim measure. Under it, any company using the word “bank,”
“banker,” or “banking” as part of its name would be deemed to
be a banking company irrespective of whether the business of
accepting deposits of money on current account or otherwise
subject to withdrawal by cheque, draft or order was its principal
business or not. Certain other proposals of the Reserve Bank
of India were also incorporated in the Indian Companies
(Second Amendment) Act, 1944 which received the Governor-
General’s assent on the 7th March, 1944 with a view to remov-
ing the undesirable features observed in the capital structure
and management of banking companies floated since the

1 Memorandum to the Directors of the Central Board dated 9th June, 1939.
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outbreak of the war. Underrthis Act, abank is prohibited to
emplov a managing agent or e«any other. person whose
remuneration or part of whose remuneration takes the form of a
commission or a share in the profits of the Company or any
person having a contract with the Company for its management
for a period exceeding five years at a time. The following
further restrictions have been imposed upon banking companies
incorporated after 15th January, 1937.

1. The subscribed capital should not be less than half the
authorised capital and the paid-up capital not less than half the
subscribed capital.

2. The capital of the company should consist of ordinary
shares only or ordinary and such preference shares as were
issued before the commencement of the Indian Companies
(Amendment) Act, 1944.

3. The voting rights of all shareholders should be strictly
in proportion to the contribution made by the shareholders to
the paid-up capital.

More recently the Reserve Bank reviewed its original
proposals for banking legislation made in 1939 in the light of
subsequent developments and experience and submitted to the
Government a revised draft of a comprehensive Bank Act with
mrequest to proceed with the necessary legislation as early as
convenient. Accordingly on the 16th of November 1944, a bill
was introduced into the Legislative Assembly for consolidating
and amending the law relating to banking companies. This bill
embodying mainly the essential features of the 1939 bill, but
making a departure, healthy and progressive in some respects

14
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but unwholesome and retrograde in others was the Banking
Companies Bill of 1944. ¢

The rapid growth of banking resources and of the number
of banks and their branches in war-time impressed upon the
authorities the urgent need of a separate legislative measure for
the regulation of Indian banking. There was another factor
which further strengthened the case for taking immediately into
hand a separate comprehensive Banking Law. That was to be
found in the increased vulnerability of the banking system in the
post-war 'period by reaspn of the war-time increase, both
absolute and relative, of demand deposits as against time
deposits. .

The bill was in due course referred to a Select
Committee which should have met in October 1945, but
before the Committee had considered it, the bill lapsed.
Another bill based on the previous measure of 1944 was
introduced in the newly elected Legislative Assembly on the
15th March, 1946. In the light of the opinions and criticisms
received on the earlier bill, certain modifications have
been made in the present Bill, which are in some respects an
improvement on the former. But the Bill in substance is the
same as that of 1944 and is not free from defects altogether.
There is still plenty of scope for improvement. It is worfn
while to examine in detail the more important provisions of the
proposed bill with a view to find out how far the purposes
envisaged generally under contemporary banking legislation, and
particularly under the Indian measure, would be achieved
through them.,
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As a recent réport of the Bank for International Settjements
has well observed, current banking degislation adopted in various
countries has pursued the twin objectives of ensuring improved
liquidity and a more clear-cut separation between commercial
and investment banking functions.® In the case of the proposed
Indian legislation, the statement of objects and reasons declares
that its primary object is to safeguard the interests of the bank
depositor. The Hon. Sir Jeremy Raisman observed in the
Assembly that a secondary objective was to ensure the develop-
ment of banking along sound lines.? Some of the provisions in
the Indian Bill when it was first introduced in 1944 aroused
the keenest of controversies and were subjected to sharpest
criticisms. Without plunging ourselves in the welter of con-
troversies and steering clear of them, we shall be chiefly
concerned in focussing our attention on those provisions of the
Bill of 1946 which are designed to attain the objectives outlined
above, the safety of the depositors and the liquidity of the bank-
ing systemr The question of the safety of the depositor is
closely bound up with that of the liquidity-of the banks and this
question of liquidity, again, is intertwined with that of the inter-
mixture of banking functions. The main features of the
proposed legislation have to be examined, thereiore, {rom the
3tandpoint of how far the relevant provisions are calculated to
protect the interests of the depositor by improving liquidity and
restricting “mixed banking.” The question of how far the
sound develvpment of banking will be promoted will also be
studied incidentally. ‘

In India the problem of banking legislation is beset with

1 Eighth Annual Report of the Bank for International Settlements.
2 Legislative Assembly Debates, Vol. V, November 1944, p. 1045.
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peculiar difficulties. Banking is an indigenous activity of long
standing in the country and‘has developed along its own lines.
It has its own instruments for the transfer of value and recording
of obligations. In the circumstances as Sir James Taylor in
his . memorandum and Sir Jeremy Raisman in the Legislative
Assembly pointed out, it is not merely a question of applying
models which might be suitable for other countries. In framing
a Banking Act for our country, therefore, the most careful and
anxious consideration has to be applied to its peculiar condi-
tions. .

Broadly speaking, the concept of bank liquidity may
be viewed f{rom two aspects, lopng and short-term.
The first aspect, long-term liquidity, relates to the question
of ultimate protection to the depositor in the event
of a liquidation. The concept of short-term liquidity,
which must be carefully distinguished from the first,
may be further analysed into ‘normal’ and exceptional
liquidity. The former implies ability to meet normal with-
drawals of cash and the latter sudden and exceptional demands.
for cash in an emergency. Banking legislation as such does not
aim at the protection of the bank shareholder. There is the
ordinary company law to look after his welfare. The primary
purpose of such legislation is to safeguard the interest of the
depositor. In attempting to achieve this purpose, banking
legislation, though seeking to promote ultimate liquidity to
some extent, is chiefly concerned to ensure the'liquidity of
commercial banks in this narrow restricted sense of their ability
to satisfy the sudden and heavy demands of their depositors for
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cash in emergencies. In this*sense, as Mr. Sayers has aptly
pointed out,- the concept of bank’ liquidity has two distinct
attributes—ability of the banker to convert his assets into cash:
(1) quickly and easily and (2) without loss. The speedy conver-
sion of the assets into cash would not by itself ensure true
liquidity. A great deal of the assets may be so converted, i.e.
easily shifted on to other shoulders, but not without a consider-
able depreciation of their values. It is essential, therefore, that
the assets in order to be truly liquid must possess the twin
attributes of “shiftability” and “risklessness”. A further refine-
ment may be made of the concept of shiftability which in the
ultimate analysis resolves into ‘shiftability’ on to a Central
Bank. In the circumstances, the liquidity of commercial banks.
is closely bound up with the liberality or otherwise of the eligi-
bility canons of the ceniral bank of the country in question.®

The principal methods through which banking legislation
in various countries has striven to secure bank liquidity are
minimum requirements of capital and reserve, statutory cash
reserves, regulation of the type of banking assets, maintenance
of minimum liquid assets and sergegation of investment from
commercial banking functions. It is widely recognised, how-
eyer, that the liquidity provisions should not be too detailed
and meticulous so as to fetter unduly the discretion of the
banks nor too austere and rigorous so as to arrest a sound and
healthy banking development of the country or to deprive trade
and industry, particularly small businesses, of their legitimate
needs of credit.

1 R.Bayers, Modern Banking, pp. 112-18.
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II

THE INDIAN BANK BILL OF 1946
Clause 11. (Capital Standard):

An adequate capital structure is believed to impart strength
to commercial banks. Banking legislation recently adopted in
various ¢countries has sought to secure adequate capitalisation in
three principal ways: (1) by prescribing a legal minitmum
capital (as in Belgium, Norway and Canada) (2) by correlating
the capifal (and reserve) to the deposit liabilities (as in Switzer-
land and the Argentine) and (3) by linking capital to the
population of the place in which the bank is operating (as in the
U.S.A.). Combinations of these methods are also not unknown.
Under Section 2771 of the Indian Companies (Amendment) Act
of 1936 a statutory minimum capital was provided for the first
time for Indian banks. Clause 11 of the present Bill as of the
Bill of 1944, dealing with capital standards appears to combine
(as in the case of the 1939 Draft Bill) the first method of a
statutory minimum with the third one of linking capital to a
population basis. The capital requirements are (1) a minimum
of Rs. 1 lakh for any banking company (2) Rs. 20 lakhs, if the
banking conmpany has a place of business in India outside the
province in which it has its principal place of business or if it
has its pincipal place of business in an Indian State (3) Rs. 5
lakhs in respect of a placé of business in Bombay or Calcutta
(4) Rs. 2 1akhs in respect of each town other than Bombay and
Calcutta, having a population of over 1 lakh (5) Rs. 10,000 in
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respect of each place of busmcss elsewhere (a feature absent
from the 1939 Bill) (6) an over-ridifg minimum of Rs. 20 lakhs,

The need ior some regulation of capital of the commercial
banks must be frankly recognised. The history of bank failures
not only in India but also elsewhere (particularly in the U.S.A,
during the 1931 crisis) has clearly shown that the incidence of
mortality has been heaviest among the smaller banks.. During
1934-43 in India 669 banking companies were liquidated or
wound up, most of which had very poor banking resources,
Of the 48 banks liquidated or wound upin India in 1942, only
four had a capital of Rs. 50,000 or more; of the 50 in 1943,
only three had such capital. Bnt it remains to be seen, first,
whether the prescribed minimum as well as the method of
prescription would be really suitable under the peculiar Indian
conditions ; and secondly, whether minimum capital require-
ments do really promote “liquidity” in the sense in which we
are using the expression.

The bare provision of a fixed minimum capital‘as was laid
down in the Companies Amendment Act of 1936, would clearly
be unsuitable in a country like India where banks differ widely
in size and importance. Under this system depositors of the
la.rger banks would not be afforded the same degree of protec-
tion as those of the smaller banks. From this point of view,
the combination of this method with the population basis in the
present bill is undoubtedly an improvement. The mere
provision of the population basis, again, would have the effect
of rendering a bank in one of the largest cities hopelessly under-
capitalised. The procedure has, therefore, been to require
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Indian banks in the two princi‘pal cities to be equipped with
larger minimum capital thar: banks elsewhere. The same prac-
tice is to be witnessed in Japan and in some sense also in Italy.

In many quarters the fixing of a proportion between the
capital of a bank and its deposits has been considered to be a
more satisfactory method of securing adequate capitalisation
and protecting the interests of the depositor. The higher the
capital-deposit ratio, the smaller, it is urged, will be the risks
of the depositors. “It is a mathematical certainty” observes a
writer in a recent issue of the Stafist, “that the risks of
depositors increase at an accelerating rate with every diminu-
tion in the ratio between capital and deposits.”” The question
of linking capital to deposits was raised and discussed at some
length in the Indian Legislative Assembly with regard to the
Bank Bill of 1944. On behalf of the government it was con-
tended that the fixing of a proportion between capital and
deposits was open to two serious objections: first, frequent
changes in share capital would be inevitable under it and
secondly, banks would be saddled with the heavy burden of a
large share capital owing to the prevailing quantum of deposits
and the expanding post-war economy.® The capital-deposit
ratio has developed into such an important standard of banking
supervision in recent years that it is worth while to examine
how far it serves as a suitable guide to supervisory policy—how
far it is a proper measure by which capital may be judged
ample or inadequate.

The ratio between the capital and deposits has usually
been fixed at 107, in the countries which have adopted this

1 The Statist, British Banking Section, May 27, 1944, p, 5.
2 Mr. Ram Nath (Govt. Official), Legislative dssembly Debates, Vol. IV,
No. 8, 11 April 1945, p. 2785.
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[
method. But there does not appear to be any scientific basis
for this 107, ratio. It has probably been adopted because it is
a good round decimal easy to calculate. There are several
considerations which, however, tend to make the capital-deposit
standard quite a misleading guide to capital requirements and
hence to supervisory policy. One of the most serious defects
of the capital-deposit ratio -lies in its failure to distinguish
between the differences in the composition of the assets of the
various kinds of banks. Banks operating in the rural areas and
bearing the undiversified risks of local agriculture and industry
are not nearly so liquid as those in the money markets, having
considerably diversified earning assets of far smaller credit risks.
The capital protection adequate for the latter type of banks
expressed as a percentage of their deposits would be hopelessly
inadequate for mofnssil banks. In the second place, it must
also be borne in mind that the character of bank assets and
constituents of bank portfolios change between periods. In
such circumstances a drop in the capital-deposit ratio would not
necessarily indicate that the banks have grown weaker. From
the limited evidence which is available it does not appear that
this ratio, at least as based on book values, was indicative of
panking difficulties. The depreciation of assets was a better
index. In the circumstances it may be urged that assets
provide a more reasonable guide to capital requirements, and as
a guide to_ supervisory policy, the capital-assets standard
would be more appropriate than the capital-deposit ratio. It
would further provide a more direct and effective control over
bank investment policies. Under the capital-deposit standard
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the need for more capital may be indicated just at the moment
when the banks would be dnder the greatest difficulty to raise
it, that is, when deposits increase and idle funds fast accumulate
and bank profits are decreased. There is, however, an
objection that may be urged against the capital-assets ratio as a.
.supervisory standard. It is that.it would tend to inhibit bank
investment in the early and middle stages of business recessions.
But this is a charge which can be made with equal emphasis
against the other alternative. The assets standard for judging
the adequdcy of bank capital may raise some administrative
difficulties. Differences among bank assets varying according
to the degree of risk have to be recognised and differential rates
of capital requirements for various classes of assets have to be
fixed. But this is perhaps not an insuperable difficulty. A
minimum capital-asset ratio of 105, would be a more appro-
priate supervisory objective than the outmoded capital-deposit
ratio of an equivalent amount.* In the case of the Indian banks.
the method of fixed minimum capital coupled with the popula-
tion basis which has been adopted by the government is.
undoubtedly more appropriate than the capital-deposits
standard as securing an adequate capital structure. But the
capital-assets standard would have been still better. .

Now the question is whether the size of the capital
prescribed and the population basis of the capital are at all
suitable for India under the present stage of banking develop-
ment in the country., The minimum of Rs. 1 lakh does not
appear to be unreasonably high in view of the present monetary
situation which has been radically altered since 1939. The

1 Art by R. L. Robinson in The Journal of Political Economy, February
1941, Vol. XLIX entitled *“The Capital Deposit Ratio in Banking Supervi-
sion,” pp. 41-68.
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disaster that recently overtook some well-known banks, operat-
ing with inadequate capital resourcéd beyond the frontiers of
their own province or state, has no doubt promoted the adoption
of the population basis of the capital structure as well as the
prescription of 2 minimum of Rs. 20 lakhs for banks functioning
on an inter-provincial or state-province basis. If the banks were
operating over the entire area on an All-India basis, there would
be nothing to quarrel with these provisions. But this assumption
is true only of the larger Institutions having a network of
branches all over the country. Medium and small banks would
"be severely handicapped under these provisions. Such banks
in the mofussil towns and rural areas would be unable to open
branches ir the larger cities. Further, as the Eastern
Economist has pointed out, an anomalous position would be
created by the legislation in as much as a bank operating in one
district in one province desirous of opening a branch, in the
natural and legitimate course of its business in a contiguous
district in another province, would be debarred from doing so
unless. it could satisfy the almost prohibitive for it capital
requirement.* This is not merely a theoretical possibility but is
very real in the case of border districts of every province and
would produce incalculable harm. The absurdity ot the whole
f)osition was clearly brought about by Dr. P. N. Banerjee in the
Central Assembly when he pointed out that a bank could be
established in Delhi City with a capital of Rs. 2 lakhs but if it
were desirous of opening a branch at Ghaziabad which was fast
becoming a suburb of Delhi it would, at once, have to provide
Rs. 20 lakhs.*

1 The Eastern Econonist, Janusry 12, ‘1946.
2 Legislative Asscmbly Debates, Vol. 1V, No. 8, 11 April 1945, p. 3778,
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The statistics relating to the size of capital and reserves of
Indian banks are of partichlar interest in this connection. In
1943 there were only 92 banks having a paid-up capital and
reserve of Rs. 5 lakhs and over, 152 banks between Rs. 1
lakh and Rs. 5 lakhs ; and 141 banks between Rs. 50,000 and

. Rs. 1 lakh. In 1942 banks having a paid-up capital and reserve
below Rs. 50,000 numbered 133.* The small banks, at any rate
a fairly large number of them, occupy an important position in
India’s national economy. They have been catering all these
days for the financial needs of small business in the mofussil as
well as in the cities. As it has been pointed out by a recent
writer, these smaller banks cover twosthirds of the banking
map of the country and are responsible for banking facilities in
as many places as are covered by the bigger banks and they
claim as many offices and branches.? Operating in a natrow
sphere, they know their locality and their customers well. Their
managers freely form invaluable social contacts outside their
{ormal business relations. Under the proposed legislation the
small banks would find it difficult to open branches in the big
cities and may have to confine thelr activities to the mbfussil.
In that case the principal sources of credit facilities for small
urban tradérs and business men will disappear. If, however.
the banks choose to open branches in the cities, they will have
to increase their capital and will find themselves over-capitalis-
ed in relation to their deposits.

The Government spokesman in the Legislature’ assured us
that the special position occupied by the smaller banks in the
national economy of our country and the part played by them

1 Statistical Tables relating to Banks in India and Burma. 1942 and 1943,
2 8. K. Muranjan, Modern Banking in India.
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in financing trade and agriculture were fully recognised by the
Government. There was no interftion, indeed, to hinder and
hamper them. “The proposals'were designed with the opposite
object of helping and guiding them, in the conduct of their
operations on sound lines in order that they may be able to
take their proper place in the agricultural and industrial
reconstruction of the country in the post-war period.”* But it
is difficult to see how the disaster would be averted.

The idea behind this clause in the bill appears to be the:
regulation of branch banking and prevention of overtrading by
small banks. The minimum of Rs. 50,000 prescribed by the
Indian Companies (Amendment) Act of 1936 for banks incor-
porated after the 15th January 1937 is much too low not only as
compared with many other countries but also in the present
monetary situation in India. Banks with inadequate capital
resources are springing up like mushrooms at every street
corner in the big cities and towns. This concentration of bank-
ing offices in a few cities and towns stands in sharp contrast
with the dearth of banking facilities in the mofussil. These:
undesirable trends would no doubt be restricted to a consider-
able extent by Clause 11. But it is debatable whether branch
banking can not be regulated more effectively than by the
fixation of a high capital standard. Branch banking may
perhaps be better controlled and the purpose envisaged in this.
clause be more effectively realized, if a licensing system more
or less on the lines of that adopted in the German Credit Act
of 1934 were to be introduced. Any bank wishing to do.
banking business in India or an existing bank wishing to open

1 Legislative Assembly Debates, Vol. 1V, No. 8, pp. 2785-2786.



222 RECENT BANKING DEVELOPMENTS

or close a branch may be asked to take out a licence, which is
renewable every vear, from a suitable authority, say, the
Reserve Bank or a Banking Commissioner. The granting of
the license should be made to depend upon the possession of
sufficient capital to carry on business in India, upon adequate
professional qualifications and standing reputation and integrity
-of the directorate, and upon local and general considerations.
Such a licensing system would not only enable the authorities to
insist upon a restriction of the scope of its business or in the
alternative an increase of eapital but would also pave the way
for a planned development of banking within the country,
stimulating a systematic expansion in upder-banked regions and
restricting further extensions in overbanked areas. This is of
particular importance in the context of the present rapid
-expansion of branch banking inthe country. The regional
distribution of banking facilities, as Sir Homi Mody observes in
his recent Presidental address, has been very uneven. While
the Punjab, Madras, Bombay and the U. P. have accounted for
.60% of the total additions to branches, Sind, Baluchisthan and
Assam have continued to be neglected.’

It is not suggested for a moment that there is no need for
legal stipulation of an adequate capital structure. Even if a licen-
sing system were adopted, the authorities in estimating the ﬁna'n-
.cial position of the banker would have to {all back upon some
-such rule as is generally laid down in banking laws It is only
meant to draw attention to the inevitable result of throttling
small-scale bankmg enterprise and to impart some measure of
flexibility in place of the rigid fixation of the capital limit,

1 Annual General Meeting of the Shareholdars, Central Bank of India
“ Limited, 1946
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irrespective of the peculiat conditions in the country and.the
different types of business carried on by different types of
banks. A large number of the smaller banks have been
fulfilling important functions for several years past not
without satisfying the canons of sound and efficient manage-
ment. They are an integral part of our economy and
should not be indiscriminately wiped out. Indeed they may
have to be preserved in many instances against the sweeping
competition of the bigger banks. The question has assumed a
special importance in the present times owing to the rapid rise
of banks which have taken advantage of the prevailing
monetary conditions to start with a large capital structure. The
potential threat to the smaller banks is serious.

Clause 18 (Licensing of Banks ) :

The question of a licensing system for banks in India has
engaged the attention of economists and publicists for a long
time. It came up before the Central Banking Enquiry Committee
of 1931 who recommended that banks would be called upon to
take out licenses from the Reserve Bank of India when such an
institution was established. This was partly necessary in the
interests of the depositors and partly for giving the Reserve
Bank some measure of control over the banks operating in the
country." When the Government circulated the original
“Proposals for an Indian Bank Act” iu 1940, they also received
suggestions *from many quarters that a system of licensing
foreign banks doing business in India should be introduced.
The demand for a licensing system for foreign banks has been

1 Report of the Indian Central Banking Enquiry Committee, p. 456.
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B

insistent here for a long time, particularly in view of the fact
that discrimination in some gense or other is practised against
non-national banks in several countries, some of which are even
commercially far advanced. It is only those countries where
the local banks are powerful and well-organised that the need
for such protective regulations has not arisen. When Indian
opinion has sought to place restrictions upon foreign banks,
it has been moved not.by a spirit of retaliation or racial dis-
crimination but only by a desire to ensure the orderly develop-
ment of Indian banking.® Local banks are neither so strong
nor so well-organised as to dispense with the need of protection
at this stage against the powerful foreign competitors. The
Banking Enquiry Committee, howevet, had not been inclined to
impose any restrictive regulations which would smack of dis-
crimination and recommended that the licenses should be
issued freely. Clause 17 of the original Bill of 1944, which had no
counterpart in the Draft Bill of 1939, provided for a system of
licensing which was half-hearted and clearly unsatisfactory.
Only banking companies which were not incorporated in
British India or the United Kingdom and were not carrying on
business at the commencement of the Act would have to take
out a license before commencing business or opening a branch
after the Act came into force. It is satisfactory to note, therc-
fore, that Clause 18 of the 1946 Bill which corresponds to Clause
17 of the 1944 Bill seeks to introduce a comprehensive system of
licensing of banks by the Reserve Bank of India. As the
clause now stands, it provides for licensing of all banks with
the provision that scheduled banks, except those whose country

1 Cf.The Minute of Dissent by Mr. N. R. Barker and The Minority
Report by Mr. Manu Subedar.
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of origin discriminates in’any way against British Indian
 banks, are exempted from the obligdtion to take out a license so
‘long as they remain in the schedule. Foreign banks, even
though scheduled, whose country of origin discriminates against
British Indian banks and existing non-scheduled banks can
carry on business but they must comply with the requirements
and obtain the requisite license from the Reserve Bank within
five years. The granting of the license will be conditional, first,
upon the maintenance of a sound financial position which may
be ascertained by an inspection of the banking company and
secondly, in the case of foreign banks upon whether their
country of origin does not discriminate against British Indian
banks.® Although this feature of the present bill is welcomed,
it is not free from the same grave objection that was urged
against the original bill. Banks incorporated in British India
and the United Kingdom have been grouped together as if the
latter were not foreign institutions. This amounts to positive
discrimination in favour of the British banks which have been
treated far more generously than the banks incorporated in the
Indian States. It is also not clear why licensing should not
immediately come into operation instead of after five years from
tl:e commencement of the Act? There is another important
defect. Although disabilities are being imposed on foreign
banks, there does not appear to be any restriction on foreigners
starting banks in our country. A new sub-clause (6) has
been added to provide for the licensing of the opening of
branches so as to prevent indiscriminate expansion of bank
branches. Before opening a new branch, the Reserve Bank’s

1 8ee Memorandum explaining the changes made in The Banking Com-

panies Bill, L-A-Bill No. 26 of 1944, Gazette of India, March 22, 1946, p. 68.
2 The Eastern Economist, May 8, 1946, p. 720.
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previous sanction must be obtained in writing and the Bank in
sanctioning the application fnay require to be satisfied that the
public interest will be served thereby. Attention has already
been drawn elsewhere in the book to the indiscriminate and
lopsided growth of branch banking in war-time in our country.
The desirability of putting a brake on such unhealthy expansion
is unquestioned. But instead of the vague ground that it is
against public interest certain rational and clear-cut standards
must have to be observed in regulating the growth of
branches.

Clause 14 (Reserve Fund) :

Following the practice elsewhere the provision of a legal
minimum capital has not been considered to be sufficient and
a reserve fund has been required to be maintained in the case
of the non-scheduled banks. Under Clause 14 which corres-
ponds to Clause 13 of the Bill of 1944, such banks shall have to
build up a reserve fund by setting aside at least 207, of their
profits before declaring a dividend until the fund equals the
paid-up capital.

The specification of the percentage of net profits to be
carried to reserve fund until it reaches a stated ratio to capittl
is a notable feature of most banking legislation. The minimum
proportion of net profits to be carried to reserves is found to
range from 57 in Turkey and Switzerland to 207 in Norway ;
and the maximum limit of reserves to capital to be reached
varies from 207, in Switzerland and the U.S.A. to 200% in
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Roumania. The position in the different countries in this respecf
is indicated in the table given below L

Minimum proportion Maximum compulsory

of yearly net limit of the ratio

Country. profits to be carried of reserves to

to reserves. share capital.
yA 7
Norway 20 50
Sweden 15 50
Argentine 10 50
Bolivia 10 25
Bulgaria 10 {0
Chile 10 25
Colombia 10 20
Ecuador 10 25
Japan 10 100
U.S. A 10 20
Roumania 5 200
Swizerland 5 20
Turkey 5 100

The provision in the Indian legislation appears to be the
,most stringent regulation of its kind in the history of contem-
porary banking legislation save the Roumanian. The minimum
proportion of yearly net profits to be carried to reserves is the
highest exgept that in Norway with which it is equal. But the
maximum compulsory limit of the ratio of reserves to share
capital is there only 507 against the Indian 100%. In

1 Money and Banking, (League of Nations) 1937-33, Vol. I, p, 9.
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Roumania, again, the minimum petcentage of net profits to be
carried to reserve is only 57, against the Indian 207,

It must be observed in this connection that the strength of
a commercial bank does not depend upon the size of the
reserve fund but upon the form in which the fund is maintained.
Curiously enough, banking legislation, though meticulous as
regards its size, has seldom specified the types of assets in
which it should be invested. In the circumstances in an
emergency it has been found to be hardly less frozen and
immobilised than capital and deposits and therefore, for all
practical purposes, useless for ensuring the liquidity of com-
mercial banks and protecting the interests of their depositors.
There are only two or three instances where banking
laws have stipulated the manner in which the reserve fund
should be held. In Belgium the whole of it has to be
held in the form of public or government guaranteed
securities and in Bulgaria a certain portion of it has to be
maintained as a deposit with the National Bank.» In Poland
joint-stock banks are obliged to invest at least 507, of their
reserves in first class securities.® Some such stipulation, it is
interesting to notice, existed in the Indian Companies (Amend-
ment) Act of 1936 providing that the reserve fund must be
invested in government or trustee securities or deposited with a”
scheduled bank. The omission of some such requirement must
have robbed the obligation to accumulate a reserve fund of
much of its significance and value.

Neither the capital nor the reserve fund can be regarded as.
a factor contributing to the “liquidity” of the banks in the sense

1 Allen, Cope and Darketc., Commercial Banking Legislation and Con-
trol. p.13,
2 Money and Banking, 1937-38 Vol. I. p. 97.
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in which the expression ls understood here. They tend to
secure long-term liquidity and afford protection to the depositor
in the event of the bank's liquidation. The capital is a
guarantee fund set aside by the shareholders for the ultimate
protection of the depositors and other creditors of the bank.
The reserve fund similarly acts as a cover against losses through’
possible depreciation of the assets in which the reserve fund is
held in the event of the winding up of the institution. Even
then it must be emphasised there is no point in building up a
reserve fund without requiring it to be held in the forin of assets
which would retain a considerable proportion of their value in
times of a depression. Again, while admitting the soundness of
the principle of building up reserve funds from undeclared
profits, it must be pointed out that the setting aside of so high a
percenlage as 20 p.c. might involve the payment of small
dividends over long periods calculated to impair the credit of
the banks. Even in the U.S.A. which appears to have supplied
the model, the percentage is not so high, being only 10 p.c.
Some such percentage may be adopted for our country and the
target may be 50 p.c. of the paid-up capital asin Norway,
Sweden and the Argentine, instead of the proposed 100 p.c.
The exclusion of the scheduled banks from the provisions of
this clause is not easily understood.

Clause 15 (Cash Reserve) :

The liabilities of the commercial banks are essentially
demand liabilities and it is frankly recognised that a certain
proportion of the assets should consist of cash. In many countries
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statutory cash reserves bearing a fixed percentage to deposit
liabilities, a higher ratio for demand and a lower one for time
liabilities, have been provided with the avowed objective of
ensuring the liquidity of commercial banks. Under Sec. 42 of
the Reserve Bank of India Act, 1934, scheduled banks have
'to maintain balances with the Reserve Bank amounting to 5 p.c.
of demand and 2 p.c. of time liabilities. Under Clause 15 of
the proposed legislation non-scheduled banks have been
required to maintain in cash or balance with the Reserve Bank
asum equal to at least 5 p.c. of demand and 1} p.c. of time
deposits. But fixed legal minima are hardly effective in
promoting bank liquidity. However paradoxical the remark
may appear, the higher the legal reserve ratio, the lower is the
liquidity of the banks. Their strength depends not on their
legal but on their surplus reserves. Thus the statutory cash
reserves of commercial banks might guarantee ultimate protec-
tion tothe depositors in the event of liquidation just as paid-up
capital and reserves would do, but they are of limited signi-
ficance as a provider of short-term liquidity, the kind of
liquidity with which we are vitally concerned. It is only when
the provision of legal cash reserve ratios has been coupled with
the further provision of their variation in an emergency that,
they are of some value in enabling the banks to meet sudden and
unexpected withdrawals.* From this point of view, the banks in
the U.S.A,, Mexico and New Zealand, where the ratios are flexi-
ble and in Germany and the Argentine where the observation of
the cash ratio may be temporarily suspended, stand on a better
footing than our scheduled banks under Sec. 42 of the Reserve

1 Allen, Cope and Dark etc., Commercial Banking Legislation and Ccn-
trol. p. 67.
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Bank Act and non-scheduled banks under Clause 15 of the
Banking Bill. It may be recalleq in this connection that the
primary function of flexible minimum cash ratios is not to
improve the liquidity of the banks but to furnish the Central
Bank with a new weapon to control the money market. But
even here, we have seen, it is debatable how far this weapon of
credit control would be effective in a narrow market like India’
where the banks are not wedded to the practice of maintaining
rigid cash ratios.

Clause 19 (Liquidity Ratio) :

The crucial section relating to liquidity is Clause 19 of the
Banking Bill. It seeks to ensure the liquidity of the banks by
requiring them to maintain a minimum percentage of their total
deposits in liquid assets, consisting of cash, gold or unencumber-
ed approved securities. The percentage which was 30 in
the 1939 Bill has been reduced to 25 in the present Bill.
The maintenance of minimum liquidity ratios either as a result
of tradition or of statutory obligation is to be found in several
countries abroad. British banks have enjoyed unrivalled
reputation for their tradition of maintaining a fairly high
liquidity ratio, which in their case refers to the ratio of cash,
short loans and bills discounted to deposits. Prior to the
outbreak of the war the British banks were accustomed to work
round about a norm of 30 p.c. When the war broke out,
the ratio was 29 p.c. Ever since the Treasury Deposit Receipts
came to be included in the list of the banks’ quick assets, the
liquidity ratio has been soaring above the pre-war basic line.

1 Bee before pp. 96-97.
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By August 1940, the ratio stood at 35°3 p.c. ; in 1941 it touched
40 p.c. and in September it reached a peak of 47'9 p.c. An
interesting feature of this war-time development has been that
the cash ratio has remained unchanged at about 104 p.c. but
that while the percentage of short loans and bills discounted
to deposits has fallen, that of T. D. R's has steadily shot up.
* We have examined elsewhere the claim of the T. D. R's to be
included strictly under quick assets. But the fact remains that
the high liquidity ratio of British banks has given themn cone
siderable freedom to switch over from short-dated to relatively
long-dated investments. It must have, therefore, speeded up
the acquisition by the banks of logger-dated government
securities. From this point of view the ratio of 307 in the
1939 Bill, though perhaps a little too austere for the smaller
banks, must have been more useful in the context of post-war
funding of war-time debts.

Sweden, Denmark, Switzerland and Germany furnish the
most important instances where the maintenance of liquidity
ratios is a matter of legal obligation. Cash is only one among
several components of the liquid assets which are sometimes
called “readily realisable” or “easily mobilisable” assets. In some
instances a distinction is made between the primary or cash ratio
and the secondary or liquidity ratio i.e.,, the ratio betweer
liquid assets (other than cash) and deposits. In Germany, for
example, two kinds of minimum ratios are to be witnessed,
(1) the cash ratio and (2) the ratio between deposits and
“secondary reserves” other than cash. The principal components
of these liquid assets besides cash are deposits with the



BANKING REFORM ¢ 288

central or other banks, go'd, commercial bills, treasury bills,
government, municipal and certain other kinds of securities.
The ratios between these liquid assets and deposits as defined
by law vary from country to country. In Sweden the ratio
between readily realisable assets and demand liabilities is 25
p.c. In Denmark besides the usual ratio of cash to total
liabilities, there are two other ratios, first, a ratio between
liquid assets and demand deposits amounting to 15 p.c.
and secondly, a ratio betweeu such assets and total liabi-
lities amounting to 10 p.c® In Germany the Credit Act of
1934 provided for a minimum ratio between secondary reserves
and current liabilities, the ratio to be fixed by the Supervisory
Board, varying according to the type of the Credit Institution but
in no case exceeding 30 p.c.? The tables given below show at a
glance the position in this respect in a number of countries.
It will be seen that in some countries only primary or cash
ratios are required to be maintained while in others the
secondary or liquidity ratios have been enforced in addition.
Turkey is perhaps the only country where the liquidity ratio
alone is required.®

Cash Reserves as % of Deposits.
Sight Time or Savings Total.

Bolivia er 20 10
Ecuador v 20 10
Chile * e 20 8
Argentine 16 8
Canada —_ — 5

1 Allen, Cope, Dark etc., Commercial Banking Legislation and Control
pp. 175-176,

2 Fedcral Reserve Bulletin, January, 1935.

8 Money and Banking 1987-38 Vol I (Licague of Nations) pp. 97-98.
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Sight * Time or Savings  Total

[§

India 5 2
Denmark Banks

with capital of ... 32

5 million kronor —

Banks with less ... 1
capital
Roumania 10

Liquidity Reserves as 7, of Deposits.

Sight ' Tim Total
Roumania 33%
Sweden 25
Norway 20 5
Turkey 15
Denmark 15 10
Finland 20
Switzerland w25, 30,40 or 50
Bulgaria 33

First, as regards the cash ratio of the Indian banks, it will
be found from the table given below that the ratios of cash fo
deposits in the case of both scheduled and non-scheduled banks.
compare very favourably with the 107, cash ratio of the
British banks. As already noted, the former have been steadily
mounting during the past years while the latter has remained
practically unchanged in war-time. .
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TaBLE?
Ratio of Cash and Balances with banks to Deposits.

1938 1939 1940 1941 1942 1943
Imperial Bank of 110 126 259 140 121 249
India. ‘

Other Indian 146 172 236 188 231 239
Scheduled Banks. .

Non-Scheduled Banks 124 122 184 207 280 324
Class A (capital
and reserves over
Rs. 1 lakh.

Class B (capital and — 1774 206 249 315 315
reserves between
Rs. 50,000 and
Rs. 1 lakh.)

Class C (capital and — 144 173 155 173 —
reserves below

Rs. 50,000.)
The liquidity ratio of the Indian banks which in their case,
it will be recalled, refers to the ratio of cash plus investments
at present will be found in the table given below.?

Liquidity Ratio {Ratio of Cash plus Investments
to Deposits).

1938 1909 1940 1941 1942 1943
Imperial Bank of 646 559 765 731 853 856
India.
Other Indian 576 551 636 642 758 753
Scheduled Banks.

Non-Scheduled 352 404 439 496 567 573
Banks, Class A.

1 Statistical Tables relating to Banks in India and Burma, 1939 and 1940,
1941, and 1942 and 1943, p. 4, p. 6, p. VIIL
2 Ibid.
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The liquidity ratio of 25% required under the proposed
legislation does not certainly appear, in the light of the above
figures, to be much too rigorous for the Indian scheduled
banks whose percentage of cash plus investments was 576 in
1938 and 753 in 1943. For non-scheduled banks Class A (having
capital and reserves over Rs. 1 lakh) the figures were 352 in
1938 and 57°3 in 1943,

The composition of the quick assets which make up the
total to be used for calculating the liquidity ratio must,
however, come in for a good deal of criticism. In England
such assets comprise cash, short loans and bills discounted.
To these, it will be recalled, a n2w item has been added in
recent war years, viz, the Treasury Deposit Receipts which
are tending to become the preponderating item. In the Con-
tinent, as we have seen, such assets are to be found in a more
varied, if in a less liquid form. In India there is no short
loan market in the sense in which there is one in London.
For the Indian banks this avenue of liquidity is not available.
In the Dominions of Australia and New Zealand where also a
short loan market in the same sense does not exist, banks have
adopted the practice of holding money at call or on short loan
in the London market and these funds are reckoned among
their liquid assets. It is not a wide-spread practice with
Indian banks, however, to employ their funds in this way in the
London money market. In the circumstances it is natural
that Indian law should appear to be guided by Continental
practice in regard to the composition of the liquid assets. But
the components of such sssets have been restricted to cash,
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gold and unencumbered securities alone, thus rendering their
scope much too narrow not only ig relation to the position in
the Continent but «lso in relation to the peculiar circumstances
of India. To what an extent the composition of the liquid
assets as envisaged under the Bill is defective may be well
illustrated by reference to the position of the smaller non-
scheduled banks whose advances are principally made for
financing seasonal agricultural operations. In 1943 non-
scheduled banks having a paid-up capital between Rs. 50,000
and Rs. 1 lakh are found to have a percentage of loans and
advances to deposits amounting to 62°'5 p.c. Admittedly loans
and advances are not self-liquidating like discounts and are
relatively for longer periods. But the seasonal character of
these advances elevates them almost to the status of short
loans and provides the necessary safeguard that moneys will
not be locked up for pretty long periods. They may therefore
be justifiably included in the list of quick assets. As Mr. T. K.
Krishanmachari pointed out in the course of the Asssembly
Debates, such smaller banks have 50 to 60 p.c. of their
resources in cash or approved securities for about 8 months
of the year but during the season 80 to 85 p. c. of their resour-
ces are employed in advances on grain.' The clause will have
a restrictive effect on the useful f{unctions they exercise and
adversely react on the country’s agricultural economy. The T.
D. R's to-day are occupying the front rank in the liquid assets of
the British banks but their claim to be regarded as quick assets.
is scarcely greater than that of the seasonal advances of the
smaller banks in India. Again, whatever may be urged against

1 Legislative Assembly Debates Vol. V, November 1944. p. 1056.
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the case of including seasonal zdvances under quick assets,
there is not the slightest ground for excluding “bills dis-
counted” as a component from the list of such assets. First
class commercial bills and any other bill rediscountable with
the Reserve Bank should legitimately be included under them.
In 1943 the percentage of bills discounted to total deposits was
67% in the case of “other scheduled” banks and 4347 in the
case of non-scheduled banks with a paid-up capital between
Rs. 50,000 and Rs. 1 lakh. It may also be pointed out in this
connection that the smaller non-scheduled banks derive a
high proportion of their resources from time deposits, so that
liquidity of assets is not necessary for them in the same
sense or extent as in the case of the larger banks. A smaller
prescription of liquidity may, therefore, be suggested for such
banks having a predominance of time liabilities.

In evaluating the liquid position of commercial banks,
attention should be directed to the ratio between their liquid
assets as a whole and deposits rather than the one between
cash and deposits. The ratio of advances to deposits is also
a better criterion of liquidity or illiquidity than the simple cash
ratio. The Australian trading banks have watched more
carefully the percentage of cash, London funds and Treasury
bills to deposits as well as that of advances to deposits ratier
than the ratio of cash alone to deposits. The liquidity ratio
in the case of the Australian banks i.e. the proportion of cash,
treasury Dbills and London funds to total deposits during
1930-1936 varied between 385 p.c. to 214 p.c. From the point
of view of the percentage of advances to deposits, however, the
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nearly 507 ratio of the scheduled banks in 1938 is not an
evidence of a highly liquid position, In war-time the decline of
advances has occurred as a result of merely fortuitous circums-
tances and the petcentage has accordingly dropped down. In
the case of the smaller banks the position would appear to be
still more illiquid had it not been for the fact that the bulk of
the advances were made for the purpose of financing seasonal
agricultural operations.

Clause 6 Sub-clause (1) () (¢) (b) and () of the 1944 Bill (Real
Estate Loans and Ownership ) :

By far the most effective device to ensure a bank’s liquidity
by law is to define the kind of assets it may or may not acquire.
Hard and fast rules and meticulous regulations regarding the
permitted investments, however, would unduly fetter the
discretion of the banker. Liquidity is likely to be secured more
effectively by negative regulations banning the acquisition or
holding of certain types of assets than by much too detailed
and positive prescriptions. An almost ubiquitous restriction
to be met with in current banking legislaton relates to the
ownership of real estate. The regulations range from an
enforced disposal of real estate acquired in the natural process
oY business within a prescribed period to limiting its holding to
a certain percentage in money value of the bank’s capital.
There are also to be found restrictions upon loans against the
security of real estale. American experience during the last
crisis suffieiently demonstrated that investments in real estate
and loans against real estate were the worst types of frozen and
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immobilised assets. In an article published in the Banking
Supplement of The Nationalist, 18th March 1945, we had
severely criticised the provisions under sub-clause (1) (g) (h) (i)
of the original Bill of 1944 which related to the acquisition,,
holding, management etc. of real estate. There did not appear
_to be any restrictions upon the holding of real estate nor upon
loans against ils security. We had urged that in the light of
current trends in banking law and of the unfortunate Ame-
rican experience, it was desirable that some restrictions should
be placed upon such kinds of business. Land is no doubt a valued
form of security, especially in an old country and does not
fluctuate in value as widely as in a new country. In India it
may also be the only form of security that can be offered in
many cases. Without suggesting, therefore, a total prohibition
of such kinds of business, the confinement of such business
within certain limits was stressed. The holding of property for
a bank’s own use might be limited to, say, 30 percent of its paid-
up capital and reserve. All other property, if acquired as a result
of foreclosure, must be sold as soon as it was possible to do so
without depreciation of its value. The disposal of non-banking
assets within seven years of its acquisition has no doubt been
provided for under CL 9 of the new Bill as it was in the ori-
ginal. But it is not clear if it is applicable to real estate as such.
The real estate loans should also be restricted to a certain pere
centage of the bank’s paid-up capital and reserve, the percentage
being somewhat lower than in the case of the holding of such
estate, The percentage of immovable properties owned by “other
scheduled banks” to their paid-up capital and reserve was as
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high as 40 in 1941. Taking advantage of the abnormal rise
in prices a part has since been dxsposed of and the petcentage
fell to 33% per.cent. in 1942 and below 20 per cent. in
1943 (about 18 per cent). The ratio for non-scheduled banks
with capital and reserve of Rs. 1 lakh and over, which was
about.14 per cent. in both 1941 and 1942, however, increased to
20 per cent. in 19432

It is satisfactory to notice that the force of these criticisms
has not been lost upon the Government. In the present Bill of
1946, sub-clause 6 (1) (g) finds no place. The explanation for the
omission as supplied by the Government itself is the undesir-
ability of allowing a bank to acquire real property as a part of
its ordinary business.® But though the acquisition of property
has not been expressly permitted, there are still no provisions
in the new Bill aiming at a restriction of real estate loans
business. Sub-clause (1) (h) and (i) also remain as before and
now forms sub-clause (1) (f) and (g). Clause 9 relating to the
disposal of non-banking assets has been redrafted so that
during the period of seven years banks may deal or trade in
the assets acquired by them in satisfaction of their claims for
the purpose of facilitating their realisation, the prohibition
of trading not being applicable to such dealings.®

«*
Clause 6 sub-clause (1) (d) and (f) of the Bill of 1944. (Mixed
Banking) :

Commertial banking legislation adopted recently in the vari-
ous countries has pursued the two-fold objective of ensuring liqui-
dity and curbing “mixed banking”. The memory of the

1 Statistical Tables relating to Banks in India and Burma 1942 and 1943.

2 Memorandum explaining changes made in the Banking Companies Bill
of 1944, Gazette of India, March 23, 1946 p. 86.

8 Ibid p. 87.

16
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wide-spread disaster caused by the jutermixture of banking func-
tions during the crisis of 1933 in many countries was fresh in the
minds of the legislators and they sought to bring about a divorce-
ment between commercial and investment banking functions with
a view to prevent a repetition of the disaster. It is interesting to
notice that such separation has been sought to be achieved not
only in countries where mixed banking became a new develop-
ment during the crisis but also in countries wnich had always
been regarded as the traditional homes of such banking. Perhaps
the most radical legislation in this respect has been the Belgian
Decrees of August 22, 1934 and July 9, 1935-37. Under their
provisions the holding of shares zgnd participations in any
manner whatsoever in enterprises other than banks as defined
by law was entirely forbidden. The American Banking Acts
of 1933 and 1935 and the Italian Law of March 1936 were
hardly less radical. The German Credit Act of December 5,
1934 was perhaps the most notable legislation, for Germany was
the strongest citadel of “mixed banking” The Swedish and
Colombian laws prohibiting direct and indirect participations in
industrial or commercial enterprises were less striking but they
had the same object in view. In a number of other countries,
Bulgaria, Denmark, Finland, Norway, Poland, Roumania and
the Argentine, participations or share holdings were restricted
to a stated percentage of the banks' capital, the percentage
ranging from 10% in Finland to 50% in Denmark.! In the light
of these current legislative trends elsewhere, it was astounding
to find a clause like sub-clause (1) (f) in the original Bill,
permitting a banking company to promote or finance a business

1 Money and Banking 1937/33 Vol I (League of Nations) pp 101-102.
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undertaking or industry thrdugh the instrumentality of syndicates.
Sub-clause (1) (d) which permitted the underwriting of and
participating in managing and carrying out of any issue of
shares, debentures etc. of any company was no less open to
criticism from this point of view. The only provision which
imposed some restriction on the investment banking operations
of the Indian banks was to be found in Cl. 15 (2) under which a
banking company’s holding of shares either as pledgee or
absolute owner in any company was limited to 407 of the issued
and subscribed capital of that company. The holding, curiously
enough, was not related to the capital of the banking company
itself,

I have examined elsewhere the case for commercial banks
going in for industrial financing and have shown that Indian
banks may be permitted to embark upon that kind of business
only under very circumscribed conditions.' Admittedly the
liquid position of the banks engaged in longeterm indusirial
financing is considerably impaired unless the credit policies
are carefully planned and the risks well distributeds The
Easlern Economist also takes the same view that in India it is
safe to proceed on traditional lines.? But it will be recalled
that owing to the special circumstances created by the war,
opinion is gaining currency in England as well as America that
a relaxation of the strict orthodox codes of banking policy is
called for in the post-war period. But in no circumstances the
wide scope for investment banking granted to Indian banks
under the sections noted above would be justiied. We are
very glad to find, for we were severely critical of these sections

1 See the writer's Industrial Finance in India and Industrial Credit in
War and Post<war Economy.
2 The Eastern Economist, 19 January, 1945.
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in the article already referred to, 4hat the Government have
been well advised to omit the whole of sub-clause (1) (f) in
the present Bill and also the word “promoting” occurring in sub-
clause (1) (d). Clause 16 which corresponds to Clause 15 of the
old bill has been further amended with a view to tightening it
up and making interlocking of assets still more difficult. The
percentage has been reduced from 40 to 20 and has been cor-
related not simply to the capital of the company whose shares
are purchased but also to the capital and reserves of the pur-
chasing bank which ever is less.® But sub-clause (1) (d)
remains otherwise as before. It should have been modified in
the light of recent developments elsewhere. Even if the current
liquid position of the commercial banks might justify their
departure from the traditional practices, we have to remember
the risks, cost and unfortunate experiences in the past of ven-
tures by commercial banks in the field of long-term invest-
ment and proceed with caution, judgment and circumspection.

Attention would have to be paid to the ratio of capital and
reserves to deposits as well as to depreciable assets, the propor=
tion of time and savings deposits to total deposits, the volume
of the liquid as against readily marketable assets constituting
the secondary reserves and the careful maintenance of a proper
spacing of maturities. In particular, increase of bank capitil
will have to be seriously considered by bankers desirous of
extending their activities in this sphere. The attitude of many
Indian bankers resisting the imposition of legal minimum
capital requirements but at the same time inclining towards.
industrial financing is inexplicable.

1 The Nationalist, Banking Supplement, 18th March, 1945.
2 A doubtful point about the clause is whether it includes or excludes.
debentares.
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Clause 17 (Restrictions on Loans and Advances) :
. ,
A reference may be made in this connection to restrictions

on loans to a single customer and on unsecured loans which are
to be found in the banking laws of several countries. Clause 17
of the present Bill which corresponds to Clause 16 of the Bill
of 1944 prohibits the granting of loans and advances on the
security of the banks' own shares and prohibits the granting
of unsecured loans to the banks’ directors or their concerns.
Although an English bank has always been inclined to advance
against its own shares, banks in many countries have been pro-
hibited to accept their own shares as security for loans either
entirely or beyond a stated percentage of their paid-up capital.
So far the provision is in line with current legislative trends
elsewhere. But the Banking Bill has provided no restrictions
upon loans to a single customer nor has it prohibited or restricted
unsecured advances except to the banks’ directors and their
concerns. Excessive and indiscriminate loans to officers,
directors, managers or their interests have been fruitful causes
of bank failures in the past not only in India but also in the
U.S. A. and other countries. A total ban on such loans
would, however, deprive the banks of the advantage of having
experienced industrial magnates on their board of directors.
It has, therefore, heen decided to place a check on loans to
directors by insisting upon security. Recent legislation in
Germany fixing a ceiling on the amount of unsecured loans is of
special interest, for German banks had always a fondness for
personal credits and used to advance, prior to 1931, large sums
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P
to industrial undertakings {requently‘githout any security. But
the new Canadian Bank Agct (1944) has for the first time
allowed the chartered banks to compete with money lenders
and loan companies in the lucrative but dangerous business of
unsecured personal loans under certain conditions.

-Clause 39 (Restriction on Amalgamations) :

. Clause 39 is a new clause which had no counterpart in the
original Bill. It prohibits amalgamation, re-arrangement or
reconstruction of a bank except with the previous sanction in
writing of the Reserve Bank. The Bank’s consent to any amal-
gamation will not be given unless it is.reasonably satisfied that
each of the banking companies concerned therein will be able
to pay its debts as they fall due. Clause 38 which corresponds
to Clause 37 of the previous bill imposing restriction on volun-
tary winding up has not been considered sufficient to prevent
unsound companies from taking advantage, under cover of a
merger, of the voluntary winding up proceedings to the detri-
ment of the interests of the depositors.® The present clause,
therefore, seeks to prohibit amalgamations except with the
approval of the Reserve Bank. The provision is wholesome
and particularly significant in the context of the rush for .amal-
gamations that is likely to take place for meeting the minimurti
capital standard after the Bill is passsed. Coupled with the
provisions relating to the licensing of banking companies and
opening of new branches,® it will enable the Reserve Bank to
direct a planned and sound banking development of the country
in the post-war period.

1 The Economist, Banking Supplement, 28 October 1944. p. 8.

2 Gazette of India, March 23, 1946. p. 90.
8 Clause 18.
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Ceniral Bank Credit Facilitds : .

In discussing the concept of bank liquidity above, it was
pointed out that ultimately it resolved into shiftability on to
the central bank and was therefore closely related to the eligi-
bility standards of that institution. The rediscount facilities
allowed by the Reserve Bank of India to the scheduled banks
as set forth in Sec. 17 (2) of the Bank Act are limited to papers
arising out of bonafide commercial or trade transactions, bear-.
ing at least two names, one of which must be that of a scheduled
bank and maturing within 90 days. In the case of bills drawn
for financing seasonal agricnltural operations, the maturity is
extended to 9 months, Sec. 17 (4) permits the making of loans
and advances on demand or {or a maximum period of 90 days
against such bills and promissory notes as are eligible for re-
discount by the Reserve Bank. When the central banking
system was inaugurated in this country, it was the hope and
belief of the authorities that a bill market could be established
and the bill habit would grow. In spite of the efforts of the
Reserve bank of India neither a bill market nor the bill habit
has developed. The Reserve Bank of South Africa right from
its inception hardly left any expedient untried in its attempt to
create an internal bill market. But all its efforts were un-
@ccessful.  Its experience sufficiently demonstrates the diffi-
culty of establishing bill markets in countries like South Africa.
The English conception and the English tradition of central
banking regard the bill market as the “ natural habitat” of a
central bank. British advisers have light-heartedly recom-
mended the establishment of bill markets on foreign soil and
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banking personnel schooled in the ftaditions of British banking
have set out to develop them, ignoring altogether the difficul-
ties in the way of their creation. Instead of wistfully longing
for the day when a bill market would be created, it is advisable
now to take steps to enlarge the scope of rediscount facilities.
_The wording of Sec. 17 (2) has considerably circumscribed the
powers of the Reserve Bank to make advances to member
banks when their liquid position is strained. The situation has
been further aggravated not only by the absence of an internal
bill market but also by"the non-existence of a system of
country-wicde public ware-housing. In the circumstances the
rediscounting facilites are few and limited and tend to impair
the liquidity of the commercial banks. In the light of the
recent central banking developments elsewhere, the section
may suitably be amended so as to liberalise and render more
flexible the rediscount facilities offered by the Reserve Bank.
A reference may be made in this connection to the case of the
Reserve Bank of South Africa which was empowered in 1930
to make advances not only against trade and agricultural paper
eligible for discount but also against one name bills or promi-
ssory notes secured by documents of title representing staple
commodities which were fully insured and had active markets.
The maturity of commercial paper was extended from 90 fo
120 days. It is also being increasingly recognised that at the
time of a deflationary trend technical limitations on the charac-
ter of eligible paper imperil rather than safeguard the banking
structure.® Accordingly there is a rembarkable tendency among
new as well as old established. central banks to relax the

1 De Kock, Central Banking, pp. 102-103.
2 Federal Reserve Bulletin, October 1937. p. 979.
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traditional requirements reYating to eligibility and extend -the
scope of their discounts and agvances. The insistence on
a minimum liquidity ratio without the benefit of extended
rediscount facilities is an anomaly which should be removed.

It is satisfactory to note in this connection that an
assurance was given by the Government spokesman to the
members when the original Bill was being considered by the
last Assembly that the problem of increasing the usefulness of
the Reserve Bank Act had been receiving the constant attention
of the Bank.' Proposals have already been circulated to
provincial Gevernments for setting up ware-housing companies.
When such companies will be established on properly constitu-
ted lines, documents of title would be created and the Reserve
Bank would be enabled to furnish assistance against them under
Sec. 17 (4) (d).

Inspection : Clauses 30 and 45.

Clause 30 of the present Bill providing for bank inspection
corresponds to Clause 28 of the original Bill which proved to
be one of the most controversial clauses in the Assembly
Debates, and was subjected perhaps to the heaviest barrage of
criticisms. Under it the Reserve Bank will be directed by
the Government to inspect a banking company, its books and
accounts and make a report to the Government when the latter
believe that the interests of its depositors are in danger or the
banking cdmpany is unable to meet its obligations or has
made default in complying with any provision of the
Act. The Government may prohibit the bank from receiving

1 Mr. Ram Nath. ZLegislative 4ssembly Debates, Vol. IV, No, 8, 11 April
1945, p. 2783.
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fresh deposits and direct the Reser{e Bank to apply for its
winding up. .

The provision in the-original bill [Cl. 28 sub-clause (2) (b)]
under which the Central Government would direct the exclusion
of the bank from the Second Schedule has been incorporated
in a new clause, viz. Clause 45, which seeks to amend Sec. 42 (6}
of the Reserve Bank of India Act. The power to include or
exclude a bank from the Second Schedule which rests at
present with the Government will be conferred by the amend-
ment upon the Reserve Bank.

In contemporary banking legislation as many as four
different types of control may be distinguished, according as
the control is exercised by the state, an independent controlling
body originating in the banks themselves, banking commissions
of mixed bodies and the Central Bank. Of these the most
familiar type is the first. The control and supervision are
exercised either directly by the State, as by the Comptroller of
Currency in the United States, or by special organisations
nominated by the State and remaining subject to its decisions.
Control is thus excercised by the Superiniendencia bancaria or
de banco, in some of the Latin American countries on behalf of
the Finance Minister or by Inspectors deriving their powers {rom
the Crown in the Scandinavian countries and by inspectors sul®
ordinate to the Finance Minister in Finland, Poland and Canada.
In Germany supervision was excercised both by an office of
control and a Reichskommissar. As for the last typeof control,
the Central Bank is not usually vested with powers of supervi-
sion and control over the banks, although it is well represented
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in the supervising body, thé Governor being its President. - Inr
South Africa, New Zealand and Ingia (up to the present times),
the central bank, however, exercises such official control as
is statutorily provided.® In the U.S.A. the Board of Governors
of the Federal Reserve System exercise a substantial and
strict measure of control over the member banks. In
Belgium and Switzerland we witness banking commissions of
mixed bodies but they are not empowered to inspect the banks
directly which function is entrusted to chartered accountants.
Clause 30, even as it stands at present, is open to two
serious criticisms. In the first place, it provides for fitful and
irregular inspection—a procedure which is likely to discredit
the bank concerned in the eyes of its clientele. The bank
would be exposed to serious risks of a run if the Reserve Bank
gets the government permission and institutes inspectionr
whenever it feels that such inspection is necessary.® A
regular and periodical inspection of all banks should be:
substituted for the proposed procedure, and the Reserve Bank
should create a special department for the purpose. As early
as 1939 the Bank had admitted the necessity of creating such
a department with the progressive development of banking in
the country.® It is high time that the department was opened.
If the second place, the initiative as regards inspection should
be left wholly with the Reserve Bank rather than with the
Government as contemplated. When the power to include a
bank in the*schedule or to deschedule it is being transferred
under the new Clause 45 from the Government to the Reserve:
Bank on the ground that the Reserve Bank as the Central Bank

1 Money and Banking, League of Nations 1937-38, Vol. L. pp, 1034.
2 Legislative Assembly Debates, 6 April 1945, p. 62.
8 The Eastern Economist, Japuary 19, 1945, p. 62.
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-of the country is the appropriate autﬁority for undertaking this
responsibility, especially in vjew of its experience of inspections
of banks and intimate contact with them, it is an anomaly
that the Government should still give a directive to the Reserve
Bank. It will be recalled that Clause 4 (3) of the recent
_measure nationalising the Bank of England, under which the
Bank could “issue directions” to any banker with the author-
isation of the Treasury, encountered a storm of opposition
from several quarters as being much too drastic and f{ar-
reaching.’ There was a strong and wide-spread feeling in the
City that the initiative for “request” and “recommendations”
should originate with the Bank as has been the established
practice and not with the Government.?

The Reserve Bank has been endowed under Clauses 30 and
45 with a very large measure of control over the ordinary
banks. There does not appear to be any provision for allowing
the banks an opportunity to offer an explanation of their
conduct. When the affairs of a banking company are considered
to be conducted in a manner detrimental to the interests of
its depositors, it may deschedule the company even if it
satisfies the minimum capital and reserve requirements of
Rs. 5 lakhs or may report to the Government and, with its sanc-
tion, prohibit it from accepting fresh deposits or even demand its
winding up. The report may also be published by the Govern-
ment. It is clear therefore that direct action or threat of it is
envisaged under the proposed Bill. Powers of "qualitative
control could have been statutorily vested in the Reserve Bank if
in addition it could suspend a commercial bank from the use of

1 See before, pp. 69-71.
2 The Economist, October 18, 1945, p. 514.
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its credit facilities whenever in its judgment it was making
undue use of central bank credit. Such powers of controlling
the quality of ‘credit with a view to restrict the use of central
bank credit for speculative purposes were conferred upon the
Federal Reserve System by the American Banking Act of 1933.*

1 Art. by R, B. Westerfield in the Journal of Political Economy, Decem-
ber 1938, p. 786.
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III
INSURANCE OF BANK DEPOSITS

In discussing recent legislation designed to protect the
. depositor and regulate the activities of commercial banks, a
brief reference has to be made to the American scheme of
deposit insurance, the only instance of its kind, adopted in the
post-depression period. Originally provided for in the Banking
Act of 1933, sweeping changes in the plan were effected by the
Banking Act of 1935. A Federal Deposit Insurance Corporation
has been created with the Treasury: and the Federal Reserve
Banks subscribing to its capital.

The banks participating in the insurance scheme have to
pay premia at the rate of 1/12 of 1% per annum upon their
total net deposits as distinguished from their insured deposits.
The Corporation has been futher authorised to supplement its
resources by issuing bonds, notes or other obligations in an
amount equal to three times the payments received on account
of capital stock and the 1936 assessments upon insured banks.
The coverage provided {or under the Act is not a cent per cent
“but only a partial coverage. The maximum amount of insurance
for any depositor is $5000 in any one insured bank. The F.B:I.
C. has been given very wide powers to examine and direct
insured banks. If abuses are disclosed and not corrected within
a reasonable time, the Corporation may publist the perti-
nent sections of the examination report. Unsound banks
may be expelled from the fund or their liquidation may be
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ordered. Insurance may further be refused to banks which do
uot serve the “‘convenience and the needs of the community”.
The Corporation may facilitate a &erger or consolidation of an
insured bank with another insured bank by making a loan to the
purchasing bank. But such a merger can take place if it is
satisfactory to the Corporation, so that it may not be burdened
with the doubtful assets of an unsound bank.> According to the’
reports of the Corporation, such powers have been extensively
used.

The plan of insurance of bank deposits is a combination
of two ideas which were “born of the holocaust of bank failures
and the bank holiday"” of 1933. There was an insistent popular
demand for some kind of deposit insurance owing to the
widespread distress caused by numerous bank failures in the
crisis. Millions of dollars of deposits frozen and immobilised
owing to these bank failures would, it was apprehended, produce
serious deflationary effects. The role of deposit insurance is
thus two-fold ; first the prevention of deposit withdrawals by
recreating confidence and thereby freeing the banks from a
strong pressure to liquidate; and secondly, to maintain the
volume of circulating media in the event of bank failures. In
relation to business cycles, it is clear, insurance of bank deposits
wgll act as an anti-deflationary device.

The question of introducing deposit insurance in India
may be considered in this connection. India is a country
whose record in bank failures is almost as bad as that of the
U.S.A’s. Our depositors’ fingers had been burnt so frequently and
so badly that any plan which aims at covering their risks at

1 “The Banking Act of 1983""—Art. by R. B. Westerfleld, Journal of

Political Economy, December 1933, Also ‘The Banking Act of 1985 Art.
by H. H, Preston, In the Journal of Political Economy December 1935
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least to some extent deserves commendation. Insurance of bank
deposits has a special significance in the post-war period. As
a result of the war, there has been a considerable accession of
money to the lower income groups who have placed their
savings in the numerous banks which have recently sprung up.
These bank depositors are generally ignorant and can neither
'distinguish between sound and unsound banks nor keep a
watch over the practices of their own banks. Apart from
general banking legislation, the safety of the depositors would
be considerably increased by adopting a scheme of insurance
more or less on the lines of the American plan. The creation
of a Deposit Insurance Corporation .under the auspices of the
Central Government would also give a power{ul impetus to the
development of joint-stock banking in India by making it plain
to the public that the entire credit and weight of the Govern-
ment were behind the banks.!

But in recommending insurance of bank deposits for our
country, the most important question to be decided first is the
question of the coverage to be provided. Would it be a
restricted or 2 hundred per cent coverage ? It has been con-
tended that the usefulness of deposit insurance in preserving
confidence and maintaining the volume of circulating media has
been considerably limited by the restricted coverage provided
under the American scheme. Indeed it could be made much
more useful socially if the limited coverage was replaced by a
cent per cent one. But the cost factor is very important. If a
partial coverage scheme protects by far the most numerous
proportion of the depositors, while a cent per cent coverage

1 Brij Narain, 4 Detailed Plan for the Development of Indian Joint-stock
Banking p. 86.
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entails a cost much too great relatively to the few extra
depositors to be. benefited, the Jformer is certainly to be
advocated. If, fof instance, a plan of insurance guaranteeing
Rs. 5,000 of deposits is found to protect more than 957, of the
deposit accounts in the Indian banks, it will not be prudent
to saddle the Corporation with an enormous liability by - adopt-
ing a cent per cent coverage for the benefit of the holders of
less than 57 of the accounts, who are admitedly large depositors
and as such are able to take care of themselves.” This class of
depositors, again, are frequently borrowers from the banks so
that in the event of bank failures they can always offset their
deposits against their indebtedness.

There arc other questions, namely, those of whether the
loss to depositors through bank faliures is a risk which can
be insured against on 2 sound actuarial basis and how the cost
should be allocated. As Mr. H. Jones has pointed out, neither
the risk is strictly an insurable one nor the allocation of cost
according to benefit is practicable. “The major factor militating
against the insurability-of the risk is the catastrophe hazard
involved.”* But it‘does not follow that deposit insurance is not
socially desirable. It simply means that in creating a Deposit
Insurance Corporation it must be frankly recognised that no
trdly insurable risk is involved. The Corporation must be
equipped with an adequate income and may even have to look
up to the government for assistance in order to avoid the dis-
aster that fhad overwhelmed a number of state insurance
schemes adopted in the U. S. A. prior to the inauguration of
the Federal Scheme. As Mr. Goodbar has observed, the

* An enquiry into the size of deposit accounts in t.he insured banks has

to be conducted.
1 Art. by H. Jones entitled *Insurance of Bank Deposits in the U.8.A.”

in the Economic Journal, December 1988.
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Corporation simply can not be permitted to fail.* If losses occur,
not only should the Government come forward with its assis-
tance but the insured banks must be asked to foot the bill in
the form of increased assessments.

If such a Corporation is established in India, one of its first
tasks would be to announce a programme for weeding out all
weak banks in the country. This would follow two directions.
First, weak banks should be located and amalgamated with
stronger ones. Secondly, a careful study of all insured banks
should be undertaken with a view to the further elimination of
all banks having no sound economic reason for existence. If
the programme is properly carried ouf, the Corporation will be
able to render very handsome services. The tension in over-
banked areas would be relieved, the rate of bank mortality
would be reduced and banking practices would be improved.
But it should be remembered, as the American Federal
Deposit Insurance Corporation itself admitted, that deposit
insurance is not a “ wonder drug”, curing all ills of the banking
system as well as the unstable business conditions which in
the past culminated in banking crises.?

1 J. B. Goodbar, Managing People’s Money,pp 406-11.
2 Annual Report of the F. D, 1. C. 1934 pp 86-87.
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v
NATIONALISATION OF COMMERCIAL BANKS.

A work dealing with recent banking developments would
not be considered complete without a reference to a subject
which has become an important political issue in some coun-
tries, namely, nationalisation of commercial banks, This ques-
tion, as that of the socialisation of central” banks studied in a
previous chapter, has come to attract a great deal of attention
in recent years. In some quarters control of joint-stock bank-
ing by mere legislation is not considered sufficient and the
entire commercial banking system is accordingly sought to be
brought under public ownership and control. In the context
of the post-war poiicies of full employment and economic plan-
ning, the question of public control of commercial banks as
providers of short-term finance has been endowed with added
significance.

The main arguments adduced in {avour of nationalising the
commercial banks may be summarised under the following
heads: (1) The banks create money which is the prerogative
of the state and hence should be strictly controlled by the latter.
®) Independent commercial banks are not amenable to control
by central banks. (3) Such banks may thwart the progress
of nationalised industries and sabotage a socialist government
(4) Nationalised commercial banks, on the other hand, would
distribute credit much more efficiently than banks under private
ownership and control and the cost of credit would be lowered.?

1 See A. B, White, The Nationalization of Banking. pp. 48-59.
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-The issues raised above have been aptly characterised by
Mr. Sayers as the Monelizations Issue, the Integralion Issue, the
Socialization Issue and the Efficiency Issue.® Between them, they
practically exhaust the arguments of the protagonists of nation-
alisation.

Proposals for socialization have, on the other hand, been
opposed on the following chief grounds. In the first place, the
privacy of bank accounts will be impaired and the state
officials, particularly the police and the income-tax department,
will be furnished with a new weapon to harass the public. In
the second place, it is feared that discrimination would be
practised under state banking in *the matter of granting and
refusing loans and the whole business may became a political
question. In the third place, it is contended that state banking
would be dangerous for the depositors.”

Neither the arguments for nor those advanced against
nationalisation of banking are irrefutable. Replies may be, and
indeed have been, given to each one of them. In actual practice,
in England, while the central bank has been nationalised, the
joint-stock banks have been left in private ownership but Clause
(4) of the Bank of England Act has given wide powers of
control over the ordinary banks. The French Government,
‘however, rejected control of deposit banks on the model of the
British Clause (4) and proceeded to nationalise not only the
Central Bank but also four deposit banks. These deposit banks
are the Credit Lyonnaise, Societe General Comptoir-d 'Escompte
and Banque Nationale pour le Commerce et I' Industrie. Their
shareholders are not going to be bought out 4t once but over a

1 R. Sayers, Modern Banking, pp. 804-5.
2 See G. D. H. Cole, Money, 1ts Present and Future, pp. 199-208.
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long period (50 years) at prices to be determined by the
valuation board by reference to market values. Meanwhile the
shareholders would be retaining their shares and the dividend
to be guaranteed by the Government would not be less than
that of 1944. .

The shareholders will be deprived of all control of their
undertakings. The boards of directors in each case will be
made-up of 12 government appointees in four trios, representing
(1) industry, commerce and agriculture : (2) the trade ‘tnions;
(3) the Bank of France and other public credit institutions ; and
(4) persons with banking experience.* The plan is not a com-
prehensive one, as all the other deposit banks were left outside
the scheme. The Government considered it desirable to retain
a private competitive sector with a view to prevent the
nationalised banks from growing much too bureaucratic. But
it is difficult to see how it will not involve a negation of the
main policy of the (}overnment. Perhaps there is some
justification for drawing the line and stopping short of the
four banks. Together they hold nearly 55% of the total
deposits and “are in the nature of public services,” as they
have a truly national network.® Two out of the “Big Six”
deposit banks have been omitted {rom the nationalisation
scheme but omission may be only temporary, and all the six
banks may lose their independence soon.”

Thexre is one strong ground on which it would be difficult
to accept a comprehensive plan of nationalisation of the
ordinary banks. That would sound the death-knell of an in-
dependent race of bankers whose advice and service are

1 The Economist, December 8, 1945 p. 835.

2 Ibid p. 886.

* The Government’s Bill to nationalise the Bank of France and the Big -
Four Deposit Banks was adopted on Dec. 2, 1946 by the French Assembly
by 521 votes to 85. The Statesman, Dec. 8, 1945. ‘
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worth having. If, however; a general policy of socializa-
tion is favoured and the banks have to be nationalised, it
should be done only after socialization of the major indus-
tries and trades has taken place. The question then would be
not one of choosing between private and nationalised banks but
that of the fiming of bank nationalisation.® Even in that case the
amalgamafion of all the existing joint-stock banks into one
Grand Bank of Great Britain or of the Union of India, allowing
depositors no choice and bankers no scope for emulation,
would not be desirable. The policy of socialization of bank-
ing does not necessarily involve the merging together of all the
units brought under public ownership. The individual banks
may continue to operate as parts of a socialised whole, cluster-
ing round 2 socialised central bank, just 2 piece in the whole
mosaic.

1 R, Sayers, Modern Banking p. 309.
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