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BANKING IN INDIA - DEVELOPMENT AND STRUCTURE

Fl

By

SWARN SINGH UPAL
(ABSTRACT)

In spite of the fact that Indian civilization was at the height
of its glory when Western civilization had not yet seen the light of
day, and India was once far more advanced industrially than any:one.éf
the present industrialized nations, the Country until very recently
had long been the forgotten ﬁation of the East befause her affairs
were céntrolled for some two hundred years by a foreign colonial power.
o It was only as recently as 1947 that India finally got her independence
and the national Government was able to talke stéps to improve the
econo@ic condi£ion of its people. This was to be a;complished through
a broadndevelopmental program, consisting of a succession of Five Year
plans. In tﬁis hercuiean undertaking the Country's banking system
has played and cqntinues to play a leading role. It provides the
Country'é currency, finances its current output and mobilizes in one
form or another the savings so desperately needed for the industrial
expansioﬂ progranm now underway in India. In view of its importahce in
the expanding Indian economy the author undertook, as a thesis, the
task of setting forth both historically and analytically the structure

and development of the Indian'banking system.

The System itself consists of two large non-competing, though
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not completely dis-associated, parts usually referred to as the
"organized" and "unorganized!" sectors of the Indian money market.

The link between the two sectors is so weak and tenuous that changes
ig’one are seldom reflected in the other. The unorganized sector
consists of a large nﬁmber of Indigenous bénkers and money lenders

who, since‘time immemorial, have catered to the banking and credit
needs of the Indian economny. With the institution of the European
banks in India the activitieé of these bankers were mainly restricted
to financing the‘internal trade of the Country and to providing for

the credit needs of agriculturists, artisans, small tradesmen,etc., and
save for local trade associations, national tradg ofganizations and
such.correspondents as outside collections and remittances make necessary,
.these bankers operate independently without any direction or control by
the Reserve Bank. So far all attempts &f the Reserve Bank to bring
them within its province and thus regulate their banking business have

borne no fruit.

It has long been held, with some element of truth, that the members
of the unorganized sector of Indian money market tend to charge
exhorbitant rates of interest on their loans, and have long stood in
the way of the economic progress of the Country. Moreover it is
contended that they have further complicated and.compounded the problems
of their usually impoverished borrowers. However, this extremely one-
sided view seems to overlook their real contribution to Indian banking
needs and the important role they play in financing the iﬁternal_trade
of the Country. They provide credit facilities to those who can provide
no tangible security and thus finance many undertakings which could

not otherwise be carried out.



The so called organized sector-ofhthe Indian momey market
consists of: 1) a substantial number of privately owned Joint
Stock banks incorporated under Indian laws and manned primarily by
Indian nationals; 1i) a number of branches of foreign banks popularly
known as Exchange Banks which are maﬂaged almost entirely by foreigners;
iii) a State sponsored System of Céoperative and.Land Mortgage banks
designed ultimately to support the Indigenous bankers and money
lenders; iv) a rather unique postal savings system which provides -
sayings facilities to the lower income group of the Indian population
and/channel thesé savings into productive enterprises through the
purchase of Government securities; v) the now publicly ownedetate
Bank .of India which even as a foreign owned and operated institution,
serving‘an immense private banking clientele, functioned for many years
as a semi—centrél bank of India, and stiil retains many of its central
banking func£ions; and finally, vi) the recentlyAestablished and
"now nationalized Reserve Bank of India around which have been arranged
a number of public and semi-public financial institutions which in one
way or ariother are designed to help fulfil the twin goals of the

National Government - i.e., a modern self-sustaining industrial economy

based on a socialistic pattern.

In addition to the Reserve Bank itself the latter group.includes
among others the aforeméntioned State Bank of India, the Industrial
Finance Corporation, the National Industrial Development Corporation
and the Life InsurancevCorporation of India. The latter has been
given a moﬁopoly of all 1life insurance business within India and thus

collects and makes available to the Government a large part of the



voluntary savings of the Indian people.

VThe author's task in this thesis is a large yet unpretentious
one. By tracing the growth and development of each of the above
classes of institutions he has sought to bring before a Western
audience not only the nature of the banking structure and banking
practices in India but the related probleﬁs still to be solved if the
Country is to achieve the ultimate goal of a higher standard of living
in a self sustaining and dynamic economy. Each of the several classes
of banks has been analysed with a view to establish ité past contribﬁtion
to the development of India and the role it is designed to play for the

future growth of Indian eonomy.

Most of the Country's financial planning and planning instrument-
alities originate in the joint action of the Government and the Reserve
Bank with the latter in the role of a consultant advisor and finaliy |
tﬁat of a servant - to carry ouf the planned programme. In an overall
sense the expanding role of the Reserve Bank provides the most revealing
part of this thesis. This institution has developed into a strong, all
embracing central bank employing the most modern credit control and
direction measures. The bank has used these measures not only to check
any undue increase in bank credit but to channel it into varigus
planned productive enterprises. Moreover it functions as a regulatory
authority over all public and private, scheduled and non—scheduled
banking institutions. In this capacity the Bank has strengthened the
Indian banking structure by encouraging and insisting on the consolidation
of small banks and has improved their operations by a system of regular

inspections. Its achievements since its nationalization both in the
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field of moﬁetary management and.the development of a sound and
efficient banking system provide a new chapter in the history of

Central banks.
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~PREFACE -

India, like many other developing countries, is in the process
of attémpting to accomplish through a succession of five year plans
the enormously complicated task of modernizing her economy through
the establishment of new industrial enterprises and the improvement
of the Country's agricultural operations with.a view to raising in
so far as possible the living standard of the people which is one of
the lowest in the world today. In this mountainous task great
reliance has been placed on financial institutions, some of the more
important of which have emerged as a part of the planned development
itself. Others are not of such recent origin yet still make very
important contributioné to the Indian banking structure and to the
Indian economy in general, The author of this thesis has undertaken
as his taskto present:to a Western audience the origins and development
of the several main categories of banking inétitutions in India, and
in the process Qf doing so to analyse the problems that banks have
encountered both in the past and more recehtly in conneqtion with the

projection of the Country's modernization program...

For purposes of exposition the development qf Inaian banking
system is divided into three main periods: 1) developmentsfrom the
earliest times down to 1935 when ﬁesérve Bank of India was established
as a private institution; 2). developmenbsbetweeﬂt1935 and 1949 when
the Reserve Bénk was nationalizea - a period which includes not only
the problems incidentto India's participation in World War.II, but
those as well that arose in connection with the partition of India and

the Country's ultimate assumption of Sovereign authority over its own

\V
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destiny; 3) devélopments after 1949 the more important of which
took place under the vigilance of the nationalized Reserve Bank
now working hand in hand with the Government to expedite the planned

econonic development of the Country on a socialistic pattern.

India hew has five principal categories of banking institutions
namely: Indigenous banks and money lenders; Indian Joint Stock banks
organized and operated under Indian banking laws and regulations; foreign
owned and operated Exchange banks; Cooperative banking institutions
sponsored by the respective States; a postal savings system, and
finally a group of public and quasi-public banks arranged around the
nexus provided by the Reserve Bank of India. In addition to the
Reserve Bank itself . considerable importance is attached to the State
Baﬁk of India which as the Imperial Bank of India has Served to all
intents and purposes as the Country's semi-central bank until 1935;
énd,continuGS'to serve in that capacity at places where the Reserve
Bank has no competing brancheé. The State Bankrand its subsidiaries
play an important role in spreading banking fécilities to the remote
corners of the Country and in providing short and medium term loans to
agriculturists and to small industrial enterprises. Significant roles
are also élayed by the Industrial Finance Corporation, the State
Financial Corporations, the National Industrial Development Corporation,
etc.,-which are designed to handle the financial needs of industriél
enterprises; and by the Life Insurance Qorporation which has a mbnopoly
of all the life insurance business of the Country and thus can make
available to the Government,for investment,most of the voluntgry

savings of the Indian people.
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- iii -

The material on each class of these banking institutions is
so arranged that the reader may trace its development through each
of the periods gdopted for the overall plan of the thesis. Yet one
may also concentrate on the comparative developments affecting each
class in any one period. Thus it follows that the origin of all
constituents of Indian banking system save the recently established
public and quasi-public banking institutions will be found in Chapter
One which brings their development down to 1935. Chapter Two is
devoted to thé establishment and performance of the Reserve Bank of
India between 1935 and 1949, Chapter Three is given over to the
changes in laws affecting the private'banks including the then
Imperiai Bank of India and to the performance of the various categories
of banks between 1935 and 1949. Chapter Four is given over to the
nationalization of the Reserve Bank of Indiaij the Imperial bank, the
life insurance business in India and to the establishment of several
public, semi-public and private financial institutions designed to
expedite the financing incident to the carrying out of the successive
five year plans. Chapter Five traces the performance of each of these
categories of financial institutions between 1949 and 1961. In
Chapter Six we have presented the important legislative measures
affecting the operation of bankiﬁg institutionS»still_in the private
sector. Here"the'gf0wth énd expansion of these banks and their
relative importance in the Indian banking systemHavebeen emphasized.
In Chapter Seven the author has aftémpted to bring together such
pertinent conclusions and observations‘as may properly be made from

the analyses which have already been made in connection with the
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progress of each categories of banks particularly in respect of
the Reserve Bank itself to which, save for the Indigenous bankers and
money lenders, all other banking enterprises have been made more or

less subordinate..

The study of the Indian banking system is fraught with more thaﬁ
the usual difficulties encountered in undertaking a work of this
character. There is a considerable scarcity of original source
material. The author had to :depend on inter-library loans which in
itself was an arduous tagk and involved considerable delay.More oftén
than not it provided him with material that did not prove to pertain
té,the subject. The documentation of the little material that is
available in the Asian Studies Library has ﬁot yet been completeéa
Finally such informatibn as is available is extremely fragmentary
and often difficult to translate into Western usage. The statistical
data usually need more explanationvbefore one can comprehsnd, compare
and interpret them intelligently. The data are sometimes changed
from year to year without sufficientleipiénation. Moreover data evén

from the same source are sometimes conflicting.

This study was undertaken at the suggestion of Professor
Joseph A. Crumb and has been carried through under his constant guidance
and often unrelenting criticism. While I am wholly responsible for
the demerits of the work, these would have been far greater but for his
vigilance. In fact this work would have been impossible without his
generous help. I am deeply indebted to gther persons who have helped
me in manydways to complete this work. I would iike to thank the

staff of the Social Sciences Division and the Humanities Division of



the University library who kindly arranged a large number of books

on inter-library loans for me and fully cooperated in obtaining

other needed material. I would also like to thank Professor William
L.'Holland,bHead of the Asian Studies Department, who so kindly arranged
to lend me many useful books from his personal library and also made

the Asian Studiés library available to me. The éank of Canada proved
ﬁost cooperative in'providing a copy of the Reserve Bank 6f India Act,
1934,and the Reserve Bank of India's Reportg on ¢urrency and Fin;nce
without which a part of the information included in the thesis Qould

have been far less complete.



CHAPTER I
ORIGINS AND ANTECEDENTS OF EXISTING BANKING INSTITUTIONS

Though a transformation of considerable consequence has recently
been made in the struéture, ownership and control of banking in India,
the underlying pattern of these instifutions and their practices,

'many of which are of very eérly origin; remaing baéically unchanged.

It consists of native or indigenous bankers and money lenders; branches‘
of foreign bénks known as exchange banks, local banking institutiéns
'originalI& sponsored by foreign interests and resident aliens; now
classified as Indian joint stock banks; the bresidency banks; the

cooperative banks and the postal'savings system.

Part 1

Indigenous Bankers and Money Lenders

The indigenous bankers and money lenders; who have traditionally
-cateréd to.the needs of peasants, artisans and small.trading and
manufacturing enterprises in India, make up the oldest if not the most
significant part of the country's banking structure. Although there is
‘no cl;ar demarcation between indigenous bankers and money lenders, the
former, as a rulé combine their banking business with mercanfile and
trading eﬁterpfises, and.do not necessarily distinguish the one type 0f~
undertaking from the other. They accept time deposits withdrawabie by
person and charabteristically finance tréde and small industries. As

they often advance secured loans and their clients are punctual in
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repaying their loans the indigenous bankers generally charge a lower

rate of interest than the money lenders. The latter do_not accept
deposits and mostly finance consumption and.indebtedness. The profess-
ional money lenders known as Mahajans, Sahukars and itinerant money
lenders such as PATHANS, NAGAS, GOSSAINS, QUISTWALAS, etc., are generally
known to be available to anyone who desires to negotiate a loan. The |
non-professional money lenders, who are mostly well-to-do agriculturists,
pensioners, widows, priests, shopkeepers, labour foremen are not generaily
knownAtovbe money lenders, but lend as a rule tb their friends and
acquéintances. The non-professional and itinerant mopey lenders are often
more greedy and charge higher rate of interest than the professional.money
lenders. They generally make unsecured loans to improvident and impov-

erished borrowers.

If we were to look into ancient Indian history, we would find that
the business of financing and money lending were followed originally by
Vaisyas and later on by Baniyans, Shroffs, Multanis, Chettiars, etc.,
castes usually identified with commerce and trade. Even during the
Vedic Age, which approximately covers the period from 2000 B.C. to 1400 B.C.,
the granting of loans and credits in one form or another was carried on
by Indian merchants, traders and money lenders Debt (Rna) is repeatedly
mentioned in the Rig Veda - the sacred book of the Hinduism - apparently
having been a normal condition among the Vedic India’ns.l However, little
is known about either the method of. recording the loans, the period of

payment or the rate of interest.

1. L.C. Jain, Indigenous Banking in India, Macmillan & Co.Ltd.,

London, 1929, poao
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Aftér the sixth century B.C. Budhist writings reveal to
some extentvthe nature of the prevailing len&ing praétices and the
heavy burden of interest borne by the debtor.‘ According to
Professpr Jain, who obtained his informatidh from the Budhist lifé
stories (Jatkas), the legal rate of interest was usually set at
15 per cent per annum,2 but this does not appear to have been an
upper limit. In Kautaiyas Arthashastra, an important compilation
of rules governing among other thiﬁgé the liending of money, fixing
of rent, rate‘of interest, etc., which were current from ébout 400
to 200 B.C., it was held "that 15 per cent should be the maximum
legal rate of interest on secured loans. On unsecured loans the
nominal maximum was 60 éer cent, but the actual rate could go as

high as 240 per cent if the risk element was also very high".3

Between 200 B.C. to 200 A.D. trade and industry flourished in
India and Indian merchant bankers, in addition to accepting deposits
and making loans, engaged in financing internal trade. Acéording to
Professor M. Taylor both the art and science of banking was,compar-
atively well developed at this time.4 - He reaches this éonclusion
after familiérising.himself with the writings of Manu - an eminent

contemporary law-giver and advisor to the crown. The laws of Manu,

2- pi6. .Jminb.op. cit., Pe 5

3. | | /
S. G. Panandikar, Banking in India, Orient Longmans Ltd., Calcutta,
‘1948, p.l.

L, M. Taylor, Student's Manual of the History of India, as cited by
G.B. Jather and 8. G. Beri, Indian Economics,
Vol. II. Humphrey Milford, Oxford University
Press, Madras, 1937, p. 440.
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he states, '"disclose how thoroughly the art of béﬁking was known

2000 years ago. Then bankers understood and followed the fluctuation
of money value. They kept account books.and iedgers by simple and
double entry. They charged interest and compound .... they grahted
bills of exchange and, in short, they followed the pracfices of

modern times which are little changed from ancient rules".5

The Muslim invasions of India during the 10th century A.D.

- brought a period of uncertainty and insecurity. As the invaders
were mainly interested inyIndian riches, they looted and plundefed
everywheré they went. Baniyans, Shroffs, Multanis and other banking
communities were hardest hit. 1In addition to personal losses,tthe
invasions virtually brought to an end théir depoéit or safe keeping
business because the people no longer trusted fhe bankers with their
savings. The general public began to hoard its money savings by
burying precious metal and coin, either in the ground, or in the
wall or in some other incohspicnous place in théir homes - habits
which have pérsisted.to some extent among Indians down to the present
time.

" Even tﬁough that of a conqueror Muslim rule establiéhed law
and;drder throughout the country and thus gave an impetus to trade
and commerce. Eventually the country again prospered. Local bankersl
took advantage df'the opportunity and again added fhe financing of
trade to their business activities. The money lenders pfesumébly

continued Wiﬁhblittle ihterruption their ageéold usurious practices.

5. ' ’
- G:B; . Jather-and S.G. Beri, op. cit., Pp. L4yo
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It was during this period that the bill ofvexchangef(Hundi)é as

. we know it today, came into common use.

Referring to the discount rates charged on bills of exchange

J.B. Taternier, a French traveller, reported that "at Lahore on
Surat the exchange goes up to 6.1/4 per cent; at Agra from
4.1/4% to 5 per cent; at Ahmadabad, from 1 to 1.1/2 per cent; at
Sironj, to 3 per cent; at Burhan.Pur, from 2.1/2 to 3 per cent;

at Dacca, to 10 per cent; at Patna, from 7 tb 8 per cent and at
Benaras up to 6 per cent".? Apparently thése rates varied according
to the extent of»comﬁetition in the respective exchange market; |
also according to the degree risk involved in the movement of both;
Coins and goods between different trading centres. Trading and
financing of trade has since become an important source of income

to the Indigenous bankers.

6. .

A Hundi may be defined as a written order (usually uncon-
ditional) made by one person or another for the payment, on demand
or after a certain specified time (mentioned in the Hundi) of a
certain sum of money to a person mentioned in that order. In the
former case it is called a Darshani Hundi (demand bill of exchange)
and in the latter case, Muddati Hundi (usance or time bill of exchange).

These hundis can further be sub-divided into the following categories:

i, Dhanijog Hundi - payable to a Dhani or a person.(commonly used)
Sidi. Shahjog Hundi - payable toc a Shah or a respectable person.
iii. Firmanjog Hundi - payable to order. .

iv. Dekhanhai Hundi - payable to the presenter or bearer.

Ve Jokhami Hundi - this hundi is drawn against the goods
dispatched and contains certain conditions
according to which if the goods are lost or
destroyed in transit, the drawer or holder
of the hundi has to suffer the loss. It is
in the nature of a policy insurance.

Travels in India as quofed by L.C. Jain. gg.cit.-p. 14,
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Money changing was also an important source of income for
the Indigenous bankers during the period of Muslim rule; The
Muslim rulers set up numérous mints in India and each.succeeding
ruler issued his own coins. Later issues were generally of different
weight and design than wére those minted earlier, Af,that time énly
bapkers were qualified to handle the exchange and assaying business
and reconstitution of the coinage provided them with an added source
of income. Moreover many bankers were appointed as the officers of
the mint by the state. In this capacity they bought the metal,
minted coins and shared the profits with the Muslim rulers. During
the reign of the Mughal Emporer, Akbar the Great, there were four
gold mints and the number of silver and copper coin miﬁts were
estimated at fourteen.8 The market price of a coin, at that fime,
was determined not only by its face falue but by fhe year and the reign
durihg which it was coined, also the wear and tear suffered during its
use. Diécontinued coins were frequently valued at“conéiderably less
than their bullion value. The money changers melted down these coins

and got them recoined at a pfﬁfit.

Referring to the chicanery of‘these money changers, J.B. Tavernier
stated, "All the Jews who occupy themselves with money and exchange
in the Empire of the Grand Seigneur pass for being very sharp; Sut
in India they wbuid scarecely be apprentices fo these Indian Money

|l9

changers . However, the money changing business came to an end
in 1835 when the currendy of British India was unified by the East

India Company.

o N.K. Sinha, The Economic History of Bengal, vol.I.

Sri Lalchandroy Gossain and Co. Calcutta, 1956. p.118.

9.
Travels in India as quoted by L. C. Jain, op.cit. p. 11.
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'In addition to their lending and money changing activities,
native Indian bankers rendered important services to the state,
such as lending money to the state, collecting revenue, etc. Some
of these bankers held priminent positions in the Royal Courts. In
‘fact there was no Court without a state banker - a position generaily
held by a well—establishedvand well known merchant banker. This gave
the local bankers a priviliged position. They performed most of the

functions of a modern state bank.

Of all the native bankers in India, the House of Jagat Seth was
the most prominent. One may compare the position of this Banking house
with that of.the Bank of England in its earlier stages of development.
It reached the height of its glory under Fateh Chand, a merchént banker
of Bengal, who apparently managed all the state loans as well as his
own sunstantial business. When referring to this banking house,‘
Professor Muranja tells us that in 1722 the Emperar.Mohamad Shah
conferred on Fateh Chand the title of Jagat Seth or world banker as a
heriditary distinction; also, the Khillat (insignia of the magnificent
robes of honour), an elephant and a pearl ear-ring.lo Thereafter no
Emperor of Delhi ever sent the Khillat to the Nizam of Bengal without

also sending one to the Jagat Seth.

When the European traders came to India during the first half

of the 17th Century they found indigenous bankers to be well equipped
to handle domestic banking needs but incapable of handling the credit
required to finance either the newly imported products or the exports

10.
'S8.K. Muranjan, Modern Banking In India, Kamla Publishing House,

Bombay, 1952. p. 9.
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necessary to pay for them. There were nd mercantile establishments
through which external trade could be channeled because Indian
bankers and merchants had little knowledge of external trade
practices. Moreover there was a language barrier and probably some

hostility towards foreign profit seekers.

In order to overcome these difficulties the European traders
employed,first,Indian bankers in their services but ultimately set
up their own merchant houses. The East India Company employed
- Indian bankers at its trgding centers in Surat, Agra and Calcutta.
An indigenous banker by the name of Burgee Parack was the banker add
financier of the company at Surat. In 1685 he was voted the treasurer
and interpreter (Baniya) at Surat, a gold medal and a chain of the
value ofgf 150.ll Professor Sina states that "the-18th Century
Bengali baniya was interpreter, head book-keeper, head secretary,
head broker, the supplier of eash and cash keeper .;.."12. About
a century later when the revenue colledtion of Bengal was handed

over to the East India Company, Indian bankers served as collectors

for the Company.

By the end of the 18th century the Muslim rule at Delhi had
become weak, corrupt and ineffective and the British influence in
Bengal was being established. There were continuous wars betweep
the different states of India and between the Indian 8tates and the
East India Company. Under these unsettled cénditions trade practically
disappeared and along with it the business of native Indian bankers.
11.

S.K. Muranjan, op. cit., p. 9.

12,
N.K. Sinha, op. cit., Vol.I. p.118.
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Many of them lost their-pefsonal,fortunes because e&en the owners‘
of princely states could not repay their loans. Many other

borrowers failed to honour their obligations. The ranks of the
Indian bankers were further thinned by the emerging competition of
the former employees of the Company who meantime entered the banking
and trading business in the more important commercial.centers. These
company servants were given special priviliges such as exemption from
excise taxes; they also enjoyed cordial relations with Company
offiqers. Sometimes they even doubled as Company officials to gef
better prices from Indian dealers. Through these devices and others
they were able in many instances toc take over the business of indian

merchants.

The loss of business and personal fortunes built up earlier -
under the Company's patronage by the Indigenous bapkers was never
fully recovered. With the establishment of Company's rule in Bengal,
and the consequent increase in its trade,fit becamé expedient to
.replace the native bankers either with Agency Houses or Company
enterprises under its sponsership. Company treasury officéfs were
set up at Calcutta, Bombay and Madras. European trading firms were
allowed to e;tablish Agency houses in Bombay, Calcutta and probably

13

in Madras. Thereafter indigenuous bankers tended to revert to
their status as merchant bankers in the interior parts of ;ndia -
a role they have continued to play down to the present time. No
data are available on the size and extent of their operations but

they, nevertheless, constitute a significant part of Indian banking

enterprises. The All India Rural Credit Survey Report of a later

13.
M.V. Subba Rao. An Outline of Banking System in India.
Vora & Co. Publishers Ltd, Bombay, 19438, p. 18.
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date (1954) estimates that the Indigenous bankers and the money
lenders provide as much as 70 per cent of all rural credits granted

. . 4 .
in In_d:La.l They are also very important in the small urban cities

Part 2.
Indian Joint Stock Banks

Corporate Banking ventures in India grew.out of the trading
activities of‘both Eﬁropean and native Indiané. As indicated above
the East India Company allowed European trading firms o establish
Agency-Houées in the Country's important trading centres -.Bombay
and Calcutta - and to combine banking faéilitiés with their trading
activities. These Agenéy Houses were manned for the most part by
former Company servants who were often able to gain spécial
concessions from the Company and'occasionally doubled as Combany
agents, i.e., Government Agents., Because of their knowledge of
local custdms, indigenuous bankers apd money lenders were employed
by the Agency Houses and not infrequently became principals in

these banking and trading ventures.

Development to 1860

The first of these Banking-trading enterprises,known as the
Baﬁk of Hindostan, was established by Messrs. Alexander and Company

in 1770 at Calcutta. By the end of 1803, twenty nine such banking-
15

trading ventures were in operation in India.

14,

Reserve Bank of India, All-India Rural Credit Survey, r.

Report of the Committee of direction. Vol.II. Bombay, 1954. p. 167.

15. . )
N.K. Sinha, ZEconomic History of Bengal, Vol.I. Sri Lal Chand
Roy Gossain and Co., Calcutta, 1956, p. 90.
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Barly Growth

-Some of the banking enterprises, which grew out of the
Agency Houses, issued their own cﬁrrency notes. Those of the
Hindostan Bank, though not aqcepted by the Company Government,
had a local circulation which occasionally rose to as much as
Rs S,OOO,OOO.16 The extent to which the notes acquired circulation
depended on their acceptability at the Governments' local treasuries
~and by the local mercantile and trading eStabliéhments in the urban
centers. However, regardless of the extent of their acceptability,

these notes had 1little or no circulation in the countryside where

pecple customarily used metallic money.

There was keen competition among these banking-trading houses
to secure the status and priviliges of vaernmgnt bankers. Kach
banking enterprise tried to make its notes legal tender at Government
treasuries because with this prerogative it could lend more than its
. proprietéry assets and thus expand its operatibns. The East India
Company recognized the advantages of the baﬁknotes in the interhnal
payment mechanism andveﬁentually accepted those of the General Bank
of India. "But this.Bank went into liquidation during the late
1780'5 and the Government then turned to the Banklof Calcuttal7 with
which, presumably, it continued to‘deal until 1806 when steps were
taken to establish a sgaté partnered bank completely aivorced from
trading activities.

16.

N.K. Roy, Indian Banking and Money Market, M.C. Sarkar and Sons
Ltd, Calcutta, 1952, p. 8.

17. ‘
L.C. Jain, Indigenous Banking In India, Macmillan and Company, Ltd.

London, 1929, p. 141.
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Since these banking enterprises were carrying trading activities
along with banking, and their main motivé was trade promotion rather
than the stabilify of their bvanking enterprises, a number of tlese
s0 qalled‘banks over-extended themselves and failed during what has
since been called the 1829-32 banking crisis.. In a criticism of the
banking bractices of this period Professor Jain said, "thanks fo the
combination of banking with speculative trading ventures, and a
policy.of placing profits before safety,the inevitable happened during
_the 1829-33, when cdmmercial disaster overtook the trading firms and
brought several of them along with their banking undertakings to ruin".l
Although thg Company gaﬁe some assistance to these Banks, it Was not
sufficient to save them froﬁ bankruétcf. The commercial disaster of
the period 1829-33 appéars to show that, if bank failures are to be
averted, banking 5usiness should noi be mixed with commercial under-

takings.

During the pefiod from 1833 to 1860 there were few additions and
little expansion of joint stock banking and trading ventures. Large
scale failure during the 1829-32 crisis had shaken the public con=~
fidence in the agency house banking institutions and the East India
Company subsequently took steps to establish and sﬁpport banking
institutions - the Presidency Banks - which devoted themselves
exclusively to thé Banking business.19 During the 1840's and early
1850's'several‘joint stock trading banks were established but most of
them either failed or were subsequently amalgamated with other

institutionse

18.
L.C. Jain, op. cit,,p. 1l4l.

19.
See part 3 page 18. infra.
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The slow progress of the indian banking during this period
may also be attributed to atfendant ecpnémic and political conditions.
The Afghan War of the late thirtiesf the Siﬁh Wérs during the fourties,
thgrever present anti-British feeling, and, finally, the Indian
Revolution of 1857 kept the country in a continuous pélitical
turmoil and its economy, unsettled and disorganized. It was only
after 1858, when the government of India was-transferred to the
British Parliament and order was restored, that new attempts were

made to establish banking and trading enterprises.

Developments between 1860 - 1935

The year 1860 is an important one in the history of Indian
banking enterprises. In that year, under the Act VII, 1860, the
privilege of limited liability was introduced in India and extended
to the joint stock trading banks.20 Because of this privilige many
institutions were established in the years immediately following but
the nature of their undertakings were such that only a few survived.
In most cases failure to survive was due to investment in the Indian

cotton boom which resulted from the American Civil War.

The outbreak of this war had cut off the main source of the

supply of cotfon for England's Lancashire mills and the British

cotton goods industry had turned to India, hitherto only a

supplemental séufce of eetton fibre. As an immediate consequence

: ; . 21
_cotton prices in India rose to about 10 times their normal level.

20. v
S.G. Panandikar, Banking In India, Orient Longmans, Bombay, 1948.
p. 11.

21. - ) .
A Financial Chapter in History of Bombay, Cited by L.C. Jain,

op. cit.,pp. 143-44,
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This sudden and unexpected rise led to an extensive increase in

the production of cotton in India. The increase was mostly
financed by the newly established joint stock banking-trading
ventures. The usual procedure,\according to Professor Jéin, was

as follows.22 A land reclamation company would be formed and the
capital required for preparing the land for cultivation would be
supplied by a financial consortium made up of a g?oup of owners of
newly estanlished trading banks. Many of these reclamation projects
were not well conceived, others were mismanaged and probably
burdened with heavier financial charges than they could carry.
Moreover, the end of Civil War in the United States of America
brought even the successful ventures into competition with original
subpliers in the United States. This resulted in the‘large scale
failure during the years 1965 and 1966, involving the trading banks

as well as the cotton enterprises themselves.

During the years which followed the cofton boom the progress of
. Indian banking enterprises was undoubtedly retarded byvthe currency
confusion that existed in India between 1870 and 1893. By 1870 most
of the world's leading countries had abandoned bimetalic standards

in favour of gold. Unfortunately for silver standard countries 1like
India, almost immediately thereafter huge deposits of silver were
discovered in the America's, substantially increasing the flow‘of
silver to the World markets and depressing its price considerably
below its mint parity with gold.. " This had the effect of seriously
depressing the sterling eQuivalent of Indian rupees and thus raising

considerably import prices in India. For the time being at least,

22.
 1:C..Jain,4¢p. cit., p. 147
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it also lowered the sterling recoveries of Indian -exporters
comitted to Rupee contracts. Underthe Coinage Act of 1893, the -
free coinage of silver and of gold was abandoned and the rate on

> Had it not been for the

sterling was fixed at 1l = Rs.15.2
exchgnge instability and the abortive cotton boom which preceeded
'it,'it seems reasonable to gssumevthat the growth of joint stock
banking and trading enterprises would have been substantial during the
latter pért of the 19th century.24As a result of these unhealthy

developments there were only nine such trading banks with a capital

and reserves of Rs. 500,000 or over at the end of the 19th century.

Indian Banks and the upsurge of Nationalism

During the first decade of the 20th century the Ngtionalist
(Swadeshi) Movement in India made considerable progress. Among
other accomplishments this movement gave a stimulus t§ the growth of
joint stock bank and trading companies which at this time had become
~almost completely identified with native Indian ventures. Between
l1906 and 1913 the number of banks with apital énd Reserves ofw
Rs;BO0,000 or over iﬁcreésed from 9 to 18. On the latter date their
total paid-up capital and reserves were Rs.40 millions, and their
tofal deposits amounted to Rs,220 millions.25 Such important
institutions as the Bank of India, the Central Bank of India, the
Bank of Bafoda, the Indian Bank of Madras and the Bank of Mysore
were established during this period., The number of smallér banks

that were established was much greater.

23o
B.E. Dadachanji, Monetary System of India., D.B. Taraporewala
Sons & Co. Ltd. Bombay, 1948, p. 223.
24, '
G.B. Jather and S.J. Beri. Indian Economics. Vol. II, Oxford
- University Press, Madras, 1937, p. 450.
25. .

S.G. Panandiker, op. cit.,pp. 1ll-12.
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These banks were the instrumentsby whigh»Indian nationalists
hoped eventually to compete 6n even terms with the foreign
linstitutions. 'HoweQer, the owner-manégers of the newly established
banking enterprises often lacked the experience and foresight
which would have'saved them from a good many'subsequent diségters;
They invested their funds in high yielding,non-liquid securities
and often kept low cash reserves and paid high interest rates
to, attract deposits before and during World War I. Many of the
banks lent money on what evéntualiy proved to be ﬁnsound business
undertakings. They also fiﬁanced their own often speculative
trading and mercantile enterprises with the result that most of the
small banks and a few large ones failed to survive the war period.
'Professor Jain places the number of failures whiph occurred between
1913 and 1918 at 87 with a combined paid-up capital of Rs. 17,500,000.
This latter sum represented more than hglf of the total paid-up
capital of all joint stock banks that were operating at the beginning

of this period.2

The post World War 1 recovery and the establishment of the
Imperial Bank of India in 1921 initiatedvanOther period of expansion
of Indian joint bankigg institutions; Many new banking trading
“ventures sprang up in ﬁttar Pardesh, Punjab and Western India,
dﬁriné the following ten yearsg but, like some of their predecessors,
were either poorly conceived or mismanaged. Consequently many of
them failed during the Great Depression. According to Professors
Jather and Beri the failures had many different causes. They list
26,

J.P. Jain, Indian Banking Analysed, Rajhan Publicatious,
Delhi, 1949, pp. 19-20.
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i) the absence of a strong central bank; ii) inadequate banking
legislation; iii) lack of experience among the Indian bankers}

iv) high rates of interest to attract deposits; v) indulgence

in speculétive activities; (vi) dishdnesty,‘fraud and mismanagement;
vii) cyclical fluctuations in Indian agriculture and business
activity; and fiﬁally viii) the negligence of the Indian

Government itself.ll

In spite of failures and other.shortcomings‘there was a
substantial increase in the number and deposits of the Joint Stock
banking enterprises between 1920 and 1935, The number of reporting
Indian Joint Stock'Banké increased from 2 to 38vand their deposits
from Rs. 1,400,000 to Rs. 844,500,000. A summary of their '

development is presented in table I on page 18.
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Table 1

Number, Priﬁcipal Assets and Liabilities of Indian Joint
Stock Banking enterprises Between 1870-1935

No. of Cash in Loans
Reporting Capital ‘ hand and and
Year ~ __Banksl _Funds Deposits  at Banks®  Investments
1870 2 1.2 | 1. 0.5 0.9
1875 3 1.7. 2.8 0.7 2.1
1880 3 2.1 6.3 1.7 4eb
1885 L 2.4, 94 2.1 7.3
1890 5 5.1 27.1 5.6 21.5
1895 8 9l 56.5 947 46.8
1900 9 12.8 0.8 11.9 6949
19005 9 16,2 119.9 17.4 102.5
1910 16 | 37.6 256.6 28.0 228.6
1912 18 42.6 272.6 0.0 . 232.6
1914 7 393 171.1 35.3 135.8
1915 20 43.8 178.7 39.9 138.8
1916 28 TR 247.1 €0.3 186.8
1918 19 60.2 405.9 84,.9 311.0
1920 25 109.2 711.5 163.1 548.4 -
1925 28 106.0 544,.9 101.0 443.9
1930 31 . 119.0 632.6 76.8 555.8
1935 8 130 8445 191.2 653.3
- Source‘l .Adapted from Reserve Bank of Indisa, Mbnetagx and Banking Statistics of

India, Bombay, 1954, Pe 4.

1 Banks with Capital furnds of Rs 500,000 or over.
2 Including gold bullion.

Note: Loans and Investment column is derived by subtracting cash, etc.-from total
deposits.
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The data in this table reveal that until 1900 the progress of

these banking entérprises was relatively slow. By the end of the
19th century there were only 9 reporting banks with deposits of

Rs. 80,800,000 and earning assets amounting to Rs. 69,900,000.
However, after 1905, when the Nationalists movement started,vthese
banks made considerable headway. Between 1905 and 1912 their

number increased from 9 to 18 and their deposits, from Rs. 119,900,000
to Rs. 272,600,000 - about 100 and 240 per cent, respectively.

During the same period their earning assets increased from Rs. 102,500,000
to Rs. 232,600,000. Between 1912 and 1918 the number of £hese banks
remained rélatively unchanged; i.e., new banks did not excéed the
number of bank failures. However, there Wésé sharp decline in their
deposits from Rs. 273,000,000 to Rs. 171,000,000 between 1912 and
1914, After the latter year their deposits substantially‘increased
and reached Rs. 406,000,000 by the énd of 1918. A During the same

time their earning assets increased by about 240 per cent. Tﬁis
increase in their deposits and earning assets, without an increase in
their number, may be attributed to the expansion of Indian trade and
industry during World War I. Between 1918 aqd 1920 there was a

sharp increase in their number, deposists, capital funds and earning

assets - about 33%, 80%, 90%, and 77%, respectively.

After the year 1920 their number continued to rise and reached
%8 by the end of 1935. However their deposits decreased between
1920 and 1925 from Rs. 712,000,000 to Rs. 544,000,000 but rose to
Rs. 844,500,000 by the end of 1935. Between 1920 and 1925 their
earning assets dipped from Rs. 548,400,000 to Rs. 444,000,000, and

then increased to Rs. 653,300,000 by the end of 1935.
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Part 3.
The Presidency Banks

Until the end of the 18th century the.banking busihesé of the
East India Company was handled by agency-house banks and 1ndigenuoﬁs
bankers. The Company itself appears to have been reluctant to
engage 1in banking enterprises. However, the services of the Indian
bankers and the agency-house banks were often inadequate and, at
times, unreliable. ‘Moreover the failure of the Bengal Bank and the
General Bank of India - institutions that had handled the Cogpany's
banking business,{in the early 1790's-and the uncertain future of
more recently establiéhed banks led the Company to sponsor and to
‘invest in bankiﬁg institutions designed to handle its banking
business_and, at the same time, to Support the agency-house banks

still in existence.

The first of these ventures was established in 1806. Later on
in January 1809, it was incorporated by the Company as the Presidency
Bank of Bengal. (The word Presidency is the Indian equivalent of a
-province or state). Two.other provincial banking institutions, the
Presidency Bank of Bombay and the Presidency Bank of Madras were

established in 1840 and 1843, respectively.

Capitalisation

The Presidency Bank of Bengal started its operations with a
fully paid-up capital of Rs. 5,000,000 equally divided into 500
shares. Of this capitalvRsfkl,OO0,000 was supplied by the Company

and the balance, mostly by Europeans. The share capital of the
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i

Presidency Bank of Bombay was Rs.550004,000Q; that of the Presidency
Bank of Madras was Rs. 3,000,000. .As in the Presidency Bank of
Bengal, the Company held substantiél investments in both éf'the
latter institutions. The Company had the right to appoint three
of the directors of each of these banks. In order to ensure
trained personnel their secretaries and treasurers were drawn from

27

the Indian Civil Service.
Functions

The Presidency Banks accepted deposits and ﬁade loans and
advances to merchants and traders. They also negotiéted domestic
bills of exchange and invested in securities of the Company and
other government bodies. They were allowed to buy and sell gold
and silver, and were authorised to act as the Company's fiscal
agent in the Presidency capitals. They were also allowed to manage

the fiscal affairs of some of the municipalities.

These banks did not compete with other baﬁking enterprises in
the field of international finance. They were forbidden to trade
in coins or precious metal or to undertake the financing of external
trade. They were not allowed to raise money outside of India or

to open branches in any other country.

In additidn to theif fiscal operations, the Presidency Banks
undertook 6ther duties usuaily associated with a central bank. As
implied above, they acted as fiscal agents for the government of
India - the East India Company. >They also held government balances
in the Presidency towns. As a banker's banks, they frequently held

27.
S.G. Panandikar, op. cit. p. 5.



- 22 -

the cash balances of other bvanking institutions and assisted thenm
in times of stress. During the 1829-33 commercial disaster, when
many banking enterprises failed, the presidency Bank of Bengal

advanced Rs. 300,000 to the Hindostan Bank.28

Under its charter the Presidency Bank of Bengal was empowered
to issue currency notes provided that its total nore liability did
not exceed its capital of Rs. 500,000; provided also, that its cash
on hand did not fall short of one-third of‘its demand liabilities.29
As the Bank gained experiencé and.demonstréted its stability, these
latter restrictions were gradually relaxed. The Presidency Banks
of Bombay and Madras, which were established somewhat later, were

also granted priviliges similar to those of the Presidency Bank of

Bengal.,

On March 1, 1862, when the manégement of all paper currency was
taken over by the imperial Government of India, the note issuing
priviliges of the Presidency Banks were withdrawn. Thereafter, the
lending activities of these banks were governed by the extent of their
capital funds and the deposits of their customeers. As a partial
compensation for the feétriction on their fiscal activities, the

interest payment required on government balances was set aside.

In 1876 the government of India sold its interest in these banks
and withdrew from their management. However to ensure that these

banks would not compete with the exchange banks, which meantime had

28.

Vera Antsey, The Economic Development of India, Longmans, Green
’ and Company, London, 1936, p. 405.

29- Reserve Bank of India, Banking and Monetary Statistics of India.,
Bombay, 1954, p. 3.
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established themselves in India,30 and indulge in speculative
activities the government of India passed the Presidency Bank Act
of 1876. TUnder this measure it was stipulated that these banks31

1. could not. draw, discount, buy or sell bills of exchange
: unless they were payable in India or Ceylon;

2. that they could not borrow money or receive deposits
payable outside India or maintain a foreign balance or
agency for this and similar purposes.

In order to assure the safety of these banks' deposits, this Act also

provided that the Presidency Banks

3. could not lend for a period longer than 6 months, and could
not advance funds, on the security of immoveable property,
or promisory notes bearing less than two names; or on
personal security.

With these statutory safeguards in force, the government of India
entrusted some of its banking business to these banks. This government
-patronage enhanced their position in their respective communities and
helped to attract to them a large amount of business from purely

private enterprises.

Progress to 1935

In spite of the several restrictions impdsed upon‘them, the
Presidency Banks enjoyed no inconsiderable growth and prosperity. The
increase in their banking operations was equally as great as that of
the Indian joint stock banking enterprises as well as that of the

Exchange Banks.32 Neither the jéint stock banks nor the Exchange

30.
- infra. see part 4. p.26
310 . .
J.M. Keynes, Indian Currency and Finance, Macmillan and Company
Ltd London, 1913. pp. 201-02.
32.

See Part 4., p. 26
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banks were restricted in their operations. In fact the limitations
impésed on the Presidency banks ﬁroved to be a blessing in disguise.
They were shielded from the speculative activities which sounded the
death-knell of many less restricted banking institutions. As
: frofessor Keyﬂes rightly pointed out "the restricfibns under which
they work have in the past contributed beyond doubt, fo their
stability".33 In 1920 these banks were amalgamated under the name
of the Imperial Bank of India. Inaddition to ordinary banking
activitiesvthe latter institution served as the country's only
central bank until the establishment of the Reserve Bank of India
in 1935;' The progress made by the Presidency Banks before their

amalgamation in 1920, and by their successor the Imperial Bank,

between 1922 and 1934 is shown in table 2 on page 25.

The data in this table disclose that, while Government deposits
of the Presidency Banks increased by about 60 per cent between 187Q
and 1920, their private deposits increased by almost 1200 per cent
during the same period. ZEven the banking difficulties of World War I,
during which almost one-half of the Indian Joint Stock Banks failed,
had little ill-effect on the operation of_the Presidency Banks. In
fact their private deposits almost doubled, increasing from Rs. 358,000,000
millions in 1912 to Rs. 509,000,000 in 1918. This shows that the
Presidency'Banks continued to hold the.conﬁidencé of their customers

and thus came through the 1913-18 banking crisis unscathed.

This tablé also reveals a decline in the Presidency Banks'

CaBh/deposit ratio, indicating the extent to which these Banks were

33..
J.M. Keynes, op. cit., p. 203.



Year

1870
1875
1880
1885
1890
1895
1900
1905
1910
1912
1914
1915
1916
1918
1920
1922
192/
1925
1926
1928
1930
1932
1934
1935

Source:

Note:

25
Table 2
Principal Assets and Liabilities of the Presidency Banks ==
1870-1920, and the Imperial Bank, 1920-1935
- (Rs.000,000)

i ~ Cash and
: Gov't. Private Due from ,
Cagital Reserves Deposits Deposits Banks Investment Loans

33.6 2.6 5443 64..0 99.7 13.0 5.6
37.6 Lo 49.8 50,7 69.5 24.9 6.1
35.0 1 5.5 29.1 849 41 25.5 Yol
35.0 7.7 23.1 76.9 59.7 18,2 22.1
35.0 9.8 35.9  147.6 129.7 33.4 20.4
35.0 14.0 33.3 131.2 7740 27.8 59.7
36,0 20,0 28.1  128.8 504 30.3 76,2
36.0 26.3 31.2  222.6 82.3 41.0 130.5
36,0,  33.1 42.,  323.0 113.5 61.0 190.9
37.5 36.4 2.7  358,0 117.8 6403 21816,
375  38.9 56.2  400.4  208.4 96.2 152.0
37.5 37.3 48.9 386.1 14645 125.8 162.7
37.5 3.5 86.4 509.8 170.8 127.2 298.0
3.5 _ _37.8 _ _ _90.3_ _ _7T72.6_ _ 260,3 _ 142.4 __ _460.2
56,2 40.6 156.3  617.8 259.4 109.4 490.6
56.3 45.1 184.3  738.6 200.2 138.4 697.5
56,3 47.2 168.4  727.1 255,2 15545 591,5
5643 48.8 169.6  T48.7 541.8 185.4 4L7L.6
56.3 51.5 66.5  T713.1 6.4 225.2 530,1
56.3 53,5 149  T17.7 185.4 202.9 L78.5
56.3 50,9 96.7  633.1 178.6 266 .4, 381.1
56.3 . 52.5 72.2 7481 199.4 460.2 250.8
56.3 53.9 - 749.9 177.6 421.3 258,8

Reserve Bank of indla, Banking and Monetary Statistics of India, Bombay,
1954, pp. 10-11, and 30-31.

The Loans and Advances column is derived by subtracting total investment
plus Cash balances from the total deposits.
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able to put the Country's liquid assets to good use. Whereas

this ratio was as high as 80% during the 1870's, it had dropped

to as low as 30% by 1920. The balance had gone into inveStment
portfolio, and into loans and advances. The former increased from
Rs. 13,000,000 in 1870 to Rs. 41,000,000 in 1910 and had reached
Rs. 142,000,000 millions by 1920. The létter increased from

Rs. 5,600,000vin 1870 to Rs. 76,000,000 in 1900 and had risen

to Rs. 460,000,000 by 1920 - a substantial sum indeed.

The progress made by the succéssér;‘lmperial Bank though
substantial was not so spectacular. In spite of its role as a
semi-centralAbank, its government déposits actually decreased
and the gains made in pfivate deposits - from Rs.617,000,000 in
1922 to Rs. 717,000,000 in 1930 - was not phenomenal. During the
Great Depression of the 1930's both public and private deposits
declined substantially. In 1935 private deposits were'stiil below

the peak recorded in 1926.

Part 4
The Exchange Banks

Although'a étudent of banking would generally define an exchange
bank as a banking institution that specializes in financing foreign
trade or deals in foreign exbhange, this is not so in India. To the.
native‘Indian an exchange bank signifies a bank that has its headroffice
outside India and is owned and operated by foreigners. The exact date
of the establishemnt of the fifst of these banks is not known. However,

it is generally agreed that they started operations during the early

1850's shortly before the Government of India was transferred to the
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British Parliament. Since the Presidency Banks were not allowed
to déal in foreién exchange or to finance external trade, and the
native bankers had little experienc; in this field, the prospects
for the success of foreign banks were undoubtedly bright. Branches
of leading British banks came fi;st, soon to be followed by branches
of the important banks of other European countries. By 1917 there
were lO'exchange banks operating branches in most of the important

35

trading centres.

The Exchange Banks may be divided into two categorieé -~ those
which did a large portion of their business in India, and those which
had small ﬁusiness transactions in indig. The Chartered Bank gf India,
Australia and Chiﬂa; the National Bank of Indiai the Mercantile Bank
of India; the Bastern Bank, and Messrs Cox and Company did most of
their foreign business in India itself. The Hong Kong and Shangai
Banking Corporation, tﬁe Internationai Banking Corporation, the
Yokohana Bank; the ComptoirNational d'Escompte de Paris and the
Russo~Asiatic Bank had branches all over Asia and in the Western

36

"hemisphere as well.
Functions:

In épite of their foreign origin, exchange banks played a
vital role in the development qf Indian trade and commerce and ocbupied
an important place in the Indian banking structure. They soon extended
their operations to includé'évery important type of banking business

available to Commercial banks in India. By 1935 when the Reserve Bank

34.

G.F. Shirras, The Indian Banking and Finance, Macmillan & Co, Ltd.,
: : ' London, 1920, p. 344,

5.
Vera Autsey, The Economic Development of India, Longmans, Green and

Company, London, 1936. p. 408.
36. G.F. Shirras., op. cit.' p. 384,
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was formed they had not only acquired a monopoly of the Gountry's:
foreign exchange and external traded financing business; they were
also important competitors of the Presidency and the Joint stock

banks in the purely domestic banking sphere.

They financed much of the inland movement and distribution of
important merchandise. They also financed much of the outward
movement of Indian export products., For this purpose they either
maintained sub branches in most of the important trading and commercial
centres or obtained controlling interests in existing joint stock banks
through the purchase Qf share capital.' In 1917, the Exchange Banks
had 46 branch offices in India. The Presidency baﬁks had 69 and the
joint stock banks had 199. The deposits of the Exchange banks
amounted to Rs. 36,000,000 as against the Rs. 50,000,000 &f the '
57

Presidency Banks and Rs. 21,000,000 of the Indian Joint Stock Banks.

Their progress is presented in table 3 on page 29.
Progress 1870-1935

The data in table 3 reveal a gradual increase in the number,

deposits and earning assets of (foreign) Exchange Banks from 1870 to

1915. During this 45 years interval, their number increased fronm

only 3 to 11 but their deposits, from Rs. 5,200,000 to Rs. 335,500,000
and their estimated earning assets, from Rs. 5,000,000 to Rs. 260,00Q,OOO.
Durkng the next five years there was relatively rapid increase from

11 to 15bin their numbér, a doubling of their deposits and earning

assets. DBetween 1920 and 1930, while the number in opération increased
ffom 15 to 18, their deposits had declined from Rs. 748,000,000 to

Rs. 681,100,000. During this time their earning asseté had increased

37
G.F. Shirras, op. cit., p. 3%84.
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Table 3

Number, Deposits, Cash on Hand and Earning Assets of Exchange
Banks in India, 1870 to 1935

(Rs.000,000) -
Cash in Hand
No. of ' : & at Dbanks Estimated
Foreign Banks (including) Earning

Year Represented Deposits ( bullion ) Assets
1870 3 5.2 t6.l -
1875 3 10.7 5.7 5.0
1880 A 34.0 18.0 16.0
1885 4 47.6 13.1 34.5
1890 5 5 35.0 404
1895 7 103.1 27.6 . T5.5
1900 8 105.0 24,.0 1.0
1905 10 . 170.4 37.8 , 132.6
1910 11 247.9. 43.9 204.0
1915 11 335.5 76.0 259.5
1920 15 748.1 251.8 496.3
1925 18 | 705.5 9.2 611.3
1930 18 6¢1.1 77.1 604,.0
1935 1 761.8 125.5 636.3

Source: Adapted from Reserve Bank of India, Banking and Monetary Statistlcs of
India, Bombay, 1954, p. l4.

Note: Earning Assets are estimated as the difference between deposits and
Cash balances. .
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from Rs. 496,300,000 to Rs. 60%,000,000. By 1935, their number -
had declined to 17 but their deposits had risen to Rs. 761,800,000, -
somewhat in excess of the previous 1920 peak, and earning aséetsyto

Rs. 636,000,000.
that of the
Like/the Presidency Banks, the éash-deposit ratio of these

banks decreased substantially‘during the period under review,
indicating a more effective use of their loanable funds. In 1900
this ratio was 1 to 4. By 1935 it had declined to about 1 to 6.
Meanwhile their.earning assetsvhad grown from an estimated amount of

Rs. 81,000,000 to Rs. 636,300,000.

The National Planning Committee of India atfributed the very
considerable success of foreign owned and operated exchange banks
to the competence and experience of their management, also to the
fact that down to 1935 they encountered little domestic competition.38
The Presidency Banks were not allowed to engage in the financing of

external trade and the Joint Stock Banké% could not match the Exchange

Banks in either resources or experience.

Part 5.
Cooperative Banks

In an attembt to solve the problems of rural indebtedness and
usurious exactions by the money lenders, the Imperial Government of
India enacted from time to time legislation designed to assist the
égricultural communities. The first of such measures, the Land

Improvement.Loans Act, 1883 and the Agriculturists Loans Act, 1884,

38.

K I Shaw,) Currency-and. Banking,. (NatlonaL Plannlny Comﬂlttee,ﬂu
Serles) Vora and Co., Bombay, 1948, p. 115.
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gave the farmer's the right to hegotiate‘secured loans at the
Governments Land Revenue Off;ces at reasonably low rates of interest.
Unfditunately these measures did not bear much fruit.l Most of the

- people for whom these priviliges were intended still coﬁld not obtain

credit because they had little or no security to offer.

Establishment

quards the end of Nineteenth Century Sir F. Nicholson conducted.
an extensive enquiry into the problem of rural indebtedness in the
state of Madras. As a result of the enquiry he recommended the
instituiion of Cooperative'Credit Societies, believing that they would
meet the credit needs of the rural people as well as incﬁlcate h;bits
of thrift and self help”among them. "The best way to do thisﬁ he
said, "was to find Réiffeisén"59meaning to establish cooperativé banks
patterned after the Raiffeisen banks then operating in Germany. This
solution was also advocated by Professor Dupernex, a teacher in one

" . b
of the Anglo-Indian colleges, in his People's Bank in Northern India. 0

The Cooperative Societies Act

In keeping>With the Nicholson and Duperhex recommendations and
realising the need for such banks .in India, the Imperial Government
passed the Cooperative Societies Act in 1904. The objegt of this Act

~was "to encouragé self help and cooperation among agriculturists,

artisans and persons of limited means".

39. :
’ Vera Anstey, The Economic Development of India, Longmans, Green
and Company, London, 1936. p. 190.
L”Oc . ) . )
ibid. p. 192.
L1,

P.A. Wadia and K.T. Merchant. Our Economic Problems, Vora and
Company Publishers (PVT) Ltd., Bombay, 1957.
p. 295. o
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It provided for the establishment of a Coopérative Department in

each province under which Cooperative Credit Societies would be

authorised and registered. It set:fdrth the arréngements‘ﬁnder which

the Societies were to be formed and the business prodedures to be
followed. Each society was to consist of persons living in the same
viilage or locality so that the members should know each others' positions
and character. The working capital of these éocieties was to be obtained
from membership subscriptions,from interest bearing time deposits and

from government grants. Loaﬁs could be made only to members and were

to be given for productive purposes only. They were to be secured by

either real or pefsonal property.

The Cooperative Credit Societies were classified as '"rural or
"urban'" according to their location and the nature of the liability of
their members. The rural societies conformed to the utopian ideals: of
the Raiffeisen Societies and their members had unlimited liability.
The urban societies followed Schulze-Delitzsch ﬁddel and generally had

limited liability.

Because of the poverty of their members and a resultant shortage
of working capital, early cooperative credit societies did not make much
headway. In order to enlarge the scope of their usefulness the

Government of India passed the Cooperative Bocieties Act of 1912 which,

among other things, provided for the establishment of €entral or local
district cooperative banks; also for the establishment of State
cooperati&e banks. The Central cooperative banks were designed to
coordinaté the activities of the primary societies, and State coop-

erative bankswere designed to supervise and to promote the expansion of
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the whole system; aiso tg provide a channel for State grants to Control
and Primary banks. The Primary credit societies char.-cteristically
became members of the Central Cooperative banks and the latter in turn
became members of the State Cooperative banks. Both the State and

Central cooperative banks alsc had some individual members.

The working capital of the Central cooperative banké is built up
from deposits of Primary credit gocieties; alsc from individuals both
members and non-membefs, membership fees and from advances from the
State cooperative banks. The working capital of State cooperative banks
is built up from deposits of €entral cooperative banks and individuals -
both members or non members; from membership fees and advances from
State Governments. On occasion commercial banks find it convenient to

maintain deposit accounts in the State cooperative banks.

The management of the:Cooperative banks is quite simple and direct.
The operations of the Primary credit societies are in the hands of the
members themselves and are generally recorded by a paid secretary who
ﬁay or may not be a member of the society. The operations of the
Central and the State cooperative banks are delegated to a paid secretary -
manager designated by the Registrar of the Cooperative Departments of
the respective Statés. Until 1917 the Cooperative banks were under the
supervision of the Central Government of India. During that year their
supervision was transferred to their respective State Governments with

the result that there has since been ne particular uniformity in their

conduct.
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Interest rates charged by each tier in the structure vary from
state to state as does the character of the loans granted. Even so,
_interest rates generally are much lower than thoseﬂéharged by competing
money lenders and indigenous bankers. Cooperative Credit Societies
have charged as abrule between 6% énd 25% for their loanslin contrast
to the 15% to as much as 240% charged by the money lenders. One of
the more beneficial results of the establishmént of the Cooperative
banks was the subsegquent réduction.in the rates charged by the local

~money lenders.

Progress to 1935.

"Although by 1935 Coperative Credit Societies and Cdoperative banks
had [ .1 - been established only in the sfates of Madras, Bombay, and
Uttar Pardesh, their operations had become, never-the-less, quite
significant for the Country as a whole. Studies made by the staff of
the Reserve Bank of India indicate that about 800 Primary Credit
Sociéties with a membership of about 90,800 were in operatién in 1907.
Their capital and reserves amounted to Rs. 600,000 and their borrowed
funds and deposits to Rs. 1,800,000; By 1935, the time df the estab-
lishment of the Reserve Bank of India, the number of Primary Credif
Societies had grown to 104,974 and their membership to 4’592f#48f On
‘this latter datevtheir capital and reserve amounted to Rs. 292,000,00Q;
their borrowed funds and deposits, to Rs. 676,800,00Q.

,‘DatagiShowing their progress between 1907 and 1935 are éiven in section A
of £abie L ;on page 37. |

42, .
Vera Anstey. op. cit., pp. 195-96.
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Data fpr the Central ngperative banké are available from 1916
onward and reveal that the nu;ber of these institutions continuously
increased from 239 on that date to 615 in 1935. However, a.parallel o
continuous growth was not recorded in thg number of their individual‘.
members, and Primary Credit Societies. The number of iﬁdividual'
gembers rose from 33,000 in 1916 to a peak of 112,000 in 1925, and
subsequentlj declined to 85,000 in 1935. The numbef of member:
societiés increaséd from 11,800 in 1916 to 101,500 in 1930, then
declined to 89,100‘in 1935, 1In spite of the decline in fheir membership,
" the working cépital of the Central Cooperative banks continued to
increase and reached Rs. 61,000,000 in 1935. No doubt, because of the
increased availability of membership funds the-amoﬁnt éf'borrOWed
funds and deposits decfeased meanwhile from.a peak of Rs. 261,900,000
in 1930 to Rs. 233,000,COOvin 1935. The averége working capital per
Central Cooperative bank,made up of memberships, depOSits and Borrowed -
funds, increased froﬁ'approximately‘Rs}-136,000 to Rs. 478,000 during
the samé time. Ui rﬁvé woor" - Data showing their growth between 1916

and 1935 are given in Sectioan of Table 4~on.page 37.

Between l9l6Iand 1935‘the number of State Cooperative banks
increased from five to eleven; the number of their individual members
from 2,000 to B,OOO;' and the number of Primary Credit Societies and
Central banks, from 1600 to 19,400. Their working capital rose from
Rs. 7,700,000fin'19l6 to Rs. 116,400,000 in 1935, revealing an
average per state cooperative bank of Rs. 1,540,000 in-1916band

Rs. 10,580,000 in 1935. 1In 1916, their borrowed funds and deposits

held amounted to Rs. 6,400,000. By 1935, the amount had risen to

LN
an .
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Rs. 100,900,000. ..« ".---<2l .., Data, showing their progress

between 1916 and 1935 are given in Section C of Table %.on page 37.

In-as-much as the data available until 1935 do ﬁot reveal the
total amount of loans outétanding to members as of any particular date,
this information could not be included in the table. One could assume,
howeﬁer, tﬁat about 90 percent of the working capital of these banks
was. at all times employed. ‘These insti£utions always appear to have had
a greater demand for loans from members than their évailable working

capital would provide.

It should perhaps be noted that one of the cbntinuing problems
of the Cooperative banks was‘a shortage of funds which could safely be
lent on agriculfural land improvements. All Indian states had made
some provisionvfor loans for such purposes underthe Agriculturists_

43 Although

Loans Act, 1884,and the Land Improvements Loan Act, 1883,
early data on the extent of such loans areé not available, their volume
in 1954 was approximately the same as that reported by the Cooperative
banks.“q,'in 1929 the States of Madras and Bombay undertook to encourage
such loans by the establishment of Land Mortgage Banks under the
supervision of their respecti?e Cooperative Departments. However data

on the operations of these institutions are not available until 1938,

which takes us beyond the boundaries of this chapter.

A

L3z,
$.G. Panandikar, op. cit.,p. 139.

L, -
Reserve Bank of India, All India Rural Credit.Survey.

Vol. II. General Report, Bombay,..1954, p. 169.




Table 4

Number, Membership and Working Capital of Cooperative Credit
Institutions in India, 1907-1935.

Primary Credit Societies Central Coop, Banks (a) State Coop. Banks (a
No. Membs. _Working Cape (D) _Members _Working Cap. (b) Members WorkiﬁE-CéE.st
Year Mem- Captl. Depsts. ' Captls Depsts. : Captl. Depsts,
Ending No. bers and & bor. No. of Indiv. Soc. and & bor. Indiv. Soc. and & bor.
in June 000 000  Reservs money ~Banks 000 000 Resrvs. money 000 000 Resrvs. money

1907 008\9Oc8 006 1.8
~ 1910 3.5 230.7 2.6 9.8

LE

1915  17.1 831.7 20.1  68.7 239 33 1.8 5.7 26,6 5 2 1.6 1.3 6.4
1920 39.4 1641.9 52,0 162.1 393 93 201 12.2 521 7 2 2.8 3.0 2L.2
1925  69.9 2814.2 110.8 371.1 516 112 65.4 26,9 1350 9 3 10,8 6.0  A4hu
1930  102.6 4388.1 212.3 682.9 568 90  10L.5 47.1°  261.9 10 2  18.6 10.1 76.1
1935  105.0 4592.4 292.0 676.8 615 8 8.1 61.0  233.0 11 3  19.4 15.5 100.9

Source: Adapted from Reserve Bank of India, Banking and Monetary Statistice of Indig, Bombay, 1954.
Pp. 410, 422, and 38, | ' »

(a) Figures for Central Coop Banks and State Coop Banks start from the year 1916.
(b) Working capital of these banks consists of capital and Reserve funds and deposits
and money borrowed from other banks.
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Part 6
Postal Savings Banks

A discpssion of the ramifications of Indian banking enterprises
would not be complete without taking into account the development of the
Country's postal saving system, which was instituted to encourage
saving habits among the lower income group of Indian population. Some
tine after thé establishment of Imperial rule in India, the Indian
Government instituted small district savings banks in various admin-
istrative districts of British India. The Presidency Banks had also
established savings offices in fheir respective Presidency towns. No
authentic information is available on either the size of thesé insti-
tutions or their number. It ié known that these earlier savings offices
were eventually absorbed into the Country's postal -savings system whiéh
was established in 1882.%0 ‘The latter differs in some respects.from
the typical postal system of the Western World in that fuﬁds may be
accumuléted either by direct deposits at the pbst office or by the
purchase of savings certificates from rural mail couriers. In the early
years of its operation the minimum deposit was 4 annas (a Anna = 1/16
of a Rupee) or approximately 5 cents. This has since been raised to

one Rupee or approximately 21 cents.

The original legislation governing the operation of these postal banks
limited the amount that any individual may deposit in a single year to

Rs. 750; the total of the accumulated deposits to Rs. 5000 for an

adult and to Rs. 1C00 for a child.46

45. Reserve Bank of India, Banking and Monetary Statistics of Indisa,
Bombay, 1954, p. 366, ‘

ké. §.G. Panandiker, Banking in India, 6th ed. Orient Longmans Ltd.,

Calcutta, 1934, p. 143.
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This limit has been raised from time to time. The most ré;ent'inqnease
was in 1956 when the National Gofernment of India, in order to mobilise
the savings of lower and middle class people for the Second Five Yeér
Plan, raised the maximum to 15,000 for an individual; and, to |

Rs. 30,000 for a joint account. Interest at the rate of 2¥% was

allowed on deposits up to Rs. 10,000 and above that, 2%.47

Except for temporary setbacks, the Post Office Savings System has

e#pandea its business continuously. The very considerable amount that
thought »

has been accumulated by people, generally /Ao be too impoversihed to be
capable of any thrift whatever, is truely remarkable. Between 1885
and 1900 balances in Postai savings banks gfew frém Rs. 13,400,000ﬁt6
Rs. 96,500,000 ~ an increase of about 700%. By March, l935.5alances
had grown to Rs. 583,000,000 and later information reveals that during
1960 the figure was in excess of Rs. 2,600,000,000. The five yearly data

showing the development of Postal Savings banks is shown .in tablg_5;¢

on.page. 40,

L7.

K.K. Déwett, J.C. S8ingh, Indian Economics, Premier Publishing Co.,
' Delhi, 1959, p. 522.
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Table 5
Number, Deposits and Balances Outstending of Postal
Saving System Between 1885-1935

(Rs.000,000)
Year : :Number
Ended of Balances
March _Benks Deposits Int. Outstanding
1885 5499 16.6 0.4 13.4
1890 6350 32.8 2.1 58.7
1900 6479 47.0 2.8 96.5
1905 7855 66.7 3.8 134.1
1910 8767 73.7 b5 158.7
1915 10,161 1260 5.4 | 148.9
1920 10,670 203.86 5.6 213.5
1925 10,727 205.5 7.1 256.4,
1930 12,768 295.9 10.3 371.3
1935 12,679 430.6 135 583.0

Source: Adapted from Reserve Bank of India, Banking and Monetary Statistics of
India, Bombay, 1954. p. 369.

Note: Deposits include Transfer transactions from ome Post Office to
another from 1900 ornward.
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CHAPTER II

THE RESERVE BANK OF INDIA

The féirly late establishment of. the Reserve Bank of India was not
due té a relatively late awakening of.the Country to the advantageé
of a central banking institution. The need for a centr;1 fiscal |
agency was felt as early as the beginning of the 19th century when
the rule of the East India Company spread over the vast and divergent
areas of the Country. 1In 1809 it was suggested that the Presidency
Bank of Bengal should take on these functions. But for various
reasons, economic as well as political, the suggestion was not acted
upon. Later, in 1836 the idea of establishing a central bénk primarily
for fiscal‘opérations was agaln brought up among Company officials.
According to Professor Shirras, a proposal was put forward during that
year for a "great banking establishment for British India" to facilitate
the receipt of revenue and its subsequent diffusion through the various
channels of public expenditure, to furnish the remittance to Great
Britain of the sums required there for the Home Charg;es,:L and to
enable the East India Company to act up to the intentions of the
British Parliament by keeping the government of India entirely aloof
from that interference with the Commérce of India which the present
system of remittance ir_xvolves.2 But the Afghan War of the late 1830‘5
and the Sikh Wars during the 1840's diverted‘}he Company's attention
from proposals for banking reform to the establishment of its political

authority over the Country.

L. Home charges were the payments that India made to the United Kingdom

for maintence of law and order, Pensions to British officers and the
expatriation of British capital investment in India.

G.F. Shirras, Indian Banking and Finance, Macmillan, London, 1920,
pp’ 350-510
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After the transfer of Government .in Ihdia‘from the FEast India
Qompany to the British Parliament in 1858, a succession of notéworthj
proposals for the establishment of a central bank in India were made.
In these proposals the structural needs of a banking system, as well |
as those of government treasuries were.emphasized; There were also
some developments in the central bankiﬁg facilities provided by private

banks before a full fledged central bank was authorised and established.
Part 1
Antecedent Proposals and Institutions

James Wilson, the founder of the "Economist", aﬁd the‘first
finance member of the Imperial government of India, was also the first
advocate of the establishment of a full fledged céntral bank in India.
In 1858, he proposed the institution of a nationél bank capable of
gradually embracing all banking operations in 1ndia, énd'of‘exténding
its branches to the intefior traéing cities as opportuﬁity might offer.3
A similai proposal, including the constitution of the proposed central
bank'aldng lines similar to those-of the Bank of France, was put forward
in 1870 but neither proposal bore fruit. Between 1870 and 1899 the
uncertaihty over silver prices and consequent chéngeé in the exchange
valﬁe of.the Rupee was a more pressing questioh than thét>of a central
bapk, and no attempt Qas made to establish such an institution dufing

this period.

v

The question of a central bank came up before the Fowler Committee
which was set up in 1899 to engquire into the feasibility of introducing

3.
G.F. Shirras, "A Central Bank for India", Economic Journal, Vol.38,

1928, p. 573.
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é gold standard in India. Sir Everard>Hambro of.that Committee
emphasized, as indeed did the witness HMr. Alfred_de Rothschild, the
advéntages of having a strong central bank to assist in the exercise
of current policy and in the development of banking institutions in
India.4 Proféssor Panandikar claims that a witness before the Fowler
"Committee,presumably Alfred de Rothschild,advocated the establishment
of a central bank but the @overnment of india, under Lord Curzon; did

-

not favour the proposal.p

In 1913, when the Royal Commission on Indian Finance and Currency,
usually known as Chamberlain Commission, was appointed, the proposal
for instituting a central bank in India'again came under discussion;
this time with greater vigourf The Report of the Commission contained
a submission by J.M. Keynes in which a compfehensive plan for a central
bank was set out. His proposed institution resembled the Bankbof France
in that it combined central and commercial banking functions in the same
institution. Owing no doubt to the outbreak of World War I, this plan
as well as other recommendations of the Commission were put aside in-
definitely,'contribﬁting little if anything to the central banking

institution which ultimately emerged.

The Imperial  Bank Ixperiment "

The large scale bank failures during the World War I and the
uncertain exchange value of Indian Rupee thereaffer clearly showed the
defects and dangefs of India's individualistic banking structure where
L, .
G.F.: Shipras, op. cit., p. 574
5. | |

S.G. Panandikar, Banking in India, Bombay, 1959, Orient Longmans,
' Pe 7o
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~eéch bank conductéd its business in its own way without the help of
a central institution. Moreover thé clearing and collecting activifies
caréied on by the.Preéidency Banks during the World War I and their
support of other banking institutions brought to light some of the
Yer& feal advantages of a fully empowered gentral institution. This
undoub#edly led to the formation of the Imperial Bank of India which
in effect‘brought the three Presidency Banks under one control, ana
thus enlérged the scope of their central banking activities. The
Imperial Bank, however, did not constitute a cenfral bank in the
modern sense. The country's coinage and currency was still issued
by the Controiler of Currencj Department, and neither that department
nor the Imperial Bank exercised any conscious qontnol over the
aoﬁntry's monetary and banking structure. Thére was no déveloped
discounf market through which indian banks could obtain short term
credit and no officiai lender of last resd;t’ in timesvof emergency.
The absence of adequate rediscount facilities unnecessarily tied up
the liéuid funds of Indian banks-=fundswhich they had to maintain in
order to nmeet uncértain cash demands of their depositors. ‘There was
no machinery either.for regulating the interest rates or for providing
a measure of uniformity in them. There was no centfal authority to
collect data on banking operations or to publish information on the .

conditions in the Indian money market.

Findings of the Hilton-Young Commission

In October 1920, not long after formation of the Imperial Bank
of India as a semi-central bank, the International Financial Conference;.

was held at Brussels to study financial crises and the means of
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mitigating their consequences. Among its other findings was the

need for the institution of a central bank in countries where no such
bank existed.6 This implied advocacy of a central bank for India was
taken up by Indian nationalists including many Indian bankers. As a
conseguehce,in 1926 the Government of India appointed the Hilton-Young
Commission to investigate and report on the working of the Indian
exchaﬁge and currency system.and to recommend any changes or modifications
in the interest of the Indian people. This Cémmission laid down a-
blueprint for a central bank in India, a bank which in organizafion.

and structure wbuld not be unlike the Bank of England as it was thenb
constituted; 1i.e, private ownership and separation of issue and banking
departments. But the linking of this proposal with a higher exchange
rate on sterling aroused suspicion among Indian nationals who not only
realised the increased burden of the new ratecon India's sterling debit
but feared that the central bank might also be used as an iﬁstrumeﬂt to

enforce it. Moreover the Commission had recommended that the Reserve

Bank be a privately owned institution. This ran counter to the desires
of Indian nationalists who favoured a public owned institution and
insisted that the central bank should be subject onl¥y to the control of
the representative political assembly rather than to a body of private
shareholders; The latter they held was'likely to be captured by vested
interests withiﬂ and without the Country and not operated in the public
interést.7 | |
6.

League of Nations, The Monetary and Economic Conference,

Information Section Secretariate of League of
Nations, Geneva, 1933. p. 36.

7o .
K.N. Raj, The Monetary Policy and Reserve Bank of India, National ,

Information and Publishing Co.,Bombay, 1948,
P. 6‘+.
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In spite of the opposition of the Indian nationalists, the
Imperial Government of India accepted the recommendations of the
-Hﬁiton—Young Commission. Accordingly, in January 1927 it introduced
‘the Gold Standard and Reserve Bank of India Bill in the Indian leg-
islative Assembly. The then fipance member of the Government of India
commended this Bill as the greatest measure of financial liberalism
ever offered to the Indian people.8 The Government of India left no
stone unturﬁed to ?oint out the advéntages of the Bill and to influence
Indian opinion in its favour, yet when the Bill was referred to the
Select Committ of the Assembly, the latter recommended the following far
reaching changes which would have had the effect of creating a truly

national institution.9

1. ~ Either the Governor or Deputy Governor should be an Indian
national.

2. The majority of the members on the Board of Directors should
" be of Indian nationality.

3. The Capital‘of the bank should be owned and subscribed by
the state.

L, Members of state or federal legislatures should not be barred
from membership on the Board of Directors.

These recommendations were quité contrary to both G@vernmeﬁt and -
commissibn policy as expressed in the Bill - a policy which favoured
pri?ate shareholders, presumably operating the bank for private gain -
~the arrangementsAthen prevailing in the United Kingdom. The Commission,
itself overwhelmingly Bfitiéh, was not prepared to assume that a truly

national bank would place the integrity of money above the fiscal needs

3.

9.
S.K. MuranJan, Modern Banklngfln India, Kamala Publishing House,
Bombay, 1952, p. 246.
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of government. The economic interest of the members of the Commission
dictated at least monetary neutrality; for, fepresenting a creditor
country, they were concerned with thé financial policies of India,
then greatly in debt to Britain. If the Reserve Bank were free from
political pressure, it would follow the traditionmal British financial
policy and would hesitate to experiment with the new ideas on monetary
feform»then being discussed in academic circles. As a result of this
conflict of ideasband interests the Goéernﬁent of India withdrew the
Bill in February 1928 and thus shelved the idea of a central bank for

India for a few more years.

The Round Table Conference and Emergence of the Reserve Bank of India

In 19351, when the Roﬁnd Table'ConferehcesvbetWeen the representaﬁives
of the Indian people gnd the British government were held to decide the
future political status of India, the question of establishing a central
bank wés raised once more; this time with good préspects for favourable
action. To begin with, India could look forward with assurance to less
British interference in her purely domestic affairs, including‘the
establishment of a central bank, as long as the latterappéared to fali
within the pattern of similar instifutions that were being established
in other commonwealth countries. ‘Moreover there appears to have been
va desire to give the peeple of India a‘gfeater measure of responsibility
in the management of their public debt; yet, as shown latér on, the
desire of Indian nationalists for a state-owned and operated central

bank still went unheeded.-
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At the time the Round Table Conference was called, the world
appeared to be rapidly sinking into the great Depréssion,of %he 1930'5.
Bfitain had just gone off the gold standard and the United States
appeared to be contemplating a similar_action. Then too there was
uncertainty over the future of some of the establishea central banks
and misgivings on the prudence of establishment of a new institution
. when the outlooklwas-still so uncertain. Even so, the complementary
 nature of the ecohomies; of thg British Empire countries, and a need
for Imperial cooperation appeared to cail for the early establishmént
© of central banks in all Commonwealth countries. It wag-finally decided
tﬁatvwhile the new institution should be established its actual opening
should be postponed until after the depression had at least indicated
its course and.the country had échieved a favourable balance of trade

and a balanced budget.

These conditions were realized in 1933. 1In the Autumn of that
year the Government of India introduced the Reserve Bank of India Bill
in the Central Legislative Assembiy and piloted it successfully through
botﬁ Houses. ,Thé Bill received the assent.of the Governor General in
March 1934 and became the Reserve Bank of India Act of thét date. The
Reserve Bank, emerging from this Act, started its operations on April

1st, 1935.

Subsequent amendments to the Reserve Bank Act have not significantly

altered the basic structure and administration of theReserve Bank itself.
Part 2
Provisions of the Enabling Act

The Reseeve Bank of India has its head office in Bombay and its

main branches in Calcutta, Delhi, Madras, Karachi, Lahore, until 1948
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. . 11 . . .
in Rangoon, and a branch in London. It is authorised, subject to
government approval, to establish branches or agencies in any other
place in India.” After 1942, the Reserve Bank ceased to be the central
bank of Burma. ,Like the original Bank of England, the Reserve Bank's
Issue and Banking Departments are operated as separate entities. Although

the Bank is authorised to deal with the public in emergency cases, the

Act generally restricts. the Banks 'operations to baqking institutions only.

Capitalization and Qwnership . " o

Under thé enabling Act, the Bank began its operations as a private
shareholders' institution with a paid-up'capiﬁal of Rs. 50,000,000. This
capital was divided into 500,000 shares of Rs. 100 each. However, in
excess of 900,000 shares were subscribed. In order to ensure a wide and
representative distribution of these shareslthroughout British India,l2
the government divided the country into five regional ailotme#t centers;
Bombay, Delhi, Calcutta, Madras aﬁd Rangoon. The ﬁumber of shares
allotted to these centers were 140,000; 115,000; 145,000; 70,000 and
BO,QOO respecfively. The Q@vernment itself purchases 2200 shares to Be
held for such directors as might be short of the minimum qualifications
of 50 shares.13 The share capital of the Reserve 3ank could not be
incréased without the prior approval of the Governor-General in Council

and the Central Législature of India. The extent and manner of such an

increase was to be decided by the Bank's shareholders ina general meeting.

11.
Government of India. Reserve Bank of India Act, 1934 (as modified
up to November 1, 1956.) Section 6, New Delhi, 1957. p.3.
12,
At the time of the inception of the Reserve Bank, Burma was also a
part of India.
- 13,

In addition to this purchase of share capital, the Government of India
transferred to the Bank Rs. 50,000,000 worth of govefnment
securities which were to serve as additional backing for the
treasury note currency taken over by the Bank.
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To kéep the Bank in Indian hands, the Act stipulated that a share-
holder of the Bank must be either a# Indian or a person domiciled in
India. A concession was made to a British subject‘ordinarily resideqt't
in‘India, but temporarily'démiciled in anj»part of the British Empire,
providea there was no local government discrimination against Indians
‘or against.Indian'companies eithef fegistered under the Indian Comﬁaniés
Act or incorporated under the law of any part of the British Empiré.l
In order to forestall thq concentration ofABank shares in a few hands,
the Act put tﬂe maximum individuél holdings prigiﬁally at fifty shares.
Somewhat iater this maximum was raised to ZOC shares. While the owner-
ship of five shares entitled the holder to vote, no share-holder could
cast more than ten votes irrespective of the number of shéres held.
Theéé‘provisions remained substantially uﬁchanged until the Reserve Bank

was nationalized in 1948.

Administfation and Control

fhe administration of the Resérve Bank, subject té any directions
from the Govern§r—General-in—Council,Wé§ entrusted to a main body made:
up of a Central Eoérd of Directors and five subordinate Locai Regional
Boards. The formér consistedof sixteeh members including,the Governor
and two deputy governors. In order~t6vkéep a close watch over the:
operations of the Bank, the Governor—General-in-Councii.Was empowered 
to nominéte_the Governor of the Bank and his two deputies, after
conside?ing the recommendation of the Central Board. The Governqr
General'was aisb authorized to ncmigate five of the thirteen other "

directors,four of whom represent important elements of Indian economy, i.e,

14,

S.G. Panandikar, Banking in India, 6 Ed. Orient Longmans, Bombay,
1948, p. 341. ' :
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agriculturists, industrialists, etc., and the Government representative
on. the Board. The remaining eight directors were elected by the share
holders; two each'ffém the regions of Bombay, Calcutta and Delhi, and
one each from the regions of Madras and Raﬁgoon. The balance of

ﬁower still rested with the eleeﬁed members of the Central Boafd because
the Deputy Governors and the“Governments.representatiQe on the Board

are not authorized to vote. However the Governor-General-in-Council
‘had the pfiyilege of disapproving any action of the Central Board deemed .

not to be in the public interest.

The Central Board of Directors was associated by Local Regionai
Boards representihg each of the fifé regions. The'Local Boards consisted
of eight directors five of whom were elected by thé share-holdefs of
‘the region. The remaining-three were nominafed by the Central Board and
repfesented the territorial and economic intereét of their respectivé

areas.

The Governor and the two Deputy Governors held office for five
years and were eligible for re-appointment. The elected members of the
_éentral Board as well as those of the Local Boards held office fof five
years and were eligible for re-election. However, the term of office

of the appointed diréctons, both on the Central Board and thé.Local

Boards, depended on the pleasure of the nominating authority.

Mo change was made in this set up until the Bank was. nationalized

_in 1948.
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Prerogatives and Functions

Like central banks in'other countries, the Reserve Bank of India
was established to staﬁilize the value of money and to coordinate
the operations of the Country's underlying banking structure. 1In
terms of the preamble to the enabling Act, its main objectives were
"to regulate the issue of bank notes and the keeping of reserves with
a view to securing monetary stability in British Ipdia and generally
to operate fhe currency énd credit system of the Coﬁntry to its

15

advantage'. In order td achieve these ends the Bank was given
responsibility‘for the issue and'regulation of the Country'svpaper-
currency and the maintenance of its external value. It was also
désignated as the ggvernments' banker and fiscal agent, and equipped
to function as a banker's bank. In thg exercise of these functions
and prerogatives the'ReserveABank became the Country's official

monetary authority. 1In some.reépgcts it became a regulatory authority

as well.
Note Issue

The first official operation of the Reserve Bank was the take-
over of the responsibility for note issue from the Controller of
Currency Department. Incidentally, the amount of note-issue then

v 16 .
outstanding was Rs. 1,861,000,000. Under the enabling Act the sole

15. . .
Government of India, Reserve Bank of India Act, 1934, (as -
modified up to November 1, 1956), Preamble; New Delhi, 1957.
. 16. .
' Reserve Bank of India, Banking and Monetary Statlstlcs of India,
Bombay, 1954, p. 648.
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right of currency note issue was conferred on the Reserve Bank
but the Treasury Departmént continued to issue one rupee notes,

secured by deposits of coins, for the convenience of public.

Originally the Bank issued notes in the denomination of
Rs. 2, 5, 10, 100, 1000 and 10,000. The latter two denomination
were withdrawn in 1946. The notes of the Reserve Bank are legél
tender throughout British India. At the time of the Reserve Bank's

qationalization the outstanding note issue was Rs. 11,250,000,000.17V

Under Section 33(1l) of the original Act, it was laid down that
the assets of the Issue Department shall consist of gold coin, gold
bullion, sterling securities, rupee coin, rupee securities, and such
‘bills of ‘exchange and promisory notes payable in India as are eligible
for purchase by the Bank.18 Of the total assets 40 per cent to a
minimum of Rs. 400,000 without special permission must consist of
gold, gold coin, and steriing securities. (Gold was valued at the
rate of 3.47512 grains of‘pure gold per rupee). It was further
provided that the value of Qoverﬁment securities should not be more
than 25 per cent of the total assets pf Rs. 500,000,000 which ever was
greater.19 In times of emergency and‘shortage.of money in circulation,
goverﬁment security holdings could with the consent of the government
go up to Rs. 600,000,000 and sterling securities could fall below

4O per cent of the total assets. In the latter eventthe Bank was

17. ' '

Reserve Bank of India, op. cit., P. 648.
18. S

. Governtient ,0of~India, op. citiy Section 33::.
19,

P.C. Jain, Currency Banking and Finance in India, Chaitaﬁya
Publishing House, Allahabad;’l9€6, p. 193.

N
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required to pay a penalty on the amount of the deficiency, starting
at one per cent above the Bank's lending rate and riéing by one per

cent with each 2.1/2 per cent increase in the deficiency.

In contrést to the rigid fiduciary reserve system under which
the Bank of England operated during most of its history, the ability
of the Reserve Bank to take advantage of increases in gold and sterling
securities to increase its note issue adds considerable flexibility
to its currency operations and,indirectly, to the operations 6f primary
1endérs in the Country's money market. A.given increase in the Issue
Departments gold and sterling security holdings could result in 2.1/2
times.that»much'cﬁrrency being added to the country's money supply.
As the Reserve Bank could also issue bank notes against the security
of 'eligible!' bilis of exchange, any increase in the volume of the
latter could be_used.to support an increaSed.demand for bank credit on
-the part of primary lending banks as long as 60 per cent of the total

assets of the Issue Department were not exceeded.

Exchange Control

Under the provisions of the Reserve Bank Act, 1934, the Bank was
charged with the responsibility of maintaining the external value of
the Rupee at 18d.with uéper and lower 1imits of 18% d-and l?%g d-. |
respectively. In order to minimise the speculatiie holding og foreigg .
funds on the part of well-tofdo Indian residents, the Reserve Bank was
empowered to iimit the purchase and sale of stefling funds to authorized
banks which included all Eﬁchange B;nks and a few large Indian Joint |

Stock Banks. These Banks were entitled to buy and sell foreign exchange

- at the Reserve Bank in amounts not less than Rs. 200,000,the equivalent
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) of£13,333.20 This control was gxtended during World War II, and
all foreign exchange transactions were handled through the Exchange
.Control Department of the Bank that was set up under the Defence of
India Regulations.- Since the exchange control was maintained after
the War in order to conserve foreign exchange funds, prevent flight
of capital and to check speculative dealings in foreign_funds, this
Department continues to operate even today. The exchange reguiations

introduced during the War were continued until 1948.

When India became a member of the International Monetary Fund in
1945, the Reserve Bank was authorised to deél in curréncies of all
member countries of the Fund. However the Reserve Bank's exchange
transactions wére mostly confined to sterling as Indian trade was
carried on primarily with countries in the sterling area; Even the

fest of the trade was financed through the London Money Market.

Fiscal Agent for Governments

As the central Bank of India, the Reserve Bank took over the
central Government's banking business from the Imperial Bank and was
désignated later on, as Banker for State governments. Unlike the
Imperial Bank, the Reserve Bank receives some special benefits from
héndling the govérnments banking business. It does not have to pay
interest on government balances and receives some compensation for
 floating its'sécurities. Although there is no lower limit to the
‘deposits which the Central govérnment may keep with the Bank, the

Provincial or State governments have to maintain such minimum balances

20.

Government of India, op. cit., Sec. 40,
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as are agreed upon between them and the Bank. If thé amount of

a Provincial GoVernment's balance falls below this minimuﬁ, the
deficiéncy'must be made good either by selling treasury bills to
the Bank or by negotiating a loan at fates which dé not exceed thei

Bank rate.Zl

vThé Reserve Bank was also given responsibility for managing the
public debt of the Central and Provincial governments. For this
purpose the Bank set up a Public Debt Office through which the
%loatations of govérnment bonds, interest payments, conversions,
consolidations, renewals, and redemptions may be handled. For these
services the Bank is entitled to receive a commission of‘0.0Z per

cent of the amount of loans involved.

Reserve Bafk as a Banker's Bank .. - -

In order to ensure that the Reserve Bank would be a banker's
bank as well as a monetary autho;ity - and thus systema?ize the
counfry's banking structﬁre ~ the Reserve Bank Act, itself, designated_
in its second schedule or appendix the private banks which were to

become . participating member institution.

Membership Qualifications

The scheduled banks, as members of the Reserve System are
known in India, had.. to be priﬁarily engaged in the banking business
and to maintain §épi£al and reserves of‘not less than Rs. 500,000 -
then equivalent to ébout.$150,000. These requirements eliminated

from membership all relatively small joint stock'banking ventures,

21, .
S.G. Panandikar, op. cit., 9 ed., p. 389.
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and, of course, alllindigenous bankers and money lenders. The
schedule, as originally drawn, listed the Imperial Bank, twenty-nine
vjoint stock banks and twenty exchange banks - a total of fifty, with
aggregate capital and reserves estimatedlat Rs; ZE0,000,000 and
» aggrégate deposité‘of slightly less than Rs. 2;500,000,006. The -
fifty banks included in the schedule constituted aboﬁt 38 per cent
- of the 132 cofporate-banking institutions then reporting.in India.

. They held an est;mated'87 per cent of the capital and reserves of
 reportiﬁg banks and 95 per cent of their depqsits.22 By the end.
of 1948, when the Reserve Bank was nationalised, thevnumber of
lécheduled banks had increased to 94. At this latter date.the
scheduled banks constitutedvonly 15 per cent of all reporting
corporate banking institutions but these banks held 92 per cent of
the total deposits of all reporting commercial banks. Of the total
deposits of Rs. 11,182,200,000, the share of scheduled banks was about

‘Rs. 10,354,000,000.

Clearing and Collection Facilities

The Reserve Bank and its branches were made reserve depositories
and cleariné agents for Indian banks, and were equipped to transfer
money (cash currency) from one part of the Country to another. in
_the exercise of its clearing functions, the Bank was empowered to
‘take over the clearing houses which earlier had been established by-
the Governmént of India. The Imperial Bank of India was designated

the Reserve Banks agent at places where the latter had no branches.

22. . .
Reserve Bank of India, Banking and Monetary Statistics of India,

_ Bombay, 1954, pp. 8 - 9; 14 - 15.
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The branches of the Reserve Bank not only provide reserve
.depositories and clearing faciiities for locai banks under the
 Reserve Banks jurisdiction, but remittancé facilities as well. A
local branch can transfer, without cost, Rs. 10,000 or any multiple
thereof between any of the branch offices of the Reserve Bank and the
main office at Bombay. A local bank can make weekly remittances of
Rs. 5,000, or any multiple thereof, without cost to its principal
account with the Reserve Bank providing the latter has a local office
or agency. For ﬁon-multiple remittances in excess of Rs.‘l0,000 the
Resefve Bank receives a commission of 1/64 of one per cent. For
weekly remittances below Rs. 5,000vthe commission is 1/32 6f one

23

per cent.

L.egal Reserve Depository

In common with other more recently established central institutions, -
the Reserve Bank was made the sole depository of the legal reserves of
the scheduled banks. Undef Section 42 of the 1934 Act all scheduled
banks are required to maintain or deposit at the Reserve Bank at least
5 per cent of their demand deposits and 2 per cent of their time deposits.2
If é bank failed to maintain the required 1éga1 reserves, it is pro-
hibited from accepting additional deposits and is subjected to a penalty
charge. The latter is computed at 3% pef cent abbve the Bank rate on
the deficient amount for periods up to one week, and at 5 per cent above

the Bank rate for periods in excess of one week.25 The Reserve Bank

23.

S.G. Panandikar, op. cit., p. 353.
24,

Government of India, op. cit., Section 42.
25.

Government of India, op. cit., Sec. 42 (3).
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determines whether or not the reserve requirements have been main-
tained by the scheduled banks from the weekly statements which the
latter are required to submit. Under section 42 (2) of the Reserve
Act, failure to submit a weekly statement is subject to a ﬁenalty of
Rs. 100 per day of default. In addition to inforﬁation on reserves
these weekly statements provide the Rgserve Bank with the basic data

published in its weekly, monthly and annual reports.

Lender of Last Resort

In its role as a 'lender of last fesort' the Reserve Bank under
Section 17(2) of the enabling Act, is empowered to purchase, sell or
discount bills of exchange and promisory-notes, which arise out of
bona fide trade transactions and are drawn on ana payable in India.
These credit instruments must bear two or more good signatures, one
of which shall be that of a scheduled bank, and mature within 90 days.
On bills covering the marketing of agricultural products ihe time limit
may be extended to nine months (later on increased to 15 months) and
the bank signature may be that of a cooperative bank.26 Although the
.scheduled banks seldom took advantage of these rediscounting facilities
before the nationalization of the Reserve Bank, such‘facilities are,
nevertheless, an essential part of a properly conceived central banking
mechanism. In addition to rediscounting the schedule banks may, under
Section 17 (&) of the Reserve Act, borrow directly from the Bank on

the security of gold, silver, and other marketable securities for

- 2
periods not exceeding 90 days. 7

26, ‘ o :
Government ofs/India, op._cit., Sec. 17(2)

27.
Ibid.  Sec. 17(4)
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Part 3
The Role of the Reserve Bank, 1935 - 1948

In-as-much as the central béhking operations of the Imperial
Bank of India had not been entirely restricted in the original Reserve
Bank Act, and the participation in the Reserve System had been restricted
to large and therefore usually self reliant scheduled banks, the role
of the Reserve Bank during the first thirteen years of its existende,
was not predestined to be a particularly impressive one. The Bank
executed the more or less routine tasks involved in the management of
the Country's money supply and in the handling of sﬁch ciearing and
cash transfers as the location of its principal offices and branches
made possible, While it held considerably more of the deposits of the
-schedulea.bank than ﬁrescribed under the Reserve Bank Act, the latter
institutions made only occasional use of the Reserve Banks' redis-
counting and lending facilities. Between 1936 and 1948 thé'Bgnk
purchased or rediscounted bills of exchange amounting only to
Rs. ZOO,OOO.28 Even its other loans and advanceés never exceeded
Rs. 1,500,000 between 1936 and 1946, It was only in 1947 and 1948
_that the amounts had increased to Rs. 8,200,000 and Rs. 12,100,000,
respectively.29 The scheduled banks had already establishéd mutually
advantageous correspondent relationships with the well established
Imperiél Bank. These banks could not have been expected to transfer
their business to the new and inexperienced Reserve Bank and go through
28.

Reserve Bank of India. Banking and Monetary Statistics of India,
Bombay, 1954, -p. 561.

29. , .
Infra. Table No. 6, pP. 63.
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all the fermalities that wére involved in securing a loan from the
Bank. Meanwhile no extraordinary conditions had arisen that would
make an exercise of the Reserve Bank's eme%gency powers ana duties
necessary. As a consequence the policy makers of the Bank concerned
themselves for the most part with measures designed to unify and
‘regulate the operations of the indigenous bankers and thus to expand
the scope of the Reserve Banks' jurisdiction to both the organized

30

and uhorganized sectors of the banking system of India.

With the outbreak of World War II, and India's very consideréble
direct as well as indirect participation on behalf of the United
Kingdém, the role of the Reser%e Bank became singﬁlarly important.

The Indign Government had undertaken to train and equip a native army
‘not only to free the British garrisons for duty elsewhere but to take
active part in.defence of the freedom and the liberation of other
countries - activities which incidentally india herself had been denied.
This involved considerable exﬁense to the Indian Treasury. As the areas
of conflict expanded India undertook‘to provide troops, equipment, and
other supplies for the Aéian and African theatre.‘ Although most of
these latter undertakings were underwritten by thé United Kingdom
Government, they étill had to be financed in India. The totai cést of
supplyiﬁg.these war‘requirements amounted to a staggering sum of

Rs., l7,000,000}C&6?lMuch of this was represenfed on the one hand by an

increase in Indian public debt and in notes outstanding at the Reserve

Bank of India; on the other by the increased holdings of blocked

30. . See: Reserve Banks' proposals regarding extension of membership
to Indigenous bankers in Chapter 5, P...

31,

Reserve Bank of India. Report on Currency and Finance, 1944-45,
' Bombay 1945, pp. 38-39.
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sterling assets.

As a Monetary Authority

The operations of the Reserve Bank as a monetary authority were
more or less confined to i) fixing and maintaining a Bank Rate at
which it was prepared to make loans or to provide discount facilities
to its member banks, ii) incidental attempts to unify short term
rates and lending practices in the country's short term money markets,
and iii) supplying at reasonable rates the massive amounts of credit
through'which, in the main, the Government's war contributiens were

financed.

The Bank Rate was first set at 3.1/2 per cent. This was the
level at which the gank was prepared to supply day to day loans égainst
Govefnment securities and on: . éiigible commercial paper. However
the 3.1/2 per cent ratecoffered no margin to potential deaiers in the
short term money markets and was soon reduced to 3 per cent. Before
the War some advancésiwere made to the scheduled banks but the totalé
~were negligible - not exceeding Rs. 200,000 in any one year. Even
during the War the amount of Reserve Bank loans aAdAadvancés to
scheduled\banks remained relatively insignificant. However, after
the war there was/sibstantial increase in such advances;. the amount

rose to Rs. 12,100,000 in 1948. Purchases of commercial paper, if

made at all, were at no time significant.

Meanwhile the Reserve Bank engaged in open market operations to.
support the price of short term government securities at something
approaching the 3 per cent rate. Its direct advances to the Treasury

had taken on significant proportions even before World War II and rose.



- 62 -

to as much as Rs. 26,200,000 during 1948, Roughly equivalent
amounts of Treésury'Eills were acquired in opeh ﬁarke£ operations in
order to maintéin a 3 per cent marketvfor the latter type of issue.
Some idea of.the size of the Reserve Banks purchases of shﬁrt term
Government securities as well as its short term loans and advances

during the period under review is given in Table€oNowwbrontpage . 63. = >

Some of the advances made to the scheduled.baﬁks and a part of
the Bank's commitments ‘in Treasury Bills aroée out.of a succeésful‘
attempt to minimise the spread in short term money rates between the
Bomba& and Calcutta money markets. Before the infércession of the
Reserve Bank the spread on secured loans and cail money to support
trading on the stock markets,on the average,had.been about 1/2 of
1 per cent,with banks in Bombay money market charging thé higher rate.
When the Reserve Bank entered these markets as a buyer of Treasury
Bills; also, of other gilt edged securities; short term moﬁey becéme
more plentifﬁl. Interest rates were driven down and also equalized
in the two money markets. The results of these operations are re-
flected in the following summary of intefest»rate levels recorded in

the two markets.

YEAR 1935 1938 1941 1944 1947 1948

Avérage Rate:

Bombay Money Market 1%% 1/2 1/ 1/4 1/2  1/2

Calcutta " " 7/8  5/8 1/2  1/2 1/2 1/2



Table 6

Short Term Operations of The Reserve Bank, 1936-1949 Inc.

(Rs.000,000)
Year Advances Holding of Investment Advances ¥ .. .7» Internal Bills
ending to Treasury in Rupee to Purchased and
in March Gov't. Bills SecuritiesB‘ Banks Rediscounted?
1936 8.7 -- 54.8 0.1 -
1937 15.4 : -- 60.5 0.1 0.1
1938 7.9 - 0.5 71.2 0.2 0.1
1939 17.2 15.3 ‘ 63.6 0.2 -
1940 10.5 - 28,7 72.5 1.0 -
1941 20.1 _ 9.7 77.8 0.7 --
1942 40.9 2.7 89.6 0.4 -
1943 14.9 6.8 71.2 ~ 0.4 ' --
1944 4.9 9.1 76.1 1.5 ’ --
1945 4e3 | 14.6 131.3 1.1 --
1946 2.2 33.5 246.5 - 1.2¢ --
1947 0.5 23.3 317.0 8.2 --
1948 15.7 26.2 815.3 | 12.1 , -
1949 17.1 . 39.3 756.3 - 334 2.9

Source: Reserve Bank of Indis, Banking and Monetary Statistics of India, Bombay, 1954, p. 561.

1l

2
3

The Reserve Bank of India ceased to be the banker to‘the Governments' of Burma and Pakistan on
April 1, 1947 and July 1, 1948 respectively.
No external bills were discounted during this period.

Investment of the Banking Department consists mainly of Rupee securities of the Government of
India and of the State Governments.

€9
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As a Banker's Bank

As a banker's bank the Reserve Bank was put to a severe test
when it was still at an early stage of development. In order tp
weed out inefficient and weak banking institutions and thus to
spoﬁsqr the development of a sound banking system it had encouraged
the amalgamation of banks., In 1937, it had advanced substantial
sums (amount not disclosed) to the Travamcore National Bank and the
Quilan Bank to make their amalgamation scheme possible. However;
a Banking scare in South India during 1938 caused large withdrawals
of deposits which the newly amalgaméted bank could not meet. For
undiéclosed reasons the amalgamated banks could not support additidﬁal
advances at the Reserve Bank and was forced to close its doors in

. June 1938. As it did not allow the Reserve Bank to inspect its
accounts and determine fhe valﬁe of its assets, the latter did not

32

feel obliged to come to its rescue. The Reserve Bank was able fo
give substantial help to other banks which were adversely affected by
the Travancore - Quilah failure. Professor Sayers stated that "as
aéon as the news of the crisis was received, credit limits weré granted

33

to many banks in South India and these limits were later doubled'.

During this crisis the inspection of the accounts of many banks
by the Reserve Bank revealed that their eligible liquid assets were

quité'limited and thus insufficient to support substantial withdrawals

during a banking scare. These banks needed considerable advances to
meet a "run'. This was revealed in a circular which was intended to
32

R.S. Sayers, Banking in British Commonwealth, Oxford University
) Press, London, 1952, p. 233.

33.

Loc. Cit.
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be instructive but, ﬁnfortunately, the bankers interpreted it as a
refusal of the Réserve Bank to. grant emergency assistance in the
future. This considerably undermined confidence in the Eeéervé'Bank -
a confidence which was badly needed by the_young and still not fﬁlly

accepted institution.

As a Banker to.Government.,

Iﬁ theory it is ?ossible to distinguish between the fiscal and
the banking operations of a central bank but in practice the former
has usualiy dictated the datter and mongtary policy has beqome the
hand maiden of fiscal‘necessity. The operations of .the Reserve Bank
durihg both Worid War II and the Communal riots of 1947 were no ex=-
ception to this geﬁeral observation. The Governﬁent;s revenues from
ordinaryiéourcés and from voluntary savings spent on Governmahh bonds
fell fér short of requirements‘dufing both emergencies aﬁd the balance
had to be made up from forced savings’provided, as in other countries,
.through the credit granting facilties of the Centpal Bank. At the
beginning of World'War‘II, the central Government's funded ana unfunded
rupee debt stood at a little over Rs. 7 billiouns, its sterling debt at
about Rs. 4.7 billions. The.combined totél wés thus about Rs. 11.7

34

billions. Even though the sterling debt had been reduced to about

Rs. 0.64 billions during the war, the Rupee debt of the Government of
India had increased to Rs. 19.1 billions. In the meantime the Resefve

Bank of India‘had granted Government credits on blocked sterling assets

35

equivalehtfaihe%taggering sum of Rs. 15.5 billions. In all, funded

St Reserve Bank of India, op. cit., p. 560.
35. ' ,
Ibid., p. 881. o . ., iook%, oL,
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expenditures and current advarnces had increased from Rs. 11.7 billions
at the beginning of World War II to Rs. 35.2 billions at the end of

the War or by Rs. 23.5 billipns.

Of this latter sum approximately Rs. 9.7 billioms - almost all in
foreign currency assets - was funded by an increase in the note issue of
the Reserve Bank. The latter rose from Rs. 2.1 biilions in 1939 to
Rs. 11.8 billions in 1946. By the end of 1948, the last year of the
period under review, the Rgser?e Bank's note issue had increased to
Rs. 12.75 billions. The eitent to which direct and indirect‘Govefnment
advances contribﬁted to the outstanding note issue of the Reserve Bank

during its first thirteen years'of operations is detailed in Table 7,page 67.

It will be noted'frém table 7 thatlwhile the Issue Departments'
.holdings of gold-coins andibullion remainea fairly constant, the note
circulation increased from about Rs. %2,106,000,000 in 1939 to Rs. 9,796,000,000
in 1945 and furtherlincreased to Rs. 12,?49,000,000 by the end of Mgrch, |
1948. This substantial increase in.note issue reduced the banks metal
cover from about 53 per cent in 1938 to 6 per cent in 1948. Meanwhile
the foreign currency cover increased from Rs. 621;000,000 in 1936 to
Rs. 8,637,000,000 in'l945. It had réached Rs. 11,353%,000,000 by the end of

March 1948,

Not all the evidence of the Reserve Banks fiscal operatiors is
contained in the statement of the Issue Department. As noted‘éarlier the
Reserve Bank made substantial short term advances to the Government and
also acéuired substantial holdings of Treasury bills. These operations
along with thoée undertaken in the ordinary course of its dealings |
with the scheduled banks are revealed in the annual stateﬁtnts of the‘

‘ page 68.
Banking Department which are summarized in Table 84 The summary of the



Table 7
Operations of The Issue Department of The Reserve Bank, 1935-1949, Inc.

- (Re.000,000)

Year Hote Liabllitles | . Goldcotms ote ggg:ggn Gov't of Bullion and
iﬁnﬁiﬁih | igigzgifal Baﬁiiﬁgigept. Total bigiionl ggﬁizz szzzzzg Iggiﬁ,?:ﬁ::' g?iﬁoiz ?ssue
1936 1640.6 275.8 - 1916.4 '442.2 555.1  620.9 296.2 52.2
1937 1758.1 2581  2016.2 Ah2.2 6401 695.7 236.2 53,7
1938 1861.5 256.1 2117.6 Wih2  682.4  799.2 271.9 49.9
1939 1823.6 282.8 20604 bdbe2  6TLL 669.5  321.6 52.9
1940 2092.2 187.9 2280.1 bk .1 675.2  186.4 3744 , 49.9
1941 - - 24141 172.9 2586.7 Lih.l  358.7 1299.2 484,47 31.1
1942 3076.8 122.2 3199.0 4bol  352.8 1650.0  752.0 24,49
1943 513434 118:0, 525234 AWk 22313 31911 1393.9 12.7
1944 ST 105.0 - 787647 WA Li2.8 6435.2 854.5 Tk
1045 9686.9 109.3 9796.1 L4l 135.1 8637.4  579.5 5.9
1946 11,626.4 1641 11,790.5 - 4441 155.2 10612.7  578.4 5.1
1947 12,229.6 326.1  12,555.7 4441 1943 11338.9  578.4 5.1
1948 12,278.2  47L.2  12,749.5 Lk 323.6 11353.3  628.4 6.0
1949 - 12,374.2 - 220.2  12,594.4 424..9 438.6 9074.7  2656.2 6.9

Source: Reserve Bank of India,bBanking and Monetary Statistics of India, Bombay, 1954, p. 560,

1 Gold valued at 8.47512 grams per rupee.
2 Including government of India Rupee notes issued from July 24, 1940.
3 Only sterling securities up to December 31, 1948,

L9



Table 8 : .
Operations of The Banking Department of the Reserve Bgnk, 1936-1949 Inc.

(Re .000,000)
. Liabilities Assets
Y&ar ' Bills Other ' Cash ~ Balance Loan & Other Trea- Gov't

ending Deposits pay- Lia- 1 Rupee and held advncs. Loans & sury Rupee Other
in March Gov't. Banks Others gble Dbilities Total Notes other coins gbroagg to gov't Advances3 Bills Secur.Asset
1936 112.6  272.6 0.9 0.7 8.4  495.2  275.8 1.3 19.9 8.7 0.1 - 54,8 5.1

1037 98.3  265.6 4.0 0.8 . 10.6  479.3 2581 1.0 136.2  15.4 0.2 - 60.5 8.1

1938 113.7  249.6 7.0 0.9 7.7 L78.9 256;1 0.8 134.8 7.9 0.2 0.5 71.2 7.2

1939 132.1 1619 7.5 1.0 11.8  431.2  282.8 1.0 42,1 17.2 0.2 15.3 63.6 9.0

1940 115.0  178.0 10.4 1.0 1.5 42,5 187.9 0.9 123.4 10.5 1.0 28.7 72.5 17.5

1941 152.9  368.4 19.2 3.2 22,4 687,1 172.7 1.2 393.2  20.1 0.7 9.7 77.8 11.7

1942 151.6  377.3 38.9 7.8 35.5  735.5 122.2 1.3 460.8 40,1 0.4 2.7 89.6 17.6

1943 203.9  573.6 32.9 28.0 5.1  996.6  118.0 1.3 L1 149 0.4 6.8 71.2 33.0

1944, 418.5  646.9 - 66.5  25.4 82.8 1346.3  105.0 2.7 1117.2 4.9 1.5 9.1 76.1 30.8

1945 ~ 1786.9  905.7 132.5 34.8  105.8 3073.8  109.3 2.6 = 2772.8 4.3 1.1 | 14.6 131.3 37.8
1946 . 4063.8  902.2 165.6 32.6  130.6 5407.1 164.1 3.1 4882.3 2.2 1.2 33.5 246.5 742

1947 4907.7  850.4 142.4 42.3  130.9 6187.6 3261 2.4 5288.3 0.5 8.2 23.3 317.0 221.8

1948 .3691.7 1024.7 3421.1 29.2  116.4 5449.6  471.2 122 4069.5 15.7 12.1 26.2 815.3 485.5

1949 2387.9  €05.3 565.2 39.5 - 112.8  4190.5  220.2 1.1 3077.8  17.1 36.3 39.9 756.5 4l.4

Sources Reserve Bank of India, Banking and Monetary Statistics of India, Bombay, 1954. p. 56l.

1 Includes Rs. 100,0005000 of paid up capital and reserves
2 Includes Cash and short term securities. :
3 There are no external bills purchased or discounted during this time.

K9
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Réserve Bank's operations presented in the previous Table reveals

that its heldings of'Government Rupee securities continuously ingréased
during the peridd under re&iew. Between March.l936 and March 1949

-the amount of such holdings rose from about Rs. 55,000,000 to the
substantial sum of Rs. 756,500,000. Its investment in treasury bills
increased from a nominal sum of Rs. 500,000 in 1938 to about Rs.40,000,000
at the end of March 1949, It also reveals.the substantial growth in

the Bank's holdings of foreign assefs (sterling securities) which reéched
a peak of Rs. 5,3 billions at thé end of March 1947 and then decreased

to about Rs. 3.1 billions at the end of March 1949. The issue
Départment as shown earlier held fbreign securities. on the latter date,
amoqnting to appfoximately Rs. 9.1 billions,thus making a combined total

of about Rs. 12.2 billions of these securities.

Meanwhile the deposits of scheduled banks with the Reserve Bank
increased from Rs. 272,600,000 in 1936 to a peak of Rs. 1,024,700,000 in
March 1948'then decreased to Rs. 805,000;0005 in the following year.
Government deposits increased fpom Rs. 112,600,000 in 1936 to‘approximately
Rs. 2388,000;000 im 1949. |

' The combined summary of the Bank's.operation for the period under

review is presented in Table No.9,on page 70.

Reserve Bank Credit and Prices

It goés without saying that no central bank could have financed
such a major portion of a country's credit needs as that revealed in
the foregoing tables without generating a rapid rise in prices which it

was powerless to control. And in this case the magnitude of the Reserve



Table 9O

Combined Operations of the Reserve Bank of Indla, 1936-1949 Inc.
(Rs.000,000)

Ligbilities Assets

Year - Wofes In Uther Gold Coin Foreign Rupee and Advncs.

ending  Circu- Lia- 1 and ,  Ourrency Subsidiery Gov't and Re- Other
in Mareh lation Deposits bilities Total™ Bullion _Aissets Coins Securities disents. Assets
193 1640.6 3861 9.1 2135.8  4hk.2 0.8 55611 350.9 8.7 5.1
193 17581 367.9 1.4 223Teh  hdde2 g31.8 641.1 206.7 155 8.1
1938 1861.5  30.2 8.7 204 kb2 934.0 603.2 343.1 8.7 7.2
1939 1823.6 31855 12.8 2254,,8  Ahh.2 711.6 672.1 - 385.2 3247 9.0
1940 2029.2.  327.1 15.4 . 25347 4441 909.8 676.1 447.0 0 40,2 17.5
11941 24141 56L.5 25.5 31012 44h.l 1692.3 1360.0 562.4 30.5  11.7
1942 3076.8 592.2 433 38123 Add.l 2110.8 354.1 841.6 440  17.6
19433 5134.4  817.5 79.1  6131.0  AdL.D | 3942.2 2245 146541 22.1  33.0
1944, 77717 1138,1  108.2  9118.0  44h.l 7552.5 1445 930.6 15.4  30.8
1945 9686.9  2833.2 140.6 12,760.6 4441 11,410.2 137.7 710.8 20.0  37.8
1946 11,626.4  5143.8  163.2 17,0334.4 4bk.l  15,49560 158.3 82/,.9 36.8 742
1947 12,229.6 5904.4°  183.2 18,417.1  444.1 16,627.2 196.6 895.4 31,9  221.8
1948 12, 278 2 5204.0 145.5 17,727.8 Lbd 1l - 15,422.8 - 324.8 1443.7 440 4L8.5

Source: Reserve Bank of India, Banking end Monetary Statistics of India, Bombay, 1954. p. 560.

1 Includes Rs 100 millions of paid up Caepital and Reserves.,
2 Valued at an rate of 8.47512 grains of fine gold per rupee.
3 Reserve Bank ceased to be the Currency suthority and the bankers for the Government of Burma with

effect from June 6, 1942 and April 1, 1947 respectively.

0L



- 71 -

Bank's undertakings on behalf of the Government is not revealed in its
entirety by purchases of Indian Government securities. To the latter
must be added the Reserve Banks"holdings'of foreign currency assets
which secure Reserve Banks advances on foreign indebtedness to the

. page 72 :

Indian Government. In Table No. 10,the total of these investments and
advances is compared to the Country's total funded debt and contingent
liabilities in foreign currency assets. Pfice‘and purchasing power

.

index are presented, also.

The e#tent to which this massive support of the Government's credit

needs contributed to the rise in the Bank's outstanding nété issue and
decline in the

in turn to the/purchasing power of the Rupee needs little additional
< comment. There was mmme;thamﬁ‘a three-fold increase in prices and a‘
related decline in the value of tﬁe Rupee. By no stretch of the
Iimaginatién could the increase in the Bank's note issue have been
absorbed in the cash needs of the ipdian economy without inflation and
its forced savings counterpart. One may not seriqusly contend that the
implied forced savings could have been avoided by higher taxes and
attrgctive interest rafes on Government securities without sériously
‘restricting the War effor?sthemselves. Thé patriotic fervour of a

nation seldom reaches such a height that people will surrender all of

their War gains voluntérily.

During the first two years of World War I the pfice rise was not
considered significant. In his budget speech of March 1943, thé then
Finance Minister held that "... there is not the remotest risk of inflatien
xof the nature and on the scéle which occured in some of the countries

. ~ :
which suffered utter defeat in the last War”.Bo But Indian economists

36.
Budget Speech, 1943-44, Paras. 50-55. As quoted in G.P. Gupta,

op. cit., p. 2088.



Table 10

Government Debt, Reserve Banks Credit and Purchasing Power of the Rupese,
1936-1949 Inc. (Rs.000,000)

Public Debt in Indis Regerve Bank Credit Indexes
Year Debt of Indian Total Debt Holding of % of Outstand- General Index of
Ending Indian Debis of ’ to Indien and Total ing Note Price Value of
in March Gov't. For. Gov'ts. Indian People For. Debts Debt _Issue Indéx Rupee
1939=100 _
1936 11,910 771 12,681 1916 15.1 1130.0 N.A. N. 4.
1937 113794 832 13,626 2016 14.9 1144 N. A N. A.
1938 11,747 934 12,681 2118 16.8 1286 © N. A. N. A.
1939 11,791 712 12,502 2106 16.8 1129 100.0 100.0
1940 11710 910 - 12,619 2280 12.1 1696  125.6 79.8
1941 12,061 1692 13,753 2587 18.8 2285 114.8 87.5
1942 11,517 2111 13,628 3199 2344 2996 137.0 73.0
1943 - 12,978 3942 16,920 5252 31.0 5429 171.0 58.5
1944, 14,146 7553 21,699 7877 36.3 8497 236.5 42.3
1945 16,390 11,410 27,800 9796 35.2 12,140 244,42 40.9
1946 19785 15,495 35,280 11,790 33.4 16,356 244,.9 40,8
1947 21,852 16,627 38,479 12,556 32.6 17,556 275 4, 36.3
1949 23,853 12,153 36,005 12,594 34.9 15,632 376.2 26.5

Sources 1 Adapted from Reserve Bank of India, Report on Currency and Finance, 1951-52, Bombay 1952. p. 147.
2 Adapted from Reserve Bank of India, Banking and Monetary Statistics of India, Bombay, 1954,
pp. 560, 561, and 881,

el
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in a manifesto issued on April 12, 1943 pointed out the dangers of
creeping inflation generated byAthe peculiar system of War finance
adopted by the Central Government. They were par£i¢ularly concerned
with the implication of the process by which the United Kingdom

. Government and other Allied Governments purchased material from India
and paid for their purchases in inconvertible sterling securities and’
blocked sterling balances. As noted, the Reserve Bank issued cﬁrrency
and credit against these securities and it was not able to liquidate
them from the proceeds of current imports. In order to check further
inflatioh the economists suggested price controls and rationing; also

increased dependence on long-term borrowing and’ increased taxation.

All of these devices were put into effect and, no doubt, did arrest
the pace of the inflafion between 1944 and 1946. During this period the
general price index increased from 237 to 245, But, as shown,continued
acquisition of long-term securities by the Bank to support their prices
and the continued acceptance of foreign currency assets brought parallel
increase invthe money supply. Hence, in spite of price cqntrols,
prices continued to rise. In addition to the controls the Government

attempted to siphon off some of the excess supply of money by selling
approximately Rs. 800,000,000 worth of gold.37 It appears that the
sale of gold soupled with other deflationary measures did arrest the
price rise between 194k and 1946 but only temporarily. In 1947 when
the controls were relaxed the general price index moved rapidly from
275 to 376, the figure feCorded for March 1948. On the latter date the

Rupee was worth in real goods about one-fourth of its pre-World II

value.

37.
G.P. Gupta, op. cit., pp. 191-192.
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CHAPTER III

DEVELOPMENTS IN THE PRIVATE BANKING SECTOR, 1935-1949 INC.

The establishment of the Reserve Bank of India and.its banking
6perations before 1949 appear,on.the surface at least, to have ﬁad
little if any impact on the day-te-day opérations of the several classes
of primary banking enterprises which function in the Indian economy.
The indigenous bankers and money lenders continued to provide the bulk
of‘the credit required by the agriculturists, small tradesmen, and other
artisans, with little effeétive competition from the cooperative banks
which were'particularly designed to meet the credit needs of such people.
The Imperial Bank improved;upon its already significant role as a primary
lender and a quasi-central bank; the Joint Stock Banks gontiﬁued to
finance domestic commerce and trade. Meanwhile the Exchange banks as
before, financed most of the country's externgl trade. These banks
also competed with the Indigenous bankers and the Indian Joint Stock banks

in financing the internal trade of the country.

Yet . :
/it would be quite misleading to leave the impression that these

éeveral classes of primary lenders were neither affected by the

existence of the Reserve Bank nor by what, for lack of more acéurate térm,
we may call the Reserve Bank's non-banking undertakings. The latter took
on the form of attempfs to inqréasevthe scope of.its jurisdiction to
indigenous bankers and non-scheduled Joint Stock banks, participation

in attempts to eliminate the usurious rates charged by money lenders, and
prime mover in strengthening the laws under which‘the ordinary banks

operéted. In fact during this period the foundations were laid forw ..
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the future extension and expansion of the Reserve Bank's regulatory

authority over all incorporated banking institutions.

The nature and implications of these non-banking undertakings on
the operation and éccomplishments of each class of banking enterprises

are now our immediate concern.
Part I
Indigenous Bankers and Money Lenders

Two significant undertakings mark the progress of indigenous
bankers and money lenders between 1935 and 1949. However neither
undertaking was promoted by these self reliant, tradition-=bound native
bankers who provide such a significgnt pant of India's banking needs
and make up the so~called "unorganized" sector of the Indian money
- market. One was an attempt of the Reserve Bank to extend its
jurisdiction fo include such indigenous banking enterprises as could
meet the conditions.laid down by the Bank and thus qualify for
membership in the Country's Reserve Bank syétem. The other was a
more or iess concerted move on the part of governmental agencies to
control the interest rates charged on loans to the usually hard
- pressed agriculturists and small tradesmen to whose fimancial needs

the money lenders catered.

Proposed Inclusion in Reserve System

Probably because the Indigenous bankers and money lenders do not
operate under formal banking legislation and are not subject to public

supervision or control, it has become customary to designate them as



- 76 -

bthe 'unorganized' sectot of the Indian money market. But, to a
A Weéterner at least; such é designation could be quite misleading. In
fact it would be nearer‘the truth to designate them as the "native
banking system" and thus eliminate the erroneous suggestion that they
are either disorganiZéd or are lacking in unifying relationships. The
indigenous bankers serve each other as correspondents in the handling
of internal bills of eichange (Hundis). They help each other finan-
ciaily o L eanci=lly or otherwise in times of emergency to keep up
the 'name' of their ancestral profeséion. They also act és banker's
banks for the professional money lenders who genefally cater to the
credit needs of peasants and other rural dwellers. As noted earlier
these patriérchal 1gnding institutions have, on occasion, served as

state bankers and exercised the important note-issue privilege.l

Because of their number and basic importance in the Indian economy
(exact data are ung&ailable) the Central Banhking Enquiry Committee
recomnmended that, on the establishment of the Reserve Bank, such -
indigenous.bankers as were engaged exclusively in the banking business,
or would divest themselves of all non-banking business, be brought into
direct associatioﬁ with the Reserve Bank in the same manner as the Joint
Sttck banks. This presumably implied the maintenance of reserve accounts
at the central bank; use of the latter's clearihg and cash transfer
facilities and the important privilege of rediscounting eligible
commercial paper. It probably also implied the listing of gqualified

indigenous bankers, many of whom are rich and influential, as ®scheduled!

banks.

1 ° :
Government of India, Report of the Central Banking Enquiry

Committee, Bombay, 1931, p. 107.
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In spité of these attractions, however, none of the indigenous
bankers sought association with the Reserve Bank and the Reserve Ban k
itself toock steps to remedy the situation early in 1937. It issued‘

a circuiar to all scheduled banks and indigenous bankers seéking a
concensus on the quéstion ofAiinking the Indigenous bankers directly

{ﬁo the Reserve System and the extent of the changes which the 1ndigenoué
bankers should be required to make to secure this linkage. - On the
basis of replies, it would appear of'the scheduled Banks only, the
Reserve Bank drew up a plan under which the indigenous bankers would

be granted thg same facilities and privileges as the scheduled banks

providing the iIndigenous bankers undertook to:2

i. segregate their banking business from their trading and
non-banking business; :

ii. maintain proper records and make them available for inspection
by the Reserve Bank;

iii. submit regular atatements of their banking business to the
Reserve Bank; and to : :

iv. have a minimum working capital of Rs. 200,000 which would be
increased to Rs. 500,000 within a reasonable period of time.

’As might have beén expected none of the indigenous bankers was
willing to gomply with theée conditioens. In many caées their banking
business was not as important as their mercantile bsuingss. Sometimes
their loans were made in kind and thus posed the difficulty of recérding
them in monetary units; There was also considerable reluctance on the
part of Indigenous bankers to disclose the nature of their businesé»to
the Reserve Bank authorities. Yet one may infer that a significant

thought not explicit reason was the fact that the Reserve Bank could

2.

- S.R.K. Rao, - The Indian_Money Market, Allahabad, Chaitanya
' Publishing House, 1959, pp. 87-88.
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provide no facility or privilege which was not already available within
‘the Indigenous system itself or through correspondents relationships

with the Imperial Bank and other larger joint stock inétitutions,

The question of affiliation with the Reserve Bank was brought up
again in 1941, interestingly enough, by the Bombay Shroffs who desired
to make their internal bills available for rediscount and were impressed
by the possibility of developing a deposit business to supplement their
working capital. This group was willing to meet the original conditions
sét out by the Reserve Bank save the giving up of all their ancestral
non-banking undertakings énd the disqlosure of'the extent of their business.
The Reserve Bank was prepared to allow the Shroffs a number of years in
which to maké other provisiqné for non-banking undertakings but nqt to
conéede the ruling principle that a participating or member bank shéuld
 be'engaged exclusively in the banking business. Hence nothing came of
this second attempt to incorporate the Indigenous bankers in the country's
Reserve Bank system. Even so, the move does reveal the realization on
the part.éf the Shroffs that some ad&antages could be géined by affili-
ating with the Reserve Bank. As indicated in Chapter V, another un-

successful attempt was made in 1951.

Money Lenders and the Rate of Interest

The practices of money lenders, as would be expected in any
unorganized profession, are no£ uniform throughout the Country but vary
from State to State, and even from one place to another in the same'State.
They vary according to iocal customs and traditions, to the needs and

circumstances of the borrowers and to the nature of security, if any, offered.
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Character of Loans - Professional Money Lenders

The professional money lenders make mahy small loans to borrowers
whom they can trust without even the formality of a promisory note.
But when the loans involve a substantial amounts of ﬁoney and renewals, or
are made to strangers,promisory notes with witnessed signatures are |
taken from the borrowers. When security is required it may consist
of conditional bilis of saie envornaments, land, houses, and other
valuable property. éases are not uncommon where the loan is secured
by cattle, crops or other movable property. Loans are made to farmers
on the security of crops with the understanding, expressed or implied,
that the borrower will sell the crop through the money lender or his
agent - in some cases, o doﬁbt, the Indigenous banker or agent from
whom the monéy lender obtains his funds. Loans are generally for
lshort periods_but, since their proceeds.are uéed'primarily»fq=persqnal
neéds or to meet consumer obligations rather than for productive'purposes,
&heycarfy usurious interest rates. The debtor may become more or léss
permanently ehsiaved to the money lender. The activities of the money

lender, who may also be a borrowef, may also be restricted.

Character of lLoans - Non-Professional Money Lenders

The non-professional money lenders, as described in Chapter One;
generally lend in kind; i.e., seeds, consumer goods, etc., usually on
the sécurity of land and chattles. In many cases no security whatever’
may be required and the lean may be made on mutual trust. No formal
records are kept of the transactions and sometimes the illiterate and
ignorant borrowers are cheatea to their last penny by greedy non~

professional money lenders. Since the loans made by the non-professionals
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are usually to a morevimpoverished group of borrowers than those

made by the prdfessionals,intergst rates are ofteh‘higher} Yet the
non-professiongl'lenders are able to secure the payment of a larger
proportion of their loaﬁs than are the professional money lenders as:
thé former generally_lend to their friends and usually ﬁold a strateéié»

economic and social position in the community.

Rates:of Interest: .y}

As Qould be expec£ed there was and continues to be a great
diversity in rates of interest charged by money lénders. Individual
rates‘vary from one State to anothgr,f%om oﬁe money lender to another, .
and according to the degree of risk involved. Accordiﬁg to ihe
Provincial‘Banking Enquiry Committee set up in most of the-provindes~‘
of India during the early 1930's, interest rates charged by méﬁey
1endérs ranéed anywhere from 12 per cent to 37/ per ceﬁt depending'on
the security offered, the amount of ioans and on theuamduﬁt of credit.
AVailaBle to the borrower from other sources.3 On unsecured loané
made by the money lenders interest rates were much higher. Those
chargea by itinerant money lendersvare the highest and range from”75_;
per cent to 360 per cent.4 Professor Jain, referring no doubt to the
local money lenders, states in effect that interest charges may vary
from % Anna to two Annas per Rupee per month or from 37)% per cent to:
150 per cent per annum.5' vHe further states that fhe rate of interest

' classes of

charged by the Pathans (one ofathéJséVeral/itinerant money lenders)

comes to over 300 per cent per annum.

. S.G. Panandikar, Banking in India, Bombay, Orient Longmans, -

3
1959, p.50
-+ Toch-cdtih, ©on il

I.&ana = 1/16 of a Rupee

o\ &

J.C. Jain, Indigenoﬁs Banking in India, Macmillan, London, 1528,
The personal experience of the writer confirms the observations
of Professor Jain.
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. Government Regulation

Moderately‘high.interest rates can be accounted for and‘justified
by_the eleﬁent oferisk involved in the loans made‘by the money‘lenders,
bur‘rafes in excése of say 3 per cent per month could arise only from
the illiteracy and_ignorance of the borrowers plus the indifference
. of the Goverhment. In order to-proteet the simple'countr& folks

from the malpraetices of the money.lenders, the Government of India
‘passed'a Usurious Loans Act as early as 1918. This ﬁeasure empowered
‘the eourts te examine all loan trahsactioﬁe in cases where the.court
was convineed that the rate was eicessive and exceptionally‘high. How=-
ererllike many other pdous undertakings, ndlagency was sep up to weed
'out‘the.maléractices, and the_dnds'of proving guilt.; - g;fmlrj.
appeare_to have been‘left £¢‘a plaintiff, efteniteoedgeerent tb.knoﬁ
his rights and alQaYs‘too impeverished to plead them._;

At a somewhat later date various States toek.Stepsvto eliﬁihate
the usurious practices of money lenders. In l§30+.£he Punjeb
~Government‘paSSed a regulation of aceountstct reduiring all licensed
money lenders to keep in a prescribed form a seperate acpeunt for -
each debtor, The form revealed the date and the princiﬁal of the ioan,
the rate of interest, the amount and the date of repayment, and the
amount repaid. The moﬁey lenders were also required to provide their
borrowers with semi-annﬁalbetatements in which principal and interesﬁ
were shown separately. If the money lender failed to comply with the
law, the'Courts'were empowered to dis-allow either pert'er all‘of the

7

accrued interest, In 1934, the same State passed a relief of

7.
- Panadikar, op. cit., op. 52
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indebtedness Act fixing the maximum allowed rates of interest at

7% per cent on secured loans and at 12} per cent on unsecured loans.

The extent to which measures of this character were enacted
either before or during the period under review and the limits placed

on interest rates is summarised on the following page.

Although these Acts probably have gnified the practicés of
professional mbney lenders and to some extent checked the abuses
practiced on impoverished bqrrerrs, they did not result in the compiéte
"elimination of these practices.  Some unscrupulous non-professionél
lenders continue to exploit their needy and captive borrowérs, if not

by one device then another. Moreover, while the professional money

-

lende:s did keep within:the'laws, they‘did so by rgstriéting or even
dénying loans  to these more impoveriShed and henée unreliable Borroweré.
Mény of them discontinued their'lending operations and devoted their
talenfs to;other aliied occupations. Since most of the customers of
money lenders are agriculturists, the>prob1em of credit availability

has since taken the place of extortionate rates of interest.

Part 2

Indian Joint Stock Banks

The 1935-43 period was one of singular importance for the banking
enferprises incorporated in India. ‘The conduct and operations of
both the scheduled and non-scheduled banks were affected by a tight-
ening of the Companies Act of 1913 ﬁnder which they'were incorporatéd

and by the extension of the authority of the Reserve Bank, In spite
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MEASURES TO REGULATE MONEY LENDING IN INDIA

Maximum interest rate allewed:

. On ' . On unsecured
State Titlie of Act secured loans - _loans
: ' % - %
Assam 3 The Assam Money Lenders
Act, 1934 9 3/8 12 1/2
Bihar. The Bihar Money Lenders
(Regulation of transactions) 9 : 12
Act, 1939
Bombay The Bombay Money Lenders Act, .
. - 1946. 9 . 12
Madbya Pardesh The Usurious Loans Act. of :
1918 as Amended in 1934. 12 18
Madras The Madras Pawnbrokers Act, K
1943. : 6% - 9 3/8 _—
The Madras Debtors Protection
Act, 1934, 9 15
Orissa The Orissa Money Lenders Act,
1934, 9 12
Punjab The Usurious Loans Act, 1918
K (as amended by the Punjab Relief
of Indebtedness Act, 1934) also
Regulations of Accounts Act,
1930. _ 2% above
- bank rate =y
Uttar Pardesh The Usurious Loans Act, 1918,
- : as amended in 1934. 12 .24
West Bengal - The Bengal Money Lenders Act . : .
1940. 8 10
Hydrabad ' The Hydrabad Money Lenders
' Act, 6 9
Mysore The Mysore Money Lenders Act, ‘
1939. _ 9 12
Coorg. - The Coorg Money Lenders Act,
e 1939. 7% ’ 12
8.

S.R.K. Rao, The Indian Money Market, Chaitanya Publishing House,
Allahabad, 1959, pp. 94-96.
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of this attempt o circumscribe their operations, gspecially tho;e

of the non-scheduled banks to banking business only - or perhapé
because of thié'— a substéntiél growth in both their numper and

volumé of business waS'recorded.v ‘Like the Reserve Bank. itself,

theéese predomlnantly Indian banklng enterprlses partlclpated heavily

in the flnan01ng of activities grow1ng out of World War II. Through

them liquid funds,-originally provided for the war effort were

mobilized, then channeled into peace-time pursuits.

Amendments to the 1913 Companies Act

It will be recalled that Indian Joint Stock banks; i.e., banking

institutions incorporated under‘the Indian Companies Act of 1913,

began as a rule as banking—tradihg ventures. In this latter respect
they were nét“unlike the enterprises af the competing indigenous
bankers. ‘it willvalso‘be recalled that the growth of these banks down
to 1935, while substantial, was‘nevertheless marked by numerous

failures and intermittant public criticism of both their manégement and
the lack of a proper banking law, prescribing the boundaries of their
operations. In 19231 the Indian Central Banking‘Enquiry Committee; which
was set up to investigate and report on the operatibns of Indian banking
enterprises, and to make suggestions for their future developmeﬁt,
fecommendgd that a special bank act be passed, defining the business of
banking and laying down ﬁhe restréints and cdnventions under which this
business was to be condﬁcted. Such statutory definition of banking in
India, as against little or ﬁo banking legislation in Englana, Was

considered necessary because of conditions peculiar to India. It is

true of course that sound banking practices depend on good bankers rather
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than on banking laws, but not all bankers are good bankers. A
majority of the unscrupulous bankers would be influenced in the right
direction and might be kept on a sound banking track by means of
judicious banking legislation. Foreign experts, whose opinion was
sought by the Government, advised that the same end could be achieved

with less complication by amendments to the Companies Act of 1913.
: ' v some presumably
Their advise was eventually followed. In l936/far—reaching additions

were made to the 1913 méasure. The more important ones may be grouped

as follows:9

1. No banking company can be registered under the Companies Act,
1937, unless it limits itself to the business of banking. The
latter is specifically defined as: a. the accepting of
deposits withdrawable by cheque, draft or order; b. the
granting of loans; c¢. dealing in bills of exchange, promisory
notes, Government and stock exchange securities etc.; d. the
handling of collections, remittances, trust funds, etc.

2. 4 bank may not be managed by an agent other than another bank
unless given special permission by the Government. It may
not hold shares in non-banking enterprises.

3. No bank may be chartered after 1937, a. with less than Rs.50,000
in paid up capital and no such bank may b. make charges against
its unpaid capital. c. All non-scheduled banks shall apply at
least 20 per cent of their profit to reserves until the latter are
equal to paid-up capital. :

k4, All non-scheduled banks are required a. to maintain cash reserves
of at least 5 per cent of their demand deposits and 1% per cent
of their time deposits; 6. to file monthly statements of their
liabilities and cash reserve position (as declared each Friday)
with the Registrar of Companies. :

5. Both scheduled and non-scheduled banks were required to display in
their offices an audited statement of their condition certified
by independent auditors not indebted to the bank. .

S.G. Panandikar, op. c¢it., 9th ed. pp. 431-33.
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These amendments suggest that many of the banké were in fact
primarily under-capitalized trading companies; that.some were
operated by people without banking‘experience; tﬁat‘in many cases their
depositors could obtain no reliable information on their solvency. In
one way or,énother however the bankérs ﬁanaged to circumvent most of
these new restrictions and‘the legislation appears to have accomplished'
little more than to reveal the ingenﬁit& of the bankers and the courts
in working towérds this end. The courts generally upheld the contention
that conformity to the new definition:of a banking enterprise was not -
mandatory on existing banks. Most of the other restrictions were held
not to apply on the‘technicality that a mixed banking trading venture
did not conform to the new definition of a bank. . It would appear, as
if.by design of the law makers themselves, that n§ prq&ision was made for
an enforcement agency; and this more fhan anything else left the

provisions of fhe 1936 amendment Act without sanctions.

Afterthe failure df Travancore National and Quilan Bank in 1938,
the Reserve Bank_took:cognizance of the extent of questionable banking
practicés. It appeaied to the Government for stricter legislation to bé
tenforced, presumablyT by_itself,aﬁd submitted a draft banking bill to

the Government in Névember'l939;lo

But the lattgr's preoccupation with
the emergent_problems:inéroduced by World War II limited its dmmediate |
reacfion'to'measuresvdééigned to enforce compliance with the mqfe
iﬁpoftant proVisioﬁs of the 1936 amendments. A 1942 amendﬁent to the

104 .
A.B. Dass and M.N. Chatterji, Indian Economy; its Growth and

Problems, Calcutta, Bookland, 1953, p. 42k.




"87- . ./

Indian Companies Act provided in effect that any enterprise which'éfter
:November 1943 continued to use the term 'bank' dr 'banking' in its title
would be deemed to be a bank and would be subject t& the provisioms of
the 1936 amendment of the Indian Companies Act regardless of the extent
of its non-banking activities. Another amendment in 1944 provided that,
after July, 1946, the banks were prohibited from paying their managers
in whole or in part on a commission basis.  Banks iﬁcorporated after
Jan; 15, 1937 were required to pay up at least one—hélf of their sub-
scribed cépital and voting rights Qere limited to paid-up shares. This
latter restriction gréw out of the practice of issuing non-voting
preferénde shares and deferred payment voting shares in aldition to

ordinary shares; i.e,, divorcing management from responsible ownership.

Other Legislation prior to 1949

0f considerable significance to the conduct of banking enterprises
in India was an interim measure entitled the Bénking Companies (Inspection
Ordinahce Act, Broughﬁ down by the Government on January 1, 1946 at the
insistence of the Reserve Bank.ll This Act gave the Reserve ﬁank with
the permission of theGovernment authority to inspect the books and acéounts
of any banking company with a view to determine whether or not it should
continue in the banking.business. The granting of such an authority
would in itself have 'a salutory effect on any questionable banking under-
taking. . It not only marks the beginning.of the exercise of regulatory
authority in India but fpr the first time on record makes the exercise
of that authérity'the responsibility of a central bank. In the same

year the Government enacted a law under which new branches of a bank

’ 11.
Reserve Bank of India, Report on Currency and Finance, 1946—47L
Bombays1947, p. 112
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.couid be estéblished oniy on procurement of a ;iqence from the Reserve
Bank.la' Under the Banking Companies Control (Ordinance) Bill of
September 18, 1948, the Reserve Bank was given sWeeping aﬁthority té
determine the lending policy of a bank, the purposes for which loans

could be made, the margins to be maintained, and even the rate of interest
to be charged.13 A year later a comprehensive banking measure ihcorpf
orating all these earlier amendments or ordinances was enacted. This
latéer measufe known as the Banking Companies'Act of 1949 went into

effect in 1950 and belongs, chronologically at least, to the material

covered in Chapter V.,

Growth and Operations, 1935-1949 Inc.

Iﬂ épite of a significaﬁt failuré rate and alienations resulting
from the separatioﬁ of Burma (in 1937) and of Pakistan (in 1946), Indian
Joint Stock banks achieved a phenomenal growth during this Short buf
eventful period under review. The number of reporting'grew from 100 in
1935 to a peak of 678 in 1939, Thereaftér many small trading enter-
prises appear either to have stopped reporting dr to have complied with
the amendment to the Indian Companies Act by eliminating their banking
operations; for, by 1941, the number of reporting banks had decreased to
455, During Wbrldiwar II, many new banking enterprises were incorp-
orated,raising the numbef mepdrting in 1945 to a new'peak'of 721.
However, the measures enacted during the war to force compliahce with
the 1936 amendment of thé Indian Companies Act and the eventual alienation
of béﬁks now in Pakistan reduced the number to 598 by 1949.

12. : ' :
Reserve Badk.ef India, Report 1946-47, op. cit., pp. 112-113.

13. ,
Because of some technical difficulties the Bill did not become

an Act in that year. 1Its provisions were incorporated in the Banking
Companies Act of 1949. ‘ '
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While admittediy significant in other ways, the progress in
numbers is a mislgading indicator of the volume of banking businéss -
the liabilities and easrning assets - of the reporting banks. Except
for the decrease in their capital funds from Rs. 153,600,000 in 1936
to Rs. 146,700,000 in 1938, there was a continuous increasé in their
aggregate capital and reserve funds. - The. eariier decrease may Be
attributed to the faiiuré'of the Quiiaﬁ Bank and the alienatibn of many
banks with the separation of Burma'from India. ‘The.capitai funds‘of
the Banksincreaséd ffam:Rs.'146,7oo,ooo in 1938 to Rs. 171,400,006 int:
1939. In spite af the décrease in thé number offreportiﬁg banks from
678 in 1939 to*475 in 1942,§api§al funds increasedrfrom.Rs. 171,400,000
to Rs. 229,200,000 during the same period. Between 1942 and 1945
reportéd capital funds increased by almostllOO per cent,'reaching
Rs. 509,000,000 on thé lattef date. This'substantial increase in
such a short périod may be attributed to eiceSsive»earnings arising'from
~an increase in trade and‘industriai activity. After 1945 the rate of
iﬁcrease in capital funds was considerably decreased but, even so,thé'

. amount reached Rs. 645,000,000 at the end of 1949.

There was also a phenomenal growth in their deposit liabilities
vand earning aésets ofvthe Joint. Stock banks during the period under
feviéw. Total deposits increased from Rs. 897,300;000'in 1935 to a
éeak of Rs. 7,222,400,000 in 1946, then decreased to Rs. 5,808,100,000
in 1949.  Meanwhile loans and diséounts grew from Rs. 565,200,000
in 1936 to a peak of Rs. 3,647,600,000 in 1946 then declined to

Rs. 3,038,600,000 in 1949. Because of active participation in the
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@6untry's war effort, the Banks holdings of Government bonds and
other securities increased from Rs. 383,000,000 in 19%6 to a peak of
Rs. 3,110,100,000 in 1945, These holdings remained relatively unchanged

duriﬂg 1946 and 1947, despite the uncertainties prevailing during that

period but decIined to Rs. 2,639,600,000 in 1949,

The annual data revealing the progress of Indian Joint_Stock banks

is presented in .tables 11, 12 and 13 on pages 91, 92 and»93'reépéctively.

Comparative Importance Scheduled and Non-Scheduled Banks

Attention has already been directed to the fact that only the very
large banking enterbrises whiqh'carry on no non-banking activities were
placed onvthe'schedule of banks associatéd with the Reserve Bank. of India.
A breakdownbof ﬁhé data relating to scheduléd‘and non-scheduled bénké

given in tables 12 ahd 13 reveals the progress made by each sub-division.

As is shown in table 12 there was a substantial increase both in
the number and operations of the non-écheduled banks between 1936 and 1945,
But this growth may hot be gttributed to new banking insfifutionsﬂalone,
because a considerable number of small banks began to report their
business ohly‘aftér 1938 when the provisions of the 1937 Indian Companies
(Amendment) Act went into effect,‘ Even after taking this factor into
consideration, however, the data reveal that;betWeén 1941 and 1945
the number of reporting non-scheduled banks increased from 413 to 646
and their deposits from Rs; 246,900,000 to Rs. l,lO?,SO0,000 - an:. indeed
remarkable increase. Meanwhile earning assets grew from Rs. 249,400,000

to Rs. 393,100,000. After 1945 there was a substantial decrease both in



Year

1935
1936
19371
1938
1939
1940
1941
1942
1943
1944
1945
19462
1947
1948
1949

Source:

Table 11

Number, Principal Assets and Liagbilities of Indian Joint Stock Banks

Number

Reporting

100
112
148
161
678
630
455
475
546
558
721
619
624
618
598

Capital
and

Reserves

146.7
153.6
3150.2
1,0.7
171;4
182.6
196.2
229.2
309.7
L4145
508.8

551.9

586.6 -

635.4
645 .0

(Rs.000,000)
Total o
Deposits at banks
897.3 199.4
1028.4 162.5
1086.6 181.2
1066.2 152.6
1154.4, 189.2
1304.8 294.8
1536.8 293.8
2140.6 535.8
3726.0 897.1
5126.7 1166.8
6535.5 1404 .5
7222.4 1438.8
7031.9 1387.5
6705.6 1286.0
5808.1 1033.5

1 Excluding Burma banks from 1937 onward.
2 Date relates to banks in Indian Union from 1946 onward.

3 TIncluding gold bullion wp to 1938.

(Excludifig Imperial Bank), 1935-1949 Inc.

Loans
and

Discounts

N.A.
565.2
626.5

598.5
719.8
672.5
810.3
823.3
1367.1
1976.4
2788.7
3647.6
3437.9
3301.0

3038.6

Gov't
Bonds

N.A.
383.0
396.4
436.5
416.8
479.0
649.6

1109.5

1782.5

2501.6

3110.1

2943.6
3111.5

3037.2

2639.6

Total
Earning
Assets
N.A.
948 .2

1022.9

1136.6

1151.5
1459.9
1932.8
3;49.6
4478.0
5808.8

6591.3

65494

6338.2
5678.2

16

Adapted from Reserve Bank of India, Banking and Monetary Statistics of India, Bombay, 1954, pp. 14-16.



Table 12

Number, Principal Assets and Lisbilities of Non-scheduled Banks,
1935-1949 Inc. (Rs.000,000)

Number Cash Losns Total

26

Report- Capitsl Total on hand and Gov't Earning
Year _ing - Reserves Deposits at_banks3 Discounts Bonds _Assets
1936 82 40.2 © 126.3 18.0 105.5 20.0 125.5
19371 117 33,1 1448 22.0 115.8 29.6 145 .4
1938 129 37.4 148.4 18.1 121.6 34.1 155.7
1939 641 5446 217.4 28.2 195.7 52.2 247.9
1940 591 58.4 243.7 R: 184.8 55,1 239.9
1941 413 62.8 246.9 52.0 184.4 65.0 249.4
1942 431 66.7 247.2 98,1 216.5 91.8 308.3
1943 489 72.5 481.0 154..6 277.8 1123 390.1
1944 499 93.9 756.0 262.8 347.6 ©180.8 578.4
1945% 646 121.1 1107.5 342.2 573.2 319.9 293.1
1946 542 118,2 1110.3 274 o4 587.1 241.8 828.9
Y047 54 120.9 833.2 172.7 553.8 263.1 816.9
1948 540 127.6 _ 756.5 - 132.7 526.0 240.8 766.8
1949 521 133.9 715.5 118.4 528,0 221.0 749.0

Source: Adapted from Reserve Bank of India, Banking and Monetary Statistics of India, Bombay, 1954, pp. 14-17,

-1 Excluding Burma banks from 1937.
2 Data relates to banks in Indian Union from 1946 onwards.

3 Including gold bullion up to 1938.



.. Table 13
Number, Principal Assets and Ligbilities of Indian Scheduled Banks

(Exnluding Imperial Bank), 1935-1949 Inc.
! (Rs.000, 0005

Number Capital Chsh on Total

" Report- and Total hand and : Gov't Earting

Ygar dng Reserves Degosits at_banks> DRiscounts Egggg _Assets
1936 30 113.4 902.1 1445 459.7 363.0 822.7
1931 31 7.1 . 94l.8 159.2 510.7 356.8 - 867.5
1938 32 109.3 - 917.8 134.5 476.9 402.4 879.3
1939 37 116.8 937.0 161.0 52441 364.6 888.7
1940 39 124,.2 1060.5 250.0 487.7 423.9  911.6
1941 42 133.4 1289.9. 241.8 625.9 584,.6 1210.5
1942 44 2.5  1893.4 4377 606.8 1017.7 1624.5
1943 57 2372 3245.0 742.5 1089.3 1670.2  2579.5
1944 59 320.6 4365.7 904..0 1578.8 2320.8 3899.6
1945 175 387.7 5428.0 1062.3 2215.5 2790.2 500577

19462 77 | 43347 6112.1 1164.4 3060.7 2701.9 5762.6 -
1947 €0 465.7 6198.7 1214.8 28841 2848.4, 57325
1948 78 507.8 5949.1 1153.3 2775.0 2796 .4, 5571 o4,
1949 77 511.1 5092.6 925.1 2510.6 2418.6 4929.2

Source ¢ Adapted from Reserve Bank of India, Banking and Monetary Statistics of India, Bombay, 1954, p. 15.

1 Excluding Burma banks from 1937 onward.
2 Data relates to banks in Indian Union from 1946 onward.
3 Including gold Bullion up to 1938.

€6
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the number of banké reporting and their deposits. This may be
attributed both to‘the partition of India and to the restrictive
authority conferred on the Reserve Bank. By 1949, the number reporting
had decreased to 521; their deposits, to Rs. 715,500,000. On this

latter date earning assets amounted to Rs. 749,000,000.

The progress made by the scheduled bénks, though not as phenomenal
as that of the non-scheduled banks is, neVertheless, significant. During
the period under review the number reporting increased from 30 to 77;
their deposits from Rs. 902,100,000 to Rs. 5,092,600;000. Meanwhile
their earning assets increased from Rs. 822,700,000 to Rs. 4,929,200,000.
After 1947 a slight decrease is recorded in their deposits and earning
assets. This may be attributed to the distocation of Indian trade and’
commerce during, and subseéuént to, partition.

The tabular analysis on page 95 gives perhaps a better answer to the
significant question of the relative imbortance of the mixed banking-
trading ventures represented by the non-scheduled banks and the more

orthodox banking enterprises represenfed by the scheduled banks.

The Table displays a marked contrast in the number and the size
of operations of the scheduled banks, on the one hand, and the non-
scheduled banking-trading ventures, on the other. Although the number
of scheduled banks is substantially less than thét of the non—scheduléd
banks, the former hold between 80 per cent and 90 per cent of the total
banking business of the Indian Joint‘Stoék banks. By the end of the
period under reQiew the schgduled banks constituted only about 13%% of the
total number in operation, but they held 88% of the deposits, 83% of the

total of loans and bills discounted, and 92% of the total inveétment



2.

4.

éomparative Number, Deposits, and Earning Assets of Indian Scheduled

95
Table 14

and Non-scheduled Banks, Years 193651940, 1945 and 1949.

(Rs.000,000)
1936
Number of Indian Joint Stock Bgnks: 112
Scheduled Banks: 30
Non=-scheduled bankss €2
Percent Scheduled 27%
Total erosits: 1028.4
Scheduled banks: 902.1
Non-scheduled banks: 126.3
Share of scheduled banks: 88%
Total loans and Discounts: 565.2
Scheduled banks: 459.7
Non-scheduled bands: 105.5
...~ Share.of - scheduled -banks: 81%
Total Investménts: 383.0
Scheduled Banks: 363.0
Non-scheduled banks: 20.0
Share of scheduled banks: 4%
Comparative Size in Deposits:
Average all banks: 1028.4
Average Scheduled Banks: 30.1
Average N¥on=-scheduled Banks: 1.5

1940 1945
€30 721
39 75
591 646
6% 10%
1304.2  6535.5
1060.5 5428.0
243.7 1107.5
81% 83%
672.5  2782.7
4877 2215.5
184;8 573.2
72% 7%
_479.0  3110.0
423.9  2790.2
55.1 319.9
88% 89%
1304.2  6535.5
27.2 724
0.4 1.7

1949
598
™
521
13%
5808.1
5092.6
715.5

5808.1
66.1

1.3
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portfoiio. As can be seen from the Table,in spite of the considerable
increase in the number of non-scheduled banks, the scheduled banks
_continued to control the bulk of the business carried on by the Indian

Joint Stock banks.

Part 3
Imperial Bank of India

As notéd in Chapter One, the Imperial Bank, representing a‘merger
of the Presidency Banks in 1921, had became aﬁ important semi- centrai
banking institution decades before the establishment of the Reserve Bank
of India. Like the Bank of France, The Commonwealth Bank éf Australia
and the Ottoman Bank of Turkey, it carried on its Central bénking
functions along with its ordinary commercial banking undertakings.
Befpre the establishment of the Reserve Bank Indian nationals favoﬁred
the conversiog of the Imperial Bank {nto a central Bank of india. But
the Imperial Government opposed the move on thg groundé that the Ceuntry
should not be deprived of the primary banking services of such a vast
commercial banking.institution. In 1935, when the ReservelBank sfa;ted
its operation, the Imperial Bank had a wide net of branches spread
throughout India and held almost 25 per cent of the deposits of all

reporting commercial banks.

Relations with Government and Reserve Bank of India

With the establishment of the Reserve Bank of India in 1935, the
Imperial Bank experienced some changes in the character of its operatiouns,
but little or no reduction in their volume. It relinquished its role

as a banker and fiscal agent for the Government to the Reserve Bank but
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by way of compensation the Government removed most of the restriétions
on ité primary banking operations. - It was granted the right to lend
money on the security of real propert&»apd to make advances for @ore
than six months. Though a’ '.questionable practice, it could, in

- common with the Indian banks, 1end.§n the:secﬁriﬁy of ité'own_éhares.
The Imperial Bank was finally allowed to deal in foreigﬁ exchange -

a significant concession indeed. But moét important of all,'no
restrictions were placed on its role aé é central correspondent to
other banking institutions. Indeed, one ma& éssume thaf the Government
and the Reserve Bank were disposed, on economic groﬁnds at léast, to
take full advantage of the experience and stfuctﬁral:facilities
already availéble at this pioneer foréign institﬁtién. Because of its
past experience, country-wide branches and ample resoﬁrces the.Resgrve
"Bank Act itself provided that thelImperial Bank could be appointed ;s
an agent of the Reserﬁe Bank at places where the latter had no offiéei
or branch but the former had one.lL+ In these places the Imperial
Bank continued to manage currency chests and to handle Go%ernmént
receipts and paymenté. For such services the Bank was to receive
during the first ten years a Commission fixed by the Government at the
rate of 1/16 of one per cent for the first Rs. Z,BOOQQOCC énd 1/32

15

of one per cent for the remainder. After teﬁ yéars these rates
were to be revisedfagﬁcf.every.fiveAyeérs. In addition to the
Commissién the Reserve.Bankvundeftook to pay Rs. 1,9OC,OOO to the
Imperial Bank during the ensuing fifteen years for the retention of-
the latter's existing branches many of which, it would seem, might
14, | S |
Section 45 (1), Reserve Bank of India Act, 1934

15,
S.G. Panandikar, op. cit., p. 418
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: . : . . . .16 ‘
have been closed down because of un-economic operations The
Imperial Bank could not open a new branch in substitution of an

existing one without prior approval of the Reserve Bank.

Although the Imperial Bank lost its priviliged position as a
Government banker,its nomination as an agent of the Reser#é Bank and
the consequent handling of Govérnment transactions at’ many of its
branches considerably enhanced its prestige in the financial circik.of
thé Indian economy. It continued to funétion, though unofficially, as
a banker's bank after the establishment of the Reserve Bank. As the
Bank Rate, and the Hundi Rate were both equal ﬁb three per cent during
" the périod under review, Indian banks who wére apcustomed to bvorrow from
the Imperiél Bank, continued their practice and furned to this Bank when

they were short of funds.

This 1is cléarly revealed in Table 14 which shows that the amount of
bills purchased and discounted by the Imperial Bank reached the signi-
fiacant totsl of Rs.'99,300,000 in 1946. The corresponding total for the
Reserve Bank was relativeiy insignificant. While in 1935 the Imperial
Bank held about 33 per cent of the deposits of all scheduled banks
compared to abou£~26 per cent in 1946, its vast network of branches
(the number increased from 228 to 358) and association with the Resérve
Bank, assured its continuance as the most important Bank in the Indian

banking structure.

The predominant position of the Imperial Bank as a functioning
central banking institution and the consequent restriction of the
activities of the Reserve Bank appears not to have been seriously quest-

iéned before 1947, at least by the Government and the Reserve Bank.

16. ' .
K.T. Shahy Currency and Banking (National Planning Committee Series),
Vora and Co., Bombay, 1943, p. 49
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But some Indian bankers objected to the appointment of the Imperial
Bank as an agent of the Reserve Bank on the grouﬂd that it was not
in the interest of othér Indian Joint Stock banks to have all this
business and prestige in the hands of one bank -~ and a foreign one
at that. It was pointed out that, if the Impeéerial Bank was put on |
the same bésis as other Indian banks, it wouldvbe able to realize
the difficulties againsg which other banks were oberating. It would
then use its weight to remove the difficulties and, in seéking to
promote its own interest, would also promote théSe of othefllndian
banké. They further suggestéd fha£ the Reserve Bank be free to
appoint any'Joint'Stock bank as its agent and_thus distribute ﬁhe

17

privileges that go with Such'appointments. However little attention

- was paid to this suggestion.
' _ , ist L :

As the National/Movement grew stronger during the early 1940's,
public resentment of theVImperial Bank's foreign origin and foreign
personnel became widespread. Its natural opposition to Indian nation-
alism and to Government ownership combined to raise many voices against
the privileged position it occupied in the Indian economy. The

Eastern Economist ,after noting the rising public opinion against the

Bank and aecusihg_it of an anti-national tradition, goes on to ask

"Is there no way.of bringing this public institution to a due sense of

1"
its responsibilities?

As a result of these criticisms and in keeping with its professed

collectivist philosophy, the National Government of India,on assuming

o -

17. Central Committee, Minority Report, pp. 279, 283-85, as quoted

in S.G. Panandikar, Banking in India, 9ed. p. 297

18.

The Eastern Economist, February 28, 1947. New Delhi, p. 397
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officé in August 1947, announced its’intention'to nationalize the
Imperial Bank‘along’with the Reserve Bank of India. But for reasons
tha£lwill be dealt with in Chapter V the Government withheld actioﬁ
oﬁ the Imperial Bank until 1956. The only immediate consequence was
the appointment of a Government repreéentative who was tolpérticipate
in all meetings of the Bank's Central Board of Directors,,and to

observe the Bank's operations.

Nature and Size of Operations, 1935-1949

’Though-impressive, the growth experienéed by the Imperiél Bank
from 1935 to 1949 waslnot as phenémenal as that of the Indian JointA
Stock banks of which in some respects it was a competitor. If deposits
are taken as an indicator of growth of these banks, the deposits of
Indian Joint Stock ﬁanks increased by about 700 per cent during this
period and those of.the Imperial Bank, by about 352 per cent. Branch
offices of the Impefial Bank grew from 228 in 1935 to a peak of 426
in 1946; then, aftér a sudden.drop to 358 in 1947, increased to 377
in 1949, This substantial earlier decrease was no‘doubt due to
partition. The Capital funds of the Bank increésed from Rs. 110,200,000
in 1935 to Rs. 119,200,000 in 1949; deposits, from Rs. 768,600,000
to Rs. 2,639,700,000 durihg the same ?eriod. Meanwhile total earning
assets increased from Rs. 680,100;000 to Rs. 2,234,300,000 indicating
an ever thfee-fold.increase. The annual dataAshowing the progress of

the Imperial Bank during this period under review are given in Table

/\

';‘;‘."—.};iion:- page:10la.

Among other things this Table reveals the very extensive operations

of the Imperial Bank on behaif of the Indian Government during and



Yoar
1935
1936
1937

1938

1939
1940
1941
1942
1943
1944
1945
1946
11947
1948
1949

Source: Reserve Bank of India, Banking and Monetary Statistics of Indis, Bombay, 1954, pp. 30-3l.

No. of

Branches

228
269
319
358
381
390
401
398
404
£19
426
358
362
307
377

e e
A

Branches, Principal Assets and Liabilities, Imperial Bank of India,

1935-1949, Inc.
Capital Cash on
and Total hand and
Reserves Deposits at banks
110.2 768 .6 177.7
111.1 787.2 207.9
111.3 818.4 176.3
111.4 g12.2 149.3
111.9 844 7 138.6
112.4 911.4 1744
112.6 1018.2 vl9l.§
112.9 1340.2 293.9
113.8 1877.8 338.6
115.1 2242.8 402.5
116.5 2393.1 403.1
117.3 2636.5 41402
118.3 . 2733.5 509.2
118.8 2830.3 496.6
119.2 2639.7 513.7

(Rs .000,000)

Loans
and
Advances

233.7
200.7
239.4
278.7
319.5
380.7
303.0
276.3
320.5
528.5
613.2
633.4
735.6
825.0

998.0

1 As given by S. G. Panandikar, Banking in India, 9 ed. p. 9.

Bills prchd. Gov't Other  Total
and securi- Invest- ZEarning
Discounted ties ment Assets
25.1 418.7 2.6 680.1
29.0 436.4 1.5 667.6
37.3 443.1 12.9 732.7
- 37.6 428.0 1l.4 755.7
40.2 431.9 947 801.3
bhed 397.5 9.7 832.4
Lh 6 562.9 11.5 922.0
40.3 813.3 12.4 1142.3
34.9 1263.6 20.2 1639.2
50.3 1339.2  32.3  1950.3
447 L13.4  45.2 2090.5
99.3 1525.3 66.5 2324.5
58.6 1459.5  64.9 2318,6
50.5 wo., 83.9  2438.8
63.1 1070.8 102.4

2234.3

10T
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foilowing World War II. During the War, when the Government was

‘a heavy borrower in the market, the Bank's investment in Government
Securities increased from Rs. 397,500,000 in 1940 to Rs. 1,525,300,000
in 1946; thus showing about four-fold increase during the War. The
Imperial bank placed, as a rule, more than half of its customers:
funds at the Government's disposal. Meanwhile the Imperial Bank
continued to serve its correépondent banks through the purchase and
discount of bills of exchange. The amount of.such bills increased
from Rs. 25,100,000 in 1935 to a peak of Rs.-99,300,000 in 1946. As

a result of Partition, the amount was substantially reduced in 1947

but had reached Rs. 63,100,000 by 1949,
Part 4
The Exchange Banks

Although the Indian branches of the several foreign owned and
operated Exchange Banks must always have been a target for the resent-
ment generally directed against foreign agencies, fhis resentment
.became in;reasingly vocal during the period under review. In spite
of the public criticism these banks continued to make substantial

material progress.

‘Nature of Criticisms

The Exchénge‘Banks and their operations were criticized on many
grdunds. Native Indian bankers were of the opinion that Exchange
Eanks presented an effective Barrier against tﬁe develépmeﬁt of foreign
exchange business by the less well equipped Indian Joint'Stock banks.

Moreover they complained against failure, or perhaps more appropriately
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the unwillingness; of the Exchange Bank to appoint native Indians

to their official personnel. The banks were also accused of

investiﬁg Indian earnings abroad and thus hindering the development

of the Country; Lack of interest or enthusiasm in the de#elopment of
- a domestic exchange‘market - a project hardlylleSS appealing to Indian
nationalists than the Reserve Bank project itse1f74was probably the

most significant of &1l the criticisms levelled at the Exchange Banks.

At one time it was formally proposed that all India Exchange
Bank be na@ibnaiized/?ngé order to ensure fhe success of this project,
considerable restriction be placed on the Exchange Banks operations.
The only tangible immediate result, however, was the setting aside of
the restrictions imposed on the exchénge operafions of the Imperial
Bank,itself a foreign institution. This did make‘possible, though, the

eventual breaéh of the Exchange Banks monopoly of the financing of

India's external trade.

The 19%6 and the subsequent amendments to the Companies Act, 1913,
did not in the main apply to the scheduled banks =~ whichlincidentally
included all Exchange Banks. The only significant legal enactment
that may have-restricted their operations between 1935 and 1948 was the
Branches Restrictioh Act of 1946. The iatter, as noted under the
discussion of the Indian Joint Stock Banks, gave the Reserve Bank the
authority to restrict the establishment of new branches; also to pass

on changes in existing locations.
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Growth 1935 - 1949 Inc.

It is significant to note that the number of Exchange'Banks was
smaller af‘the.end of thisiperiod than at its beginning. Yef this
comparison may be misleading because of inéufficient data on branches
and changes of ideﬁtity within the group. The number of branches in
operatiﬁn at the beginning of 1946 was 84 and it may well be that
this figure fepresénts a suBstantiéi increase over the number in operation
in 1935, Moreover, the withdrawal of/%giohama Specie Bank, the Mitsﬁi
Bank and the Bank of Taiwan on the outbfeak of World War II,énd a number
of consolidgtions during thié conflict,suggests that there still may
héve been several new recruits among the bénks reporting'in 1949. End

of the year data on fhe number of Exchange Banks, their depoéits, cash

reserves, loans and bills discounted are presented in Table 15.on page_lOB.

Thése data reyeal a considerable increase in demand deposits and
in bills discountea@ although thevlatter were at all times considerablj
less than the former. bemand deposits increased from‘Rs. 395,000,000
in 1935 to a peak of Rs. 516,000,000 in 1946. Thereafter a rather
significant decline set.ih,reducing the amount recorded in 1949 to
Rs. 1227,100,060. Meanwhile loansland adyances'pursued an even more
erratic coursé. ~From a previous ail time high of Rs. 424,300,000 in
1939, thé.fotal decreased to Rs. 177,800,000 in 1942, then rose very
significantly to a new ali time high of Rs. 1,076,100,000 in 1948.
In.the following'ye;r the total was Rs. 1, O048,400,000.Whereas loans
‘and discounts conétituted about 50 per cent of total deposits in 1935,
these enrning assets constituted about 66 per cent in 1935.  Although
data on investment were not available for the peribd undér review, it

may be properly assumed the remainder of the deposited funds were re-

invested -in Government of India bonds and other securities.



Table 16

Number Deposits and Earning Assets of Exchange Banks in India,
1935-1949 Inc. (Rs.000,000)

Cash on Loans and
End of No. of Captl. Deposits , Hand and Bills
Year Banks Funds Demand Time Total at Banks Discounted
1935 20 395.0 298.0 639.9 27.1 316.4,
1936 20 g 413.7 284,.7 698.4 23.0 345.5
19371 18 %- 387.3 281.8  669.1 3.8 312.6
1938 18 § 375.6 263.7 639..3 4.6 312.6
1939 17 ~§,’ 432.2 238,7  670.9 37.6 b24.2
1940 17 E 557.5 217.7 775 .2 132.6 255.7 8
1041 15 g 722.7 228.8  951.5 83.9 295.1
1942 16 § 977.9 190.6  1168.5 674 177.8
1943 16 | 1181.1 220.8  1401.9 109.0 301.3
1944, 15 | 1403.2 250.5  1653.7 . 115.9 352.9
1945 15 1515,0 275.0  1790.0. 102.0 458.2
19462 15 | 156.0  272.3  1788.3 88.6 699.6
1947 15 1359.8 298.6  1658.4 177.7 791.7
1948 15 1184.,7 352.5  1547.4 63.8 1076.4
1949 15 1184.7 3455 1581.6 79.0 1048.4

Source: Adapted from Reserve Bank of India, Banking and Monetary Statistics of India, Bombay, 1954, pp. 192-227.

1 Excluding Burma banks from 1937 onwards.

2 Data after 1946 relates to Indian Union.
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Part S
The Coopérative’Banks

Though significant, the progress made by the Cooperative banks
from 1935 to 1949 was not impressive. Many of the primary credit
societies did not survive the great depression. Among those which
did were many with uncollectible'loans and exhausted cash reserves.
The period could best be characterized as one of retrenchment and a
growing concern for the future of the cooperativé movement by both
State and Federal Governments and by the Reserve Bank. On the one
hand this took the form of restrictions on questionable loans and
the institution of a system of regulations; on the other, increased
access to loanable funds and relief from the pressure of non-liquid
farm improvement loans. The latter was accomplished through the
institution and development of Land Mortgage Banks under the juris-

diction of Cooperative Departments of the several States.

Restrictions and Regulations

In the wake of failure of the cooperative credit societies - all
too casually attributed to the great depression ; were many examples
of bad iending practices and too great a dependence on the basic
integrity of the borrower. Many who could have paid their loans took
advantage of legislation providing for the scaling down of debts. Cases
were not uncommon where the borrowers refused to repay simply on the
ground of an inability which could have been known at the time the loan
was briginally grénted. Collateral security, though often required,

was seldom properly assessed and executed, and the vital question of
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the ability of the loan to provide for its own repayment appears
not to have been the governing consideration in grantingiit;, In fact

the self-realizabidity test could seldom, if ever, have been used. .

In response'no doubt to the recommendations made by the Agricultural
Commissions and Provincial Banking Bnquiry Committéesset by 16 Stateé
during the depression séveral State Governments through their supervisory
Coopeérative Departments brought down fegulations governing the type of
loans to be granted and the nature of security to be provided.  These
supervisoryAdeparﬁments also initiated the requirement that all Primary
Credit Societies arrange for individual audits. The lattér were to |
include not only an invéstigation'of the édéquacy'of records and the
ABook. values of their assets~aﬁd liabilitigs; but also called for an
asséssment of the fealizability of their outétanding loans; ‘hence an

19 The

estimate of the extent of their solvency or insolvency.
Registrars of the respective States were empowered to liquidate the
affairs of so;ieties classed as ﬂopgless'and to assist, through consoli-
aation and advances,in the reconstruction and rehabilitation qf others
with some chanee of recoverj. In a study made in 1939, it was estimated
that nine_per cent of the.Brimary;Crédit Societies were in liquidation
-and that énywhere frém 25 éer.cent té'ho per cent; depénding‘on fhe'
State, were in the hopeless class.ao

Meanwhile in 1942, the Reserve Bank itself undeftook to make

advances on properly negotiated crop loans and to rediscount domestic

19. . Panandikar, Banking in India ,9th ed. Bombay 1959, p. 334

20. Ibid., p. 95
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time bills of exchange to facilitate crop movement and marketing.'
ThelBank supplied much needed information on the form and requirements
-0of the loans and inland bills which the Reserve Bank was authorised

to purchase ox rediscount.

The Land Mortgage Banks

Definite steps were taken to relieve the Cooperetive banks of the
constant pressure to negotiate five or more years loans on the éecurity
of real property and improvements.‘ This was a type of loan that they
were not really equipped and qualified to make because of the necessity
of meintaining considerable liquidity invtheir funds and the existing
exoessive demand for current outpuV}o%$Z relief came in the form of
additional support through the institutioo of Land Mortgage Banks.
-Although the first Land Mortgage Bank was‘established during 1920 at
Jhang in Pﬁnjab, a real beginniog in this field was not made until 1929
when a Central Land Mortgaée Bank was established in Madras;21 During
- the latter year a few primary'Land Mortgage Banks were also established
in Bombay and Madras, end a few more States had established Central Land

’

Mortgage Banks by 1949,

Like the Cooperative banking system there are Primary Land Mortgage
Banks and Central Land Mortgaée~Banks but not a separate structure of
State Land Mortgage Banks. The Central Banks coordinate the leqding
policies_andboperatioh of primary institutions; and,with the cooperation

)

of State Cooperative Departments and the Reserve Bank float.debentures to

secure loanable'funds. The management of the Land Mortgage Banks is

2l. .. : .
P.C. Jain, Currency, Banking and Finance in India, Allahabad,

Chaitanya Publishing House, 1960, p. 244
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entrusted to the elected representatives of their members. Their
"operations are supervised and ahdited by the Registrars of the
6@operativé BDepartments of their respective States. Day to day

operations are carried on by paid managers.

The working capital of Lahd Mortgage Banks consists of Membership
fees, loans and deposits from State Governments and State Cooperative
Banks and, most impdrtant of ail,'the proceeds of the sale of debentures.
These banks are also authorised to accept time loans from membefs and
non-membérs but such deposits must be committed for a period of five
years or over. As é result'of this long withdrawal restrictioﬁs the
deposit of these banks form an insignificant part of their working
capital. ~ Yet it shduld be realized that commitments for a peridd shorter
than five years could hérdly be accepted if long term loans were to be
negotiated. In order to ensure a market for the debentures which provide
most of their loanable funds,.Stafé'Governments guarantee both their
'principal”and interest. Until 1951 when the Reserve Botk was liberalized,
the Reserve Bank was authorized to take up any shdrt fall in popular

; ' 22
subscriptions to the extent of 10% of the total offered for sale.

As the name suggests the loans of Land Mortgage Banks are to be
made to ﬁémbers against the mortgaged security of their land and
improvements. These loans as a rule may hot'exceed one hald of the value
of the security so mortgagea. In some States the 1oah ratib is fixed at-
one—third.the value of land, but most States provide upper limits on

‘ o~ 2
the amount of the loans,ranging from Rs. 5,000 te R. 10,000. 3

22 See Chap. VI, part &4

23. Panandikar, op. cit.,‘p, 120
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Loans are granted for_periods ranging from éiXteenzto twénty years,j
de@ending on the State, and are repayable in‘equél annual instai@ents
so arranged that they fall due at the end of the harvest season. Loans
are made principally on the demonstrable need of thé borro&er and his
capacity to meet the instalments and‘they carry iﬁterest rates varying

- from six to nine per cent.

As the Land Mortgaged Banks are of fairly recent origiﬁ'and féw
.in number, ho data are available showing the amounts outstanding until
1938. - Between 1929 and l938lonly a few States with well-developed
cooperative systems héd made much progress in this field. in other
States Land Mortgage Banks were either non-existent or still in an
infant sfage of develqpment.'. Such data as are available are presented

-iniTable :205~page 1183 v s oo oo ks,

Membérship and Operations Cooperative Credit Societies, 1935-1949 Inc.

The Primary Societies

In spite of many failures, and some consolidations, the‘number of
Primary Credit Societies grew from approximately 93:860 with a mémﬁership
of a little over 3,000,000 in 1935 to a peak of about 147,000‘With qypf'
5,500,000 members in 1946, As a fesult,of the Partition of the. |
Indian sub-continent into Indian Uﬁioh and Pakistan, the number dropped
to about 117,000 in 1947, but there was‘no,absolute decline in‘their

'memberShip; it remained at approximately the 1946 level. By ﬁhe'end qf

June 1949, their number had moved up to 135,000 and mémbership had gone

to almost,?,OOO,QOO. The membership per society increased from an

LR

Panaﬁdikar, op. ¢it., p. 120
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average of about 34_before the War to about 51 in 1949..

Although there}@@sa coﬁsideraole reduction in the numbef of
Cooperative Credit Societies after thevPaftition of India, substantial
gains in capital and reserve were, nevertheless, made by.the societies
still reporting in 1949. Moreover ‘the war prosperity and better credit
standards appear to have reduced the amount of overdue loans without
discouraging new advances. The annual growth of Primary Credit Societies

between 1935 and 1949 in shown in Table 16.on pege i12.

The data reveal that,despite jurisdictional losses during the
period under consideration, the capital and reserves of these societies
increasea from Rs. 134,800,000 in 1935 to Rs. l93,7d0,000 in 1949;
deposits, from Rs. 31,600,000 in‘l935 to Rs. 57,300,000 in 1949; and
totel'workihg capital, from Rs. 342,000,000 to Rs. 454,100,000 during
the seme period. As a result of significant_increases made during and
afoer the War, total loans outstanding (made up of loans due and new ,
loans made) increased from Rs; 333,800,000‘to Rs. 509,700,000. in the
absence of information to the cdﬁtraiy it mey be assumed that an excess
of.loans over working capital wés made possible by rediscoﬁnting'at the

Reserve Bank and other banking institutions.

The Central Cooﬁerative Banks

Do, as of The separation of Burma from India in 1937 and the
- ' and - ‘ ,
creation of Pakistan in 1947 /the consequent reduction in the number of
Central Cooperative Banks did not have an appreciable effect on the

membership of these banks. In spite of the expected reduction in their

capital and reserves, substantial gains were recorded in their average



Table 17

Number and Business of Primary Cooperative Credit Societies,
1935-1949 Inc. (Rs.000,000)

Working Capital Loans to Members

Number in 00O Deposits end borrowed money froms

Tear ' Capital Members '

ending Soci- Mem- and and Non-  Other Co- Current Due and

June eties bers Reserves members operative Gov't. Total _losns_ Unpaid = Totsl
1935 93 3008 134.8 31.6 173.9 1.8 32.1 . 59.5  274.2 333.7
1936 9 3047 139.6 29.1 175.4 - 1.6 345.7 60457 272%0 332.5
19371 o6 3152 141.9 28.1 174.7 1.1- 345.8  65.1 269.6 334.7
19% 96 3163 135.0 26.3 157.3 0.9 319.5  €2.8 2447 307.5
1939 105 3560 127.8 26.6 160.9 0.8 316.1  73.9  248.0  32L.9
1940 119 4,098 123.5 24,43 156.5 0.9 305.2  81.8 239.5  321.3
1941 124 4341 126.6 23.8 154.1 0.8 305.3 - 82341 233.1 315.5
1942 126 4573 129.8 241 1474 0.7  302.0 9Ll  226.3  317.4
1943 126 4493 132.8 28.5 128.7 1.0 201.0 130:47 = 215.8  346.2
194, 135 4815 143.6 38.3 115.2 1.3 298.4 1464 195.4  341.8
1945 136 5013 152.9 42.2 108.7 1.6 305.4 147.3 209.1 356.4
1946 147 5501 164.6 51.9 111.0 2.4 329.9 182.1 223.2  405.3
19477 117 5539 141.1 457 114.8 4.0 305.6  196.0 204 .4 4004
1948 126 6216 168.2 43.9 131.1 3.8 347.0  214.3 231.7  446.0
1949 135 6963 193.7 57.3 167.1 36.0 4541 262.6 247.1 509.7

Source: Reserve Bank of India, Banking and Monetary Statistics of India, Bombay, 1954. pp. 448-49.
1 Excluding Burma and excluding Land Mortgage Banks from 1938 onward.,
2 Relating to Indian Union after 1947.

[ANS
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working capital - increasing from about Rs. 480,000 in 1935 to about
Rs. 990,000 in 1949. Similar growth is indicated in the loans they
made to members. The extent of their operations between 1935 and 1949

is given in Table 17.on page 114,

The data disclose that before Partition the number of _Central'
Cooperative ‘Banks remained at about 600 and that immediately thereafter
dropped to less than 500; that the number of member societies, however,
rose from 89,000 in 1935 to a peak of 121,000 in 1941, After a sharp
decline in 1942 the number gradually increased to 118,000 in-1946. By
1949 the number was 93,800. The number of individual members on this
latter date was 89,000 - approximately the same as in 1935. The average
membership of PrimafyvCredit Societies in the Central Cooperative Banks
‘had thus increased from about 145 in 1935‘to about 194 in 1949; and
those of the individual members, from 139 to .184 during the same period.
Meanwhile loanable funds made up of borrowea money and capital sub-
scriptions rose from Rs. 294,000,000 in 1935 to a peak of about
Rs. 451,000,000 in 1946;.then dropped back to Rs. 402,000,000 in 1947
as a result of partition. By 1949 the amount had reached a new peakl
of Rs. 481,000,000.- During the period under consideration, the average
working capital df the €entral societies rose from about Rs.479,000 to
a little less than Rs. 994,000. Until 1942 there was little increase
in the loans made by these banks. After that year we notice a consid-
erable increése in their landing operations. Their current loans
increased from Rs. 130,000,000 in 1942 to Rs. 927,000,000 in 1949. 1In
spite of this considerable increase in current loans after Partition,

the ratio of loané due and ﬁnpaid to current loans decreased from 48



Table 18

Number and Business of Central Cooperative Banks,
1935-1949 Inc. (Rs.000,000)

Membership (000) Working Capital Losns to Members

Year Primary Capital Deposits

ending No. of Individ- Soci- and and bor. Due and Current

in June  Banks uals eties Reserves money Total  Unpaid Loans  Total
1935 615 85 £9.1 61.0  233.0 294,.0 204.1 100.0 304.1
1936 615 8, 89.7 62.9 231.4 294,43 202.3 98.7 301.0
1937 611 85 91.3 65.1 229.9 295.0  196.9 91.4 288.3
19381 599 g2 91.8 65.2 225.7 290.9  195.9  109.5 305.4
1939 594 81 96.1 66.5 227.7 2942 199.2 105.1 304.3
1940 600 80 104.1 68.5 223.7 292.2 197.5 108.7 306.2
1941 601 80 121.3 70.5 222.8  293.3 189.8 110.5 200.3
1942 595 80 110.6 73.0 225.4 298.4 187.8 130.1 317.9
1943 589 79 111.5 T3 2547 328.4 189.2 210.7 399.9
1944, 601 &l 115.5 77.2 282.7 365.9  185.6  280.1  465.7
1945 602 &4 116.4 80.6 317.6 398.2 190.9 392.2 483.1
1946 601 80 118.1 84.5' 366.2 450.7 203.6 430.7 634.3
19472 469 % 86.0 63.7 338.2 40l 213 6127 824.0
1948 469 79 2.3 67.0 352.0 419.0 217.8 629.1 846.9

1949 L84 89 93.8 72.7 408.5 481.5 200.2 0926.8  1217.0

Source: Reserve Bank of Indias, Banking and Monetary Statistics of India, Bombay, 1954, pp. 422-23.

Note: 1 Excluding Burma from 1938 onwards.
2 Relating to Indian Union from 1947 onwards.

7t
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per cent in 1946 to 31 per cent in 1949.

Thé State Cooperative Banks, Operations 1935-1949, Inc.

The number of State Cooperative Banks or tép tier @@operaﬁives,
remained more or less unchanged during the period'under feview. The
more significant changés in number were brought about by the.alien;
ation of Burma and Pakistan from the Indian sub-continent. The number
of individual members gradually increased from about 3000 in l935(to
about 7000 in 1949. However the numﬁer of membér societies which
remained about 19,000 until 1946 sharply decreased to about 8000 iﬁ
1947, then moved up to 8900 in 1949. Yearly data showiné their

progress are given in Table 18.on page 116,

This summary reveals thaﬁ the capital and reserves of the State
Cobperatives &ontinued on the whole to increase, though erractically.
The total rose from Rs. 15,5000,000 in 1935 to Rs. 30,300,000 in 1946,
and after a decline ito Rs. 25,400,000 in 1947 ggain increased t§
Rs. 29,200,000 in 1949, Average working capital rose from Rs. 10,600,000
in 1935 to Rs. 16,800,000 in 1946 and the amount further increased to
Rs. 23,400,000 in 1949, The increase in the amount of loans due and
unpaid was arrested in 1940 because the war prosperity enabled many
defaulting members to pay their obligations to these banks. But after
the war, the amount again inc£eased'and reached Rs. }67,600,000 in 1949.
Howéver thewe wés a suﬁstantiai increaée‘invtheir total loans after
the war and the proportion in default was no higher than during the war
period itself. Current loans grew from Rs. 168,800,000 in 1946 to

Rs. 408,600,000 in 1949. The very considerable increase in loans made



Year
Ending
In june

1935
1936
1937
1938t
1939
1940
1941
1942
1943
1944
1945
1946
19472
1948
1949

- Source: Reserve Bank of India, Banking and Monetggy Statistics of India, Bombay, 1954, pp. 410-11.

1 E=mcluding Burma from 1938 onward.
2 Relating to Indien Union from 1947 onward.

Number
of

Banks
-11

11
11
10
10
10 .
10
10
10
10

11

Indivig-
uals

3

A

2~
.

BCIYs NUY: - SH's Y, NIV ST S N U W

7

Membersghi 000
Primary &

Central
Socleties

19.4
19.3
19.2
19.2
19.1
19.0
12.8
18.8
18.7
19.2
19.5
20.1
g.1

8.5

8.9

Table 19

(Rs.000,000)

Number and Business of State Cooperative Banks,
1935-1949 Inc.

Working Capital

Capital Deposits &
and Borrowed

Reserves Money Total
15.5 100.8 116.3
18.1 108.2 126.3
18.3 107.5 125.8
18,9 104.3 123.2
20.6 108.7 129.3
22.5 111.7 134.2
23.8 115.2 139.0
22.6 122.7 145.3
2344 15155 174.9
2.6 162.8 187.4
27.1 178.7 205.8
30.3 218.7 - 249.0
25.4 19444 219,8'
26.0 _R14.5 240.5
29.2 21829 311.1

Loans to Members

Due and
Unpaid

49.8
5445
57.3
62.4
66.4
70.1
70.0
65.8
56.4
61.6
63.7
654
90.6
89.6
167.6".

Current
Loans

69.2
66.6
80.5

70.2

73.3

70.6
69.3
79.8
99.6
179.0

163.5

168.8

246.9
217.8

240856

Total

119.0
121.1
137.8
132.6
139.7
140.7
139.3
145.6
156.0
240.6
22&.2

23442

. 337.5

307.4

57642

911
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during the late 1940's was made possible presumably by taking
advantage of the rediscounting facilities available at other banking

institutions.

Number and QOperations of Land Mortgage Banks

As the Land Mortgage Banks are of very recent ofigin in India
the data withnrespect to the number and the size of their operations
are not available before 1938, and then/gztparticularly‘revealing
fopﬁ; Annual data compiled by thé Reserve Bank from 1938‘ti.i
to}i951 combine the operations of both the Primary Land Mortgage banks
and the Central Land Mortgage banks and thus give an exaggerated picture
of the amount of business originated by the system as a whole. A break-
down of the data is available only after 1945. However the combiﬁed
totals may be used to indicate the direction of the growth and the
importance of these banks in the Country's facilities for agricultural

finance, and some estimate of the amount of duplication may be had from

a scrutiny of the breakdown of the data after 1945.

Combined QOperations - Primary and Central Banks

The combined data for Primary and Central Land Mortgage banks
presented in Table 19 on page 118 display a fairly constant expansion
and growth in membership if not in number.  The membership grew from
63,000 in 1938 to 139,000 in 1945 and reached 180,000 in 1949 - an
almost three-fold increase. Such a remarkable growth is not hOWQVéT
revealed in the number of banks which increased from 202 in'l938 tc
only 268 in 1949. Yet, in spite of this small increase, working capital,
made up of membership fees, deposits, borrowed money, and the proceeds

Sf debentures, scored an impreséive gain, moving from Rs. 43,200,000

in 1938 to Rs. 164,700,000 in 1949.



Year

endingv

in June.

1938
1939
1940
1041
1942
1943
1944
1945
1946
1947
1948 |
1949

Source:

Number of:

Banks
and So~

cleties
202
226
243
252
269
271
285
289
289
273
277
268

Pfimary Land Mortgage Banks, 1938-1949 Inc.

Table 20

Indiv .
nembers

—(000)
63
80
92
105
116
120
126
139

145
158

180

Bombay, 1954, pe. 504,

Capital

and

Reserves

3.7
el

5.1

5.8
6.4
7.2
7.3
8.0
8.7
9.1
9.7

10.5

Depsts.
and bor-

owed mone

20.8
28,6
32.5
33.8
354
33.5
31.7
69.9
4.9
62.5
86.6

100.7

Working Capital

Numbencand iBusiness;of Cenbralignd c:

oI EE ....1,

TH
ey SaN4

(Rs. 0C0 ooo)

Deben-
tures

16.7

20.4

25,1

30.9

344
37.1 ’

36.3
38.0

405

43.5
43.5
53.6

Total

41.2
534
62.7
70.5
76.2
77.8
75.3

115.9

124.1
135.1
139.7
164.7

Adapted from Reserve Bank of India, Banking and Monetagx Statistics of Indis,

Loans
Current Due and
~ Uboans ~ Unpaid =~ Total
- 10.6 36.9 4745
- 15.6 49.4 55,0
11,6 57.0 68.6
11.4 63.5 7449
11.2 68.2 79 4
7.5 65.3  72.8
5.8 60.8 66,6
7.8 60.8 68,6
12.1 65.0 72.1
13.7 70.2 84.0
16.8 79.1 95,9
21,7 92.5 115.2

81T
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Loans and advances made by these banks,both current and unpaid,
amounted to Rs. 47,500,000 iﬁ 1938. By 1949 the comparable total
‘had grown to Rs. 124,800,000, Unfortunately, however, the breakdown
of loans reveals that those due and unpaid had increased b& considerablj
more than had new commitments. . This may be attributed in part fo the
long~term nature of loans made by these institutions. The fact that
before 1942 the total loans outstanding are in excess of the working
capital suggests that the column on loans due and unpaid contain a
carry over of loans outstanding froﬁ preceeding years. ‘Definite

information is not available.

Relative Importance of Primary and Central Land Mortgage Banks

The combined.syatemeﬁts of the Central Land Mortgage banks and
‘the Primary Land Mortgage banks presented in the table does not reveal
the relative importance of the two categories of Land Mortgage banks.
Since separate data are available on their respective operations after
1945, some estimate of their relative importance may now be made.
Separate summaries are presented in Table 20. There,as would be expected,it
is shown that the number of Central Land Mortgage banks is considerably
smaller thaﬁ thét of the Primary Land Mortgage banksf While the number
of thé former remained at five during pbié pericd, the number of the
latter decreased from 284 in 1945 to 263 in 1949. 1In spife of this
décrease‘in number their operations, on the surface at least,appear to
have beeﬁ little affected. The working capital and the outstanding loans
of the Central Land Mortgage banks increaéed from Rs. 43,100,000 and

Rs. 32,900,000, respectively in 1945; to Rs} 59,800,000 and .



- Year
ending
in June
'v1945
1946
1947
1948
1949

1945
1946
1947
1948
1949

Source: Reserve Bank of India, Banking and Monetsry Stgiistiqg;of India, Bombay, 1954, p. 504.

Tl o
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Table 21

v ronbeNulibey and:BusinesssofsCentralsandiBRimacfylrimery ond {only

Loans to Members

Land Mortgage Banks, 1945-1949 Inc. (Rs.000,000)
Number of - Working Capital
Banks and Indiv. Capital Depsts. _ Total
Soci- Membs . and and Bor- Deben- working Due and
eties EOOOJ. Reserves rowed money tures capitsl Unpaid
' Central Land Mortgage Banks
5 6 3.8 2.0 ' 37.3  43.1 29.4
5 6 42 2.5 39.7  A4b.4 31.3
5 6 L5 L3 42.9 51.7 3443
5 7 4.8 47 42.8 52,1 38.5
5 8 5.1 2.0 52.7 59.8 44..9
Primary Land Mortgage Benks
284 133 43 30.8 0.8 35.1 31.5
284 136 4.6 32.0 0.8 37.4 33.8
268 139 46 34.8 0.6 40.0 36.0
272 151 49  38.5 0.6 440 40.7
263 172 544 45.1 0.9 51.4 47.7

Current
loans

345
54
6.3
7.8
10.3

bl
6.5
7ol
9.1
11.5

Total

32.9

367

40.6
46.3
55.2

35.9

- 40.3

434
49.8
59.2

oct
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Rs. 55,200,000,respectively in 1949. The corresponding figures for
Primary Land Mortgage banks were Rs. 35,100,000 and Rs. 35,900,000 -
respéctively in 1955; Rs. 51, .700,000 and Rs. 59,200,000,respéctive1y

in 1949.

This téble further discloses that, while there were only five
Central Land Mortgage banks during this period, they supplied the bulk
of the working capital used by themselves and the Primary Land Mortgage
banks through the sale of debentures. The data on the Central Banks
reveal that the proceeds éf debentures accounted for 86 per cent of.their
working capital in 1945 and 88 per cent in 1949. In the case of these
primary institutions, money borrowed presumably from the Central Land
Mortgage Bank provides the major portion of the working capital. TUnder
these conditions it would appéar fairly safe to conclude that the net
total of primary advances by the system as a whole did not exceed the
proceeds of the debentures plus capital and reserves of both classes of
banks. ‘TablelNo. 19 diéclosed that in 1938 this sum would pave been
approximately Rs. éd,OO0,000. In 1949 the corresponding figure would
have been approximately Rs. 64,000,000. The 'window dressed' combination
of both.the priﬁary and éecondary advances would encourage one to believe

that the total amounted to Rs. 114,400,000.
Part 6

The Postal Savings System

There is little to add to the matefial alreédy given on India's
unique Postal Savings System, save the substantial progress recorded

by it during the 1935-1949 period. This is accomplished through
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Table No. 21 which, in keeping with the summary of Chapter I, sets
forth the annual data on the number of savings offices, their receipts
during the year and the total of individual balances outstanding.

~TABLE 21

Number, Deposits and Balances outstanding Postal Savings System

1935-1949 Inc. - (Rs. 000,000)
~Year ending in No. of Savings Deposits , Balances
March Offices - ' During Year Outstanding

1935 - 12,679 - 430.6 , 1583.0
1936 , 12,926 510.9 . 672.5
1937 12,903 49%.6 746.8
19381 12,631 488.9 WELEY,
1939 12,109 © 50k4.3 | ~ 818.6
1940 ‘ 11,870 L62.5. . 783.2
1941 | 11,883 , 305.9 595.1
1942 | 11,667 263.9 520.7
1943 _ | 11,324 262.5 522.2
1944 . | 11,296 388.6 641.8
1945 © 11,227 479.1 | 1150.5
1946 | | 11,202 , 809.4 . " 1423.5
1947° , | | 11,189 . 1021.0 1372.5
1948 . 9,939 : 436.1 1281.1
1949 9,090 | 529.2 14849

Source: Reserve Bank of India, Banking and Monetary Statistics of India,
‘ Bombay, 1954. p. 369 , . -

1. Excludes Burma from 1938 onwards

2. Excludes Pakistan
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Here it can be seen that the jurisdictional aliehations,caused
by‘theupartitign of India in 1947 and the separation of Burma in 1937,
reduced the number of offices from a peak of 12,679 in 1935 to 9,090
in 1949. In spite of this considerable decrease in the number.of
savings offices annﬁal accumulation brought deposit balances on this
latter date to approximately 240 per'cent of what they had been at the
beginning of this period. By 1949 the accumulatéd savings amounted
“to almost Rs. 1,500,000,000 which is not an insignificant sum considering
the economic condition of India and es?ecially that of the customers of

these banks.
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CHAPTER IV

NATIONALIZATION AND EXTENSION OF CENTRAL - AUTHORITY

World War II brought significant'changes in the Indian economy
both politically and economically. In the political spheré, India was
midway between national andxcolonial'status. Thé‘British Government's
promise of a full independence after the war provided the Indian
nationals an opportunity to fulfill their long cherished desire of
moulding their own destiny and of planning their future themselves. 1In
the economic sphere India has made great strides dgring World War II.
Her balance of trade had increased from Rs. 82.7 million in 1938'to‘a
peak of Rs. 379.% million in 1944%, Indian industry, in order to meet
the war needs of the British Government and her allies, had been |
considerably diversified. Meanwhile many British establishmentslhad
been purchased by the Indian business intereétsa, and this brought a
significant increase in the percentage of Indian owned industrial

enterprises.

' Though national income and product data are not available for the
lwar period, the rapid pace of the industrial expansion which took place
-may be demonstrated ﬁﬁ&ﬁ;a comparison of rates of increases in employment
in various industriésvbetween 1934 and 1939 on the one hand, and between"

1939 and 1945~ on the other.”

1. Reserve Bank of India, Report on Currency and finance, 1946-47, Bombay
p. 47 ’ '

2 “For further details see H. Venkatasubiah, Indian Economy Since
Independence, Asia Publishing House, New York, 1961, P. 80

3 '

Ibid, p. 81
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Comparative Percentage increase in Embloyment by Industries,

Period 1934-1939 and 1939-1945.

Percent Increase Percent Increase

Industries - Between 1934-39  Between 1939-45

: % %

Ordinance factories 67 505
Clothing ' 62 958
Railwa& wofkshop : 7 109
Textiie : ., | 24 24
. Food, drink & tobacco : _ 3] ' ' 25
Paper and printing . : 33 27
Hides and skin | 87 | 181
Wood stone and glass | 82 - . 101
Engineering 25 97
Minerals and metals | ‘ 39 “ - 128
Chemicals and dyes ' 24 ”_ 75
Miscellanéoﬁs | 41 194

This comparison reveals a phenomenal expansion ih_industries that
were closely related to the prosecution of War; i.e., arms and ammunition,
cléthing for the forces, the repair and construction of railway rolling |
stock, and the production of miﬁerals and metals. The othér industries
experienced on the whole a substantial grthh bﬁt, fof obvious reasons,

the rates were not so phenomenal.

Once assufed of Independence by the Labour Government of Britain,
Indian nationalists faced the choice of following either a free enterprise

capitalist system or a planned collectivist pattern of economic development.
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They had already expressed their cﬁoice in their 6riginal proposal

to establish the Reserve Bank of India as a national institution.
Since,affer 1947,they were free to choose what they believed would be
best suited to Indian conditiéns, they elected not only to nationalize
the Reserve Bank; they also tédk steps to nationalize its competitor,
the‘Imperial Bank,kand to establish a_nuMber of‘éo#ernmentally sponsored
quasi-public financial institutidns to expedite ,their ambitious plans

for the €ountry's industrialization.

Part 1

Nationalization of the Reserve Bank

- The most impressive argument.made for the nationalization of the
Reserve Bank was the growing concentration of the ownership and control
of the Bank's shares in the hands of the vested financial interests.

- At the time of the establishment of the Bank, the Imperial Government
of.India had attempted to make it a truly representative share-~holders
bank by dividing the Country, as mentioned! earlier, into five regions and
by allecating a.fixed number of shares to each. It had also placed‘a
limit on the nﬁmber of shares that an individual could hold. In spite
of these measures, the distribution of the ownership of the shares
changed considerably in the years immediately following. This is

revealed in some detail in the following table.

b4, _
J.P. Jain, Indian Banking Analysed, Rajhan Publications, Delhi

1949, p. 157

also

S.K. Basu, A Survey of Contemporary Banking Trends, Book Exchange,
Calcutta, 1957, p. 51
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- Regional Distribution of Ownership of Reserve Bank Shares,

1935 6 1948 Inc. (In,000)

Regions April Dec. Dec. June June June June June June

1935 1936 1938 1940 1942 1944k 1946 1947 1948
Bombay 140 190 206 211 219 231 236 237 239
Calcutta 145 131 123 120 120 119 124 126 - 128
Delhi 115 - g7 93 93 86 85 79 79 79
Madras 70 61 60 59 59 55 51 50 49
Rangoon 30 20 18 17 17 10 & - 8 5

This summary reveals an eventual concentration of shares in the

Bombay region at the cost of the other regions.

Whereas the number of

shares in the Bombay region increased from 140,000 in 1935 to about

239,000 in 1943, the number in the Calcutta region declined from

145,000 to 128,000.

In the Delhi region the decline was from 115,000

to 79,000; in the Madras region, from 70,000 to 49,000; and in

Rangoon region, from 30,000 to 5,000.

were the heaviest losers.

the

The regions of Delhi and Rangoon

The data below reveal the reduction that meanwhile had taken place

in the number of Individual Shareholders.

Regional Distribution of Share-Holders, 1935- 1948 Inc.
(00 omitted)

Region April Dec. Dec. June June June June June June

1935 1936 1938 1940 1942 1944 1946 1947 1948
Bombay 28 0 22 3 20 8 198 180 180 17 4 17 4 17 2
Calcutta 23 9 156 13 8 128 116 110 106 105 10k
Delhi 23 0 16 7 14 9 17 122 115 106 103 101
Madras 1k 0 97 87 82 77 71 66 64 6 2
Rangoon 31 19 16 14 12 06 06 05 o0b
TOTAL ... 920 66:2 59 8 559 511 k82 457 450 hhh
Aw No. of 7g 7.5 8.4 8.9 9.8 10.4 10.9 11.1 11.3

shares per
share-holder
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It is significant to note that the total number of share-holders
of the Bank decreased from 92,060 in 1935 to 44,400 in 1948; that
meanwhile the average number of shares heid by a share-holder increased
from S.4 to 11.3. The data‘further reveal that the npmber of share-
holders in all regions except Bombay decreased by‘considerably more than

50 per cent.

Taken together, these tables reveal that the Bombay region had
aquired almost half of the Bank's outstanding shares and about 40 per
cent of the share-holders. Thus the Reserve Bank was rapidly losing its
status as a representative public institution and the original attempt |
of the Imperial Government to keep the Bank's electorate as wide as
possible was being aefeated. The Bank was coming increasingly under
the domination of vested interests in the Bombay region. NétionaliZation
appeared to be tﬁe most decisive way of permanently.restqring the Bank

to the status of a representative public institution.

The proponents of state-ownership of the Bank also held the view
that to entrust the control of the Bank - the proposed hub of the
‘Indian Banking System - to private share—holdefs; and its management
to directors beloﬁging largely to the capitalist class; was not iﬁ>
" the best interest of the whole country.- Such a public institption
should, they believed, represent all interested groups im the Country.
It was feared moreover that, since much of the financial structure of
India was already in European hands, the policy of the Bank might not

coincide with the natioenal interest.
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Confidenc? in the success of the nationalization measures on
economic grounds was enhanced by the fact that the earlier take-over
and manggement of the Indian Railways by the Government had proved to
- be very successful. The profits earned by the nationalized railways
héd been used both to improve the service and to expand the system.

The proponents of nationalization felt that profits earned by the Bank.
from the free use of public funds and from the issue of the Nation's
currency should be used for the benefit of the Country as a whole
rather than be left to the disposition of a relatively small group_of

share~holders.

Unlike the people of the United States of America, the Indianl
peop}e do not‘suffer from an innate skepticism of the extension of-
government authority in the field of business enterprise. Thé people
of India sincerely believed that a publicly owned central bank would
win the confidence and cooperation of a great number of private banking.
institutions which, hitherto, had not seen fit to associate themselves A

with the privately owned Bank.

'In spite of the popular appeal of public ownership of the Reserve
'Bank, theAmove was not unchallenged. The Central Board of Directors
of the Bank was highly critical, éontending.that the move was premature
and hazardous inAthe existing state of Indian economic affairs. They
feared that it might reduce the flow of incoming foreign capital by
creating the impression that this was but the first'step'towards

nationalization of ether industries and financial institutions. They

also contended that the Bank would become even more the hgnd maiden of
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the Government and so abuse the privilege of note issue as to destroy

‘confidence in the Indian currency.

To all intents and purposes the arguments in favour and against
the take=over of the Reserve Bank were concluded by the Minister of
Finance, Mr. Liakat Ali Khan, who, in February 1947 made the following

announcement:

"I have since given further thought to the matter and

am convinced that the advantages of nationalization
outweigh any possible disadvantages. I have, therefore,
come to the conclusion that the Reserve Bank of India
should be nationalized ..."

In order to implement'this conclusion, the Government of India
passed the Reserve Bank (Transfer to Public-oWnership) Act on
September 3, 1948. This Act, among several other significant provisions,
empowered the Government to purchase all outstanding privately owned
shares of the Bank. The effective date of the transfer of ownership
was January 1, 1949, The purchase price of the shares was based on the
average market price during the preceding 12 months. Tﬁe latter turned
out to be Rs. 1185/8 per share. The par subscription ‘price had been
Rs. 100. The sﬁare-holders were paid partly in cash‘and partly in 20

to 25 year 3% Government promisory notes.

Unlike the take-over of the Bank of Canada or that of the Bank of
England, the nationalization of the Reserve Bank of India was not merely
a political gesture to the pro-collectivist group among the Indian
nationalists. It was part of a comprehensive plan to place all banking

e Reserve Bank of India, Report on Currency and Finance, 1947-48,

Bombay, 1948. p. 113
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institutions under Government regu}ation and control with the Reserve
Bank as the principal instrument for accomplishment. ‘One of the

more significant parts of the Transfer Act is SectionA7 which provides
fhat, ”The Central Government may from ﬁime to time give such'directions
to the Baﬁk as it may, after consultation with the Governor of the Bank,
consider necessarj in the puBlic interest™. Other sections of this Act
in combination with the provisions of the Banking Companies Act of 1949
provide for an extension of the authority of the Bank to practically all

formalized banking institutions in India.

Changes in Administrative Structure

As before, the administration of the Bank was entrusted to a
Central Board of Directors. But under the Nationalization Aét, their
number was reduéed from sixteen to fourteen. Whereas before national-
ization the private share-holders of the Bank controlled the majority
of the voting members on the Central Board, the Government take-over
made all of them in effect appointees of £he.Government. Now the
directors of the Bank are presumably more concerned with promoting
the general interest of the economy than with the profit making potential

of the Bank.

The Central Board of Directors now_consists of a Governor, two
deputy governors,a Government représentative and ten 6ther directors.
Of these latter ten, four represent the Regional Boards provided in the
original Acﬁ.6 The remaining six directors ére representatives of

agriculture, industry, trade and gommerce, Cooperative banks, etc.

6. The original Act provided for five Regional Boards: Bombay, Delhi,

Calcutta, Madras and Rangoon. The latter region was eliminated by
virtue of the separation of Burma.
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Undef the Transfer Act, the Governor and the Depufy‘Governors held
office for such terms as may be determined By the Government at the
time of their appointment. However it was laid déwn in the Act that
their terms may not exceed five consecutive years. The Government
official on the Board hélas office during the pleasure of the
appointing aut?ority. The Government's representatives on the Board
hold office for five yéars;‘ the‘representativés of the Regional Boards,
for four years; and the representatives of dgriculturé, industry etec.,
for three years. The Regional Boards now consist of five members 
instead of eight as previously. The directors of these Boards are
appointed by the Government to represent local economic interééts.

They hold office for four‘years. All.the members of the Central Board
of Directors, except thé Government official and the directors: of |

Regional Boards, are eligible for re-appdintment.

Jurisdictional Changes

Originally membership in the Indian Reéerve Bank system was
limited to banks with Rs. 500,000 or more paid-up capital. Only these
normally designated scheduled banks were required to deposit their
statutory reserves with the Reserve Bank, and to submit weekly reports
of their principél assets and liabilities. All non~scheduled banks and
indigenous bénkers were thus outside the Reserve Bank's province.
Presumably to protect the correspondent business éf the larger scheduled
Banks, discount and remittance facilities were restricted to member
banks only. During World War II these»facilities were extended to

The State Cooperative Banks but not to the other non-scheduled institutiosas.
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However, in the Banking Companies Act of i949,‘all non-scheduled banks
were,in effeét, brought within the scope of the Reserve Bank's authority
by the provision that "every baﬁking company not being a scheduled bank
shall maintain by way of cash reserves in cash with itself, or in account
opened with the Reserve Bank ... a sum equivalent to at least two per
cent of its time liabilities and five per cent of its demand liabilities
and shall file with the Reserve Bank before the 15th day of ‘every month
thrée copies of a statement of the amount so held on Friday of each week
of the preceding month with particulars of its time and demand liabilities
on each Friday”.7 >Subsequent‘to this Act the discount and.remittance
facilities of the Reserve Bank were extended to all banking companies

that may see fit to employ them.

Extension of Regulatory Authority

Although the Transfer Act of 1948 itself did not significantly
alter the functions of the Reserve Bank with respect to the exercise of
its monetary policy, other banking measures enacted by the Government
greatly increased its power and extended its authority to include
regulatory aufhority over all banking institutions. Early in 1949, The
Government of India finally péssed the revised énd comprehensive Banking
Companies Act which had been in process of development from 1944 onward.
This new ligislation included the éérlier ad hoc measures such as
inspeétion, and branch limitation along with several othérs which quite
definitely placedball private banks under the supervision of the Reserve
© Bank. ‘These‘included the licensing of banks, dictation of their lending
policies, responsibility for their inspection and the authority to suspend
their operations.

7.

Government of India, Banking Companies Act, 1949, Sec. 18, Government
of Tridia Press, Delhi, 19L9.
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The Licensing of Banks

. At the time of the institution of the Reserve Bank of India, and
for some'yéars following, no restrictions were placed on the establishment
of private bénking iﬁstitutions. This situation, combined with the
business expansion that occurred during World War 11, prompfed the
organization of many predoﬁinantly small enterpriseg which called them-
selves banks. Beforé 1949, the ohly restraint upon this mushroom growth
was the requirement that the bank be registered with the Registrar of
Companies. The only restriction on established banks was the 1946
ordinance providing for the licensing of branches. In order to check
this wild and unhealthy growth and to eﬁcourage the development of
sound banking institutions, the 1949 Act required all existing banking
companies to secure a licence from the Reserve Bank of India if they
were to céntinue in business. All new banking companies were required
to get a licence from the Bank before they could be establiéhed.8 When
granting licences to existing banks the Reserve Bank was to be satisfied,
by inspection or othérwise, that the applicant bank was in a position to
meet its obligations and conduct its business on sound banking principies.
With respect to the new banks and branches the Reserve Bank was to be
satisfied that there Qas a need for a bank in the area where the bank

préposed to operate.

If a banking company should not follow é policy cgmsistént with -
the national interest and in:the interest of its depositors, the
Reserve Bank with thelconsent of the Government is authorised to cancel
its licence. The agrieved banking company may appeal to the Central

Government but after the suspension not before.9

Government of India, og.fcit., Section 22(1)

Tbid., 22(4)
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Directives on Loans and Interest Rates

The Banking Companies Act of'1949 contained several other measures
which considerably increased the scope of the regulatory powers of the
Reserve Bank as well as its instruments of monetary control. - Section
21 (1) provides that the Reserve Bank may give directions to banking
companies, either generally or to any banking company or a group of
banking‘companies in particular, as to the purpose for which advances
may or may not be made, the margins to be maintained in respect of
secured advances and the rate of interest to be chafged, and each banking

company shall be bound to comply with any directions so given.lo

Under Section 36 (1) of the 1949 Coﬁpanies Act, the Reserve Bank
is empowered to‘caution and to prohibit banks generally, or anybbanking
company in particular, against entering into any particular transactions
or class of transactions not in the public interest.ll With the possible
exception of the Commonwealth Bank of Australia, no similar direct

regulatory authority has been granted to any present day central bank.

Merger and Amalgamation

Under the provisions of the Banking Companies Act, 1949 banks had‘
to seek the permission of the Reserve Bank for their amalgamation, merger
and discontinuance of their banking business. /Sﬁ:IRéserve Bank was
not authorised to impose compulsory merger or amalgamation on banking

companies which it considered weak or not properly managed. It could,

and did bring pressure on them to undertake such movesc¢when conditions
permitted them to do so. After the rather disastrous failure of the

Palai Central Bank'and the Loxmi baﬁk in early 1960,to‘whi¢h-additional

¥9' Government.of. India, Banking Companies Act, 1949, Section 21,
Delhi, 1949.

;l' Ibid., Section 36 (1),

12.

Ibid., Sedtions 44 and 45.
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reference is made in Chapter VI, the Banking Companies Act wés

émended. ‘Under the provisions.of Banking Companiés (Second Amendment)

Act, 1960 the Reserve Bank was suthorised,\with the prior permission of

suc ' .

the Government, to initiate/mergers and amalgamations as appeared to

be ih the public interest and that of the banks themselves.13 This same

amendment provided that in case of a bank failure depositors were to be

given priority over all dther creditoris, secured or otherw:i.se.lL+ Sub-

sequently in 1961, in order to speed up the process of amalgamation or
the

’merger,/Banking,Companies Act was further amended. Under the provisions

of Banking Companies (Amendment) Acf, 1961 the Reserve Bank was

authorized to prepare plans under which weak and mis-ﬁanaged banks could

be absorbed by the State Bank of India or some other well established

bank.lb Such amalgamation plans are bindihg. - not only on banks concerned,

their depositors and creditors, but on their employees as well.

Appointment of Officials

In addition to the power to direct the lending activities of the
private banks, the 1949 Act gaVe the Reserve Bank thelauthority to
appro&e the appointment of managers and chief executive officers of
privéte banking institutions. It also gave the Bank the power to
prohibit inter-locking directions, the employment of managing agents,
and the graﬁting of unsecured loans either to directors or to firms

in which directors had interests.l

1. Government of India, Banking Companies (Second Amendment) Act, 1960,
Section 43 A.

e 1pi4., Section 4k B

= Government of India, Banking Companies (Amendment) Act, 1961,
Section 45

16,

Government of India, Banking Companies Act, 1949, Section 10.
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These powers of appointment, etc.were considerably enlarged by a
1959 amendment to the Banking Companies Act‘which gave the Reserve
Bank the right to "remove from office the chairman, any directof,
'manager or chief.executive officer of a banking company found guilty
of contravening any law relating to the operation of the bank".l?
Furthermoré, banking institutions were required to seekhthe-approval
of the ReserveABank on such matters as the appointment, reappbintment
or remuneration oi/?égirector, manager, secretary or treasurer whé may
be employea‘by them. Banks have also to seek permission from the

Reserve Bank for a grant of retirement benefits to any of these persons.

Inspection, Supervision and Suspension

Befdre'its nationalization, the Reserve Bank'was not authorizéd
to inspect the working and accounts of banking institutions. A
scheduled bank had to submit its accounts to the Reserve Bénk for review
but it did not have to submit to audit and inspection by Reserve Bank
officials. The Banking Companies Act of 1949, specifies that 'the
Reserve Bank at any time may, and on being directed so to do by the
Central Government shall; cause an inspection to be made by one or more
of its officers of any banking company and its books and accounts, and
the Reserve Bank shall supply to the Banking Company a cépy of its
report on such inspection".lg If after due inspection, it is disclosed
that the bank had not been operated in a proper manner, the Reserve
Bank was authorized to prohibif the bank from accepting new deposits
and to apply to the proper court for an order to wind up'the bank's

affairs. However, if the Reserve Bank considered that a banking

12+ G%vépnmeit 5f India, Banking Companies Act, 1949, Section 6 op. cit.,
18, Reserve Bank of India, Trend and Progress of Banking in India during
1959, Bombay, 1960, p. 16

19. Section 35 (1) Banking Companies Act, 1949, Government of India,
1949
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company could be salvaged, application could be made tq-the Centrél
Government for an order of moratorium. During this.ﬁoratorium the
Reserve Bank could prepare a plan either for the bank's reconstruction
or fot its amalgamation with another banking company and submit it for

approval to the Central Government.

Additions to Instruments of Monetary Policy -

Under the original Reserve Bank Act the instruments by which the
-Bank could attempt to exercise a measure of control over the money

supply, credit and prices were quite limited. They consisted of:

i. the authority to engage in open market operations;
To .
ii. /make or to deny advances to the scheduled banks-or to
rediscount their eligible paper; and

iii. the right to fix the interest or 'bank rate' at which such.

transactions would be made.

The Bénk neither had the authority to manipulate the reserve
ratio nor to ration credit. It did not have>sufficient stature in
the banking community to exercise moral éuasion. Most of these short-
‘comings were méﬁ by provisions of the Banking Companies Act of 1949 and

subsequent amendment of this Act and to the Reserve Bank itself.

Selective Credit Control and Credit Rationing

As notedbin connection with the Reserve Bank's newly acquired
regulatory authority the new Bank Act gave the Reserve(Bank the authority
to dictate the purpose for which advances by primary lenders may or may

not be made'aslwell as the rate of interest to be charged. The monetary
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‘policy implications of this authority are spelled out as folloWs:26

Where the Reserve Bank is satisfied that it is necessary or
expedient in the public interest so to do, it may determine
the policy in relation to advances to be followed by banking
companies generally or by any banking company in particular,
and when the policy has been so determined, all banking
companies or the banking companies concerned as the case may
be, shall be bound to follow the policy as so determined.

Later on credit rationing was imposed under this.authority in
an attempt to arrest the inflationary effects éf the Government's
vast’deficit financiné during the Second Five Year Plan.éi The
Reserve Bank hés aiso used this authority to channel‘credit away from
the speculativebstock and produce markets, and into the basically

productive sectors. of the economy.

Interest Rates on Deposits

Ip addition to its authority to impose selective credit measures,
the Banking Companies Acf of 1949 confers upon the Reserve Bahk the
authority to limit the rates of interest paid on short term deposits
By the private banks. This is a subtle way of closing an important
avenue of relief of cash shortages resulting from the_operationtof a
restrictive bank rate and considerably enhances the power of the central
bank. The 1949-measure provided ‘in effect that the Reserve Bénk could
force the privaté institution to kéep the interest rate paid on
customers' deposits at two percentage points below the Reserve Bank's
discount rate.

\

20.

. Section 21 (1) Banking Companies Act, 1949, Government of India,
- 1949,

2¥. See Chapter V, page 164.
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Reserve Ratio Manipulation

In an attempt to mitigate the inflationary effects of extensive
reliance on central bank credit in the financing of the Country's
reconstruction program, Reserve Bank officials in 1956 sought out
and were granted the authority to manipulate the ratios governing'
the reserves of member baﬁking institutions.22 " This was accompiished
‘by an amendment to the Reserve Bank Act itself which empowered the Bank
to set the prevailiﬁg rafio on time deposits anywhere between 2 per
cent and 8 per cent; the rate on the demand deposits anywhere from
5 per cent to 20 pef cent, Of considerably more significance was
the additional provision that under emergency conditions the statutory
provisioh may belexceeded by as much as fifty‘per_qggt on additional
deposits. That is to éay, after the establishment of~a‘givengratio
between the authorized limits an additional reserve reQuirment may bé
impqsed on new deposits'of the. banks provided the average of 20% and

% are not exceeded.

This is really a decisive power, for it has the effect of
burdening the banks with opportunity cost of holding in extremity as
much as 100 per cent of new deposits in idle reserve balances. It
also reduces substantially the inflationary potential of the central

bank credit made available to Government and other spending agencies.

22.

Government of India, Reserve Bank (8mendment) Act, 1956, Section 42.
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Moral Suasion

Though tangible areas of appiication are not specified, Indian
writers on.the role of the Reserve Bank hold the view that national-
ization generally enhanced the persuasive‘power and prestige of the
Reserve Bank. This is undoubtedly true but one may still wonder if
this enhancement was not the result of a very considerably enlarged
kit of coﬂtr@i'instruments and the fact that there was no longer any
distinction between Government policy and central bank policy. With
the~po$sible'exceptien of the Commonwealth Bank of Australia,Ano
centrel bank in the admittedly more advanced Western Countries has
been granted such a wide range of authority over both the punlic‘and
private interests of the subordinate banks.23 vThus,'for exampie, an
announcement of the possibility of a change in the reserve ratio or
a reduction in the rate of interest in Shoft term funds may be even

more effective than the posting of the change itself.

Part 2

Nationalizatien of the Imperial Bank

As mentioned in Chapter III, thelGovernment of’India'had decided
to nationalize the Imperial Bank as early as 1947. Owing, as it nas
said, te some technical difficulties presented by the Imperial Banks
network of branches in Pakistan, Burma and Qeylon& but more probably
to the financial consideration involved in the take—over of'this
largest of all private banking institution at tne initial stage of the

country's eoonomic development; the Government had to postpone the

25 This coenclusion was reached by Professor Crumb of ‘the University of
British Columbia after studying the powers and duties of many of
the world's leading central banks.
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actual take-over until 1955. By this time the accomplished national-
ization of the Reserve Bank and the announéement of the pending
nationalizafion of the insurance companies and other enterprises no

longer left any valid political excuse for maintaining a passive

attitude towards this vital "foreign" institution. There was also the
hope that its'vast resources, wide net—work.of branches, and its

skilled personnéi could take on the very real task of impfoving facilities

for financing India's greatest industry - agriculture.

This latter view had alreadyibeen expressed by the Rural.Bankiné
Enquiry Committee which the newly nationalized Reserve Bank had set
up to study agricultural finance aﬁd to make recommendations to speed
up the spread of agricultural banking facilities. Among its other
recommendations was one that'the‘Imperial Bank should work as an auxillary
to the Reserﬁe Ranlt and that it should estéblish 270 branches in unserved
ahd outlying areas within the following five years.?’L+ This 1t began to do.
As a partial compensation for losses on the new branches the Reserve Bank
increased the commission paid to the Imperial Bank on collectiops and

payments made for its account.

Later on the Reserve Bank appointed the All India Rural Credit
Survey Committee to study the rural credit problems and to make

" recommendations to facilitate the free flow of credit to agriculture

2k.

S.G. Panandikar, Banking in India, 9th ed, Orient Longmans, Bombay,

1959, p. 314

25.

The new rates of Commission were 1/16 of one per cent on the first

Rs. 1,500,000,000; 1/32 of one per cent on the next Rs. 3,000,000,000;
1/64 of one per cent on business over Rs. 3,000,000,000 but not
exceeding Rs. 12,000,000,000 and 1/128 of one per cent on business
exceedlng Rs., 12,000,000,000.
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and allied industries in rural areas. This Committee was critical
of the progress made by.the Imperial Bank between 1950 and 1954 in its
branch expansion program. The slow progress, the Committee contended,
was due to the primary profit motiwe of the Bank. It coﬁld not keep
its owners content with the lower dividends that would result from a
primary interest in the development of the Indian economy. In its
~integrated scheme to reorganize the rural credit and thus to provide
adequate credit facilities to the rural population, the Committee of
Direction of the All India Rural Credit Survey recommended that fhe
Imperial Bank,along with other State associated banks, be made a state
institution in language that appears to have presumed as much on the
Imperial Bank‘s existing facilities as on new ones to be added. The
Committee concluded in approved collectivist style that the proposed
State Bank be: 'one strong, integrated, state-spdnéored, state~
partnered commercial banking institution with an
effective machinery of branches spread over the whole
country, which, by further expansion can be put in
a position to take over cash work from non-banking
treasuries and sub-treasuries, provide vastly extended
remittance facilities for cooperative and other banks,
thus stimulating the further establishment of such
banks, and, generally, follow a policy of advances -
including advances for agricultural purposes - which,
while not deviating from the cannons of sound business,
will be in effective consonance with national policies
as expressed through the central govefnemtn and the.
Reserve Bank".2®
The Committee went on to sfate that the Government of India and
the Reserve Bank together should hold 52 per cent of the share capital

of the proposed State Bank; it also made proposals for the management

and operations of the nationalized institution. Similar proposals were

26. Reserve Bank of India, Report on Currency and Finance, 1954-55,

Bombay, p. 91
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remadeu.by the Shroff Committee appointed by the Reserve Bank to
~enquire into problems of finance in the private sector, s=Fher. | re
Governﬁent finally announced its decision té nétionalizé the Imperial
Bank on December 20, 1954. 1In Méy of the following year the State
Bank of India Act was passed by the Indian Parliament, and on July 1,
1955 fhe State Bank took over the operations of the former Imperial

Bank.

Ownership of the State Bank of India

The conversion of the Imperial Bank into the State Bank was
'accomplished by the directed sale of the sharés of‘the Impefial Bank
to the state owned Reserve Bank at a price of Rs. 1,765 5/8 per share.
This was more than three timgs the original par value of Rs. SOO.ZI

The payment itself was made partly in cash and partly in Government

National Plan Bonds bearing interest at 3% per cent.

| Under the provisions of the State Bank of India Act,vthe Reserve
Bank was authorized to diépose of 45 per cent of the share capital of
the State Bank td the general public with preference given to the
former share holders of the Imperial Bank. The Central Board of the
State Bank was authorised‘to increase the outstandipg shafes of the
State Bank providing the holdings ofhthe Reserve Bank did not fall

below 55 per cent of the total.

The State Bank of India Act of 1955 also contained provisions
under which other banking companies may be and subsequently were

amalgamated with the State Bank.

27+« partly paid-up share of Rs. 100 were bought at Rs. 431 3/k.
Their price was based on the average market price for the
past twelve months.
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Administration and Management

The Administrafion of the State Bank was entrusted to a Central
bBoard of Directors. This Board consists of twenty members. .The
chairman énd vice-chairman are appointed by the Central Government
iq consultation with the Reserve Bank. Two managing directors are
appointed by thevCentra1 Board wifh the approval of the Central
Goverﬁment. Six directors are elected by shareholders other than
the Resgrve Bank. Eight diFectors are nominated by the Government
in consultation with the Reserve Bank and theée directofs fepresent
various economic interests of the country, i.e. agriculture, industry,
trade and commerce, and the cboperativé banks. One is appointed by
the Reserve Bénk énd one by the Central Govérnment.28 The management

of the State Bank continued in the hands of the former official and

personnel of the Imperial Bank.

Part 3
Industrial Banks and the Insurance Corporation of India

Af?er August 15, 1947, when India became a sovereign sfate, the
Indiaﬁ Government was finally free to chart the country's future .
development. This was done aloﬁg lines dictated by the needs an&
aspirations of fhe Indian people. These‘needs and aspirations could be
summed up in the expréssion, self‘geherafed industrialization. The
Indian people looked upon industrialization‘not only as a means of
improving per capifa incomés, living standards and employment opport-

unities, but as an eventual escape from dependence on foreign interests

28. Reserve Bank of India, op. cit., p. 42
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for the development of the Indian economy. The program of development
N which ultimately emerged in a series of five year plans, encompassed
agricultural improvements; natural resources exploitation, and the
developmént of iron and steel, ship building and aircraft industries -
all to be financed as far as possible from domestic sources. Considering
the relatively impoverished state of the Indian economy this was, to

say the least, a very ambitious undertaking. -

In all, the Government in cooperation with the Reserve Baﬁk and
various privéte financial institutions,‘established six different
financial corborations through which the credit needs of the program of
industrialization were to be channelled and in part provided. In |
approximate order of establishment they were: the Industrial Finance
vCorporation, the State Financial Coﬁorations, the National Indgstrial
Development Corporation, the Industrial Cfedit énd Investment Corporatipn
of India, the Nét;onal Small Industries Corporation and thé Refinance
Corporatioh. It also nationalized the Country's insurance business

through the establishment of the Life Insurance Corporation of India.

The Industrial Finance Corporation

The Industrial Finance Corporation was established on July 1, 1948.
This agency was ;uthorized to grant long term capital loans to public
limited companies and to_cooperafive ventures engaged in manufacturing,
mining, and the generation and distribution of power. Subsequently

ship building was brought within the sphére of its lending operations.

Capitalization and Ownership

This agency has a paid up capital of Rs. 50,000,000 which was

subscribed by the Government, the Reéserve Bank, the Scheduled Banks,
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the Insurance companies and the cooperati#e banks in the following

proportions.

Subséribers Amount subscribed Percent of
: : (000,000) - Total
Insurance cohpanies 13.0- _ . - 26.0
Scheduled banks . ,l2fO .24.0
Government of India 10.0 | ) 20.0
‘Reserve Bank of India 1003 | © 20.6

Cooperative banks » hog 9.h

_The.Governmént of India in conjunction with the Reserve Bank of
India contributed about 41 per cent of the share cépital of the
.Corpdration. _ With the nationalizafion ofbthe‘Imperial Bénk and the life
insurance companies of India in 1955 and 1956 respectively, the total
share of Goverﬁmént and public institutions became something more than

70 per cent,

In order to make the shares of the Corpofation a reasonably
attréctive investment for the private banks and insurance companies,>
;thevGovérnment undertook to guarantee.its par value and a minimal
aividend of 2%‘per cent; The maximum dividend alloﬁed was'5 per cent.29
Any net prdfit above this maxiﬁum,éccrued to the Government. In 1952
the Enabling Act Qas amended to provide that dividends payable to the
‘Government and, the Reserve Bank be.placed in a special fund until such

. ’ = 50
payments amounted to Rs. 5,‘OOO,OOO.3

29+ g.L.N. Simha, The Capital Market of India, Bombay, Vora & Co.,
: Bombay, 1960, p. 144

30 Reserve Bank of India, Report on Currency and Finance, 1952-53.
Bombay, 1953, p. 54
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Administration and Control

The administration of the Industrial Finance Corporation is
entrusted to a Board of Directors conéisting of 13 members. The
Government of India on behalf of itself and the Reserve Bank appoints
seveﬁ nembers of this Board including the managing director and the
chairman. The other directors are appointed by the scheduled banks,
the insurance companies and fhe cooperative banks. In addition to its
majority control, the Government has the right to discharge the entire

Board if the latter should fail to follow Government policy.

Sources of Working Capital

In order to augment its capital funds the Industrial Finance
Corporation was originally autherised to issue bqnds and debentures up
to five times its paid-up capital. By 1957 this authorization had been
raisedbto ten times the paid-up capital.31 Meanwhile bonds and debent-
ures issued by the Corporation had risen from Rs. 58,000,000 in 1951 to

Rs. 222,000,000 by the end of 1960.

Under the original Act the Corporation was not‘authorised to borrow
from the Reserve Bank. In order to increase its immediately available
lending capacity and thus to enable the Corporation better to serve its
customers, the Act was amended in 1952 to permit such borrowing provided
prdper collateral was presented. Theée latter included secdurities of the
Corporation itself and other securities acceptable to the Reserve Bank.

32

The total of such loans could not exceed Rs..B0,000,00Q. In 1957 the

31.

Reserve Bank of India, Report 1952-53, op. cit., p. 4k,

32. Reserve Bank of India, Report on Currency and Finance, 1957-58,
Bombay, p. 54. ’
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Corporgtion Was authdrised to borrow direcdtly from the Government
provided its total borrowings frqm the Government, the Reserve Bank

and ité own outstanding bonds and debentures did»not exceed ten times
its capital and reserves. In 1958 the authority to underwrite
security issues for other Government corporations was added to this
agency's growing powers and duties. In 1960 the Original Act was
amended to allow the Corporation to subscribe directly to the common
stock of the various industrial enterprises which borréwed from it

and for whom it had underwritten share capital. It was also authorised
to convert loans already granted and debentures into the shére capital

33

of the borrowing concern in question.

Under the amended Act the Government was authorised to guérantee
such foreign loans as the Corporation may seek from the Internatiohal
Bank for reconstruction and development or from ofher internationa;
fiﬁancial institutions for making loans in foreign currency to its
customers. Before 1960 the Government was not authorised to guarantee
such loans. As we shéll see in Part 3 of Chapter V the Industrial
Finance Corporation played an important role in the finanéing of the
Government enterprises in India. Its successful beginning led to the-
establishment of various other financial institutions to meet the

growing needs of the Government's expansion program.

The State Financial Corporations

At the time of its organization the operations of the Industrial
Finance Corporation were limited to large public and cooperative
enterprises and other private industrial ventures within the juris-

the
diction of/8tates also needed financial assistance for their development

33.

Reserve Bank of India, Report 1957'581 op. cit., pp. 54-55.
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and expansion. In order to make this possible the Government of
India passed the State Financial Corporation Act on September 28,
1951. VUnder the provisions of this measure the State Goverpmenhs
were authorized to set up their own financial corporations. By 1961

there were fifteen such corporations - one in each State.

Capitalization and Ownership

:The State Financial Corporation Apt empoWers each State Government

to fix the authorized capital of its corpbration,according to its own
needs subject to minimum and maximum limits of Rs. 5,000,000 and

Rs. S0,000,000, respectively. The authorized capital of the existiﬁg
corporations ranges between Rs. 20,000,000 and Rs. 40,000,000. The paid-
up capital of these Corporations is Rs. 10,000,000 except for the Statéé
of Bombay, Madras, Andhra Pardesh and Orissa where Rs. 20,000,000,
Rs,'lB,Eb0,000, Rs. 15,000,000 and Rs; 5,000,000 respectively, have been
paid in.

The par value of the share capital of each State Finance €orporation
and a minimum dividend of three per cent is guaranteed by‘the respective
sfate Governments. Minimum and maximum rates are fiied aty} per cent'
and 5 per cent, respectively. Within these limits, each Stéte
Corporation is free to fix its actual dividend rate to reflect the‘lo;al
pattern of interest rates. Thé guanfanteed rate of dividend is 3% per‘
cent in all States except Punjab and Madras where it is 3 pér éent.aﬁ

Like the limitation imposed on the Industrial Finance Corporation, the

rate of dividend of the state financial corporationscannot exceed the

Z%. 3.L.N. Simha, op. cit., p. 160
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guaranteed minimum until reserve funds are equal to paid up capital,
and the State Government has been repaid any debt resulting from

obligations incurred on behalf of the corporation.

Unlike the Industrial Finance Corporation whose entire stock
is either Governmentally or institutiénally held, the general public
can subscribe to the Share capital of stéte Financial Corpérafions up
to a maximum limit of twenty-five per cent. The remainder is subscribed
by thebrespeétive State Governments, the Réserve Bank and other
financial institutions. As of March 1959,‘the subscriptibn of State
Governments averaged 47 per cent of the total paid up capital, that
of the Reserve Bahk waé 15 pér cent and other financial institutions
had subscribed on the average about 33 per cent. Thé remaining 5
per cent was subscribed by the general public.35 Thus the State
Governments alonglwith the Reserve Bank controlled about 62 per cent

of the total capital of these Corporations.

Administration and Control

The aaministrations of the State Financial Corporations are
entrusted to boards of directors, consistiﬁg of ten‘membérs. The
respective State Governments in consultation with the Reserve Bank
appoint the managing directors and nominate three other directors
including the board chairman. The Reserve Bank and the Industrial
Finance Cérporation nominate -one director each. The scheduled banks,
Cooperative banks, insurance companies afd other financial institutions
elect three directors frdm among themselves. The rést of the share-
holders elect one director, Thus the majority of the directors are

35. BS.L.7S8imhaj:  op. cit., p. 160.

v
A
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appointed by the State Governments and public institutions. The
enabling Act stipulates that each board shall follow the policies

dictated by its Government in consultation with the Reserve Banke.

Sources of Working Capital

In order to supplément their capital funds these corporations
are authorized tc issue bends and debentures up to a maximum limit of
five times their paid up capital. Like the share capital of the
corporations their bonds and debentures are guaranteed by the respective

State Governments.

Some indication of the importance of the State Corporations may be
gained from the fact that by March, 1961 these Corporations had approved
leoans amounting to Rs. 361,700,000. Of this sum Rs. 221,600,000,0r
or about 60 per cent,was actually disbursed. At this latter date the

36

amount of loans and advances outstanding was Rs. 141,900,000.

The National Industrial Development Corporation

With the operations of the Industrial Fihance Corporation limited
to large public and cooperative enterprises, and those of the State
Financial Corporations limited to state and small local private
industrial undertakings, there was still need for a.financial institution
that could provide long term capitél to large private industries and
assist in the establishment of new one;. The'private sector, it was
realized, also had to be encouraged if the €ountrylwas to realize its
lfull industrial potentigl. In recognition of the difficulties of"

.private firms in acquiring equity capital for risky ventures and to

=N
5. Reserve Bank of India, Report on Currency and Finance, 1960-61,
Bombay, 1961, p. 64 ,
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encourage balanced growth of the industrial sector, the Government
established the National Industrial Development'Corporation on

October 20, 1954.32

This Corporation was intended primarily to promote new industrial
_enterprises for the planned development of the Country's industrial
séctor and to finance improvements and extensions in existing ones.
Particular attention was to be given to the jute industry, to cétton
textiles and to the manufacture of machine tools. Priority was to be
given to such firms as could make use of equipment, experience and

38

skill availilable in India.

Capitalization and Qwnership

The National Industrial‘Development Corporation had a paid-up
capital of Rs. 1,00-0,000.3:9 Unlike the Industrial Finance Corporation
and the State Financial Corporations, where pérticipation'in ownership
was fairly broad, the Government of India was the sole subscriber to
and shareholder of this Copporation. The Government has increased the
working capital of the Corporation through loans and grants. During

1956 these loans and grants amounted to Rs. 14,900,000.

Administration and Control

The administration of the National Development Corporation is
entrusted to a Board of fourteen Directors drawn from the private

business sector and chaired by the Minister of Commerce and Industry.

37*  Reserve Bank of India, Report on Currency and Finance, 1954-55
: Bombay, 1955, p. 50

38 Lo¢: citey

39+ Its authorized capital was Rs. 10,000,000
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The representatives of private business are nominated by the

Government in consultation with the Industrial Finance Corporation

and the Reserve Bank. Such prominent industrialists as Tate, Birla,

and Medi are represented on the Board. This was done to ensure sound
~advice and guidance to the Corporation in undertaking and developing
new projects. The summary of the .operations of the various guasi-public
financial corporations given in Part 3 of Chapter V reveals that this
Corporation (N.i.DfC)-has already made a very substantial contribution

to the country's jute and cotton textile industries.

Industrial Credit and Investment Corporation

Although considerable progress towards industrial development
was made during the First Five Year Plan the pace of this development
was undoubtedly retarded by the fact that little or no inducement
had been given to local private enterprises or to foreign investors.
No pafticular attempt had been made to provide instrumentality thréugh
which private equity capital could be channelled into industrial
undertakings, and no special attempt had been made to tap either the
vast capital resources or the technical proficiencies of the Western

World. An institution that could bridge this gap was urgently needed.

In 1954, when the Indian Planning Commission was working on the
Second Five Year Plan, diécussions were held with the representatives.
of the World Bank, the Foreign Operation Administration of the United
States vaernment and the Commonwealth Development Finance Company
on the feasibility of establishing a nominally private investment

copporation, to assist in promoting private enterprise. These

discussioﬁs bore fruit in the form of a recommendation that an industrial
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credit and.investment corporation be set up in India under which =
Indian and foreign investors would join hands to provide equity
capital and other benefits tp private industrial enterprises. As
a result, an institution bearing that name was established on

January 5, 1955,

Duties of this Gopporation consisted in fhe'main of financial
and technical assistance to privéte industries.a One of its principai
tasks was to help in the provisionO{oans in foreign currencies for
importing uréently néeded machines and equipmenﬁ. The Reserve Bank

of India gave a mene detailed summary its main objectives as follows:

a. To assist in the creation, exXpansion and modernization of
private industries

b. To encourage and promote the participation of private
capital, domestic and foreign, in the ownership of
industrial investment and thus expand the investment
market by: '

i, providing long and medium term loans and equity
capital

ii. wunderwriting new issue of stocks and bonds of private
industries, or by guaranteeing loans from private
institutions to such industries

iii. furnishing managerial, technical and administrative
services to industries.39

Capitalization and Ownership

The Industrial Credit and Investment Corporation had an authorized
capital of Rs. 250,000,000 of which Rs. 50,006,000 was paid up; of
the latter sum Rs. 35,000,000 was subscribed by Indian nationalists
and other financial institutions; Rs. 10,000,000 were contributed by

British Eastern Exchange banks, British insurance companies and the

4o,

Reserve Bank of India, Report on Currency and Finance, 1954-55,
' Bombay, 1955. p. 50
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Commonwealth Development Finance Cdmpany. The rest of the
Rs. 5,000,000 were subscribed by public corporations in the United

States and by individuals.

In addition to its sﬁare cépital the Corporation received an
interest free loan of Rs. 75,000,000 frém-the Govérﬁment of india
repayable after 15 years iﬁ 15 ahnual instalments. It was also
granted a 4.5% 1oan‘of #10,000,000 for 15 years f?om the World Bank.4l
The latter sum was to be used to édvance loans in foreign currencies

to private firms to enable them to purchase from abroad machinery,equipment,

material and services not available in India.

Because of the considérable increase in demand for loans from
the Corporation, both in domestic and foreign currencies, its capital
funds were further increased in 1959. By an agreement between the
Governmént of India and the United States Technical Corporation Mission
on May 21, of that yeaf, the Corporation was provided a loan of
Rs. 100,000,000 out of Public Law 480 funds.42 During this year the
International Bank for Reconstruction and Development granted the

. L
corporation an additional loan of $10,000,000. 3

Administration and Control

The Industrial Credit and Investment Corporation is administered

by a Board of Directors consisting of fifteen members, who are elected

41. Reserve Bank of India, op. cit., p. 51

42. The legislation under which the United States Goverrment makes
grants in aid to foreign countries.

h3. Reserve Bank of India, Report on Currency and Finance, 1958459,

Bombay, 1959, p. 47.
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by the shareholders. It is stipulated that the chairman of the
Corporation must be an Indian national. The Government of India

has the right to appoint one director until the Government loan is
fully repaid. The day to day business of the Corporation is carried
on by thg salaried general manager who is also to be an Indian

national. The World Bank acts as the Corporation's adviser.

The Refinance Corporation

Under an agreement between the United States Government and the
Government of India, it was stipulated that Rs., 260,000,000, the
equivalent of ¥$55,000,000 arising out of the sale of imported food
-grains from the United States, be reserved for relending to private
enterprise through established banking institutions. In order to take
advantage of this arrangement, the Indian Government in June 1958 set
up the Refinance Corporation - an institution empowered to make advances
to member scheduled banks against loans granted to medium sized industrial
: undertakings.L‘LLF Advances not exceeding Rs. 5,000,000 to a single
concern, wefe to be made for periods running from three to five years.
Preference was to be given to industries included in the Second Five

Year Plan and the succeeding plans.

Capitalisation and Ownership

The Refinance Corporation had a paid-up capital of Rs. 25,000,000
45

which was subscribed by various financial institutions as follows:

b A medium sized industry is defined as a concern whose paid-up
capital and reserves are not less than Rs. 500,000 and not
more than Hs., 25,000,000.

45,

Reserve Bank of.India, Report 1958-59, op. cit., p. 47
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Subscriber Amount of Petf Cent
—_— Subscription of Total
Reserve Bank of India 1o,ooo,obo 40
Life Insurance Corporation 5,000,000 20
State Bank of India 4,500,000 18

Fourteen scheduled banks ... , 5,500,000 22

In addition to its share capital, counterpart funds arising from
the wheat sale were made available to the Corporation in the form of

an interest bearing loan of Rs. 260,000,000.

Administration and Control

The managémeanbf the Refinance Corporation is entrusted fo a
Board of Directors consisting of seven members. The Governor of the
Reserve Bank is its chairman. The other directors include the Depiity
Governor of the Reservg Bank, the Ghairman of the State Bank of India
and the €hairman of the Life Insurance Corporation of India. The
rémaining threé directors represent the participating scheduled banks.
The day-to-day operationsof the Corporation are carried on by a salaried

general manager.

In the beginning loans to banks were restricted to the fourteen

scheduled institutions which subscribed to the corporation's capital.

These loans carried an intérest rate of 5 per cent, and the
borrowing banks were not to charge more than 1) per cent above this ratetton
The bérrowing cuétomen.@bviously this maximum did noet provide enough-
profit margin for the member banks and hence no particular inducement

‘to utilize the corporation's facilities. In view of these difficulties
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the 6% per cent primary rate limit was relaxed providing the latter
did not exceed rates on other types of loans in the.same locality.
After these concessions the Corporatidns's lending facilities were
extended to fourty three scheduled banks, to all State Financial

46

Corporations and to three Cooperative banks.

National Small Industries Corporation

Although the development of small industries falls within the
purview of the State Governments, the Central Government has also
stepped in to hasten the progess. In order to assist in providing the
financial as well as technical needs of such industries the Government
of India established the National Small Industries Corporation in
February 1955 with a main office in Bombay. In.order to supplement
the operations of this Corporation subsidiary corporations were

established in Calcutta, Delhi, Madras: also in Bombay in 1957.

In addition to financial assiétance in acquiring machinery under
a hire-purchase arrangement, the National Small Industries Cooperation
attempts to secure a reasonable share of Government orders for small
industries and to provide such technical assistance as may be necessary
to fulfill thesg orders. It also endeavours to secure coordination
bétween large and small scale undertgkings to enable thelatter fo
supply anciliaries and components required by the large ones.
Originally the hire-purchase scheme was limited to Indian-made machinery.

It was eventually extended to imported machinery as well.

4. Reserve Bank of India, Report 1960-61, op. cit., p. 65.

L7.

Reserve Bank of India, Report 1954-55, op. cit., p. 51
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Under the briginal scheme loan applicants were required to make
a down payment of 20 per cent of the valué of a general purpose machine
and 33% per cent of that of a special pufpose machine. The balance of
the cost was repayable in half yearly instalments spread over a period
not exceeding eight years. The first instalments of such loans were
repayable after six monthé. In 1959 this scheme was liberalised by
reducing the down payments on a‘special purpose machine to the same level
as that of the general purvose machine. The down payment of machines
valued at less than Rs. 200 was reduced to 10 per cent as against
20 per cent previously; and the first instalment on all loans under the
hire-purchase scheme was'made payable after one year.ﬁg In 1960

the down payment on such machines was further reduced to 5 per cent,
» | L9

providing the remaining 15 per cent was guaranteed by the Government.

Capitalization and Ownership

When originally established this Corporation had a paid-up capital -
of Rs. 1,000,000 - alllsﬁbscribéd by the Government of India. Because
of the great demand for its‘loans and other assistance, its capital was
increased to Rs. 4,000,000lin 1959.5@ Each of the four subsidiary
Corporations had a paid-up capital of Rs. 250,000. 1In 1960 the
Corporation obtained a long term loan of $10,000,000 from the United
States Devélbpment Loan Fund. This loan was to be used for procuring

machinery from non-Communist countries. Machines valued at more than

$50,000 were to be obtained in the United States only.

48. Reserve Bank of India, Report on Currency and Finance, 1959-60,
Bombay, 1960, p. 54

49.

BbSérvEpBanKAQfﬁindi&, Report 1960-61, op. cit., p. 68

50. Originally its authorised capital was equal to Rs. 1,000,000. 1In

*1959 it was increased to Rs. 20,000,000
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In addition to its capital funds the Government suppiements

the Corporation's working capital with loans and grants.

Administration énd Control

The National Small Industries Corporation is aoministered by a
Board of Directors appointed by the Government of India in consultation
with the Reserve Bank and the Industrial Finance Corporation. Fach of
its subsidiaries is administéred by a board of directors made up of
the regional heads of the Joint Development Commission, the Sméll
Industries Service Institute, a representative of small industries and

the managing director of the Corporation.5

The nature and extent of this Corporatioﬁ's activities will be

found in Part 3 of Chapter V.

The Life Insurance Corporation of India

In line with its policy of development of the Indian economy on
a socialistic pattern; the Government of India announced its decision
to nationalize the life insurance business in India in 1955. in early
1956 the Life Insurance Corporation Bill was introduced and successfully
piloted through both Houses of the Indian_Parliament, it was approved
on July 1, 1956, Undér the frovisions of this measure the Life
Insurance Corporation of India was set up on September l,‘l956, and
all the life insuranoe business of existing comﬁanies in and outside
of India was transferfed to it. The Corporation was given an exclusive
right to cérry on lifé insurance business in India and to continue

the foreign activities of the former private companiése - However it is

5}~ peserve Bank of India, Report on Currency and Finance, 1957-58
Bombay, 1958, p. 48 |
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authorized to transfer its foreign business to such insurance companies

as it may deem fit.

At the time of itsAestablishment the Corpération took ovef‘the
life insurance busineés of 245 insurance companies that were engaged
in business in India. The total assets of these latter institutions
on August 31, 1956 amounted to about Rs. 4,110,000,000; the total
number of policies in force were a little over 5,000,000 with an
assured value of approximately Rs. 12,500,000,000.52 This was indeed

a major conquest for the Indian Government, bringing within its reach

a considerable sum of voluntary savings.

Qwnership and Control

The Life Insurance Corporation has a paid-up capital of
Rs. 50,000,000 all praovided by the Central Government. It is managed
by a.Board of Directors consisting of not more than fifteen members
including the chairman. The Board is charged with the responsibility
of managing the affairs of the Corporation along proper actuarial lines
subject only to such directives on policy matters as may be given by
the Government. The Corporation has an Executive Committee and an
Investment Committee. The former, consisting of five members, appointed
by the Board, is entrusted withvthe day to day operatiéns of the

Corporation; the latter is responsible for the investment policy.

The nationalization of the life insurance business was strategic
as well as a.political move which brought into the Government's orbit
the only really significant savings instrumentality in the Indian

economy. Through this newly acquired agéncy the Government was able to

52.

India, Ministry of Information and Broadcasting, India, 1958,
Delhi, p. 251.
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channel much of the real savings of the Indian people into Government

enterprises.

The operations of the Life Insurance Corporation along with the
other public and semi-public financial institutions are reviewed in

Part 3 of Chapter V.
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- CHAPTER V

OPERATIONS OF THE RESERVE BANK, THE STATE BANK AND
OTHER PUBLIC FINANCIAL INSTITUTIONS
1949 ONWARD

The banking legislation enacted by the Indian national Government
finally pfovided the framework for a complete re-orientation of the
direction and outlook of the;Indian banking system. What formerly
had been a privately controlled and‘directed sysfem without a strong
centralized‘authority.to help and -guide it had been subordinated to a
cgntral bank redesigned to execute Government poiicy as well as to meet
the day-to-day credit and clearing needs of its bank and Governmeht
customers. The Reserve Bank of India had been nationalized. Its
instruments of monetary control had been considerably enlarged. Moreover
its authority was éxtended to include, where necessary, regulation and
direction of the operations of all the private banking enterprises, large
or small, sheduled orrnon-scﬁeduled. Steps had been taken to convert
the Imperial Bank to the State Bank of India, to extend its agricultural
finance business independently as well as through Cooperative banks, and
to expand even further its already wide-spread physical facilities.
Among others,‘the institution of the Industrial Finance Corporation,
the State Financial Corporations,the Industrial Credit and Investment
Corporation, etc., had provided agencies for making investment funds
available for an ambitious program of industrialization - a program
which, it was hoped, would provide the §9untry with a higher standard
of living, and at the same time, a measure of economic independence and

self reliance.
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The operations of what we may now call the governmentally
controlled banks and their contribution to monetary policy, and to
onward,
the Government's program of development from 1949 /may now be reviewed.
They shed some light on the extent to which an orthodox conception of
the business of both public and private banks must,perforce,be dis-

regarded if a planned economic expansion is to go forward under forced

draft.

Part I.

Operations of the Reserve Bank After 1949.

The openétions of ﬁhe Reserve Bank from 1949 to date display
the often conflicting roles of é Government banker, a banker's banker,
and a guardian of the‘iptegrity of a country's money. Most of‘these
conflicts are revealed by the Reserve Bank's.cdntinuous attempts to
restriét pripe rises in face of a constantly increasing Government
'réliance on_Reservg Bank credit in projecting its program of industrial

development.,

The exercise of Monetary Authority

At the beginning of 1949, Reserve Bank credit as measured by the
Reserve Bank's notes out§tanding stood at Rs. 11,635,200,000 and the
general price level on a 1939 base at 385.4. Until this time the
monetary policy of the Reserve Bank, if one could call it such, was‘
designed to maintain the market for Government securities and thus help
to minimise the cost of the rapidly rising Government War debts. During
the late»l940's the Bank's open market policy, if used at all, consisted

of eﬁcouragements in the form of small percentage discounts to the
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institutional investors to take off the Bank's hands particular types
of securities which at once suited their investment needs and relieved

the Bank of the burden of carrying them.l

Counter Measures for the Korean Inflation

Before and during the Korean conflict many foreign countries,
particularly_the United States of Americé and the United Kingdom, were
stockpiling industrial raw matérials in anticipation of a full scale war.,
This had led to a considerable increase in Indian exports, a rise in
prices and a general spurt in Indian trade and industrial activity.

There was a concomitang.increase in demand for bank credit and the
scheduled banks eventually began to liquidate Government securities in
order to meet it. This, in the absence of support by the Reserve Bank,
led to a fall in prices of these sedurities and the corresponding increase
in interest rates. To prevent any further decrease in}the prices of

these securities w.the Reserve Bank entered the Securities market as a

buyer on an unprecedented scale., = The Bank's net purchases of Government

securities during 1950 amounted to Rs. 562,700,0002. This action,
céupled with a trade surplus of Rs. 700,000,000 between July 1950 and
March 1951, contributed to a sharp increase in the country's money
supply and in the general level of prices. Between March 1950 and March
1951 the Reserve Bank'é note circulation rose from Rs. 11,635,200,000

to Rs. 12,474,100,000 or by about Rs. 384%9,000,000.

1. J.S.G. Wilson, "The Rise of Central Banking in India', as quoted
in R.S. Sayers, Banking in the British Commonwealth, Oxford
University Press, London, 1952, p. 24O0.

2 . ' .

For further details of the Reserve Bank's dealings in Government
securities, see Appendix I at the end of Chapter VII.
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This, as is shown in the table. .on. .. the combined operations of the

Reserve Bank, was largely a result of Government bond purchases.

This expansionist monetaryvaIicy, coupled with a confinuous
increase in both domestic and foreign demand for Indian goods, created
boom conditions in India. Prices of induétrial raw ﬁaterials, finished
and semi-finished goods weré on an uptrend. The General Price Index
(1939-100) increased from 410 in 1950 to 435 in 1951. A speculative
activity had developed in the goods market. In order to curb this, the
Reserve Bank exercised its newly acquired selective credit control
authority to direct ali banking institutions to restrict their advances
against raw jute énd jute goods. Scheduled banks in Calcutta énd
surrounding areas particularly were asked to recall their advances
‘against jute stéék. to parties other than jute mills and jute eiportersa

within a specified period of time.
Bank Rate

In order to counteract the genefal rise in prices the Bank increased
its discount rate (Bank Rate) from 3 per cent to 3/ per cent, on
November 15, 1951, and simultaneously announced that it would not,
except in emergency cases, continue to buy Government securities from
the scheduled banks at the existing price of Rs. 92.7 per Rs.1l00. 1In
fact, during the following two years the Bank disposed of almost
Rs. 1,300,000,000 worth of Government bonds and thereby reduced the
outstanding notes in circulation by approximately the same amount. The
Imperial Bank followed the Reserve Bank's lead by raising the rate
(Advance Rate) at which it wés prepared to ﬁake short term loans. from

2% per cent to 3% per cent and its Hundi Rate from 3} per cent to
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L% per cent. The Exchange Banks increased their leﬁding rates on

. N\
acceptances from 1 per cent to 1% per cent. The Indian Joint Stock
banks generally passed the increase in bank rates along to their

customers in the form of higher interest rates.3

As an immediate consequence of thése activities the Government's
3 per cent 1985 conversion bonds, which had been supported at
Rs. 92.7, had declined to Rs. 80 by December 3, 1951 aﬁd the yield
had risen to approximately 4 pef cent.L\L Thereafter the price was held
at about this level, though not without subsequently adding to the Bank's

investment account and its outstanding circulation.

The increaée in the Bank Rate, coupled with the changes in open
markeﬁ policy, may have put a brake on credit expansion'by the commercial
banks. The amount outstanding at the scheduled banks decreased from
Rs.'5,321,000,000 at the end of March 1951 to a total of ﬁé. 5,195,000,000
at the end of March 1952, and to Rs. %4,914,000,000 at the ehd of March
1953.5 Yet it must be realized that the inventory stock-piling by
foreign interests had been discontinued and thus oné of the temporary
but significant pressures on prices had been removed. This, coupled
with increased agricultural production, had eased the pressure on the
price level. The Consumer Price Index (1949-100) decreased fom %06, irE 1953

to 99 in the following year, and declined further to 96 in 1955.

Se Reserve Bank of India, Report on Currency and Finance, 1957-1958,
Bombay, 1958, Statements 30 and 31l.

G.P. Gupta, The Reserve Bank of India and Monetary Management,
New York, Asia Publishing House, 1962, p. 164.

Reserve Bank of India, Trend and Progress of Banking in India - 1960,
Bombay, 1961, p.60.
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The Bill Market Scheme

Althoﬁgh the ReSe#ve Bank was authorized under the original
epabling Act and its subsequent amendments to rediscount bona iigg'
commercial bills, little use had been made of the Bank's facilfies

by the private banks until 1951. This indifferehce may be attributed
.to the existence.of other less expénsive and more convenient methods

of obtaining liquid funds, such as disposing of investments and
soliciting deposits, as well as by the traditional association of private
banks with the Imperial Bank of India. It ieft éhe Reserve Bank Without
the means of making effective use of the discount rate in the exercise

of a short term money policy. In order to correct the situation the
Reserve Bank officials in consultation with representatives of some

of the large scheduled banks evolved what has since Been called the Bill
Market Scheme, and introduced it on an experimental basis on Jaﬁuary 16,

1952. The important features of the Scheme were:

i. An undertaking on the part of the Reserve Bank under Section
17 (4) (C) of the Reserve Bank Act, 1934, to make loans
against bona fide commercial time bills of exchange and
promissory noted drawn on and payable in India, and counter-
signed by a sbheduled bank at % of 1 per cent below the
posted discount rate.

ii. An additional undertaking ofi the part of the Bank to bear %
of 1 per cent stamp duty imposed on the conversion of demand
bills to time bills by the central Government. Subsequently
this duty was withdrawn. :

iii. The Scheme was limited to large scheduled-banksiwithcdeposits
of Rs. 100,000,000 or over. :

iv. The minimum value of an individual biil"to be discounted under
the Scheme was fixed at Rs. 100,000 and the minimum that a
bank could rediscount was fixed at Rs. 250,000.

6.

Reserve Bank of India, Report on Currency and Finance, 1953-54,
Bombay, 1954, p. 46,
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With these enticements the reluctance of thg private banks to
patronize the Reserve Bank were quickly overcome, and the Scheme
proved to be successful. Finally, effective from July 14,.1954, it
was extended to all scheduled banks irrespective of their size. The
minimum limit on advances to a single bank was reduced to Rs.l1l,000,000

and that on individual bills was reduced to Rs. 50,000.7

The
Government added to the attractiveness of the Scheme by temporily

removing the stamp duty altogether.

Although, as disclosed above, the Reserve Bank raised its discoﬁnt

rate on advance secured against Government bonds during the latter

part of the Korean conflict, it did not change the rate on discounted
biils. This presumably further explains the immediate success of the
Scheme and the phenomenal increase in the advanceé‘made under it even
while the Bank was pursuing, on the surface at least, a restrictive
monetary policy. By 1952 ad&ances under.the Scheme had risen:to

vRs. 814,500;000 and by 1957 had reached the impressive figure of

Rs. 4,148,100,000.

. Extension of the Bill Market Scheme

The success of the Bill Market Scheme with respect to the
internal billsAof exchange led ~: the Bank fto extend this scheme for
one year to export_bills on October 1, 1958. In this field this
.Scheme was introduced (and still operates) on aﬁ experimental basis
at Bombay and Calcutta. Under this scheme the banks that were eiigible

to borrow against the time bills under the original Bill Market Scheme

7

Reserve Rank of India, Trend and Progress of Banking in India
during 1954, Bombay, 1955, p.38.
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and those which were authorised dealers in foreign exchange, could

also borrow under the extehded Scheme against their export bills.

In order to make advances available to small exporters under this

scheme the minimum amount to be advanced to a bank and the minimum

amount of an individual time bill of exchange to be accepted as

security were fixed at Rs. 200,000 and Rs. 20,000 ,respectively as
respectively

against Rs. SO0,000 and Rs. 50,000, 4in the case of other advances

under the scheme.8 Although the interest rate charged on these loans

was the same as on other loans against internal time bills, i.e, four

per cent, the Reserve Bank was to bear half the stamp duty cost required

for the conversion of demand bills into time bills.

This scheme was further liberalised and extended until September
30, l96l,/iingrder to increase exports by assisting Indian exporters,
The Bank undertook to pay all the cost of the Stamp Duty. Since the
original limits were high for a number of Indian exporters, they were
further slashed to bring them within the reach of the average Indiaﬁ
exporters. Thus the minimum amount of borrowing by an eligible. bank
at any one time, and the amoﬁnt of an individual time promisory note,
were reduced to Rs. 100,000 and Rs. 10,000 respectively. ‘Since January
12, 1961, the latter limit has further been reduced to Rs. 5,000.9
In sz ddition to the reduction of these limits, the facilities provided
under this Scheme which were originally limited to Bombay and Calcutta,

branches of
were extended to all places where/the Eanklng Department of the Reserve

8.

Reserve Bank of india, Trend and Progress of Banking in India
during 1958,Bombay, 1959, pp. 106-7.

9.

Reserve Bank of India, Report on Currency and Finance, 1960- 61,
Bombay, 1961, p. 47
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Bankwas located. These places include, Madras, Bangalore, Kaupur,
Nagpur, and New Delhi. Moreover, the stipulation that the parties
concerned should either cover the exchange risk, or maintain the
specific margin of relative loans accounts, has been withdrawn and
left ot the discretion of the banks concered.lo Since the Bill Market
Scheme in this field is quite new, the data required for a proper

study of its operations arenot yet available in sufficient detail.

The Containment of Budgetary Inflation

The trend of both wholesale and retail prices turned downward
to well below the 1949 level after the collapse of the economic boom
caused by the Korean War. A new and sustained upward trend began late
in 1955. This was no doubt due to the effect of the mounting budgetary
deficits by means of which the Indian Government was able to accelerate
its plans for industrial growth and development from that time onward.
By 1955, the last year of the First Five Iear Plan, annual deficits
had reached Rs. 1,500,000,000 and were still growing. By the eqd of
March 1956, these deficits had raised the note circulation of the
Reserve Bank to about Rs. 14,700,000,000,_an increase of almost
Rs. 2,000,000,000 over 1954 and approximately Rs. 3,300,000,000 over
1951. Before this large and not immediately substantia/tiicrease could
be ansorbed in transactidn and feserve cash needs, the general level of
wholesale prices had been pushed up,.some fifteen points, from 91.4

in 1955 to 107.1 in 1957. The comparable change in the Consumer Price

Index was from 96 to 112.

10.
ReBerve Bank of India, Report 1960-61, op. cit., p. 47




- 173 -

Bank Rate Adjustments and Open Market Operations

Although the‘ReserVe Bank could not have Hoped to arrest an:
inflation for which its own Issue Departument was supplying the necessary
initial fuel, it could, nevertheléss, attempt to constrain it. The
first control measure which it employed, not too logically, came in
the form of an increas* in the Bank's rate on advances against inkand
bills., This special rate under the Bill.Market Scheme was first raised
from‘its original base of 3 per cent to 3l per cent in March of 1956,
In the following November it was further raised to 3% per cent where,
for the moment it was even with the Bank's rate on advances secured by
Government bonds. In February 1957, however, the Government reimposed
the stamp duty at a rate of % of 1 per éent. Until the following May,
when the Reserve Bank raised its rate on Government securities from
3% per cent to 4 per cent, and the Government reduced the stamp duty
to 1/5 of 1 per cent, the effective inland bill rate exceeded the
Governuent security rate by.% of 1 per cent.. Thereaffer the Bill rate

exceeded the Security rate by 1/5 of 1 per cent, the latter being

effective at 4 per cent.

Meanwhile the state Bank of India had increased its Hundi Rate
from 5 per cent to 5% per cent; its rate on short term advances, from
L per cent to 4% per cent; and its Call Loan Rate (on loans of

, 1 . . s
Rs. 500,000 or over) from 3} per cent to 4 per cent. Similar actions
were taken by the Exchange Banks and the Indian Joint Stock banks,but

the extent of the change in their rates varied. All banking institutions,

ll. ' -
Reserve Bank of India, Trend and Progress of Banking in India,

during 1958, Bowbay, 1959, pp. 44-45.
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large or small, followed the lead provided by the Reserve Bank and

passed the related rate increases along to their borrowers.

No subsequent increase was posted iﬁAthe Bank rate on advances
against Government securities because of the related increase in the
carrying cost of the Go&ernment's mounting ﬁebt and its effec£ on the
prices of securities alréady outstanding. Because of possible dis-
couragement of new enterprises and real expénsion in the private
sector of the economy, ho subsequent increase was posted in the rate
on advances against inland bills and other commercial paper;, . There-~
after the Bank hgd to rely on its other credit control measures. In
féct, open market acquisitions of long term Government bonds had to be
continued from that time on to sustain a marketprice Qf.Rs, 80 and a

not too attractive yield of 4 per cent.

Selective Credit Controls in Agricultural Products

During the late 1950's thé Reserve Bank turned to the use of
selective Credit control measures, both in the form of raising margin
. requirements and of fixing a maximum ceiling on bank loans, which it
had first employed to restrict bank advances to sbeculators in raw jute.
‘The Bank re§orted to this measure to curb the abuse of bank credit and,

B

at the same tlme ,to supreos its 1nf1atlonary potential., It could not
the
of course hope to hold back the tide of/¢éreeping inflation by such

short term measures, but it could contain some of the secondary

aggravations most of which had appeared in the agricultural sector.

On Paddy Rice and Food Grains

A substantial increase in developmental expenditure involving

large deficit financing during 1955 and 1956 appears to have contributed
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to an inflationary psychology. This led to hoarding of agricultural
commodities, particularly those in short supply, in an antici@étion

of future price increases. From the.reports submitted by banké

during 1956 the Reserve Bank authorities noticed a significant increase
in bank loans against paddy and rice, beyond a level that could be
justified by the increase in their production. Whereas the total bank
advances against paddy and rice amounted to Rs. 116,000,000 during the
1955 crop season,‘these had increased té Rs. 246,000,000, withvlittle
Or even no increases in total ricel production, during'the 1956 crop
season.l.2 To arrest the pfice increases of paddy and riée, the Reservé
Bank directed all banks on May 17, 1956 not to grant .new advances in
excess of Rs. 50,000 to individual parties againsf rice and paddy, aﬁd
to raise the existing margin requirement on such Ivans by 10 per cent.
The banks were further instructed to bring down their advances against
these commodities to a levei of 125 per cent of the level of such loans
in the corresponding period of the preceding year.13 Through another
directive on July 12, 1957, bank credit against paddy and rice was
further restricted to 66.2/3 cer cent of the level prevailing in the

14 These restrictive measures resulted

corresponding week in 1956.
in a phenomenal cut back in bank loans against paddy and rice, and in

the respective prices of these commodities.

The Bank in 1957 made a frontal attack to arrest the price

increases in other food grains which were in short supply. Unfavourable

te. G.P. Gupta, op. cit., pp. 206-207.

1. Reserve Bank of India, Report on Currency and Finance, 1955-56,
Bombay,'1956, p. 32.

e 1pid, 1956-57, p. 33.
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weather conditions had resulted in a considerable reduction in the 1956
harvest of food grains. Their production that year was ten per eent
lower than in 1955, Yet, despite the decrease in harvest and the
Bank's earlier general directive, the amounf of bank credit extended
against these crops had continued to increase. This had made possible
the speculative hoarding of these commodities and a rise in their price.
In June of 1956 the Reserve Bank directed all commércial banks to increase
their margin requirements for advances en food grains to 40 per cent,
and to limit individual loans against food grains to Rs. 50,000. The.
Bénks were directed to restrict the aggregate of such advances‘made in
succeeding years to 80 per cent of the amount outstanding on the

following July 12, 1957.

These selective controls appear for the time being to have
accdmplished their respective tasks. Restrictions‘on paddy and rice
therefore were relaxed in 1958 to 75 per cent of the average amount Qf
such logns outstanding in the corresponding months of 1955, l9§6.and
195?. ‘This somewhat more flexible base was apflied to advances on other

food grains, but the 80 per cent restriction remained as unchanged.

The production of other food grains was disappointing in the
following year and it was feared that their price level would increase
substantially. Some State Governments introduced a program for
procurement of food grains to counteract the expected price increases.
To help them in this program the Bank modified its existing selective
credit control measures against food grains. On July 10, 1959, the
Bank enjoined all scheduied banks to continue to maintain the existing

margin wequirements of 40 per cent &f the value of stock in respect of
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their advances against food grains, but revised these limits down
to 25 per cent in respect of their advances against paddy and rice
to purchasing agents of the Government of Oriésa, and against wheat
to stprage delivery contracfors operating on behalf of the Punjab

15

Government.

The production of food grains during 196Q'increased by about
6 per cent over the preceding year, while supplies were further
augmented by imports under the Public Law 480 from the United States.
Credit controls against food grains were relaxed accordingly, and their
ations o : ‘
oper/was made more flexible by relating it to the amounts of such

credits granted during the corresponding months of 1958 or 1959, which-

ever was higher. .

The prospect of a good crop in 1961 had a dampening effect on
food gain prices. In February of that year, the Bank accordingly
reduced the margin requirements on advances aéainst food grain from 40
per cent to 35 per cent. With respect to their advances against paddy
and rice beginning with March, April of 1961, the banks were required
to maintain a level of 110 per cent of the average level of the advances
pre?ailing in the corresponding period of 1960.16 Fortunately for all
concerned, continuing good crops and a fairly stable price had made
possible the elimination of all controlé on whéat as of May 15, 1961.
However in the absence of similar production increase, the controls on

bank credit against paddy and rice were continued.

15. Reserve Bank of India, Report, 1959-60, op. cit., p. 34.

16.
Reserve Bank of India, Report 1960-61, op. cit., p. &4
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Ground nuts

During the first two months of 1959 the spot and forward
prices of ground nuts had shown sharp increases, Though a part of
these increases could be attributed to a significant decrease in the
1958 crop, which fell by about 8 per cent over the level of production
in the previous year, a large part appeared to be due to excessive
-hoarding supported by bank credit.l7 The amount outstanding of such
credit had incréased from Rs;>13,800,000 in October 1958 to Rs.129,500,000
by the end of April 1959. In order to check the speculative hoarding
of ground nuts without at the same time affecting the operations of
legitimate producers and dealers, the Reserve Bank on February 8, 1958
directed all scheduled banks to increase existing margin requirements
for advances against the security of ground nuts granted before
February 9, 1959 to not less than 45 per cent._of the value of stock and
to maintain this ratio for all such future advances. For each month
hereafter the scheduled banks were enjoined to restrict thgir total
current advances against ground nuts to the level maintainea in the
corresponding months of 1957 and 1958, whichever was the higher. These
provisions did not apply to persons holding valid export licenses for

18

ground nuts and to manufacturers of ground nut oil.

Though at first diifficult to apply, these restrictive measures
appear to have been instrumental in reducing the bank credit against

the security of ground nuts.19 But, despite this fact, the prices of

17+ Reserve Bank of India, Bulletin, November 1960. pp. 1692-93.

18. Reserve Bank of India, Trend and Progress of Banking in India

during 1959, Bombay, 1960. p. 126

9 Ibiqg, p. bk
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ground nuts and other o0il seeds continued to rise. The Bank noticed
that speculative hearding of 'oilseeds' had developed, as bank credit
against oil seeds was cohsiderably higher in 1959 that in 1958,it was
 beyond a level justified by any'iﬁcrease in production. In order

to discourage this unhéaithy development the Reserve Bank directed all
scheduled banks on December‘ll, 1959 to maintain 40 per cent margins
against advances on oil seeds. But, as in the case of ground nuts, these
restrictions did not apply to genuine exporters of oil seeds or to
manufabturers of vegetable oil.20 It appears that these restrictive
measures helped to réduce the demand for o0il seeds and the pressure

on their prices.

Raw Jute and Jute goods

After a peak crop of jute in 1958 the output of that product
was relatively small in the following two years. Prices of raw jute
and jufe goods reached ﬁew heights Aangd-becauseiofzthis supplies were
hoarded in anticipation of even higher prices in the future. The
price of.raw jute hqéé.‘édu:by 72 per cent, and that of jute goods
by 54 per cent between November 1959 and November, 1960. From the
weekly and monthly statements submitted.by the scheduledvbanks, the
Reserve Bank officials concluded that a substantial part of the price
increase was supported by an unwarranted increase in bank credit
against jute and jute products. Between October 28, and November
11, 1960 the bank credit against jute had increased by Rs.20,000,000
and a similar increase was noticed against jute g;oods.21 In order
to discourage the speculative hoarding and to check any further increase

0. Reserve -Bank-of India, Trend and Progress of Banking in India

: during 1959, Bombay, 1960, p. 14k.
21. Reserve Bank of India, Report 1960-61, op. cit., p. 44
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in jute prices the Bank issued a directive, in Decémber 1960, to

all scheduled banks to maintain a minimum margin of 40 per cent of

the value of stock against advances; both old and new, on stocks of
jute and jute goods and»restricted the totals of such advances,every
two months. siarting from January 1961, to 130 per cent of the average
.amount recorded for the corresponding period of 1960. 1In order to
avoid any adverse effects on the production and export of jute goods,
the maximum margin requirements for advances on raw jute to jute mill

operators and exporters of jute goods was fixed at 25 per cent.

The selective credit control measures against jute and jute goods
were successful in restraining bank credit against these products, as
the Reserve Bank later reported. The 40 per cent margin requirements
against jute and Jute goods were therefore withdrawn in June 1961.22
Hdwever, in evaluating the success of the credit control measure one
should not lose sight of the fact that the supply of jute had consider-
ably improved during 1961. Iﬁ fact, as a result of a bumper crop of

jute that year, all restrictive measures against this product were

withdrawn on August 29, 1961.

Selective Controls on Stock Trading

Although the All India Index of Industrial securities prices
increased only by 14 per centage points between March 1959 and March
1960, the more sensitive index of the Bombay Schéoffsincreased by as
much as 27 per cent over the same period. In the opinion of the Bank
this was partly due to narrow margin requirements on call loans, and
paitly due to an absence-of restrictions on the amount of credit

22f_ Reserve Bank of India, Report, 1960-61, op. cit., p. 44
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available to professional speculators. But it may héve been the
result of a growing number of prudent investors who were hedging
against the continued decline in the purchasing power of the Rupee.
The former view seems to be nearer to the truth, because between
February 1959 and February 1960 bank loans on stocks had increased
from 8.6 per cent to 15 per cent of total bank advances, thus
restricting the amount of credit available for ﬁore socially productive

23

undertakings. To check any further increase in prices in the share
market, and to eliminate ill effects that might follow such an unhealthy
situation, the Bank on March 11, 1960 raised the margin mequirements

on loans against stocks to 50 per cent of the value of the Shares
traded. But most of the potential restrictive effect of this measure
was dissipated by the Bank's attempt to restrict its application to

large speculative dealers, and by exempting all purchases of shares

amounting to Rs. 5,000 or less.

The Reserve Bank, in order to prevent any circumvention of this
directive, prescribed that, in the absence of its special consent, the
average ratio of clean advances to toal advances in any month starting
from April 1960 was not to exceed the average ratio in the corresponding
month of 1959. In view of these maximum limits on clean advances, their
ratio to toal bank advances was reduced from 17.3 per cent in September
1960 to 13.3 per cent in September 1961. When the stockmarket resumed
its normal course, these restrictions were set aside,'effective from

4
October 23, 1961.2

2. Reserve Bank of India, Trend and Progress of Banking in India

during 1960, Bombay, 1961, p. 133.

2. Ibid., p. 12
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The Reserve Bank concluded in a 1961 review of the efficacy
of selective credit controlé-as an instrument~6f monetary policy,
that by.and large its operations dﬁring 1960 and 1961 had been -
effective. The banking institutions were working within the f£amework
qf the Reserve Bank's control measures. _Thfoughout the years advances
against paddy and rice remained well below the 35 per cent limit allowed
under the directive. Bank advanées against food grains and ground nuts
were, respectively 26 per cent and 23 per cent below the permitted levels
of 35 per cent. Although in April 1961 advances against stocks and shares
reached the maximun level permitted, after that date the amount remained

well within the limits prescribed by the Bank.

Credit Rationing

As the selective credit controls on agricultural advances and stock
trading did not stop the tide of inflation arising from the use of
Reserve Bank credit by its member banks, the Reserve Bank turned to other
as yet untried expedients. Among these was therationing of Reserve Bank
credit to the commercial banks, and the manipulation of the statutoryb

reserve ratios of banking enterprises.

As noted earlier, a considerable increase in prices during 1960
was supvorted by an extension of bank credit. During the same year the
borroﬁings of the scheduled banks from the Reserve Bank had increased
to Rs. 384,000,000 from a considerably less amount of Rs. 185,000,000
in 1959. 1In order to curb this source of inflation the Reserve Bank

issued a circular on September 21, 1960 according to which the Bank rate
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was suspended Beyond the quota fixed for each scheduled bank. In the
circular each scheduled bank was assigned a borrowing quota equal to

50 ﬁer cent of its average of statutory reserve requirements during

the preceding quarter. Any bank that borrowed above this limit was
charged a penalty rate. According to the directive "any borrowing

over this limit up to 200 pef cent of the quota would bear a penal rate
of 1 per cent over the Bank Rate; i.e., 5 per cent, and borrowing above
200 per cent of the quota, a penal rate of 2 per’cent above the Bank

"
Rate.25

Generally an increase in the borrowing rate of the scheduled banks
should lead to an increase in their lending rate to primary borrowers.
Bt it need not be true for banks that havé-excess reserves and that
.do not need to borrow from the Reserve Bank., Moreover, as the Bank Rate
wag not increased, such scheduled banks would have found it expedient
not to increase their lending rates. Borrowing banks that may be
financing the productive credit needs of their borrowers would have been
the vittims of this restrictive measure. To avoid this the Reserve Bank
issued another directive on October 1, 1960, requiring all scheduled
banks to charge a minimum lending rate of one per cent above the Bank
Rate on all advances except the inter-bank loans and the loans to their
employees. The banking institutions were further directed, under Section
21 of the Banking Companieé Act of 1949, to waise their average lending
rate at least by % of one per cent (the base being June 30, 1960) and
not to pay interest rates higher than 2 ber cent on depozits repayable
within 21 days.Z2°
2%+ Reserve Bank of-India, Report, 1960-61, op. cit., p. 42

26.
Loc. cit.,
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The Resefve Bank modified this three tier rate formula, where
necessary to meet the genuine credit needs of expanding industry and
trade in order to provide adequate bank credit to jute and sugar mills.
It sanctioned large limits on the bills discounted by these mills.

The Bank also used this measure to encourage commercial bank loans
to small and cooperative industries. To this end it sanctioned

additional gquotas equivalent to the increase in their loans to such
enterprises in the firsf half of 1961 over the corresponding period

of 1960.27

It appears that the increased lending rafe of the Reserve Bank
above a certain limit restrained the scheduled Banks,borrowing from
the Bank. The total amount of their borrowing decreased from
Rs. 384,000,000 in 1960 to Rs. 282,000,000 in 1961. The precise-
effect cannot be observed, however, as ofher restraining forces were

also at woérk.

Reserve Ratio Variation

The Reserve Bank also took action to restrict further, and.more
decisively, the ability of commercial banks to expand credit and increase
the money supply more rapidly than the output of goods. It exercised
its newly acquired authority to raise the statutory reserve ratio of
the scheduled banks,requiring them to maintain with it an additional
average daily balance equivalent to 25 per cent of the increase in their
time and demand deposits accruing after this date.28 These reserve
requirements were in addition to the existing statutory reserves of

27. , .
Reserve Bank of India, Trend and Progress of Banking in India

during 1961, Bombay, 1962, p. 11

28.
Ibid., Trend and Progress - 1960, pp. 120-25
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5 per cent of their demand deposits and 2 per cent of their time
deposits. By way of partial compensation for this sterilization of
deposits, the Reserve Bank undertook to pay interest on reserve
deposits at a rate determined by the average rate paid by the

depository banks provided the rate did not exceed the Bank Rate.29

As might have been expected this increase in the reserve ratio
had little if any effect, probably because Indian banké had long beeh
in the'habit of actually maintaining considerably more reserves than
the addition made necessary. Consequently on May 5, 1960 the Reserve
Bank increased the scheduled banks reserve reguirements rather drasfically.
Under the new directive, the schéduled banks were required to»maintaing
i) 25 per cent of the amount by which their total deposits on May 6, 1960
exceeded the comparable total on_March 11, 1960; ii) 50 per cent of the
anmount by which their total deposits exceeded the corresponding total on

May 6, 1960.50

These measures did of course reduce the credit expansion ability
of the scheduled banks, and in the final analysis checked the paée of
inflationary forces by making it necessary for primary borrowers to
finance a rising real output with the same or even a declining aumount
of credit. This coﬁsiderably reduced the credit expansion capacity
of the scheduled banks, éhd placed'excessive burdens on them in the
form of large reserves. To compensate for losses in their earning

capacity the Reserve Bank undertook to pay interest on the

2Y+  Reserve Bank of India, Trend and Progress - 1960, op. cit., p. 12k

30« 1pid, p. 126
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additional reserves, this time at % of 1 per cent above their average

rate of interest subject to a maximum of 4% per cent.Bl

In spite of this decrease in the liquid reserves of the scheduled
banks, resulting from/the increase in their reserve requirements, bank
credit continued to expand. This was madé possible by the banks
increased borrowing and from the sale of Government securities at the
Reserve Bank., In this latter expedient, the open market operation was
initiéﬁed by the member banks and, as long as the Reservé Bank persisted
in maintaining the price of Government bonds and a ceiling on interest.:
rates, nothing could be done about it except to resort to measures
which limited the Reserve Bank credit to member banks. This latter took

the form of the already discussed credit rationing.

As'ﬁould be expected under the prevalent conditions in the Indian
money market, the substantial increase in reserve ratios do. not seem
to.héﬁe achieved the desired objectives. They merely burdened the Reserve
Bank with calculating and doling out the interest rates on additiohal
reserves, and discouraged deposit mobilization by ischeduled banks. In
view of the considerable increase in demand for bank credit during 1960
and 1961, and thé unnecessary constraint placed on real growth in the
economy, the Reéervé Bank removed additional reserve requirements on all
deposits subsequent to November 11, 1960. The 50 per cent reserve
requiremehts on additional deposits was reduced to 25 per cent in the
following month. Finally, in January 1961, the rest of the reserve
restrictions were set aside as the money market showed signs of relief

and prices were relatively stable.

1.

Reserve Bank of India, Trend and Progress - 1960, op. cit., Pp. 126
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Moral Suasion

To Westerners, moral Suasion as an instrument of credit control
refers to requests for the exercise of restraint that are not covered
by the instruments of monetary policy which the central bank has
already been authorised to use. This method of friendly persuasion
and advice to influence thé lending pélicy of commercial banks has
long been used both by the o0ld and newly established central banks,
But its effects have been more pronounced in the former case rather than

in the latter.

Although the Governor of the Reserve Bank had requested the
cooperation of commercial banks on a number of occasions before 1949;
it had rarely been complied with. After that year, however, when the
Reserve Bank was equipped with sweeping regulatory powers over all
banking institutioﬁs, the Governor's requests carried more weight and
were uéaally acted upon. During 1957, when prices of agricultural
commodifies were increasing continuously, the Bank autﬁorities used
moral suasion ip addition to selectivé credit control in order to limit
the‘examinSion in Bank credit. During a conference with the represent-
atives of banks in’August 1957, the Governor of the Bénk advised them
to bring down their advances to a level of Rs. 8,000,000,000 by the
middle of October 1957 and thus help to contain the inflationary forces
at work. As the Bank later reported, the Commercial banks fully
cocperated and the total bank credit decreased from Rs. 9, 380,000,000

in July 1957 to Rs. 8,470,000,000 in September 1957.

32.

Reserve Bank of India, Report 1957-58, op. cit., p. 31
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The latest use of this méasﬁre was in May 1960. During that
year, the general price level was considerably higher than in the
corresponding period of 1959 although the production of both
agricultural and industrial goods was higher. From the weekly state-
ments_submitted by commércial banks, the Bank authorities noticed that
a considerable increase in prices was supported by/Zi;ansion of bank
credit. In order to remove this source of inflation, the Governor of
the Bank enjoined all commercial banks to;neduqe their total gdvances
by about Rs. 11,000,000,00C, or about 10 per cent, during fhe slack
season (May to November). There seems to have been lit#le response
vfrom the banks, as bank credit decreased by only Rs. 203,000,000 during

that time.53

On the whole the Bank authorities have been able to influence

-the lending policy of commercial banks through this method of credit

‘, control. This may partly be attributed to the substantial powers

vested in the Reservs Bank. Banking institutions are well aware of
. the fact that if the friendly nod fails, the regulatory rod is bound

to follow.

The Accomplishments of Monetary Control

The Reserve Bank in general has employed in one form or another
the entire arsenal of its credit control instruments. Although each
appeared to be justified in the particular circumstances prevailing at
the time, none of them constituted a frontal attack on the basic

prompfing force in the country's creeping inflation, i.e., continued

33.

Reserve Bank of India, Trend and Progress of Banking in India
during 1960, Bombay, 1961, pp. 137-38.
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budgetary imbalances and heavy reliance on Reserve Bank credit in
financing the cbuntry's planned program of industrialization and

economic development. But to havevattempted such a frontal attack in
the special case of India, particutarly during the prosecution of the
4Sécond Five Year Plan,‘WOuld have been tantamount.to defeating the
program .itself. Voluntary savings and foreign assistanée were not
sufficient, and forced savings with its price increase counterpart
was‘the onky answer if a perceptable rate of/zzitmh was to be maintained.

Some of the more important indicators of the nature and extent of the

price control problem are brought together in Tablé.No. 26 on~page 190s. =

This somewhat random display reveals, first, the.very rapid increase
in India's outstanding funded debt after 1954, and the extent to which
the Reserve Bank was called upon to support it at a 4 per ceﬁt rate by
taking excess offerings off the market. After 1954 this one-sided open
market operation eventually brought an almost four-fold increase in the
Reserve Bank's holdings of GovernmentAbonds. In less compelling cir-
cumstances the increase in the Bank's share of the total outstanding ‘
debt would undoubtedly have been considered alarming. The Reserve

Bank's holding of Government debt amounted to Rs. 5,159,000,000 in 1949,
which constituted a little over 21 per cent of the total outstanding
debt. By 1961 its holdings of Rs. 19,106,000,000 constituted a little
over 35 per cent of the total oﬁtstanding debt. Meanwhile the increase
in the Reserve Bank's credit was put to good use even if it was in-
flationary. The national income at current prices increased from
approximately Rs. 90,000,000,000 in 1949 to an estimated sum of

Rs. 142,000,000,000 in 1960 roughly a 57 per cent gain during this period.



Year
1949
1950
1951
1952
1953
1954,

1955
1956
1957
1958
1959
1960

1961

Source:
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Tableazé?i;

Comparable Rates of Growth of Public Debt, Reserve Bank Credit and

National Income, 1949-1961, Inc. (Rs. 000,000)

Reserve Bank Credit

Total . Holders of Notes
Public Gov't. Out-
Debt Securities standing
23,781 5,159 11;529
24,627 5,858 11,804
24,722 5,667 12,176
24,598 44560 11,427
- 24,935 4,875 11,570
25,052 5,533 12,192
28,439 7,260 13,565
30,672 10,062 14,945
30,078 14,095 15,525
41,179 15,429 16,132
46,235 16,945 17,508
51,291 18,821 18,821
54,628 19,106 19,770

National Income

Current
Prices

90,100
95,300
99,700
98,200
104,800
96,100
99,800
113,100
113,900
126,000
129,400
142,100%

N. A.

1949

Prices
90,100
94400
95,900
94,400
98,900
97,100
104,000

105,700

101,700

106,800
105,200
114,600

N. A.

1 Government of India, India, 1958, 1961 and 1962.

2 Reserve Bank of India, i) Report on Currency and Finance, 1952-53, 1957-58 and
1960-61, Statements 54, 65 and 66 respectively.
and Finance, 1956-57 and 1961-62,

Report on Currency

ii)

a Figures are provisicnal.
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Comparable Rates of Growth, 1949=100

e

Publie
debt
Index

100

103.7
104:1

103.6
105.0
105.5
119.7
129.1
147.7
173.4
194.7
215.9

230.0

Statements 19, 20 and 17, 19 respectively.

% at
Res..
Bank
21.2
23.8
22.9
18.9
19.6
22.1
25.6

32.2

40.2

37.5
36.7
35.3
3449

% inc. in
R, B. Notes

100
102.6
106.1
99.1
100.8
106.1
118.2
129.6
134.8
140.0
152.2
163.5
172.2

National Income

Current

Price

100

105.2
115.6
109.0
116.4
106.4
110.9
125.5
126.6
141.7
143.6
157.8

N. A.

'40 Price
100
104.7
106.5
104.9
109.9
107.9
15.5
117.4
113.0
118.0
116.9
127.2

N. A.

Consumer
Price

Index

100
101
104
104
106

99

96
107
112
118
123
125
127
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After allowing for the price increase in terms of the relatively
conservative Consumers Price Index, the real growth as measured in
1949 rupees was from Rs. 90,100,000,000 to Rs. 114,6oo,ooo,ooo‘

.or about 27 per cent for the period. Most of this increase is
revealed to have/ggzgized after 1955 wheﬁ prices began to register

the effects of fhe_plan perioa expansion program. If one may use the
real'national income estimate as a guide, it would appear that something
in the'neighbourhoéd of Rs. 15,000,000,000 in Reserve Bank note$ would
have been sufficient to meet the uninflated cash needs of the Indian
’eéondmy in 1960. But the amount made available by the rather one-
sided bpen marketvoperatidns of the Reserve Bank was close to Rs.19
billion. The difference of some Rs. 4000,000,000 may, in the absence
of a more refined estimate, be said to ipdicate the magnitude of the

forced savings effected by the Government through the Reserve Bank.

Reserve Bank Operations

The annual operations oflthe Reserve Bank.portrayed in Tables
27, 28-and 29 Scwfloh pages 192, 193 and 194%. They do not'appear fo
have béen greatly.affected by the Goverﬂment take-over, or by the
progress of the First Five Year Plan.' It is noteworthy, howev¥er, that -
this period was marked by a rapid depletion of the Bank's foreign
currency assets. In the absence of“this backlog of saVings there would
undoubtedly have been a reverse trend in the Bank's holdings of
Government securities and»in outstanding note issue, .with all 'its in-
flationary inmplications. The ﬁoiﬁt is that the use of fofeign currency
aésets provided the Government with revenue that did not have to be

created either through the budget or through increasing its borrowings
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Table 27

(Issue and Banking Departments) of India

1949-1961, Inc. (Rs.000,000)
Lisbilities
Capital Noles
Last Fri. and Out- Deposits Other
in March Reserves standing Gov't: Banks Others Liabs.™
1949~50 100.0  11635.2  1749.1 529.2 636.1  198.1
1950-51 100.0 12474.1  1884.4 592.8 723.1 231.0
1952-53 100.0 11331.2  1556.3 465.2 628.,1  307.0
1953-54 100.0 11859.2  1283.6 424.1 437.6  250.8
1954-55 100.0 12770.9  1197.2 477.2 215.3  298.6
1955-56 100.0 14666.9  1293.7 532.4 166.8  494.6
1956-57 100.0 15260.9 965.2 577.7 '742.8 _1610.3
800.0 910.3
1957-58 800.0 15791.3  1031.8 678.3 1175.2  974.6
1958-59 800.0 17015.3 805.5 675.7 1190.7  1106.7
1959-60 800.0 18449.0  1061.2 929.0 1001.0  1363.4
1960-61 800.0 19847.4  1054.5 708.5 879.6  1413.9
£00.0 20703.0 871.9 727.3 1523.6  1518.4

1961-62

Principal Lisbilities and Assets of the Reserve Bank

TR

Total = Told ]

Liabs, and Coin and

.zAssets Bullion2
14847.7 400.2
16005.4, © 400.2
14951.1 400.2
14387.8 400.2
14355.2 400.2
15059.2 400.2
17254.1 400.2
19256.8 400.2
1176.6
20451.2 1176.6
21593.8 1176.6
23603.4 1176.6
24703.9 1176.6
26144..2 1176.6

Source: Adapted from Reserve Bank of India, Reports on Currency and Finance, 1952, 1953,
Statements, 21, 37, and 36 respectively.

i. Includes:

2. Gold valued at 8.47512 grains per rupee up to October 5, 1956 and at 2.88

1955-67, and 1961-62.

il National Agricultural Credit (Stabilization) fund.

grains per rupee thereafter.

3. Including one rupee notes.

i National Agricultural Credit (Long-term operations) fund. Details
Opposite

192 b
' Assets

Ru;}ee3 For, Igz;'i? ngns Other Bills Other
Coins erncy. Securities- Gov't. Loans Disc'd Assets
512.3 8587.8  5159.4 2.4,  112.1 19.7 53.8
545.1 8841.8  5858,3 15.6  167.5 82,1 92.0
692.9 7230.7  5667.3 9.4,  613.7 37.2 299.9
823,2 7236.8  4559.8 33.0  269.5 88.0 7.2
939.7 7520.7  4875.0 5.1  411.0  107.4 87.2
1025.0 7300.0  5533.2 Le5  478.7  103.7 213.9
1033.1 7461.3  7260.1 0.0  799.4  122.3 177.7
1227.9 5268.3  10062.0 76.5 1278.7 28.9 136.1
12942.2 2670.0  14095.5 212.3  784.0 76.8 140.8
1301.6 2130.6  15429.6 247.7 11344 51.8 120.5
1242.3 1971.2  16945.1 223.4 1565.4  336.0 2.6
1197.1 1362.5 18131.5 390.2 1855.0  391.7 198.2
1169.7 1297.0  19105.7 808.9 1776.9  466.0 342.4,

i} Rs.100,000,000 from Feb. 3, 1956 ii) Rs.10,000,000 from July 6, 1956

150,000,000 from Jul. 6, 1956
200,000,000 from Jul. 5, 1957

250,000,000 from July 4,
300,000,000 from July 3,

1958
1959

400,000,000 from July 1, 1960
500,000,000 from July 30, 1961

20,000,000 from July 5, 1957
30,000,000 from July 4, 1958
40,000,000 from July 3, 1959
50,000,000 from July 1, 1960
60,000,000 from June 30, 1961



~ Table 28

Principal Assets and Liabilities, Reserve Bank (Issue Department)
of India, 1049-61 Inc. (Rs.000,000)

Ave. of LIABILITIES

Friday Note In banking Gold coin | Rupee Foreing Gov'tnof India
figures. - Circltn, " dept. . Total & bullion coins - secrts. rupee secrts.
1049-50  11,289.4 240.0  11,529.4 - 400.2 505.3  6470.4 4153.6
1950-51  11,632.1 171.9  11,804.0  400.2 5721 6247.0 | 45847
1951-52  11,898.4 2778 12,1%.2  400.2 e39.8  6252.7 4883.3
1952-53 11,148.4 2787  11,427.2 400.2 802.2 5644,..0 - 4580.8
1953-54  11,339.5 230.3  11,569.7  400.2 928.3 5940.2 43011
1954-55  11,961.9 2208 12,198 400.2 1022.6  6488.1  4280.9
1055-56  13,393.9 170.8  13,54.7  400.2 10687  6565.2  5530.6
1956-57  14,757.7  187.5  14,945.2 . 400.2 . 1159.3  5459.8 7552.2
1957-58  15,203.6 231.8 . 15,525.3 e 1300.6  3296.5 9750.6
1958-59 ~ 15,938.8 193.0 16,1321  1177.6  1339.9  1820.4 11,7942
1959-60  17,309.0 198.6 17,5077  1177.6 1315.0  1676.2 13,338.8
1960-61 18,631.3 189.4 18,820.7 1177.6 12684 1349.9 15,024.8
1961-62  19,574.2 195.86  19,770.0  1177.6 12165 1159.3 16,216.7

Source: Adapted from Reserve Bank of India, Report on Curremcy and Finance, 1952-53, 1954-55 and 1961-62,
Statements no. 29, 35 and 37 respectxvely.

1 Gold valued at Rs 21.24 per tola or 8.47512 grains per rupee up to October 5, 1956 and at Rs. 62.5
per tola or 2.88 grains per rupee there after.

2 Including one rupee notes,

€61
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Principal Lisbilities and Assets of the Reserve Bank (Banking Department)
of India, 1949-1961, Inc. (Rs.000,000)

Ligbilities
Ave, of Capital
Friday and Deposits Other _Assets
Figures  Reserves Gov't. Banks Others Liabs,1 Total Notes & For'gn. Gov't. Other Bills Invest- Other
_—— I - Coins Balance Loans Loans Disc'd. ments Assgets
1949-50 100.0 1643.1 670.0 643.9 157.6 3214.5 _
241.2 1809.1 33.5 83.9 43.0 960.4 434
1950-51 100.0 1663.1 622.2 622.9 181.4 3189.7
_ 173.1 2077.9 23.7 67.7 30.5 767.2 50.6
1951-52 100.0 1972.5 586.8 692.2 186.2 3537.7
279.2 1871.4 59.0 194.2 63.1 951.9 119.2
1952-53 100.0 1441.9 528.9 619.3 236.9 2927.1 :
280.3 1335.6 28.5 190.3 66.4 897.7 128.3
1953-54 100.0 1288.4 4652 57445 239.1 2667.2 '
- 232.2 1233.1 17.8 198.4 9.6 815.8 75.1
1954-55 100.0 ~ 1097.9 552.0 362.9 236.2 2349.0 :
232.4 875.3 11.4 265.5 1.0 805.2 . 98.2
1955=-56 100.0 799.6 537.7 183.1 355.1 297654 ] .
172.1 669.6 17.3 369.9 97.8 493.6 156.1
1956-57 100.0 716.2 524..6 197.3 912.1 2450.2
: , 189.1 647.7 48.9 853.4 56.9 518,.2 136.0
1957-58 800.0 658.9 810.0 1113.8 639.6 4076.3
233.0 404 T 329.0 779.1 48,1 2139.2 143.2
, 194.1 255.7 282.3 658.3 61.8 2844..9 117.3
1959-60 800.0 787 4 796.1 1234.8 881.8 4500.1
199.4 '289.7 255.3 889.2 155.4 2589.0 122.2
1960-61 800.0 830.0 973.0 987.6 1053.3 4643 .9 '
190.2 . 207 .4 381.9 1327.8 287.1 2095.6 153.8
1961-62 800.0 772.6 819.5 1407.3 1241.3 5040.8
196.4 121.1 638.7 1376.9 341.0 2077.4 229.3

Source: Adapted from Reserve Bank of India, Report on Currency and Finance,

1952-53i 1954~55, and 1961-62., -Statements 28, 36 and 38 , i) Rs. 100,000,000 from Feb. 3, 1956 ii) Rs. 10,000,000 from July 6, 1956 .
respectively, 150,000,000 from July 6, 1956 20,000,000 from July 5, 1957
. 200,000,000 £ jul 1
1, Includes i) National Agricultural Credit (Long-term operation) Fund. Details 250’000’000 };Zﬁ 3ul§ Z’ 132% ‘ 28’888,888 g:gﬁ jﬁig g’ %ggg
ii) National Agricultural Credit (Stabilization) Fund. Opposite 300:000:000 from July 3: 1950 50:000:000 from July l: 2660

400,000,000 from July 1, 1960 60,000,000 from June 30, 1961
2 Inclq%é one rupee notes. 500,000,000 from June 30, 1961 S ’ -
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at the Reserve Bank. This, in the main, is why there was little
if any decline in the purchasing power of the rupee during the First

Five Year Plan period.

Beginning with 1955, however it became strikingly apparent that
the demands of the‘Second Five Year Plan were leading to an oﬁer
‘burdened budget. Government bond holdings and their.qirculation
counterpart increased very rapidly. Towards the end of the period,
moreover, there was a sharp increase in direct loans to Government
and Governmentally sponsored lending agencies. Reserve Bank «credit
as measured by investment in Government Securities; loans to Government,
and "other loans'" (presumably to govefnmentally sponsored industrial
lending agencies), rose ffom approximately Rs. 6,000,000,000 at the

beginning of 1955 to nearly Rs. 22,000,000,000 by 1962.

It is noteworthy that during the whole period there was no really
significant'increase in the magnitude of advances made to the commercial
‘banks. While the increase in the amount outstanding was remarkable, it

was still under Rs. 500,000,000 at the beginning of 1962.

Part 2

The State Bank of India: Operations and Growth

The nationalization of the Imperial Bank and the changing of its
namé to the State Bank of India did not bring any immediate change in
the nature df its operations. It continued to function as a primary
lender and astheReserve Bank's agent at places where the latter had no
branch or office. But subsequent extension in both its branches and

operational facilities added considerably to its duties and further
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enhanced the pre-eminent position the Bank held, and continues to

hold, in the Indian banking system.

Extension of Duties and Facilities

In keeping with the recommendations of the Ali India Rural
Credit Survey Committee and the Committee on Finance for the Private
Sector, better known as the Shroff Committee, the duties and facilities
of the State Bank were considerably expanded. In addition to its
‘brdinary commercial banking business the main functionsof the State
.Bahk were to spregd banking facilities in rural India and to provide
short-term credit facilities to agriculture, small industries and
.handicrafts. vThrough the expansion of its branches, especially in
areas-whefe no banking institutions exist, the State‘Bank would hHelp
to mobilige the sa¥ings of the rural population and chanﬁel these to
meet productive credit needs. Under the State Bank of India Act.of
1955, the Bank undertook to open 400 new branchés within five years
of its operation as a national institution. By the end of 1960 it had
opened 416 ﬁew branches. The importance of these lies in the fact that
about 75 per cent of them are established in rural and semi-urban areas,
i.e;, towns with population of BO;OOO or less.34 In order to meet
losses on the newly established branches, the State Bank maintainé an
'Inteération and Development Fund', in which all the dividends payable
to tﬁé Reserve Bank‘andlall.contributions which the Reseérve Bank and
the Government of India may make to the State Bank, are to be kept.
The proceeds of this.fund are to be used exclusively for méeting losses
on its branches, and for defraying other expenditqres approved by the
Central Government.
3k,

Reserve Bank of India, Trend and Progress of Banking in India
during 1960, Bombay, 1960, p. 31
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Allvstate associafed banks weré made subsidiaries of the State
Bank, under the provisions of the State Bank of India (Subsidiary

. lBanks) Act of 1959, in drder to wideﬁ the scope of ‘operations of the
State Bank gnd thus provide better and e#tensive banking facilities. 55
The subsidiary banks and their branches conduct Government business at
treasury and sub-treasury offices in their reépective areas, and thus
provide better remittance facilifides to other banks and to the public’
on behalf of the Reserve Bank and the State Bank of India. These, of
course, have further:extended the operations of this singularly
important Bank;. By the end of December 1960 the number‘ofvbranches of
the State Bank, along with subsidiaries, totalled 1281, which accounted
for.about 31 per cent of the 4150 branches of all the scheduled banks.

Their deposité,amounting to Rs. 2,940,000,000, constituted about 25

6
per cent of the total deposits of all scheduled banks.3

The State Bank and Financing of Small Industries

As the branches of the newly established.National Small Industries
Corporation were iocated in a few important tréding centers and laqked
a wide netwofk of brancheé in the up-country, theif credit facilities
were not easily accessible to small indﬁstrial units located in small
towns in the interior of the Gountry. The flow of credit to such firms
was impeded and a considerable waste of time and woney was involved in
the process of granting and coliecting loans, because there was lack
of.direct and personal contact between the organized kegnding agencies

35.

The following State assoclated banks were made subsidiaries of the
State Bank: The State Bank of Hydrabad, Oct, 1959; the State Bank
of Bikaner, the State Bank of Indore and the State Bank of Jai Pur,
on January 1, 1960; the State Bank of Mysore, the State Bank of
Patiala, the State Bank of Surashtra, on March 1, April 1, and May

1, 1960 respectively.
36.

Reserve Bank of India, Trend and Progress - 1960, op. cit., p. 32
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.and small industrial enterprisés.' The local credit granting agencies,
which the State Bank was spreading up-~country, could meet the credit
needs of small"indusfries more readily .and efficiently, and could
exercise better.supervision ovef the use of the1bredimuﬁade»aﬁéil&ble,
than could an agency away from the scege. To fﬁlfil this objeétive
the State Bank introduced the 'Pilot Scheme' oﬁ an experimental basis
in 1956 at nine centers where the Bank had itS'branéhes. Under the
provisions of this scheme the State Bank granted short-term loans to
small industries against the secufify of their readily marketable raw
wmaterials énd finished pféducts. The successful opération of the
'Pilqt Scheme' encouraéed'tﬂe'Bank to extend it to 36 centers in 1957,

Z

and finallyson January 1, 1959, to all of its branches.

. The rate of interest charged‘under thé 'Pilot Scheme' was 4% per
cent originaily, but thevborrowers héd to pay a Goaown Keepers' fee'and
an Inspection fee, which came to about 2 per cent per annum. Thus the
efféctive rate of interest under ‘the Scheme was 6% per cgnt. The_rate
of interest was fixed at 6 per-cenf.on an all inclusive-baéis during '

1959, when the Scheme was extended to all branches of the State Bank.

The State Bank had committed Rs. 46,000,000 to 1496 small industrial
units under the"Pilot Scheme' by the end of December 1959. The
liberalization‘of the Scheme,vand its'exténsion'to all branches of the
State Bank, conSiderébly increased the deﬁaqd for its loans. The amount
of loans conmuwitted had incfeased from Rs. 78,000,000 iﬁ Decgmber 196OE

to Rs. lOl,BO0,000 to 2811 small firms by the end of December 1961..

37.

w_Beservgngqquf In@iaiﬁTrenddagd Progress - 1958, op. cit., p. 13



On' this latter date, the outstanding loans amounted to Rs. 51,000,000.°

Aithough the State Bank was authorized in 1958 to make medium term loans

to small industries, no such loans were made until the end of 1961.

The State Bank of India has also entered into an agency arrangement
with the Stafe.Fiﬁaﬁcial Corpora&ioﬁs and- the Natiopal”sﬁall Industries
Corporation. It makes léans and'collects such loans as fall due on
behalf of these Corporatioﬁs af-places where it has its braﬁches. It
gathers such information from the borrowers as is necessary tb make them
1oaﬁs. " Thus it avoids duplication of éuch.activities and considerably

reduces the cost both tolthevborrower and tQ the lender.

' The State Bank and Agricultural Finance

The State Béﬁk since its inception has been playing an increasingly
active role in proyiding'short—term, and to soﬁe extent medium-term,
' agfiéultﬁral credit, directly as well as . through cooperative banks.
It‘provideé shorﬁ term loans to cooperative banks against the security
df debentures of Land Mortgage Banks, Government Secﬁfities-and
“guarantees;'and warehouse feceipté. The booperative‘banks in turn
_érovidelcred;t facilities to agriculturists and otﬂer-artisans. Up to
the end of September 1960, the créd;t-limits-committéd by the State
" Bank against the above mentionedvsecurities, except thé warehouse;
receipts, amounted to Rs. i51,800,000; the amount of such butStaﬁding .
loans waé’Rs.-BB,SO0,000.» On thisvlattef date the amount committed.

against warehousé receipts was Rs. 21,600,000, of which about Rs.4,000,000

were outstanding.

38,

Reserve Bank of Indla, Trend and Progress of Banking in India
durlng 1961 Bombay, 1961, pp. 26=27
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Cooperative marketing and processing societies have Been
established in India recently in order to eliminate_a chain of
intermediaries between agricultural producers and consumers and thus
to assure a fair return to agriculturists. These societies have limited
funds because of the poverty of their-membership,_and are unable to meet‘
the increasing demand (during the busy season) for loans from their
members. The State Bank is now authorized to provide additional funds
against Kﬁ,thfernmeht guarantee or the stock of these cooperative
societies. The Bank had committed a total of approximately Rs. 20,000,000
to 107 such undertakings by October 1959. By Octobef 1960 fhe number |
of borrowing sociéties had increased fo 166, while the total committed

had increased to about Rs._41,OOQ,OOO.39‘

In addition to these partiéular acfivities the State Bank provides
free remittance facilities to cooperati#e banks. The latter can
transfer funds twice é week from their head offices to théir up-country
branches, and three times a week for transfers in the reverse direction.
These transfer provisions enable the cooperative banks to meet the

seasonal demand for their loans at a relatively constant lending rate.

Magnitude of Operations 1949-1961

The number of branches and pay offices in India operated by the
State Bank increased‘continuoﬁsly from 377 in 1949 to 946 in 1961;
There was, however, a cdnsiderable reduction in its foreign bfanches,‘
, which decreased from 36 in 1949 to 8 in 1956. The operations éf the

Impefial Bank, predecessor of the State Bank, had showﬁ;;a gownward

39.

Reserve Bank of India, Trend and Progress of Banking in India
during 1960, Bombay, 1961, p. 32
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trgnd. Its deposits decreased from Rs. 2,505,000,000 in 1949 to

.'Rs. 2,198,000,000 in 1955. Its investment portfolio decreased from

Rs. 1069,000,000 in 1949 to a low level of Rs. 852;000;000 in 1951,

and then increased to Rs. 1170,000,000 in 1955. But the amount of its
loans and bills discounted increased from Rs. 918,000,000 in 1949 to

a peak of Rs. 1,428,000,000 in 1951 and then declined to Rs. 1,058,000,000
in 1955. This variation in investments and in loans and advances was

due mainly to the Korean:War boom,

A significant increase was recorded in the operations of the Staﬁe
Bank after its conversion in 1955. Its capital funds increased from
Rs. 120,000,000 to Rs. 128,000,000, and its deposits'from approximately
Rs. 2355,000,000 to a peak of Rs. 5821,000,000 betweenll956 and 1959.
Its investment portfolio increased from Rs. 1069,000,000 to Rs. 3780,000,000
during the same period, but the amount of its loans and bills discounted
increased 6nly slightly, from Rs. 1,402,000,060 to Rs. 1,669,000,000,
The considerable increase in its deposits and investment portfolio was
due partly to the P. L. 480 funds which were kept with this Bank.
Subseguently from 1959 onward these funds were gradually transferred to
the Reserve Bank, leading to a decrease in both tortfolios. WAfter 1959,
whereas its capital funds increased from Rs; 128,000,000 to Rs. 138,000,000,
its deposits decreased considerably from Rs. 5,821,000,0C0 té Rs. 5,325,000,000
by the end of 1961. As would be expected, its investment portfolio also
decreased from Rs. 3,779,000,000 to Rs. 2,367,000,000 during the same
period, However the amount of its loans and bills discounted increased

from Rs. 1,668,000,000 in 1959 to Rs. 2,553,000,000 by the end of 1961.

Table 30, showing the annual progress of the State Bank follows:



Table 30

Branches, Principal Assets and Liabilities, State Bank of India, 1949- 1961 Inc.
(Re.000,000)

No. of . Capital Cash in Loans and Total

Year branches and . Totel . hand and Bills Invest- earning
in India Reserves Deposits at banks Discounted _nments Assets
1949 377 ©119.3 25046 658.9 9181 1068.5  1968.6
1950 382 9.6 23137 281.8 1009.5 12155 2235.0
1951 393 119.8 2309.1 295.7 27,7 851.6 2279.3
1952 410 119.8 2058.5 254,.5 1131.7 971.5 2103.2
1953 L4 119.8 20697 196.4 1063.1 O41.4 2004..5
1954, 455 19.8 2311.3 363.7 1023.2 1087.2 2110.2
1955 484 119.8 2198.0 - 293.8 1058.1 1160.6  2227.9
1956 538 120.1 235447 277.8 14016 1068.7 2470.3
1957 622 122.6 3666.8 395.2 1734.8 1834.3 © 3560.1
1958 2 126.3°  4786.8 55447 1720.6 R845.7 - 4566.2
1959 823 128.3 5821.1 648.3 1668.8 3779.3 5448.1
1960 901 130.8 577345 679.5 2322.4 3067.6 5390.0
1961 946 138.3 532446 675.4 2553.3 2367.3 49204

Source: From the Reserve Bank of India, Statistical Tebles Relating to the Bank in India, 1952-1961, pp. 3-7.

-1 The deposit figures from 1949 to 1955 are not strictly comparable with those for 1955 onward. After
the latter year Provident funds, staff security deposits, ebc. are excluded. Similarly after 1955, money at
call and at short notice are excluded from loans and discounts., ,

2 Figures for 1949 in this table do not tally with those given in Table no. 1l4. Probably their later
figures are more relisble.

(404



- 203 -

Part 3

Operations of the Industrial Banks and the Life Insurance

Corporation of India.

In terms of mégnitude of operations, the Industrial Finance
Corporgtion was by far the most impoftant of the public énd quasi=-
public industrial banks established by the Government, with the
cboperation 6f the Reserve Bénk; The former, it will be recalled,
was charged with the responéibility of financing public and cooperative
industrial undertakings. Only recently its operations were extended
to finance the imports of machinery by private industries. The State
Financial Corporations, through which medium sized industrial under-
takings, both public and private, were to be financed within their
reSpective States, made a significant showing in the aggregate as did
the Industrial Credit and Investment Corporation of India. The National
Industrial Development Corporation, the Refinance Corpération and the
National Small Industries Corporation madevsignificant, though perhaps
léss impressivé, advancements. The establishment of the state owned
Life Insurance Corporation of India appears not to have affected, one
way or another, thé acéumulation of policy feéerVes-and,inéuranée,

Ebutt the operation of thié Corporation were considerably extended. Such
information as was available until 1961 supports these general observ-

ations.

- The Industrial Finance Corporation

Although the operations of the Industrial Finance Corporation iere

restricted to public and cooperative large firms engaged in mining,
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manufacfuring, generation and distribﬁtion of power,.and shipbuilding,
it ovened a néw era ofqinduStrial finance in India. In the wake of
.successful operatiohs ofbfhis Corporation, which is noticeéblé after
1954, sevefal other industrial banks were established to meet the
credit needs of otherAindustries, both in the pubiic and privafe
sectors. The operationé of the Corporation are revealed in Table

Nd.}l on page 205.

As would be expected, in the absence df.many new industries in
the public sector betﬁeen 1949 and 1954, there was Aot sufficieﬁt
demand for loansbfrom the Corporation even to absorb its'capifal_funds.
Consequently the Corporation invésted its surplus funds in Government
securities, and continued this préctice until 1954 when sdfficient
demand was generated to absorb its available funds. By the end of
March 1955 the amount of . .. 1bans disbursed was Rs. l#l,OO0,000 and the

amount outstanding was Rs. 128,000,000.

The demand. for financial assistance from the Corporation increased
at an unprecedented scale with the inauguration of the Second Five Year
Plan, in which_donsiderable industrial expansion both in the public and
private sector was envisaged. Whereas between June 1949 and March 1956
the amount of loans committed.and disbursed had increased only to
Rs. 386,000,000 and Rs. 162,400,000 respectively, they had reached
) respectively, 4o ‘

Rs. 484,000,000 and Rs. 241,000,000/by the end of March 1957.

Outstanding loans by then amounted to Rs. 207,000,000. This absolute

' Reserve Bank of India, Report 1956557, op. cit., p. 45




Operations of the Industrisl Finance Corporation, 1950-61 Inc.

respectively.

Table 31

1 Includes Rs 6,600,000 in respect of debentures.

2 Includes Rs. 19.9 million as of March 25, 1960 and Rs 47.7 million as of March 31, 1961, and Rs. 104.0

million as of March 30, 1962 in respect of guarantees and underwriting agreements per contra.

goe

B — (Rs ,000,000) | Aésms

~ Year WORKING CAPITAL == = = - = - ReS &nd Other Cash on Inv, in Loans
ending ' Deben~- Bank Gov't Liabi- hand and gov't Out~ Other
March Capital Reserves tures loans  loans lities Total - at banks securities &tanding’ -Assetsi:
195051 50.0 -- 53.0 == - 3.7 106.8 4.7 45.8 52,1 4l
1951-52  50.0 0.2 58.0 -- -- bel 112.3 5.5 35.8 65.6 5.4
1952-53  50.0 0.3 58.0 - -- 6.1 114 2.6 20,1 86.2 5.6
1953-54  50.0 2.8 78.1 2.9 -- 4.6 138.4 5¢5 20.1 112.0 5.9
1954-55  50.0 3.1 78.1 - - 5.2 .136.2 244 -- 127.8 6.0
1955-56  50.0 5.0 78.1 6.1 - 8.0 147.0 0.2 - 140.1 6;7
1956-57  50.0 8.7 781 10.7 60.0 10.2  217.5 0.9 -- 207.0 9.6
1957-58  50.0 6.1 123.7 - 150.0 10.2 339.9 59;9 -- 262.0 18.0 -
1958-59  50.0 8.4 167.5 9. 100.0 15.1  350.4 7.2 -- 321.0 - 22,3
1959-60  50.0 11.7 22244 8;8 82.5 35.3° | 410.7 0.4 -- 367.3 43.02
1960-61  50.0 17.1 2224 5.1 152.5 63,72 510.9 ° 30.0 -- 4074 '73.‘10'2
1961-62  68.4 2.8 222 -- 1775 120,32 6134, 29.1 -- i54.8 129,52
Source: Reserve Bank of India, Reports on Currency and Finence, 1955-56 and 1961-62. Statements 48 and 42
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réte of‘increase in loans was mainfained fairly steadily thereafter.
However, during 1961 and 1962 there was a sharp increase iﬁ tﬁé

volume of loans committed. They rose from Rs. 722,000,000 in March
1960 to Rs. 1,257,000,000 by March 1962. This sudden increase may be
attribﬁtéd to industrial expansion during the Second Five Year Plan,
and/zze continuous emphasis on industrial development in the Third Five
Year Plan. Since its incéption in 1948 up to the end of March l§62,

the Corporation had disbursed loans amounting to Rs. 630,200,000, and of

this sum Rs. 454,800,000 were outstanding.éﬁ‘that date.

As was originally envisaged, a major part of the financial
assistance provided by the Corporation had been granted to new industrial
‘enterprises - thevventures that were set up after 1947. @f the total
amount of loans sanctioned up to the end of March 1959 (Rs. 643,400,000)
about 66 per cent were given to new industries, and the remaining.BQ .

42

per cent to existing ventures for expansion and modernization. The

majority of loans granted after 1959 were for new industries.

The Corporation did not engage in underwriting operations until
1958, as it was not\authdrised under the original Act to hold shares of
" industrial concerns for more than seven years. The Act was amended in
1957 to enable the Corporation to provide equity capital to industrial
concerns. During 1958 for the first time, it underwrote, in conjunction
with two other financial institutions, two issues of 6% per cent re-
deemable and convertible debentures for Rs. 16,000,QOO. Of this amount

b3

the Corporation had to take up only Rs. 2,085,000, By the end of

41. Reserve Bank of India, Report, 1961-62, op. cit., p. 69

Lo, S.L.N. Simha, The Capital Market of India, Bombay, Vora, 1960, p. 151

43, Reserve Bank of India, Report, 1958-59, op. cit., pp.44-45
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March 1962 the Corporation had underwritten Sixteen issues of redeemable,
convertible debentures and preferred and éommon shéres amounting/ig o
Ré. 46,000,000. These issues carried interest rates varyinglbetween

‘ - underwritten
6% per cent and 7% per cent. Of the. amount/the Corporation had to take
up-about Rs. 20,000,000 or about 44 per cent, indiéating that the
economy's capacity for voluntary investment, evensat 6% per cen£, was
éonsiderably.less than ahticipated. This may furthér reinforce an
eariier conclusion that, without the cooperation of the Resefve Bank; the

Government could not have made much progress with its program of planned

development.

In~é&dition to its underwriting operation, the Corpdration undertook
to provide’financial assistance to various industrial ventures for
importing méchinery, by guaranteeing their deferred payments. It approved
deférred payments to the extent of Rs. 36,800,000 during 1958, The amount
increased by Rs. 131,300,000 by 1960, then decreased to Rs. 6,500,000
during 1961. In the latter year its assistanée in the form of letter of

guarantees amounted to Rs. 55,80045000 as against Rs. 29,500,000 in 1960.

In view of this considerable expansion in its iending operations,
the Corporation strengthened its capital funds bj iséuing additional share
capital of Rs. 18,400,000, and increased its Government borrowings to
Rs. 177,000,000 during 1961. It also secured foreign loans to finance
the imports of machinery by various industrial enterprises. It arranged
a loan of $20,000,000 with the Agency fﬁr International Development of

the United States (formerly known as Development Loan Fund) and a Lkoan of

e Reserve Bank of India, Report, 1961-62, op. €it., p. 69

Wl
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D.M. 15,000,000 from the Reconstruction Loan Corporation of West
L Ll ' :
Germany. ‘Thus the Corporation has strengthened its capital funds
to meet the increased demand for assistance during the Third Five Year

Plan.

"The State Financial Corporations

The State Finaﬁciél Corporations, as described earlier, were set
up to provide long térm Credit_both to public and private medium-sized
industries that Qere 1éft outside the province of the Induétrial Finance
Corporatioh. However the operations of these Corporations were limited
to‘their respective states. Although the State Governments were
authorized to establish these State Financial Corporations in 1952; nqt
all -of them immediately exercised ‘the privilege. By 1953 two State
Governments had established such Corporations. The number increased to
eight in the following year, to twelve b& the end of 1955, and fifteen

by the end of 1960, or one in each State.

The loans of the Staﬁe Finéncial‘CorPOration are generally made to
providé equity,capital; and run from ten to twelve years. They_provide
working capital to firms which have not beén able té raise it from a
.~ bank. »In such cases their loans afevnot to exceed fivévyears. 2 The
ioans are granfed on the mérit of individual undertakings, after a |
technical examination of the firms' developmental‘pfograms. :Their rate
of interest varies from Sfate to State, but is generally in the neigh-

bourhood of 6% per cemt. . . . oo UL Lw

b,

Reserve Bank of India, Report, 1961-62, op. Qit., p. 69

45, .
S$.L.N. Simha, op. cit., p. 167
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It is not possible to compare the progress made by these financial
Corporations individually as the requisite data are not available but
the annual brogress made by these banks as a group‘after 1956, when the
industrial developmeﬂt envisagea in the Second Five Year Plan was
initiated, 1s indicated in the data in Table No. 32 on page 210. The
amount of loans committed by the eleven Corporations established by.that
timé stood at Rs. 69,000,000, and loans disbursed at Rs. BB;OO0,000.
The amount of loans committed and disbursed increased to about
‘Rs. 271,000m00C and Rs. 172,000,000, respectively, by the end of March 1960
and reachedjpéaks of Rs. 491,000,000 and Rs. 300,000,000, respectively,
by March 1962. Meanwhileltheir outstanding loans had increaséd from
Rs. 27,000,000 in 1956 to Rs. 233,060,000 by the end of March 1962. As
will be noticed from the Table there is a considerable increase in the
lgnding_aétivities of these Corporations during 1961. The volume of
loans committed and disbursed during that year increased by approximately
36vper cent, indicating a considerable increase in demand for loanable
funds. The borrowing limit for these Corporations was relaxed from
five times their paid-up capital to ten times that amount, to handle
this increase in demand. Inladdition, these Corporations were aiiowed
to borrow from the Reserve Bénk for eighteen months, as against only

three months as originally provided.

It would seem from the Table that the State Financial Corporations

have had considerable excess funds as their lending operations did not



Table 32

. Business of State Financial Corporations, 1955-61, Ince

~ Rs, 000,000
Toﬁal . A
Year Capital  Proceeds of Liabs. Cash in Inv, in _Total lLoans

Ended and Boards & and hand and gov't - Out- " Other

March  Reserves Debentures = Assets at banks securities Committed Disbursed standing Assetsl
11955-56 1029 Nid.  107.0 36.0  39.4 69.0 3343 - 27.2 4

1056-57  123.6 3.6 147.5 359 - 40.1 113.9 62,0 65,0 6.5
1957-58  132.1 2640 1804 46.0 0.6 . 1617 98.9 93.5  10.3 o
1958-59  134.6 61.2 232.2 79.2 28,0 2116 132.2 1134 12.6 Hie
1959-60  144.8 71.7 263.86 721 32.2 2707 1720 139.2° 20,5 |
1960-61  154.3 717 298.0 45.6 6.0 362.3 . 219.6 171.2 35.2
19%61-62  160.8 135.4  402.0 743 4525 49l 300.3  232.8 - 50.8
Source:s 1. Reserve Bank of India, Report on Currency and Finance, 1955-1962. -Statements‘35f42‘.  ‘

2. Reserve Bank of India, Bulletin, April, 1962, p. 600.

o

"1 Including debentures emounting to Rs 1,400,000 7+ lnewiide . ..ow i,
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the
fully utilize their capital funds and proceeds from/sale of debentures.

It should be borne in mind that the Corporations in industrially advanced
st_At'es such as West Bengal, Gujrat, and Maharashtra 'haa not~ only utilized
their funds, but resorted to borrowing from the Reserve Bank. Corﬁérations
in less industrialized States, however, had'excesé funds, as reflected

in the combined operations of all State Financiél Corperations. ‘It was

to meet the growing needs‘of‘the former that their borrowing liﬁits’had

been relaxed.

The cash balances and investment in Government securities of these
Corporations was‘éﬁout 50 per cent of their loans outstanding during the
last year under review. This indicates that a large proportion of their

funds were committed for loans but not disburséd.v

The Industrial Credit and Investment Cofporation of India

Unlike the other newly established financial corporations, the
industrial Credit and investment Corporation was.broadly based from the
very beginning. Among its sponsors were the World Bank, the United States‘
Government and the United Kingdom Government as well as the Government of
India. Its opeiations included not only the provision of both foreign
and domestic loans to private industries, bﬁt equity capital and technical
assistance as well. The financial assistance came: fér the most part in
the form of underwriting stocks and debentures of industrial enterprisés‘
as well as by dire;t subscription to the securities themselves; Technical
assistance took on the form of managerial, technical and administrative

advice and help iIn obtaihing skilled personnel.
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The financial assistance provided to private enterprises by

this cbpporatiqn included undertakings‘in the following industries}

pulp and paper, chemicals, pharmaceuticals, fuel injection devises,

electrical eQuipment, textiles, sugar, metal ores, lime, cement and

glass. The magnitude of tangible assistance from the year of its

establishment down to 1960 is displayed in the following summary.

There is no information available as to the extemnt of its technical

assistance program.

TABLE NO, 33

Loans and Guarantees, Underwriting and Subscription Operafions

of Industrial Credit and Investment Corporatiecns,

1956-1961, Inc. (Rs. 000;,000.)

Loans & Guarantees

Underwritings & Subscriptions

Year Foreign . Rupee loans Total  Shares GRAND
Currency & guarantees _ Und.wrtn.' Purch. Total TOTAL
1956 - 29.5 29.5 23.8 6.8 230.6 60.1
1957 22.1 32.3 . 5k.4 53.5 8.6 62.1 116.5
1958 31.6 34,8 66.4  55.0  12.3 67.3 133.7
1959 67.4 35.0 S 102.4 83.00 18.6_ . 101.6 204.0
1960 126.3 65.5 191;8 96,7 25.6 122.3 314.1
1961 194,2 102.1 - 296.3 102.2 28.6 130.8 L427.1
Source: Resérve Bank of India, Report on Currency and Finance, 1956 to-

1961, Bombay, 1957-1962., Section:

Capital Market.
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These data reveal among other things, the increasing contributions
made by foreign capifal through this Corporation to the economic
development of India. Except for the first two full years of its
operatidn, foreign loans granted by the Corporatidn constitutea about
two-thirds of its total loans and guaranteeé. Whereas its Rupee loans
increased from Rs. 32,300,000 in Mareh 1957 to Rs. 102,000,000 in
March 1962, the corresponding foreign loans increased from Rs. 22,100,000
to Rs. 194,200,000 during the same period. This considerable increase
in foreign loans was made possible by the foreign connections bf the
Corporation that enabled it to raise money éutside India more easily

than could other financial institutions.

The rate of interest chargéd on its foreign loans is slightly higher
_than on domestic loans; namely, 7 3/4 per cent as compared to 6 1/2.per
cent. In addition, borrowers have to pay a % of 1 per cent commission

on the former.

The Table further reveéls the considerable increase in total
financial assistance approved by the Corporation which, starting from a
modest améunt of Rs. 60,000,000 in March 1956 ,increased to Rs. 204,0C0,000
in March 1959 and/gz. 427,000,000 in March 1962. Of the latter amount,
however, only.Rs. 184,000,000 or about 43 per cent was. disbgrsed‘by the

L
end of March 1962. 7

Direct subscriptions to the equity capital of various industrial

enterprises shows a considerable growth between 1957 and 1960, but the »

46,

S.L.M. Simha, The Capital Market of India, Bombay, Vora, 1960, p. 183

47 Reserve Bank of India, Report 1961-62, op. cit., pp. 71-72
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growth slackened thereafter. Whereas between 1957 and 1960 the amount
of shares purchased had increased from Rs. 8,600,000 to Rs. 25,600,000,

this had increased to only Rs. 28,600,000 by the end of March 1962.

The underwritings of the Corporation were on a modest scale; and
in the beginning were not too successful. Of the Rs. 9,300,000 shares
floated during 1957 the Corporation itself had to take up about
Rs. 5,800,000 or 63 per cent. In the following year, however, of under-
writing operations amounting to Rs. 21,800,000 it had to téke up only
Rs. 4,500,000 or about 21 per cent. During 1959 the Corporation was
still more successful. Of underwritings amounting to Rs. 19,300,000, it
had to take up only Rs. 2;800,000, which was about 15 per ceht of the
total. By 1960 however, the Indian money market had become so exhausted
that the Cofporation had to take up as muéh as Rs. 12,300,000 or about
67 per cent of the Rs. 17,200,000 underwritten.48 This may be attributed
to the fact that other similar fiancial institutions had entered the
underwriting business. Moreover, it should be realized that this was one
of.the principle reasons for establishing this Corporation in the first
place, i.e., to help finance unproven private ventures entering new fields

of enterprise.

The National Industrial Development Corporation

The National Industrial Development Corporation was establislied
principaily to help in setting up new industries and in the rehabilitation

of old ones in the private sector, where the amount of capital required
ed .

and the degree of risk inveolved tend/to deter private investment. It was

’

48,

Adapted from, Reserve Bank of India, Report on Currency and Finance,
1957 to 1961.Ch.Capital Market.
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designed mainly to establish those industries that wére deemed necessary
to £fi1ll the gap in.the planned industrial seétor, and especially those
industrial undertakings which promised to remove the country's dependence
upon imports of heavy industrial machinery, raw film, aluminium, synthetic

49

rubber and the primary ingredients for drugs, dyestuffs, ahd plastics.

This Corboration supplied the only éhannellthrough which special
low-cost government loans wéuid'be made available for the modernization
of the jute.and qétton textile industries. Later on, during 1958, the
Corporatidn adopted a hire-purchase scheme under which instalment loans
were made to facilitate the‘purchase of new machinery, providing that it
was produced in India. Under this plan the borroﬁing firmg deposit 25
per cent of the cost of machines and pay the balénce in five equal annual
instalments at a 6 per cent rate of interest.5o Subsequently this hire-
" purchase scheme was éxtended to the machine tool industry itself. The
need was. so great and immediate for imports of machinery, however, that
the Corporation in 1960 extended its lending activities to the financing

of machinery made abroad, against guarantees and collateral securities.

Although balance sheet summaries of the operations of the National
Indﬁstrial ﬁevelopment Corporation are not available ohe may conclude
that they were most significant in helping to realize the objectives of
the Second Fi&e Year Plan. Up to the end of March 1959 the Corporation
had committed loéﬁs under the hire-purchase schene amounting to ‘

Rs. 2,100,000 to the jute and cotton textile industry. By the end of
March 1961 the amount of such loans had increased to Rs. 3,000,000 -

an increase of about 48 per cent over a two-year period. By this later

49.

Reserve Bank of India, Report 1956-57, op. cit., p. 47

50.

Reserve Bank of India, Report 1958-59, op. cit., p. 49
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date the Corporation had aléo sanctioned, uﬁderlthe Hiré—purchase schene,
loans amounting to Rs. 3,500,00 to thé machine tool industry.5l The
loans under the hire-purchase scheme originally cérried‘a Lt per cent
rate of ipterest, but it was raised to 7% per cent in 1958. These loans

are repayable in fifteen equal annual instalments.

In addition to the hire-purchase scheme the National Industrial
Developﬁent Corporation since its-inception.had committed loans amounting
to Rs. . 144,100,000 up to the end of March 1960 for the rehabilitation
and modernization of the jute and cotton textile industries. By thelend
of March»l96l the amount had ingreased to Rs. l96,000,000.v Buf the;amount
of loans disbursed increased only from Rs. 50,100,000 to Rs. 65,800,006
during the same period. Whereas the loans committed increased by about

36 per cent, the loans disbursed increased by about 30 per cent. -

With respect to the establishment of new industrial enterprises; the
progress of the Corporation is hampered by the shortage of exchange
reserves of the Government of India. Nevertheless,with the collaboration
of the Czechoslovakian Government the Corporation has been instrumental
in establishing a heavy foundry forge. With the help of the Russian
Government, it has established a.heavy maéﬁine building plant, a mining
machinery plant and an opticai glass plant.52 With the'cooperation of
Russian technicians, it has prepared plahs for the establishment of
drugs and pharmaceutical industries, but these have been delayed by a
shortage of foreign funds. The Corporation in 1959 promoted the estab-

lishment of a Chemical Development Company to engage in the production of

ole Reserve Bank of India, Revort on Currency and Finance, 1960-61.,

Bombay, 1961, p. 66

22 S.L.N. Simha, The Capital Market of India, Bombay, Vora, 1960, p. 176
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sulphur from Pyrites. It has also drawn up plaﬁs forwthévestabliéhment

of aluminium and synthetic rubber plants, but ‘the projects themsélves
the '

have been delayed by a constant shortage of/foreign exchange required to

impart the specialized machinery required for such projecté.

The Refinance Corporation

- The Refinance Corporation; as noted in Chapter IV, was establishea‘
to encourage the participation of Indian banks in financing the‘developmeht
of medium sized private enterprises in the Indién economy. This and other
Significant deviations from the so;ialistic ideals of the ruliﬁg Congress
party was no doubt a concession to the United States, whose Government
permitted the Go&ernment of India to use the proceeds of the sale of a
grain loan, amounting to Rs. 260,000,000, to make advances tovpriVate
industries through the existing banking institutiéns. Such advances were
to be made to new enterprises included in the Seécond ‘and succeeding Five
Year Plans. Inaldition to this fund, a share capital of Rs. 250,000,000
was subscribed by the Reserve Bank, the Life Insurance Corporation, the

- State Bank, and fourteen scheduled banks.

In as much as the loans made possible-by this Corporation were
availéble to the borrower at 6% per cent (the borrowing banks were not
allowed to charge more than 1% per cent abowe. the 5 per cent lending rate
of the Corporation) one would have expected that considerable advantage
would have been taken by the more enterprising Indians. Yet dufing its
first year of operation in 1958, only Rs. 24,300,000 had been committed,
of which only about Rs. 2,000,000 was- disbufsed. During the following
year, though the amoﬁnt of loéns committed decreased to Rs. 17,300,006,

the amount disbursed increased to Rs. 11,600,000. By the end of March
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1961 the total amount of loans committed amounted to Rs. 76,900,000;
the total amount disbursed, to Rs. 32,200,000 At this later date
its outstanding loans amounted to Rs. 30,900,000 or about 96 per cent

53

of the loans disbursed. This high proportion was due té the medium-

tgpm nature of the loans advanced by the Corporation.

.The relatively slow respénse to the advantages 6f the medium term
6% per cent loans made possible by fhe Corporation to private industries
was no doubt due to the fact that the Corporation itself charged the
lending banks 5 per cent for its loans, thus leaving an operation margin
of 1% pef cent for the primary lenders. No private bank can lend at such
a low rate and come even close to meeting its operating expenses. As a
result the member banks had little incentive to use‘the }ending facilities

of this Corporation.

In order to expand its operations and thus utilize its substantial
capital funds, its facilities were extended in 1960 to twenty-eight non-
member scheduled banks, all State Financial Corporations and three State
Cooperative banks. 1In addition, the borrowing_financial institutions were
no longer required to maintain a margin of 1% per cent between their
lending rate to the primary borrower and their lending rate from the
Corporation. They were free to exceed the 6% per cent limit subject to
the appr;val of the Corborétion. Awaever the Corporation stipulated that
loans.carrying terms more unfgyourable to the borrowei than the general

rate chérged by other lending.institutionswouldnot be eligible for

refinancing. Concomitantly the restrictions on the size of borrowing

53.

Reserve Bank of India, Report 1960-61, op. cit., pp. 65-66

b, .
2 Reserve Bank of India, Report 1960-61, op. ¢it., pp. 65-66
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fifm were also removed, Loans granted to large firms (with paid-up

capital of Rs; 25,000,000 or over) for a period of seven to ten years

were made eligible for refinaﬁcing ffom the Corporation, provided the
loaos'were in conformity with the purposes of the planned industrial
developménts frobably as a result of these relaxations, and.the

extension of the Corporatiohws lending facilities, there was a considerable
increase in the amounts of loans sanctioned and disbursed. By the end

of March 1962 the amounts were Rs. 183,000,000 and Rs. 89,700,000,
respectively, an increase of about 138 per cent and 178;per cent, respectively.

during the year.

This Corporation is likely to have greater success than other
financiai Corporations that have been set up recently to meet the
increasing demand for industrial credit. It places the responsibility
for bearing risk on borrowing commercial banks, and thus reduces its
chances of loss to a minimum. The banks that grant loans to industrial
concerns have theilr past experiencerto draw upon, and have ample
facilities for scrutinising the loan applicatiOne._ Moreover these
banks are conservative in their outlook and their judgement is likely to

be sound.

National Small Industries Corporation

The National Small Industries Corporation, as pointed out earlier,
was established not only to provide medium and long-term instalment loans
to small industries requiring machinery, but also to obtain for them a
share of Government contracts and to coordinate their operations with those
of large-scale industries. ‘The original hire—purchase_scheme was liberal-

ised in 1959 when the downpayment on special purpose machines was reduced
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from 30.per cent to.20 per cent, the same as that for general purpose
machines, and the first instalment was due after one year as against

six months under’the original acﬂemei Under the terms of the new hire-
purchase scheme,,theré was a considerable increase in demand for loans
from the Corporation. Where-as it received only 2167'app1ications

for 8085 machines valued at Rs. 76,000,000 between December 1955 and
December 1959, the number had increased to 3990 applications for

14,992 machines valued at Rs. 159,800,000 by the end of December 1960,
The number of machines delivered had increasgd_meanwhile from 3204 valued

at Rs. 28,000,000 to 4225 machines valued at Rs. 39,000,000.55

Encouraged by the increase in demand for its assistance and the
increase in £he number of machines delivered, the National Small Industries
Corporation further relaxed the terms of its hire-purchase scheme in 1960
and 1961. It reduced theAdown—payment to 5 per cent on all Governmentally
sponsored applications, provided the remaining 15 per centwasﬁéuaranteed
by the sponsoring authority. In addition, the down payment on all machines
valued at Rs. 2000 or less was reduced from 20 per cent to 10 per cent.

The latter provision was extended the following year to all machines

valued af Rs. 50,000 or less. For machines valued at more than Rs. 50,000

the borrowers were allowed to pay 5 per cent in cashland the remaining

15 per éenzlin.bank guarantees cashable at the time of the delivery of the
-2 ’

machines.” These provisions appear to have been favourable to small
’ had

industrial units, for by the end of December 1961 the Corporation/received

55+ Reserve Bank of India, Report 1960-61, op. cit., p. 68

56'

Reserve Bank of India, Report 1961-62, op. cit., p. 75
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7117 applications for 29.385 machines valued at Rs. 287,500,000 i.e.,
an increase in demand of 14,393 machines valued at Rs. 127,700,000
during 1951. Of this latter total the Corporation was able to supply

only 1486 machines worth Rs. 16,800, 000.

The National Small Industries”Corporation during 1960 and 1961
arranged foreign currency'loans«to enable its borroWers to import
urgently required machinery from abroad. It secured a long-term loan
of $10,000,000 from the United State Development Loan Fund in 1960 which
could be used to buy machines valued at $50,000 or less from any non-

communist countries. Machines valued at more than 850,000 were required

to be bought from the United States only;57 The Corporation received
three loans from Japan, The United Kingdom and West Germany in 1961,
amounting to Rs. 3,000,000, Rs. 1,000,000 and Rs. 11,9000,000, respectively,

which were used for importing machinery for small industries. With

respect to the loans for importing machinery, the applicants were required
to pay 20 per cent of the c.i.f. cost and the remainders, covered by -
bank guarantee, in equal annual instalments. No data are available on

the extent of loans granted for this purpose.

The Corporation secured only 1525 Government contracts for
small industries valued at Rs. 50,000,000 between 1955 and December 1959.
In the following year the Corporation madé considerable progress in
this respeét and had secured 2774 orders valued at Rs. 83,000,000 by the
end of December 1960. The number had reachéd 4585, valued at Rs. 150,000,000

by December 1961 - increases of about 57 per cent and 55 per cent,

respectively.

In addition to financial assistance, the National Small Industries

o7 Reserve Bank of India, Report, 1960-61, op. cit., p. 68
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Corporation has set up Qholesale depots for products:of these
industriéé at Agra, Aligarh, Bombay, Calcutta and various other trading
centers fo. expedite the.marketingiprocess, . It hés also set up raw
.material depots for supplying standardized and controlled raw materials
in short supply to these industries at controlled prices. .No.data are
available as to the extent of jroducts sold and raw materials bought,
and perhaps it is too early to make an assessment of the contribution

made by'thesé depots to. the needs of small firms.

As to the corporation as a whole, it would seem that it represents
a somewhat overly ambitious scheme for‘the,developmenﬁ of small industries.
It may invoive hidden costs out of all proportion to its accomplishments.
A student familiar with industrial organigzation in the Nérth American
continent looks askance on such érojects. Only a fair assessment of all
costé, governmental or otherwise, involved in promoting such ventures
as ultimately prove to be successfgl,ﬁill proVe or disprove this

observation.

The Life Insurance Corporétion-— QOperations

The most significant aspect of thé operations of the Life Insurance
Corporation of India is the market it provides fbr the legitiﬁate and
non—inilationary purchase of Government bonds and other investment media.
It has-enabled the Governﬁent to tap the real salings of the people and
channel them into capital developmentél projects which otherwise would
have had considerable inflationary aftér effects. By appealing to the
‘national sentiment Qf the people, the Corpofatidn has been able to

expand consierably its business within its first few years of operation.,

The progress madée by the Corporation is revealed in Table No.3%on Page 223,



Teble 34
New Business of the Life Insurance Corporation and its

Predecessor Insurance Companies,
1954-1961, Inc. (Rs.000,000)

Indig ' __Foreign ‘ _Total

Ave, "Ave. 4

No. of Sum sum per No. of Sum sum per No. of : Sum

Year Policies Assured policy  Policies Assured policy Policies  Assured
1954 740 2376 3210 32,688 177 5,400 733 2553
1955 79 2405 3021 . 35,461 203 5,733 832 2608
1956 549 1877 3410 17,956 126 7,011 556 2003
1957 811 2777 3424, 5,055 54 10,682 816 2831
1958 955 3391 3551 5,399 56 10,409 960 3447
1959 1143 4197 3671 7912 95 11,9¢9 1151 4292
1960 1250 4878 3903 7736 97 12,539 1258 4975
1961 1462 5988 4097 8056 100 12,446 1470 6088

Source: Goverrment of India. India, 1961 and 1962. pp. 241 and 223 respectively,

gee
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lThe data reveal that the Life Insurance Corporation has
considerably edpanded its business in India over the insurance business
of the private companies that preceeded it. Whereas the largest number
_of policies issued by these companies during a year was 796,000 with
an assured sum of Rs. 2,405,000,000 in 1955, the Corporation has improved
upon it in the very first year of its operations in 1957, when the number
of policies iséued by the Corporation totalled 810,700, with an assured
sum amounting to Rs. 2,777,000,000. By the end of 1960 the number of
policies issued by the Corporation had increased by about 80 per cent, and

the sum assured, by 216 per cent.

The foreign insurance business of the Life Insurancg Corporation,
however, declined considerably. Whereas the foreign policies issued by
the predecessor companies numbered 35,461 with a sum assured anounting to
Rs. 203,000,000 in 1955, the last year of their independent operations,
their number declined to a low level of 5055 with aﬁ assured sum equal
to Rs. 54,000,000 in 1957. Thereafter the foreign business of the
Corporation gradually expanded to 8056 policies with an assured sum
amounting té Rs. 100,300,000 in 1961. While the average sum per Indian
policy is now considerably higher in the Life Insurance Corporation than
it was in the predecessor companies, it is still understandab;ybelpw

the average of the Corporation.

The considerable increase in policy reserves, resulting from the
expansion of business of the Life Insurance Corporation, went into Central
and State Governments bonds and securities. From a banking point of

view this was an important development. It enabled the Government to
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chanel the voluntary savings of fhe people into planned capital
development projects thch otperwise wéuld have been financed by the
usual procedufe of deficit financing. 'This would have;ledfﬁoma
considerable increase in the money sﬁppiy, with the resultant increase
in prices and their ccunterpart forced savings. The detailed dis-
tribution of investment funds of the Cofporation isvpresented in the

Table Ho. 35 on page 226.

Here it will be seen that the percentage of policy reserves and
voluntary s&8vings invested in Government securities was 69 per cent‘in
1957. By the end of 1960, of the total investment funds of Rs.5,260,000,000,
about Rs. 3,827?000 or 73 per cent was invested in Government securities.
The Table further revealsvthat the rate of growth of the Lifé Insurance
COrporafion was considerably grgéter tﬁan that of National Income. Whereas‘
thelindex of growth of the Corpbfation increased from 100 in 1957 to
138 in 1960, the index of National Income increased from 100 to 125 during

the same period.
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_Table -No. 35

Distribution of Investment Portfolio of the Life Insurance

Corporation, 1957-1960. Rs,CC0,000.

End of year | 1957 1958 1959 1960
or _

Securities of,/foans to central and

state govts. & their agencies 2628 2879 3273 3827

Investment in stocks & debentures _ 4 702 737 821 925

Investment in foreign securities ' 133 79 111 128

Investment in mortgages, . & real

property 34l 343 . 343 372

Other loans and investments | 7 10 8 .- 8

Total - 3815 Lou8 4556 5260

Index of growth 100 105.1 119.4 137.9

Index of national income (Current 100 110.6 113.6 124.7
prices)

Source: Government of India, India, 1957-1962.

Data for national income for 1960 are provisional.
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CHAPTER VI

PROGRESS IN THE PRIVATE SECTOR
1949 ONWARD

The progress made in the private sector of the Indian banking
structure during fhis concluding period of our review displays a
number of noteworthy charactéristics. First of all‘it should be
recalled that dﬁring'this period the singularly important Imperial
Bank was nationalized to form the State Bank of India.v Therefore,
this bank was no longer included in the private banking sector. vPerhaps
the most important aspect of this period is the commanding authority
"which, with the exception of Indigenous bankers and money lenders, the
Reserve Bank was given over both the scheduled banks and the non-
scheduled banks. Ultimately this authority was extended to cooperative

banks as well. In fact the Reserve Bank was made the crowning edifice

.

L

of the Indian banking system. If it may be said that before its nation-
alization the Reserve Bank had 1little if any influence on the operations
of other banks,then it may also be said that after nationalization it

nearly dominated them.

Much of the progress of Indian Joiﬁﬁystock banks reflects the -
inflationary,effects of continuous deficit financing during the Second
Five Year Plan,either directly or indirectly, through ﬁeserve Bank credit.
An ﬁnimpressive showing by the Exchange Banks reflects the loss of the
privileged position they once enjoyed, and perhaps the limitation imposed

on them under the Banking Companies Act of 1949. They lost considerable
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" business to the State Bank of India and other scheduled banks. Yet with
>all of this, the Indigenous bankers, to whom we now turn, continue to
handle a major portion of the country's banking business, especially.

in the small towns and villages. They remaihed‘outside the jurisdiction
of the Reser?e Bank and were not brought under the definitive provisions
of the newly drawn Banking Companies Act of 1949 and its subsequent

amendments.

Part 1

The Indigenous Bankers

Unfortunately in the absence of data on the extent of operations
of the Indigenous bankers and money lenders, there is little of a
tangible nature to be added to the information already given on the
nature of their activities and operations. This preponderant segment of
the Indian banking structure has yet to be brought within thé scope of
the jurisdiction and authority of the Reserve Bank, thus providing the
great enigma of the centralization experiment. Inspite of the limit-
ations on interest rates and lending bractices now imposed by the
respecfive States and the competition of the cooperative credit baﬁks
thése merchant-bankers and their dependent money lendens‘are said to
provide about 80 per égnt of the agriéultural credit of the Country and
to finance over 75 per cent of its total internal trade.l So far, neither
the Cooperative baﬁks nor the Joint Stock banks have been able to alienate
any significant part of the legitimate banking business of these well |
entrenched family enterprises. Moreover no firm or agenéy,including the
government itself,has proposed a substitute for the largely unsecured

1. Reserve Bank of Indié, Committee on Pinance for the Private Sector,

Report, Bombay, 1954, p. 66
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loans which the small money lenders, with the support of Indigenous

bankers, make to artisans, small shopkeepérs and to individuals.

Indigenous Bankers and the Reserve System

Dean Gupta of Bikram University in India attributes the failure
of the Reserve Bank to extend its jurisdiction to Indigenous bankers
to the Reserve Bank itself. This‘appareﬁtly well qualified observer
makes two not easily réfutéd contentions. Firstly, the.Reserve Bank's
Central Board and the Government have not seen fit - the author assunmes
for political reasons - to force these bankers to place themselves
within the Reserve Bank's sphere of influence and authority. Secondly,
approaches made so far to the Indigenous bankers by the Reserve Bank
have been wrong in that these bankers were asked to accommodate their
age old informal lending practiees to the technical requirements of an
impersonal governing authority and to meet statutory requiremeﬁts which

would greatly restrict their banking operations}

Both the Reserve Bank Act and the 1949 Banking Companies Act
provide most improbabie vehicles for the operations of the Indigenous
bankers. The latter measure no longer permits the mixing of mercantile
and banking business ih one corporate enterprise when, in most Indigenous
banks, it is doubtful if either form_of business could exist without the
support of the other. Again both the.abovevmentioned Acts presume upon
practices initiated by the usually quite impersonal British banks, e.g.
there mﬁét always be either bondable security or enfbfcable<guarantees
behind all bank loans. Unsecured credit in its true meaning is relativelj

unknown.  Yet it is quite definitely within this latter area that India
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needs and, for good or evil, gets the services of thése skilled and
craftyvjudges of the credit worthiness of the bulk of native Indian
borrowers. Many of the customers of the Indigenous bankers hé&e little
more tangible security than the expeqtation'tﬁat they caﬁ make good £heir
loans. With respect to the pfovisions of Indian banking laws, Profeséér
Pananadikar contends that '"too much blind imitation of the British is
unwholesome and out of place in an under-developed country like India”.2
He is well aware that in the United States the unsécured ioan has played

a vital role in the development of the Country.

Formulae for Coordination

As things now stand only sggh Indigenous bankers as are carrying
on no anciliary busiﬁess enterprises can take adgantage of the ﬁéserve
Bank's Bill Market Scheme and enjoy the facilities now made available
to other banks for cash transfers and remittances. Even then the Hundis
(their bills of exchange) must carry two good nameé in @addition to that
of the bankers and the native bankers nust péy the sameﬁcommission as
Qould an ordinary individual if he is eligible to use the Reserve Banks
remittance and transfer machinery. The incorporated banks get a
preferential rate and thus have some inducement to affiliate themselves
with the Bank. Another discrimination denies the Indigenous bankers

3

access to the legal protectioh provided by the Bankers' Evidence Act.

At their annual conference in July 1951 in Bombay, the representatives
of the Indigenous bankers agreed to petition the Reserve Bank authorities

2. 8.G. Panandikar, Banking in India, 9th ed, Bombay, Orient Longmans,

1959, p. 48

3‘.
Ibid., p. 78

!
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to provide a link between themselves and the Reserve Bank through

the establishment of a Central Shroffs' Association. Such a step,

they argued, would help considerably to remove the oBstacles that had
hindered such a relationship in the pést. Since the Indigenous bankers
were not willing to comply with the conditions already laid down by

the Reserve Bank, nothing came of this resolution.

In its report in 1955, the Committee on Finance for the Private:
' have been
Sector appointed by the Reserve Bank, as would / - expected, reiterated
the policy of the Reserve Bank with féspect to its recommendations to
bring'the Indigenous bankers under the Reserve system. No new avenue
was explored to overcome the already known obstacles. Knowing the
position of both sides, i.e., the Reserve Bank and the Indigenous
bankers, the Committee failed miserably to point out new steps to bring
y

about close relations between them. Dean Gupta sees little hope for
the future coordination of the Country's two types of banking systems,
if the quernment and the Reserve Bank persist in changing the tried
and tested practices of the Indigenous bankers, thus losing the unique,
yet very considerable, contribution they make to the Indian economy.
Professér Panandikar, it appears, would have the national Governgent.
take full advantage of the services rendered by these banker-merchants
in localities too small to support a branch of the State Bank or sone
other governmentally sponsored institution. This, it is coﬁtended,
could be accomplished by making additionél loanable funds afaiiéble to
them and by removing existing discriminafory measures.against them.

Far from coercing the Indigenous bankers into changing their proven

banking methods, the discriminatory measures have merely sefved to
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accelerate their abandonment of urgently required banking sérvices

in favour of other more lucrative forms of enterprisﬁ.%“ . Professor
Panandikar would in short recognize them aé banks and place before
them realistic inducements to become associated with the progressive
banking movement without sacrificing their real contribution to Indian

banking needs.

If the attempts to establish direct relationships between the
Indigenous bankers and the Reserve Banks bore no fruit, steps shouwld have
been‘taken to explore possible channels of indifect relationships between
them through either the Staté Bank of India or the private commercial
banks. In the opinion.ofbthe‘Committee on the finances for the Private
Sector the Reserve Bank should discount the Hundis presented to it
through the commercial banks. If the individual bills of exchange (Hundis)
are‘small in amount, the Réserve Bank, as suggesteduby-thei-Shroff =’
Committee, shogld examine the possibility.of accepting large bills of
exchange (Hundis) supported by small ones.5 In this way the commercial
" banks could first assess the credit worthiness of the origihal advances,
make secondary advances against the paper of proven borrowers, and thus
enlarge the scope ¢f the éervices rendered by these singularly important
native bankers. Although fhere are already some commercial banks that
handle internal bills of exchangé (Hundis),théir activities in this field

are very limited in scopévas there is no support from the Reserve Bank.

Indigenous bankers should also be encouraged to form their own
cooperative banking societies under whiéh.they could carry on their-

banking business jointly while, at the same time, they carry on their

e  8.G. Panandikar, op. cit., pp. 82-83

2 Reserve Bank of India, op. cit., p. 69
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trade and commerce independently. This would not only enable them to
compete with Joint Stock banks in their banking business but, at the
same time, help to separate their banking business from their other
undertakings. They could then re-discount their bills of exchange
(Hundis) with‘the State Bank or the Reserve Bank throﬁgh their
cooperative banking societies,and thus establish a desirable link

between the organized and unorganized money markets.

Part 2
The Joint Stock Banks

Frbm 1949 onward the progress and operations of the}Indian-Joint
Stock banks were mainly conditicned by the limitation written into the
1949 Banking Cdmpanies Act and the regulating authority which that
measure conferred on the Reserve Bank of India._ One could fairly say
that from 1949 onward the future of Joint Stock banking in India- became
as much asmatter of Reserve Bank and Government policy as of the enter-
prise of the bankers theméelves. We are‘concerned‘first with the
important provisions of the Banking Companies.Act of 1949, thén with

its impact on the activities and operations ofithe @oint Stock banks.

Provisions of the Banking Companies Act, 1949

The Banking Compnaies Act of 1949 either iﬁcorporates orbamends
in some way all of the earlier sections of the Companies Act relating
to banks, as well as the separate Acts and Ordinances extending thea/jw
Reserve Bank's authority tb the regulation of activities of banks and
control of branch extensions. The more signifiéant aspects of this
comprehensive measure-an§ their implications for Indian Joiqt Stock banks

may now be summarized.
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Banking is defined as '"the accepting, for the purpose of lending
or investment, of deposits of money from the public, repajable on
demand or otherwise, and withdrawable By cheque, draft, order or
otherwise".6 This definitionprecludes the continuation qf‘the occasional
practice of combining banking and treding ventures. It,es well as
Section 7 of the Act, forbids the use of the word, 'bank', 'banker'

or 'banking' by Indigenous merchant bankers.

No company may carry on banking business without a license from
"the Reserve Bank of India. Before granting the license the Reserve Bank
has to be satisfied that the Company is in. a posltion to pay its
depositors in full as their claimséaccnuaand that it carries on its
business in the interest of its depositore.7 The Reserve‘Bank is
empowered to cancel a license if the above conditions are not fulfilled,
but the existing banks may be given as'long as three years to comply
with the conditions laid down. The Reserve Bank has similar authority
to limit branch extension and changeé in the location of existing ones.
These measures were designed to preveht unneceseery and unhealthy
competition among the banks rather than the extension of services. They
were also designed to eliminate questionable banking ventures that were

established before these limitations were put into the Act.

The minimal capital requirements for Indian Joint Stock banks are
fixed according to their location and the number of their branches.
Under the provisions of the Act it is laid down (1) that a bank with

branches in more than one province shall have a paid up capital of

6. Government of India, Banking Companies Act, 1949, Section 5(1)(C)..
(&3 . L )

Government of India, op. cit., Section 22
80

Ibid, Section 23
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Rsi 500,000. 1If it has a place of business in the city of Calcutta

or Bombay or both the amount is Rs. 1,000,000. (2) A bank with ali
its brénches in one province but none in the cities of Bombay or
Calcutta is required td.have a capital sum of Rs.:lO0,000 for its head
office; Rs. 10,000 for a branch in the same district, and Rs. 25,000
for a branch in another'district.- (3) A bank.with all its branches in
one province but one or more of which are located in the city of Bombéy
or Calcutta is required to have a paid up capital of Rs. 500,000 and
Rs.‘25,000 for each Bréﬁéh.outside these cities. (&) Ahy.bank with
more than one place of business that does not fall under the above
categories, is to have a capital of Rs. 1,000,000; a bank with only

9

one place od business, Rs. 50,000.,

In the 1949 Act it was provided that the voting rights of any one
shareholder are strictly proportionate to his contributioh to the paid
up capital of the company pfovided such rights do not exceed five per
cent of the total voting rights of all the éhareholders.lo Originally
this measure was not applicable to banking companies incorporated before
1937. Subsequently, under the;provisiéns of the Banking Companies
Amendment Act of 1956, this limitation was exﬁended to all banking
companies. The 1949 Banking Companies Act further provided that no
bank may hold mdrevthan 30 per cent of the stock of another business
enterprise and then only on fhe condition that such a holding does not

. . 11
exceed 30 per cent of the par value of the bank's paid up capital.

9. T .
Government of India, op. cit., Section 11

10+ 1pig, section 12

11.

Ibid, Section 19
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The first limifation appears to have been designed to eliminate
one man control of.a bank even though one shareholder may possess most
of its shares. The second one eliminates the possibility of a given
bank making unduly large commitments to one borrower or from becoming
too dependent on the fortunes of a particular enterprise. Either policy
can have unfortunate consequences if the enterprise in question should
not prosper. It has already been noted that the Reserve Bank may, through
selective credit control or other measures, dictate the lending policies

of banks both individually and collectively.

Banks are required to maintain a liquidity ratio of 20 per cent of
their time and demand liabilities in cash, gold and unencumbered approved.
secur;’.ties.12 However, for the.purpose of %this section, liabilities do
not include the paid up capital and reserves, and loans from the Reserve
Bank. It is noteworthy that approved securities are mostly eitﬁer
direct obligations of the éovernment or those of‘governmentally sponsored
agencies, thus relieving somewhat a usually already over-burdened market

for such securities.

It has already been:m@tEdMW~that under the 1949 Banking Companies
Act thé Reserve Bank has beén given‘sweeping regulatory powers over the
conduét of Joint Stock banks. These include the duty.to'inspect the
accounts of any bank and subject to Government approval,/Zispehd and wind -
up the affairs of énj banking company that does not comply with the
provisions of the Act. The Reserve Bank is also authorised to pasé upon
the appointment and remunerations of officers of banking companies.

2. Government of India, op. cit., Section 2k

13,
3 Supra, Chapter IV, Part 1.
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Impact of the Banking Companies Act on Indian Joint Stock Banking

In a rapidly expanding country like India there is no way of
detefmining the extent to which this unusually definitive and often
seemihgly punitive banki;g measure may have conditioned the activities
of Indian Joint Stock banks. Like the earlier amendments to the 1913
Companies Act and other interim measures its provisions suggést two
different answers. Either many banks still could not be trusted td
handle thier own affairs with the discretion that would appear to be
in their own long-term self interest, or the Governmert was unduly
anxious to assert its newly acquired authority'in an area where public
protests would hardly be contemplated. Meanwhile no such far reaching
‘limitations were placed on the operations of the far more politically
significant Indigenous bankers. The manner in which this fegulatory
authority was exercised on the Joint Stock banks is our immédigte

concern.

On the Conduct of the Banks

Note has already been takén_of the extent to which the lending
dperation; of scheduled bapks were restricted by the exercise of
monetary policy by the Reserve Bapk; In pursuance of its power as a
regulatory authority fhe_Bank iqstituted a system of regularbinspections
early in 1950 "with aHViewﬁ to quote the Reserve Board itself, "to
‘helping them in the estéblishment of sound bvanking traditions by
dréwing their attention to the defects or unsafisfacfory Qorking methods
at an earlier agé". Evenbwith a thoroughly trained and experienced
training staff recruited from among the Country's well established banks ,

this was quite an ambitious undertaking. According to Dean Gupta, the
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first found of inspections which had begun in 1950 was completed in
1953; Since that time inspectioans have been conducted at fairly
regular intervals. Subsequently such inspections have also been
extended to cooperative banks. In order to avoid a number of potential
failures revealed by the inspeétions, steps were taken either through
or by the Reserve Bank to amalgamate a humbef of small banks into
larger institutions and to merge the businesses of others with well
established banks., These activities were later extended even to a
number of state éssociated banks which, as noted eérlier, were made
subsidiaries of the State Bank of India. Somg indications of.the
results of the vigilance of the Reserve Banks' inspection division and
of strengthening.thé'iéws—éoverning the operations of corporated banks

may be gained from Table No. 36 on page 239.

The data in this table reveal. that betweenthe inception of the
inépection program in l9501anda the end of 1961 as many as 289 5anking
companies with deposits of Rs. 370,187,000 have left the banking scene
either voluntarily or under the direction of the Reserve Bank. By the
end of the first round of inspection in 1953 eightéen banks with |
deposits of Rs. 22,600,000 had/b:Zied to wind up their business. Sub-
sequently the number of compulsory bank iiquidations decreéSed consider-
ably.... Many banks were winding ué their businéss voluntarily as they
could not make any headway under the seemingly punitive and strictly
enforced banking regulations. By the end of 1961, the numbér of

compulsory liquidated banks had reached 64; their deposits, Rs. 174,277,000.

On this latter date the number of banks that had voluntarily or otherwise



Tear
1953
1954
1955
1956
1957
1958
1959
1960
1961

Total

Source:

Table 36

Number, Capital and Deposits of Banks Liquidated or Otherwise Closed,

1953 - 1961.

Voluntary Liquidation

No. of Pald wp
Banks  Capitsl
10 3,558
14 1,374
1 2,655
16 1,452
16 1,682

9 927
6 542
4 238
5 453
91 12,881

Depo-
gits

28
%
199
499
1,659
1,125
22
Al
1,608

5,277

1l Data for one bank not availsble,
2 Data fo? tvwo bapks noﬁ ava%lab}g.

Note:

Compulsory Liquidations
No. of "

Banks

18
6
6

64

(Rs.000,000)

Paid up
Capital

9,292
2,846
2,510
695
o17
1,367
2,746
5,375
2,583

26,331

thdée of ‘
1961 data is not strictly comparable with/preceding years.

Otheririse cessed to Functigg.

Depo- No. of
sits Banks
22,600 6
1,140 17+
10,102 112
1,812 61
2,876 11
10,209 15
431 191
117,590 18
7,511 31

174,277 134

Paid up
Ca ital

2,237
2,479
2,330
1,068
2,366
7,825
3,622
3,399

6,872

32 108

Dépo-

sits

4,580
8,784
2,030
byh5
13,817

" 57,169

14,272
4,116
73,156

183 029

6¢2

Adapted from Reserve Bank of India, Statistical Tables raiating to Banks in India, 1953, 1960 and 1961,
Pipe 35-36, 38-40 and 40-41 respectively.
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ceased to function was 225 and their deposits amounted to Rs. 196,910,000.

In order to ensure a healthy growth of the Indian banking system the

Reserve Bank has weeded out directly or indirectly é substantial number
Banking

of inefficient /companies and thus providedfertile ground for the

expansion of sufficiently equipped and efficiently managed Indian banks.

Despite the inspection and the corrective machinery available to
it the Reserve Bank's record of achiévement as a regulatory authority
appears to have left something to be desired. In June 1960, the Palai
Central Bank was placed in liquidation as a result of a continued
deterioration in its affairs that apparently had been kncwﬁ fo the
Reserve Bank for a numbefr of years. The latter appears to have done
nothing decisive about the Palai Central Bank until known and suspected
losses had more than considerably dissipated the shareholaers equity and

involved mahy middle class depositors in substantial losses.

Dean Gupta forthrightly states that '"the Palai failed under the
very nose of the Reserve Bank of India and in the midst of volﬁminous
"banking_legislation”. He finally concludes his criticism with these
.words, ﬁwe may say that the Reserve Bank grossly failed in its duty to
protect the banking structure from this avoidable on‘I..t"..lLF Yet the
Reserve Bank had some defenees. According to Professor Crumb, who
speaks from pérsonal experience, the conditions that warrant the usually
tragié decision to close a bank can seldom be clearly established. Bank
examiners like doctors may, perhaps, be understood though not necessarily
excused,if the idea of euthanasia, even when applied to a bank, may be
fepellant to them. There are stock holders and life-long employees, as

4. G.P. Gupta, Resérve Bank of India and Monetary Management, Bombay

Asia Publishing House, 1962, pp. 252-53
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well as depositors, to be considered as long as some chance for
recoVery still exists. Then too the relatively few decisions that
eventually prove to be wrong must be weighed against the many which

prove to be right.

The rather subtle suggestion that the Cehtral Government itself
may have had a hand in pfolonging the lifebof the Palai Central Bank
is supplied in a n¢ > too long delayed amendment to the Banking Companies

finally

Act which/vested the Reserve Bank with conclusive powers over mismanaged
banks. Until February 19éi such conclusive powers could be recommended
only by the Central Government. As already'mentidned in Chapter IV,
Paft 1, under the provisions of the Banking Companies Amendment Act of
1961 the Reserve Bank could with or without prior Government approv;l

require mergersiy amalgamations and reconstructions pending, if necessary,

the more drastic request for a liquidation order from the courts.

On Joint Stock Banks' Operations 1949 onward

Neither the monetary policy‘pursﬁed by the Reserve Bank, nor the
exercise of its regulatory authority appears to have affected materially,
the operations of the Joint Stoék banks, unless one were to assume that
in the.long run it served to improve the character of their.business and
the confidence of their shareholders and depositors. In any eveat, in'
conjunction with the State Bank of India and the géneral improvement
of the health of the Indian economy, the bﬁsiness of these banks as a
wholes as. depicted by their deposits and earning assets, increased sub-
stantially during the period under review. Just before and during the
Korean conflict their operations increased sharply,and fell off just as

sharply when that conflict ended in a.stalemate. Thereafter under the
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impulse of the budgetary inflation, through which most of the
developmental program of the Second Five Year Plan was financed, their
business again began to expand rapidly. This, of course, will not
slacken off until the Indian budgét is again balanced or until nore
drastic control measures, such as price ceiling and rationing, are used

to cover up its inflationary manifestatiocns.

A combined statement of the annual data of all private Joint Stock

banks from 1949 onward is presented in Table No.37,page 243.

The table discloses that the number of banks in operation
continuously declined from 1949, when there were 589, to 275 in the
‘beginning of 1962 - a decrease of 50 per cent during the period under
review. This was, no doubt, due to the Reserve Bank's policy of
encouraging the growth of large banks at the expense of smaller ones
and the provisions of the 1949 Banking Companies Act requiring all
banks to limit their operations entirely to banking business. Mean-
while the number of domestic branches declined frbm about 4000 in 1949
to somewhat less than.BOdO in 1954.' Thereafter the number again rose
to slightly more than 4000 in March 1962. In the meantime their
capital and resefves had dropped from Rs. 647,000,000 in 1949 to
Rs. 602,000,000 in 1956, then gradually rosé fo Rs. 625,000,000 by 1962.
In terms of earning asseté the size of ﬁhe average bank in l950-was>
slightly over Rs. 10,000,000. By 1962 average earning assets had risen
" to almost Rs. 40,000,000. Although an inflationéry bias.is involved,

their real progress was nevertheless phenomenal.

After some build up in 1949 and 1950 Indian Joint Stock banks



Year
1949
1950
1951

1952

1953
1954
1955
1956
1957
1958
1959
1960
1961

Yource:

‘Table 37

Number, Principal Assets and Liebilities of Private Indian
- Joint Stock Banks, 1949-1960, Inc.
(Re.000,000)

Number of¢

Indian Foreign
Banks Branchesg Branches
589 3982 142
583 3856 11
544, 3651 %6
513 3499 93
503 3450 . %
480 3442 g6
436 3484 95
404 3459 92
371 3531 93
354 3713 91
342 3865 92
327 3969 a
275 4005 91

Adapted from Reserve Bank of India, Statistical ; bles relsting to Banks in Indis,
1051-1962, pp. 3 5’ and 14-170

1 Data for 1961 being on a revised basis, are not strictly comparsble with those of earlier periods.

Capital
and Total

Reserves Deposits
647.0 5808.1
6477.3 5960.6
631.7 5871.1

.623.8 5722.8
612.4 5965.8
606.8 6529.1
603.8 7276.0
602.2 7990.7
618.0 9089.3
605 .8 10271.0
615.5  11732.4
617.1 11855.1
625.3 13003.2

Cash in
Hand &
at banks

1043.5

1025.9

969.7

935.4

904.8

9717.1
£ 990.7

1006.3
1169.7
1188.9
1330.9

. 1371.6

1342.8

Loans
-and

Discounts

3153.2

3493.4
3149.5
33494
3578.2
4397.7

15208.3

5610.5

15992.3

7083.4
8049.3
8608.9

Invesgt-

ments

2639,6
26874
2483.5
2510.1
2593.5
2681.7
300055
3023.8
2970.0
3975.7
44818
3934.4
4168.0

2 Provident Funds and Staff Security Deposits etc., are excluded from Deposits from 1955 onward.

3 Money at call and short notices is excluded from Loans and Discounts from 1955 onward.

Total
Earning

Agsets

5678.2
5840.2
5931.9
5659.6
5942.9

 6439.9

7308.2
8232.1
8580.5
9968.0
11565.2
11983.7
12776.9

€72
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experienced a rather grotractéd decline in their operations until

. the end of 1955 when the effects of the budgetary inflation began

to be felt. Total deposits which had attained a high level of
ﬁs.‘5,96l,OOO,COO by the end of 1950 subsequently declined to

Rs. $,723,000,000 in 1953. Thereafter their total deposits SO
increased rapidly to Rs. 13,003,000,000 by the beginning of 1962.

A similar pattern of proéress is revealed by loans and discounts.
Their amount had increased to Rs. 3,493,000,000 in 1951 and/gzglined
to Rs. 3}150,00Q,OOO in 1952. After that year their amount increased
steadily and reached Rs. 8,6lQ,OO0,000 at the end of 1961. Although
the investment portfolio increased considerably during this period, itév
growth was more erratic. The total declined from Rs. 2,687,000,000
in 1951 to Rs. 2,510,000,000 in 1952. Affer 1952 the amouht rose to

a new high level of Rs. 4,482,000,000 in 1959 and then declined slightly

to Rs. 4,168,000,000 by the end of 1961.

Scheduled and Non-Scheduled Banks

While professing a policy of bringing all banking companies
éctively within the scope of its jurisdiction and authority, the.
Reserve Bank continued to restrict its formaliy associated or scheduled
affiliations to banks with a paid up capital of Rs. 500,000 or over,
Even after a marked decrease in the number of smaller banks from 1949
anard the average'capital of a Joint Stock bank was still only some
Rs. 40,000 in 1961 and about 78 per cent of them were still not included

in what we have called the Reserve System.

A comparative summary of the growth and relatively iwmportance of

the scheduled and non-scheduled Joint Stock banks is given in Table 38con

1

Page 245.
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Table 38

Comparative Number, Deposits and Earning Assets of Indian

Scheduled and Non-Scheduled Banks, 1950-1960, Inc.

- (Rs.000,000)
1950
Number of:
Indian Joint Stock banks. 583
Scheduled banks 74
Non-scheduled banks | 509
Share of Scheduled banks. 13%
Number of Branches ' 3856
Scheduled banks , 2317
Non-scheduled banks 1539
. Share of scheduled banks - 61%
Total Deposits « . .+ ' 5960.6
Scheduled banks . . . 5227.0
Non-scheduled banks . . 733.6
Share of scheduled banks . « . 87.6%
Total Loans and Bills Discounted 3153.2
Scheduled banks « « » . 2677.5
Non-scheduled banks . . 457.7
Share of scheduled banks . . . 84,.9%
Total Investments .. . 2687.4
Scheduled banks « . & 2399.4
Non-scheduled banks . . « 288.0
Share of scheduled banks €9.3%
Average deposits held by all banks o 10.2
Scheduled banks . 80.5
Non-scheduled banks : V 11.7

. -
PR

Adapted from tablesBﬂ,B&Kand 40,

1955

436
71
365
16%
3448
2307
1141
67%
7276.0
65747
701.3
90.4%
43077
3913.6
394.1
90.8%
3000.5

| 2692.2

308.3

89.7%
16.7

102.5

19.9

- 7969

327
76
251

23,

7180
789
90%
11855.1
11360.8
484.3
95.1%
8049.3
77404,
308.9
96.2%
39344
2768.9

2

165.5

95.8%
36.2
156.0

47.2
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Separate but more detailed data on both classes of banks are given

in Tables 39 and 40 on pages 247 and 248.

The data in Table 39 reveal that, while the number of scheduled
banks increased slightly from 74 in 1950 to 76 in 1960, it rose pereentage-
wise from 13 per cent to 23 per cent during the same period. This was due
to a decrease of about 50 per cent in the number of non-scheduled banks
and an inérease in the number of théir branches. By the end of 1960 the
schedﬁled banks controlled about 90 per cent of all the branches of Joint
Stock banks. Meanwhile the deposits, loans and investments held by the
scheduled banks increased from about 88 per cent, 85 per cent and 89 per
cent, respectively, in 1950 to about 95 per cent, 96 per cent and 96,
respectively, in 1960. In spite of their relatively small number, the
scheduled banks, on the latter date, controlled ovér 95 per cent of the

business of the Indian Joint Stock banks.

Concentration of Banking Business

.Even among thg scheduled banks a handful of iarge banks enjoy é
lion's share of Indian banking business. An important feature of
Indian banking system is the concentration of banking businéss in the
hands of a few large banks. As of 1960'th¢re were seventy-seven
scheduled banks‘iﬁcluding the S5tate Bank of Indié. But there was great
variation in the size of these banks. For example, in 1958 the deposits
of the Céntral Bank of India, a scheduled bank, amounted to
Rs. 1,591,000,000 and it had 286 brénches; the Prabhat Bank, another

scheduled bank, had only two branches and its deposits amounted to

Rs. 700,000. To show further the concentration of banking business



Table 39

Number, Principal Assets end Liabilities of Non-Scheduled Banks, 1949-1961 Inc.
(Rs. 000,000) = ‘

Number of Capital Cash in Loans &, Total

Reporting , end - - Total Hand and Bills dis~ Invest- Earning
Year Banks Branches Reserves Deposits at banks counted ments _Assets
1949 521 1583 . - 135.9 . . 715.5 118.4 528.0. 1221.0 749.0
1950 509 1529 LT 733.6 1144 L7517  288.0 763.7
1951 469 1463 133.7 697.7 112.3 4742 265.8 740.0
1952 438 1328 140.0 627.6 101.2 436.6 2413 677.9
1953 - 431 1261 137.5 635.4 100.7 425.1 246.3 6714
1954 - 409 ,1198 136.1 668.3 106.0 ARk .1 267,7 69lf8
1955 365 - 1141 . 127.8 701.3 . 102.7 394.1 308.3 702.4
1956 333 1100 120.8 737.5 100.6 425.4 319.5 hds. 9
1957 298 UT 9%.7 518.1 9.1 347.1 175.2 522.3
1958 208 862 7.5 475.9 80.4 303.1 158.3  461l.4
11959 265 g28 73.9 512.2 g7.1 321.3 161.2 482.5
1960 251 789 69.4 4843 7.2 308.9 165.5 LThed,
1961 208 629 | 58.1 398.8 61.9 | 250.2 141.7 391.7

Source: Adapted from Reserve Bank of India, Statistical tables Reiat;gg to Banks in India,
1951, 1956, and 1961. pp. 3-1l. v . :

1 Figures for 1961 are on revised basis; therefore are not strictly comparsble for those of earlier years.
2 Provident Fund and Staff security deposits, etc. are excluded from 1955 onward.
3 Money at call and at short notice has been excluded from loens and advances from 1955 onward.

L2



Table 40

Number, Principal Assets and Liabilities of Privately owned Indian Scheduled Banks
1949-1961 Inc. (Rs.000, 000)

_ Number sf: Capital Cash in Loans and Total

Reporting ‘ and Total Hand and Bills dis- .= Invest- Earning
Year Banks Branches Reserves Deposits at Banks counted ments _Assets
1949 77 2399 511.1 °  5092.6 925.1 2510.6  2418.6 4924..2
1950 T4 2317 505.6 5227.0 911.5 2677.5 239914 507649
1951 75 2188 498.0 517344 857 vl 3019.2 2172.7  5191.9
1952 75 2171 483.8 5095.2 834.2 2712.9 © 2268.8 .. 4981.7
1953 72 2189 4749 5330.4 8041 29243 2347.2 5271.5
1954 o 22 137 5860.8 £71.1 341 24140 5748.1
1955 71 2307 476.0 - 6574.7 888.0 3913.7 2692.2 6605.8
195 7L 2359 48l 7253.2  905.7 4782.9 270443 T487.2
1957 ; 73 2584, 523.3 8571.2 1090.6 5263 .4 2794.8 80582
1958 7% 2851 528.3 9795.4  1108.5 5689.2 3816.4 9505.6
1959 77 3037 - 541.6 11220.2 1243.8 - 6762.1 4320.6 11082.7
1960 76 3180 | 547,17 11370.8 1296.4 TI40.4 ¢ ¢ 3768.9 11509.3
1961 66 3376 567.2 1260444 1280.9 8358.7 C4026.3 12385.0

Source: Adapted from Reserve Bank of India, Statistical tables relating to Banks in India, 1951, 1956, and 1961.
Pp. 3-11.

1 Figures for 1961 are on a revised basis, therefore are not strictly comparable with
those for preceding years.
Provident Fund and Staff security deposits, etc., are exéluded from deposits from 1955 onward.

Money at call and short notice is excluded from loans and advances from 1955 onward.

w N

gle
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during 1961 we may consider TableX4j on page 250.
s 4

The.dafa in this Table reveal that of the total deposits of all g
the Indian scheduled and non-scheduled banks, amounting to Rs. 18 328
: mlillons in 1961,as much as Rs. 14024 million or about 76 per cent
was: held by the Country's ten largest banks. If we take into account -
the deposits of foreign scheduled banks (Exchange banks) as well, which
.amounted to Rs. 2,565 million during»this year, the share of the first
ten banks still stands.about 67 per cent of the total deposits of all
the banks in India. Even among these ten banks, the firstvfive banks
held the major portion of banking business in India. As we can see
from the table the share of the first five banks was about 60 per cent
of the total deposits of‘all the Indian Joint Stock banks. This ratio
drops to a little over 51 pef cent if we also take into account the
deposits of Exchange banks. The data in the ébove table reveal a
similar concentration with respect to the investments, and to loans
and discounts.. Of the. l&btervtObals the shareslof the first ten banks
amounted to about 78 per cent and 82 per cent,respectively; that of the
first five banks, about 60 per cent and 71 per cent,respectively. If
we take into account the banking busineés of Exchange banks as well,
the relative shares éf the first ten banks are still overwhelming. Of
the loamns and the investments of all banks in India, the first ten banks
hold as much as 51 per cent and 78 per cent,respectively; the first

five, as much as 50 per cent and 68 per cent,respectively.
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Table 41

Relative Importence of the Ten largest Indian
Banks at the end of 1961
(Rs.000,000)

‘ Total y .
Neme of Bank Deposits Loans & Invest- No. of
. , . . Bills Disc. ments. Branches
Central Bank of India C2147.3 - 1606,9 589.0 334
Punjsb National Bank 1476.2 932.2 494..9 417
Bank of India 1212.0 » 085,2 266.4 65
United Commercial Bank - 9559 643.1 359.7 138
Total of 1lst Five Banks . . 11,116.0 6720.5 : 6077.3 1900
Bank of Barada | 953.6 703.7 249.0 11
United Bank of India - 582.0 376.1 177.1 98
Allahabad Bank 55448 3L4.2 . 225.1 o2
D. N. Banking Company 421.6 300.5 127.6 10
Tndian Bank | 396.1 257.0 130.7 - 107
Totsl of 1st ten Bamks  1h,024.1 6872.0 €986.8 . 2478
Total of all Indian sched-
uled and Non-scheduled .
banks L [ . L] - * . . L 18’237.6 11,162.0 853503 4951 )
Total of all scheduled and | |
Non-scheduled banks 20,892.6 13,458.6 8973.2 5022

First 5 banks' share of Indian
scheduled and non-scheduled banking :
business 60.7% 60.2% 71.2% 38.4%

First 10 banks' share of Indian
scheduled and non-scheduled banking business

76.5% ' 77 1% 81.9% 50%
First 5 banks share of all : :
banking business - 53.2% 49.9% 67.7% 37.8%
First 10 banks share of all
banking business 67.1% 51.1% T7.9% 49 3%

Source:
Adapted from Reserve Bank of India, Statlstlcal tables relating to Banks in India,

Bombay, 1961, pp. 7-35.
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Part 3
The Exchange Banks

The Indian branches of foreign banks did not on the whble make
any real progress from 1949 onward. 1In spite of theirpredominant
position in the financing_of the Country's externai trade, and some
epcroachments on the internal trade as well, they lost ground both
to thg.state Bank of India and to the Indian Joint Stock banks. This was
due for the most part to expansion of thelfacilitiés of the
Indian banks, but it also reflects the application of somé discriminatory
measures designed to constrain the magnitude, scope and profitability
of Exchange baﬁké. They were no longer allowed ... the privileged position

they held before the Country's independence.

Effects of the 1949 Banking Companies Act

Among the additions to existiﬁg legislation incorporated in the
Bankiﬁg Companies Act of 1949 was the requirement thaf each foreign bank
gperating in India have a paid up capital and reserves of ét least
Rs. 1,500,000. If iﬁ has a place éf business in Calcutta or Bombay or

15

both the amount is Rs. 2,000,000f They were aiso required to publish
an audited stétement of their assets and liabilities. The Act further
required that all foreign bénking companies maintain not less than 75
per cent of ﬁheir assets in the provinces'of India.l6' In the event of

bankruptcy, in order to assure that the Indian creditors of Exchange banks

were fully compensated, it is laid down that in the event of their failure

15.

Government of India, Banking Compgnies Act, 1949, Section 11(2).

16. Tbid, Section 25 (1)
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or otherwise the deposits of the failing.bank with the Reserve Bank
"shall be treated as assets on which the Claims;of all its creditors
shall be a first charge.l7 As these banks did not revéél their
capital funds apd the extent of their opérations prior to this measure,
_it was reasonable to require the Exchange banks to publish the:extént
and scope of their business and to provide for capital funds in India.
However the amount of capital funds which tﬁésé‘bénks wére'to keep with
the Reserve Bank, eithér in cashl in unecumbered Securiiiéé‘or a
combination of both, appears to be littls short of prohibitive. Tt
was three times that-required of the scheduled banks_and;“to make it
even more.restrictive the Act by impiication did not permif individual
bénks to count their premises aﬁd ﬁhysicél.equipment as an equivalent
part of their capital inveétment; as would have been the case of any
Indian Joint Stock bank. The whole sum was to be deposited in the
Reserve Bank in cash or in unencumbered securities. The latter, being-
for the most part Government bonds, did not yield néarly as muéh»as

either the external or internal bills typically heldjby these banks;

The 1949 méasure, as already emphasized, gave'the Reserve Bank the
éuthority to pass.upon iicenses for new branches. This authority was
used to restrict.the acti§itiés of foreign banks to locations already
held. Though no example of its exercise is giveny. the Reserve Bank
also had the power to.defeat ény circumvention of the branch restriction
By virtue of its authority to pass upon amalgamatiéns and ?urchases.

The latter had been one of the principal ways'in which the foreign banks

had gained direct representation in the interior centers of the Country.

17. |
Government of India, op._cit., Section 25 (1)



- 253 -

Trend in Operations 1949 onward

A summary of the operations of the Exchange banks between 1949
and 1961 is presented in Table Ndyqa on page 254. The data in this
table reveal on the whole a pattern not unlike that of Indian Joint
Stock banks but without the very rapid growth enjoyed by the latter
group after 1955. Total deposits of the Exchange banks had recovered
by 1954 from the declines that followed the Korean conflict but there-
after;in response to the general inflationxduring the Second Five Year
Plan, did not increase spectacularly. bFrom Rs. 1,785,000,000 in 1954
the total mo#ed up to Rs. 2,041,500,000;in 1957, fell off slightly in
1957, then moved up to Rs. 2565,000,000 in 1961. )ﬁ somewhat more
erratic course was followed by loans and bills discounted by the
Exchange Banks. The amount increased considerably from Rs. lZél,OO0,000
to Rs. 1745,000,000 during the Korean conflict but thereafter declined
to Rs. 1,311,500,000 in 1953. Subsequently in 1956 the amount increased
to Rs. 2,019,000,000. By 1958, howe&er, it had dropped back to
Rs. 1,601,000,000 but reéched a new peak of Rs. 2,296,700,000 by the end
of 1961. Meanwhile total investments did‘not show any expansion. In
fact during the period under review the amount decreased fronm Rs;503,000,000

in 1949 to Rs. 438,000,000 in 1961.

In the absence of revealing comparisons of all important banking
insfitutions in India, one might>assume from the above table that the
Exchange banks had done quite well from 1949 onward, in spite of the
limitations imposed upon their operations under the Banking Companies
Act of 1949, This may be true but they, nevertheless, lost considerable

ground; relatively speaking, to the State Bank of India andAto the Joint

Stock banks.



Table 42 :
Number, Principal Assets and Liabilities of Exchange Banks,
, 1949-1961 Inc. (Rs.000 OOO)

_ Cash on ~ Totalf

s Number of - Allocated Total Hend and Loans and Invest- Earning

Year Banks Branches Capital Deposits at Banks - Discounts ments _Assets
1949 16 76 240 1658.8  153.9 1221.¢ 502.8 . 1723.8
1950 16 66 240 1741.6 191.3° 1357.4 496.1  1853.5
1951 16 65 240 16984 248.4 1745.2 463.0 - 2208.2
1952 15 65 225 1765.0  168.3  1503.1 443.8 1946..9
1953 16 68 240 1685.4 145.9 1311.5 470.0 1781.5
1954 16 66 200 1784,..9 160.5 1506.9 482.3 1987.2
1955 17 67 255 1944.6 1780 1679.5 . 496.7 2176.2
1956 17 67 255 18754 178.3 20186 4214 2440.0
1957 17 67 255 204l 20L7  1942.9 433.0  2375.9
1958 16 6 240 1957.6 146.2 1600.9 427.9 2028.8
1959 16 66 240 2262.1 180.5 1710.9 452.8 2163.7
1960 16 69 240 2389.5 217.4 21117 4077 2519.4
1961 15 71 225 2565.0 232.2 2296.7 1319 27346

Source: Reserve Bank of India, Statistical Tables relating to Bapnks in India, 1952, 1958, 1961,
ppe 3 = 7.

5e...
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Comparative Importance of Primary Lenders in the Indian Banking System

By way of concluding the analyéis of what one may call the primary
lenders in Indian banking structure ia comparison by number, deposits and

earning assets haSLIBeen_worked out and presented in Table43 on page 256.

as :
This summary reveals that the State Bank of India, which/the Imperlal

Bank had beenAstigmatized by its foreign ownership and»management until
its nationalization in 1955, had more than fully recovered its ehare of
Indian depdsits and earning assets by 1960; By 1960 the éfate Bank
operated 18 per cent of all the bank branches in India; and ﬁeld R
29 per cent of the Country's commercial gahking deposits,lS per cent of

its loans and bills discounted, and 41 per cent of total bank investments.

The Table also reveals that the more numerous Joint Stock banks w3
made similar progress while reducing very considerably the number of |
their banking locations. Between.1955 apd 1960 the share of Joint Stock
banks of the Country's banking deposits decreased from 64 per cent te 59
ﬁer cent;l their share of the loans and bills discounted increased from
61 per cent to 66 per cent, and their share of the total bank investment
decreased from 64 per cent to 53 per cené. During the period under
review these banks continued to hold their relative share of the Indian

banking business.

Meanwhile i1t appears that Exehange banks lost considerable business
to the State Bank of India and some to the Joint Stock banks. Between
1950 and 1960 their share of the country's banking deposits dropped from
17.4 per cent to 12 per cent; their share of the Country's total bank
1oans and bills discounted dropped from 24 per cent to 16 per cent; and

their investment holdings declined from lO 6 per cent to 5. 5 per cent.



Table 43

Relative Importance of Primary Lenders in the Indian Banking
Structure in Years 19505 1955 and 1960

(Rs.000,600
Number of _ Loans and Invest-
Banksg Branches Deposits Discounts ments

Totals: 1950 600 431 10,015.9 5,530.1 4,399.0

1955 454 4035 11,418.6 7,045.3 4,667.0

1960 344 4939 20,017.7 7,409.7 - 13,083.4

 State Bank of India: - | o

1950 1 382 2,313.7 1,019.5 1,215.5

1955 1 484 2,198.0 1,058.1 1,169.8

1960 1 901 55,7731 2,322.4 3,067.6
%‘of Totals

1950 8.9 23.1 18.5 27.6

1955 . 12.0 19.3 15.0 25.1

1960 18.2 28.8 17.8 FARY
Indian Joint Stock Bankss

1950 583 3856 5,960 3,153.2 2,687.4

1955 436 3,484 74276 44307.7 3,000.5

41960 327 3,969 11,855.1 8,649.3. 3,934 .4
% of Total: _

1950 9.1 . 59.5 57.0 6l.1

1955 86.0 63.7 - 61.2 6.3
Exchange Banks: ‘

1950 : 16 76. 1,741.6 . 1,357.4 496.1

1960 16 69 2,389.5 2,111.7 407.7
% of Total:

1950 ' 2.0 17.4 24.5 17.3

1955 1.6 17.0 23.8 10.6

1960 1.4 12.0 16.1 565

-

Source: Adapted from tables.‘[é‘and 37’ for this chapter end from ta‘b]:e,'B.Oin chapter 5.

942
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The Table-on page 256 reveals a noteworthy contrast in the progreés
made by the different categories of Indian banks. AThe'State Bank of
Indig considerably‘improved its share of the Indian banking business.
Although the Joint Stock banks apparently didvnot gainbat the expense
of other‘cafegories; they did maintain their relative share of the
Country's banking‘business. In fact they encroached somewhat'upon the
loans and bill business of the Exchangé banks. The Ethahge banks lost

ground in all areas of operations.

A quite incidental but significant point is suggested by the
contrasting changes in the investment portfolio of the State Bank of
India with that of the Exchange banks. Both thé aBsolute aﬁd relative
amount of investmenf media held by the State Bank rose rather spect-
acularly under the pressure of budgetary inflation,bﬁt an equally
spectacular reverse course is noted in the totals reported by the

Exchange banks.

Part &

The Cooperative Banks

In spite of tﬁe Government's attempts to relieve the debt burden
“of the rural population through the development of Cooperativevbanks,
the progress recorded by these institutions until 1949 had fallen
considerably short of.the high expectations of their architects. Evén
after 40 years of experimentation these banks have provided only an
insignificant part of the rural credit needs of the Indian economy.
As recentlybas 1951 the money lenders still provided an estimated 70
per cent of all rural credit in India;. Cooperative banks, only 3 per

cent.18 . Recognizing, however, the potentialities of the cooperative

18. The Reserve Bank of India, All India Rural Credit Survey, Vol.II,

The General Report, 1957, p. 326
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movement in the dual socio-economic development of the underprivileged
section of the rural population of India, the Government and the Reserve
Bank of India persisted in their‘efforts. From 1944 onward additional
steps were taken to imprové the working and the ledding capacity of—
Coopératives and the Land Mo?tgage Bahks. Though some of the measures
édopted during this period are fairly general and apply té all classes
of cooperative credit institutions, their impact on fhe rural credit
more ‘

problem may be/easily understood if the Cooperative banks and Land

Mortgage banks are treated separately.

Measures relating to Cooperative Banks

Realizing the fact that the Cooperative banks had not been able to
’meet‘the credit needs of rural India, the Informal Conference on Rural
Finance was held in 1951 to study and recommend immediate measures to
increase the availability of Reserve Bank credit to the &bopefatife
banks. The Conference suggested various procedural changes with respect
to Reserve Bank loans to State. fooperative banks under which the latter
were given increased access to the Reserve Bank credit. The earlier.
stipulation that all loans be repaid by September 30th of eaph year was
set aside, and thereafter eaqh loan was to be treated as a separate
transaction to be repaid only?after full duration of the time period.
The cfedit 1imits granted to Cooperative banks were originally based

on total borrowings during a year. This was éhanged to total loans
.outstanding dufing the year. Thus the loans repaid can be drawn again
during the samé”périod. These meésures have enabled'tﬁe Cooperative

banks to make better use of the Reserve Bank's lending facilities.
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In addition to the modification of existing lending practices

respecting the Cooperative banks, the Informal Conference recommended

that the Reserve Bank Act be amended to extend the Bank's lending

facilities to noen-credit cooperative ventures and to provide medium’

term as well .as short term loans (from eighteen months to five years) ~

as well as short term advances to Cooperative banks. In'view of these

recommendations and those of earlier committees the Reserve Bank Act

was

processing within the séope of the Reserve Bank's lending facilities.

The

amended in 1953 to bring animal husbandry, mixed farming and crop

19

Bank was also granted permission to make medium term loans to State

Looperative banks with a maximum limit of Rs. 50,000,000 to a :State

20 at

Corporative bank. These loans were to be granted/a concessional

rate of 2 per cent. below the Bank Rate. BSubsequently the upper limit

" on advances was withdrawn and in 1956 the National Agricultural Credit

(Long Term Operations) Fund was set up to supplement the credit available

at the Reserve Bank.

In 1954 the A1l India Credit Survey Committee, after an exhaustive

study of Rural Credit problems in the Country; recommended a complete

over hauling of thecexisting cooperative set up. Its recommendations

2
- may be summed up briefly as follows: 1

19

20.

21.

i. The States should join in partnership with the Cooperatives
in order to provide adequate capital funds.

ii. Provision should be made for the coordination of cooperative
credit and non-credit ventures, e.g., the marketing and
processing of agricultural produce.

iid. Steps should be taken to provide adequately trained personnel
for the operation of cooperative ventures.

Government of India, Reserve Bank (Amendment) Act, 1953, Section 17(2) (b

Ibid,.Section 17 (2) (b}

Reserve Bank ofllndia, A11 India Rural Credit Sﬁrﬂey, Vol. II,
General Report, Bowbay, I95%, pp. 382-90..
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in order to implement these recommendations the Reserve Bank Act
was amended in 1955 to provide among otherthings for the creation of
a National Agricultural Credit (Long-term Operations) Fund and for a
National Agricﬁltural Credit (Stahilization) Fund. These Funds were.to
be set up by the ReservevBank in the initial amounts of Rs. 100,000,000
and Rs. lO,OOO,OOOv,respectively.22 In addition to these initial amounts
the Reserve Bank was to contribute Rs. 50,000,000 and Rs. 10,000,000
~annually to the respectivevfunds for the following five years when the

operations of these funds were td be reviewed.

The Long-term operation Fund was to be utilized i) for making long
term loans to State Governments to enable them to subscribe, directly
or indirectly, to the share capital of Cooperative gredit institutions
and to purchase debentures of Land Mortgage Banks and ii) for providing
long and medium‘term>loans to State Cooperative banks and to Land |
Mortgage banks. The Stabilization Fundeas‘to be used for making medium
term loans to State Cboperati%e banks to enable them to pay their short
term 1oaﬁs if, in the opiniqn of the Reserve Bank, the Cooperatives
were unable to repéy such loans in due time owing t6 some natural calamity

such as draught, famine etc.

As provided in the Act, the NationalvAgricultural Credit (Long
term operétions) Fund was set up in Februéry 1956. By the end of June
1961 Ré. 500,000,060 had been paid into it. Of this sum about
Rs. 264,000,000 was advanced to various State Goverhments to enable them
to subscribe to the share capital-of,cooperative credit institutions.

Of the total amount of such loans advanced as much as Rs. 243,700,000

22, , :
Government of India, op. cit., Sections 46 A and 46 B.
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was cutstanding by the end of June 1961.2'5 The loans were usually
made for twelve years, carry no interest rate for the first two
years, 2 per cent for the next three years;'ZQ per cent for the next
four years and 3 per ;ent for the remaining three years;24 The
National Agricﬁltural Credit (Stabilization) Fund was established in
1956. By.the end of June 1961 Rs. 60,000,000 had been credited to.it.

However, no occasion had arisen to employ it.

Inspection and Training of Personnel

While these several steps were beiﬁg taken to expand the lending
operations of both the Cooperative banks and the Land Mortgage Banks,
the Reserve Bank and the Central Government initiated plans to improve
the working of the corporations by providing training facilities for
their personnel. By 1955 training ceﬁters for both administrative and
juniof personnel of cooperative banks had been established at Poona,
Indore, Meeru£; Madras and Ranchi. In the following year the training
had been extended to courses in Land Mortgage Banking and other aspects
covering cooperative banking. During 1960 as many as 76 senior officers,
353 officers for cooperative ﬁarketing, 82 officers for Land Mortgage
banks and 5494 Juniors were provided training in their respective fields
at the various training centres. This was an important step to ward
rationalizing and expzzg/the cooperative movement,-~including .coop-

erative banking.

During 1952 the Reserve Bank began a system of voluntary
inspection which were designed to be educational as well as informative.

By June 1960 a total of 1020 such inspections had been completed. Of

235.

Reserve Bank of India, Report on Currency and Finance, 1961-62,
Bombay, 1962, p. 52.

2k, E.M. Hough, The Cooperative Movement in India, 4th ed, Bombay,
Oxford University Press, 1959, p. 403.
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these inspections as many as. 238 had been completed by that time -
67 in the State Cooperative banks and 6 in the Central Land Mortgage

25

Banks.

Operations of Cooperative Banks

There is;no way of-detérmining by hqw much the very considefable
concessions made to the cooperative movement during the 1950-6C decade
may Have added to its tangible achievements. We have alreédy been toid
that, substantial as these achievements may have been, fhey did not
seriously encfoachaupon the operaﬁions of the Indigenous bankeré and
mone& lenders. Even so0, in térﬁs of their modest beginnings real
progress was made and §ery considerable help was given to the égricultural
sector of the Indian econony. .Comparative data, for Central and'State
Cooperétive banks,unfortunately,were not available to the author beyond
1959, However those for the Primary Credit Societies were available,

though in é fragmentary fashion. They are presented below.

74 : ~The. Primary:Gredit-Societies

During the period under review the humber of Primary Credit
Societies. which uhderlie the whole cqoperative structure, after a
short decline from 116,500 in 1949 to 107,900 in 1951; considerably
increased to 221,000 by the end of the periqd,underfﬁeview. The!'rise
in their membership from 4,746,800 in 1951 to 21,000,000,000 by the end
of 1961 is much more spectacular. " As a result average membership
increased from 44 to 95. Working capital, made up of membership sub-
sdriptioﬁ, deposits and advances from Central and'State Coopé;;tive banks,

rose from Rs. 352,200,000 in 1949 to Rs. 2,237,000,000 by the end of 1959 -

2%e G.P. Gupta, The Reserve Bank of India and Monetary Management,
New York, Asia Publishing House, 1961, p. 322
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an over sixz=fold increase. Although a full comparison éf the loans
is mnot available, those advanced during the year increased from

Rs. 180,000,000 in 1949 to Rs. 2,400,000,000 by the end of 1961.

At the end of 1959 as much as Rs. 1,771,100,000 waé ouﬁstanding.
Annual data re&ealing the progress éf these credit societies between

1949 and 1961 is presented in Table No.44 on page 264.

-

. " CentralZCooperativeBanks

" A substantial but understandably less phenomenal growth was
experienced by the second tier Central'Cooperative banks which provide%
a liason between the Primary Credit Socileties and the State Cooperative
" Banks. Annual data showing their progress between 1949 and 1959 is

presented in Table No.45¢ on page 265.

The data in this table show thét the number of Central Coopeérative
banks, after an initial ipcrease from 498 invl949 to 509 in 1951, had
considerably declined to 400 by the end of 1959. This decrease was due
to thé deliberate policy of/;ggpectivé State Governmenfs to reduce the
number of these banks>so as to have, as.recomménded by thevAll India
Rural Credit Sufvey Committee, dné strong, viable central bank for one
district. However, there was a cénsiderable increase in their membér-
 Ship which rose from 190,100 in 1949 to 369,000 in 1959. Meanwhile
total working capital,made up of money borrbwed from State Cooperative’
banks and the Reserve Bank, deposits of Primary Credit Societies and
other individuals or organizations, and capital funds,continuously
increasedjrom Rs. 498,700,000 in 1949vto Rs. 2474,000,000 in 1959 -

a really phenomenal gfowth even after allowing for the inflationary

factor of about 26 per cent. The comparative increase in loans outstanding



Teable 44

Numbér,»Loans and erking Capital of Primary Credit Societies,
1950-1961 Inc. {Rs.000,000)

\

Year : o ; B | Loans Loans Loans
Ending Number in ,000 Working Total Out- Over-
June Societies Members . Capital Advanced ’standing due
1949 116.5 4,817.5 . 35232 . 179.9 . . N. A "N, A.
1950 115.5 5,153.9 409.6 . 2269 N. A N. A
1951 ©107.9 4y Th6 .8 4522 224 Ne Ae N. A.
1952 --=~ Not Availgble --- |
1953 - 126.9 5,809.3 5441 294 Ne Ao No A.
1954 143.3 6,565.4 629.3 35,8 M. A N. A
1955 159.9 7,790.8 . 791.0 4962 S L9.6
1956 161.5 19,116.8 983.0 673.3  768.2 168.2
1957 1665 10,2212 1,337.5 . 960.8 1,071.0 227.9
1958 . 182.9 11,901.0  1,709.4 1,255.0  1,350.0 269.0
1959 203.2 14,423.0  2,237.0 1,600.9 1,771 377.0
1960 213.0 17,300.0 . N. & | 2,080.0 N. A. N. A.
1961 221.0 21,000.0 N. & .,’ © 2,400.0 N. A. N. A.

Source: Adapted from India, Ministry of Information and Broadcasting, India, 1954-1962,
Chapters on Cooperative Movement., :

792



Year  No.
Enddng of
~June  Banks
1949 | 498
1950 505
1951 - 509
1952 505
1953 499
1954 485
1955 478
1956 451
1957 418
1958 402
1959 400
Source:

Adapted from:

Table 45

Number and Business of Central Cooperétive Banks, 1949-1959 Inc.

Member=
ship

2000

190.1

207.1
231.3
249.9
247.9
272.0
299.6
310.6
322.8
341.1
369.0

Owned Funds

Paid up Reserve

Capitel funds
35.4 45.3
404 47.9
46.2 51.9
51.9 54.8
60.C 58.0
I WA
85.0 66.5
111.1 T3.4
170.7 79.2
231.4 85.4
3.9 102.0

1 Reserve Bank of Indis, Bulletin, October, 1961. .

(Rs.000,000)

Working Capital

Earning Assets

pp . 1604-08 0y

2 Reserve Bank of India, Banking and Monetary Statistics of India,
Bombay, 1954’ ppo 422-1&230

3 India, Ministry of Informstion and Breadcasting, India, 1954-1962, '

Chapters on Cooperative Movement.

Borrowed Funds Total Loans
Depo- Bor'd working outstand- Invests
Total sits money Total  Capital ing ments Total
80.7 N. A.. N. A, 418.0 498.7 289.2 N. A. N. A.
88,3 N. A. No Ae  A475.4  563.7 341.4 N. A. N. A.
98,1 382.4 120,7 503.1 601.1 359.1 167.6 526.7
106.,6 391.0 114.6 505.6 612;3 359.1 176.1 535.2
1181 411.9 1311  543.0 66l.2  384.3 188.4  572.7
. 130.6 463.7  142.7 606.4  736.9 428.9 108.8 627.7.
151.5 557.1 218,0 775.1 926.7 543 o4 232.8 776.2
184.5 584.8 333.3 918.1 1102.6 719.0 290.5 1009.5
249.9 668.8 551.3 1220.1 1470.0 1010.0" 285.4 1295.4
316.8 779.8 799.7 1579.4 1896.2 1308.3 359.5 1657.8
416.9 954.1 1103.0 2057.1 2474.0 1761.1 411.2 2172.3

g9z
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was from Rs. 289,200,000 to Rs. 1761,100,000. Data on investments
are not available until 1951, but between 1951 and 1959 the amoﬁnt
rose from Rs. 167,600,000 té Rs. 411,200,000. It indicates fhat é
considerable part of the money borrowéd from the State Cooperatiﬁe
banks to support agricultural loans was not used for that pﬁréose}
It appears to have been employed as a sort of 'window dressing'

exercise to support the market for @avernment securities and other

investment media.

-

» State*COgﬁéfati;éﬁBankS

The increése in the working capital of the Primary Credit
Societies and Central Cooperafives, as one would expect, is reflécted
‘in the growth of State Cooperative banks from which these first and
‘second tier institutiens obtain the bulk of.theirv1QQnable funds., -
Data showiﬁg their progresé between‘l949 and 1959 is‘presented in
Table No. E6>on page 267. A glance at this tabie reveals that,'like
the Central Cooperative banks, the State Coopératives have experienced
a phenomenal growth during this period. By the end of 1959 aii States
had.éstablished a State Cooperative‘bank - some of them had even more
than one;‘vi;e;w‘Punjab, Madras, and Uttar Pardeéh. Their‘number had
increased from 14 in 1949 to a peak of 24 in 1955 after whiéh if
deélined to 22 in 1959. This decline is due to/gggrganization of Ipdian
stateé in 1956 and the consequent merger or amalgamation of some of the
State Cooperative banks., Their membership iﬁcreased from 18,900 in
1949 to a peak of 36,400 in 1956. After the latter year individual
membership ih'these'banks was discouraged. Consequently their membership

dropped to 31,000 in 1959. It is interesting to note that,whereas



A Table 46
Number and Business of State Cooperative Banks, 1951-1959 Inc.

(Rs .000,000)
Woxkigg_geeaﬁel ' .. ___Earning Assets

e BT e s B DL e e

- June Banks 000, Capital Funds Total Qgpggggg money Total Capital ment Loans . Total
1949 1 18.9 13.5  26.8 343  N. A, N. A, 270.2 3045 N. A. 141.2  N. A.
1950 15 20.9 15.8 2.2 38.0 | N. A. N. 4. 306.2  344.2 N. A. 179.0 N. A.
1951-52 16 23.3  19.0 236 k2.6 2118 127 3246 %2 113.0 20001 3131
1952-53 17 25.6 2L.7 273 4910 2420 95.5  337.5 386.4,  133.6  199.6  333.2
1953%54 22 32.9 27.5 28,6 561 249.0  103.3  352.3 408.4  130.6  226.9  357.5
1954-55 24 36.3 32.4  33.1  65.,  289.5 1214 410.8 4763  143.8  244.1 387.9
1955-56 24 36 4347 32;8 6.5  366.7  190.2  556.9 633.4  183.9  347.7 5316
1956-57 23 Buh 530 348 B9 3839 3237 707.6 5.4 199.6  496.2  695.8
1957-58 21 32.2 847 345 119.3 4545  517.6 - 972.1 1091.4  253.0  747.3  1000.3
1058-59 22 32,0 105.6  43.6  149.2  584.4 440 1328.4 L4777 319.5 1012.2  1331.7
1959-6o 22 31.0 146.2 50,7  196.9 601.5 948.9 1550.5 1747.k 282.1 1298.6 1580.7

Source: Adapted from: 1 Reserve Bank of India, Bulletin, October 1961, pp. 1604-08.
_ . 2 Reserve Banks of India, Banking and Monetary Statistics of India,
Bombay, 1954, pp. A10-411.
3 1India, Ministry of Information and Broadcasting, Publications Division.
India, 1954-1962, Chapters on Cooperative Movement.

L9e
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their capital funds increased from Rs. 34,300,000 in 1949 to

Rs. -197,000,000 in:l959”their workihg capital, made up‘of capital
funds, deposits, and borrowed money increased from Rs. 304,500,000 .

" to the substantial sum of Rs. 1747,400,900 during the same period;
The rapid increase in working capital Wagduevto an increase in
deposits and borrowed money,‘particularly the latter. . Borrowed
funds increased from Rs. 112,700,000 in 1951 to Rs. 949,000,000 in
1959. The increase in borrowed funds wasespecially néticeable after
1955 when the amount rose from Rs. 517,000,0C0 to Rs.:949,000,000 -

an increase of 54 per cent.

In response tec a considerable increase in demand for loans after
1955 the respective State Governments increased the statutory limits
imposed on borrowing by the State Cooperatives. At present such
limits vary from ten to twenty times their capital funds. During the
period under review their outstanding loans gradually increased ffom
Rs. 141,200,000 in 1949 to Rs. 244,000,000 in 1954 abd then sharply
rose to Rs. 1,298,000,000 in 1959. This may be attributed to an
expansion of their lending activity durihg the Second Five -Year Plan,
During the same period investments increased from Rs. llf,OO0,000 in

1951 to Rs. 282,000,000.

Operationsof Land Mortgage Banks

Data available to the author on the operations of Land Mortgage
banks are fragmentary but can be pieced togéther for the period,194%9
to 1959 inclusive,¥®T both thé Primary Land Mortgage banks and the

Central Land Mortgage banks.
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-

7. Primary Land Mortgage.Banks -

Data revealing the progress of the Primary Land Mortgage Banks

are preéented in Table No. 47 on page 270.

In this table it will be seen that during the first six -years under
review, 1949 to 1954, the progress made by these Banks was rather
discouraging. Their number increased from 283 to only 292; their
membership from 186,QOO to 290,000. Loans made during this period in-
‘creased from Rs. 10,000,000 @olpnl& Rs. 14,500,000. However after 1954
A g subétantial‘growth was recordéd by‘£hese ﬁémké, By the end'of
1959 their number had increased to 408 aéd their membership, to 550,400,
Total ad&ances,made during fhié period inéreased from Rs..l4,500,000
to Rs 51,000,000 - an increase éf.about 360 per cent. Howevef, the
létter sum fall far short qf‘the working capital available to these
Banks. The latter,made up for the most part of the proceeds of
- debentures and Reserve Bank advaﬁces made available through the Cenfral
Land Mortgage banks,rose from Rs. 86,600,000 in 1950 to‘thesubstantial

amount of Rs. 203,900,000 in 1959.

qufrCentral Land Mortgage .Banks

With respect to the Central Land.Mortgage‘banks data available
are more complete and revealing than for.the Primary Land Mortgage
banks. Growth of these central institﬁtions between l949_and 1959 is

presented in Table No. 48 on page 271.

The data in this table reveal thét,while the number of Central
'Land Mortgage banks has increased from 5_in 1949 to 16 in 1959, their

membership grew from 8000 to 216,500. . Although their capital funds



Year

1949

1950
1951
1952
1953
1954
1955

1956

1957
1958
1959

Source:

270
Table 47

Number, Loans and Working Capital of Primary Land

Nuber
283

. 286
289
N. A.
291
292
302
326
347
363
408

Mortgage Banks, 1949-1959, Inc.

Membershi
186,000

215,100
213,800
N. A.

265,200
290,100
313,800
333,600
375,900
440,200'

550,400

(Rs. 000,000)

Loans and

¢ Advances
9.2
12.9-
- 13.0
N. A.
1.1
4.5
17.4
20.5
2542
32.7
51.0

Working

Capital
58.6
66.6
75.9
N. Ao
95.5
104.2
113.5
127.0
140.6
165.0

203.9

India, Ministry of Information and Broadcastlng, India, 1954-1962,
Chapters on Cooperative Movement, ,



Table 48

Number, Loans and Working Capital of Central Land Mortgage Banks
Working Capital & Earning Assets

Year No. Member- Capital Dep & A Loans
Ending of ship - and borr'd Deben-~- New out~
June Banks (0co) Reserves money tures Total Loans standing
1949-50 5 8.0 5.6 4.9 58,2 68.7 10.1 51,2
1950-51 5 9.0 6.5 3.2 67.5 77.2 13.3 59.8
1951-52 - 6 346 81 15.3 78.3 101.7 25.1 80.5
11952-53 N. A.  N. A. N. A. N. A.. N. A. N. A. N. A. N. A.
1953-58 9 49.7 10.4 RVWA 114.5  139.3 '19.2 103.5
1954-55 9 65.4 11.9 9.9 1271 158.9  24.4 116.2
1955-56 9 90.3 13.2 - 22.6 1494 185.2 28.3 130.8
| 1956-57 12 116.6 17.1- 26.7 169.5 | 213.2 38.0 149.4
1957-58 15 1514 29.7 20.5 . 204.8 258.8 46.2 198.2
1958-59 15 185.3 37.2 26.4 244, 46 313.5 60.1 226.4
1959-60 16 216.5 45.0 53.4 270.7 373.8 5.2 285.0

Adapted from: 1 S. R. K. Rao, The Indian Money Market, Allahabad, Chaitanya Publishing House, 1959,
j° 238.

2 Reserve Bank of Indla, Banking and Monetary Statistics of India, Bombay, 1954, p. 504.

3 1India, Ministry of Information and Broadcasting, Indla 1955-1962, Chapters on Cooperative
Movement .

T.e
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increased from Rs. 5,600,000 in 1949 to Rs. 4s, 000,000 in 1959,

the increase in the total amount of their working capital, 1ncluding
deposits, borrowed money and debenture was. from Rs. 68,700,000 to
Rs. 373,800,000. The iﬁcrease was mainly due to the sale of
additional debentures which were guaranteed by the Government. This
guarantee coupled with the Reéefve Bank's policy of taking up as much
as 2/3 of the total offered had'considerably increased their market-
ability. The demand for %....: new loans appears to have sléckened
befween 1951 and 1954, 1. . .- Thereafter,each succeeding year
witnessed a substantial increase over the one: preceding. The amount
reached Rs. 85,200,000 in 1959. During the period under reﬁiew
outstanding loans increased from the nominal sum of Rs. Si,OO0,000 in
1949 tothesubstantial amount of Rs. 285,000,000 in 1959. ©No data on
the investments of these banks were available to the writer but it may -
be assuﬁed that the difference befween total working capital and & o

loans outstanding was invested in Government securities.

Measures relating to Land Mortgage Banks

The principal source of funds available to Land Mortgage banks
was the sale of debentures to banks and other investors. In 1950
the Reserve Bank raised its maximum contribution to the short fall
iﬁ public subscription to these issues from 10 per cent to 20 per cent
of the total offered. In 12953 the Bank joined with the Central
Government in éuaranteeing the short fall to 40 per cent of the total
offéred. Under the First Five Year Plan the Goverhmen? earmarkedr -

/

Rs. 10,000,000,0or one-fifth of its Rs. 50,000,000 allotment for .

agricultural improvementsd, for investment in Land Mortgége bank: |
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debentures and this couﬁled with the direct commitment of the Resefve
Bank appears to have been more support than was actually needed. Not
all of it was called into use before 1955.. In 1956 the debentures of
thé Land Mortgage banks were declared to be dn‘par with Government
securities and eligible to secure Reserve Bank credit on the same

basis as other Government approved securities. Since then, the State
Cooperative banks have used these debentures to secure funds to finance
subscriptions to the share capital of cooperative non-credit ventures

by agriculturists.

Aftér the Second Five Year Blan got under way the Reserve Bank
formulafed aderal Debentures Scheme to mobilize the savings of the
rural population for Land Mortgage banks. The Resérvé Bank éppears to
have been committed to underwrite a major portion of such issues.
It undertook to take up the short fall in public subscriptions to the
extent of two-thirds of each issue. This measure has helped éonsiderably
to popularise these debentures among small investors. Unfortunately

no data on the extent of issue of these debentures are available.

Part 5

The Postal Savings System

Aside from the iegislative measure of 1955 to permit the use of
chegues for withdfawing from and depositing money in Postal Sa?ings
6ffices, there is nothing of importance to be rglated in connection with
thesé ihstitutions. This measure was introduced in only few selected
postal savings offices and was gradually extended to others as conditions
warranted. - The development of postal banké betweeﬁ 1949 and 1961 is

presented in Table No. 49 on page 27k.



Table 4§ ,

Number and Deposits of Postal Saving Offices, 1949-1960 Inc.

End of No. of No. of Outstanding Ave. balance Ave. balance

March Depositors @ffices Deposits per office " per Depositor
5000 (Rs.000,000) __
1949 3426 - 8897 1484.9 | 163,400 433.3
1950 ) 3808 9063 1671.9 ; 180,600 439.1
1951 . 4090 9689 1850.6 j 187,100 452.5
1952 Lbd . N. A 1998.1 N. A. 449 o4,
1953 4830 11274 2176.8 % 189,200 450.7
1954 5070 1759 2319.5 { 193,300 | 457.5
1955 5384 11647 2564,.9 f 215,600 47644
1956 5988 12128 2935.0 ¥ 236,900 490,21
1957 6385 12454 0.8 L 253,100 5044
1958 6020 1332 39%6.3 249,100 | 490.8
1959 7724, 14052 3607.7 1‘ 251,800 467.1
1960 T 15101 3867.5 X 251,400 457.9
1961 9213 16807 43142 ¥ 252,400 468.2
" Source: ‘Reserve Bank of Indig} Statistical Tables rela';oing_ig_ﬁank_&.imlndia, 1961, 1957

and 1955, pp. 31, 32 and 55 respectively.

L2
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Data in this Table reveal that the number of depositor accounts
‘held by the postal savings offices considerably increased from 3,426,000
in 1949 to 9,213,000 in 1961. The increase is particularly noticeable
after 1957 after which the number gréw from 6,385,000 to 9,213,000 by
1961.  Similar growth, though not of the same magnitude, is reﬁealed
by the. increase iﬁ the number of savings offices. Their numbef almost
doubled during the time under review, increasing from 8897 in 1949 to

16807 in 1961.

In the meantime outstanding deposits increased from Rs. 1485,000,000
to Rs. 4,314,000,000; average'depositslper office; from Rs. 163,400,to. ic
Rs. 252,400; and the averagé per depositor, from Rs. 433 to Rs. 468.

In vieW'of the creeping inflation that began after 1954 the decline in

the average balance per depositor from 1957 onward is hardly understandable.
It could be attributed to the considerable increase in the number of
small_depoéitors, for as savings offices spread in the countryside, it
appears likely that people with limited means made increasing use of these

facilities.
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CHAPTER VII

SUMMARY AND CONCLUDING OBSERVATIONS

Until 1947 when India finally achieved her independence and

'“fhe National Governmenf began the tremendous task of modernizing

and industrializing the Country, the @evelopment of banking
enterprises broadly,speaking,followed no planned :wor premeditated
course. It was, to the contrary, largely the result of'the actions
of groups and individuals,both native Indians and foreigners,
particularly the latter, prompted by the profit motivej;and the pursuit
" of this motive did not always coincide with the best interests of the

Indian people.

From eariiest times down almost to the present the bulk of all
banking business carried out by native Indians was in the hands of
Indigénous bankers and money lenders, practicglly all of whom,
particularly the latter, can be accused of taking the greatest possible
advantage of the small and poor agricﬁlturists, artisans and tradesmen
as well as of‘other families and individuals who could notiraise a
loan otherwise. The Indigenous bankers characteristically servéd thé
needs of producers and tradesmen; the money lenders, that of
impbverishea consumers, sometimes with money obtained in thé first
instance frpm the Indigenﬁus bankers. Neither class of lenders
solicited deposits publically, operating almqst entirely on their

private fortunes except for occasional borrowing from friends and

relatives.
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Indigenous bankers were primarily merchants and traders as
well as bankers}. Many of them were jewellers, Money lenders, while
characteristically operating bn their own funds, included many
weélthy families aﬁong them agriculturists and small tradesmen.
Both classes éf lendefs, particularly the money lendérs, traditionally
charged what today would be called extortionist rates of interest, and
were brutal in their collection practices. Though the rates that could
‘be.legally charged by money lenders were considerably reduced during
the 1930's they had traditionaily received interest rates varying
between 37% per cent and 150 per cent. Rates as high as 360 per cent

were not unknown.

In spife of overtures made by the newly established Reserve Bank
of India,both before and after its nationalization in 1948, the
Indigenous bankers are still operating on their own authority,without
any supervision and regulation, and have not been brought into the
formalised banking system which now surrounds the Reserve Bank of India.
Yet it is estimated that these bankers continue to supply as much as
70 per cent or.more of the crédit needs of the agricultural sector of
the Indian economy. It would appear that the failure to bring this
important group into the organizéd sector of the Country's banking
system 1is é continuing challenge to the Government and the Reserve Bank
of'India; in its programme of formalising and centrélizing the Indian
banking structure, if indeed the existing structure may be so called.
As things now stand the tremendous credit resources of the Reserve Bank
are not fuliy utilized and made available to the agricultural sector
of the Indian economy - the sector on which the ultimate improvement of

Indian economy would appear to depend.
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So far the attéck on Indigenous bankers and money lenders has
been carried on through the development and ekpansion of the
Cooperative and Land Mortgage banks sponsored by the respective States
ip'India and supported by the Reserve Bank of India. 1In order to
revitalize and strengthen the Cooperative Credit institutions the
ReservevBank undertook tec provide them with leans at concessional
rates varying between 1} per cent and 2 per cent below the Bank Rate.
It also undertook to improve théir operations by providing training
centers fortheir personnel. The extent of Reserve Banks short-term
loans at céncessional rates to help State Cooperative banks to finance
agricultural operations and‘the marketing of crops may be realized
from the fact that the amount of loans/giging the year increased frqm
Rs. 121,000,000 in 1951-52 to Rs. 1,929,000,000 in 1961-62. The |
corresponding increasé in the amount of loans outstanding at the end
of the year was from Rs. 64,500,000 to Rs. 1,228,000,000. In addition
the Reserve Bank advanced tp State GovernmentsRs. 264,000,000 out of
its National Agricultural Credit (Loﬂg—term‘operations) Fund to enable
them to contribute to the capital funds of cooperative credit institutions.

The bank also made Rs. 7,200,000 available to the Land Mortgage Banks.

In Spitézéf the considerable progress recorded by the Cooperative
Credit ipstitutions during the last twelve years or so, they are no where
near the poiﬁt of supplanting the money lenders and Indigenous bankers.
The latter still continue to proVide over. 70 per cent of the credit needs
of the agriculturai sector of the economy. However’after.half a
cenfury of stagnétion»the Cooperative Credit institutions, with the

constant aid from both the Government and the Reserve Bank, have secured
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-a significant position in the Country;s banking system and are
beginning to cut deeply into the busihess of Indigenous bankers and
money lenders. They have put an end to the monopoly of the money
lenders and have helped to bring interest rates down cdnsiderably.

With the futufe spread of education, an increase in per capita income,
a better understanding of cooperative principles by the people,and

the availability of trained personnel, the Cooperative Credit
institutions have the potentiality of supplanting the money lenders.

In fact the eventual spread of fbrmalised bénking facilities throughout
the length and breadth of the Country would appéar to lie in the'

successful promotion of Cooperative Credit societies.

The authorities on banking in India are divided on the question
whethér or not the attack on Indigenous bankers and money lenders
through the spread of Cooperative Credit institutions should be
continued or whether or not it might be better to bring them within
the aegis of the Reserve System by modifying the conditions which
hitherto have hindered their entry. The author is of the opinion
that as far as the mohey lenders ére cén;erned every effort should be
made to supplant them by the sprea@ of V¥iable Cooperative Credit
socleties. With‘respeét to the Indigenous bankeré, however, new
attempts should be made to bring them“within the province of the
Reserve Baﬁk éither by modifying the conditions of entry laid down
by the Reserve Bank or by encouraging the Indigenous bankers to
cooperate Dy &i%%up their joint banking institutionAand thus carry

on their banking business collectively and their trading business

independently without mixing the two together. It is conceivable that,
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if their capital funds were increased by access to Reserve Bank
credit, their operations will greatly expand and the.competition::
for making loans would drive interest rates down to the level

prevailing in the money market.

Formalised banking as a separate undertaking did not appear in
India uﬁtil the establishment of the rule of the East India Company
during the early 19th century. The first formal banking institution
orgaﬁized along médern lines was the Presidency Bank of Bengal
established in 1806. The latter along with the Presidency Banks of
Bombay and Madras ultimately became the-IMperiél Bank in 1921 and

finally the State Bank of India in 1955.

Subsequent additions to this cafegory of banks, designated in this
thesis as Indian Joint Stock‘Banks, include many institutions now
manned by the native Indians ana a small number of publicly sponsored
institutions which, in addition to their ordinary banking business,
handled the fiscal affairs of the respective S£étes. These latter
institutions héve recently been taken over as branches by the now
publicly owned State Bank of India. With the establishment of the
‘Reserve Bank of India in 1935 the larger Indian Joint Stock Baﬁks
i.e., those with a paid up capital of Rs. 500,000 or more became what
has -since been known as Scheduled banks,or designated charter members
of what we have called the Reserve System of India. The far more
‘numerous banks with less than Rs. 500,000 in.paid up capital were not
eligible for full membership but, under the provisions of the Banking
Companies Act of 1949, were granted practically all of the facilities

.Vthat‘Were available to Scheduled banks.
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In contrast to the original Compapies_Act of 1913, the Bahking
Companies Aqt of 1949 incorporates very decisive restrictions on the
authority of banks with regard to the character of loans which they
@ay make, appointment and salaries of their executive officials and
the reserves they shall carry. It places them under the fegulatory
authority of the Reserve Bank - the first time in history, so far as
can be determined, that a central bank has efer been given such .

sweeping éuthority over its affiliated banking institutions.

The Exchange Banks which handle the major part of the financing
of the Country's external trade still make up a large though declining‘
segment df the Indian banking enterprises. While the efficiency and
integrity of their management has never been queétioned, they have, 3
understandably, continued to be tréated‘as foreigners by/%ationally
conscious Indian people and as an economic symbol of the Country's
long forced dependence on non-Indiéﬁ bénking enterprises. Prior to the
Banking Companies Act of 1949 these banks were not subject to any Indian
regulatory aufhority and enjéyed a somewhat privileged position in the
Indian money market. However under the provisions of the 1949 Act
these banks were made subject to the same type of discriminétory
restrcitions as branches of Indian Joint Stock Banks would face in
foreign countfies. Eventually, it would seem, they will be brought
under public ownership, along with competing domestic banks engaged in
financing the foreign trade of India, by the establishment of an
"ImpoftJExpdrt Bank in the public sector. This appears to be the exprésSed
énd generally approved policy of the Indian Government. The latter has

already taken over the business of the Life Insurance companies and
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the singularly important former Imperial Bank now known as the State

Bank of India.

The State Bank of India, it will be reqalléd, was,oriéinally a
foreign bank for it was sponsored by the East India Company and
incorporated under laws promulgated by thaf Company. Ugtil its
nationalization iﬁ 1955 it was by far the largest bank in India. As
a symbol'of coloniélism but at the sane timeaavéryvimportant bank, it
constituted an agency‘which at once indian nationals could Qeithgrl
tolerate nor do without. It not only carried on an éxtensivé primary
banking busihésslbut acted assa cleéring and collecting agency for the
Indian Joint:Stock Banks; also as a lender of last resort to support:
them during pefiods of heavy withdrawals. Its take-over in 1955 by
the already nationalized Reéervé Bénk of Ipdia conclusivéiy destrojed
the Imperial Banks' fqreign image. It now worksvhand in hand with the
Reserve Bank in extending central banking.facilities both tp the outlying

centers and to provide credit to the agricultural sector of the econonmy.

.Though much‘other relevant historicallmaterial had to be présented
in- advance, the author's main concerh in this thesis was to explore and
to ﬁreSeht to a Wéstern audience the expanding role ofvthefnow enormously
important Reserve Bank of India. This institution, one might éay, was
onl& tolerated by the Scheduled banks during the first few‘years of its
operations yet it still made.possible India's sﬁbstantial qontribution fq
World War II by absorbing in Reserve Bank credit war costs of a magpitude
which could not conceivably have otherwise been passed on to the Indian

public. This however was not accomplished without a sharp rise in the
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general price level - a result which continuous deficit financing

through a central bank inevitable brings forth.

It was after the Cﬁuntry became a soveréign state and nationalized
the Reserve Bank, however, that the Bank finally wés made the hub into
'thch were spoked, so to say, all other incorporated and governmentally
sponsored‘banking enterprises and charged either directly or indirectly
with providing the financial machinery for the Government's very
ambitious program of modernization and expansion of the Indian economy.
.It will bear repitition that the wider the provisions of the Banking
Companies Act of 1949 and its subsequent amendments the Reserve Bank
was aiso charged with the supervision and regulation 6f these now
subordinated institutions. The Reserve Bank used this newly gcquired
authority extensively to weed out the inefficient banks and £hus;$péure

the development of a sound banking system.

Since independence the main objectivé of the nationaliGoVernment
has been to promote a rapid but balanced economic growth through
successive five year plans and the Reserve Bank has beén called upon
to meet the financial needs of the Government to carry out its expansion
programme and at the same time attempﬁutb maintain a stable price level.
The First Five Year Piah was launched on a modest scale in. 1951 to
organize and strengthen the economy, initiate institutional changes and
thus lay down foundations for the future development of the economy.

' ' First
The total outlay in the public sector during the/Plan period amounted
to Rs. 19,600,000,000. Of this amount foreign aid accounted for
Rs. 1,880,000,000 and deficit financing, Rs. %,200,000,000. In spite

of the fact that deficit financing accounted for about 22 per cent of
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the total outday in the public sector, it had little inflationary
effect. In fact the cost of living Index (1949 = 100) decreased from.
101 in 1950-51 to 96 in 1955-56. This may be attributed to the fact
that in addition to the use of foreign aid the Government drew heavily
upon its blocked sterling balances, whicﬁ decreased from Rs. 8,842,000,000
in 1950-51 to Rs. 7,461,000,000 in 1955-56, to finance its continousiy
increasing imports. This had the effect of increasing the supply of
goods in the Country without comparably increasing the supply of MOney
and thus offsetting other inflationary undertakings. Favourable weather
and moderate monsoons (trade winds) had bestowed on the Country abundant
harYests and the national income (at constant prices) increased by 18
per cent as against the 12 per cent projected durihg the plan period.
The total increase in money supply during the plan period, which amounted
to Rs. 2,640,000,was easily absorbed by the increase in currency needs

of the business community and the public at large.

Thus during this five year period the Reserve Bank was ndt called
upon to execute a decisive monetary policy. It was chiefly concerned
with the establishment of the various financial institutions that were
designed to mobilize the Country's resources and to channel them into
various enterprises included in the plan. 1In the regulatory sphere it
proceeded with its policy:of strengthening the Indian banking system

through inspections, closures and consolidations.

Encouraged by the success of the First Five Year Plan and perhaps
to further speed-up the ‘economic developnent of the Country,_thé
Government in 1956 launched a larger and more ambitious Secdénd Five Year

Plan in which industrial expansion in India was emphasized. During the
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first half of the Plan period a considerable increase in imports of
machinery and other capital goods virtually exhausted the Country's
foreign currency asséts which decreased from Rs. 7,461,000,000 in March
1956 to Rs. 2,670,000,00C in March 1958. Failure of crops because
of unfavourablé weather had reduced the Country's supply of food and
the Government had to resort to increased imports of food gréins, and
to a scaling down of total out-lays on the plan in the Public Sector from
Rs. 48,000,000,000 to Rs. 46,060,000,00@. Moreovef the Government had
to resort to deficit financing on an unprecendented scale if the.projected
development program was to be completed; for voludntary savings, insurance
premiums and the available amount of foreign aid were not sufficient

to cover the planned'expenditure.

The deficit financing through the Reserve Béﬁk during the Second
Five Year Plan amounted to_Rs. 11,500,000,0@0, and meanwhiie the supply
of money (lawful money + bank money) increased from Rs. 23%,100,000,000
to Rs. 29,100,000,000. As a consequence the Reserve Bank was faced with
an impossible task. On the one hard the Bank had to issue enormous
émounts of money in currency notes to meet the financial needs of the
Government; on the other, it was apparently expected to maintain a stable
price level, While the Issue Department of the Bank was issuing currency
notes to finance the Government unéertakings, its Bankiﬁg Department
used all of the measures of control at its disposal to curb its
inflationary potential. Selective credit control measures were used to
check the speculative increase in the prices of various commodities by

denying bank credit to speéulators. In order to siphon off the excess

reserves of the banking institutions, statutory reserve reguirements

were increased to as much as 50 per cent of new deposits. In order to
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further limit the extension of bank credit, the Reserve Bank imposed
credit rationiﬁg on the Scheduled banks. TﬁroughAtﬁese and other
restrictive éeasures the Bank was able to constraiﬁ the inflationéry
forces generated by the‘aeficit financing though not to eliminate
ﬁgem. While doing so it providéd the banking world with its firét
example of the combined use of various types of selective and general
inflationary controls; and what otherwise would undoubtedly have.
produced a self-generating spiral of prices was held within tolerable
" limits without resort to an all out system of price controls and
rationing. It*is;quiteimrrealistic to assume that under the given
conditions any combination of banking reStraints,however well executed,
could have nullified the entire inflationary poteﬁtial of the enormous
budgetary deficits without seriously restricting and>limiting the

achievements of the Second Five Year Plan itself.



Appendix

Operatiohs of Reserve Bank in Central Government Securities,
1949-1960 Inc. {Rs.000,000)

Financial :
Year ' , Net
' Ending Total , Total Purchases (-)
In March Purchases Sales Sale (+)
© 1949-50 892.2 706.8 - 185.4
1950-51 1550.6 987.9 - 562.7
1951-52 | 660.0 547.8 - 118.2
1952-53 1266 138.6 4 12.0
1953-54 / 1777 o 399.1 3221
1954-55 299.4 5794 .' * ¥ 280.0
11955-56 | 219.7 379.2 +159.5
1956-57 L1427 283.0 - 191.7
1957-58 | 240.1 £92.3 +652.2
1958-59 651.0 : 1540.5 - + 889.5
1959-60 233.1 Coe36. o +603.3
1960-61 ' N. A. N. A. $1250.0

Source: Rserve Bank of In@ia; 'Bulletin,” June 1960, p. 803.
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